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Abstract: Over the past 40 years of reform and opening-up during 1978-2018, China's
rapid economic growth has become a miracle in world economic history and reshaped

the world economy. In the 40 years, China has successfully transformed from an isolated
agricultural country into the world’s largest industrial manufacturer. In 2018, China's
urbanization rate is expected to reach 60% with per capita GDP expected to reach 9,000
USD. After another 5 to 8 years, China will join the rank of high-income countries,
successfully cross the middle-income trap and become a moderately prosperous economy in
all respects. In its modernization drive, China will follow the new concept of “innovation,
coordinated, green, open and shared development” and strive to achieve its “two centennial
goals”.
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1. China’s Rapid Growth since 1978 and International Comparison

China’s sustained and rapid economic growth over the past four decades has reshaped the world
economy. In 2016, China contributed 41% of world economic growth. In the new normal, China has
shifted from rapid yet volatile growth to medium-high growth rates with less volatility.

1.1 China’ s Rapid Growth

Since reform and opening-up in 1978, China’s economy has been growing at almost 10%. In the
first 25 years during 1978-2002, China’s GDP growth rate averaged 9.7%. This period can be divided
into the following stages: the inception of China’s reform and opening-up program, the period of bring-
ing order to chaos and implementing rural land contract system during 1978-1984, the development of
township and village enterprises during 1985-1988, and the period of economic adjustment during 1989-
1991. Deng Xiaoping’s talks during his tour to south China unveiled a new chapter of China’s open-
ing-up in full swing. The Third Plenum of the 14" CPC Central Committee in 1994 established socialist
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Table 1: GDP and Per Capita GDP Growth Rates of China and Other Countries/Regions

1978-2002 ‘ 2003-2016 1978-2002 ‘ 2003-2016

GDP growth rate (%) Per capita GDP growth rate (%)
China 9.70 9.59 8.37 9.01
USA 3.17 1.85 2.08 1.01
UK 2.58 1.63 2.36 0.90
Germany 2.14 1.25 1.92 1.24
France 2.33 1.09 1.83 0.52
Japan 2.96 0.86 2.50 0.89
S. Korea 7.98 3.59 6.82 3.05
Singapore 7.25 5.60 4.76 342
Malaysia 6.48 5.10 3.80 3.21
Thailand 6.19 3.89 4.64 3.36
Indonesia 5.12 5.49 3.20 4.12
Philippines 2.78 5.56 0.25 3.77

Source: the World Bank WDI Database.

market economic theory, followed by the eruption of the Asian financial crisis in 1997, the burst of dot-
com bubble in 2001 and China’s accession into the WTO on December 11 in that year.

In the first 25 years after 1978, China’s reform and opening-up became sophisticated. With great
resolve and confidence, China created a socialist market economy with its own characteristics. The
achievements of reform and opening-up are indisputable. After 2003, China’s industrial and urban devel-
opment gained momentum. In 2011, China’s urbanization rate exceeded 50%. In 2012, China’s service
sector replaced industry as a new growth engine. Amid this transition, China shifted from rapid growth
to medium-high growth, i.e. 9% on average during 2003-2018. Over the past four decades, China has led
the world in terms of economic growth in various stages.

As international comparison reveals, China’s economic growth rate is more than double the level
of advanced economies and higher than those of emerging East Asian countries such as South Korea,
Singapore, Malaysia, Indonesia, Thailand and the Philippines by more than 30% (see Table 1). Figure
1 compares China’s growth with other major world economies. While it still takes time for China to
overtake the US economy, China’s growth is much steeper and gaps are narrowing. After the global fi-
nancial crisis in 2008, China overtook Japan as the world’s second largest economy. Although India’s
growth rate overtook China’s in 2015, India remains a medium-low income country yet China is closer
to the rank of high-income countries.

1.2 China’s Re-Emergence Shapes the New Order of the World Economy

From the founding of the People’s Republic of China in 1949 to reform and opening-up in 1978,
China accounted for less than 5% of world GDP, over 1/5 of world population with per capita GDP at
less than one fourth of world average, and export less than 1% of world’s total. Back then, China was
poor, populous and largely isolated from the rest of the world. Yet today, China accounts for 18.82%
of world population, 14.94% of world GDP and 13.2% of world total export. China’s per capita GDP
is also getting close to world average. Rapid growth of China and other emerging market economies
has reshaped the world economy. In the post-crisis era, emerging market economies overtook advanced
economies in terms of their share in world GDP. China and other BRIC countries contributed over 30%
and 60% of world GDP growth respectively.

China’s economic rise started since 1978, a year of unprecedented economic reforms. Different from
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Figure 1: GDP Comparison between China and Other Major Economies
Note: GDP is in 2010 constant US dollar.

Table 2: Overview of China’s Economic Performance

Indicator 1952 1978 2016
Share in world GDP 4.6% 4.9% 14.84%
Share in the world population 22.5% 22.3% 18.82%
Per capita GDP relative to world average 23.8% 22.1% 88.3%
GDP ranking 3 4 2
Share in world total export 1.0% 0.8% 13.2%

Source: Maddison (2007) and the WDI database.

the former USSR, China’s economic policy was more relevant to its own realities and led to much better
results. According to the WDI database, during 1978-2016, China’s GDP (in 2010 constant US dollar)
grew by more than 30 times with productivity up almost 20 times and per capita real income up over 20
times - these achievements were made possible by efficiency gains. For instance, farmers were given
greater freedom over crop selection, which increased yield. High personal savings and FDI that turned
into material capital supported industrial development. China’s entry into the WTO in 2001 opened and
facilitated trade. Market and competition increased China’s growth tenacity.

1.3 Transition from Rapid yet Volatile Growth to More Stable Medium-High Growth
The first 25 years since 1978 is characterized by rapid yet volatile growth. Inflation, China’s most
important macroeconomic target before 1997, reached 9.3% in 1985, 18.8% in 1988, 18% in 1989,
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Figure 2: China’s GDP Growth Rate and CPI, 1978-2018

Source: China Statistical Yearbook 2017, China Statistics Press.

14.7% in 1993, 24% in 1994 and 17.1% in 1995, followed by a reduction in 1997 and deflation during
1999-2001. Yet in the more recent 15 years, China’s consumer price index (CPI) increased by more than
5% only in two years and was free from deflation. Measured by volatility variance (square of difference
between annual value and mean value), price was 2.55 times more volatile in the first two decade than in
the second two decades. After 2012, China’s economic growth stayed below the 8% trajectory and con-
tinued to slide from 7.8%. As first mentioned in the Report of the 19" CPC National Congress, China’s
economy has shifted from rapid growth toward “high-quality development,” implying that the govern-
ment is more tolerant about slowing growth. In 2018, China’s growth rate is expected to reach 6.5% or
so0, a shift from the rapid growth of 8-10% to medium-high growth range of 6-8%.

China’s increasing economic stability is reflected as follows: First, micro-level entities behaved
more rationally and restrained under market system; second, economic regulators were able to deal with
complex situations as regulatory infrastructure became more sophisticated and past experience offered
lessons; third, institutional reforms caused smaller shocks to the economy. Both the price reform in 1988
and SOE reform in 1998 seriously shocked China’s economy. Gradualist reform that China currently
follows, however, is more sophisticated and law-based with smaller impacts. Yet increasing economic
openness has exposed China to external shocks and potential volatility risks.

1.4 Literature Review

International scholars have extensively discussed China’s growth challenges. Many scholars inves-
tigated China’s growth accounting since reform and opening-up in 1978 (Ren, 1995; Wang & Yao, 2001;
Young, 2003; Holz, 2006; Zheng, Bigsten & Hu, 2006; Bosworth & Collins, 2008; Perkins & Rawski,
2008; Holz, 2013a, 2013b). According to Young (2003), China’s urban TFP growth was moderate during
the first two decades of reform (1978-1998) and labor deepening, including labor migration from agri-
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culture to urban sectors, served as a key driver of living standard improvement. It was not until the 1990s
that people became aware of the contribution of capital deepening to China’s growth, as evidenced in
the surge of savings and investments. Later, some scholars paid further attention to China’s inter-sectoral
growth accounting and examined the contributions of sector TFP and inter-sectoral resource allocation
to growth. For instance, Brandt et al. (2008), Brandt & Zhu (2010) and Dekle & Vandenbroucke (2010,
2012) conducted a quantitative analysis on China’s structural transition and sectoral accounting after
1978. Based on a three-sector dynamic model, Brandt & Zhu (2010) investigated China’s growth sources
and found that agricultural labor reallocation and capital deepening had limited growth effects and may
only increase TFP and serve as a key growth driver in the urban non-state sector of economy.

China also has a serious mismatch of capital: As the state sector absorbed more than half of fixed in-
vestments, improving capital allocation will vastly propel growth. Brandt et al. (2013) further examined
the spatial and sectoral factors of China’s economy. Some other scholars discussed China’s reform effi-
ciency. Song et al. (2011) created a growth model encompassing the characteristics of China’s economic
transition, including rapid growth, sustained return to capital, manufacturing reallocation and large-
sum trade surplus, to discuss China’s financial frictions and financing efficiency. Based on a two-sector
growth model, Cheremukhin et al. explored China’s economic growth and structural transition during
1953-2012. They systematically discussed two stages before reform (1953-1978) and after reform
(1978-present) with a consistent analytical framework. With pre-reform growth as benchmark, they
assessed China’s growth efficiency after reform in 1978 and found that China’s GDP growth rate after
reform and opening-up is 4.2 percentage points higher compared with the scenario of pre-reform growth
policy and model. Meanwhile, agricultural workforce reduced by 23.9%.

Some scholars investigated the growth paths that may face China as it crossed the threshold of a
medium-high income country. For instance, Eichengreen et al. (2012) examined when and under what
circumstances will a fast-growing economy experience a growth slowdown. Their study found that
growth may slow when per capita income measured by 2005 constant US dollar reaches 17,000 USD
and forecasted that China would soon reach this level in 2015. Growth may also slow for countries with
undervalued real exchange rates and countries with high dependency ratios and investment rates. Eichen-
green et al. (2014) further demonstrated that growth is more likely to slow within two income ranges of
10,000-11,000 USD and 15,000-16,000 USD rather than at specific time points. In their transition to-
wards high-income stage, most fast-growing economies experienced two rounds of deceleration. It was
also noted that growth rarely slowed for countries with a well-educated population and significant high-
tech export. As a fast-growing economy advances to a higher level, it must strive to foster skilled work-
force or human capital and move up the value chain to avoid falling into the “middle income trap”. ADB
(2012) also stressed that China’s economy has been dominated by low-value traditional industries due to
backward modern service sector and that human capital plays a pivotal role in transforming growth pat-
tern.

Chinese scholars extensively discussed China’s growth issues. Based on the study of the structural
acceleration during China’s industrialization and the structural deceleration for service-based econo-
my, China Economic Growth Frontier Research Group identified the direction of structural change in
the middle-income stage as an important area of research: Structural slowdown will occur if structural
change has led to inefficiency and reduced TFP contribution, thus preventing a country from crossing
middle-income stage. China’s structural deceleration and efficiency shocks have also been discussed in
detail (Research Group, 2013-2014). Based on international comparison, Zhang (2015) argued that Chi-
na should transition into a service-based economy. Since structural distortion is the fundamental factor
of a country’s external and internal instability, structural transition is crucial to middle-income countries.

Some other scholars discussed whether China will fall into the middle-income trap. From a risk con-
trol perspective, Yao (2015) believed that the key in avoiding the middle-income trap is to prevent mone-
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tary, debt and banking crises. Zhang (2015) noted that China must reform government intervention, pre-
vent external financial shocks, and promote innovation and economic stability. Zhang (2013) discov-
ered that institutions and original technology progress are particularly important for middle-income
countries. According to Li (2013), 90% of China’s economic deceleration is due to TFP reduction and
10% is due to insufficient capital accumulation. Li et al. (2015) considered that indigenous innovation
and human capital contribute positively to growth stability. Jin and Tao (2015) conducted an empirical
analysis on China’s growth momentum in different stages in light of production, structural and institu-
tional factors.

Scholars come to realize the importance of innovation and efficiency for China to overcome
growth trap in its current stage of development. Cai (2011, 2013) stressed that China must overcome
the growth bottlenecks of diminishing demographic dividends and the “Lewis turning point” in its
transition from dual economy to neoclassical growth stage. Policy adjustments must be leveraged to
reallocate resources, promote human capital, technology progress and institutional and efficiency im-
provements, and transition towards TFP-supported growth. Other scholars also stressed the importance
for China to develop human capital (Yao, 2013; Wu, 2014; Zhang et al., 2014). Yao (2014) believed
that in the middle-income stage, China still has gaps in the quality of its enterprises, originality in sci-
entific research and competitiveness of traditional industries. Research Group (2015) highlighted the
important role of innovation factor supply in overcoming growth deceleration. The study noted that as
capital-driven growth momentum lost steam, the supply of new factors, particularly knowledge sector,
holds the key to transcending growth. Yuan ef al. (2016) further indicated that balanced industrial and
service sector development is essential for China to transcend the middle income stage by reshaping
efficiency model based on knowledge and human capital factors through institutional reform.

2. Crossing Growth Stage through Institutional Transition

In 1978, China’s per capita income' was only 200 USD. According to the latest World Bank stan-
dard for the classification of growth stages’, China was a low-income country in 1978 (per capita in-
come<1,045 USD) and by 2016, China’s per capita income reached 8,260 USD, a successful leap into
medium-high income stage (4,105 USD < per capita income < 12,735 USD). By 2023-2025, China is
expected to become a high-income country with per capita income above 12,735 USD. Institutional
reform lies at the heart of China’s phenomenal growth over the past four decades of transformation
from a planned economy into a market-based one. This shift brought China from the verge of collapse
to being the world’s second largest economy.

China’s economic reform has followed a gradualist approach. After smashing the “Gang of Four”
in 1976, China started to “dispel chaos and restore peace” and then initiated the reform and open-
ing-up program in the late 1970s. Reform started from the countryside. The Several Matters concern-
ing the Further Improvement of Agricultural Production Responsibility System issued by the CPC
Central Committee in September 1980 allows farmers to implement a two-year contract responsibility
system, which breathed new vitality to agriculture. Township and village enterprises with rural collec-
tive ownership also developed rapidly. Soon after rural reform, most scholars and leaders in charge of

' Per capita income here refers to GNI per capita measured by constant US dollar based on Atlas method in order to be consistent with the World
Bank measurement indicators for the classification of growth stages.

* According to World Bank data, the latest income grouping criteria for 2015 (GNI per capita, Atlas method, in current USD) are as follows: low-
income countries (GNI per capita less than 1,045 USD); medium-low income countries (GNI per capita between 1,045 USD and 4,125 USD; medium-
high income countries (GNI per capita between 4,126 USD and 12,735 USD); high-income countries (GNI per capita above 12,736 USD).
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Table 3: Middle-Income Stage for China and Other Countries

13045 USD < per capita rlrll;rﬂ)riflszyfr?gz;le 4,125 USD < per capita income nigﬁ:fh?;g eizfj)imne

income < 4,125 USD stage < 12,735 USD stage
China 2002-2010 8 years 2010-2025 >15 years
US - - 1966-1980 14 years
Germany - - 1973-1980 7 years
France 1962-1973 11 years 1973-1980 7 years
Japan 1967-1974 7 years 1974-1986 12 years
Singapore 1971-1980 9 years 1980-1991 11 years
S. Korea 1978-1988 10 years 1988-2003 15 years
Brazil 1975-1996 22 years 1996-2013 >17 years’
Argentina 1964-1992 29 years 1992-2013 >21 years
Chile 1971-1995 25 years 1995-2012 17 years
Uruguay 1973-1993 21 years 1993-2012 19 years
Malaysia 1978-1996 18 years 1996- >21 years'
Thailand 1988-2009 21 years 2009- -

economic work agreed that reform and development must increase the autonomy of enterprise opera-
tion and vitality. Inspired by former Yugoslavia’s “autonomous enterprises” system, some scholars put
forward micro-reform theories. The province of Sichuan carried out the reform to “increase enterprise
autonomy” and Capital Steel played an exemplary role in contract system. Other enterprises also fol-
lowed suit with great enthusiasm. However, the limitations of this practice later became apparent, as
reflected in the uneven and imbalanced economic development.

Institutional incremental reforms were rolled out on the basis of successful rural reform. On Oc-
tober 20, 1984, the Third Plenum of the 12" CPC Central Committee adopted the Decisions on Eco-
nomic Institutional Reform to “reform the entire economic system with cities as priority” and “develop
socialist commodity economy”, “create a reasonable price system”, “invigorate enterprises and partic-
ularly large and medium-sized enterprises owned by the whole people”, and “proactively develop var-
ious economic forms and operation modes”. This document marks the inception of China’s economic
institutional reform to “foster market mechanisms outside the system”.

Since 1992, China has entered into a period of coordinated reforms. In October 1992, the 14"
CPC National Congress established the reform objective to create a socialist market economic
system. Adopted by the Third Plenum of the 14" CPC Central Committee in 1993, the Decisions on
Creating Socialist Market Economic System noted that “overall reform must go hand in hand with
breakthroughs in priority areas” and that the goal is to initially create a socialist market economic
system by the end of the 20" century.

The previous administrative contract system was reformed into a “tax-sharing system” (including
provincial and county governments). In addition, China established a central bank system with inde-

* In 2013, Brazil and Argentina crossed the high-income threshold with GNI per capita reaching 12,730 USD and 12,770 USD respectively. After
2013, however, their economies dipped with GNI per capita on the decrease, down to 8,840 USD and 11,960 USD respectively in 2016. Hence, Brazil
and Argentina should have stayed in the medium-high income stage for over 17 years and 21 years respectively.

*In 2016, Malaysia’s GNI per capita was 9,850 USD.
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pendent monetary policy under central government leadership. Existing banks were commercialized
and policy banks were created to undertake policy tasks. In 1995, the National People’s Congress
adopted the Banking Law. China further set a goal to “transform SOE operation and create a modern
enterprise system compatible with market economy with explicit ownership, clear rights and respon-
sibilities, independent operation and science-based management”, which is written into the Compa-
ny Law enacted by the National People’s Congress, China’s legislature. Socialist market economic
system became established and incorporated into the legal system. In 1997, the 15" CPC National
Congress made another historic breakthrough by adopting the following principles: (1) reduce the
scope of the state sector of economy and gradually withdraw state capital from non-critical sectors; (2)
identify various forms of public ownership to promote productivity; (3) encourage individual busi-
nesses, private businesses and other forms of non-public economy as important elements of socialist
market economy.

Starting from ownership restructuring, China’s gradualist reform included the following ele-
ments: developing non-public economy, restructuring “double track” economic system, reforming
macroeconomic regulatory framework with linkage between public finance and taxation, and mak-
ing greater efforts to propel SOE reform. After the dawn of the 21* century and particularly the 16"
CPC National Congress in 2002, the reform focused on improving market economic system, social
security, income distribution and environmental protection. In 2017, the Report of the 19" CPC Na-
tional Congress stressed that the principal contradiction facing Chinese society is the “contradiction
between imbalanced and inadequate development and the people’s ever-growing needs for a better
life”. This means that economic development will continue to take center stage in China’s politi-
cal and economic reforms in the coming five years - a continuation of the policy keynote to priori-
tize economic development since reform and opening-up. Yet the Report of the 19" CPC National
Congress also attached unprecedented importance to redistribution. It calls for lifting all rural poor
people out of poverty by 2020, a major victory in resolving the contradiction of imbalanced devel-
opment. Gradualist approach of reform, supported by both theory and practice, requires step-by-step
reforms carried out with pilot programs in sync with opening-up. Studies on this approach sparked
extensive discussions on the “Big Bang” vs. “gradualist reform”.

To date, China’s economic reform can be divided into the following stages:

(1) Stage I: inception of economic reform from the countryside based on rural contract respon-
sibility system (from the Third Plenum of the 11" CPC Central Committee in 1978 to the Third Ple-
num of the 12" CPC Central Committee in October 1984);

(2) Stage II: economic reforms in full swing to invigorate urban enterprises with price reform as
a key aspect of reform (from October 1984 to the 14" CPC National Congress in 1992);

(3) Stage III: initial creation of socialist market economic system (from 14" CPC National Con-
gress in 1992 to the 16" CPC National Congress in 2001) characterized by macroeconomic reform
initiatives in 1994, reform of basic systems during 1997-1999, ownership restructuring, as well as
all-round opening-up since the WTO entry in 2001;

(4) Stage IV (2002-2012): improvement of socialist market economic system, including the
reform of exchange rate regime in July 2005 from a fixed exchange rate regime to a managed float-
ing exchange rate regime. On January 1, 2006, China rescinded the four agricultural taxes that had
existed for over a millennium (including agricultural tax, animal slaughter tax, livestock tax and tax
on agricultural and forestry specialties) and developed rural social security, created a new rural co-
operative social security system, and carried out energy conservation and emission abatement on all
fronts. In the aftermath of the global financial crisis that erupted in 2008, the Chinese government
adopted a proactive fiscal policy with a 4-trillion-yuan stimulus and invested heavily in infrastructure
and urban development in sync with financial innovation. Various forms of financial innovation that
emerged were related to financing for urbanization. Surging housing prices became a new problem of
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urbanization.

(5) Stage V (2013-present): As China entered into the new normal and supply-side structural
reforms steadily advanced, the five development concepts, i.e. innovation, coordination, green
development, openness and sharing, became overarching themes of this stage. This stage is
characterized by the following priorities: the goal to build a moderately prosperous society in all
respects, the Belt and Road Initiative, the community of shared destiny for mankind, the need to
support balanced globalization, and the principle of “seeking steady progress” under macroeconomic
regulatory framework.

China’s economic growth is accompanied by its transition from an agricultural country into an
urban and modernized country, which can be divided into the following stages: Stage I rural eco-
nomic development (1978-1991); Stage Il industrialization and rural labor migration in the context
of opening-up (1992-2002); Stage III increasing urbanization. By 2018, China’s urban population is
expected to reach 59% and service sector will become a dominant industry. In 2015, the share of ser-
vice sector in GDP exceeded 50%. The trend of China’s service-based economy shows that China has
successfully crossed industrialization stage from a typical agricultural country (in 1978, China’s rural
population accounted for 82.1%) and become a modern society where urban economy holds sway.

For a backward country, pursuing industrialization could be a choice of destiny. From the day
when China’s doors were forced open by the Western powers, Chinese visionaries aspired to turn
China into a strong country through industrial development. For any late-moving country, industri-
alization, in the highest form of heavy and chemical industries, is a goal to be pursued. Before 1978,
China’s heavy industrialization inevitably led to negative consequences under a highly centralized
planned economy. This part of history was fraught with volatility, stagnant living standards and se-
riously distorted economic structure. After rapid growth in the 1950s and 1960s, China’s economy
was trapped in serious stagnation in the mid-1960s and the late 1970s and was on the verge of col-
lapse. Traditional pattern of resource allocation under the planned economy, which fettered economic
growth, was replaced by a new pattern of economic growth after reform.

China’s reforms also started at the micro-level. Both enterprises and farmers all welcomed
material incentives and contract systems as reform initiatives. The principle of industrial restructuring
was adopted to balance reform with adjustment. The success of rural reform paved the way for future
reforms and was followed by ownership restructuring and factor allocation reform. Since the “Bashan
Ship Meeting” in 1988, Chinese scholars drew upon the lessons of Eastern Europe’s traditional
socialist economic system, such as Janos Kornai’s concept of “shortage economy”. More importantly,
they put forward a target model of reform, i.e. [IB model, characterized by market coordination with
central planning. The concept of market economy ushered in great progress of reform strategies and
resource allocation modes.

The key to all economic questions lies in how to increase the efficiency of resource allocation
and utilization. To our knowledge, market remains the most effective means of resource allocation.
For a broad range of competitive sectors, market mechanism diverts the flow of resources from inef-
ficient sectors to more efficient sectors. It may also improve efficiency for sectors of natural monop-
oly that provide important public goods. This is how market economy derives its vitality and why the
transition from planned economy into a market-based one is necessary.

China’s economic theories could not have made these developments without political wisdom. In
1979, Deng Xiaoping argued that socialism is not at odds with market economy. In 1984, the Third
Plenum of the 12" CPC Central Committee made the statement that socialist economy is a “commodity
economy with central planning under public ownership,” a decision that was praised by Deng Xia-
oping as an invention of “political economics that combines basic Marxist principles with China’s
socialist practice”. In early 1992, Deng Xiaoping further pointed out that “A planned economy is not
equivalent to socialism, there is planning under capitalism too; a market economy is not capitalism,
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there are markets under socialism too”. In 1992, the 14" CPC National Congress defined socialist market
economic system as the target model of reform. In 2013, the Third Plenum of the 18" CPC Central Com-
mittee reaffirmed the “decisive role of market economy”, which was followed by improving legal sys-
tem compatible with market economy. In October 2017, the Report of the 19" CPC National Congress
called for “improving socialist market economic system” and ensuring free flow of factors, flexible price
response and a level playing field for enterprises.

China has developed its own growth model. Yet this model still features strong government
interventions as part of its catch-up strategy. Given diminishing return to factor input and insufficient
TFP contribution, how to reshape growth model and increase efficiency remains a strategic question.
While prolonging its catch-up period, China should pursue a stable transition for sustainable
development.

3. Modernization of China’s Economic Structure

Under the planned economy, overemphasis on heavy industries caused serious structural distor-
tions, which were corrected through institutional reform to ensure market-based resource allocation.
The reform opened China’s second round of industrialization. With rising per capita GDP and household
consumption and falling Engel coefficient, the share of primary industry continuously decreased and
industrialization led by manufacturing gained momentum. Urban employment became the dominant
form of employment. A new chapter of economic and social modernization was unveiled. The shares
of primary industry in total output value and employment dropped from 28.2% and 70.5% in 1978 to
11.3% and 40.8% respectively in 2007. In 2007, agriculture, industry and service sector contributed 3.6%,
54.1% and 42.3% to China’s growth respectively. In addition, China ranks the first in the world in terms
of the output of iron and steel, coal, cement, chemical fertilizer, chemical fiber, cotton cloth and durable
consumer goods, the second in terms of power generation and the sixth in terms of crude oil production.
China leads the world in manufacturing many high-tech products such as electronics.

In the wake of the global financial crisis that erupted in 2008, China took resolute counter-crisis
measures and increased infrastructure investment, which boosted urbanization. In 2011, China’s urban-
ization rate exceeded 50%. In 2015, agriculture, manufacturing and construction sectors accounted for
5%, 27% and 8% respectively of total employment; the share of service sector in China’s employment
reached 59%. Obviously, urban and service sectors became dominant sectors. By 2018, China’s urban-
ization rate is expected to approach or exceed 60%. In the future, China’s urbanization growth will slow
and stabilize. Yet such growth will be driven by urban fertility rate, life expectancy and natural popula-
tion growth, higher than in the countryside, instead of continued labor migration. The past four decades
of reform and opening-up have witnessed China’s transition from agriculture to industry and then to ur-
ban economy and an increasingly sophisticated modern service-based economy.

The evolution of China’s industrial structure followed a clear path. China’s first round of industri-
alization was supported by the former USSR through 158 industrial projects. Rural surplus production
was extracted through price scissors and urban consumption was minimized to save resources to develop
heavy industry. The economy developed by boom and bust. Heavy and chemical industrialization came
to a halt. After reform and opening-up in 1978, China launched its second round of more balanced in-
dustrialization and recognized non-public economy. From a distorted industrial system, China has trans-
formed into the largest manufacturer in the world. With urbanization rate above 50%, China is transition-
ing towards a service-based economy. In 2015, service sector accounted for more than 50% of China’s
economy and 59% of labor employment.

For advanced economies, their service sectors will continue to grow proportionally. For Germany
and Japan, for instance, their service sectors stabilize at 70% of economy, while this ratio is 80% for
some other advanced economies. Service sector accounts for less than 60% of South Korea’s economy



China Economist Vol.13, No.1, January-February 2018

LR 24 SRR EAE T8

v [ 285 BV Y e T B AN I BB R R D0k - AP/ NP S AE 19794 g W R ) “ 4k 2 2 SO A AT
PAE &0, 4k 2 2 SO T LI T 48557 19844F 3 T i =P A 4@t L B AT A
ALl L (A TR R i 223557 A VR L X0/ P[] i L DR 24 I 1 PR iz A Tl R8T SCHAR S IR ] e
2B SCREANES B B 277 o 199248400, A/ P el AR e 7 R IG v ST it i o, TR 28 55 A5 1
by F2 S0 BEAS B2 SCAT TR T BRI AN T A 3230 k2 12 SCWAT 1™ I Ay 19924F 58 1+ DU KAy
SE AL 2% ST 22 e P 1 D 3 P 22 T SO A ELRRASE, 00 1 ISR BT Al . 20134+ /Uit = Ay
FROGR 1 2t RN, ST ST R E R R AW S8, b BRIt L2 T2 G 20
B E 1] B o 20 1T AR 10 J] b JURHR A5 RS TR S PR S8 4k 25 2 SOl S e Rl 47 H 28 T 1Al
Ve AL A 523 P B R 3% T B PC ¥ A T SEBL P BUA 280ah 2 35 F IR sl O ks S B R L 38
KA RS Tk

HE 2R T H S 2B KR (X — 28 P B AR B AT IR SR A BORF T P T A AP 5T
SR B ATAEON 3L VI N, 4 B 7 AR TR AN AL L 2 SR AR A A T I (7 e 2 i T AR [ i, —
T SE AT, 55— T TR Al H S B kA o PRARE R, HERE LT R AN B [ e S i b

21111 75 2B B D ) A SR AR R B 1 e P A A P R I T ARG R T i R e R L
b SR AR PR T b B A ok Dol b Tl AR i 32 SRR ik AL Bl A 3G D PRI K Jor B4
Yo b, WA IR A B E L PRSI R — 52k N, LA L A A1 Tolk AT 4 % 8, el 5 1
s e FEEE sl 5 2 BUR TR GER RO AR 2ol 5 5 20k S dE A BRI R o e R I AR L 55—
T REE Y 5 R A28.2% 11 70.5%24 B T BES] T 2007411 11.3%F1140.8% o 2007454 b % v [ 22 5 48
I BTHR (AT 3.6% , b Ttk A 54.1% , IR 55 b BTk A142.3% o v ] Tl AR AN BEAE 4 285 1 Be ik » it HL o o4
BT ORI A T USSR DR ARRE AT AA I FH T 0 0 25 7 R (0 S A ER A — i e L
7 A BRSSO o A BR A 7555  E AR A LS i B AR Tl R R, AR 2 B 7 e A A BR 25

20084F- 2 BR Ax il fE HLHE K, v [E12009 47 W R IR 1 B S WL e , oK 1 B Al s Jita P B 7% , B ol £ e i i
BE, 21201 1 1 (L 22 0550% , 201 24F M1 45 k.15 G D PO EE T 2 50% « 201 545 I35 3 ikl i 4 1ll o3 A A
W75 8l J0 AT 5%, LT R il ol o B4 27% S0 by bR 8%; Hh IR 25 b b A 59% , vh [ 22 155 285 44
SIS T T SR G A AR S5 LR B o T 1201 84k i P3P I s 28 60% , v [E A eIl i fb R g
TEAFRE R B AN A SR AT i B Pl v 1, i A DR e v A 38 U A 1 O N P FLAR I s Tk
s T B AT I P FIAE 1223 R i 0T, 8 bl i (R DR 3N VRS A 1) N 1 ARG B, ikl iy
IR DA 2 o ol T HGITA04F, o B B 1 AN B eolk 2 5 3 Tolk At 5, RSk i % 1
S, BRIREHIRSS L BUAR LT & P 1k

41



42

Table 4: Multiple Simulated S-Shaped Growth Curves of Urbanization Rate vs. Real Urbanization Rate (%)

Difference .
. . Difference between
. Simulated between real . Simulated I
Urbaniza- . A Urbaniza- . real urbanization
Year . urbanization | urbanization rate Year . urbanization .
tion rate . tion rate rate and simulated
rate and simulated rate .
o urbanization rate
urbanization rate
1978 17.9152 18.9913 -1.0761 1998 33.3502 33.4862 -0.1360
1979 18.9611 19.5383 -0.5772 1999 34.7797 34.7691 0.0106
1980 19.3911 20.0971 -0.7060 2000 36.2198 36.0744 0.1454
1981 20.1565 20.6679 -0.5114 2001 37.6597 37.4007 0.2590
1982 21.1305 21.2505 -0.1200 2002 39.0898 38.7461 0.3437
1983 21.6236 21.8450 -0.2214 2003 40.5302 40.1090 0.4212
1984 23.0143 224514 0.5629 2004 41.7600 41.4873 0.2727
1985 23.7069 23.0696 0.6373 2005 42.9900 42.8791 0.1109
1986 24.5249 23.6997 0.8252 2006 44.3430 44,2822 0.0608
1987 25.3193 24.3416 0.9777 2007 45.8892 45.6946 0.1946
1988 25.8147 24.9951 0.8196 2008 46.9895 47.1138 -0.1243
1989 26.2102 25.6602 0.5500 2009 48.3417 48.5378 -0.1961
1990 26.4097 26.3368 0.0729 2010 49.9497 49.9641 -0.0144
1991 26.9402 27.0248 -0.0846 2011 51.2703 51.3905 -0.1202
1992 27.4599 27.7240 -0.2641 2012 52.5701 52.8146 -0.2445
1993 27.9901 28.4342 -0.4441 2013 53.7296 54.2342 -0.5046
1994 28.5098 29.1553 -0.6455 2014 54.7704 55.6469 -0.8765
1995 29.0404 29.8870 -0.8466 2015 56.0999 57.0506 -0.9507
1996 30.4799 30.9937 -0.5138 2016 57.3497 58.4430 -1.0933
1997 31.9100 32.2273 -0.3173 2017 - 59.8220 -
- - - - 2018 - 61.1857 -

and this ratio is also low for other East Asian economies where manufacturing sectors hold sway. Hence,
it is not necessary for China to expand its service sector too much. In fact, China’s financial services as a
share in its service sector are the highest in the world and deviate from its current stage of development.
Traditional sectors remain growth engines even if China strives for high-quality growth. Without clear-
ing redundancies or introducing competition, it is likely for China to face serious risks of slowdown.
China’s other service sectors, such as scientific research, education, culture, health and sports, are run by
government agencies. In this sense, service sector is underestimated to some extent and service sector
restructuring is an important part of reform in the next stage.

From the supply side perspective, China’s economy experienced the following changes in the past
four decades: (1) Tertiary industry replaced secondary industry as a key growth driver, contributing
53.7% of growth in 2015. (2) Industry contributed more percentage points to growth than that of ser-
vice sector in the first three decades after reform and opening-up, which was reversed only in the recent
decade. Yet in the first 25 years, manufacturing sector served as a decisive contributor to growth and
ranked the second in the following 15 years. (3) The trend of service-based economy is gaining momen-
tum.

From demand side, the changes include: (1) Export contribution played a decisive role during 1995-
2008, when China utilized its comparative advantage to achieve rapid growth and after 2009, China
shifted towards domestic consumption and contributed to global recovery. (2) China’s demand structure
became more balanced with consumption contributing 59.9% in 2015, which is a reversal of distorted
investment that contributed to 67.8% at the inception of reform and opening-up. As China’s economy
stabilized, its demand structure also became more balanced.
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Table S: Shares of China’s Major Economic Sectors (%)

1978 1988 1998 2008 2015
?f}fii;llture, forestry, livestock and 279 255 174 105 92
Production industry 44.1 383 40.1 41.2 343
Construction sector 3.8 5.3 5.9 5.9 6.8
Wholesale and retail 6.6 9.8 8.1 8.2 9.7
:’;a\?isclzort, warehousing and postal 49 45 55 51 44
Hotel and restaurants 1.2 1.6 2.1 2.1 1.8
Financial industry 2.1 43 5.1 5.7 8.4
Real estate 2.2 3.1 4.0 4.6 6.0
Others 7.2 7.5 11.9 16.6 19.4

Source: Maddison (2007) and China Statistical Yearbooks.

Table 6: Proportions of Service Sector for China and Other Economies (%)

1978 1988 1998 2008 2016
China 24.6 31.2 37.0 42.8 51.6
us - - 75.3 77.2 78.9
Germany - - 67.6 69.0 68.9
France 64.4 69.1 73.7 77.6 79.2
Japan 58.0 60.8 64.8 69.9 70.1
Singapore 63.9 64.0 66.0 72.6 73.8
S. Korea 443 50.0 57.3 61.2 59.2
Brazil 48.3 46.2 69.5 67.3 73.3
Argentina 46.4 52.5 65.3 59.9 65.8
Chile 54.0 452 59.5 58.5 64.4
Uruguay - 53.8 65.8 63.3 64.4
Malaysia 35.1 41.6 42.8 47.1 55.7
Thailand 459 49.2 53.5 50.3 55.8
Indonesia - 39.7 36.7 375 43.7
The Philippines 349 41.9 50.8 53.9 59.5

Source: the World Bank WDI database.

Industrialization propelled urbanization by attracting surplus rural labor to modern sectors. Industri-
al development within cities and in the vicinity of cities spawned urban development zones and industri-
al parks. Urbanization picked up speed as farmers turned into urbanites. As industrial growth stabilized
or declined, future urbanization growth will be driven by an uptick in urban employment, which holds
the key to future development, in the context of service-based economy. Industrialization propels urban
development, which determines a country’s economic modernization reflected in human development.

4. Improvement of China’s Economic Growth Quality and Reshaping of
Efficiency Model

After four decades of reform and opening-up, China has entered into a medium-high income stage
and is expected to join the ranks of high-income countries by 2025. China’s growth model has also shift-
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Table 7: Supply-Side Pulling of Growth

1978-2002 2003-2015 1978 1978-2015 2015
Growth pulling Contribution rate (%)

Primary industry 1.13 0.43 9.8 9.93 4.6
Secondary industry: 543 5 61.8 53.09 41.6
Manufacturing 5.02 4.3 622 48.18 35.0
Tertiary industry: 3.16 4.38 28.4 36.98 53.7
Wholesale and retail 0.63 1.04 12.7 7.21 8.4
Financial sector 0.49 0.65 1.9 5.81 15.0

Source: China Statistical Yearbook.

Table 8: Demand Pulling of Growth

1978 2002 2015 1978 2002 2015

Demand pulling Contribution rate (%)
Consumption 4.5 5.1 4.1 38.3 55.6 59.9
Investment 7.8 3.6 29 67.0 39.8 42.6
Net export -0.6 0.4 -0.1 -5.3 4.6 -2.5

Source: China Statistical Yearbook.

ed from late-moving catch-up to medium- and high-end development. As envisioned by CPC Central
Committee General Secretary Xi Jinping, China will “basically achieve socialist modernization” during
2020-2035. Thereafter, China will build up its wealth and power and establish its position as a modern
socialist power during 2035-2050. As shown by growth theories and international experience, growth
quality hinges upon productivity and TFP contribution. Quantitative expansion and disequilibrium in the
previous catch-up stage must give way to “innovative, balanced, green, development and shared eco-
nomic growth” in the new stage.

China must strive to improve productivity, which determines wage growth, and TFP contribution.
Productivity improvement largely derives from capital-intensive industries in the early stage of industri-
alization and human-capital-intensive industries in a service-based economy. Productivity growth reflects
the level of human capital deepening and determines a country’s welfare level. Growing TFP contribu-
tion to the economy reflects technology progress and improved allocation efficiency. TFP contribution
will increase only when TFP growth exceeds factor input growth. In addition, TFP contribution measures
the contribution of endogenous growth. For a country, increasing TFP contribution means that a country
becomes less dependent on factor input and pursues endogenous growth. TFP growth itself is an antidote
to diminishing return to scale due to human and capital deepening.

Over the past four decades, capital input has contributed to 70% to 80% of China’s GDP growth.
After taking into account capital and labor contributions to growth, efficiency improvement contributes
about 20% to 30% of GDP growth. Obviously, low TFP contribution reflects China’s capital-driven
growth pattern. (1) Growth of capital inventory kept accelerating. As Table 9 reveals, China’s capital in-
ventory maintained an annual growth rate of around 11% during 1978-2007, a period of sustained rapid
growth for China. This growth rate is high in absolute terms no matter compared with which country in
a similar development stage. Despite China’s falling potential growth rate during 2008-2013, its capital
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Table 9: Decomposition of Production Function

1978-2018 1978-2007 2008-2018
[1][Three potential growth (production function fitted) factors 9.50 10.03 8.08
[2] Capital input (K): elasticity 0.635 0.636 0.631
[3] Share of capital contribution=([2]x[8])/[1] 71.69% 64.83% 87.05%
[4] Labor input (L): elasticity 0.365 0.364 0.369
[5] Share of labor contribution=([4]x[11])/[1] 8.73% 11.84% 2.23%
[6]tfp: growth rate 1.86 2.34 0.866
[7]share of tfp contribution=100-[3]-[5] 19.58% 23.33% 10.72%
[8] Capital input growth rate(k=dK/K)=[9]x[10] 10.99 10.96 11.04
[9](Net) investment rate (I/Y) 45.44 39.31 130.76
[10] Capital efficiency (Y/K) 0.242 0.302 0.079
[11] Labor input growth rate (I=dL/L)=[12]+[13] 2.272 3.263 0.504
[12] Growth rate of working-age population (pop,) 2.603 3.709 0.657
[13] Change in labor participation (6,) -0.331 -0.446 -0.153
[14] Growth rate of labor productivity(y=Y/L)=[15]+[16] 3.741 3.88 3.433
[15] Growth rate of capital efficiency (¥/K) -5.429 -4.765 -7.12
[16] Growth rate of capital per capita (K/L) 9.17 8.645 10.553

Source: China Economic Growth Frontier Research Group, Economic Growth Blue Paper (2017-2018), General Report: Medium and High-end Transition and
Structural Reforms, Social Sciences Literature Press, August, 2017.

stock still maintained a high growth rate of 11%-12%. (2) Marginal return to capital continued to di-
minish. Long-term dependence on investment caused marginal return to capital to diminish. The vicious
cycle of diminishing return and sluggish growth, together with inefficient capital-driven growth pattern,
became apparent. As Table 9 shows, capital efficiency (Y/K, ratio between GDP and current-year invest-
ment) was 0.302 during 1978-2007 and only 0.079 during 2008-2015.

We calculated China’s TFP using a simple Cobb-Douglas production function: (1) TFP contributed
23.33% of growth during China’s economic takeoff of 1978-2007. During 1993-2007, TFP contribution
to growth exceeded 35% (Lu ef al.). Yet during 2008-2018, as growth slowed, TFP contribution fell
below 20%. This period was characterized by a hefty stimulus to increase capital accumulation. As
return to the scale of capital diminishes, potential growth rate will continue to decline unless the low
TFP contribution is reversed.

Economic restructuring, institutional compatibility and efficiency path reshaping are fundamental
for China to cross the threshold of a new development stage. Since the 19" CPC National Congress, the
basic approach for economic development further improved with emphasis on the following elements:
first, to propel high-quality development; second, strive to transform growth pattern, economic structure
and growth momentum; third, accelerate the development of a modern economic system with high qual-
ity and efficiency. In the middle-income stage, great uncertainties exist in China’s efficiency path, de-
velopment mechanism and restructuring. Without proper mechanisms to support restructuring, upgrade
and shift to a new efficiency path, it would be difficult, or at least very slow, for growth to transcend the
bottlenecks.

In the industrial era, the “structuralism” of developmental economics elicited extensive policy dis-
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cussions and country experiences - the most important is government intervention. For late-moving
countries without a complete market system, the government may also act as a super market entity to
compensate for market imperfections. (1) Industrial policy, selective financial policy and tax preferences
are offered to support manufacturing. (2) Various methods such as interest rate regulation are employed
to raise funds, suppress labor compensation, increase return to capital, promote investment and regional
competition, and use the funds raised domestically and overseas to support manufacturing. (3) Adopt
opening-up policy to expand market size and exchange rate policy to increase international competitive-
ness through depreciation. (4) Complete “learning by doing” through equipment importation and propel
technology progress and industrial upgrade. (5) Increase GDP competition at the local level. Rapid in-
dustrialization could not have been achieved without proactive government intervention. With typical
“economies of scale” characteristics, industrialization will increase efficiency and accelerate growth,
thus offsetting the cost of intervention.

China’s increasingly service-based economy is also fraught with uncertainties. In particular, incon-
sistencies have appeared among growth, structure and efficiency. International experience also shows
that the growth paths of countries diverged after economic restructuring. It requires careful understand-
ing to elucidate uncertainties in the shift of efficiency path. We may arrive at the following conclusions
based on the empirical facts of structure and efficiency:

(1) Structural and efficiency paths may not be synchronized. Based on above calculations, when an
economy becomes service-based, service sector will account for a growing share yet is less efficient than
industrial sectors. Rising share of service sector, therefore, is inevitably accompanied by falling produc-
tivity. This process is different from industrialization. Service-fueled growth is not synchronized with
increasing return to scale and efficiency. In fact, service sector is less efficient in its scale of development
compared with industrialization. This is why growth rate after service-based will decelerate when the
share of service sector grows. Yet the efficiency and quality of growth will diverge. While service sector
contributes to the efficiency and stability of growth for advanced economies, efficiency improvement
slows and economic structure becomes more distorted for late-moving countries, making them more vul-
nerable to external shocks. A typical empirical fact is that efficiency path is non-continuous and diverges
after an economy becomes service-based.

(2) Service-based economy tends to cause “Baumol disease” or “cost disease”. Inefficient service
sector and robust demand for services lead to cost hikes, causing service price to increase relative to
manufacturing price, i.e. inefficient improvement leads to price hikes that increase the cost of services. In
the broad sense, cost disease is reflected as the “cost disease of urbanization”, i.e. high-cost urbanization.
Yet urbanization itself does not raise the efficiency of agglomeration and innovation and, on the contrary,
leads to rising cost for the society as a whole. The cost problem of cities threatens not only manufactur-
ing sector but service upgrade as well.

(3) Uncertainties of industrial upgrade. Urbanization is a natural outcome of economic develop-
ment. After urbanization rate exceeds 50%, the share of service sector will increase rapidly and the share
of manufacturing sector will fall - both of them face the intrinsic requirements of industrial upgrade, i.e.
industries that rely on low-cost advantage will vanish under growing cost pressures. On the other side of
the coin, this process also brings opportunities of efficiency improvement arising from urban agglomer-
ation and innovation spillover. Cost is racing against efficiency. Excess cost hike and slowing efficiency
improvement are an empirical fact of China’s urbanization (Frontier Research Group, 2009). High-cost
housing and public services have led to rapid “de-industrialization” in China’s urbanization process,
making it less likely for producer services to improve efficiency. Having lost its strategic pillar, industri-
al upgrade becomes more uncertain.

(4) Uncertainties exist in the path of technology progress from “learning by doing” to indigenous
innovation. “Learning by doing” is normally homogeneous technology progress and is subject to the
limitation of gaps with international levels of technology; the closer the progress is to the technology
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level of frontier countries, the less efficient it becomes. It is also limited by the scale of demand. Due
to technological homogeneity, “learning by doing” may lead to diminishing return to scale. In the mid-
dle-income stage, technology progress from “learning by doing” becomes less efficient. However, this
does not necessarily lead to an increasing share of innovation. Indigenous innovation must be supported
by capital markets in order to create “monopolistic rents” for intellectual property rights. Innovation is
heterogeneous. As innovations become more risky, it takes more human capital input, distributed inno-
vation and market-based “high pricing” incentives. Yet given the uncertainties in innovation, companies
and governments are more inclined to pursue technological evolution through importation and “learning
by doing”. Growth based on “learning by doing” technology progress is less sustainable. Moreover, the
“learning by doing” path will lead to excessive investment on technology importation that may lock up
the path of technology evolution and suppress local innovation. Indigenous innovation and “learning by
doing” have their respective pros and cons and may not necessarily reinforce each other. TFP remains
the most important indicator. Falling TFP contribution is an indication of challenges facing technology
progress. As international experience suggests, for most countries that moved from low-income stage to
middle-income stage, the TFP increased rapidly in the early stage with improving contribution. Yet in the
middle-income stage, their TFP declined significantly. The reason is that technology path in this stage is
no longer continuous and needs to be shifted.

(5) Uncertainties in consumption upgrade. Transition towards a service-based economy requires an
increasing share of human capital in consumption. Human capital must be improved in sync with struc-
tural upgrade to form dynamic efficiency compensation of consumption. This process, however, is also
fraught with uncertainties. Successful transition requires service sector to be freed from excessive regu-
lation, consumer services to improve human capital and consumption efficiency to increase.

With a service-based economy come a more sophisticated economic system, distributed innovation
and incentives for high-quality human capital. Economic growth gives rise to “non-competitive” factors
including institutional rules, creativity, knowledge sharing, education and information networks. The
quality of these new growth factors determines whether service-based economy will propel consumption
upgrade in this stage.

Structural sophistication of service sector is the foundation for China’s growth efficiency model;
such sophistication is reflected in the increasingly knowledge and technology-intensive service sector.
First, modern service sector contributes to overall economic efficiency. Second, a benign cycle of human
capital improvement comes into play. In other words, we regard service sector as a vehicle of knowl-
edge process and human capital accumulation rather than an auxiliary process or cost item of industrial
sectors. In addition to increasing industrial efficiency, modern services are the engines of innovation and
growth as well. In this sense, service efficiency must improve in sync with industrial efficiency in order
for the high efficiency model to sustain.

Structural upgrade is the key to consumption and service growth. Two possible pathways exist in
the growth transition towards advanced urbanization: First, low-skilled workforce continues to dominate
service sector at the inertia of industrial expansion; second, service growth is supported by knowledge
process. Service sector inevitably grows in size and proportion as the economy becomes service-based.
Yet this process should be fueled by service and consumption upgrade. For education, entertainment and
some other sectors, consumption is a process that takes time to complete. For instance, in face-to-face
communication, knowledge producers create and disseminate knowledge and consumers receive knowl-
edge. Consumers will pay according to the novelty of information stream and the level of psychological
satisfaction - often with a price premium for high-quality knowledge.

In the Internet era, knowledge-intensive services have become more tradable. Not only does the
Internet increase the dissemination, productivity and output of knowledge, it also makes it possible for
consumers to access customized services from an ocean of redundant information.

Knowledge process must be embedded into traditional material production. This is particularly rele-
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vant for catch-up countries that face serious challenges to consumption upgrade.

After four decades of reform and opening-up, China has embarked upon a crucial transition from

rapid growth to high-quality growth - a transition that requires supply-side structural reforms to im-
prove productivity and efficiency, explore new growth drivers and increase TFP. The goal is to create a
market-based economic system with appropriate macro regulation and vibrant micro-level entities to in-
crease China’s economic prowess and international competitiveness and pave the way for achieving the
“two centennial goals”.s
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