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Summary fmdmgs

" China’s two main economic problems before reform
were low incentives to workers and the mlsallocatlon of
Tesources among sectors. These problems were the result
of a development strategy onented tow:lrd heavy -

industry.
By improving matenal incentives, China’s reforms

fcreatcd a flow of new resources and allowed them to be -

- allocated rto sectors suppressed under pre-reform
© strategies. ) : .
The onset of reform in China was  not allow:d o

,dlsmpt production from existing resources. Instead, the
" newly created resources were permitted o accrue and 10

~ flow into the more productive, often light industrial
sectors, thus stimulating continuous growth of thc
~mational economy during reform. '
" Low incentives and the suppression of nommoruy
sectors are common features of the legacy of economies

in tr;xnsitiqh from central planning that based their
development on the rapid growth of heavy industry.
China’s approach may be of interest to them. Among

Jlessons China learned are that:

= Autonomy must be granted rto;micromanagcmem

_ units and preserved to‘improve the incentive structure -
- and creare a new flow of resources.

* While maintaining essential minimum levels of
production in the pre-reform priority sectors,

_ autonomous enterprises must be permitted and
- encouraged to allocate new incremental resource flows
‘to the previously supprcsscd sectors. -

* In parallel, the distorred policy cnvn'onmcnt and

. planned-allocation system must be progressively

reformed to bring them into line with the new system of -
incentives and modus operandi of autonomous -
enterprises. . )
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INTRODUCTION

: There aretwo distinct approaches recommended for the transition from a centrally-, o

C planned to a decentrallzed market economy The first approach is known as the "big bang”
h 'or_ shock therapy (Llpton and Sachs, 1990}. lt advocates economlc stabllrzation,'
"liberalrzatlon and pnvatrzatron as necessary components of ECOI"IOITIIC reform- As in divrne '
creatlon Wthh lasted only seven days, thls approach encourages completmg aII these :
: measures wrthln a relatlvely short perlod of tlme The reforms recently undertaken m Eastern'
| Europe and the former Sovret Unlon are pnme examples of thls strategy. |
: The _contrastlng -alternative :s_'-called the gradual",: orgamc or “e\rolutionaryl'
' .approach {Kornai '17'9907_), and it characterizes thereforrn process -that China _has undergone.- 7'
This'approach is .partial, inCremental, seCruential and oftenr experimentalg Itdoes not-pursue -
B la'rge—scale pr_ivatization- As ar,rnethod' 'of_decentrali;ation, it is Vwidely regarded asself-—'
. drefeating by at least part of the economic profession;,ln contrast, the first approachr has been. ,

" judged to be theoretically rigorous and f_easiblein practice {Murphy, Shleifer, and Vishny,

1992

li)uring the transition', economic"’shock therapy” is expected to generate' a—J—curye
effect on oromh; GNP may decline'initially butshou_ld_soon be ,followed,bya strong recoveryj, L
- When administered in Eastern Europe and the f.ormer éoviet Union, howeye.r, this combination
, of radicaland abruptchange has resulted in an unexpectedly sharp and- prolonged decline in

' GNP. This has been accompanie_d;by extraordinarily high inflation rates {see Table 0. ,

' The collapse of tnternatlonal trade due to the demise of CMEA has also contnbuted to
the decline of GNP in these countries. Nonetheless, the "shock therapy was undoubtedly a -
' ,ma]or cause of their spiral downward (Brada and King, 1991) - :



' Table 1: Growth and Inflation in Eastern Europe and the former Soviet Union

Real GDP- : - PRetail Price :
(Percentage Change) - ° (Percentage Change)
, o 88 B9 90 ©°1 92 93 B8 - .89 90 . 91 = 32 93
Country : : - . fest.) - . . . (est.)
Albania- . - R -30 -8 3 - S 36 - 200 130 .
Armenia = . .-12 -s0 -1 @ _ - . 100 - 1350  na.
Azerbaijan : 7 -2 -30 -10 S - .. 138 135¢ na-
. Belarus S . =3 =11 -3 - . - 77 BO. 1076 1300
- Bulgaria - 3 -2 -8 -12 - -8 -5 . 2 6 26 332 ° B3 .90
.Croatia - R o =29 -11 - -5 . - o123 662 790 . .
Czechoslovakia -3 i1 -1 -1& -7 ma - _ O 2 11 "87 ° 11 20 .
Estonia S - =13 -26 -10 - o . 212 1050. 200 -
Georgia - S . -25 -30. -10 - - - 81 1800 - na
- _Hungary -, ¢ 0 -4 -12 -5 --2- 16 17 29 35 .23 23
_Kazakhstan I _ -8 . -13  .-15 .. o - - 81 1381 1000
" Kyrgyzstan. , . -5 -25 -1 , -85 855 = 600
Latvia - , 0 -8 -44 -1D0 , : 172 .. 851 250
- Lithuania R . - =13 -35 ~-10 - 225 1021. 690
Macedonia B -11 -15 -7 s : 115. 1691 580
_Moldova ' -i2 -21. -153 o o 98 1460 1000
Polard 2. 0 -i1 -7 .2 60 251 585 = 70 43 3¢
Romania . B SN -7 -1z -15 - .~ 3 1 7 - 161 210 210 .
Russia , . - -1i -1% - -15 2 B 7 93 1354 1000
‘Slovak = - 3 1 ~ ©0-16 - -8 0 -2 11 - &1 .10 25
Slovenia ' o -5 =7 -1 S .- - 115 207 - 47
Tajikistan. - . - --- -31 .-1i8. o 103 1450 na
“Turkmenistan - - , -7 -12 -9 . o 90 980 ma:
Ukraine = . 2 4 -2 -14 -1¢ -10 - 0. 2 4 .91 1450 1450
I .

Uzbekistan . -% -1¢ ‘10 . . -~ 's2 700 ma

: Source; The Economics of Traﬁsitioﬁ, vol. 1, no. 3 (Séptembet 1993)5 p?- 370-378,

: The sftuation couid nbt have bgén mOré'different 'inVChina. Flefbrﬁl therre'r began rét tﬁé S
‘end 'df 1978- ,Since theh, GNP hés grown at phenémenally high rnr'ratres thile“prrircres Vhrarjﬁe
' rema?néd .relatfvely: stabie {sreei Figure 1). Whether China’s rrerforms pro\;ide_ any- rgé'neral
implications for other refoﬁnihg ecgnomiés is fhe subject of lively ciebate- Seﬂ(éfél: rec,;onomristsr
argue thaf_ Chfna's success poses a éhallenge ;co. the corjvéntional WiSdom that stébilization,, o
iiberélizaﬁoh énd pri\}atization are :k_e'y to sucgeésijl rreform (McMilian and -Naugﬁton, 1 99:;;
Sirnghrlr 991; Chén 'ef al;, 17992; Harrold 1992; éerkins 1992; M(;Kinnoh 1993); They fnaintain ,

‘that Chiria's recent e(:onomicr history demonstrates the s’uperiority'_ of evolutiohary,



. ,
E expenmental and bottom-up reform over the comprehensnve top down reforms advocated by
the flrst approach. : | | | | |

A third' school ra_rgues that-it'is neither gradualism ‘nor experimentationthat 'has
' ccntrr'buted torapid growthm I(ihina. Instead,r the_y"citeits initial structure', nar_n_ely, a laborrl' o
forceiargely concentrated in agriculture where productivity,islow,;- as therrreie\rant tactor |n ', o
-_itS'econornic rprogre'ss. :According' tofth'is ;view,rthe 'Iltey,'to: Chin_a',s"succe"ss lies inj a?cla}ss‘.’c’ér o
V'p'ro.cess of economic development -;,the transfer ot workers from lowéproductivity agriculture'
" to mdustry, where productlwty is hlgher. These tradmonahsts clalm that such a process_-
cannot be duphcated in Eastern Europe and the former Sovnet Umon due to the much smaller" o
N percentage of their respective labor-forces,wh:ch are em’ployed ,in agnculture-.,

o _Vln this Vpaperf we attempt to proyide a new pers’pectiye.'f The eco:nomic p’robrlemrs' in
'Crhina and othertormerlySocialisteco-nomies were the low Ieveir of incentiyes to yvorkers 'and:
: _' | the mESallocation ot resources among ,sectors-. V'These resulted 'fr_om the extraordinary - :

, deve!opment empha3|s glven to heavy mdustry dunng the pre~reform penods. |

Shock therapy attempts to prowde an institutional framework that will: |mprove,
incentives_ and induce the shift of'part of the e_xisting stock of resources’ from sectors of low
7 productivity to rnore 'productive areas- However,r shifting resources from one use—to another

is cost!y, and the establlshment of new lnstltut:ons requnres time, energy and other mputs

. (Murrel and Wang, 1993) ‘Thus, we agree that a J-curve, or worse an L-curve, is unavoudable, S

if this approach is adopted. Nonetheless, China's experience ilrlustrates that prolonged drops,

in iIncome are not inevitably a consequence of initiating a transition.
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| Figure 1: Economic Growth and Inflation in China



Instead of attemptlng to reallocate the exrstmg stock of resources from a Iow— :
productlwty sector to more hlghly prod uctlve sectors, Chma [ reforms created a ﬂow of newr'
_resources They did so by |mprovmg the materlal mcentlves and allowmg the newly created- '
flow of resources to be allocated to sectors whlch had been suppressed under the orlgmalr
emphasls an heavy mdustry Because productlon of the exustmg stock of resources was not
”ldlsrupted and the new. flow of resources was allocated to economlc sectors demonstratmg'.
a comparatlve advantage the J-curve effect of the more stat|c approach was avorded Chma s B

| natronal economy has enjoyed contmuous growth throughout the reform process Smcelowr

' Vmcentrves and the sUppressron, of;non,-pnonty sectors are common fea_tures to all eccnomres:
_ adopting a development strategy favonng heavy mdustry, Chrna s approach may have general
'|mpl|catrons for other economres wrth sumllar strategles.,
,Thr_s -paper rs organrzed mto four parts. Sectton l discusses -China's economic
development_' strategy ,prior' to reform _and pr'esents a sirnple econornic modelto analyze the
: p_roblems asso,ciated- with the development strategy. Secti_on It provides an analytical,review '
, 7°f, China's reforms; China’s approach 10 reform :is cornpared vvith the shock therapy approach

~in Section lIl. Concluding remarks follow in the last section.

[. MAJOR PRE-REFORM PROBLEMS IN THE CHINESE ECONOMY

The traditiona[ economic structure in China was shaped,by theradoptlon—in the early
- 1950s of a deVeloprnent strategy oriented towards heavy industry. At the founding of the
" People’s 'Republic in 1949, the new government 'in_herited a war-torn 'agrarian ‘economy.

- Eighty-nine percent of the population resided in rural areas. Industry compris'ed only 12.6



,percent ofnational income, At'that time, a well-deve!oped heavy industry sector was regardedr
as a symbol of national power and economic 'a_chievement. Like the._leadership in lndia and
' many Vother' newly ;inde’pendent countries, Chinese : IeaderS' intended'_.to V'accelera_te its' '
development. | o | | . |
The Sovuet Umon s outstandlng record of economlc growth dunng the 19305
| contrasted w:th the Great Depressxon, Whlch dommated Western market economles at that'r- :
| - time. It provndedthe Chmese Ieadersh_ip with both _lnsp:ratlon and,expenen'ce, pavnng the way'r
' Vfor ,acceptanceVOf a deyelopment strategy’r favoring , h’eavy-'industry. Thus in 1953, 'atterr -
'7 recoVery'trom wartime d_estruction, the goyernment identiﬁed heavy industry as therpriority -
sector. The ob]ectlve was to bunld up as rapldly as possnble the country s capacm/ to produce
: capital goods and military materials Thrs development strategy was to be further def’ ned
| through a senes of flve-year plans. | | ) | |
' The system had three interrelated ,componentsj:ll) a macro-policy en'vironmentwhich R
ffeatured'artiticially lowr interest rates, an overvalued e_x'change rate', low wage rate'srrand -
, controlled :price leyels for basic necessities'and raw mate'rials;' (2} 'plannecl allot:ation of credit, .
- f_oreign 'exchange and other 'resour'ces; and (3)’7 a micro-management ; 'system of state
| enterprises and collectivized agriculture. These three. components -were Iogically dictated by
'the chonce ofa development strategy pnortlzlng heavy mdustry in an agrarian economy where
.capltal is scarce. The relatlonship between the development strateqy in the period of central
planning and the economlc structure is summarize_d in Figure 2.
' Heavy 7 industry is a capital. inten_sive sector,’r characterized by lumpyrrand slowly _
gestating investments. Heavyindustrial investment projects can take Vten'years or more to-
complete Further, much pro;ect equ:pment at leastin the mitlal stages, needs to be imported

from more advanced econom:es.



9
'In the early 1950s, the availability of capital in China was limited, and consequently,

market interest rates were high.? Foreign exchange was scarce since there were few .

’ exportable goods (primarily Iow-pri'ced agricultural prddu_ctsl. The economic surplus was small -~ '

and dispersed due to the agrarian nature of the economy. These features of the Chinese -
economy ‘were poorly ,matched to the requirements of projet':ts;rin: h'eavy' industry, and

rspontaneOUS development of capitaliintensive industry was 'nearly impossible."—To deve’lop o

|t would demand a set of macroeconomm pollcles that effectlvely dlstorted the :.xnstlng o

' structure and redlrected re-source flows in accordance w:th planners norms rather than thef
: dictates nf expected profitability. -
Therefore at the beglnnlng of the first five year plan l1 952) the Chlnese government -
|mposed low interest rate pohcnes and’ overvalued exchange rates to reduce the costs of
, mterest,payments and the lmportation of equ1pment.“' In order to'secure' -enough funds to
, accelerate mdustnal expansron pohcy of low mput pr!ces - mc'udmg wage rates for worlcers
: and prlces for raw materlals energy and transportatlon - also evolved as the heavy mdustry .

strategy deepened S The assumptlon was that low pnces would enable an enterpnse to

2 Three percent per month was a normal interest rate at that time in the mformal fmanr:lal '
markets. This is equ:valent to an annual rate of 35 percent. :

3 The prevalllng high interest rates eroded the profitability of any long-term investment
undertaking. Moreover, since most equipment needed to be imported from advanced
~"countries, the limited supply of foreign exchange made the construction of heavy industry -
doubly expensive due to the market-determined exchange rate for foreign currency. Lastly,
because the agricultural surplus was small and scattered, it was difficuit to mobrhze sufficient
- internal savings for maJO' lump-sum lnvestments , - :

* For example the interest rate on bank Ioans was offucnally set at about five percent per
' year On a investment of $1 at the beginning of a 10 year project, the principal and interest
, 'payments at the time that the project was completed would be only $1.6. -

S The wage rate in the early 1950s most likely was not underpriced because of the =
competltron between the state enterprises and private enterprises. However, the private
'enterprlses were soon nationalized. Once the state. became the sole employer it was able to -



| Flgure 2: The Formation of ‘the Traditional Economic Structure in China

Exogenous Development Strategy _ -~ Endogenous _Economic Structure

and _Economic Endowments -

HeaQy-Industry-' | bistorted Macro-Pol fcy .Environment
Oriented Development

‘Strategy Low Interest-Rate Policy
: ' | Overvalued Exchange-Rate Policy ‘
Low Input-Price Policy H

Low Wage-Rate Policy

Capitél-Scarce
Agrarian

- System

Planned Allocation

~_Economic ' Performance

‘Structural Imbalance

Micro-Management System |

- T

Low Living Necessity Fr1ce Policy
Economy

‘depress wage rates. As a resUlt although real GNP per’ capita tripled between 1952 and
1978, the real waga rate was kept almost constant, increasing oniy 10.3 percent durmg the .

same perlod (Chma State Statlstlcal Yearbook 1987, p. 151)

Puppet-like State Enterpfises:“

Collestive Farms

Low Technical Efficiency
Low Incentlves
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' create profits s'ufficient to repay its Ioans, and to accumulate enoug'h'funds'for reinvestment.f o

However, if the enterpnse were prlvately owned the state could not be sure that the prlvate o

entrepreneur would mvest the subsrdlzed proflts |n the targeted prolect To mrtlgate this
tensron prlvate enterprlses were soon: natlonallzed New key enterprlses were. entlrely state—,
. owned whlch secured governmental control over nomlnal proflts in the new mdustnes.r To"
: ensure that the low wage pOllCYVWOUld be feasrble the government was also oblrged to :
V'provrde urban resrdents wrth mexpensuve food and other necessrtses, mcludung housung,

med:cal care and cIothmg

Thrs dlstorted enwronment created dramatlc lmbala. rces in the supply and demar.J of

i credlts, forelgn exchange, raw matenals and other baS|c neoessrtles. Non-prlorlty sectors
rwould have competed wrth heavy lndustry to satlsfy the excess demand assocrated wrth pnce
ratronrng m fragmented ‘markets. Therefore, markets as a mechanlsm for allocatmg scarce '
resources had to be replaced wrth plans, targets and admlnrstratlve controls on the allocatlon
and use of hmlted resources Addmonally, the state monopol:zed banks, forergn trade and the'

material distribution systems in orderrto suppress competition and,inhibit "leakage"'.’, SR

5 Under the New Democracy Pollcy adopted by the: Communrst party in the late 19405

~ private enterprise was supposed to coexist with the state-owned' enterprises for an extended -

-period of time after the revolution. However, enterprises were rapidly nationalized in 1952
. when the government first attempted to secure profits for pro;ects in heavy mdustry as the o
'-heavy mdustry orlented development strategy was belng adopted . '

7 In the Irterature,lmany _authors, 'equate ther drstorted polrcy, environment and the
administrative controls with socialism. However, from the above discussion we find that the -
rationale for the existence of these policies ‘and controls was not "socialism." Rather, the
- distorted macro-policy environment and planned allocation system arose because of the -
adoption of a heavy industry oriented strategy in a capital-scarce economy. All the socialist
economies had similar policy environments. and administrative controls because they all -
adopted the same development strategy, probably under the influence of Stalin. Even some

" non-socialist developing economies, such as India, imposed similar policies and controls

because they also pursued the same. development strategres grounded |n accelerated'
' ,:ndustrrahzatlon :
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Proflts ceased to be ra measure of an enterpr:se s effrcrency Furthermore because of
the,laclc of market dist:ipline, managerial discretion.was po_tentially a serious problem. It was—r '
severely 'curtailed V_to eliminate any possibility of undrscrplme or disruption_B Sta : : enterprises.',
. 'yvere s_uhject_ to'mandatoryproduction plans and v_vrerre furnished with most of 'theirmaterial
, inputs. Prices of their products vyere determined by pricing authoritires'. Gover_nment ag-encri'esr :

: controlled the circulation 'ofp’roducts from p_roduc'ers to users and consurers. Workers"yvages :
B and manargers" 'sal_ari_es'rconformed toa national yyage.'sca[e. ,Inyestment and workinp c_apital

were finanCed principally through grants from the state budget or loans from the banking 7

syste'm', in accordance with the 'State' plans.,The.enterprises remitted all proﬁts made—to the =

-state budgetary agency In return, the agency covered all Iosses mcurred by the enterprlses. '
In essence the state enterprrses were puppets of central authontles. They d|d not have any
autonomy over employment the use of proflts their productlon plans materlal supp.les or

; product marketmg

The development strategy and resultrng policy env:ronment and allocatlon system also .

shaped the. evolution of farmmg inChina. In orderto schre cheap supplies of grain and other
agncultural products for ratlonlng |n urban centers, in 1953 a compulsory procurement pollcy:
was |mposed in rural areas. The pohcy obllged peasant farmers to sell certam quantmes of |
~ their prddu_ce, includingr grain, cotton and edible au,.to the_State at prices which'it had set.
' lnadd'ition to providing'cheap food for i'ndustrialization, aériculture yvas the mainearner :

- of foreign exchange. In the 1950s, agricultural products alone,comprised over 40 percent of

8 Chlna s state enterpnses were granted some autonomy after the reforms of the late
- 1970s. As expected, one of the results of this mave was a raprd increase in wages, bonuses
~and fnnge beneflts whlch came at the expense of enterpnse proflts. o

o B Before the reforms, there were some collectwe enterpnses in the urban areas. They were
‘managed no differently than the state- owned enterpnses other than being treated as less

: expenenced partners.
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all exports; If processed _agficnltural 'nrquCts are also counted.rr agficulthre e_ontributed more_

than 60 p'ercent- ef 'China's foreign exChange e_ar'n'ings-t-ip until the 1 9?05., Foreign exehenge

was a cbnstrafnt as important ae capital to ihe stra_tegy-te :deve_lo;.) heavy industry. Thus, in’

~the: early sta:ges' of dev-elo-pment,_ the ceuntry'sr capa._citry', to’ fr’npnrt c.:-a:|:7)i'tal 'goods '7 fer B

7_ V-industﬁali;_;atien Vclearlyjrdepended on Vagriculture’s performenee-f o . |

- Agricuitufal development 'fequ,ires neeoufees,' and : inneefcment anst' as indusfriel g
development does,.-The government norv;fe\'rer, v;v-a_sreluctanttbdiv-'ert searc_e fesou;'CES andr -

-funds fforn mdustry to agrieUlture. Its retretegy to develop egl-'ienlture weuld not. cerjnpetie-fer ’
reeoufees wiih indus_trial 'expansion.'The cdre,of this rrstrategyr im)o!ﬁedl :pl-ans_, fdlrf mass
mebiiization of the rufalr nopula't'ion tn- Vwrou"rk'_ on Iébof-inteneive investment pr'bject'srsueh,as} '

: Virﬁgati'en,ifIOOd cdntrel and land reclamation. fhe gove'_nnment 'al;s_o 'atternpt_ed to raise unit
yields thrnugn 'traditional rﬁ_ethod_s s_uc'rh a:s closer planti-ng-_,r_rnore careful weedring- and tne ﬁse :
of greeter qnantities of organic fertilizer. :

éol!ectivizatien' wa_s the insititution tnet the governhent beli_eSred would develop
agricultnre_. It v;:aé'VEewed as a convenient venicle for i'mple;nenfing the 'srtrate' s program to
procure_grain and-othe.r agfi;nltural produets at low priees. {Lno 19-85).In the eel[ecti\)es
income _dfstribution was based on each f_nember's contribut%c)nT Hdwevef; monitoring-effert o
is extremely difficultin agricUItural preduction, due to ite spatial and temporal dfmension_s. 'fhe

' re,muneratien system in thercrollec'tivesr Was,, by default, basically egalitaﬁan:(Lin 1988).

rirn the Chinese e'conorny where eapital wes eCarce, this cernbi_naﬁon of a rigid' mac_ro'-
nolicy en'\.fir'onment; a planned ai!ocation sysfem andn"rlicro-rnaneger-nent of agfiduifure made
po’ssrible the maximum mobilization of resourcesfor the developmentr of heavy industry. Since '
most .priVate' initiative fn economic activities rwra's prorhibited,rthe na&ern of governn'\enf

investment is the best indicator of the bias in the official development strategy. Table 2 shows
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the sef:tor, shares in state bapital construc_tion rinvgstrhent frdm the first five year plah_'
'_ (1 953—19_57) to the sfxth ﬁvé ,yeaf plan (1 981-857).' Despité the faét that rho’re than three
duarteks of Chiné's pobulation derived lhEil’ﬁ'\l’il’?g from ag.’icultﬁrg', it received less than 10
| pércrzentrrof state invesfmént in the'period 195§-1 985. Me_éan@hile, forty;five percent of the
ihvestméht budgefc went into-_heavy indu#try. rMoreover,-'heavy indUstw received f_he iion's, _
| share ofriniréstmentrfalling u_ndef the heading "other",; int;iuding. 'wofkers’ housingi and
infrastructure. As a result, the value of the share representea Ey ﬁeavy industry m Vt'hé
cdmbined total of agrfcﬁlture and industry grew frofh 15 p'efcent in 71 952"(0 about 40 pércéﬁt

by the mid-1970s (see Table 3).

Table 2:

Sector Shares of State Capital Construction Investment

Five-Year Plan Agriculture Light. . Heavy - = Other
' : N Industry  Industrv -
A% ' (%) (% (%)

First 7.1 6.4 36.2° 50.3
. Second , 11.3 5.4 54.0 . 28.3
- 1963-1965 17.6 3.9 - 45.9 = 32.6

Third 10.7 4.4 51.1 ‘33.8
. Fourth ‘9.8 5.8 49.6 34.8

Fifth - 10.5 6.7 45.9 36.9

Sixth ] 5.1 . 6.9 38.5 49.5

1853-1985 8.9 6.2 45.0 39.9

' Source: State Statistical Bureau, 2hongguo gudingzichantouzi
toncggiziliao (China Cawpital Construction Statistical Data
1950-1985), P.-57. ) ' ’
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Table 3: -
Sector Composition -
(Current Prices)
Year Agriculture Light Industrv Eeavy Industry -
S % : % o L S
1952 56.9 . 21.8 ' ~ 15.3
1957  43.3 31.2 - 25.5
1962 . 38.8 - - . 28.9 R 32.3
1965  37.3 - - 32.3 . 30.2
1970 33.7 - 30.6 - 35,7
1975 30.1 ' 30.8 : 39.1
1880 30.8 -32.6. - 36.6
1985 3.3 - 30.7 - 35.0

Source: State Statistical Bureau, Guominshouru tonaii ziliao
huibian, p. 11. L '

Judging frorh-China_'s sector composifion, thé pfdgram of reforfhé hés reached,'its inte’n-ded'
' goalrof acceleraﬁng tﬁe Aevelqpment of heévy industry. NOhéthele_és, China has paid a hlgh :
: .p;-icé,forfits: at:hievrem,ent.' The écnﬁomy is highly ineffictent due to t\&b majof probierhs: (1),':
' iow ailocatiiié efficiency arisinQ from the dei)i,afioﬁ pf t'he' industrial-étructure frotﬁ th_é patterﬁ-r -
'dicté;tea ‘by. the comparative advantages in rthe ééonqmy; aﬁd _(2) Iow techhrical'_refﬁciencyr

linked to the meager incentives for workers and managers to apply themselves and excel.

Low aI'locV:Vat'iQe'éff'iciencvr At fhre' currentrsta'ge of China’s et_:dhomic develobmént,'cépital is
still relativély Scarce and léb_or relaﬁvely abundant. if pfice's were determirjec_i by markét 7
_competition, capital would be relétiQely exper'\s'ive' and labor relatively inexpénsiv'e.r Thu’s, the
comparative advantage_s of ',thé_ 'C_h'inese economy '-lie in its labor-intensive sectors. If
investments -were guided by market'fofé_es'; rprérﬁt' incentives would hav-e' induc_éd
| entrepreneurs to a_dopt_'technorlogie-s_ which demand ,larl-aor but n&t capital, and to allocate moré 7

resources to labor-intensive industries.
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" The effects on industrial structure of China’s focus on developing heavy industry are =

iflustrated in Figure 3.

Figure 3: The Developmént'Strétegy and Truncated Production Frontier

" Light Industry '

Heavy Industry

_ Assume there are only two sectors in the economy, namely, labor-intensive light
Jindustry and capital-intensive heavy industry. Given the endowments, the production
- possibility frontier is OCD. EP represents the line of market-determined relative prices that
exist before the imposition of the development. strategy oriented towards heavy industry.
* Under the non-distorted relative prices, the economy will produce OY, of light industry
- products and OX, of heavy industry products. However, in order to develop heavy industry,

- the state monopolized the allocation system and used administrative measures to direct the
- flow of resources. Suppose light industry is limited to OY, so as to shift resources from fight

industry to heavy industry. The production possibility frontier is truncated to Y,AD. If there
~ is no technical inefficiency, the production mix of the economy will locate on A corresponding
to a quantity of OY, light industry products and OX, heavy industry products.' -

9 Similarly, the development of the service sector was suppressed in order to facilitate the |
“development of heavy industry. Except for grain and cotton, agriculture was also suppressed. -
The government pursued a grain self-sufficiency policy and cotton was the basic raw material.



1
As we ca_ri see from Flgure_ 3, the static,consequence on arree\}elroprnent' stfategy
' oriented towards heaVy_f induetw is that the econorny; based on the:prices before ,distqrtion..
'_ 's_uffers Va loss ofr'ea' in absolute megnitu_de or _'eeIeO,' fn -relative rneasure."-The ineorne'lnse -, :
‘due to allocetive inefficiency,implies the 'reducﬁonr of surplus available for investment. - -
7 Assuming that a fixed portion of néfional income is used fnf investrnent, then the deeline Vinr
' .inVestment Qvill furthef dfminish gross investment. Y_et, _aSsuming that ﬁhe gdvefnrneni’s pian o
_7 is fo develep light end heaVy industry in a ﬁxed fatio of OX1/OY;,— ea(_:h pfoduetion cycle will
'then repeatedly generete an income loss of "ea/eO'_ in relative meesure. All these wilt )
"signiﬁeantly dampen the grpwth of thewhole economy.'To meintéin the growth rate, iﬁs_ _ -
neces'sery,tp raise the eccumnlatiOn fate._ This will eccur ai fhe expense oféonshfnpﬁonénd )

- lower living standards over an extended period of time.*?

Low technical efficiency Because profits ceased to be a measure of.efficiency and the
plannea allocation system often failed to distribute materials on time, managers were forced -
0 keep large reserves and had no incentive for utilizing resources economically. Over-staffing,

' ,under-utilization androverstocking'of inventories are all characteristics of puppet-iike state

. ' The studies by Desai and Martin (1983) and by Whitesell and Barreto (1988} estimate -
- the misallocation of capital and labor among the sectors of the Soviet economy, which also
- adopted the heavy-industry-oriented development strategy. Desai and Martin find losses from

misallocation in the range of 3 to 10 percent— possibly up to 15 to 17 percent of the inputs =

- employed in industry. Whitesell and Barreto find that in the early 1980s output gains
" egquivalent to 4 to 6 percent could have been achleved by a reallocation of capltal and labor
among the sectors of Soviet industry. :

2 The average annual rate of accumulation was raised from 24.2 .percent of national
. income in the first five year plan up to 33.0 percent and 33.2 percent in the fourth and fifth
~ five year plans. The average annual growth rate for national income dropped from 8.9 percent
" in the first five-year plan down to 5.5 percent and 6.1 percent in the fourth and fifth five-year
‘plans. As aresult. wages for state employees were held almost constant between the years :
1 952-1 978 :
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' enteg'pri'ses.13 Mqﬁ_aovef, managérs had norauthority'overk workers’ wage rates and bonuses.’
A —Wofker's paynr'leht' wés not rélatéd to his ror Hér effdrt in ‘the 'enterprisre-rnor. to the
en t.,F ﬁ e’s profits.. The system of remuneration did httie to encourage motivation. Slmllarly,
- in the agricultural collectives, the farmworkefs iﬁcentive to work rwas low because the Iink
between effort and reward was weak.™ Losses due to this technical inefﬁcire'n,rr:yr mean that
~ actual producﬁdr{ will 'Iocrate on éome poiﬁt inside th'é, production pdssibiiify froﬁtiér, sﬁch as

point B in Figure 3.

li. ANALYTICAL REVIEW OF CHINA'S ECONOMIC REFORMS

' As Perkins (1988 p. 601) has pointed out, "It is unlikely that China's leaders had a
wﬁrked—but blueprint in mind theh fhey set out to reform the ecbnomic SﬁQCture;'; Yét, in .
retrosbe'ct, it is evident that Chiﬁa’s iefgrrns followed é Iogiéal proceséwhich cah be-predicted- |
. frorﬁ our theoretical model. The, tripartite écbnbfnié structure — fhe'disfoned macro-p.olicy
renvironment',, the- plaﬁﬁed -allocation sys_iefn," -a-n_d thé puppetflike - 'micro-m-anaéemérit_. :
institutions — was a ccﬁséduence, of the adéptioﬁ ,6f a heavy industry oriented development -
strategy ina capital-scarce economy. The méin problemé witﬁ this rec_:dnomic structure were:
its low Iév_él bf efﬁciencf arising frdm strUC:t_Ural imbalances and inCentiQé problems. The

~ government had become aware of these problems well ber_fore, the laté 1970s. It had made

'3 Brada (1 989) estlmates that over—staffmg in Czechoslovakxan industry was as hlgh as
- 15 percent. :

' Lin {1992} estimates that losses due to low incentives in the agricultural collectnves.—

-~ were as much as 20 percent of total factor productivity. For a theoretical model of the

- monitoring problems regarding incentives in a collective farm, see Lin (1 989a).



. several attempts rtor addreés thé structural aspeét by drecentralizing the_.alrlocatirverm;eclr'iariism
from rhe centra| to-the Ior:a! governmént- HoQ\réver,'neitl'-\ér the ,administratfve natqre .or the
_ allocative mechanisrn nor 'tﬁe palicy envirorumerit nr)r the manar'gérialrsxr_lstEmr were in any way -
a!teredr.r Thus, these attempts failed to rectify the imbé_l'énbe and did not imbrove- economic
incentives. | | | |
| -Tﬁe goal of the 1978 reforms rrvas also to rectify rhe structurél im_baiénc'es and rmprove
V'IVihc'entives. What set these reforms apart frqm previous attempts Wére the new policies which
' Qrantéd a degree of autonomy to marlagement in the state ernterprises.r The purposé of these
r:hahges was tdirnbrofgwork in'ce'nti\resr by allowing the managers td_ prorvider arcloser lirrk

between workers’ efforts and their rewards. This shift represented only a small fissure in the

--total structure. Nonetheless, ‘once a crack was opened, it was pried further énd further apart S

and led to the eventual dismantiement of the traditienal,system.r

' "Reforms' in the Sﬂrsfem of Mir;ro-Manaqemént
, Thé initia] moti\ration fqr mahagerial reform wésr simbly to improve the uhreéhorxsfv’e
,qu_ality of the rmicrb-rnanagenrlentr system of trre'étate enterprises; SubSequerntly,: it ha#
ﬁroceeded’ through four stages. The firsr stége (1979-1 5_383) emphésized sevérai imprjrrént 7
7' expreriméntal'initiatives that were intended to enlarge entgrprise 'au'_conqmy and 10 expénd th'_ez ,
rolé of finrénci'al- irmcerntives'withir-l rhe traditional econorﬁic structure. These measures included -
V'introd'urctionr 6f prr)ﬁt retention for enrerprises and pérfbrhance-rel’ated bonuses f_r)r workers.
Théy also 'permitred, staté enterprises tor produCe: more than what trle state plan ma_ndatéd. _'
V'Furtherm'ore, the Venterpri:ses involvea in exportation 'wére allowed to retairl part 6f their -
rfroreign ex¢hénge earni'ngs for Lrse at their'own discreﬁqri.; | |

In the second stége {1984-1986), the émphasis Shiﬁed to formralizing"therrfrinancial -



ooligations dof the state enterprises to the govern.mentrand _exposing these enterprises to
mari:et intluences. In 197873, a tax -on protits repiaced profit,r'emittancesto ther_governrnent.-
A srear later,, the goirernmen_t ailoWed state enterprises to sell output in exee’ss of plan quotas_
at nregotiat'e'd prices and to _p’ian thei_r productionr accordingly, therebi} establishing a dual-track' ,
price system. | | | |
Dunng the third stage (1 987 1992) a contractual system was formailzed and wndely.

adopted It clanﬁed the authonty and responsrbrlrtles of enterpnse managers The last stage '
{1 993 present) attempted to introduce the modern corporate system to the state enterpnses-
~ At each stage of reform, government intervention_has been'redu'ced further, and the state
enterprises have gained increasing autonorny. | | |
V,The rnostirnportant changein the rnicro-management 'syst_e_m' was the replacement of
- collective fan'ning b.y a household-based systenfi, now known as the %household, re_sponsihility
system'. Unlike the enterprise rretorms, r.at the outsetthegovernment viras not seeking to
ehange farming institutions; Although it had been recognized in1 978 that solying managerial :
- probiems within the collective sy'stern was the .key to irnproving farr'ne'r incentives; the,ofﬁcialr :
position at that,tirne was still that jthe coilectii/e i:vas to rrem.ain therbasicr unit of agricuitural
production. - | | |

. A small number ofrcollectives began to try out the system ,ofr Ieasing a collective’s land 7
| ~and dividing-_the obligatory procurement quotas among individual households in the eolleetive.
'At first,,they did so secretly. Later'on, it was to be \ivith_the blessing of authorities. After the
f’ rst year these collectlves were already producmg vields far larger than those of other teams.
' The central authont:es conceded the exrstence of this new. form of farmmg, but officially
) restricted it to poor agricultural regions {mainly hilly or mountainous areas) and'to the poorer

callectives whose members no longer supported them. This restriction was ignored in most
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: reoions.. Produetion perfor_mance improvedraoidly after a collective ,.adopt-ed the new system,r B
o regardless it Vitwas a wealthier team or a poorer one. .

Full OffIClal recognition of the household responsnblhty system as a umversallyr' '
acceptable mode of farrmng was eventually glven in late 1981 exactly two years after the
-inttia_l price increases._By that time, 45 percent of the collec_tives in Ch_ina had already been_'
dismantied and replaced by moredecentralized units. By'the end'rof 198.3,'93-percentr of the' ,
7 agncultural collect:ves in Chma had adopted the new system. o . | | |
When the household svstem flrst appeared the duratlon of the standard Iand lease was
| * from one to three years. Because short' leases reduced farmerrinoentive to invest in Iandrr' '
improvement, in 1984 leasing contracts tvere Iengthenedand allowe_d_to extend up to 115_7
years. o | | | o |

The reform of the mioro-management system has achieved its intended,goai of
improving technical efficiency. Linr(1.9927) estimates that almost half rofthe-é.lrzr.zrperoent:
growth of outputrr'n _the 'cropping sector in the period ftom 1978'to 1984 VWas driven by i |
| productlv:ty changes dlrectly Imked 10 reform Further, almost all of the growth in product:vnty o
was attributable to the changes resultmg from the mtroductlon of the household system.

Productlon functlon estxmates in several studles have found that the increase in
enterprise autdnomy has also spawned productmty increases in the state enterprises (Chen'r
et 2l. 1988; Gordon and Li 1989; Dollar 1990; Jefferson et al. 1992; Groves et al. 1992).
' HoWever, the increase in enterprise autonomyri'n the conteﬁ of a distorted 'polioy environment
intrited discretionary behavior,from manaoers,and -workerst As expec_ted,the proffts of the
,state entemrrses d'ecline'd. The goyernment's— subsidies had inoreased a:long,r with the -
'imp'rmier'nent in-prodoctivit_y, due 10 more raoid'increases in Vwages and fringe benefits (Fan

o and Schafferj 991 ). Yet, once fuller autonomyf had been extended to theent_erprises, itwas -
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politically costly to revoke it. Since the profits of state enterprises were declining, the .
- government’s hand wasrforced.' The authorities finally further increased the autonomy of the

- enterprises in the hope that they wo—uld' become financially independent.

: -'Resource Allocation 'Svst.e'm Reform :
i r_'l'he increase inenterprise autonomy, created pressuresr to relaxthe system of planned
Vdistrirbut'i'on. Once the state enterprises were allowed to prodUce outside the pararneters of 7
the mandat_ory plans; they needed both to obtain additional inputs and to sell theireectra :
.outputs. Under pressure from them,— material supplies were pro'gressively de-linked 'from 'the
' plan and reta:l commerce was gradually deregulated At the begmnlng, certaln key inputs
: remalned under state control Little by little,, the number of regulated |tems was reduced.: :
VThen, at the end of 1984 centrallzed credrt ratlonmg was delegated to local banks. |
An unexpected effect of the relaxatlon of the resource allocatlon system was the rapncl -
growth of non-state enterpnses, especnally the townshlp and vnllage enterpnses (TVE) Rural |
| industry had existed smce_ 1971 as a dlrect result of the government’ srdecrslon to mechanize
g agriculture and to develop: rural processing industries to in _Order to finance_the mechanization.'
ln 1978 th_e output,of l',VEs consisted of_7.2, percent pf the total value of industrial output m
, China; However, prior to the reforrns; the 'growth of TVEs was seve_rely const_rained by
limited access to credit, raw materials and markets. | |
The reforms createdtwo'favorable conditions for the rapid expansion of TVEs The
' IV new stream of surplus created by the household system retorm provided a resource base for :
new activities. The relaxatiOn pf the rigidlyplanned allocatiOn system opened up accessto key
raw matenals and markets. Dunng the penod 1981- 1991 the number of TVEs employment, -

and the value of total output grew at average annual rates of 26 6 percent ‘l ‘l 2 percent and .
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29 6 percent respectively The value of total output for TVEs grew annually at a rate triple i '
that for state firms during the same penod In 1 992 TVEs output accounted for 32 3 percent
~of the total output in Chma. By then_, the share of lndustnal output'by non-stateenterpnses

had increased from 22 percent in 1978 to 52 percent.

The rapid entry into theeconomy of non-state enterpri_ses produced effects on the o

reform :process that were not anticipated. Firstof all, non-state_ enterprises were 'closely'
connected to markets. Exnstrng outsnde the controlled system of productlon, they had to' :
obtam raw materials and energy from compet!tlve markets Thelr products could be sold only :
,' in markets. Budget constralnts were severe, which meant thatthey could not survive wnthout
,efflcient management. Thelr employees did not enjoy an iron rice bowl“ or'guaranteed'-' '
llfetime posmon. ina non-state enterpnse it was possuble to be flred As a result the non- - o
: .state enterprises were more producti_ve than the state enterprises. The compari’son, of gro_wth
; rates in output and total factor productivity between the state and collectiye sectors in 'l'abl-e';- -

4 demonstrates this. The dynamism of non-state enterprises exerted pressure on the state,

enterpnses and tnggered the state s declsron to delegate more autonomy to. the latter The,

7 replacement of pl’Oflt remittances . by ‘a proflt tax the establlshment of the contract ,
responsibility system, and'the introductioncf the modern corporate system were all responses_ -
to cornpet_itiye pressures. - | | |

S_econdly, the development of non-state enterprises significantly rectiﬁed- the
| misallocation ot 'reSources; In most cases, non;state enterprises had to pay market prices for

Vtheirinputs, and their products were sold at market prices.' Price signals ,inducedrthem' to

adopt mor_e labor-intensive technologies and to concentrate on small industries which are more
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Iabor-intensive.‘5 In this way,'the industria] structure of non-state ent'erpriseseligned itself
more closely wuth Chlna s regional and even mternatlonal comparatlve advantages The entry :

of TVEs a[lev:ated the. structural |mbalances that had been caused by a development strategy -

| VfocL|ssed on heaVy industry.

L _Table 4: Growth Hate of Output and Total Factor Productmty

1980 88 - '1980 84 . 1984-88
State Sector o o : S
' Qutput - ] _ - 8.49 - 6.77 .. 1l0.22
TFP - - , 2.40 o 1.80 - - 3.01
Collective Sector . o -
Output S © 16.94 - 14.03 19.86
TFP , 4.53 .~ '3.45 - '5.86

-Source. World ‘Bank (1992), Reform and Role of the Plan in the 19905,
Washington, D.C. ' . I

-I\'I;Ieero—ProIicy | Eﬁvironmental Reform 7 '

| ,' in the tradiﬁoﬁal economicrstrdeturre,, the'dietorfe-(i marcro-prolicy environme_ntrwars linked
'--most_ cibSely to the developmeﬁtstrategy. It had_ oh!y indirect effects on allocaﬁve and
technical efficiehcy. ﬁefor’m of macro—ppliciee yvas, the maost sluggish element ih the sysfem. '
Later, we will argue that 'mest eeonorr*.licr pjrbblerr-'ns' -that ebpea;ed durihg the referme - fer'- .
- Vexample, the bbom-and-best 'c;ycle and t-he rampanf renrtrseekin-g — could be attributed to th e'

inconsistency between the distorted policy environment and the liberalized allocation and

15 For example, in 1986 the average industrial enterprise in China had 179.9 workers, and
the fixed investment per worker was 7510 yuan (China Industrial Economy Statistical Material
1987, p. 3). Whereas the average TVE in the same year had 28.9 workers, and the fixed

- investment per worker was 1709 yuan (Statlstlcal yearbook of Chma 1987, p. 205)
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enterprise svstem.f The Chinese government now faces a dilemma: Should it, make the .

- -macro-policy envrronment consrstent wrth the Iiberalized micro management and resource, -

' VVaHOCatIOn systems? Or ShOUld it re- centralize its systems of production and distribution |n'
order,to maintain the internal consistency of.the traditional economic structure? |

'Depriving employees in state enterprises of autonomy that they have reliShed wrll '
arouse_ resistance. A return to the traditional 'economic' structure vvould'- also me-an 'the
) 'reappearance' of’ economic stagnation.fThus, no matter.hovv reluctant the government hasv
been to acknowledge the d:mmutron of the all-powerful state the only susta:nable choice 7 :
- remaming has been to reform the macro-policy envrronment in order 1o alrgn it wrth the new, '
-reformed systems of'alloCation and micro~management.,

:The'changes in themacro-policy environment started in thecommodi_ty price systemg
- After the introduction of profit retention,' state enterprises wereallovved to_ produce outside
the' mandatory plan. The enterprises first used-ran- inforrnal barter system to -obtain'the inputs :
necessary for. thelr surplus productlon and to sell the extra products at premlum pnces In;
. 1084 the. government introduced a dual-track pnce system, which a[lowed state enterpnses '

to sell' output in excess of plan quotas at market prices and to plan their output according[y. '

" The dual-track price system vvas-designed to permit market pressuresto makemarginal'
decisions, while retaining a measure of state control over material allocation. By 1988 only
' 36 percent of retail sales were still made at plan prices._ State _enterprises obtained 60 percent
of their inputs and sold 60 percent of their outputs at rnarket prices {Zou 1 99?);

: The second major change in the macro'—envir_onment occurred in Vforeign exchange,rate ,
'policv.. In the'years 1979-80, th-e otficial exchange rate ‘was r0ughly 1'7 5 yuan per 'US:dollar.

‘This rate could not cover the costs of exports, since the average cost of earning one US dollar

was around 2.5 yuan. A dual rate system was adopted at the beginning of 1981 .'Commodity N



trade was settled at the internal rate of 2.8 yuan per dollar; _,theofficial ratelofl ,53 yuan per .
| dollar continued 10 apply 1o non-commodity tr_ansactions. After 1 985,_the yuan was gradually
devalued. - | -- o
: VAdditionaIly, the proportion of retained foreign exchange.'whichwas ,intrdduc ~d rn
-1-97-9, was gradually-raised. Enterprises wereallowed-.to swap their ,foreign, exchange_
'entitlements with each other through the Banl{ of China at'rates abdve the official exchange
'rate; VRestrictions on trading foreign exchange were further relaxed 'with the establishment of, -
' forelgn exchange adjustment center in Shenzhen in 1985 where enterpnses could trade
foreign exchange at negotiated rates. By the late 19805 srmilar centers had been establlshed )
_'rn most provrnces of China and more than 80 percent of the foreign exchange earnings was :
, traded ln them (Sung 1993) The cltmax of forelgn exchange rate pollcy reform was the
establlshment of a managed floatmg system and unif:cation of the dual rate system as of 7 ,7
 January 1, 1994, | | |
Interest rate pollcy is the least affected area of the traditlonal macro-pollcy': o

_envrronment. Under the heavy mdustry oriented develapment strategy, the interest rate was

kept artn‘ic:ally Iow to facrlrtate the expansnon of caprtal—mtensnve industnes Afterthe reforms .

. startedin 1 979, the.government- was forced several times to raise both the Ioan rates and_the
7 savings rates. '® Still, throughout the reform process, 'both: actiye,and passiveinterest ratesi-
7 were maintained at levelsfarhelow the opportunity cost of capital; | | |
o In late 1993 the goyernment announced-a planto establish a development bank with

the function of financing fong-term projects at subsidized rates and to turn the existing banks

'8 To stop runs on banks, savings rates were indexed to inflation rates in October 1988.
The policy was revoked three years later. In May 1993, the interest rate for a one-year time -

~deposit was 9.18 percent.. For a one-to-three-year basic investment loan, it was 10.80
- ‘percent (China Statistics Yearbook 1993, pp. 670-71). However the market rate for a
- commercral loan was between 15 and 25 percent -



into commercial banks. This reform is expected torrtake at .I'east three to five yeér#_. Itis
uhclear whether éﬁerwards, the intereSf raté v;n'll b;- regh_lated or whether it will Be detrerrmriné'd ,
by 'th'é markét; The biases of Vther heavy induStry oriented developmeﬁt rsfratégy ake deépiy
rooted in the minds of China’s political leaders. To acée!erater the de'\;veldpment' of
' , cé;ﬁital—ihtehsiﬁerindustn-/ in a capital-scarce éCoﬁémy, ar'disr-td,rted mécro-’policy envirr_onmér;t'
- at the very !east',rin the form of a low interest-ratepdlicy- is essenﬁai.' If |s r!ikel'y thajt
: administfative intervéntions in fhe ﬁnanéiél mal;ket will linger for é'n'er:xte'nrded beri_cd of .tir-nrer.'
| rThere have bee_n several eéondmic :cronsequen'cés of thé lag between the Vchanges-, in
: ,t,her all_oc;ationr system aﬁd “in micro-management in._étitutidns, e_ihd rrh'acr_ro-bo_lirrzy" reform,
especiélly regarding the intere’St'fate. The first 6ne wés' the recurrence o_fabdom-and-bﬁst
' cyclé- Because the intereét raté' wés fnaint_ain_ed at an artiﬁcialiy- low lévei, _enterpriSés had
iﬁcen‘ci\ie'to o-btain more credits than the su,ﬁ:;ﬁly_ perrhitte_d, créating :unmét -demar'n-d. Befbre'
th,é reforms, the excess demand for credit was:sﬁ-pp'ress'ed by,festriéti;(e'cénn;al rétic;nihg-"The
delegation of credit approvixl éuthoriﬁ/ to,loca'l banks in :—;lutumn' of 17984 resulted iﬁ é,rapid .
exbansion of credfté,and cortesponding riée in-'investment. Aé a resﬁlt, fhé mraneyr sﬁhply ,
7 increaséd 49.7 percént in 1984 from its 198'3 level. This car .sed the irnrflati'onr'rrate to more
thah double, from less than 3 percent in prreviousr yéars to 8.8 prércrzen'-t in 1985 (see Figure 1j.
The gdvernnﬁéni's -étt-erﬁpt to lil:'ur.e,ll'alizcraT price confrois in 1988; furthe;; , afo'usrédr o
- expectations of highinﬂatrion.-rBec:ause fhe interest,rate'ron sav_ings waé not ,adjusted,rpanic
Ny buying and a small-scale run on barnk'sr qcﬁurred. Loans were maintained at the pre-determined.
Ievei. As ar Consequehf:e,'fhe' _mbney supﬁly ih’bréased 47 bercént in 1798,8 _andrth':e'ihfrlation c
‘rate r_eached 18 percent (s.eerFigure,',‘I )7. -
7 'Durrring' these -periods of high ,infiation;, the economy overhe-a'ted.r Bottlenecks in

rtransp'drt'a_tion, energy, and the supply-bf construction materials 'app_eared. Because the -
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govemmentrwaé reluctarjt.to increase the interest rate 'ésr a ,WaV of chécking i:he investment
,rrthrust; lt resorted to centralizedfationing of credits aﬁd raw materfalrsrrahd direct icc;ntrolrof
: iﬁvestment projects. In other wdrdé, it réturnéd -to a x;no're dis.ciplin_ed,sy'stermr of planned
-allocation. Rationfng'and confrols gaQe pfiority 'prosition'r to _the State- sectbrs. Inflationary
pre#sgre was reduced, bht ‘a bust followed. |

As we saw earlier, 'élthough the ;eforms in the 'micro-managerhent system impfévéd
r-the pi'qdubtivity of the,state sector, its deficits also rose oﬁ acrcrtount of greater dis#fetiohaw, -
behavior of the pért of managers and workers in state ehterpl_'i_ses.r Fiscal inconﬁe increasiﬁgl-y
~ depended on the non state sectors. During the Bus't_'p'eriod, the QréWth rates of these sectors
declined because their -acéesé to crre'di'ts and raw ,r"naterrials'was:restrit':ted by the'austerityr :
i)rogram. Such a Vsléwd'own in 'the growth rate bgcamé unbearrrabler ﬁscal!y. Tﬁe state was
_ foréed o loosen the controls on credits and the supply of rrnatre'rials;,'which pennitted the 'rrlon,—
: sfaté sectors torexpand'. Another'-boom fbllowed-, So did rhore conflict betweenrtﬁe poligyr
environment and the liberalized -allo;:atioﬁ and micro-nrzérnagemrent sVstém§.

A second consequence of the'inten_'lal inconsistency in the economic s'trruc'turé was
rampérﬁ rent-seekihg. Aft.err_rt'he réforms, a 'r,nrarrket price exist'ed,,h_agally or illégally,’ aiﬁng side
, thé set pr_icé for almost every kind of iriputl'and comm’bdity that the stzi_te con-troll-ed.-The.

difference between the market price rar_'ad the planned brice was eéonomié_ rent. Estimates of
rent-seekirg from the controlied cqmmodity pricés,'interest énd exchange'fates Vstrartre_d' at 2'007
r-bil]io'n yuan, about 21.5 percent of the national incorﬁe- _In 1992, fhé economic rent from bahk
loans alone reached 220 biliion yuan (Hu 1994)." | |

Non-state enterprises as well as the ‘autonomous state enterprises certainly had

_ 7 The total credit of the state banks was 2,161.6 billion yuanr {US$ 248.5 hillion ét the
'swap market exchange rate). The difference between the official interest rate and the market
- rate was about 10 percent. The rents from bank loans 'a_IOne were as high as 216 billion y(xan; ,
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incentives 1o seex rernts thrqugh bribes'end othe;'nﬁéasunfes to the 'siate allocaﬁon ageneiesr.'r |
It has been reported th_at u_nder "eompetitidn“, the state enterprises'ih the heaQy indusfriesé o
whit:h had priority in obteining Iow-bﬁced Eesedrces - also needed te paf pfemiﬁms to 'b-a-nks:-
and oiher ailocat-ion agencies in order to secure loane andrr'nat'erial_s earmaﬁced for fhem_, qf '
to obtain 'themr prorﬁptly.

Because of rent-seeking, stafe ente'rprises Were eften unable to obtain the credits and
materials prpm'fsed ih'the-plans. Reht—seekingrals,o- caused wideseread public resentment and
| 5ecame a source of r,secial instability. Te guarantee the survival of the_,state enterpriees aed
10 cxrxrbrsocia]‘resentment, th;xe goverhment aﬁemeted 1o -re4instiiute tight_ controls en tl'_\e'
,'alleca't_ion systém inthe austerity prograrﬁs of 1 9867 aed 1 988.. Thes_'e centfols, were relaxed
later on te' eermi; the _growth bf ther ndn-state eectors. Er){:ceptr for the ihterest' _rate_, -

administrative cbﬁtrols' on the prices of :rrriostrmaterials and cor'tjmddities_,' have now been

~ removed.
Ill. COMPARISON OF APPROACHES TO REFORM
‘There has been much discussion of the reasons why China’s reforms have been more -

suceessful-than those in Eastern Europe and the former Soviet Union (Chen et al. 1992; Qian s

"and Xu 1993; Harrold 1992; McMillan and Naughton 1982; Gelb et al. 1993; McKinnon

1993). Other'than the desirability of gradualism, studies have emphésized China’s initial =~

‘structure (its large agricultural sector) and the fact that its economy is decentralized'_by _re'gioh_. o
If China’s success was mainly the resuit of initial conditions which are unique to China, then

it holds no general implications for other economies where initial conditions may be different
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{Sachs and Woo, 1993).
| , ) Our iﬁvestigéﬁon boints tora differrrent conclusrion. The economic prroblems inpre—reforr_n 7, :
- China should be common to -aII soci_alist economié's sin¢e they all adopted a similar econlomic'
'déveldpheht Strategy and bec;a‘use thef all ﬁave sirhilér m’a’cro-pbrlic,y env,ironment#, plannedr
,arll'-orcation .systems ahc-i puppet-like startérenrtérrprises.r Empirigél e\rli,den,cfe shéws Ihét, as in
pre-reform China, -Eérs_ternr Européan., énd _Séviet S -orver-i'n,dustrialized w:th
réigéhtic state enterprises; théir service sectors énd light_ industrieswere_underde&elobed and o
employee incentives were low (Newbery 1 993; Brada and King, 1991; Sachs and Woo, - 993). |
Fpr an- éébndmy with a givén rst;.ack of rgsoﬁrcéé, thé pdi_nt of Qreatest éfﬁciencs/fn ther o
produciidn pian is pdiht E Hdwever, under a heaW' industr{/ trJrie'rited ,deveiopment- strategy,.
| fh’e actual production point is B, aﬁ illu#tfatgd in Figurt: 3. ".Shp,t-:k tﬁefﬁpy'" anéhp;s -fp r-ef'o'rmr
'Vthre e:c-c:norrﬁé_sfrdcmre' s0 tﬁét thre,gr;iven stock of resoufces Caﬁ be utilized morer efficieﬁtly. -
Diaé;érﬁmatically, th_e reforms attempt t(r): fnove prodqctiqn fiqm point B to point 7 E.
. Stabilization, liberalization and privétization are necessary qonditfons for ach'iéving this goalr.'_': -
fh’i# is because to induce écbhdmic agents td m’évé ﬁom point B to point E voluntaril'y,rthe,
agents: '(1}7' mus_i expect that tﬁé ecﬁdnomﬁv&ill remain 5tablé; {2} hgedr to 'h"avé correct
felative;p'rice signals; and 7(3_) should have the incenﬁves to reSponrdrto the pr-ice signals. The
pfeécript_ibn qf stabiliié;ion, price Iriberalizétiqn and Vpr'iyatiiartion fs interhally conéistent'. This '
~‘schemeis equivalent to the replacemem of the whdle traditional economic structuré as -show'n '7
in Figure 2. | | |
i the kéforms were free of transaction costs, "shock therapy” unid enable the
' ecbnomyftd jump frc_)'m point B directly to point E. This movement is traced rtr)y t'herdro_ﬁéd liné
. in Figure 4A. Howevgf, so'n'rz'é fixed 'equipmeht in hgévy in&ustries caﬁndt be ,Vu:se'd fbr_

production in light industries; for other equipment, modifications are required for new uses



7 31
(Brada and King, 1991). Workers in heav_y industry also need 'retraining hefore they canrbe _
assigned to nevr/jobs. Moreover, ,thré, eetablishment of newrnarket institutions tekes time and -
resoUrces (Murrel and Wang, 1 993;7 Lin 1989b),. Therefor'e, during the initial stage of reforms,
an increase in light industry cannot comoensat’efor tne decline in heavy indoetﬁ. Trhus_,' '
| insteadrof moving directly from:pointB to point E. the ecoho’my' moves first frorn B tor: bef_o.re, :
reaching E The resultmg path of growth in GNP is a J- curve, as shown in Fgure 4B.

How Iarge the declme in GNP will be and how long it w1ll take before the arrival of
recovery can'only be determined empirioall\-(. The experiences of Eastern VEurope and 'the
former Soviet Union_ (quantiﬁ_ed in Table 1) s.uggest that the declinecan oOnsum'e_ more tha:n
7 50 percent of GVNP and that it will take several years before the arrival of a turning,point. A
: QOVernment.ie certain 10 confror\ta legitrmacy crieis when the ehon—terrn resulta of refonn a_re o
simuftaneously so dramatic ,and so neoat_ive_r{Dewatrioont and Roland, 1992). The le:adershibr _
'rnayr not be able to hold onto a consensus concerning the rcourse of further_ reform_e,. and{
'political instability is likely to fo_llow. Instead ofa J-c'urve,rthe result of "shock therapyf; Vmary'
 form a huge L-crurve.' o |

| When China started its,reforrns in the late 1‘977'05, the political-rleadership did 'not:
'questlon the feasrblhty or des:rablhty of the *radltlonal economic structure Its mtentlon was
, srmply to :mprove lncentlves |n the state enterpnses and collective farms by grvmg agents ar
degree of autonomy 50 that a closer |1nk between mdwndual effort and personal reward could ;
: be est'ibhshed The attempt was to move from point B to point A in Figure 5A

More autonomy on the mrcro Ievel represented only a modest alteratron in the
tr_ad'rtional _economic 'structure, yet it had far-reaching c_:dnsequenc_es. _The_ unanticirpated .
results of the m'icro-rnanagement reforrns are that the aotonomous entrepreneurs, V\_Iho_ are B

- driven by profit motivation, allocated the new flow of resources under their control to the '
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| Figure 4: The _Bigr Bang.Reforrm
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'_ more profitable sruppre_ssed'sector's. |
. - Since the planned allocation system 'ano dis'torted rnacroépolicy en\rironment -were
: 'Vpreser'ved, the state _retainedcontrol over the earlier flovy" of resources and guaranteed 'that =
these yvoqu be allocated to the priority Sectors. In our diagran1, the econom-y 'foilows a.
dynamic path from ,point,A to a point Vc!ose to G fnstead of toH (see ngure 5A). Throughout
- rthe refor_m procees, the economy enjoyed 'continuousr ' grotNth; as shown in Figure SB;.,
: Moreover, as theeconomy grew, the propOrtion of resources that'yvae allocated according to
 the planned pnces became mcreasmgly smailer. By the time the pnce for a commodlty vyas
liberalized, the shock was much smaller than the gap between ‘the market pnce and plan pnce '
'vrvould have_s’uggested.”? | |
if the above description is a rearsonabie anaiysis of therreason -why China was ahle to
enjoy continuous ecOnornic growth dur'ingr the reform proce’ss,. wecan expect t-he'following._f -
lrst the expansuon of the suppressed sectors does not result ln a dechne in the- pnonty
' sectors because it is suppor‘ed by a new ﬂow of resources. Secono the economy shouldr '
 reach a -htgher rate of economic growth than the pre-reform rate because the new ﬂowrof
_ resourceshas been allocated to the more efﬁc.ient s'rectors. | |
| Both aesertions are confirmed 'byrthe ernpriricr:ai evidence; Tabie 5 ehowe' the 'numrberr
“of workers in each_sector of the economy from 1978 to 1992. These nur’nb_ers: increased.
: throughout the wholeperiod. _except for agricultural._labor- |n 1984 and in 1992. _E\}en in th-ose
‘two years, the agricultural Iebor force dec[ined less than one percent. The increase |n -

employment in the agricultural and non-agricultural sectors was supported by the new

'8 The official exchange rate was 5.7 yuan for 1 US dollar. The swap market rate was 8 7
yuan ‘for 1 US dollar when the exchange rate in China was unified with the market swap rate
at the beginning of 1994. However, the shock of unification was not large since beforehand -

“about 80 percent of foreign exchange had already been traded in the swap markets.
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'7 Vzladditrional Iabdr' force.

fhus, the r,abid growth of'rgral iﬁduétries and other sectors of tﬁer ec.onomyr was not h
Vbrecaus-e--orf the transfér of Workérs frofn the Vrstate séc’t’ors:tro thé non state sectrors'.r Ndr was ]
i -the.rapid eponomic growth dué t'or the transfer of labor from thelowproductivity agficUIturé _
N to higher producfivity induétries, a$ claimed by Sachs and Woo (1993). Tab_!e"-G rerporr,tsr the ,
Qrthh rétes in national: inéofne ln selectéd #ectors. As e,xpected',r the rannuarl grov_vthrate in
each sectbt. accéjlerated.rln 'add'i‘rcior:l,,the state indusﬁiél ée?:t_oh had 3 positive éroﬁh'rate,

* though below that which it enjoyed prior to reform. This is also anticipated by 6(_1; .mode_l-'



Table 5: Labor Force in Selective Sectors -
' ’ {unit=milliocn)

Year Agriculture Industrv - Construction Transportation Commerce
' ' State - Non-state ] S - '
1578 283.73 31.39 29.52 8.79 " 7.35. ~ 11.55 .
197  286.%2 32.08 30.%0 . - 9.43 - . 7.65 - 12.48
1280 291.81 33.34 ~33.80 ©10.22 - . 7.87  13.81.
1981 298.36 31.88 34.87  10.58 . B.2% . 15.11
1982 - 309.17 - 35.82  3€.22  11.73 - © 8.50 - - 16.04
1983 312.09 36.32  37.65 13.14 - s.07 17.62 -
1984 309.27 36.6% 42.67 = 16.92 . 10.81 .. 20.36 -
1585 311.87 = 38.15 45.34 20.69 ‘12.22 .. - . 23.63
1986 313.11 - 39.55  50.25 - 22.71 . 13.05 24.85
1387 - 317.20 40.86 - 52.57 24.19 , - 13.73 . 26.55
1988 323.08 42.25 54.32 ©25.27 14.32 .. 28.29
1989 332.84 42.73 - 52.95 - = 24.44 S 14032 28.60
- 19%0 341.77  43.64 53.33 - 24.61 - 1la.89 - 29.37
1881 - 350.18 44.72 . 54.75 = 25.21 '15.15 - .- 31.00
11992 348.55 45.21.. 56.98 27.02 115.73 . 33.12

Source: China Statistical YEarbook; 1993, p. 28. and p.107

Table 6: Index and Growth Rate of National Inéorhe in Selective Sectors

- Year Total Agriculture _Industrv” —~ Construction Transportation Commerce

Total State’

Index (1952=100)

1952 100.0 100.0 100.0 100.0 ~ 100.0 100.0 100.0

1978 453.4 161.2 - 1438.9 - 33&85.3 £73.5 ' 546.9 - 296.4

1992 1473.2777332.9 . 7011.2 o $825.7 2455.0" B 1l888.5 749.2

Average Ann:al Growth Rate (percant) ' 7 '
5 . 6.9 6.
0 | .

8
10.9 2

m b

1952-78  6.0° 1.9  10.8 1
1975-92 8.8 5.3 13.2

SOuicei China Statistical Yearbock, 1993, p. 34 and p.rei3;

Note: *Gross value of industrial output measured at constant prices.
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IV. CONCLUDING REMARKS

Although Chihese leaders did not have a detailed 'blue;':riht'in 'min'd when they initiated - -

tﬁe proceéé'of refdrm,rthe diécussion_in this _p'aprer .s'ugges'ts thatVChiné,’s r’eformé haﬂre,’
féllow-edr a path which can be éxplain'ed b’ﬂ( the theory of indUcéd institt_itiénal ihnovaﬁon _(L.in'r
o 7 1989b-,Nort_h 1990). The traditiqnél economic structure was 'itseif a product of iristitutioha'l '
rinnovét'ionr iinked toa development sﬁategy emphasizing heavy i-ndrustrfy.r,Thi-s' earlier structure _
was a-vehi_cle_fc-)r nﬂobilizinfg resources to build up priority sectors. HoWeve_r,’_,i_tsr economic
efﬁcienéy 'was low. | -

_Oncefhe _int_egrityrof the,trrg'diti'onalreconomic rstrurcture,rwas'cdmbrdmiéed_ byr ihé
introdu;t;ibn of eﬁterpriée_ autonomy, results playihg oufc- oiie': a numbek.ef yearé forced the
) _ reﬁlatement ¢f the vadiﬁonél st_rUcfure'with é'more,efficieht market s.1:ru¢ture. In'the process,
7 the .efﬁc,ier-lc'y of s_tate_enterpriéés was improved as they became mdre :_.autonomoijs and
started :to confront CQmpetitibnrfrom thernon-rstat,e éeétors. Thé"dynam'is-m of the ef:bndm\-i '
6ﬁgiha1:éd in thé swift entry of Vhevrv, small nonfstaté'éntem(ises; The older pIanﬁed aliocétion '
: systef'n and distorted mapro-policf énfiroﬁfhent Vrgraduélly beqam'e unshstainabie and _v_ireré
_discarded in the faée of éhallenggs from Vnon-rstaterén'terprises as weil as from thé aufon_omous :
- state _enter;ﬁriseé_. ) |

Duﬁng the réfdfm process, tﬁe stéte, the'enté.rpriSes and the hop_ulation have had
sdfﬁé:ie nt ﬁme' to make adjustnienfs to the new mafkéi structure. The majority behefits from
.',thé reforms because the economy ﬁa'srmaintairrled strong growth throUghpUt'thé:_whcr;ler )
 process. | : -
~ The 'f'birg Vbaljg" apprdach' in Eastérn Europe aﬁd fhe former Soviet Union also éttempts

" to replace an inefficient structure with a more efficient market structure. Privatély-owned:



smrall" firms emerged irnmediately' aﬁer the Iiftlng of the 'banl on private renterprise. 'l'he
privatizati_on of medi;um and Ia'rge-scale'state enterprises has beenprolongr]ed andis prooee_ding |
rslowly (Murrel arndVWan‘o, 1993# Wang 1 993). rThis rnlx of orivate ancl state-owned e_nterprise ,
s in fact similar 10 what happened m China al‘tergraclual reform; How-ever,_ Cni_na’s approacrh'
did not disrupt production'in the'state sectors. Th_us, its gradualism achieved the same
positive'effeots as the l'big bang” approach, but was abie fo avoid ltsrcosts.lf fcransaof[ion
oosts and the path-dependence of institutional changes Va'retaken into account, it oan be
argued that China's gradual approach is both theoretlcally and empirically superior to.tne "big o
bang approach | | N
- Until now, most of the elements in Chlna S reform process were not exphcntly. des:gned' '
- in advance of their 1mp|ementat|on Rather, they were induced. However the expenence of ., '
Chma [] reforms may provxde a useful lesson for desngnmg refonn pohcues in other economles
in which a heavyr industr\r oriented,strategy has been adopted under, ,oapital-scarce'
conditions."® Certainllr, because the stage of development, the endowment strx._ucture,, the'
'Vpolit-ic'al syrste'm,r and ‘the cultural heritage are diﬁerent from one coonfry— to another, the
V'.s'.peciﬁo deslgn and seqoence of reforms in an economy shouldr be "'induced" rather Vt'hanr
_"imoo-sed.’l With this ca\rl-eattin mind, -in addition to the general advicerof' maintalnring'-,
economic and politlcal-stability, fhe'followin'g lessons-may’ be nseful for a goyernment with .

an economy having an economic structure similar to that of pre-reform China:

- ' In essence, a strategy emphasizing heavy industry is one that attempts rapid

development. The government allows the distortion of the macro-policy environment in order . =

to facilitate the advance of some industries that exceed the stage of development dictated by
the comparative. advantages of the economy’s resource structure. The 1mport-substn:unon
strategy wndely adopted in Latin Amenca is another example of this same rapld development

: s..rategy.
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1. Grant autonomy to the 'rnicro'-mahagémént units whi’crh will iﬁuprpve the incentive:
: stfucture and. creafe a_new flow -of resources. 7 A
2 “Allow autoﬁdmous 'énterprises to allocate this new flow of résoUrch 'fo the's,upp-r.t_assed
: sectors while maintainihg Vpriorrrl%ty sébtors.
3. Reform Qraqually a,'distorrrtred policryr ell'wironm'ent and planned ,allocatioq systemin drder'

~ to make them consistent with newly-autoriomous enterprises

2 The opportumty cost for workers to move from the state—sectors to the non-state 7 :

- .sectors may be higher in Eastern Europe and the former Soviet Union (EE/FSU) than in China.

The reason for this is that the subsidies to workers were higher and the economies were more
decentralized in EE/FSU than in China, as Sachs and Woo {1993) and Qian and Xu (1993}
have correctly emphasized. However, higher opportunity cost is not a sufficient condition for -
" nullifying the applicability of the Chinese approach In China the differences between the
state-regulated prices and those of the market were generally less than 30 percent (and at-
 maost 100 percent) before the reforms. The differences for many commodities in EE/FSU often
- reached as much as 10 times. Therefore, the expected costs for a worker to move from the -

~ state-sector to the non state sector will be much higher in EE/FSU than in China. The
- “existence of a large secondary economy in EE/FSU before the reforms suggests thatresources-

-would have quickly flown into the suppressed sectors if the activities had been legalized.
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