

  [image: Image]




  CONTENTS




  Part One　Choices and Challenges




  The Challenges Facing China's Economic Policies and an Evaluation of the Reforms in the New Economic System




  Problems That Must Be Resolved During the Next Round of Economic Reforms in China




  Will there be A Middle Income Trap or a High Wall: The Real Challenges and Strategic Decisions Facing China's Economy Today




  The Future of China's reforms and the Transformation of Government Functions




  The Necessary Reforms to Increase the Potential GDP Growth Rate in China




  The Key to China's Economic Reform is to Resolve Four Major Dynamic Imbalances




  Part Two　Future Paths and Breakthroughs




  Six Systems that China must Continue to Reform




  The Financial Problems of Chinese Urbanization




  China's Urbanization and Institutional Reform




  Reforming the State-Owned Enterprises-The Breakthrough Point for Deepening Reforms




  Urgent Top-level Reforms for China's Financial Institutions




  China Should Continue to Deepen Urban Housing Reforms




  The Next Step in China's Financial Reforms




  China's Rural-Urban Migration Trends and Policy Implications: 2008-2012




  Part One　Choices and Challenges




  The Challenges Facing China's Economic Policies and an Evaluation of the Reforms in the New Economic System




  Wu Jinglian




  The outbreak of the 2008 worldwide financial crisis led to a decrease in China's foreign export orders by a large margin, creating serious problems for China's economy. Ever since then, the rapid growth of China's Economy has entered into another stage. Now we can see that many hidden sources of social conflict have become apparent. There are some government officials who want the application of increased government expenditure polices to "maintain growth". Many experts have already observed that if long term reforms are not implemented, when more economic downturns occur in the future, it will cause more problems and make it impossible to enact the next stage of economic and political reforms. The government must overcome the shortcomings of the existing system and establish containment for the economic and political systems. Otherwise, it will be impossible to maintain economic prosperity, political stability, and social harmony.




  In November 2012, the 18th Congress of the Chinese Communist Party also called for "greater political courage and initiative to take advantage of this opportunity of the worldwide financial crisis to deepen important industrial reforms", making possible a new beginning for reformation.




  The Open Door Policy Has Created Economic Prosperity for China




  Starting in the late 70's, China embarked on a new path with the Open Door Policy's economic reforms, and moved outside of the original command economy, opening up to the new world of a market economy.




  Even though these reforms were not equally spread across all sectors, they built the framework necessary for a market economy that can operate within the worldwide market. China's old system had greatly hindered its production and economic capabilities, but the introduction of the market economic system has, from the 90's on, enabled China to experience rapid growth in some key areas.




  First, this gave the average citizens the freedom to choose their own work sphere. In the past, during Mao Zedong's time, with the application of the "completely planned", "rigid", "single ownership economic model" citizens could only participate in work allocated to them by the government. The free flow of land and labor led to more effective use of resources.




  Any private business attempt or idea was considered to be an attempt "to restore capitalism," and was undoubtedly hindered. With the Open Door Policy, the government slowly relaxed its restrictions on the private business. In 1997, when the government officially declared its support for the non-public enterprises and evaluated this sector as an important part of the socialist market economy, this opened the way for a privately run economy. Following many years of restrictions on the common people, the business mentality of the Chinese people has leaped forward, and now at the end of the 20th century, we can see over 30 million private businesses operating in China. These businesses have proved to be the fundamental driving force behind China's economic development.




  Second, large numbers of previously under-utilized material and human resources were more effectively utilized. In the planned economic system, with the isolation of urban and rural areas, industrialization was set into motion by tactics of government mobilization of resources and enforced investments. This system had greatly hindered industrialization, urbanization and the overall efficiency of the economy. After the establishment of the market economic system, the factors of production were able to grow from a low efficiency rate to a higher one. In the years after its Open Door Policy, China saw roughly 250 million low level laborers who have migrated from the countryside to the cities looking for construction work and other jobs. At the same time, an area equal to the size of Ireland, roughly 70,000 km2 was transformed from agricultural land into land used for the city. The growth of production factors related to the Open Door Policy and its impact on the highly effective sectors has resulted in an increase in total factor productivity, which gave a strong support for China's rapid economic growth.




  Third, before large scale investment in human resources came into effect, the introduction of advanced foreign equipment and the study of foreign technologies rapidly diminished the 200 year gap between China and the West's technological development. The Open Door Policy allowed Chinese enterprises to rapidly improve manufacturing techniques by importing foreign equipment and technology.




  Increased investment and better use of resources, has enabled China to maintain a long term growth rate close to an astonishing 10%, and thus China's economy quickly rose to prominence.




  China's Economic Reforms Were Not Entirely Successful




  When we discuss the story of China's economic rise, we should also remember that before the end of the 20th century China had already established a market economy system, though it was by no means a perfect system. The current system retains many vestiges of the old system: State-owned economy still occupies commanding heights of the national economy. The government retains power to allocate land and other important resources. Rule of law remains to be established and administrative power is used to intervene in a wide-range of microeconomic activities.




  The manifestation of imperfections of the market economic system has several important aspects: (1) Even though a state-run economy is not optimally advantageous for the Gross National Product (GNP), it is still the lifeblood of the economy, because important industries such as oil, electricity, railroad, finance, etc. are still monopolized by the state-run enterprises; (2) Many different levels of government hold the power in their hands to control important economic resources such as land allocation and investment decisions; (3) Today the market economy is not able to, or lacks, the capability to establish a foundation to rule by law. Many government officials have free decision-making power to directly approve investment programs, establish administrative permission for market access, and control prices. It is by this means that they interfere with the microeconomic activity of businesses.




  However, the current situation in China needs a much deeper social and historical background analysis.




  At the beginning of China's economic reforms, both government leaders and economic officials admired "models of government-led market economies" worldwide and "patterns of authoritative development" seen in countries such as Japan, South Korea and Singapore. But even those Chinese economists, who favored the establishment of American- and European-style market economies, admit that in the event of economic downturns and weak market growth situations, governments should assume more responsibility. However, in those government-led market economies, in countries like Japan, the government mainly intervenes with "soft guidance" policies such as central banks' credit lending activities, as well as policies related to international trade and industry to maintain business growth. The government doesn't directly engage in business activities. The situation in China differs somewhat because China's past economic system was based on the Soviet Union's "state-led trusts" model. This model needed a strong state apparatus to have overall management control of the economy and control of the national economy. This is why China's government and its economic departments regard economic control and intervention in China as a more effective method compared with the methods employed by other East Asian countries. In addition to this, the Soviet-style economic administration system, which led to different approaches based on some different ideological positions, never achieved perfection in China. This may be called a "semi-controlled, semi-free market" economic system, which has certain political support mechanisms.




  This current "semi-controlled, semi-market" system leads to two major problems for China.




  First is the difficulty in breaking away from an investment-driven extensive growth model. From 1953-1957, during China's first Five-Year Plan, the introduction of the Soviet-style extensive growth model, which included rapid large scale investments, had caused waste of resources, pollution of the environment and an imbalance between investment and consumption. After the economic reforms of the 80's, China aimed to change this situation. During the 9th round of Five-Year Plans (1996-2000), China officially shifted from this extensive growth model and steered towards a more efficiency-based growth model. However, under the current Chinese model of state-run industries, the direction of development and resource allocation is still controlled by the government, which makes it difficult to enact changes.




  Second, it causes rent-seeking behavior, and makes it difficult to contain the spread of corruption. Government officials from certain levels have the power to interfere in the economy and allocate resources, creating the foundation for a system of rent-seeking. From 1987 to 1989, during the first round of transformation China's economists engaged in deep discussion about the level of corruption, and proposed that this rent-seeking system could be eradicated through strict market reforms. Only such a reform could prevent the abuse of power called "profiteering".




  During the first round of transformation, having control of the allocation of resources and prices in a "double track price system" enabled officials to make enormous amounts of illegal gains. As we all know, the public condemnation of these "illegal gains" was the catalyst of the mass political discontent and chaos in 1989.




  Two Development Paths Faced by the Current Semi-controlled, Semi-market Economy




  After the "semi-controlled, semi-market" economic system was established with first round of reforms (1980-2000), there arose two answers to the question: "Which direction should Chinese economy go?" The first direction is the government's gradual halting of micro-economic interference, while undertaking the tasks of supervising and strengthening failing markets, along with arranging a healthy market for public goods. This way, the economic system can gradually grow into a self-regulated, advanced market economy. Thus the government strengthens its functions related to the public sphere. The second direction is continuing efforts to strengthen the government's ability to control and interfere with the economy, expanding state-run monopolies, which will move them closer to a state capitalist economy and government-controlled economic and social development.




  When commodity prices were liberalized in the early 90's, and when the thousands of public enterprises in the towns and villages became private enterprises at the turn of the century, these changes dramatically strengthened the market in China. Conversely, at the beginning of the 21st century the pace of economic reforms slowed down, and control over investments and market access increased.




  Thanks to the unified efforts of enlightened party leaders and various other public figures in support of reforms, the important decision making body——the Central Committee, has agreed on a resolution titled "Decisions on the improvement of the socialist market economy". This resolution has underlined that the existing economic development is "facing many systematic obstacles" and therefore it demands another step of reforms related to many aspects of the economy, aiming to improve the existing system. However, these ideas were unable to obtain proper implementation. After 2006 China saw a trend of advances in the state-owned sector and a decline in privately owned businesses. This, along with the government's continued interference and control of micro-economic activities, all in the name of "macro-controls", has led China ever closer to state capitalism.




  The strengthening of state capitalism caused the conflict of extensive economic growth and rent-seeking activity to become ever more apparent.




  During the "9th Five-Year Plan", the change in economic growth pattern had led to the creation of a reform plan in 1993 that improved the economic system and noticeably increased the efficiency of the economy. But in the beginning of the 21st century, with increasing urbanization, local governments bought farmers' land rights at low prices and sold them to real estate dealers at high prices. Many local governments used this rent from land-buying and bank loans to carry out large scale extensive investments, raising the economic growth rate in an unhealthy way. Even though the "10th Five-Year Plan" (2001-2005) and the "11th Five-Year Plan" (2006-2010) both suggested the changing of economic growth model as the main priority, these changes in the economic development model achieved few successful results. This led to resource shortages, environmental damage, pollution, slowed growth in workers' incomes, inefficient public consumption, and other economic and social problems to become increasingly intense.




  In previous periods, China had implemented some policies which had positive and negative aspects, but after 2006 their positive effects have waned while their negative consequences have become more visible. These are as follows: (1) Following the "Lewisian Turning Point", the situation of China's endless work force was altered and labor costs began to rise. (2) Because of the low price of land consumption and usage, land shortages began to emerge in the eastern coastal region. (3) Following the decreasing technological gap between private businesses and large state-run companies, China could no longer simply rely on taking in foreign equipment and technology in order to raise her own level of technology and competitiveness. (4) During the 80's and 90's, China took advantage of the savings-investment gap of developed countries by using "export oriented policies", using exports to make up for insufficient domestic consumer demand. Thus export oriented policies have supported China's rapid economic growth. However, just like Japan and other countries that prioritized export oriented policies in a certain period, between 2000 and 2010 China also saw a rapid rise in her foreign currency reserves. But by this time huge foreign currency reserves had caused asset bubbles and increased pressure for currency inflation.




  All of this is a warning that if these systematic problems are not solved quickly and the growth model successfully transformed; it will unavoidably lead to economic and social disasters.




  Another serious consequence is that the continued strengthening of the government's authority for resource allocation and micro-economic intervention has created the foundation for a mass rent-seeking system, causing corruption to spread rapidly and widening the wealth gap.




  The evolution of an economic system is based upon the path that it follows. Therefore, if it follows a government-led path, beneficiaries of this rent-seeking system will make every effort to maintain the government's power on economic activity, and the foundation for rent-seeking activity. The corruption of officials negatively affects all levels of society and would spread to their relatives and children. Some private enterprises also participate in rent-seeking acts, colluding with corrupt officials. It is clear that they are also nurtured by the current rent-seeking system.




  Under these condition it would be very easy for China to fall into a state of bigwig capitalism, similar to the economic system under the Nationalist Party which Mao Zedong named "bureaucrat-capitalism" wallowing in the mire of "feudalistic, comprador, state monopoly capitalism".




  With this situation two opposing trends arise in society: one requires following marketization, rule of law and democratization reforms which will lead China to a prosperous, democratic, civilized, harmonious and modernized country. The other is a left-wing thought trend which employs populism and nationalism to delude the public, and salutes the revolutionary flag of Mao Zedong, calling for a return to the Mao era. This thought trend calls for strengthening the state apparatus to control society and the economy, dreaming to bring about a total dictatorship over the bourgeois.




  In reality, interests of only a few people coincide with the interests of a rent-seeking group and they form a small minority. Yet since these problems are not solved, public discontent and anger increases and nurtures the left-wing thoughts. This fact was clearly seen in Chongqing a few years ago where people welcomed the "revolution" and supported the campaign called "cracking down the organized crime".




  Revisiting the Consensus for Reform, Increasing the Likelihood for Change




  In recent years, the attitudes of people towards politics and social life have had a dramatic change. In the "What direction should China go?" discussion, many people began to realize that going backwards was not a rational option. Another idea that has become evident is that some developments in the past few years have slowly exposed the destructive consequences related to business and economic life. For example, some people have clearly seen that using an authoritarian style of decision making in order to quickly build a high speed railway has created a huge amount of corruption and waste. This has angered and shocked the citizens and they want to see the real face of the careerist politicians exposed, namely those who have started "singing the songs of the revolution". Thus, the true colors of the careerists have been exposed.




  Therefore, today the climate for re-starting the halted reforms is slowly warming up, and leaders are discussing the possibilities of a new reform program. More and more people are demanding to reverse the current stagnant trend. The themes of today's reform agenda are improvement of the system by the rule of law, reforms of marketization in the economic sphere, and pushing democratization in the political sphere. Some central government departments and local governments have already begun exploring new reforms.




  Meanwhile, the Central Committee has started a few experimental reform explorations.




  For example, China's Central Bank has taken flexible steps to gradually implement more market-oriented interest rates. The China Securities Regulatory Commission (CSRC) has taken up steps to substantially change the examination and approval process of this market. The Credit rating of actor companies is standardized and they are required to give certain mandatory information according to the new regulation. CSRC provided the public with an update on enforcement efforts against insider trading, and announced that the CSRC will abolish the requirement of annual inspection of securities and investment advisory firms starting from 2015. The city government of Shanghai is currently implementing a plan to sell some of its state-owned assets related to competitive industries. Shanghai's most prominent reform is a hope for the development of China's new service industries. This Pilot Scheme paves the way of replacing Business Tax with Value Added Tax for transportation, technology, creativity, logistics, authentication, consulting, and movable property leasing industries. This change will have a huge effect on other big cities and the State Department of Finance. Hopefully, this VAT reform will finally change consumption patterns.




  Several new reforms in Guangdong province are also worth noting, some of which include: (1) Shenzhen city of Guangdong Province started a new reform for NGO establishment. This reform has already spread to the other cities of Guangdong Province. (2) Starting this year the Administrative Bureau of Industry and Commerce of Guangdong province will relax regulations on approval for business registration. This reform illustrates a new start of an era with "no legal prohibition of freedom".




  These new reforms are not a complete break from the old system, but instead can be evaluated as improvements on the existing foundation. At this point, public figures from various fields are carrying on intense discussion of the top level design and overall plan of the new round of reforms. The next steps are for governmental, industrial and academic individuals to cooperate in formulating and implementing an integrated comprehensive plan for economic and political reforms. Since the 90's, Chinese Economic reforms haven't been accompanied with political reforms, which made many of these important economic reforms impractical and useless. Hence, many people now feel that re-starting reforms should not only include economic reforms but political reforms as well.




  Discussions on the overall plan of new economic reforms generally touch upon three aspects. The first is related to better use of private goods, namely in competitive sectors of the industry, including opening up the market, adjusting the layout of the national economy, agricultural land ownership reforms, financial reforms and so on. The second is related to the public sector, which includes finance and tax reforms, market regulation laws, and anti-monopoly laws. The third is building the civil society building and promoting NGOs, NPOs, civil society organizations, and community organizations.




  The resolution of the Third Plenary Session of the 18th Central Committee of the Communist Party declared: "we should act with greater political courage" and added that "at present, our country's development has entered a new phase, and its reform has entered a period of overcoming major difficulties." New Economic reforms aim to "properly deal with the relationship between the market and the government in the socialist market economy", and "better display the important role of markets in resource allocation". The political reforms include "accelerating the building of the political system of socialist democracy", and "realization of the rule of law which will cover all the sectors of society". This could mean that resuming these reform discussions is the first step to reform in China. Although the subsequent plans for reform and implementation will undoubtedly face resistance and obstacles, it will also continue to give people hope. In the next few years if China is able to overcome this resistance and other any other obstacles, China will be on a new path towards reform, steadily moving towards the goal of establishing a prosperous, democratic, civilized and harmonious modern country.




  Following this change in its economic growth model and an increase in domestic consumption, China's role in the world economy will change from being the world's factory and major exporter of manufactured goods, to being a vast market which will provide other countries of the world with a huge source of effective demand. This change will play a significant role in maintaining steady growth in the global economy and improve China's image at the international level. China's cooperation with other developing nations will also help to achieve steady growth in the global economy, and will greatly promote changes in the current structure of the global economy.




  Problems That Must Be Resolved During the Next Round of Economic Reforms in China




  Barry Norton




  Today in China, people from all walks of life agree on the need for reforms. Even high level leadership has expressed determination in pushing reforms forward. On November 21, 2012 the National Comprehensive Reform Test Forum convened and Li Keqiang stated that "reforms are China's biggest investment". Li Keqiang outlined the overall direction of these reforms saying "the direction of these reforms is to help the market and society play the role they ought to be playing." He also stated that with significant reforms, there are many things to take care of, but one can't take care of them all at the same time. One must simplify, stress important points and actively seek to understand how making one change will affect the whole system.




  But the problem still exists that under current conditions these "effects" aren't happening. No single step can make these reforms self-starting and so we must think of more ways to push toward a complete reform package and the kinds of reforms we actually need. In this chapter, I will offer several of my own views on the matter, some of which may be foolish, while others may be beneficial.




  First, I think reforms come in many different shapes and sizes. There are reforms that support an overall, intricate plan; reforms that must quickly be brought into effect for credibility purposes; and then there are reforms that must steadily be promoted by following the economic situation.




  I believe that China's next round of economic reforms will face several credibility issues. Having successful reforms is critical in order to reestablish the reliability of policy makers, and this credibility will influence the planning and direction of all these reforms. Reform is imminent, but immidiately dealing with the most perplexing matters is not necessarily the best. Instead, the first thing to do is to figure out how to minimize these credibility problems. Then we can take action for prompt and credible implementation of these reforms, after which there should be a group of interconnected and efficient reforms.




  The Next Round of China's Reform Faces Questions of Credibility




  Allow me to first look at why China's next round of reforms is facing credibility issues. I believe there are four reasons:




  First, reforms in China have been happening for over 30 years. Therefore, the "easy" reforms have already been done, and all that remains are the really difficult changes. These reforms are either existing operational difficulties encountering a lot of opposition, or are the changes that could not be made before but can be made now.




  Second, China's Government has repeatedly promised to enact widespread reform, but in fact has never made good on these promises. For example, allowing privately owned businesses and state-run industries to compete is very important for economic reform. In 2005 the Government presented "Article 36 for the non-state run economy" to facilitate such a change, but no substantial reform measures were ever taken. In 2010 the Government again presented Article 36 but with little action behind it. Will they reintroduce it in 2013? Simply repeating a principle is not enough to convince people, rather there must be action taken.




  Third, China's policy makers often value decisiveness over credibility. Decisiveness implies that policy makers will keep up with the changes in the situation, adjusting whenever there is a change. In other words, policy makers are not accountable for their decisions when making and implementing policy. Credibility implies policy makers have a certain commitment to their policies. They won't simply change policy because the situation changes. Their decisions may be scrutinized, they may meet rejection and they will be held accountable for the results of their actions. In any political system, decisiveness and credibility are both needed to be successful, but the tradeoffs between the two must be equal. Too much or too little of one will affect both sides. During the worldwide financial crisis, China discovered its decisiveness while America failed to display enough decisive control.




  Fourth, the biggest credibility problem facing China is the general public's feeling that special interest groups will hinder economic reform. China has experienced over 30 years of economic growth and prosperity, which has created strong and powerful special interest groups who oppose both competitiveness and transparency. Even though their actions are well hidden and it's hard to really know the extent of their power and influence, people generally believe that special interest groups are hindering China's push for successful economic reform.




  So, what should the next round of economic reforms look like? I think a successful reform plan needs these three aspects: (1) China's Government must commit to credible reforms. This requires a rapid implementation in order to have a quick and relatively easy start to supervising the reform; (2) they need to fix previous reforms that haven't quite been resolved yet and repair other interrelated problems. This is in conjunction with the need to have a long term detailed plan for the implementation of a wide range of reforms; (3) they must change the economic growth model and avoid the middle income trap. Therefore, a standard must be followed in order for daily economic decisions to result in steady progress and gradual reform.




  Reliable Assurances Can Start China's Reform




  As was stated before, the next round of China's reforms will face credibility problems. Therefore, the new class of Party leaders must first make reliable assurances for these economic reforms to have any significant progress.




  Economists have discussed the many benefits of making the Government's policies more reliable. I believe that this discussion can be simplified into three main parts. (1) They must make reform commitment credible. Leaders and politicians need to make an investment in these reforms in order to prove that they are sincere. However, the goals of these initial commitments can't be too lofty. If they are too lofty, it will produce a large amount of opposition, leading to a failure to reform. (2) These reforms should be ones that will be well received by every sector of the society, creating support for the reforms and strengthening credibility. (3) The progress and achievements for these commitments should be easy to monitor, in other words, everyone should be able to see "whether or not leaders are delivering on their promises".




  There is a trade-off for having credibility as the starting point for policy, namely observability and goal consistency. This so-called observability implies that no matter which promises are made by policy makers, the general public should be able to see and judge whether or not policy makers are fulfilling their commitments. Goal consistency refers to the relationship between promises by policy makers and the ultimate goals they are trying to accomplish. If the commitments and end goals have a direct relationship, then we could say that this commitment and its end-goal have a high goal consistency. In relation, China's end goal should be to establish an effective operating market economy based on the rule of law. This can be difficult for policy makers as they try to establish credible commitments that also maintain a close relationship with abstract end goals. The trade-off between observability and goal consistency tells us that choosing a reliable policy is not always the most important and that our end goals should have a high level of observability. In this section I have offered some recommendations. My hope is that these recommendations can play a valuable role in helping China instigate effective reforms.




  Prohibiting State-run Enterprises from Accessing Special Competitive Industries




  State-run enterprises and private businesses will coexist in China for the long run. According to data from the State-Owned Assets Supervision and Administration Commission (SASAC), out of 39 industries, there are 18 industries of state-run enterprises with a total output lower than 10%. According to a different classification system, out of the economy's 98 industries, the Central SASAC has first level access to 41 industries, second level access to 81 industries, third level access to 87 industries and fourth level access to 41 industries. Using Shanghai's state-run enterprises as an example, Shanghai's SASAC has jurisdiction over 46 state-run enterprise groups, but their business is spread over 79 different industries. According to figures, Shanghai's SASAC branch has control over 11% of the capital of the 59 industries, and these 59 industries, which include hotels, textiles and clothing, plastic products, etc., are considered fully competitive industries.




  Thus, there must be restrictions and regulations against state-run enterprises taking advantage of their monopolies and expanding their business into other competitive markets. We could list many restrictions needed for state-owned enterprises in competitive markets. For example, if a state-run enterprise enters any one of these markets, they must immediately privatize or withdraw. 




  I believe this is an effective step for two reasons. The first reason is because it requires paying some of the cost in the early stages, even though the cost isn't very big. After all, many of the competitive areas entered into by state-run enterprises aren't very important to the economy, so in the beginning we could have a more narrow definition of what competitive markets are. Following this, the definition will be expanded, with this broader definition including areas such as steal. There is no reason whatsoever to allow the state to maintain its control over the steel industry. Previous state-run enterprises have hindered efforts to reorganize the steel industry, delaying the emergence of the global competitiveness of China's steel industry. 




  The second reason is it would be easy for people to know whether or not government managed enterprises broke any of these regulations. For example, if a state-run enterprise enters the clothing industry, this obviously violates these exclusion regulations. In this way, using exclusion regulations against state-run enterprises is easily overseen and completely dependable.




  Obviously a discussion should not dictate whether or not an industry is competitive. Activities for state-run enterprises have existing costs, but also profits. China should not think that a state-owned system has no disadvantages, or that they should let state-run ventures decide whether or not to engage in other markets and businesses. Those advocating state ownership would cite many reasons that explain the importance of state-run enterprises related to industries such as energy, infrastructure and national defense. I personally don't endorse this way of thinking, but allowing some areas to remain under the state's control in a healthy economy is not a problem. What's more important is to establish a firm consensus on the roles of public and privately run enterprises in relation to one another, and the best way to reach an agreement for this process is to clearly differentiate which areas allow state-run enterprises to engage in, and which ones forbid it. In the 50's, Taiwan and China both followed this model. At the time, some people didn't understand this method, but supporters pointed out that state-owned enterprises usually have special authority and advantages if they're allowed to enter into other private markets. They will then use these advantages unfairly to expand their business and will hinder economic progress. At the time this opinion seemed to confuse people, but time proved its validity.




  China previously also encouraged state-run enterprises to withdraw from competitive markets, but entrance was not restricted. This was a policy, and not a rule or regulation, and therefore was not binding. In order to ensure that state-run enterprises don't enter into competitive markets and push out private businesses, the first thing that must be done is to promote this policy to national law or regulation. Then when any state-run enterprise enters the market, the business will have legal grounds to deny them. In addition to this, I am hopeful that through the court system's privately run ventures they will be able to defend their own profits. Obviously doing this is not easy and will take time, but we all know that people respect the court's rulings on business disputes. If we give private businesses a way to appeal to the courts, they will be able to handle this problem in court. Reconsidering the benefits, privately owned businesses can form a powerful mechanism outside the government's control and can oversee the government's commitments within the law.




  The plan requires state-run ventures to complete corporate system reform by 2013




  Since the issuing of "corporate law" 18 years ago, state-run enterprises have yet to complete this corporate reform. The central enterprise's joint-stock restructuring increased from 30.4% in 2003 to 72% in 2011. In all the enterprises run by the Central Government, 28% have still failed to enact "corporate law" restructuring. According to the report given by the SASAC, reforms for large scale parent company joint-stock ventures of government enterprises has been slow, and the institutional problem like having no remaining assets to market, require further exploration. In order to speed up the process of corporate system reform, high level officials should exert pressure to require all state-run ventures to reorganize as joint stock companies according to "corporate law". If these enterprises are not able to comply, then leaders should be dismissed and replaced. This step is easily managed and most people agree about reforming the corporate system of state-run enterprises, so in theory it should be easy to push forward. At the same time, reforming corporate systems helps disclose information which is a must for accountability and trust. This could also act as the next step for laying the foundation of capital market reforms.




  Public Disclosure of the Properties of Government Officials




  Obviously the Communist Party has already brought up this requirement inside the Party, but this information has not been made known to the public, as it should be. Costs in earlier stages were comparatively high, which may arouse opposition from some, but at the same time, this would be a powerful and symbolic commitment. It can dispel the doubt in people's hearts, allowing political leaders to receive more support from the people.




  In conclusion, taking action as early as possible with some credible policy measures can change the entire policy environment. These primary policies were chosen based on their ability to obtain credible results and not on their inherent importance. This aspect is very important because these changes can change the environment for reforms, create momentum, and allow leaders to gain popularity.




  Reform Packages and the Reform Minimum Plans




  The scale of China's economy is already very big and very complicated. Therefore, it is impossible to have only one minimum plan; there must be several plans in motion. All the problems involved in these reforms plans are connected to deep-seated structural issues, such as property rights, structure regulation and sometimes even the rights of citizens. From a technical aspect the coming reforms will be more difficult than the ones in the 90's. Of course the reforms in the 90's were hard as well, but today we are facing much harder issues. That is why it is important to talk things through, and be cautious, otherwise it will be easy to make mistakes. During the next round of reforms, leaders must first determine the sectors. These sectors must in turn push forward some reform packages and then think of a way for the sections to decide what areas need reform. I think there are two clear sectors that can be reformed.




  Urbanization




  Urbanization is the driving force behind economic reforms in China, but urbanization is also the cause of many problems in China's economy. These urbanization reform packages have several aspects:




  First is the public finance reform. Public finance reform is very challenging, making it easy to go wrong. I am certainly not an expert in public finance, but I know several outstanding finance professionals. In public finance reform we need to listen to the suggestions of professionals. When pushing these reforms there are several basic principles to remember. The first principle is to earnestly try to establish fiscal revenue and spending systems on a foundation of formulas and principles. In the current system, a lot of special fund transfers are made through bargaining. If we can take the current system and change it to one that is based on principles, it will be a huge success. The second principle is the relationship between central and local finances. Disbursement responsibility should be managed by the low level government body, because it is the closest to the supply site for public service, and is better able to respond to the demands of local citizens. However, in current public finance system reforms, the biggest problem is that we are conferring more authority to local governments, but lack effective supervision of these local governments. The best way to solve this problem is to promote democracy in local governments, and establish a system allowing citizens to oversee the collection of funds and taxes. In addition, it is important, when establishing democracy, to install strict top to bottom audits and supervision.




  The relationship between central and local finance departments involves a very difficult trade off: the national budget's principle of redistribution to impoverished areas, and its principle of deciding the amount of taxes for a given area. Because of these competing aspects in China, perhaps a stronger and more effective redistribution function is needed. First, lacking democracy at local levels diminishes any effective supervision of tax collection by area officials. Secondly, the difference between districts is very large in China, but its homogeneous culture makes it a unified country. In order to balance the difference in these locations the public finance department needs to effectively increase the redistribution function. My personal feeling is that China will continue to maintain a high level of redistribution, and top to bottom supervision. I feel that because finance reform is such a deep-seated political reform, it still requires some discussion and consensus on the implementation, not only from economists, but also from policy makers.




  Second is land ownership reform. These reforms are related to reforms dealing with public finance. Public finance reform's number one goal is to change the significance of land revenue within the local government's total revenue, because excessive reliance on land revenue is not healthy for local economies. This may mean allowing farmers and other land owners to receive a much higher income. The results of reforms like this can be positive or negative. It can be positive because income that usually goes to local governments instead goes to local residents and increases the overall income for the population, which is the main goal of public finance reform. The negative side is that some people will become rich, while others feel little or no effect from the reform, increasing the poverty gap.




  If these two policies can be enacted, it will be a major breakthrough.




  Third is a policy to work in connection with the previous two; it will deal with how the government supports and guarantees affordable housing. After the two initial reforms, guaranteeing affordable housing will be much more plausible and likely. At that point the government is no longer gaining profits from real estate developers, and their actions and behaviors will be more like those of a government.




  Finally, they must work on reforming the residency permit system. Because of the difficulty in directly trying to remove the residency permit system all at once, they can first give proper reisdency permits to workers who have moved into the cities to find work. By giving equal treatment to initial residents and those that have moved to the cities, it will open up access to public services such as health insurance and retirement pension to residents in rural communities, enabling them to enjoy public benefits similar to city residents.




  If urbanization reforms are to succeed, there are some critical aspects that must be considered: First, the actions of local government officials must change. Currently local governments depend on land finance to achieve public standards. Therefore, we must change the local government's reliance on land finance and provide more public resources, as well as supervision. Secondly, even though local democracy is the best way for this supervision, the system laid out by the central government, and the aspect of accountability are still very important.




  Corporate Governance




  Modern management methods of highly effective companies are the key to how China became a "production" economy. However, if China wants to become a highly effective economy based on businesses, then it must carry out the following reforms: First, as previously stated, the Government must reform state-run enterprises; Second, China needs to develop a capitalist market, allowing companies to issue bonds, and not rely solely on banking finance; Third, deal with interest rates within marketization; Fourth, develop a better financial mechanism, provide funding for small and pioneering enterprises including the promotion of risk investment companies, angel investors, private equity groups etc. These four reforms have already been set in motion, in fact, all these reforms have been underway for many years but none of them have been completed. However, these reforms have a complementary aspect: as soon as one reform begins to make real progress, it makes it easier to carry out the others.




  In conclusion, these four reforms will have a profound effect on the country. The liberalization of interest rates will raise income levels for many people. A diverse capitalist market will give the Chinese people a stable channel for investment. Companies can decide their own financial strategies and possibly grow into globally competitive businesses. After financial departments undergo reorganization they will become much more effective and efficient. In addition, following the creation of a more effective financial system, more social goals can be accomplished based on this new foundation. For example, the tax burden of the aging population can be lessened by allowing pension fund holders to have part ownership of public companies. Lastly, in order for the RMB to become an internationally used currency the economy must create a sufficient amount of RMB assets to allow investors worldwide to hold assets when they want to. To do this, there must first be reforms to the financial system for these capital accounts to be opened.




  The successes of corporate governance reforms are based on several of the following factors: First, the atmosphere for law and oversight must be strengthened; it was the United States' supervision failure that led to the global financial crises. If these reforms are not implemented soon, then a similar crisis may happen in China; next, law and oversight systems currently have a lot of technological difficulties that must be dealt with correctly. They must be established using legitimate oversight mechanisms. For corporate governance reforms to be successful, the reforms must convince people that it will change the current system, enough time should be spent to build the new systems, and the reforms must have the unremitting support of political leaders.




  Planning these kinds of corporate governance reforms along with financial reforms is a big challenge for China, but it is the next step in China's development. If these reforms are successful the results will be enormous, making China's economy more effective, more innovative, bringing it world status. The sudden rise in China's prominence has given the Chinese people a greater sense of national pride, this is to be expected, but we must ask another question: What kind of economic system fits China's rise in the world economy? Obviously this abrupt rise only matches an effective modern business system that is open and has a competitive financial system. In my opinion, China is the biggest winner of financial openness.




  The above mentioned problems of the two reform packages are interconnected. This makes these issues more difficult to resolve and the strategy must be more carefully designed. The good news is that China has the needed experience and capability to plan these reforms. The first thing to do for these reform packages is to assemble a team of experts to carry out the reform plans.




  Pushing for Reform Related to Daily Economic Decisions




  As stated previously, mutually supporting these minimum reform packages doesn't solve every problem. The answers to many issues depend on daily economic decision making to gradually and steadily adjust policy. The economy will not be rebalanced by one big event or all at the same time, but only through an effective and continuous system change. Below are five extensive policy reforms that can help adjust the standard policies.




  Raising Citizens' Portion of the GDP, and Raising Domestic Consumption in Proportion to Final Domestic Demand 




  Usually this means reducing the overall tax burden on citizens, however, the total tax burden is a result of many complicated policy decisions, in which reducing the tax rate for citizens is only one small part. Other important steps include reducing government subsidies of both state-owned and private businesses, and increasing social welfare expenditures for residents. Doing this will provide a more diverse source of income, break entrepreneurial barriers for residents and private businesses, and advocate for the liberalization of interest rates. Following the development of financial markets, residents can make more decisions regarding their own insurance and savings, signifying that the government can remove a part of the burden.




  Promoting a Knowledge-based and Innovative Economy




  China has already accomplished a lot in this regard, such as huge investments in human capital and universities, and increasing government investment in research and development. But there are still areas that require further improvement. The overall mechanism for tax collection can play an important role in supporting economic innovation. Namely, increasing tax on the usage of energy, land and other natural resources, while at the same time, lowering taxes on income and profit. On the other hand, reforms are needed in the sphere of intellectual property rights protection, which can bring significant advantages in the future. Most importantly, China must change its industrial policy for market interference, such as plans to support large scale minimization of newly emerging or strategic industries. These must be changed because similar plans for China's high-tech industry have done more harm than good. China's policies for technological development incentives also need reforms. Currently, incentives focus too much on the start-up stages of companies and not enough on the later stages of businesses. In some respects the Chinese Government behaves more like a venture capitalist, which isn't necessarily bad. Yet, if in supporting "winning companies" the government restricts competition, then it has forgotten its withdrawal strategy, which will disrupt the market, making it difficult for more effective and competitive companies to emerge.




  Clear Definitions of the Government and Society's Boundaries




  Regulatory mechanisms should treat all areas of the economy equally, establish a reliable reputation, make policies against using state-run enterprises for non-economic goals, allow businesses to expand without fear, and increase overall competitiveness.




  Preventing and Punishing Corruption




  To fight against corruption the Government must strengthen information disclosure, increase public disclosure of government official's assets, increasee the people's right to be informed, give the right of information to courts during trials, strengthen the level of transparency for independent oversight mechanisms, and top level leaders must join the fight against corruption.




  Allowing the RMB to Become an International Reserve Currency




  In order for the RMB to become an international reserve currency, China must create a reasonable, easily liquidated set of RMB dominated financial assets. Changing foreign exchange reserves into national debt is the right choice, because doing so will create more RMB based financial assets. China must also speed up the development of capital market, which includes increasing the central government's issuance of debt, strengthening public disclosure and credibility for business and government debt, improving the creditor's rights in bankruptcy cases, and advancing the legal procedure for litigation when dealing with economic disputes. Following the general development of capital markets, progress will be made in the opening of capital accounts.




  Will there be A Middle Income Trap or a High Wall: The Real Challenges and Strategic Decisions Facing China's Economy Today




  Liu Shijin　Zhang Junkuo　Hou Yongzhi　Liu Peilin




  In 2010, China's Total GDP overtook Japan and became the second largest economy in the world. Along with this, China's average income level was still at a mid-level rank among other countries. According to international experience, countries with average mid-level incomes can face possible economic downturns and social unrest leading to certain challenges. Some countries have fallen into the "medium income trap" in their development process, with stagnation in their long term economic development. As a large developing country, China has some specific developing conditions that other mid-level average income countries do not, and faces challenges different than those of most developing countries. Will China fall into the same "medium income trap" as countries in Latin America did previously? Is there a way to successfully span this trap and enter into a modern high income society? This is a general focus of China's scholars and many scholars in the international community. Correctly understanding and answering this question can aid us in forming a feasible and forward-looking long term development strategy. These strategies, with little or no major road blocks, could lead to a relatively smooth entering of China into the ranks of high income countries and contributing to the prosperity of the world economy.




  This article will discuss whether or not industrialization can successfully be achieved. For this article we have gathered and analyzed large amounts of historical data, and summarized previous industrialization attempts. We have also analyzed the effects of the population factor and compared other countries with China from this aspect. From the aspect of the theory and analyses, through comparing the positive and negative international experiences with those of China, we can say that——before the end of current stage of rapid development in China——the possibility of China's falling into the "Middle income trap" like Latin American countries seems relatively small. We think the serious challenges that China will face will come after this current stage of rapid growth has ended. Being able to effectively resolve this current stage's many structural contradictions and financial risks, and transition from a low cost growth model to an innovation-driven growth model, will allow China to achieve the rank of a high income country. To counter these challenges, China must persistently push for reforms in important fields, continually improve the socialist market economic system, and stick to the path of scientific development*.




  "Traps" and "High Walls": Different Stages of Industrialization May Bring Different Challenges




  When looking into the history of the world economy, we discover that before many countries started their industrialization process, their economies had already reached a certain level of prosperity. However, this industrialization success has included certain risks and challenges in various stages. We can see that the successful completion of industrialization did not ensure the transition to a high income nation for many countries. According to their economic histories, development strategies, economic systems, methods used, and trajectory of development, we can divide countries into five different categories. These five different categories are: (1) countries that developed early, such as the UK, US etc. who have always held a technological advantage; (2) countries in Latin America and Southeast Asia that have long followed import substitution strategies, that created impressive growth in the beginning, but later fell into the "middle income trap" ; (3) countries in socialist Eastern Europe and the former Soviet Union that have used planned economic systems seeing rapid economic growth but have previously fallen into the "middle income trap" once before; (4) late-developing European countries who successfully caught up with technologically advanced countries; (5) late developing countries and newly industrialized East Asian countries who followed a "compressed development model", and  using innovation-driven growth models have achieved considerable progress. I think by analyzing the development of these countries, we can more accurately understand what these "traps" and "high walls" really mean.




  1. The US, UK and other frontrunners, technologically superior from beginning to end




  These countries were the starters of the world's industrial revolution, and the first to break through the "Malthusian trap", entering a new era of continued average income growth. These countries have always been at the forefront of the world's technological level, continually producing new technology. This technological advantage requires large amounts of capital investment in high risk activity, allowing them to create new products and give birth to new industries. Due to the high costs and risks of new technological development, their growth is not especially high. Relying on several large waves of innovation, they have achieved continuous and relatively even growth. Although affected by economic cycles or crises, outside of periods of war and the Great Depression, they have not experienced long term economic stagnation or long term economic recessions. The GDP of these countries has enjoyed an annual increase rate of roughly 4% for a long period of time. Long term sustained growth has enabled these countries to surpass middle income countries and they were the first to become high income countries.




  2. Latin America, East Asian countries and the former Soviet Union




  The classic characteristic of Latin American countries along with similar East Asian nations is an advantage of developing late. Many of these countries still have vast areas of fertile land and plentiful high quality mineral resources. Relying on these favorable conditions these countries already achieved rapid economic growth in a short amount of time. Particularly when the world market was created at the end of WWII, this rapid growth was seen as the Latin America Miracle. But towards the end of the 1970's, their per capita had merely reached between 4,000 and 5,000 international dollars, far from the high income threshold. These countries' industrialization processes had fallen into a difficult position, where they would fall into the "middle income trap" as economic growth declined.
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