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Abstract: The time period between 2020 and 2035 is vital for China to achieve its second
centennial goal. During this period, China must avoid the middle-income trap and achieve

socialist modernization. To accomplish this goal, China must maintain a certain pace of
economic growth and strive to double its real GDP per capita by 2035. However, by the
current growth trajectory, China's average economic growth rate is expected to stay at
approximately 3.8% over the period between 2020-2035. This makes the GDP per capita
growth target hard to achieve. Even when in a high-quality development stage, China
should speed up economic growth while enhancing growth quality. Speed and quality are
interdependent rather than contradictory with each other. To ramp up economic growth
potentials, China must proceed with market-oriented reforms and shift economic growth
drivers. To improve economic growth quality, household consumption should be increased
to unleash Chinas full potential, not only as the factory floor of the world but also one of
world’s biggest markets, i.e. “dual circulations.” With appropriate policy response, China s
economy will be poised to achieve the goal of doubling real GDP per capita by 2035,
marking a large stride in its economic aggregate and urban and rural household per capita
incomes.
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2020 is the final year for China to achieve the goal of building a moderately prosperous society
in all respects, embark upon a new journey of building a great socialist modern country, and set out to
achieve the second centennial goal, i.e. to build a modern socialist country that is prosperous, strong,
democratic, culturally advanced and harmonious by the middle of this century. The 19" CPC National
Congress divided the journey towards the second centennial goal into two stages. In the first stage from
2020 to 2035, the goal is to achieve socialist modernization. The goal of the second stage, from 2035 to
the middle of this century, is to achieve the grand vision of building a great socialist modern country. In
October 2020, the Fifth Plenum of the 19" CPC Central Committee adopted the CPCCC'’s proposals for
the formulation of the 14th Five-Year Plan (2021-2025) for National Economic and Social Development
and the Long-Range Objectives Through the Year 2035 (Proposals). According to the Proposals, China
should “substantially enhance its economic, technological and comprehensive national strengths and
make a big stride in its economic aggregate and urban and rural household per capita incomes,” “join
the rank of leading countries for innovation,” “raise GDP per capita to the level of moderately developed
countries,” and “significantly expand the middle-income group”.
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The time period from 2020 to 2035 is a critical transition towards the second centennial goal. In
this period, China will strive to avoid the middle-income trap and achieve socialist modernization. This
historic mission puts forth high requirements on China’s economic growth. Today, the modern world is
experiencing profound changes unseen in the last century. The international environment is increasingly
complex and fraught with instability and uncertainty. Although China’s economy has transitioned
toward a new stage of high-quality development, the problems of unbalanced and insufficient economic
development remain prominent. China’s innovation capacity has yet to meet the requirements of high-
quality development. Systemic financial risks such as high indebtedness continue to present a grave
challenge. For China, historic opportunities coexist with unprecedented challenges (Liu and Cai, 2018;
Liu and Fan, 2019). In this context, we must have a clear picture about China’s economic growth trends,
identify potential gaps within the goal of achieving socialist modernization by 2035, and adopt targeted
strategies for high-quality development.

1. Doubling Real GDP per Capita: Economic Growth Target for Achieving
Socialist Modernization by 2035

Since the founding of the People’s Republic of China in 1949, the Party and people of China have
been unremittingly pursuing the goal of socialist modernization. The development strategies and targets
for socialist modernization are varied across different stages of economic development. The 13" CPC
National Congress held in 1987 adopted a “three-step” strategy towards modernization. On this basis, the
15" CPC National Congress put forth “two centennial goals,” vowing to achieve socialist modernization
as the second centennial goal. The 17" CPC National Congress put forth more comprehensive
requirements on China’s socialist modernization drive, i.e. to “build a prosperous, democratic, civilized,
and harmonious socialist modern country.” The 18" CPC National Congress further adopted a “five-
in-one” strategy of economic, political, cultural, social development and ecological civilization. The
19" CPC National Congress identified a “two-step” top-down design towards socialist modernization,
revising the goal of “building a socialist modern country” into “building a great socialist modern
country” by the middle of this century.

To achieve socialist modernization, China must maintain rapid economic growth and steadily
increase GDP per capita. Based on China’s 2035 vision, and requirements for economic development put
forth in the Report to the 19" CPC National Congress, Liu and Chen (2020) proposed that China needs
to, at minimum, double its real GDP per capita by 2035 to achieve socialist modernization. In the Notes
to the Proposals, General Secretary Xi Jinping noted that “some localities and departments suggested
setting a clear target for economic growth to double our economic aggregate or per capita income by
2035. After careful analysis and estimation, the drafting team believes that China’s economy has the
potential to maintain stable development in the long run and is poised to reach the current threshold as
a high-income country by the end of the 14" Five-year Plan period and double its economic aggregate
or per capita income by 2035.” For the following reasons, it is both reasonable and necessary to double
GDP per capita by 2035 as part of the requirements to achieve socialist modernization by 2035.

First, doubling real GDP per capita by 2035 means that China’s real annual GDP growth should
reach 4.8% over the period between 2020-2035. At this pace, China is expected to cross the threshold as
a high-income country by the end of the 14" Five-Year Plan (FYP) period.

In 2019, China’s gross national income (GNI) per capita surpassed the 10,000US-dollar threshold
to reach 10,410 US dollars, only 20% lower than the standard for high-income countries. In the Notes
to the Proposals, General Secretary Xi Jinping mentioned the vision to “reach the current threshold for
high-income countries by the end of the 14" FYP period.” By the current growth trajectory, China is
hopeful to join the rank of high-income countries in the 14" FYP period. By the World Bank’s criteria,
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the threshold for high-income countries is defined by GNI per capita above 12,375 US dollars. If China
manages to double its real GDP per capita by 2035, i.e. maintain an annual GDP growth at 4.8% over
the period between 2020-2035, under the assumptions of an inflation rate at 2% and a constant exchange
rate, China will be expected to reach the threshold of high-income countries. Notably however, reaching
this threshold does not mean China has avoided the “middle-income trap.”

According to Liu and Chen (2020), China needs to shift its economic growth drivers and expand
the middle-income group to avoid the “middle-income trap.” China’s GNI per capita should exceed the
threshold for high-income countries by over 20% as the criterion for avoiding the “middle-income trap.”
To accomplish this, China’s GNI per capita should reach approximately 15,000 US dollars. This criterion
highlights the importance of doubling China’s real GDP per capita by 2035. If this growth target is
achieved, China’s GNI per capita would exceed more than twice the 2019 criteria threshold for high-
income countries, i.e. above 25,000 US dollars.

Second, doubling China’s real GDP per capita by 2035 would lay a solid economic foundation for
China to become a leading country for innovation.

The Fifth Plenum of the 19" CPC Central Committee called for “making major breakthroughs in
critical technologies and joining the rank of leading countries for innovation” as part of China’s 2035
vision. Since reform and opening-up in 1978, China’s economic growth miracle has been achieved
mainly with an investment-intensive growth pattern, demographic dividends, and improved resource
efficiencies as China embraced a market-based economy and actively integrated into the global
economy; innovations in science and technology contributed a small share to economic growth. To
achieve socialist modernization, China must transform its economic growth pattern and strive to derive
growth from innovation. The goal towards a “leading country for innovation” is of vital significance.

Many factors influence a country’s innovation capacity, including fundamental research and a pro-
innovation culture and systems. Judging by international experience, a country must have a fairly high
level of economic development to provide sufficient resources for scientific research. As shown in the
Global Innovation Index (GII) 2019, the top 10 most innovative countries had an average GDP per capita
of approximately 54,000 US dollars in 2019. China’s current GDP per capita is less than 1/5 of this
average level. If China’s real GDP per capita doubles by 2035, China’s gap with innovative countries,
with respect to the level of economic development, will narrow substantially. China’s R&D spending, if
continuously to rise as a share of GDP, may overtake that of the United States to become the highest in
the world, paving the way for China to join the rank of leading countries in terms of innovation.

Third, doubling real GDP per capita by 2035 will help to meet the new requirement of “making
another big stride in economic aggregate and urban and rural household per capita incomes” put forth at
the Fifth Plenum of the 19" CPC Central Committee.

The Fifth Plenum of the 19" CPC Central Committee elaborated a detailed vision for achieving
socialist modernization by 2035. Compared with the Report to the 19" CPC National Congress, an
important change is the inclusion of the new requirement to “make another big stride in economic
aggregate and urban and rural household per capita incomes.” Judging by China’s previous economic
development strategies, a new stage is usually marked by the doubling of economic aggregate and urban
and rural per capita household incomes. If China can double its economic aggregate and urban and
rural per capita incomes by 2035, under the basic assumptions of an inflation rate at 2% and a constant
exchange rate, China’s GDP per capita is expected to reach 28,000 US dollars, thus joining the rank of
advanced economies. The Fifth Plenum of the 19" CPC Central Committee also called for “increasing
GDP per capita to the level of moderately developed countries” by 2035. In the absence of a clear
definition of GDP per capita for moderately developed economies, the lower limit of GDP per capita
of developed economies reached approximately 20,000 US dollars in 2019. The target of “raising GDP
per capita to the level of moderately developed countries” presents a higher requirement on China’s
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economic growth, highlighting the importance of doubling real GDP per capita by 2035.

2. Forecasting China’s Economic Growth by 2035: Based on the HP Filter
and the Production Function Methods

In the previous section, we have demonstrated the importance for China to double its real GDP
per capita by 2035 as a reasonable growth target, which requires real average annual GDP growth to
reach 4.8% between 2020-2035. The question is whether China’s economic growth is able to achieve
this target by 2035. To answer this question, estimates of China’s potential economic growth over the
period 2020-2035 must be made. Potential growth rate is the maximum speed of sustainable output
growth that an economy can achieve without incurring inflation and is mainly determined by the supply
side. Common methods of estimation include the HP filter method, the structural vector autoregression
method, the DSGE model estimation method and the production function method. The HP filter method
and the production function method are the most common (Zhang, et al., 2014; Lu and Cai, 2016; Liu
and Chen, 2020). The HP filter method considers potential output as the long-term trend of economic
output and deems the trend term as the potential output level of an economy after separating the cyclical
and trend terms from real output. The production function method deems that potential output is the
output level that can be achieved when various input factors are fully utilized. Based on the neoclassical
growth theory, the production function method often expresses aggregate output as a production function
in the Cobb-Douglas form and estimates change in overall potential output according to the growth
trends of various input factors. These two methods have been employed to forecast China’s economic
growth between 2020-2035.

In terms of the HP filter method, this paper first filters change in the real output of China’s economy
since reform and opening up in 1978 to obtain the potential output growth trend. On this basis, the
potential growth trend is extrapolated to obtain China’s potential economic growth rate between 2020-
2035. As can be seen from the estimation results (Table 1), China’s potential economic growth averaged
10% over the period 1979-2010 but began to decrease after 2011, falling to 7.2% over the period
2011-2020. In the 13" FYP period, China’s potential growth averaged 6.3% (excluding the impact of
COVID-19). China’s decreasing potential growth after 2010 is attributable to the following factors.
First, the catch-up effect of growth diminished as China’s economic aggregate expanded. Second, the
dividends of globalization waned amid rising anti-globalization and trade protectionist sentiments in the
aftermath of the global financial crisis. Third, China’s aging society meant fewer demographic dividends.
Fourth, market-oriented reforms entered deep-water zone. Fifth, economic growth became more
dependent on real estate and infrastructure construction, resulting in less efficient resource allocation.
Sixth and finally, rising debt as a share of GDP weighed on economic growth. Given the long-term
nature of the above factors, China’s potential average economic growth was extrapolated to be 4.9%
in the 14" FYP period and 3.5% in the period between 2020-2035 according to the previous trend of
potential output growth.

The estimation of the production function method is based on the Cobb-Douglas function which
additionally includes human capital. First, the growth trend of various factors is estimated including
capital stock, labor, human capital and total factor productivity (TFP) in the production function to
arrive at the economy’s potential growth rate. Then, change in future potential growth rate is estimated
based on the future growth trends of various factors. Compared with the HP filter method, the production
function method is not dependent on the historic trend of economic output per se and may reveal changes
in economic growth momentum and future growth trends on the basis of estimating the potential growth
rate. Judging by the estimation results of the benchmark scenario (Table 1), a significant decline in
China’s potential economic growth rate since 2011 was observed. During 1979-2010, China’s potential
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Table 1: Forecast of China’s Potential Economic Growth, 2020-2035

Method of . Real GDP per capita of
timetion Scenario 1979-2010 | 2011-2020 | 2021-2025 | 2020-2035 |5 o B P
HP filter Benchmark 10.0% 7.2% 4.9% 3.5% 1.65
Benchmark 10.0% 7.4% 5.1% 3.8% 1.72
Production P 0
function | Considering COVID-19s | 0, 7.4% 3.9% 3.1% 1.56
impact
method oring the
Considering the impact of | o, 7.4% 5.9% 5.3% 2.14

market-oriented reforms

economic growth rate averaged 10%, but this figure fell to 7.4% in the subsequent decade between 2011
and 2020.

Change in China’s potential growth rate over 2020-2035 was analyzed based on the trends of
capital stock, workforce, human capital and TFP. As China’s capital stock nears a steady state, capital
accumulation starts to slow as a long-term trend. Another salient feature of China’s economy in a
stage of high-quality development will be rising consumption as a share of GDP, which becomes less
investment driven. The growth of China’s capital stock is estimated to slow from 8.8% in 2020 to 4.3%
in 2035.

An aging society will cause labor supply to shrink. Referencing the UN’s demographic forecast,
China’s labor growth will average approximately -0.8% over the period of 2020-2035. To join the rank
of innovative countries by 2035, China must invest heavily in human capital. The average length of
education for the Chinese workforce is expected to reach 13 years by 2035, which is close to the length
of education of developed countries. China’s annual human capital growth will average 1.2% over the
period of 2020-2035.

With respect to TFP, the ongoing IT revolution will bring about sweeping changes to the economy,
undergirding TFP growth. China’s TFP growth is estimated to average 0.8% in 2020-2035. Based on the
above analysis, China’s average potential economic growth is estimated with the production function
method to be 5.1% over the 14" FYP period and 3.8% during 2020-2035.

Based on the benchmark scenario, two other scenarios were further considered based on the
production function method. The first scenario is COVID-19 pandemic’s impact on potential growth rate.
Since this impact is highly uncertain, Liu and Chen (2020) envisioned three scenarios where COVID-19
would be effectively controlled, continue to exist in the mid- and long-term horizon, or significantly
deteriorate into a graver crisis. In this paper, the assumption is that COVID-19 will continue to exist in
the mid- and long-term horizon. Hence, COVID-19 will influence potential growth rate by restraining
capital accumulation, reducing labor participation rate, and undermining resource allocation efficiency
as a result of global supply chain dislocations. We estimate China’s average potential economic growth
rate to decline to 3.9% in the 14" FYP period and China’s average potential economic growth rate to be
3.1% during 2020-2035. The second scenario considers the potential growth effects of market-oriented
reforms, especially those of production factors. By invigorating the dynamism of market entities and
enhancing capital cumulation, market-oriented factor reforms will unleash a new round of demographic
dividends from urban-rural integration, tap the potentials of capital and labor as traditional economic
growth engines, create a conducive market environment to encourage innovation, improve resource
allocation and thus boost TFP, and other new drivers of economic growth. Under the effect of market-
oriented reforms, China’s potential average economic growth is expected to rise above 6% in the 14"
FYP period and reach 5.3% in the period 2020-2035.
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The HP filter method and the production function method both estimate China’s potential economic
growth to be less than 4% over the period 2020-2035. This falls short of the 4.8% annual growth rate
requirement. Compared with the production function method, the HP filter method estimated even
lower results. The lower estimation is due to China’s slowing potential economic growth over recent
years which would influence the estimated growth trend after the HP filter. However, the results of our
estimation also suggest that if appropriate economic policies are enacted to further tap into China’s
economic growth potentials, as shown in Table 1, China’s potential growth rate will still average above
5% over the period 2020-2035 under the scenario of market-oriented reforms, thus achieving the target
of doubling real GDP per capita. Achieving this goal requires a more in-depth understanding of how
China’s economy may achieve a higher quality of development.

3. High-Quality Development Requires Better and Faster Economic Growth

The Report to the 19" CPC National Congress stated that “China’s economy has transitioned from
a phase of rapid growth to a new stage of high-quality development.” This message indicates that
economic growth is no longer the sole target of China’s economic development, but it does not mean
that economic growth is not important. Given the long-term goal of achieving socialist modernization
by 2035, China’s economy still needs to maintain fairly rapid growth. China should increase its potential
economic growth, while also striving to improve the quality of economic growth. Speed and quality are
interdependent rather than contradictory to each other.

First, China’s economy must grow at a fairly rapid pace as the basis for high-quality development.

As can be learned from the Report to the 19" CPC National Congress, the transition from the rapid
growth phase to a new stage of high-quality development means that speed of economic growth should
cease to be the sole priority for China’s economy. After over four decades of rapid growth since reform
and opening up in 1978, China has become the second largest economy in the world. Judging by the
laws of economic development, a rapid economic growth rate above 9% or even up to 10% every year
may not prove sustainable. Any further misguided pursuit of rapid growth rates would not only cause
China’s economic imbalances to worsen, but also present significant economic and financial risks as
well. Meanwhile, China’s primary social contradiction has evolved from “people’s increasing material
and cultural demand and backward social productivity” which naturally required rapid productivity
growth into “people’s increasing needs for a better life and imbalanced and insufficient development”
in the new era. With economic growth rate becoming a less urgent priority, China’s economy is heading
towards a new stage of high-quality development.

Rapid economic growth, though less important, is still indispensable. High-quality development
requires a coordination of various dimensions such as economic growth rate, structure, efficiency, and
risk control. Among them, economic growth rate remains a key dimension. An economic contraction will
have dire consequences for middle- and low-income groups, and small and medium-sized businesses,
giving rise to debt defaults and other financial risks. Even in a new stage of high-quality development,
China’s economy still needs to grow at a decent pace. Considering the challenging task of doubling real
GDP per capita by 2035, China must strive to speed up economic growth.

Second, market-oriented reforms must be carried out to boost potential economic growth.

In the new stage of high-quality development, China should cease to rely on strong fiscal and
monetary policy stimuli, which would increase short-term growth at the expense of lasting side effects
of such stimuli. Hence, the priority should be to increase economic potentials and shift from capital-
and labor-driven growth to TFP-driven growth, including innovations in science and technology and
efficiency improvement. This transition requires further market-oriented reforms. China’s inadequate
market systems, especially the lack of market-oriented factor allocation reforms, stand in the way
of innovations in science and technology and efficiency improvement (Research Group for the
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Implementation Path and Policy Measures for Improving Market-Based Factor Allocation, Renmin
University of China, 2020). For instance, market segmentation prevents the free flow of factors and
resources, and the urban-rural divide of the labor market still persists. This presents barriers to the flow
of labor and undermines the efficiency of factor allocation. In a regulated factor market, firms prefer
to create profits by acquiring cheap production factors through rent-seeking, rather than invest in more
time-consuming, uncertain innovations and R&D.

We recommend that China must implement the requirements made by the Opinions on Improving
Socialist Market Economic Systems in the New Era and Opinions on Perfecting Market-Based Factor
Allocation Systems. Problems such as administrative segmentation and supply-demand mismatch must
be addressed. These problems widely exist in various factor markets, including land, labor, capital,
technology and data markets. China should do away with various barriers in factor markets, so as to
“advance economic and institutional reforms at higher levels with more ambitious goals and create more
complete and sophisticated socialist market economic systems.” According to Liu and Chen (2020),
if China manages to propel market-oriented reforms and improve factor market allocations, China’s
average potential economic growth for the period 2020-2035 would increase by approximately 40%
from 3.8% to 5.3%, thus laying a solid foundation for achieving socialist modernization by 2035.

Third, China must effectively increase household consumption.

Compared with developed countries, China’s economic development is overly dependent on
investment and less on consumption. In 2019, China’s household consumption as a share of GDP was
less than 40%. This is a far cry from the world average of 58%. The consumption rates of advanced
economies such as the US and the UK are generally above 65%. The increased rate of contribution of
consumption to China’s GDP over recent years has mainly stemmed from the slowing of investments
due to sluggish economic growth, while real household consumption remained weak (Liu and Chen,
2018). In economics, household welfare is determined by household consumption, and better economic
growth quality requires higher household consumption.

Since reform and opening up in 1978, China has followed an investment- and export-driven
economic growth model based on a high savings rate. With this growth model, China has swiftly
integrated into the global economy as the factory floor of the world. Yet capital accumulation exceeded
its golden-rule level and significantly restrained household consumption. To increase household
consumption, China must adjust the level of capital accumulation to its golden rule, which means
slowing down its economic growth. In other words, a higher consumption rate comes at the expense
of economic growth for a certain period of time. In the previous stage, China was preoccupied with
economic growth rate and unable to raise the household consumption rate.

In the new stage of high-quality development, China must place more importance on household
consumption to turn China into not only the factory floor of the world but also the consumer market of
the world, i.e. “dual circulations” (Chen, 2020). Specifically, increasing household disposable income
and expanding the middle-income group for households will result in increased consumption by the
middle-income group. The slow income growth of China’s middle-income group over recent years will
weigh on the growth of consumption. To increase consumption, China should “significantly expand the
middle-income group” and effectively raise the incomes of middle- and low-income groups as required
by the Fifth Plenum of the 19" CPC Central Committee.

Second, China should further improve social protection in areas such as education, healthcare,
pension and housing, so that households will become less scrupulous about consumption. At the end
of 2019, the Bank of International Settlements estimated the debt ratio of China’s household sector to
be 55.2%, far above the average level of emerging economies. The government sector should ramp up
social protection to ease the household sector’s burden of spending on housing, healthcare and pension
and increase their consumption demand.
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Finally, China should deepen supply-side structural reforms and further improve market systems,

strengthen market regulation and raise product quality to meet potential consumer demands and unleash
household consumption potentials. =
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