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 Some Chinese scholars have argued recently that Russia handled the transition to a 

market economy the right way – doing it quickly – while China has hesitated to fully embrace 

privatization and liberalization. Some analysts, inside and outside of China, have warned that 

unless China now removes the remaining restraints on market activity and gives up its remaining 

state owned enterprises, China’s rise will soon turn into stagnation or decline. While China’s 

remarkable 35 years of rapid development does indeed face serious problems today, in my view 

the foregoing diagnosis is wrong. If it is followed, it would reverse, not sustain, China’s rapid 

development. 

 Anyone who believes that Russia did transition the right way must be ill-informed about 

Russia’s economic performance after 1991. Following Western advice, post-Soviet Russia did 

indeed rapidly liberalize and privatize its economy starting in the early 1990s. Despite occasional 

talk since 1992 about bolstering the state role in the economy, the Russian state has not sought to 

direct the transition to the market or guide the economy onto a healthy development path. The 

results can be seen in the economic course of post-Soviet Russia. By 1998 GDP had fallen by 

42.5% compared to the 1990 level, and while the economy has grown since 1998, Russia’s GDP 

did not reach its 1990 level until seventeen years later in 2007.1 Its previously diversified 

industrialized economy was transformed into one dependent on the export of natural resources. 

In 2011, the latest year for which data are available, minerals were 70.3% of Russia’s exports 

while machinery had fallen to only 4.5% of exports.2  

 When the global financial crisis erupted in 2008-09, Russia’s dependence on the world 

market for natural resources caused it to suffer the biggest GDP decline of any major country, a 

fall of 7.8% in 2009 (while China’s output rose by 9.2% that year).3  Modest economic growth in 

the 3-4% range returned in Russia after 2009 only due to rising prices for its oil exports. The 

Russian state’s free-market approach has allowed investment in infrastructure, education, and 

public health to decline. The number of hospital beds per person fell by 28% from 1992-2010, 

while the number of students admitted to institutions of higher education fell by 28% over the 

past four years despite the big oil export revenues.4 Russia ended up with an economic structure 

much like that of Kuwait but with a population of 143 million people, most of whom can find no 

productive role in the economy. It is not surprising that the Russia’s population has declined 

through deaths exceeding births as well as emigration. 

 China’s transition strategy has been quite different from that of Russia. Liberalization 

was gradual over a period of decades. Privatization of large companies did not begin until the 

1990s. The state has regulated the process of transition, maintaining some control over key 
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market relations such as China’s interface with the global economy. A significant part of 

industry, along with the major banks, remain in state hands. This transition strategy brought, not 

a long transition depression, but 35 years of rapid economic growth and development.  

This result was not an accident. History shows that the economic development of a low-

income country can be achieved rapidly only under the guidance of an active state. The banking 

system must direct credit toward the sectors essential for development, which may not be the 

most profitable ones today, and this requires a banking system that takes account of long-run 

development needs rather than operating according to current profitability criteria. Capital 

inflows must be regulated so that they will contribute to the country’s long-run development 

without destabilizing the economy and currency, which cannot be achieved if capital inflows are 

left solely to market forces. State owned enterprises can make an important contribution to 

development in key industries that require a large scale of production. Only an active state can 

build the economic infrastructure – transportation, power, communication – that is essential to 

healthy economic development. 

In 1978 some Western advisors sought to persuade China to adopt a program of rapid 

liberalization and privatization, along with a hands-off state role. When China followed a 

different course, the World Bank produced a report in 1996 claiming that China’s growth had 

been exaggerated.5 Now the same analysts who had been insisting since 1978 that China could 

not develop rapidly unless it immediately fully liberalized and privatized are telling China that if 

its rapid development is to continue, it must now full liberalize and privatize. Surely advice from 

those who have been proved wrong about China’s course until today should be approached with 

a skeptical eye. 

Although China’s model has so far produced rapid development, now it does face serious 

problems. A large country cannot indefinitely follow a development path that is dependent on 

exports and investment to lead economic growth, with domestic consumption a declining share 

of the demand for output. In the early phase of China’s post-1978 development, the domestic 

market was the leading sector in economic growth. From 1978 to 1988, household consumption 

grew at 10.6% per year, faster than the 10.1% per year GDP growth rate over that period. 

However, from 1991 to 2001 household consumption grew more slowly than GDP, and 

investment led economic growth. Then after China joined the WTO, exports, along with 

investment, became the leading growth sectors, as household consumption grew only two-thirds 

as fast as GDP from 2001-07. On the eve of the global economic crisis in 2007, exports of goods 
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and services had risen to 38.4% of GDP, a remarkably high share for a very large country, while 

household consumption had fallen to only 36.0% of GDP.6  

When the global economic crisis struck in 2008-09, China was able to recover quickly 

because the state boosted investment spending to replace the declining exports caused by the 

crisis. As exports declined to 26.7% of GDP in 2009, investment in China rose to a very high 

46.0% of GDP.7 This did maintain China’s rapid growth. It has also contributed to many 

economically valuable infrastructure projects, including urban subway systems and a national 

high-speed rail network that will produce many benefits over future years. However, such a high 

investment ratio is not sustainable over the long-run and will eventually produce excess capacity 

in the economy. An alternative means of sustaining economic growth must be found. 

Analysts often cite the large increase in inequality – the gap between the rich and the rest 

of society – as the key problem facing China’s development. There is a connection between 

increasing inequality and the shift toward an unsustainable growth model. The gini coefficient, a 

common measure of inequality in income distribution, was relatively low in the 1980s, just 

below 0.30. Then in the 1990s it began to rise, reaching 0.474 in 2012, which indicates a high 

degree of inequality, one that is now almost as high as the 0.477 gini coefficient for the very 

unequal USA in 2012.8  As income shares shifted from those at the bottom and middle to the 

rich, domestic consumer demand was bound to decline relative to GPD. While the rich spend a 

lot on consumption, they devote a lower share of their income to consumer spending than do 

those with middle or low incomes. 

As inequality rose starting in the 1990s, the only way China could continue to grow 

rapidly was via rapid growth in something other than domestic consumer demand, given the low 

level of development of consumer loans in China. The shift to investment-led growth, followed 

by export and investment-led growth, was a result of the increasing inequality in China. 

Why did inequality increase starting in the 1990s? While gradual liberalization can lead 

to rapid economic growth under certain conditions, the privatization and the increased 

liberalization of markets in the 1990s was bound to give rise to a growing degree of inequality, in 

the absence of state measures to restrain the rising inequality produced by privatization and 

liberalization. The continuation of those processes in the 2000s further increased the degree of 

inequality. 

The relation between privatization and liberalization on the one hand, and growing 

inequality on the other hand, has been observed in many countries. In the USA after 1980 when 

government regulation of the economy was sharply reduced, markets were liberalized, and many 
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public services were privatized, there followed a long-term increase in inequality. By 2007 the 

share of total income received by the richest 1% in the USA had reached 23.5%, up from 10% in 

the 1950s and 1960s when the state had more actively regulated markets.9 

While many analysts point to inequality as a key problem facing China’s development, 

there are divergent views about the solution. Some analysts suggest that privatizing the 

remaining state-owned enterprises and further liberalization would reduce inequality. However, 

this is contrary to the evidence that such a policy increases inequality rather than reducing it.  

When asked how privatization of the state-owned enterprises would reduce inequality, 

some point to the relatively high wages paid by state-owned enterprises. However, the problem 

of inequality in China is not that the minority of workers who are employed in state-owned 

enterprises get wages that are too high, it is that most workers get wages that are too low. A 

recent study found that China’s state-owned enterprises pay on average a wage that is sufficient 

to live at a minimum acceptable living standard, whereas domestic privately owned enterprises 

on average pay wages that are one-third below a “living wage.”10 

A continuation of China’s rapid development is possible only if household consumption 

rises from its currently low share of about 34% to about 50% of GDP. This would require a 

reduction in inequality by transferring income from the rich to those at the middle and bottom of 

the income distribution. That would enable China to pursue a growth model based on the 

domestic consumer market, instead of relying on exports and investment. 

Such a change could only result from government policies that promote higher incomes 

for workers and farmers. Examples are a higher minimum wage and policies that strengthen the 

trade unions to enable them to bargain for higher wages more effectively. An expansion of public 

provision of health care and education would reduce the incentive to save at a high rate, 

increasing consumer demand as well as benefitting the Chinese people directly. Those are 

examples of measures that could contribute to transforming China’s growth model into one that 

is economically sustainable, although additional measures would be needed to achieve 

environmental sustainability as well. The changes necessary for achieving economically 

sustainable growth are possible only if China maintains and modifies its mixed model of state 

and private ownership, of plan and market. A shift to a free-market model would prevent the 

needed changes. 

The experience of the demise of the Soviet Union provides a timely lesson for China 

today. In the late 1980s the Soviet Communist Party’s reform policy initially called for a 

combination of plan and market and a combination of state and non-state enterprises, with state 
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enterprises to play the dominant role. A few years later some groups became critical of that 

policy and called instead for a free-market economy and private ownership of all enterprises. It 

was the ascendance of the latter approach in 1990-91 that quickly led to the collapse of the 

Soviet economy and the disintegration of the Soviet state. 

China stands at a crossroads. If the same voices that have long insisted that only complete 

privatization and liberalization can avoid economic decline in China succeed in determining 

China’s course, the result will be the opposite of what its advocates claim. China’s rise would 

come to an end, and political instability would be likely to follow. On the other hand, if China 

maintains its mixed model with modifications aimed at bringing a greater sharing of the benefits 

of economic development among the whole population, then China’s rise can continue. 
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