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Abstract

The CPC's official report of the 19th National Congress states.” As socialism with Chinese
characteristics has entered a new era,the main contradiction in our society has been transformed
into a contradiction between the growing needs of the people and the inadequatly balanced
economic development. "China has experienced high-speed economic growth for nearly 40 years
since the adoption of the Reform and Opening policies. Though China's GDP per capita reached
USD 1 000, 3 000 and 8 123 respectively in 2001, 2008 and 2016, currently the number only
amounts to two thirds of that of the standard high-income country. It has become a common
understanding in the global community that China's economic growth has been slowing down
significantly in recent years. So has China tumbled into the middle-income trap? Can we use the
concept of “middle-income trap” and relevant theories to understand the development issues faced
by China? Furthermore, can we develop reasonable solutions based on such understanding to
help China escape the middle-income trap? To answer these questions, we must identify the
essence of the concept. While before that, we must renew our understanding of the middle-
income trap by seeing beyond the experiences of some certain countries and not simply focusing
on the economic perspective.

This book explores the essence of the middle-income trap based on two major perspectives,
namely “economic transformation” and “social transformation”. First, it analyzes the features of
the economic growth pattern and economic transformation during the middle-income stage, from
the perspectives of economic phenomena and economics. Then, it dives into how the social
structure and institutions change and transform during the middle-income stage, from the
perspectives of social phenomena and sociology. A country must perform both successful
economic and social transformation in order to survive the middle-income trap. There is a causal
relationship between the two types of transformation. They are also complementary to each
other. Economic transformation makes changes to the social structure and relationships, thus
requiring successful and reasonable social transformation and institutional reform, which would
in turn promote further development of economic transformation.

By presenting how western developed countries and countries ( regions) from Latin-
America, East Asia and Southeast Asia escaped or got lost in the middle-income trap, this
book reveals the essence of the middle-income trap: with the economic growth challenged
by developed and less-developed economies, as well as the current social structure and
governance system unsuitable for the new social development phase, a country in the
middle-income stage will experience issues of both economic and social transformation,
such as economic stagnation or recession and more intensified social conflicts. Finally, after
comprehensive analysis. this book concludes that in order to escape the middle-income
trap, a country must perform economic transformation and upgrading and attach great
importance to social transformation, especially education, which plays a fundamental role

for the successful economic and social transformations.
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Preface
John L. Thornton?
The transformation of China over the past forty years from one of the poorest

countries in Asia to the world’s second largest economy is the most significant geopolitical

event of our times. In the era of Reform and Opening-up.China has lifted 700 million people

out of poverty—an unprecedented feat in human history. China’s rise has redrawn the maps
of commerce that defined the global trading system after World War Il . Today its banks
are among the largest financial institutions in the world; its leading internet companies
stand with the world’'s most innovative and competitive. Chinese travelers can be found in
numbers in the remotest corners of the globe,as well as in New York and Tokyo.

Success, however,can be its own worst enemy if a developing country remains bound
to what has worked in the past and fails to adapt to new challenges brought about by
development itself. Many emerging economices have failed to escape the “middle-income
trap,” while those that have averted it to achieve sustainable growth and join the ranks of
high-income countries stand out precisely because they are the exceptions. According to the
World Bank, only thirteen countries successfully made the transition between 1960
and 2008.

China's per capita income (in purchasing power parity terms) has grown from less
than 1 000 U. S. dollars in 1990 to over $ 15 500 in 2016. In this remarkable achievement,
however, it has essentially reached the level of $ 16 000 that many economists believe is the
precipice of the middle-income trap. Indicators such as the deceleration of GDP growth from
10% to 6.5% in recent years have sparked discussion and focused policymakers on the
question of how China can avert the stagnation experienced by so many other developing
nations.

Given the urgency of the challenge, Mr. Zheng Zhijie's original and wide-ranging
examination of the topic. The Middle-Income Trap:; An Analysis Based on Economic
Transformations and Social Governance, could not be more timely or relevant. As the

President of the China Development Bank (CDB), the largest finance development

@ John L. Thornton is Chairman of the Board of Trustees of the Brookings Institution, Executive Chairman
of Barrick Gold Corporation and Professor and Director of the Global Leadership Program at China’s Tsinghua
University. He was President of Goldman Sachs. In 2008, he was awarded the Friendship Award of the People's

Republic of China.
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institution in the world with a mandate to support China's long-term development strategy.
Mr. Zheng is in a singular position to understand the middle-income challenge in theory,
policy,and practice. What comes through in these pages is not only President Zheng's deep
technical expertise, but also his sense of professional and personal responsibility for the
issues he explores. That combination makes it a book that should have profound influence
on the debate about this vital question in the next phase of China’s development.

The book's central insight is that for a country to transition successfully from middle-
income to high-income, it must transform not only its economic system. but its social
system as well. After a broad-ranging survey of the experiences of countries on four
continents, President Zheng concludes that, “ Historically, all countries that managed to
escape the middle-income trap have undergone a series of comprehensive transformations in
the economy, politics, society and culture before escaping the trap. ” He also finds that
government plays a decisive role in determining whether or not a country makes the
necessary changes to avoid the trap. This is particularly true in China,given the dominant
role that government has played since ancient times through to the present day— in contrast
to a country like the United States.in which the founders intentionally set out to restrict
government's reach.

Regarding the economy, President Zheng argues that China’s primary challenge is still
to delincate the relationship between government and the market—the fundamental
question for Chinese leaders since the late 1970s. There are still too many cases of large
state-owned enterprises ( SOEs) dependent on government planning and support. Local
government leaders, meanwhile, rely far too much on capital investment to maintain the
growth, tax revenues,and employment by which they are assessed and promoted. The same
dynamic motivates them to protect inefficient SOEs through favorable policy, credit, and
loans. Such actions distort the market incentives needed for sustainable growth. President
Zheng argues that China needs to “further open up the market and remove barriers to allow
the market to play a decisive role in resource allocation (and) create an equal competition
environment,” which in turn would “enable the government to play its role better. ” These
insights are extremely important.

Given his decades of experience on the front lines of China's development work,
President Zheng understands that meaningful change will inevitably face fierce resistance
from those who are invested in the current system and can exert political influence. In case
studies from Latin America and Southeast Asia, he draws cautionary lessons for China:
economies controlled and dominated by interest groups sacrifice efficient markets and the
broader good for the narrow benefits of the ruling class; in doing so,countries ruin their

chance to achieve full modernization.
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In the countries that failed, President Zheng observes that intense social conflict and
the resulting damage to societal stability can be one of the major elements that block
further progress. This is one reason China must transition from the growth-first orientation
of previous decades, which has exacerbated income inequality, to one that narrows the
wealth gap,expands the middle class,and devotes far greater resources to strengthening the
social welfare system and safety net.

President Zheng goes on to argue that it is still not enough to execute the economic
transformation successfully. Economic reform must be accompanied by an equally deep
social transformation that strengthens the rule of law and brings about good governance. It
requires the establishment of a legal system that enjoys the confidence of average
citizens. Only by doing this can China “guarantee the lives and livelihoods of its people,
handle social conflicts,and ensure long-term social stability and prosperity. ”

As with economic transformation, social transformation requires that government
loosen its grip. The government should share responsibility with other stakeholders in
managing civil affairs and ultimately let citizens govern their own affairs wherever
possible. President Zheng contrasts this with the historical model, too much of which still
persists,in which “social governance in China was limited by a fundamental problem with
the government functioning as the sole governing body, while the powers of the market,
society and the public were too weak,if not zero, leading to over-administration in social
governance and low efficiency of social resource allocation. ”

Finally,President Zheng makes a persuasive case that education can be a great source of
strength in helping China escape the middle-income trap. By any measure,China has had remarkable
success 1n the daunting task of educating the largest population in the world. The effects can be seen
from the efficient employees on the factory floors of Guangdong and Chongqing to colleges in the
United States where over 300,000 Chinese currently study. In a highly competitive world, however,
China cannot afford to be satisfied or complacent. Only education “ can provide economic
transformation and industrial upgrading...which, in turn, restructures productive forces,
changes relations of production and.in the end,reshapes the economic base of a society. ”

Having known President Zheng for nearly 20 years,it comes as no surprise to me that
he has written a book that is at once scholarly and deeply humane. It is a volume that will
hold the interest of both experts and those concerned with an issue that will affect so many
lives. It is also relevant for those of us based primarily outside China, because a world in
which China averts the middle-income trap and joins the ranks of developed nations is much
better than one in which it fails. We are all invested in China’s success. If it can safely
navigate this challenge,as it has in so many other cases,China will be an example for other

nations who share the universal aspiration of providing a better life for their citizens.
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Completing Economic and Social

Transformation to Escape the Middle-Income Trap
Li Yining

Over the last 40 years. China has made remarkable economic achievements after
adopting the Reform and Opening-up policies. The living standards,comprehensive national
strength and international status of the country have been greatly improved. In 2016,
China’s GDP per capita reached USD 8 123. According to the income group classification by
the World Bank (WB) ,China has become an upper middle-income country (GDP per capita
shall reach USD 3 976-12 275) after staying in the low-income and lower-middle-income
groups for many years.

A research conducted by WB in 2007 reports that after entering the middle-income
stage,a country will suffer from lack of growth drivers and incomplete new growth models,
as well as challenges posed by developed and less-developed countries, which may lead to
long-term economic stagnation and slower development—the so-called *middle-income
trap”. There is no doubt that with respect to this issue, China's academic community has
varied opinions,and even totally different beliefs. For example,scholars argue over whether
the concept of “middle-income trap” is valid or applicable for China. Nevertheless, the
concept has great practical significance and value in understanding 4he current challenges
faced by China’'s economic and social development.

As China has become a country in the middle-income stage, Chinese economy enters
the “new normal” of medium-to-high speed growth, with its growth rate gradually slows
down. Currently, the growth rate of China’s GDP has dropped from over 10% to 6. 7% ,and
the Producer Price Index (PPI) has experienced negative growths for more than 40
consecutive months. Meanwhile, many social issues have emerged, such as aggravated
environmental pollution, widening income gap,and high house price. Since the 18th National
Congress of the CPC, Chinese Central Government has introduced various reforms in
social, economic, financial, and industrial fields to achieve stable economic growth. Under
such circumstances.it is of great significance to study the rationale of the middle-income
trap in depth,summarize experiences and lessons learned from countries that escaped or got
lost in the middle-income trap.and explore opportunities for escaping the middle-income
trap and how to perform successful transformation and upgrading in the future.

China Development Bank (CDB) has been devoted to the mission of “enhancing
national competitiveness and improving people’s livelihood”, and makes great contribution
to the economic and social development of China. Unlike other books on the middle-income

trap, Middle-Income Trap . An Analysis Based on Economic Trans formations and Social
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Governance .a new book written by Zheng Zhijie, President of CDB,explores the essence of
the middle-income trap from two major perspectives, namely “economic transformation”
and “social transformation”. First of all, this book analyzes the features of the economic
growth pattern and economic transformation during the middle-income stage, from the
perspectives of economic phenomena and economics. Then, it dives into how, the social
structure and institutions change and transform during the middle-income stage,from the
perspectives of social phenomena and sociology. Finally,it reveals the essence of the middle-
income trap: with the economic growth challenged by developed and less-developed
economies,as well as the current social structure and governance system unsuitable for the
new social development phase,a country in the middle-income stage will experience issues
of both economic and social transformation, such as economic stagnation or recession and
more intensified social conflicts. A country must perform both successful economic and
social transformation in order to survive the middle-income trap. There is a causal
relationship between the two types of transformation. They are also complementary to each
other. Economic transformation makes changes to the social structure and relationships,
thus requiring successful and reasonable social transformation and institutional reform.
which would in turn promote further development of economic transformation.

Chapter Two presents how various countries across the world escaped or got lost in
the middle-income trap, demonstrating that a country must perform both successful
economic and social transformation in order to survive the middle-income trap. Those that
successfully escaped the middle-income trap are countries that introduced comprehensive
reforms in economic, political,social,and cultural fields to avoid getting lost in the middle-
income trap. Chapter Three systematically outlines issues and challenges that China faces
as a middle-income country. In the economic filed, China's economic growth pattern is
shifting from factor input to enhancing total factor productivity, which is restricted by
institutions, environment, and international competitiveness. Analysis and comparison of
China’s current social features reveal that China is facing challenges that developed
countries, developing countries, and countries in transition would face during social
transformation.i. e. widening income gap and mounting social conflicts. Economic and social
transformation requires changing some current ideas, transforming some existing models
and systems.and phasing out some existing enterprises and sectors, which undoubtedly will
encounter resistance. This book believes that rule of law can provide institutional guarantee
for successful transformation,and identifies issues related to rule of law that hinder China’s
economic and social transformation, which distinguishes this book from other books on the
middle-income trap.

Chapter Four contains several sections, i. e. Accelerating Industrial Restructuring to
Promote Economic Transformation. Advancing Market-Oriented Reform to Ensure Greater
Economic Vitality, Promoting Innovation to Further Stimulate Development , Education: the

Key to Escaping the Middle-Income Trap .and Improving Economic Governance Capacity. Based



