China Economic Review 40 (2016) 267–271

Contents lists available at ScienceDirect

China Economic Review

China and the evolution of the world economy
William H. Overholt
Harvard University Asia Center, 1730 Cambridge St., Cambridge, MA 02138,United States

a r t i c l e

i n f o

Article history:
Received 18 June 2016
Accepted 26 July 2016
Available online 28 July 2016
Keywords:
E00
F00
F01

a b s t r a c t
China's rapid growth and its growth model have accelerated important existing structural
trends in the world economy and made them decisive characteristics of the global economy.
In particular, China has ensured that this will be the era of the global market economy; the
super-industrial economy; the post-industrial economy; the ecologically constrained economy;
the complex economy; the highly globalized economy; the innovation economy; an economy
with a new moral consciousness about the global supply chain; and an economy with an
emerging new monetary system.
© 2016 Published by Elsevier Inc.

China's rapid growth for three decades has pushed the global economy past a number of thresholds, namely the era of
the global market economy; the super-industrial economy; the post-industrial economy; the ecologically constrained economy;
the complex economy; the highly globalized economy; the innovation economy; an economy with a new moral consciousness
about the global supply chain; and an emerging new monetary system. In most of these cases, it accelerated trends initiated
elsewhere, sometimes long under way, but it accelerated development past a tipping point for the world economy considered
as a whole and ensured that the trends would continue in a way that might not have occurred if the Chinese economic takeoff
in the last three to four decades had not taken place. For instance, Daniel Bell wrote in the mid-1970s about the emergent
post-industrial economy in the United States,1 but if China had not reformed under Deng Xiaoping in 1979 and if India had
not had the example of Chinese reform, the world economy as a whole would not have moved decisively into the postindustrial era.
First, reformist China pushed the world over the threshold into a global market economy. Previously China and the Soviet
Union had been autarkic non-market economies. India was decisively non-market in different ways. Much of the rest of the developing world was strongly inﬂuenced by their ideologies. Even though the market economies were already much more prosperous, anti-imperialism, dependency theory, and anti-capitalist egalitarianism converged for the majority of the world's population
and the majority of the globe's land mass. In 1979–1980 the Soviet Union was believed, even in the White House, to be a very
successful economy. India was not about to change direction. China had been promulgating an anti-market ideology all over
the world. What broke the back of anti-market socialism was Deng Xiaoping's moves toward the market and the extraordinary
success that followed from the return to family farming, the industrial responsibility system, market pricing, and the gradual
opening to foreign market economies. China proceeded gradually, proclaiming the “socialist market economy” in 1994 and calling
for market-dominated resource allocation in 2013, but the example of China's decisive and successful break with autarkic
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socialism and the practical consequences of China's withdrawal in the early 1980s from support of revolutionary movements
around the world already had a decisive impact in the 1980s.
As with the other trends, China's impact brought to earlier fruition a trend that, barring some horriﬁc event like a nuclear war, might well have come to fruition eventually but happened much earlier and much more decisively because of
China.
The most important ramiﬁcation of this market reform success was to lift a couple billion people out of poverty and to
lengthen their lives. From Mao-era egalitarian reforms and infrastructure building in the 1950s through the market reform
era, the life expectancy of Chinese nearly doubled, from a bit above 40 years to the mid-70s today. A decade after Chinese
reforms, India had a crisis, realized it needed a new economic strategy, and Chinese success inspired market reforms that lifted
hundreds of millions of Indians into better lives. When I held an advisory board meeting in Delhi in 2005 for the center I ran
at RAND, India's Finance Minister gave the keynote speech and emphasized that “China's success is the best thing that ever
happened to India,” because it provided the desperately needed model for reform. Elsewhere in Asia, Africa and Latin
America, large numbers of people have beneﬁted from the model of gradually opening up and moving to the market.
Bangladesh, long labeled a hopeless failed state, has experienced impressive growth from spillover of the Chinese model.
Ethiopia, once a symbol of starvation and hopelessness, has recently been the world's fastest growing economy, based in
part on advice from Justin Lin, the Chinese economist who became Chief Economist of the World Bank, and on Chinese
investment.
Given its success with progress toward an open market economy, China has led us into a super-industrial or surfeit economy.
For all of human history until the end of the 20th century humanity has lived in an economy of scarcity. Perhaps one could
even say that life in general has lived in a context of scarcity. We have not had enough food, cement, clothing or toys to feed,
shelter, clothe or amuse the whole human race. With the transformation of China from a society of scarcity, one where many people starved in the 20th century, one where members of “one-pants families” in Northeast China had to share a single set of
clothes, and one in which, through part of the 1950s, the average person lived only a little over 40 years, into an economy of surplus, not just China but also the whole world has passed a tipping point. We now have more than enough shirts and shoes, more
than enough cement, and other basic materials and more than enough toys to provide the basic needs of every human being on
the planet. In 2014 China alone produced approximately 14 billion pairs of shoes and 74 billion RMB worth of toys, enough to
provide almost two pairs of shoes and one or two toys to every member of the human race.
That is of course different from saying that every human being actually has what he or she needs. We still have a severe
distribution problem. There are hungry people in China, hungry people in America, and huge numbers of hungry people in
India and Africa. But we have moved from an era where the problem was inadequate production to an era where the problem is exclusively distribution—a crucially important problem, one that we don't know how to solve, but a different problem
from the problem of scarce production. China's increased productivity and integration into the world economy have even
shown that the problem of feeding the whole human race, a problem that writers like Lester Brown erroneously believed
would become disastrous as a result of China's development,2 have been resolved—also a distribution problem, not one of
production.
Somewhat paradoxically, China has also helped the world into the era of the post-industrial economy. The super-industrial
economy is so efﬁcient that we no longer need most people to work in the industrial economy. Production keeps going up, but
the number of workers needed to create that production keeps going down. All developed economies have long had more
workers in services than in manufacturing. Now that China, too, has passed that threshold, as it did in 2012, the world as a
whole has passed the tipping point. This transformation is fundamental. Two centuries ago most of the world population, including almost all Americans, worked in agriculture; now only about 2% of Americans work in agriculture, not because U.S. agriculture
is weak, but because it is strong. Now the same thing is happening in manufacturing; Europe, the U.S. and China are all losing
manufacturing jobs, not because manufacturing is weak but because it is strong—although U.S. politicians, spurred by interest
groups, generally refuse to acknowledge this.
Barring catastrophe, for the rest of history the majority of Gross World Product (GWP) will come from the service economy.
The majority of jobs will be in the service economy. (In China, the number of jobs in secondary industry, largely manufacturing,
turned down starting in 2012. In 2015, the service economy became 50.5% of China's economy, surpassing the primary and
secondary sectors combined.) The best jobs—for instance jobs in ﬁnance, law, education, accounting, government,
entertainment—will be in the service economy. (In the U.S. there is a myth that service jobs are typiﬁed by serving burgers at
McDonalds; while those are indeed service jobs, if they were typical then GDP would not grow as output comes increasingly
from the service economy.) All wealthy large economies are predominantly service economies, and all large service economies
are wealthy. (Small island tourist economies like Jamaica may sometimes be poor and also primarily services-based. Oil
economies like Kuwait can be wealthy based on primary goods. But these are exceptions.) Given the Chinese transition, our global
economy will be a service economy.

2
Lester Brown, Who Will Feed China?: Wake-Up Call for a Small Planet (New York: Norton Worldwatch Books, 1995). The book was enormously inﬂuential, even
though it was eviscerated in a devastating review: Robert L. Paarlberg, “Rice Bowls and Dust Bowls: Africa, Not China, Faces a Food Crisis,” Foreign Affairs, May/June
1996.

W.H. Overholt / China Economic Review 40 (2016) 267–271

269

The transition to a services economy is difﬁcult. Workers with manufacturing skills do not necessarily have the necessary skills
for service jobs. The mentality of most manufacturing ﬁrms, for instance textile producers, is hierarchical. Everybody does rigidly
what the boss tells them to do; delegation of decision making and creativity are marginal. (There are many caveats to this generalization, for instance concerning Japan's emphasis on bottom-up innovation, but the basic structure, even in Japan, is extremely
hierarchical.) The mentality of a university or a restaurant is quite different; the employees are highly trained but can only be successful if they are given considerable scope for individual and creative decision making. The shift is difﬁcult everywhere, including
in China, and is connected to the broader social and political system.3
In the service economy, ﬁnance comes to play a dominant role. Finance is of course important in the agricultural economy and
the manufacturing economy, but in advanced service economies the role of allocating resources becomes both far more complex,
too complex for governments that are accustomed to managing allocation centrally, and it reaches a scale and inﬂuence that
are proportionately unprecedented compared to previous eras. Instead of a few sectors—e.g., agriculture, energy and
infrastructure—the economy has hundreds of sectors, including for instance many sectors just within electronics, many kinds of
transportation, many kinds of communication, a seemingly inﬁnite variety of individual products. Innovation becomes decisive
for growth, and it is very difﬁcult for government to know which innovations will prosper and which will not. Government cannot possibly sort out the efﬁcient allocation of capital; only the market can. So ﬁnance becomes more complex and crucial than
ever.
Parallel to these transitions, and partly caused by them, is a transition to a far more complex economy. Imagine, to oversimplify
in a heuristically useful way, an economy comprising landlords, peasants, road builders, and textile and radio manufacturers.
That economy, and ones that are complicated only to this rough order of magnitude, is one where governments can understand
the needs of the economy with considerable clarity and allocate resources from the center with considerable efﬁciency. In the
early days of South Korea, an economic secretary in the president's ofﬁce assigned production quotas, export quotas, the sizes
of loans, interest rates, the organization of industrial clusters, and infrastructure, among much else, and the economy grew
quite quickly. Now think of a modern economy with hundreds of thousands of manufactured products, multiple sources of
energy, multiple sources of transportation, hundreds of ﬁnancial instruments, immensely differentiated education needs, complicated health, environment and safety requirements, and competing interests within and among all these categories. No government can manage such complexity in detail, so the move to a predominantly market economy becomes a prerequisite of
continued growth.
As with the other transitions, modern societies like the U.S. long ago became highly complex. But much of the world, including
China, India, Africa, and most of Latin America, continued to live in much simpler economies. China's shift from a relatively simple,
predominantly agriculture-based economy not only affected its own society but also pulled other economies into more complex
structures and linked them together, thereby magnifying the complexity.
The complex economy generates complex interest groups and the complexity of interest groups creates a proportionate challenge to political management. This is why the current administration in China has made a strategic decision to move decisively
toward market allocation of resources and why it is facing difﬁcult challenges of political management.
The super-industrial economy give rise to the ecologically constrained economy. For most of human history most (not all) societies
have been able to take for granted clean air, clean water, productive soil, and fertile oceans. Contrary to much of what is written, the
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constraints do not come from depletion of resources; Malthus, Lester Brown, Meadows and Meadows,4 and their myriad followers
have always been wrong. The world has the resources of energy, building materials, and inputs for food to support far larger populations than the world today. Nor is the problem that growth inexorably brings potentially fatal pollution. London in the 1950s, with
the fog of coal dust that killed thousands; the U.S. in the 1960s, where major rivers sometimes caught ﬁre; Japan in the 1970s, where
air pollution and mercury poisoning of the soil killed or crippled large numbers of people–all have become cleaner due to growth.
This has occurred not mainly because they exported their pollution but because growth gave them the resources and motivation
to clean up.
Analysts have been forecasting the exhaustion of oil for well over a century,5 but humanity keeps discovering more oil, more ways to
extract oil, and more ways to use oil efﬁciently, and in any case the issue is not the availability of oil but rather the availability of energy;
with solar, wind, thermal, tidal, nuclear and perhaps fusion energy, the potential reserves are inexhaustible. We continually discover
more copper, more substitutes for copper, and ways to build global telephone systems without using copper wire. The problem is not
exhaustion of resources or inevitably greater pollution, but rather the failure of regulatory mechanisms in conjunction with the proper
use of the market to preserve resources in a form supportive of human welfare. The risk is that national and international regulatory
mechanisms that supplement the market so as to address the “tragedy of the commons” issue will be inadequate to prevent the spoliation
of resources essential to humanity.6 It is not inevitable that cars will poison the atmosphere, that sewage and overﬁshing will destroy essential populations of ﬁsh, that industrial companies will kill our rivers and lakes by dumping poisonous chemicals into them, but there is
a risk that we will do so because we cannot regulate the market wisely through government policies and international agreements to
control our factories or agree on sustainable limits for ﬁshing.
Chinese political and business leaders long believed in the premise of resource scarcity and this led them to overinvest in resource
production and resource inventories at the peak of the market. In turn this has led to numerous problems: paying too much for access
to resources, committing to resource development in excessively risky places (Sudan, Venezuela), acquiring excessive inventories of
resources at high prices, accepting excessive environmental costs for resources, and incurring political costs for some of their investments in unpleasant places like Sudan. Since resource investments and resource availability outpaced demand, and commodity markets crashed in 2015, China in the middle of the second decade of the 21st century has entered a phase of resource sobriety.
Just as the transition to a super-industrial economy has been developing for a long time, the risk of environmental degradation
has been emerging for a long time. Some smaller societies have destroyed themselves by failing to address environmental risks.7
Globally, the emergence of the super-industrial economy and the risks associated with it in a context of regulatory inadequacy,
have come to a head in China. The South China Sea, one of the world's most important sources of ﬁsh, natural beauty, and biodiversity, has been correctly characterized as providing a toilet for more than a billion people, including of course Southeast Asians as well
as Chinese. China is hardly alone in contributing to this problem, but the amount of human and industrial waste pouring into the
South China Sea as a ramiﬁcation of China's economic success transforms a manageable problem into a potential catastrophe. Chinese, Japanese and Korean overﬁshing, and Chinese destruction of reefs magnify the risks, not just in the South China Sea but also
throughout the world. Likewise the shift of increasingly prosperous Chinese to coal-based power on a huge scale, to family cars as
a mode of transportation and to a heavily meat-based diet changes the problems of pollution and climate change from emergent,
somewhat localized problems to urgent global ones.
Other societies have faced analogous problems, from the London fog of the 1950s to the Los Angeles smog of the 1960s to the
Tokyo haze of the 1970s, and all of the analogous soil and water and food problems, but China faces these problems on a daunting
scale that has global consequences. Its efﬂuent can kill the South China Sea. Its air pollution spreads across the Paciﬁc to foul the air
of North America. Chinese and American carbon emissions can melt the Arctic and Antarctic and submerge island nations and inundate many global coastlines. China is one of the countries most vulnerable to environmental degradation because it is dependent on
water from the Himalayan glaciers; if those melt excessively, much of China could become arid. The problems can be solved, just as
they were solved following earlier industrial takeoffs, but this time the stakes include the boundaries between the oceans and the
continents and the welfare of the entire human race.
One reason why environmental risks are now global is that China has accelerated the world into a truly globalized industrial economy. All countries are now to a signiﬁcant extent part of the globalized economy. All regions are linked with all other regions. Intricate supply chains weave the world together in a way that is quite different from the trade interdependence of a century ago. A
laptop computer or an iPhone is likely to have inputs from around 20 different countries, an aircraft far more. Not only trade has
globalized. Supply chains are global. Finance, talent and information are global. This has created both global opportunities and,
4
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conversely, special risks of cyber conﬂict, ﬁnancial instability, and supply chain disruption. China is at the center of both the opportunities and the risks and has magniﬁed them.
Globalized resource demand has brought much of the formerly impoverished and vulnerable world into the modern economy. Chinese resource demand has improved the lives of people from Indonesia and Papua New Guinea to Ecuador and Peru and much of Africa.
In many areas it has increased resilience as well as living standards. Thanks to Chinese demand, the Global Financial Crisis of 2008–2009
was the ﬁrst in which Latin America and Africa did not lead the crisis. But of course Chinese demand created an opportunity for sustainable
growth and resilience, not an assurance. When the inevitable commodity downturn came, as it did in 2015, countries like Indonesia that
had undertaken even relatively modest reforms stayed aﬂoat. Those like Brazil that had used Chinese demand to avoid thorough reforms
performed poorly—but not as poorly as in previous global ﬁnancial crises, in part because global demand for their resources remained
much higher than in the past and because development had made their economies more diverse and resilient.
Partly because of globalization, we now live in an economy of accelerated structural change and innovation. China is of course at the
heart of this, because of high investment into China, high investment out of China, and the rapid evolution of supply chains with
their centers of gravity in China, among others. This has rendered differences in ability to innovate and to react to change particularly
important. For instance, the U.S. is much better at innovating and reallocating resources than Europe is. While China is indeed at the
heart of this process, it remains to be seen how successful China will be at rapid innovation and adaptation. The country's leaders
have for years been studying innovation and trying to encourage it, and partly for this reason the core commitment of the Third
Plenum's major announcement on economic reform was market allocation of resources. But big state enterprises, dear to the leaders,
are a drag on innovation; lingering ties among Party leaders and state enterprises interfere with innovative decisions; the bureaucracy distributes resources for innovation largely by political clout rather than merit; and restrictions of speech and information ﬂow
could inhibit innovative ideas. Paradoxically, China has accelerated the global innovation process, but for China itself the outcome remains unpredictable.
One aspect of accelerated change is what we might call the looming employment paradox throughout the global economy. Rapid
aging in Japan, Korea, and much of Europe creates concern that there won't be enough working age people to support the dependent
population of children and increasingly numerous seniors. On the other hand, rapid automation and other productivity-enhancing
developments decrease the need for workers and create concern that there won't be enough jobs to provide employment for all
the working age people. In all probability we will experience aspects of both. Rapid change will render many workers obsolete because they lack the skills to succeed in a rapidly changing economy, while simultaneously those who have appropriate skills may be
stretched to cover the needs of millions of retired people. Societies that train people properly for the new economy may have the
option of tremendously expanding their workers' leisure. China has just made the turn from having huge numbers of surplus
workers to having a shortage and is rapidly becoming an aging society. Whether it stagnates like Japan or rises to the challenge
of the era of aging will greatly inﬂuence the world economy's future.
China is also key to an era of increasing moral consciousness about supply chains. The great industrial takeoffs, from Britain's in the
early industrial revolution to China's since 1979, have lifted large populations out of misery, indeed out of animal-like living conditions, and into the world of decent food, housing and education. But they have also, without exception, seen serious abuses at the
bottom of the supply chains—Britain's exploitation of India's economy, child labor, polluted factories, abuse of women, unsafe buildings, forced overtime. Concern about exploitative conditions ﬁrst rose in the currently developed countries—U.S., Europe, Japan—and
led to ameliorative domestic laws, but only recently has there developed an imminent global consciousness in which companies have
come to realize that their brands can be destroyed in their home markets by abuses in distant supplier countries. A convenient marker of the current surge in such consciousness is the collapse of a building, Rana Plaza, in Bangladesh in 2013, killing 1129 workers.
Bangladesh has been the preferred country for textile and garment production after wages became uncompetitively high in China.
This industrial migration has saved a society that was until very recently thought to be hopeless, but it has also concentrated attention on Bangladesh's terrible supply chain abuses. One corporate response has been to pull production back to the home country, for
instance Disney moving production back to the U.S., but that reaction risks destroying the sustenance of millions of women and their
families and thereby spreading poverty, hopelessness, failed states and terrorism.
Leading ﬁrms in developed countries, working with the International Labor Organization and the International Chamber of
Commerce, are struggling to create and enforce norms that will reduce the abuses and save the women's jobs. China's stance
will be crucial to the outcome. While China has made great progress in raising wages and reducing abuses at home, its companies,
along with those of South Korea and Taiwan, are prominent among those most guilty of abuses outside their home countries. Will
China become mainly part of the solution or remain mainly part of the problem? We don't know.
China is also leading the world into a new monetary order. The U.S. Congress' refusal from 2009 until December 2015 to modernize the
Bretton Woods institutions (World Bank, IMF, plus associated institutions like the Asian Development Bank) created a vacuum in global
economic management that desperately needed to be ﬁlled. The instability of 2008–2009, in which U.S. and EU ﬁnancial mismanagement
created a global crisis, disillusioned much of the rest of the world, particularly in Asia and Russia, with institutional structures controlled
by a few rich countries and based around the U.S. dollar. China has moved to ﬁll the resulting gap with institutions like the Asia Infrastructure Investment Bank that are cumulatively intended to be larger than the Bretton Woods institutions. Once again, China is at the center
of transformative change, but the outcome is unclear. Will the new and old institutions converge and cooperate? Alternatively, will they
become competitive, even hostile subsystems that might worsen monetary instability, inhibit globalization and magnify geopolitical rivalries? We don't know, but once again China's role is crucial to the way the global economy evolves.
William H. Overholt, Senior Fellow at Harvard University's Asia Center, is author of such works as Renminbi Rising: The Emergence of a New Global Monetary
System and Asia, America, and the Transformation of Geopolitics.

