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Abstract 

The performance of the Chinese economy since Deng Xiaoping’s and Jiang Zemin’s changes to the 
core philosophy of the Chinese Communist Party (CCP) is unprecedented for a country so large and 
could be seen as contrary to Popper’s central idea that liberal democracy is essential to peaceful 
transitions toward prosperity.  It is argued in this chapter that this growth surge is due to the 
separation of economic from political freedoms and to increased liberalism toward the former.  In 
modern China, however, these freedoms depend on political institutions that are fragile and so its 
growth cannot be yet regarded as robust.  Indeed, interdependent as they are with the general level 
of development, Chinese economic freedoms are under threat from abroad and from the perceived 
necessity to depart from “export led” growth to a model driven by expanding consumption and 
home investment.  Political and economic obstacles stand in the way of continued strong growth 
following this change of policy direction and a failure to deliver could cause a second shift in the 
core philosophy of the CCP and a future path on which both economic and political freedoms are 
lessened.  While “soft resolutions” are available, they depend on the recognition abroad that global 
economic performance now depends importantly on continued economic growth in China. 
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1. Introduction 

Central to Karl Popper’s (1945) thesis is the idea that liberal democracy is the only form of 

government allowing institutional evolution that raises welfare without destructive transitions 

involving violence or bloodshed.  The wider East Asian experience might be seen as offering 

support to this idea, since the emergence of economic prosperity in many Asian economies has been 

accompanied by the evolution of their political systems toward liberal democracy.  The same cannot 

be said for the totalitarian Asian states, however, of which China is the most significant.  In those a 

distinction is made between economic and political freedoms, with great advances in liberalism 

toward the former accompanying spectacular economic gains. 

This distinction between economic and political freedoms is encouraged by the rhetoric of the 

modern Chinese Communist Party (CCP) and, indeed, by China’s recent history.  While it is not 

correct to deny any evolution of China’s political system in favour of individual freedoms,1 the 

expansion in economic freedoms accorded the Chinese people after 1978 was immense by any 

measure.  The economic policy reforms introduced by Deng Xiaoping’s administration centred on 

such dicta as "economic development is the centre of party work" and "it always stands to reason to 

develop the economy faster".  He transformed the CCP from one centred on class struggle to a 

vehicle for economic growth.  Seeing the latter as the desired end, his philosophy was pragmatic, as 

suggested by many of his oft cited quotes, including “It doesn't matter if a cat is black or white, so 

long as it catches mice” and, in response to criticism that a key consequence was the more rapid 

enrichment of some than others, “poverty is not socialism; to be rich is glorious” and “let some 

people get rich first”.2 

This transformation of the role of the CCP from an instrument for class struggle into a vehicle for 

economic growth was cemented into party and national policy by Jiang Zemin, whose theory of the 

“three represents”, written into China’s state constitution in 2003, sees the CCP as central to the 

delivery of growth and development.  The resulting dispensation of Chinese economic freedoms, 

including private ownership and production, freedom to trade and move and freedom to borrow and 

lend have transformed the Chinese economy from a highly populated but isolated poor country in 

the Maoist era to one of the most important drivers of global economic performance today.  Since 

                                                 
1 Since the Deng Xiaoping era there have been numerous political reforms, amongst which are the relaxation of media 
controls, the broadening of party membership criteria, the expansion of intra-party democracy and minority 
representation, the transformation of the justice system from military to civil administration with massive military 
demobilization and budget cuts, the tolerance of “two systems” with the establishment of the Hong Kong Special 
Administrative Region and reduced restrictions on inter-provincial and international travel and migration.  In addition, 
very recent pressures for political reform at the village level appear to have borne fruit (Wang 2012). 
2 See Deng Xiaoping (2000), Selected Works, Vogel (2011). 
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the CCP take-over in 1949, real per capita income in China has grown ten-fold, with the great 

majority of that being achieved since the Deng Xiaoping reforms.3  But this has not been merely a 

gain for China and its people.  The rest of the world economy has also benefited from an associated 

improvement in its terms of trade and cheaper credit that has, in turn, fostered investment and 

growth (Harris et al. 2011; Robertson and Xu 2010). 

Yet these gains, both in China and the rest of the world, are fragile and the Chinese regime that has 

produced them faces potentially destabilising threats from within and without.  For this reason, the 

“middle income trap” widely touted abroad (World Bank 2010), looms.  Within China there are 

high environmental costs which will require substantial public investment to rectify.  There is also 

increased income inequality, associated with considerable rents in the state-owned sector, which 

will be politically difficult to unwind (Tyers 2012).  This inequality also coincides with ethnic 

socioeconomic stratification in China’s periphery, which has precipitated increased class, ethnic and 

regional conflicts.  Outside China, threats include the global financial crisis and its aftermath, 

engendering slower export growth.  Equally, if not more important, and of more durable 

significance, is political xenophobia toward the Chinese in the Western democracies.  China’s 

political system is seen as denying basic human rights by some, its large government and defence 

forces are seen as a strategic threat by others and still others see its economic policies as antithetical 

to Western interests.4  Such voices ignore the immense benefits enjoyed by the average Chinese on 

the one hand and by the West on the other.  For the West these benefits include the substantial 

lowering of the cost of manufactured consumption and intermediate goods and the reduced cost of 

credit, both of which tend increasingly to be taken for granted.5 

This chapter examines the role of economic freedoms in China in the creation and dissemination of 

these global benefits and the robustness of the system that delivers them.  The next section 

discusses the economic freedoms themselves and the institutions on which they rely.  Section 3 

offers a short history of the evolution of economic policy in China and its reliance to date on export 

led growth, while Section 4 discusses the challenges to continued export led growth and the case for 

a change in China’s growth strategy.  The associated risks to continued economic freedom in China 

are discussed in Section 5.  Finally, Section 6 suggests some possible “soft landings” via which 

economic freedoms and their associated benefits might be sustained. 

 

                                                 
3 This result is clear from PPP adjusted Penn World Tables data, to be discussed in Section 3. 
4 For a summary, focusing on China’s macroeconomic and, in particular, its exchange rate policy, see Tyers and Zhang 
(2010).  A typical US perspective is offered by Cline (2005) and Cline and Williamson (2010). 
5 The very cheap short term credit that precipitated the US financial collapse in 2008 was not directly due to Chinese 
long term lending but rather to US Federal Reserve monetary policy after 2001 which led to very low short rates and 
negative short real rates. 
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2. Economic freedoms and their exercise 

The key economic freedoms offer only a component of the broad principles of “liberty” defined by 

Mill (1848, 1959) but it is one closer to Mill’s (1907) subsequent reconsideration.  Clearly it is a 

component that the Chinese have shown has the power to unleash great improvements in private 

economic welfare.  It includes 1) the ownership of the fruits of production, 2) control over the 

disposition of their labour by individual workers, 3) ownership of physical capital, 4) freedom to 

trade products and to supply or rent factors of production (own labour and physical capital), which 

implies private choice of job or place of work, 5) freedom to borrow and lend, and hence to 

accumulate private wealth.  These freedoms are not simply dispensed by the enactment of laws, 

however.  They require active maintenance by the state and this necessitates that resources be 

committed to the defence of assigned property rights, implying secure national borders and reliable 

domestic policing.  But even this is not sufficient.  Property rights are of little purpose unless they, 

or products that stem from them, can be freely traded.  This requires that the state also enforce 1) 

commercial laws that support contract, corporate governance, patent rights and competition rules, 2) 

product and service standards that maintain quality and thereby reduce risks associated with trading.  

In addition, no product, service or primary factor markets can function without a maintained 

infrastructure.  Telecommunications ensure that product and trading information can be exchanged 

and that products, financial assets and factors of production can be transported.  Finally, since the 

exploitation of private property rights is privately risky, it is facilitated by bankruptcy laws that 

protect individual investors and a social safety net that ensures access to survival income and health 

services when ventures fail.6 

Of course, the source of all these essentials to the underwriting of economic freedoms is economic 

development.  All of them are weakened by widespread poverty.  Critically, economic development 

requires a securely integrated state supporting integrated markets for its goods and services.  There 

is little doubt that tribalism, and divided polities in general, including the extreme of civil wars, lead 

to poor and ineffective governance, and in particular poor economic policy.  These lead to 

politically destabilising policy bias and therefore interference in economic freedoms, and to non-

facilitating corruption, thus preventing or retarding development (North 1990 and Haber et al. 

2008).  More than this, however, is the more basic idea of Locke (1821), that a successfully liberal 

society requires that citizens share fundamental beliefs and philosophy.  This, in turn, requires 

shared commitments to common public goods, such as the handshake as implicit contract, courtesy 

                                                 
6 This addresses the concern of Rawls (1971) that the performance of the poorest in a community is of concern to all 
because of the “veil of ignorance”. 
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in transport and public places and, in general, the widespread acceptance of and commitment to the 

“do unto others” rule.7 

 

3. China Looking Back 

The last successful China-wide regime was in the 18
th

 Century, during the heyday of the Qing 

Dynasty.  For the time, China’s product and service markets were integrated and the state conferred 

considerable economic freedoms (Gelber 2007).  During the 19th century, however, this integration 

diminished under colonial influence, with regional warlords buttressed by concessions to different 

colonial powers.  This segmentation continued until WW II notwithstanding the formation of the 

Republic of China in 1912 with Sun Yatsen as its first president.  Following WW II a civil war 

ensued that was won by the communist forces led by Mao Zedong in 1949.  Thus commenced 27 

years of totalitarian rule under a regime motivated by “Marxist Lenninist Mao Zedong thought”, 

implying a political regime oriented to class struggle and favouring the China’s numerically 

dominant rural peasantry, as distinct from Marx’s industrial proletariat. 

 

The totalitarian regime of 1949-1978 

The focus of Mao’s CCP was continuing revolution and class struggle.  All production, including 

farming, was collectivised and no private ownership of the means of production was permitted.  

This, and the security paranoia common to such totalitarian states, suppressed entrepreneurial 

initiative.  Frequent purges were seen as necessary to the maintenance of the power hierarchy and 

the ideological focus but these were economically disruptive, causing loss of experienced 

managerial leadership at all levels.  A lack of free debate over economic policy made possible the 

national implementation of a number of ultimately destructive ideas, including the disastrous “great 

leap forward” – a failed attempt at rural-centred industrialisation.  The subsequent “cultural 

revolution” saw a frenzied nation-wide purging of Chinese society’s intellectuals and professionals, 

again weakening human capital growth and economic management, further setting back China’s 

overall economic growth. 

China’s economy did grow during this period, however, though the extent of this growth is difficult 

to measure and controversial (Robertson 2011).  The mechanisms were two-fold.  First, Mao’s 

preoccupation with the power of the state, and hence its precedence over individual welfare, led to 

                                                 
7 Common philosophies can emerge from historical politico-religious tyrannies or from cultural isolation, but they can 
also be a consequence of encouragement by the modern state as in Singapore’s campaigns against littering, spitting and 
other anti-social behaviours.  Government campaigns of this type are common in China also. 
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his view that population expansion should be encouraged.  Of course, while this expanded China’s 

real GDP, it slowed real per capita income growth (Golley and Tyers 2011).  Second, China’s 

totalitarian state, like that of the Soviet Union, was able to save and accumulate physical capital 

collectively, though it did this with less success than in the Soviet case in the same period. 

 

Deng Xiaoping, Jiang Zemin and the rise of economic freedom 

Following the death of Mao there was a weak political transition, while purges took place of the 

“gang of four” which had dominated policy during his final years.  By 1978, the new regime of the 

pragmatist Deng Xiaoping had emerged.  He was a survivor of the “Long March”, a victim of the 

“cultural revolution” and a prisoner of the “gang of four” but nonetheless irrepressible (Vogel 

2011).  He saw the inefficiencies of state capitalism constraining collective progress and he decided 

that development and growth should be the primary mission of the CCP.  To this end he sought to 

harness individual initiative and opportunity.  This led, for example, to the rural “responsibility 

system” that transformed Chinese agriculture by returning some economic freedoms to individual 

farmers and to the establishment of “special economic zones” that boosted private manufacturing 

investment and employment.  In association, there was a general opening of domestic merchandise 

markets to private enterprise, foreign investment and international trade. 

At the same time, Deng rejected Mao’s view that population growth was beneficial and so the 

encouragement of large families was ended, to be replaced by the draconian “one child policy”.  

While this denied one fundamental freedom (the choice of one’s family size) it greatly slowed 

China’s population growth and contributed to the resurgence of growth in real per capita income.  

The mechanisms were twofold.  First and most important was the raising of the capital to labour 

ratio and hence labour productivity.  Second, and much discussed, was the subsequent decline in the 

number of dependent young people and hence the rise in China’s labour force relative to its 

dependent population – referred to as the “demographic dividend” (Bloom and Williamson 1998, 

Golley and Tyers 2011). 

Deng Xiaoping was followed as Chinese leader by Jiang Zemin, a pragmatist of similar philosophy.  

His theory of the “three represents” sees the CCP as "a faithful representative of the requirements in 

the development of advanced productive forces in China, the orientation of the advanced culture in 

China, and the fundamental interests of the broadest masses of the people in China."8  The 

"Represents" were adopted at the 16th Party Congress in November 2002 and written into the Party 

                                                 
8 Ye (2000) offers the formal detail and Lawrence (2000), Tong (2002 and Fewsmith (2003) English language 
interpretations. 
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Constitution. In March 2003, the National People's Congress decided to have them included in the 

State Constitution.  With this, the transformation of China’s political approach to economic policy, 

from one stressing inequality and the power of the peasantry to one fostering overall growth, was 

complete. 

 

Key economic policy junctures 

Of particular importance at the outset was the responsibility system in Chinese agriculture, at the 

time the dominant sector of its economy.  It gave farmers ownership of their product and the right to 

sell at the best attainable prices.  To achieve this it was necessary to legalise private markets for 

agricultural produce.  Farmers were required to yield to the state a proportion of their output at state 

prices but were then permitted to sell any remainder on the private markets.  The result was a very 

considerable increase in output and overall productivity which was the more important for the 

overall economy because of the comparative size of its agricultural sector.  Then, from 1979 

emerged the “special economic zones”, constructed around China’s most crowded Southern cities.  

This began the accommodation of surplus urban and, most importantly, rural labour in foreign 

invested private and semi-private manufacturing.  A further boost to productivity resulted and the 

zones were so successful that the policies that made them special were eventually broadened to the 

coastal provinces and thence to the country as a whole. 

In 1994, China’s exchange rate was unified and the policy of maintaining a fixed de facto US dollar 

peg initiated.  This greatly reduced financial uncertainty and fostered foreign investment, 

commencing China’s modern growth surge.  At the same time Chinese law was being reformed, 

among other things to protect property rights over physical and financial capital, and a new tax 

system was implemented that included by income and consumption taxation.  Soon after, stock 

markets were opened in Shanghai and Shenzen, broadening the array of options available to China’s 

ardent savers, albeit initially with heavily regulated share ownership as between domestic and 

foreign residents and tight restrictions on the issue of equity by state owned corporations. 

Most important in China’s recent past was its accession to membership of the World Trade 

Organisation (WTO), which was concluded in 2001.  The Chinese state thereby conceded some 

sovereignty over trade and related policies, further boosting investor confidence and thereby raising 

China’s overall, and foreign direct, investment.  This ushered in a period of truly extraordinary 

economic growth with annual real expansions in GDP exceeding 10 per cent for several years.  This 

acceleration in China’s growth since the 1990s is clear from Figure 1.  A complicating factor during 

this period, however, was a substantial rise in China’s current account surplus, to about a tenth of its 
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GDP.9  This is explained by the fact that China’s total domestic saving exceeds its investment by 

this proportion, and this is due to several factors that act in concert. 

First, China’s very large saving rate sees more than half of its GDP set aside each year.  This is not 

merely because rapid recent expansions leave households seeing their “permanent incomes” as well 

surpassed, remembering poorer times and fearing a return to them once the boom passes.  It is also 

because the state owned enterprises, which were unprofitable in the 1990s, have since become very 

profitable and that their earnings are not repatriated to the public but rather passed directly to 

financial markets as investment.  Second, an almost as extraordinary 45 per cent of GDP is invested 

and it is unlikely that many high returning projects remain to justify an increase in this proportion.  

Public investment has increased since the global financial crisis but this is not a sustainable solution 

to the problem which, ultimately, requires further industrial reforms (Azziz and Cui 2007; Tyers and 

Lu 2008; Kuijs 2006, 2007).10 

 

Recent events 

Since the 1990s the rise in China’s current account surplus has raised bilateral imbalances as 

political issues in the US and Europe.  As firms based in those countries have relocated their labour 

intensive manufacturing to China, their levels of manufacturing employment have declined.  Even 

though the resulting trade has benefited both regions, it has raised structural unemployment, at least 

temporarily.  Since the Chinese don’t vote in European or US elections, they are ready political 

scapegoats.  Much of the blame has centred on China’s exchange rate policy, whereby it is 

suggested that China is artificially cheapening its products so as to raise exports and reduce imports.  

This confuses the true origin of China’s current account surplus, which it is shown above depends 

on its saving relative to its investment.  In the end, the issue is China’s high saving rate, but even 

this serves to cheapen credit in the rest of the world and, more directly, to pay for US national debt.  

In any case, pressure from abroad for China to appreciate heightened in the 2000s and has remained 

strong since. 

In 2005 some flexibility was introduced into the nominal exchange rate regime.  This aided a real 

appreciation upwards of 30% to 2008, though the underlying force behind this appears to have been 
                                                 
9 The current account is CA = X – M + N = SD – I, where N is net factor income from abroad, SD is the sum of private 
and government saving and I is investment.  The right hand side of this identity stems from the combination of 
aggregate expenditure on GDP, Y = C + I + G + X + M; the fact that GNP is YN = Y + N; the GNP disposal identity, YN 
= C + T + S, and the balance of payments, BoP = 0 = KA + CA, where KA is the capital (and financial) account.. 
10 Another perspective on China’s current account surplus is that it is due to the intra-Asian trade in manufacturing 
components (Athukorala 2005).  Since the Chinese economy carries out a lot of final assembly of components supplied 
in other Asian states, China’s current account surplus is in some way representative of the whole of Asia, being much 
enhanced by the diversion of exports from other Asian economies that once went to the US and Europe but now go to 
China for some value adding before leaving China for the same destinations. 
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increasing Chinese labour costs (Tyers and Zhang 2010, Jacob 2011).  Although this flexibility was 

suspended in 2008, the appreciating trend has continued since.  The global financial crisis of 2008 

buffeted the Chinese economy, on which the main effect was to reduce demand for its exports by 

almost a third.  For two years China was faced with a structural unemployment problem of its own, 

which was solved by the return of some workers to agriculture and the diversion of government 

spending to additional public infrastructure projects.  More recently, under pressure from Europe, 

the US and international institutions, the Chinese government has decided to “look inward for 

growth” and so rely less on exports.  This policy stance has become a new CCP orthodoxy (Jia and 

Liu 2009, Yi 2011). 

 

4. The Challenge to Export Led Growth 

Economic development is primarily about raising the proportion of the population in the “middle 

class”.  For countries that start poor and primarily rural, this requires rural-urban migration and, at 

least initially, basic (mainly primary) education and training.  These conditions supply a workforce 

suitable for light manufacturing.  If the protection of property rights and the export infrastructure 

facilities are sufficient, that then attracts capital that is supplied from domestic saving and foreign 

direct investment (FDI).11  Some of the migration to urban areas goes into construction and other 

services, which expand, but the transition to very high real per capita income is part of a second 

stage that then requires further education and training suited to the growth of sophisticated services. 

This development strategy requires relatively free trade since the growth in the local supply of light 

manufactures that occurs in the early stage is more than can meet local demand.  Such developing 

countries realise their comparative advantage in light manufacturing and so transform their home 

labour forces by exporting.  As it turns out, this transformation of developing countries is also 

beneficial to those that are already industrialised.  This is because the resulting change in the 

international terms of trade is positive for them – light manufactured imports are cheaper and skill-

intensive durable (consumer and capital) goods, which they export, are in higher demand.  

Moreover, since the opening of such developing economies in this way supplies additional low-skill 

labour to the integrated global economy, FDI opportunities are abundant and savers in industrialised 

countries earn higher returns.  Idiosyncratically, Asian development has also offered high saving 

households and firms which have offered excess saving to the global economy.  This has financed 

                                                 
11 For more on the central role of investment, see Riedel et al. (2007). 
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investment and government expenditures in the industrialised economies in ways that have 

enhanced their growth.12 

This convenient and successful pattern of expanded interdependence has been the basis for catch-up 

by poorer countries and regions for more than a century (Dooley et al. 2004).  Then why should the 

Chinese choose to “look inward” now?  The reasons are manyfold.  First, it is inevitable that China 

will graduate to industrialised status and therefore cease to depend on labour intensive exports in 

the manner of Japan, the Republic of Korea and its regions in Taiwan and Hong Kong before it.  

This generally coincides with a slowdown in the rate of rural to urban migration and an acceleration 

in the rate of rise in real wages – the “turning point” of Lewis (1955).  The proximity of this 

transition in the Chinese case is the subject of ardent debate (Garnaut 2010; Golley and Meng 

2011), though it is probably still some way off.  It is nonetheless true that demographic changes 

associated with China’s one child policy will accelerate it, and labour costs have indeed grown 

more sharply in recent years (Tyers and Zhang 2011).  The transition to slower growth can be 

abrupt and destructive, as in the case of Japan (Tyers 2011), and so the Chinese might be wise to 

plan their transition early. 

A second important reason is that growth has slowed in the regions to which China’s exports are 

directed.  This raises the prospect that the terms of trade might shift more rapidly against it if 

exports continue to be pushed out at the current rate and so a smaller proportion of the benefits from 

export led growth would accrue to China.13  Third, and more likely to be of significant influence, is 

political pressure from destination regions against China’s current account surplus and its effects on 

manufacturing employment abroad.  Associated political attacks on Chinese exports, and anti-

Chinese xenophobia in general, are the more likely when the movement of vast numbers of Chinese 

workers into the modern sector is perceived as being associated with the unemployment of a tenth 

of workers in Western Europe and the US.  This association has high level backing in policy 

debates, particularly in the US (Bernanke 2006; Bergsten et al. 2008; Lardy 2006; Krugman 2010).  

That this unemployment has more to do with domestic policy misjudgements, plays poorly in the 

West. 

The Western backlash is essentially mercantilist and much of it, including Krugman’s many 

published comments, is directed at China’s exchange rate policy.  The perception in the US that 

countries like China use “exchange rate protection”, stems from the role of the US dollar as the 

reserve currency and the difficulty it faces when a lack of competitiveness would justify a 

                                                 
12 While it is true that cheaper credit has not always led to growth enhancing expenditures in these countries, their errors 
in public and private expenditure patterns have not been the fault of the Asian high savers. 
13 This raises the prospect of “immiserising growth”, which is already hotly debated as a  consequence of Chinese 
export expansion, at least for smaller, poorer exporters that compete with China (Bhagwati 1987). 
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depreciation against others.  In the 1980s, this ire had been directed against Japan, leading to the 

Plaza Accord and a large and destructive appreciation of the Yen (Goval and McKinnon 2003; 

Hamada and Okada 2009; Obstfeld 2009), and ultimately to the US Exchange Rates and 

International Economic Policy Coordination Act of 1988, which formalised the US “defence” 

against currency manipulators.  Poverty, and its associated low wages, are seen in US policy 

debates as an unfair trade advantage rather than a problem that is solved by expanded trade.  The 

fact that the underlying real exchange rate of China against the US has appreciated substantially 

since 2004 and continues to appreciate seems to be missed (Tyers and Zhang 2011).  Thus, the 

combination of high level browbeating on macroeconomic policy and threats of retaliation must 

surely have had an impact on Chinese policy choice. 

Finally, China is constantly criticised for its lack of political rights and for its treatment of unhappy 

minorities such as the Tibetans and the Hui zu.  This criticism is sometimes justified but often it 

stems from fear of China as a potential strategic opponent and a sense that the advocacy of 

additional political and religious rights might weaken it in such a competition.14  These external 

criticisms of the Chinese state and its policies, while occasionally well intentioned, are too often 

xenophobic and made in ignorance or disregard of the considerable benefits of Chinese growth for 

the West. 

 

5. The Risks to Economic Freedom in China 

Economic freedoms and the development they have fostered are precarious in China because they 

are the gift of a totalitarian political regime that has supported them while they have been 

advantageous to the CCP.  The regime could, more readily than a liberal democracy, shift its 

strategy again, as abruptly as it did in 1978.  It could foster a shift toward more liberal democracy, 

as appears to be occurring at the village level (Wang 2012), but a slowing of growth and the rising 

inequality anticipated by Deng Xiaoping’s opponents could also cause a shift in the opposite 

direction - toward a new class struggle.  The circumstances under which it would consider this 

therefore warrant consideration and it is argued here that the slower growth due to stem from the 

choice to “look inward” could be an early trigger. 

 

 

                                                 
14 This has a parallel in the complaints in the US that Chinese Americans are disproportionately successful in secondary 
schools and top university admissions.  Doonsbury once quipped that “Chinese Americans should let their children 
watch more television”. 
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The middle income trap and slowdown literature 

There is increasing interest in middle income “slowdowns” by developing countries that have 

heretofore grown strongly out of poverty (World Bank 2010; Eichengreen et al. 2011).  This 

literature is concerned with the distinguishing the “natural” slowdown in the convergence process 

as poorer countries approach full industrialisation, which is due to diminishing returns to physical 

and human capital and diminished “catch-up” investment incentives (Lucas 2011), from political 

vested interests in opposing economic policy reforms needed for the final catch-up phase (Riedel 

2011).  The sense in which the slowdown is considered a “trap” derives from a divergence of 

collective interests from those of the leadership group, with the latter associated with rent extraction 

(corruption) that peaks at middle levels of real per capita income.  If the final phase of convergence 

is seen as requiring more dispersion of power to control the corruption and release the rents then 

there are important implications for China. 

So where are the rents and the vested interests that could retard China’s future growth?  The 

financial sector is one location.  Very high saving challenges this sector to allocate that saving 

across investment opportunities efficiently.  The many weaknesses in this process, stemming in part 

from the protection of state owned financial institutions, have already received considerable 

attention (Riedel 2007; Walter and Howie 2011).  Yet the potential gains from further industrial 

reform that reduces rents in protected corners of the economy extend well beyond the financial 

sector.  To quantify this, in a separate study I have used a mathematical model of the Chinese 

economy to examine the sources of future Chinese growth (Tyers 2012). 

 

Numerical simulations on “looking inward for growth” 

The simulations are comparative static and indicative, though they derive from a database 

representative of ca 2005.  Importantly, the model used captures the oligopolistic structure of the 

Chinese economy of that period, as summarised in Table 1, and it incorporates oligopolistic pricing 

behaviour throughout the economy.  What is clear from China’s economic structure is that the 

agricultural and export light manufacturing sectors are relatively competitive, with few rents to 

physical capital.  The more protected heavy manufacturing and services sectors, on the other hand, 

have high rents, half the nation’s value added and almost half of total employment. 

Continued export led growth is simulated by a further rise to agricultural labour productivity and, 

via FDI, to total factor productivity in the light manufacturing export sector, combined with an 

arbitrarily low increase in an exogenous real production wage.  Workers continue to be released by 

agriculture and expansion is substantial as expected.  The results are included in Table 2, which also 
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includes a simulation of the same shocks except that the Lewis turning point is past and the supply 

of production labour is fixed.  Growth then stems from the productivity changes alone and is much 

reduced.  The real production wage rises faster, however, and there is a reduction in the current 

account surplus due to a decline in pure profits in the protected sectors (in effect, a gain by workers 

at the expense of capital) and hence a decline in corporate saving.  The table also shows the effects 

of one of the proposed mechanisms for new growth – further expansion of government activity.  

Consumption tax financing causes overall economic activity to rise modestly but the protected 

heavy manufacturing and services sectors, and hence capital income, are the principal beneficiaries, 

with households and workers worse off.  If the government expansion is financed from company 

tax the net effects on overall economic activity are still small. Expanded government activity, by 

itself, is therefore not shown to be a significant source of future Chinese growth. 

The greatest potential for inwardly-generated growth rests with industrial reform, which applies to 

both heavy manufacturing and services, including financial services.  This has numerous 

dimensions.  One is pure privatisation, which ensures that all after-tax company income accrues to 

households and so can be allocated by them to saving (Tyers and Lu 2008).  By itself, as indicated 

in the first column of Table 3, this reduces national saving and the current account surplus.  Other 

than this, however, the simulations suggest that privatisation generates no substantial growth.15  

Another industrial policy reform that has been popular is to retain the proportion of state ownership 

but to force price competition by fragmenting SOEs.  The problem with this approach is that, while 

it does induce more competitive pricing, it raises fixed costs substantially, and the simulations show 

that the latter effect dominates the former, yielding no positive growth. 

Substantial growth is available, however, from directly attacking the rents accruing to SOEs by 

regulating their pricing with a view to forcing them to price at average cost.  There has been 

considerable success from this in the industrial countries and the simulations show that the effect is 

to reduce costs in industries whose products are used throughout the economy and hence to expand 

economic activity substantially.  The export sector is a substantial beneficiary from this and, aside 

from the overall expansion it offers, the associated redistribution is away from capital owners 

toward workers.  Yet this very desirable result requires the redistribution of very considerable rents 

currently accruing to China’s industrial elite.  It is politically difficult for the reasons made clear by 

Riedel (2011).  The final simulation offered in Table 3 shows the effect of productivity growth in 

the expanding services sector on overall performance.  Not only is the growth effect considerable, 

but it also offers a step toward the convergence of the Chinese economy with the industrialised 

                                                 
15 Had it been assumed that privatization might eliminate x-inefficiency and hence raise productivity, some growth 
might be expected from this change, though it would be a one-off change. 
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West.  As Table 3 indicates, the simulation yields substantially higher real wages the result of 

which is a redistribution of industrial output and exports in favour of heavier manufacturing.  The 

Chinese economy continues to open but it is much more reliant than before on intra-industry trade 

with the West, in the manner of the US and Western Europe. 

 

The difficult politics of internally generated growth 

For substantial further growth to be found from looking inward, China will need to combine other 

elements of industrial reform with a more ardent regulatory attack on oligopoly rents.  This will be 

difficult politically, as will the other key element of further growth, namely substantial productivity 

growth in the primarily state-owned services sector.  Achieving this will require levels of FDI in 

services that parallel those in Chinese manufacturing.  Heretofore, the CCP has opposed foreign 

ownership in key services and heavy manufacturing industries.  Allowing such FDI will also be 

very difficult politically. 

The inward search for continued growth is therefore a key threat to economic performance and 

hence to the attitude toward economic freedoms of the CCP.  At the same time, the rise of domestic 

inequality and its associated class and ethnic conflict will keep the CCP under pressure.  This 

pressure will continue to be exacerbated by the Western clamour for human rights in general and 

Western public sympathies with minority opponents of the CCP.  Should these pressures cause the 

CCP to choose yet another refocus toward class struggle, economic freedoms in China will be 

restricted and economic stagnation looms, against the interests of the average Chinese and the of the 

global economy. 

 

6. Soft Resolutions 

One natural force toward the resolution of the conflicts, due on the one hand to rising domestic 

inequality, and on the other, to the current account surplus, is the approach of the Lewis turning 

point.  Its arrival will see accelerated real wage growth and hence the fruits of further growth will 

be less concentrated and, since this will raise the share of total income available to households, the 

corporate share of saving should fall.  This, in turn should reduce the overall saving rate and the 

current account surplus.  It will, of course, bring with it the need for costly adjustments since, as 

shown in the previous section, growth will slow and the supply of labour to the heretofore efficient 

and relatively competitive light manufacturing sector will gradually dry up.  Moreover, the net 

benefits from China’s growth that accrue to the global economy will also decline.  Yet if, as some 

believe (Garnaut 2010), this transition is imminent, the silver lining it brings will be reduced 
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political pressure on the CCP from at home and abroad and hence less incentive to abandon 

economic freedoms as a means of advancing both the party and the nation. 

Even if the Lewis transition is imminent, there remains the matter of an orderly economic transition.  

Both the Republic of Korea and Taiwan made orderly economic transitions away from dependence 

on the transformation of their labour forces and labour intensive exports.  Political transformations 

toward liberal democracy also occurred in both, commencing as their urban middle classes assumed 

numerical majorities.  Of course, they were helped in this by the stimulus associated with China’s 

own growth surge.  Japan’s initial transition was orderly, surviving the oil and commodity crises of 

the 1970s, but it was subsequently disrupted by policy errors during the 1980s and early 1990s.  

Japan’s comparatively liberal democracy could not chart those waters effectively even with the 

growth of China on its doorstep.  Now China must do so, but without the external stimulus 

associated with a growth surge in a large near neighbour. 

To find further substantial growth, the CCP must dig deep and produce industrial reforms that 

reduce the rents that currently concentrate economic gains while at the same time welcoming FDI 

into its hitherto protected services sectors.  This will be a tall order politically.  Yet China’s 

governments since the early 1980s have faced constant political and economic challenges and they 

have thus far muddled through effectively.  There is reason to expect that the next Chinese 

government will do similarly.  The fundamentals behind Chinese growth to date seem sound and 

the obstacles to continued transformation are known to the government and its branches (Economist 

2011).  Yet there has never been a full year recession in three decades and the political response to a 

significant slowdown of the type the Western democracies have weathered on numerous occasions 

remains uncharted. 

As Riedel (2007) indicates, the main challenges take the form of the need for improved governance, 

a stronger social safety net and improved environmental protection but most of all it needs financial 

reform to facilitate the flow of China’s considerable saving into productive domestic investment.  

The external clamour for greater consumption, however, is essentially xenophobic - tantamount to 

demands that the Chinese should invest less and have their economy perform more poorly.  A 

strong Chinese economy and a smooth economic transition is in the global collective interest and it 

will require that Western political pressure is restrained.  At the same time, the Chinese are in a 

better position to learn from the Japanese experience and resist external pressure for economic 

policy changes that are not beneficial domestically.  With a modicum of good fortune the CCP will 

hang on to DenXiaoping and Jiang Zemin theory for long enough to allow its smooth economic 

transition and the establishment of a dominant middle class.  Thereafter, the stage is set for an 
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associated political transition that will confer on the Chinese people the remainder of the freedoms 

that Popper’s tome advocates. 
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Figure 1:  Fruits of Economic Freedoms - China’s Relative Growth 
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Table 1: Structure of the Chinese Economya 
 

Per cent 

Value 
added 
share of 
GDP 

Share of 
total 
production 
employment

Share of 
total 
exports 

Pure profit 
share of 
gross 
revenue 

Agriculture 13 24 2 0 
Petroleum, coal, metals 16 11 10 20 
Light manufacturing 29 33 82 5 
Services 42 32 6 20 
Total 100 100 100 12 

a Pure profits are calculated from national statistics estimates of accounting 
profits, deducting required returns to service industry specific prime rates.  Here 
they are presented gross of tax and corporate saving and as shares of total 
revenue. 
Source: Model database, derived from Dimaranan and McDougall (2002), and 
an updating of the national data to 2005, as described in Tyers (2012). 
 

Table 2: Simulated Export Led Growth and Government Expansion Effectsa 
 

Per cent 

Continued 
export led 
growthb 

Export led 
growth 
beyond the 
Lewis turning 
pointc 

Government 
expansion 
30%, 
consumption 
tax financedd 

Government 
expansion 30% 
company tax 
financedd 

Real GDP 16.6 4.9 2.6 -1.7 
Real GNP 9.3 3.9 -8.9 0.6 
Real exchange rate 1.3 3.5 1.3 2.0 
Exports / GDP 19.1 5.8 -7.9 -10.0 
Consumption / GDP -8.7 -2.9 -2.1 0.8 
CA surplus / GDP 17.0 -3.2 -4.4 -2.4 
Production employment 17.7 0.0 0.0 0.0 
Real production wage 2.0 7.2 -3.5 -3.3 
Real skilled wage 18.4 4.1 -1.5 -0.7 
Physical capital stock 19.8 5.3 -1.4 -1.5 

a These simulations are all made in long run mode – endogenous capital stock with exogenous 
external rate of return on excess saving and perfect mobility of workers between agriculture 
and the other sectors. 
b This simulation retains the existing policy regime and applies 4% labour productivity in 
agriculture, to continue to release workers, and 4% productivity in light manufacturing (the 
export sector) due to continued FDI, combined with an exogenous rise in the real production 
wage of just 2%.  Modern sector labour supply therefore rises substantially. 
c Here the agricultural productivity rise is not imposed and the supply of production workers is 
fixed. 
d These simulations represent tax financed fiscal expansions which raises the government 
spending share of GDP by a quarter in the case of consumption tax financing and a third in the 
case of capital income tax financing. 
Source: Simulation results detailed in Tyers (2012). 
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Table 3: Simulated Industrial Reforms and Expansion Potentiala 
 

Per cent 

Pure 
privatisation 
 of SOEsb 

Pure splitting 
of SOEs -  
three fold 
fragmentationc 

Price caps 
on SOE 
oligopoliesd 

Services 
driven 
growth -  
4% 
productivity 

Real GDP 0.6 -12.9 28.3 15.9 
Real GNP 0.8 -13.8 13.0 6.5 
Real exchange rate 1.2 2.9 -8.2 -6.6 
Exports / GDP -10.6 -17.2 42.9 22.3 
Consumption / GDP 13.2 17.6 -12.0 -7.0 
CA surplus / GDP -61.9 -143.3 80.4 48.7 
Real production wage -0.2 15.6 30.4 19.4 
Real skilled wage 0.9 -1.6 42.1 21.8 
Physical capital stock -0.4 26.4 28.3 16.9 

a These simulations are all made in long run mode – endogenous capital stock with 
exogenous external rate of return on excess saving, exogenous labour supply with 
endogenous real wage, and perfect mobility of workers between agriculture and the other 
sectors. 
b Pure privatisation requires that all corporate income after tax should accrue to the 
collective private household and be split between consumption and saving at private rates. 
c Price caps alter the pricing formulae of oligopolistic firms, forcing them to halve their 
mark-ups over their average costs. 
Source: Simulation results detailed in Tyers (2012). 
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