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DEMYSTIFYING THE CHINESE ECONOMY

China was the largest and one of the most advanced economies in the
world before the eighteenth century, yet it declined precipitately there-
after and degenerated into one of the world’s poorest economies by the late
nineteenth century. Despite generations of efforts for national rejuvena-
tion, China did not reverse its fate until it introduced market-oriented
reforms in 1979. Since then it has been the most dynamic economy in
the world and is likely to regain its position as the world’s largest economy
before 2030. Based on economic analysis and personal reflection on policy
debates, Justin Yifu Lin provides insightful answers as to why China was so
advanced in premodern times, what caused it to become so poor for almost
two centuries, how it grew into a market economy, where its potential is
for continuing dynamic growth, and what further reforms are needed to
complete the transition to a well-functioning, advanced market economy.

JUSTIN YIFU LIN is Senior Vice President and Chief Economist of the World
Bank. He obtained his Ph.D. in economics from the University of Chicago
in 1986 and returned to China in 1987, the first Ph.D. in social sciences
to return from abroad after China started its economic reform in 1979. He
was the founding director of the China Center for Economic Research at
Peking University from 1994 to 2008 and is the author of seventeen books,
including The China Miracle (1996), State-Owned Enterprise Reform in
China (2001), and Economic Development and Transition (2009).
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Preface

The book is based on my lecture notes for the course on China’s eco-
nomic development and transition at Peking University. I started to
offer this course each semester when I founded the China Center for
Economic Research at Peking University in 1993. Before I took the
job as the Chief Economist and Senior Vice President of the World
Bank in June 2008, I turned the notes into a book, and the Chinese
edition was published by Peking University Press in 2009. The
book covers the reasons for China’s decline from its zenith before
the eighteenth century, China’s efforts to reverse that decline ever
since, and the reforms necessary for China to complete the transi-
tion to a well-functioning market economy. In the English edition,
[ have updated the relevant chapters and included an appendix on
global imbalances.

Sustained economic development relies on continual technologi-
cal innovation and structural transformation. In premodern times
technological inventions were based on the experience of farmers
and craftsmen. The rate of technological innovation was slow and
structural transformation was unperceivable. Most people at that

time lived on subsistence agriculture, and only a few of them were

xiii
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ruling class, warriors, and craftsmen. With a large population, China
naturally had a large number of farmers and craftsmen and thus
enjoyed certain advantages in invention and technological innova-
tion. What’s more, China had a relatively advanced market system
and upheld Confucian philosophy and a civil service examination
system, which improved resource allocation, allowed social mobil-
ity, and facilitated national unity. That is why China led the world
in many aspects for a very long period.

In the fifteenth century the Scientific Revolution in the West
was characterized by mathematics and controlled experiments, in
time leading to the Industrial Revolution in the mid-eighteenth
century. When scientific experiment became the basis of invention,
technological development in western countries accelerated at an
amazing pace, as did their structural transformation and economic
development. Many countries in Africa, Asia, and Latin America,
defeated in conflicts, were reduced to colonies of western powers and
left far behind.

The civil service examination system, based on Confucian clas-
sics, repressed Chinese intellectuals’ incentives to learn mathemat-
ics and how to conduct controlled experiments, so a scientific and
industrial revolution could not take place spontaneously in China.
Within decades after the onset of the Industrial Revolution, China
was no longer a leader in technological and economic development
— but was instead left behind. After the Opium War in 1840 China
suffered repeated humiliations by western powers, and its national
sovereignty faced lethal challenges.

Under the influence of Confucianism, China’s intellectuals
regarded national prosperity as their responsibility, and genera-
tions of social elites and patriots strived unremittingly for national
salvation. But it was not until the founding of the People’s Republic
of China in 1949, or actually not until the reform and opening
program started in late 1978, that China began to change its course

of poverty and backwardness.
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After World War [ nationalist movements surged around the
world and after World War II the former colonies in Africa, Asia,
and Latin America won their independence one after another. As
in China, these newly independent countries, under the leadership
of their first generation of revolutionaries, began to pursue moderni-
zation guided by the then-mainstream theories, hoping to build up
advanced capital-intensive industries on their agrarian base. The
priority industries went against their countries’ comparative advan-
tages and were not viable in open, competitive markets. The estab-
lishment of those industries and their continued operation relied on
government protection and subsidies through various distortions to
the market system. Despite the tireless efforts of a generation or two,
economies stagnated, social and political crises broke out, and the
gap with the developed world in per capita income grew even wider.
By the end of the 1970s only a couple of East Asian economies suc-
ceeded in catching up with the developed countries.

In the 1950s and 1960s the international academic community
criticized the market-based, export-oriented development strategy
that the governments of East Asian economies adopted. The same
thing happened when China initiated its reforms in the late 1970s.
China’s reform and opening program embarked on a gradualist
dual-track approach. On the one hand, the government continued
to provide necessary protections to the state-owned firms in old
priority sectors, and on the other hand, it liberalized the private
enterprises’ entry to the new labor-intensive sectors, which were
consistent with China’s comparative advantage. From day one the
policies elicited widespread skepticism in international academic
circles. But against a wave of criticism China’s economy notched
up one amazing achievement after another, producing the “China
miracle,” with thirty consecutive years of rapid growth.

When China initiated its reform and opening in the late 1970s,
other developing countries, in both socialist and non-socialist camps,

were also undergoing various reforms, guided by the then-prevalent
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Washington Consensus. Despite much effort, the growth rates of
these economies were lower than those before the reform era. Many
of them ended up in economic collapse and long-term stagnation.

This experience shows that there was no good theory to guide
developing and transition countries in promoting their economic,
social, cultural, and political development and transformation — and
to realize modernization quickly and soundly. Why might this be?

Theories proposed by social scientists are usually based on phe-
nomena in the countries they are from. Take economics. Since
Adam Smith published The Wealth of Nations in 1776, laying a
foundation for modern economics, the prevalent economic theories
have been proposed mainly by economists from developed coun-
tries, interpreting the phenomena and resolving the problems of
developed countries. But the opportunities and challenges facing
developed countries differ from those of developing countries. So
the theories tailored for the former are not necessarily applicable to
the latter. And because the socioeconomic conditions and problems
in developed countries are constantly evolving, their dominant
theories changed from time to time. So, when attempting to adopt
theories from developed countries to guide their policies, develop-
ing countries may be at a loss about which one to pick. Even if they
select one, the theory may not fit their conditions.

Social science is by nature a simple logical system of causes and
effects. Whether the theory is applicable to a country depends on
whether the basic assumptions of the theory align with the socio-
economic conditions in that country. Usually only the scholars in
that country have a good understanding of its history, culture,
and realities — and thus can find the key variables among complex
socioeconomic conditions and build a simple logical system capable
of explaining the causes of problems and predicting the effects of
actions in their countries.

The intellectuals in China and other developing countries should

thus deepen the understanding of their own countries in all aspects,
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including in political, economic, and other social dimensions.
Through that they may creatively construct a theoretical frame-
work capturing the nature, challenges, and opportunities of their
countries’ modernization. This book is an attempt in that direction.
By demystifying China’s successes and failures, I hope the book will
shed light on China’s as well as other developing countries’ future
development.

Justin Yifu Lin
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