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To Avoid the Middle-Income Trap China Has to Follow the
Principle of Comparative Advantage to Achieve Continuous
Structural Change

Justin Yifu LIN
Former Chief Economist and Senior Vice President of the World Bank
Honorary Dean of National School of Development, Peking University

After the 2nd World War, except the western European countries and oil and
diamond producing countries, only 12 economies succeeded in narrowing their per
capita income gap with the US by 10 percentage points or more. The development
thinking and then the strategy of development determined the economic outcomes.
The market-failure theory of the first wave of development thinking and government
failures theory of the second wave of development thinking are proved to be wrong
successively. The experience of successful economies suggests that developing
countries need to exploit their comparative advantages and make full use of the
advantage of backwardness to achieve continuous technological innovation and
industrial upgrading. At the same time, a facilitating government has a role to
play in promoting technological and industrial upgrading in a well-functioning
market economy. Considering China’s current stage, in order to avoid the middle-
income trap, we should highlight two aspects. On one hand, China should follow its
comparative advantages in realizing industrial upgrading and technology innovation.
On the other hand, China needs to deepen the market-oriented reform and address

problems of income inequality and corruption.
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Growing Beyond the Low Cost Advantage: How China can avoid
the Middle Income Trap

Juzhong ZHUANG
Deputy Chief Economist of of Asian Development Bank

The economic performance of China has been spectacular over the last three decades.
This success can be attributed to three key drivers—market-oriented reform, low-
cost advantage, and the role of government—along with other supporting factors.

China’s impressive achievements, however, should not make one lose sight of
the major challenges it faces. Many countries experience a growth slowdown
after achieving middle-income status. To avoid the middle-income trap requires
continuous industrial upgrading through innovation and moving from a low-cost to
a high-value economy. Moving from a low-cost to a high-value economy requires
a critical mass of firms with strong incentives for innovation. It also requires the

government to create a conductive environment.

The challenges and risks sustaining China’s long-term growth include: (1) large
technology and productivity gaps with advanced countries; (2) rising wages; (3)
imbalances in the sources of growth; (4) rising income inequality; (5) resource
constraints and environmental degradation; (6) a challenging external economic
environment. To avoid the middle-income trap, China needs a development strategy
that allows it to grow beyond low-cost advantage and move from a low-cost to a
high-value economy. The policy options to avoid the middle-income trap include:
(1) stepping up innovation and industrial upgrading; (2) deepening structural reform;
(3) expanding services and scaling up urbanization; (4) reducing income inequality;
(5) promoting green growth; (6) maintaining macroeconomic and financial stability;
(7) strengthening international and regional economic cooperation. Implementing
this strategy would greatly increase the likelihood of sustained growth and reaching
high-income status before 2030.
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China needs to keep improving the institutional building to break
the technology ceiling

Kang JTA
Director of the Research Institute for Fiscal Science, Ministry of Finance

In the short term, China’s economy will run smoothly and will become better. But in
the long run, dissipating comparative advantage tends to lower down the economic
growth rate. Moreover, the tardy technology innovation makes this situation worse.
There are many doubts whether China will follow the development pattern of Latin
America and fall into the middle-income trap. With the decline of credibility of the
government, the 18th Congress of the Communist Party of China reaches a key
point of Chinese history. In order to inject more positive energy into Chinese society
and break the technology ceiling which hampers Chinese companies to survive
and develop, we need to intensify the institution building. Among them, a problem
everybody concerns is tax reduction. Structural tax reduction is rational and feasible.
Some taxes, for example, resource tax, should be raised. It helps to reflect the
scarcity of natural resources and inspire people to form the habit of treasuring and
effectively using resources.
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Floating Exchange Rate could prompt monetary and banking
system reform

Ligang SONG
Senior Fellow and Director,
China Economy Program, Crawford School of Public Policy
Australian National University,

Professor Ligang Song confirms the timing and comprehensiveness of the report.
Concerning to the financial reform, he points out the floating exchange rate reform is
the key to deepening the financial and banking system reform in China. The floating
process of exchange rate has started since 2005, and China may need to accelerate
the pace.

From other countries’ experience, free floating exchange rate helps solve the
problems arising from the process of economic transition. The reasons are as follows.
First, free floating exchange rate will boost systematic transition and structural
adjustment of China’s economy. Secondly, free floating exchange rate will help the
central bank maintain the independence of its monetary policy. Thirdly, free floating
exchange rate will prompt financial system reform, and finally it can help avoid the

losses stemming from the international financial valuation effect.
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Two Comments

Yang YAO
Professor of National School of Development, Peking University
Director of China Center for Economic Research

Professor Yao made two comments on the report:

First, it is possible for China to maintain a growth rate of 8% in the following ten
years. We must recognize that the long-run potential grow rate may be obscured by
the short-run condition. The short-run descending trend of China’s economy mainly
attributes to two components: the temporary shortfall in external demand and the
depressions in domestic real estate market. There are reasons to expect the two
above will revive in the following ten years. What’s more, both Korea and Japan
maintained a high speed growth rate as they were in nowadays China’s situation,
which also gives us some reason for optimism. Based on our calculation, China
will catch up US in terms of economy aggregate scale by 2021. However, how to

maintain a relatively rapid growth rate after that may become a real problem.

Second, in order to maintain a rapid long-run growth rate, education is the key. We
are not falling behind in terms of the aggregate education level compared to other
Asian countries. But at the present stage the problem does not lie in the aggregate
education level but in the inequality of education resource allocation. There is a
big urban-rural gap of education level within every age cohort, which is the most
important reason that leads to urban-rural income inequality. What’s more, inequality
in education resource allocation may also hinder the economic growth. At present, 80
percent of migrant labors’ education level is below nine years. As we catch up with
developed countries, such an education level is not high enough to generate a high
level of wage. As we become a moderately developed country, education equality
will be more and more important. The government should pay more attention on this

1ssue.
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The Long Cycle and Short Cycle of China’s Economy

Hong LIANG
Managing Director, CICC

Dr. Liang pointed out the moderate economic growth of China is a result of both
secular factors and short term cyclical factors. The economic growth rate staying
below 8% will likely be a normal state in the coming years. However, appropriate
reforms are expected to bring increase in total factor productivity, which did
critically stimulate China’s economic take-off.

Dr. Liang also reviewed the stimulus policies in 2009 and 2010, which increased
China’s leverage by 20 percentage points, as measured by domestic credit/GDP ratio.
But the credit boom did not escalate the efficiency of investments. And the tighten-
up economic policies led many companies trapped in troubles. The government must
stop stimulating the economy through investment or increasing the leverage, which
will be counter-productive and further increase systematic risks.
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What Does the Next Round of China’s Growth Rely On?

Xunlei LI
Chief Economist, Haitong Securities

Professor Song points out that domestic demand was weak for the past half year. The
growth of global economy may be hurt by this situation, which will further affect
domestic export in the next half year.

The return on investment of industrial enterprise sustained downward trend for a
long time. Businesses are witnessing a difficult time. Some industrial enterprise just
earned the profit to pay for interest of the loan. Entrepreneur had bad expectation for
the future return. Demand of capital began to decline.

Entrepreneurs think that the lending rate is too high since PPI had been declining for
one and half year. It is the main reason for the declining profit of industrial product.
However, consumers think that the deposit rate is not too high since CPI has been
just back to normal level. The different variations between CPI and PPI brought
challenges to the adjustment of interest rate.

From the current situation, aggregate demand will be weak for the next half year.
Year over year growth rate of economy will maintain the current level while inflation
rate will continue to decline. The possibility of endogenous deflation for a long
time is low. However, it is still possible for short-time endogenous deflation which
depends on the economy policy adjustment.
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Counter- Cyclical Household Income

Guoqing SONG
Professor of National School of Development, Peking University

Professor Song observes that nowadays households expect totally differently from
the investors about government policy. Households do not expect loose monetary
policy since they do not care about the growth of GDP, hate the inflation rate, and
worry about the growth of investment. However, the investors are eager for policy to
help them survive.

To find some statistical evidence for the observation above, Professor Song points
out that household income are counter cyclical while enterprise profit share is pro
cyclical. It means that with a period of high GDP growth, household income growth
rate will drop since the inflation rate will rise. The investors are the only ones
benefited. Therefore, consumers hold negative views about the government macro
policy to help economic growth. If the dilemma cannot be solved properly, the
adjustment of macro policy will be delayed which hurt the whole economy.

A closer look at the statistical evidence, household income is counter cyclical only
during the period with high short-term volatility of GDP growth. If GDP growth rate
and CPI growth rate lasts low for a period, it will lower the growth rate of household
income as well. Therefore, from a long period, household income is still pro cyclical.
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EHE K 77 26 98 205 14.0 5.1 54 3.00 6.25
RV AT 76 24 9.9 22.0 14.8 9.3 73 3.00 6.27
EARIES: 7.0 2.7 9.3 19.0 135 8.0 1.0 3.00 6.35
FERHE S 2 By 78 2.0 95 212 138 105 72 3.00 6.22
HHR A 76 2.2 95 205 136 75 25 3.00 6.30
KMAFHIFEH 75 3.0 105 210 145 6.0 5.0 3.00 6.28
WV 76 24 9.3 208 135 10.0 40 3.00 6.25
BFPARHIES 84 3.1 12.0 210 15.0 5.0 9.0 3.00 6.28
BUATIES: 76 22 9.0 19.8 14.0 7.1 1.2 3.00 6.29
EATHRAT 76 22 NA NA NA NA NA 3.00 6.31
e 8.1 22 95 205 14.1 99 57 3.00 6.24
V| 75 2.2 9.2 18.0 13.8 40 6.0 3.00 6.27
CH R sane 8.0 22 9.9 205 14.0 125 7.8 2.75 6.20
hFIES: 78 23 10.0 210 13.8 8.0 6.7 3.00 6.28
rh R FE B 76 2.2 95 20.0 14.0 8.0 6.0 3.00 6.25
B B2y 7.7 24 9.8 20.7 14.1 8.1 53 2.98 6.28
IACES 78 23 10.0 214 14.0 9.0 40 2.98 6.26
BT = -
“IBREFEATR, LEEZAREE,

EMEREER, BREREKGES. 7
2012 4F5 3 7R 5 29 K “HITE B
TRz * GDP CPI Tl B FE A g Fi i3
iRy 78 19 10.1 205 138 10.1 9.0 2.81 6.32
ICF-3 78 19 10.1 206 137 9.7 8.0 2.79 6.31
SbR{E 74 1.9 9.1 206 135 44 1.3 3.00 6.34
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