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In 1978-79, China experienced two major turning points that had fundamental consequences 

for its future development.  The Third Plenum of the Party’s Central Committee endorsed the 

concept of “seeking truth from facts” and inaugurated the post-Mao era of “reform and 

opening.”  At almost exactly some time, the United States and China established normal 

diplomatic relations, and moved quickly to the normalization of their economic relationship 

as well.  The economic policies China implemented in the subsequent forty years have 

achieved enormous success.  China has achieved high and sustained rates of growth; it has 

lifted millions of its citizens out of poverty; China has become the world’s largest trading 

economy and holds the world’s largest pool of foreign exchange reserves.  It is now the 

second largest source of outbound foreign direct investment, and may soon become the first, 

replacing the United States. 

 

This has often been called an “economic miracle,” but that term is not entirely accurate or 

appropriate.  A standard definition of “miracle” is “an extraordinary and welcome event that 

is not explicable by natural or scientific laws and is therefore attributed to a divine agency.”   

 

China’s economic success has indeed been extraordinary and largely welcomed, but it need 

not be attributed to divine agency to understand it.  The results are fully explicable by 

standard economic laws, including the benefits of allowing greater room for market forces 

and private ownership, mobilizing China’s abundant supply of labor to produce for export, 

and encouraging incoming foreign investment to provide financial capital, more efficient 

production technology, brands, and marketing networks.  As in many developing countries, 

these economic laws had previously been ignored or rejected in Maoist China, but under 

reform and opening they were enthusiastically embraced.  China’s performance therefore 

does not represent a defiance of “natural or scientific laws,” both rather their acceptance. 

 

Although China’s success was not an economic miracle, it was in important ways, a political 

one.  It reflected not divine agency, but the impressive ability of Chinese leaders, especially 

Deng Xiaoping, to break away from past dogmas and adopt pragmatic, economically sound 

development policies.  This unusually far-sighted and effective political leadership enabled 

China to escape the poverty trap far more quickly and far more successfully than China had 

been unable to do in the past and that many other poor countries have been able to do to this 

day.   
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Of course, reform and opening, experienced serious ups and downs, in particular the 

Tiananmen 4 crisis of 1989.  Again, what was extraordinary was Deng Xiaoping’s decision to 

push economic reform and opening further, despite opposition from those who believed it 

had already gone too far.  This counterintuitive but wise judgment enabled China to achieve 

even greater economic benefits in the following years.  The Chinese political miracle then 

involved not only the ability to overcome decades of ideological indoctrination and political 

control but also to sustain a new course in the face of a severe domestic crisis and resistance 

from domestic critics. 

 

As a result of reform and opening, China has achieved a per capita income of nearly $9,000, 

making it not just a middle-income country but an upper-middle income country.  However, 

like many other emerging economies before it, China now faces the challenge of a middle-

income trap.  This is a syndrome with many elements, including slower growth and 

increasing inequality.  The trap is caused by the diminishing returns to the strategies that had 

been so successful in earlier years.  Labor-intensive growth is now being limited by a 

shrinking labor force and rising labor costs.  Export-oriented growth is being hampered by 

sluggish growth and rising protection in China’s major export markets and by the emergence 

of other low-cost middle-income economies, including in Asia, that are increasingly 

competitive with China.  At the same time, the Chinese economy has become unbalanced, 

with low domestic consumption, overreliance on exports, excessive investment, 

environmental problems, and corruption.  Government loans to state-owned enterprises have 

created excess capacity and a worrying corporate debt problem.  Household debt, especially 

in mortgages, is also on the rise.  Non-performing loans threaten the solvency of the financial 

system. 

 

Chinese leaders are well aware of these problems, and have developed strategies for escaping 

the trap, once again based on sound economic logic.  Those strategies include encouraging 

domestic consumption as an alternative source of growth, launching the Belt and Road 

Initiative (BRI) to export some of China’s excess  capacity, spur growth in emerging 

economies, and to ensure Chinese access to those new markets.  Beijing is also trying to 

deleverage the financial system to address the problem of excessive debt and, under Xi 

Jinping, has launched an anti-corruption campaign to deal with a problem that has both 

hampered effective public administration and aroused public resentment.  In addition, the  

 “Made in China 2025” program is intended to acquire or develop the advanced technologies  

that can produce higher-value-added products and services for both export and domestic use.  

China has embarked on a new wave of reform and opening, but this time “opening” refers 

more to opening the way to Chinese investment overseas – described as China’s “going out” 

policy—than opening the door to greater access for goods and investment from abroad. 

 

These strategies are encountering challenges both at home and abroad.  There is considerable 

domestic resistance, particular from state-owned enterprises and private entrepreneurs  to 

some of the supply-side structural reforms, particularly the restrictions on liquidity and the 

increase in administrative controls over the economy.  There is certainly objection to opening 

the Chinese market more fully to foreign imports and investments.  The anti-corruption 

measures are harming powerful vested interests, who are accusing Xi of selective 

enforcement to achieve political objectives.  Both Chinese and foreign stakeholders are 

raising serious  questions about the design, cost, and financing of some BRI projects. 
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Perhaps most important, U.S. concerns about the strategies by which China will develop the 

more advanced technologies it seeks – particularly allegations of forced technology transfer, 

theft of advanced intellectual property, state subsidies of new industries, protection of 

“national champions,” the lack of reciprocity in China’s trade and investment policies – are 

among the most important causes of the American  “trade war” with China.  Beijing has 

accused the U.S. of denying its “right to develop” but in reality Washington has been 

unwilling to accept the strategies by which China is trying to achieve that goal, as well as 

challenging some of the purposes to which China’s increasing economic and military power 

is being put.  Compared to the situation forty years ago, therefore, criticism of this new wave 

of reform and opening is coming as much from outside China as from within. 

 

Looking ahead, China will again need a high level of both political skill and political will, 

this time to escape, not from its  poverty trap but  from an emerging middle-income trap.  It 

will need to develop and implement sound policies to address the major domestic symptoms 

of the trap, including rising housing prices, insolvent state enterprises, increasing inequality, 

and endemic corruption.  Public demand for higher quality and more affordable education 

and health care, as well as for a cleaner environment, is rising, and this too requires effective 

policy responses. 

 

Moreover, China must find ways of maintaining external support for its ambitious foreign 

economic policies.  It needs not just vapid references to “win-win” economic relationships 

and platitudinous invocations of free trade principles, but concrete measures to eliminate 

unfair trade and investment practices, provide greater protection of intellectual property 

rights, and give foreign firms greater access to the Chinese market.  What is needed, in other 

words, are effective measures that can overcome the growing perception that China has 

become a free-rider on the open international economic order.   

 

An even more difficult question is whether China will need further domestic political reform 

to navigate its way out of the middle-income trap.  Political liberalization has been an 

important part of the strategies adopted by the surprisingly small number of countries that 

have successfully escaped the trap and attained high-income status.  In many cases (notably 

South Korea and Taiwan), that reform has involved full political democratization, which has 

provided the way to manage the contradictions created by a rapidly changing society and 

allow for greater innovation and entrepreneurship.  Only a  handful of countries have been 

able to sustain their growth without fundamental political reform, largely through the export 

of natural resources, a strategy that China will not be able to adopt. 

 

Chinese leaders are currently following a different path, in the belief that a combination of 

technocratic policy-making, meritocratic government, good economic performance, and 

measures to monitor the public mood are more suitable to China than democratization and 

can obviate the need for more liberal political reform.  So far, China’s political system has 

been more enduring and resilient than many observers once believed, but the sustainability of 

its current approach to political reform remains to be seen.  Only the small city-states of 

Singapore and Hong Kong have been able to achieve high-income status without full 

democratization, and the durability of Hong Kong’s political system come under serious 

question given the growing demands for democracy. 

 

In short, China’s economic performance over the last 40 years has been extraordinary, and 

has been the result of the adoption and implementation of sound policies very much in 

keeping with established economic logic.  If China experienced a miracle, it was therefore 
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more political than economic.  Looking ahead, to escape  the middle-income trap China will 

once again need just well-designed economic policies but also another period of skilled 

political leadership, this time directed at both the domestic and foreign constituencies who 

are skeptical about the measures it has chosen.  The unresolved question is whether this will 

involve deeper political reform than China’s current leadership is willing to adopt.  On the 

basis of the experience of other countries caught in the middle-income trap, if China can 

reach and sustain high-income status without fuller democratization, relying instead on 

improving authoritarian governance, that may constitute a different kind of political miracle. 

 

 

  

 


