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Lessons of China’s Transition from a Planned Economy to a Market Economy
[. INTRODUCTION

One of the most important events in the modern economic history sothaist countries’
transition from the Soviet-type planned economy to a market econantipngtin the last two
decades of the 30Century. China’s experience of transition has produced many ifmerest
contrasts to the experiences of transition in Eastern Europe @mdef Soviet Union
(EEFSU). When the transition started in EEFSU, most economists in théawasted a big
bang approach, which included stabilization, price liberalization, andtiggtian. They
considered these three reforms to be preconditions for a succeasfitidn to a market
economy and attempted to complete all these reforms simultan@wuslya short sequence
(Blanchard et al 1991, Gomulka 1989, Kahn and Richardson 1991, Lipton and Sachs 1990 ).
The big bang approach in essence is a version of the Washingtser@us, which is based
on the basic principles of neoclassical economics for a weltiumeg market economy and
was recommended by the IMF/World Bank for market-oriented refannike developing
countries(Kolodko 2001) The proponents of big bang approach expected the transition in
EEFSU to have a "J-curve" effect on economic growth; that is, ékpgcted the GDP in a
country that implemented the big bang approach to decline itiall to be followed by a
strong recovery in a short period of time. Most countries in EEl68tived this approach.
The big bang approach, nevertheless, has resulted in an unexpectedrsharolonged
decline in GDP with extraordinarily high inflation rates and aesideterioration of other
social indicators (World Bank 1996; 2002).

China has adopted an alternative gradual, evolutional approach to tlitotrasiace
the reform started at the end of 1978. This approach is piecemeial, recremental, often
experimental, and especially without large-scale privatiz&tibine Chinese approach is not
guided by a well-founded theory or followed a pre-determined bhie@ome economists
regard this approach to be fatally flawed and self-defedtimigile the big bang approach
theoretically perfect and feasible (Sachs 1993; Murphy, ShleifdrVashny 1992). In the
late 1980s, many observers predicted the reforms in China would lesdvteere, and its
experience provided a useful, negative lesson for the EEFSUY(@r{990, p. 194).
However, contrasting the economic collapse and social crisis HBEBEChina has become
the fastest growing country in the world ever since the transstarted. China has also
successfully controlled the inflation in an acceptable [&vel.

The success of China’s approach to transition so far has producechalenges to
conventional wisdom in economic theory (Chow 1997; Perkins 2002). This approach
violates almost all the basic propositions for a successful ian&om a planned economy
to a market economy that are identified by many economistsiagwihe former socialist

! The cumulative output decline in countries in @arind Southeastern Europe and the Baltics rea2h&86 and in
countries in the Commonwealth of Independent Sta@shed 50.5%. In 2000, Russia’s GDP was only &f #hat it had
been in 1990, while in 2000 the GDP of Poland kst performing countries in EEFSU, increased ddl$6, compared to
that in 1990 (World Bank 2002 ertainly the collapse of international trade duéhe demise of CMEA has also
contributed to the decline of GNP in these coustri¢owever, the big bang approach was undoubtedigjar
cause of these downfalls (Brada and King 1991; iCk2&4).

270 a large extent, the reform measures and sequetoged in Vietnam and Lao are very similar tesehof
China. There seems to be a common East Asian rmbtiansition.

% In the words of Vaclav Klaus, the former Financenser of Czechoslovakia and incumbent President of
Czech, "Partial reform in a distorted economy isseahan no reform." (quoted in Wiles 1990, p. 56)

* China’'sannual GDP growth rate reached 9.3% in 1979-200@r&as the inflation rate, measured by the
retailed price index, was 5.3% annually in the sperod.
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countries in the early phase of their transttidime success has puzzled many economists
(Nolan 1995). Some economists attribute the China’s success to thqueumitial
conditions, namely, a large agricultural labor force, low subsidies to ggapul a rather
decentralized economic system, and, large amount of rich overseaseC(idacerowicz
1994; Woo 1993; Sachs and Woo 1994 and 1997; Qian and Xu ®18@4drding to these
economists, China’s experience does not have general implicatiomgsbeChina’s initial
conditions are unique. However, other economists suggest that Chinagsssposes a
challenge to the wisdom of Washington Consensus which considerszatadnl market
liberalization, and privatization as necessary components to a siutdesnsition, and the
Chinese experience demonstrates the superiority of evolutiongesimental, and bottom-
up reforms over the comprehensive and top-down big bang approach (Cherl@32al.
Harrold 1992; Jefferson and Rawski 1995; McKinnon 1994; McMillan and Naughton 1992;
Murrell 1991, 1992; Perkins 1992; Rana 1995; Rawski 1995; Singh 1991).

When the transition started in EEFSU, the socialist ideologyp&alsrupted there. In
addition to the fact that there was no theory supporting a graditah of system (Aslund
1990, p. 37), a new ideology of capitalist triumphalism prevdilEderefore, the countries in
the EEFSU intended to have a rapid and comprehensive change andcekpgatep to a
market economy in a short period of tifhélowever, the studies on Poland and other
countries by the World Bank (1996 and 2002) show that stabilization andiibgoa can
be implemented quickly, privatization may take a number of yearscd¢onwlish, the
development of market supporting institutions, such as legal and fihagsiams, will take
years, even decad@sherefore, no matter what approach is adopted, the transition from a
centrally planned system to a market system in any countrycin Will necessary be a
gradual process. During the process of a gradual transitiongeftbetiveness of any
individual institutional arrangement cannot be ascertagnpdori because the function of an
individual institutional arrangement depends on the functions of othstitutional
arrangements in the institutional structure (Lin and Nugent 1995). Beemdrket system is
accepted as the final goal of transition and what makes a nsydtetn work are known to
the economists and policy makers, the goal and knowledge do not providgumighce for
a smooth transition. Therefore, it is desirable to have a betterstaaging about China’s

® The basic propositions, according to Nolan (1996481-2). include: 1) 'market socialism' cannotky@)
institutional reform cannot be successful unlessatis macroeconomic stability; 3) enterprisegrafits to
make profits will not produce socially desirabldanmes unless prices are determined by marketdp#je
economic progress will be greatly inhibited unl#sseconomy is fully integrated into the world ecoty; 5)
the pace of the transition from central planningdseto be rapid; 6) and democratic political ingitins are a
necessary condition of success with economic reform

® However, the initial conditions are not necessdalyhe net advantage of China's transition. Seeénsightful
discussion by Chang and Nolan (1995).

"The capitalist triumphalism, as defined by Wile84%, p. 48), is "Thatcherism plus optimism: i.e.n@@rism
plus privatization plus dogmatism, but also irresgible (i.e., not Thatcherie) versions of easy sas¢

8 The instruction to Jeffrey Sachs, when he waséavib advise the reform programs by Solidarity ézakip in
Poland in July 1989, reflected the general moodvé@s the outline that you see fit. But make firagram of
rapid and comprehensive change. And please, btadtitline with the words, 'With this program, Ralawill
jump to the market economy.' We want to move qyidilat is the only way that this will make sensetr
society, that it will make sense politically, ands we understand form experts--the only way it méke sense
economically as well." (Sachs 1993, p. 43-4).

° Even Jeffrey Sachs, the most famous proponentgdbding approach, changed his position on the spleed
privatization. In the 1991 World Bank Annual Corgiace on Development Economics, he proposed to
accelerate the privatization in Poland and arghat] btherwise, the entire process of transitionld:de stalled
for years to come (Sachs 1991). In his later wgiirhe only argues that the government of a tians#tconomy
to have a commitment to privatization (Sachs and \A@97).
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experiences, how China’s transitions could have been accompaniegitlyaral stable
economic growth, whether the Chinese approach has any geneealieskbns for other
economies in transition.

The transition in essence is a process of institutional changesttiasa of a plan
economy to those of a market economy. In the paper | will arguetlibaeconomic
institutions of the plan economy are endogenously shaped by the adoptieoroparative
advantage-defying heavy-industry-oriented development strategygapital scarce economy
(hereafter CAD strategy ). This strategy makes entaprin the priority sectors of CAD
strategy nonviable in an open, competitive market. Many institutdistdrtions in the plan
economy are required for protecting and subsidizing those nonviableresgerin the CAD
strategy. The shock therapy, which attempts to eliminate thegutimal distortions
simultaneously, causes economic collapse due to the fact thatrahgtibn approach
neglects the endogenous nature of those distortions. The gradual apprGadata achieves
dynamic growth because this approach continues to provide protections aidiesttbsthe
nonviable enterprises meanwhile allowing enterprises to entethiatpreviously suppressed
sectors, which are consistent with China’s comparative advantagescohmgetion of
China’s transition to a market economy, which requires the elimmat all institutional
distortions arising from the plan economy, depends on final resolutigratufity issue of
enterprises in the CAD strategy’s priority sectors.

The paper is organized as follows: In Section I, | will disdhsslogic origin of this
planned economic system. In section lll, | will provide a reviewhefprocess of reforms in
China. Some lessons from the Chinese experience are presentetian B It is followed
by some concluding remarks in Section V.

[I. DEVELOPMENT STRATEGY AND TRADITIONAL SOCIALIST ECONDMIC
SYSTEM

Due to the differences in the stage of development, agricutasea larger sector in
China than in EEFSU. Despite this difference, the nature and preldé the economic
system in China and in FSUEE were very similar (McKinnon 1995)y BHehad a Soviet-
type planning economic system before the transifidhis recognized that the Soviet-type
economy is a coherent whole with its own inherent logic, necessarganents, and natural
interaction of those components (Ericson 1991; Kornai 1992). Lin, Cai, af@DQ8) show
that the Soviet-type planning system was endogenous to the ch@c€AD strategy in a
capital-scarce economy.

I will first analyse the effect of a CAD strategy on thalution and economic rationality
of the Soviet-type planning system, using the Chinese caseeaample. China's pre-reform
economic system had three integrated components: (1) a distortemtpoécy environment
which featured artificially depressed interest rates, ovieredaexchange rates, low nominal
wage rates as well as low price levels for living netiessand raw materials; (2) a planned
allocation for credit, foreign exchange, and other materials; (@nha traditional micro-
management system of State-owned enterprises (hereaftej 8QEsollective agriculture.
These three components were endogenous to the choice of CAD sirateggpital-scarce
agrarian economy, although the specific institutional arrangementséha actually adopted

9 Even although Hungary and Poland had been expetimgemarket liberalization for over a decade befie
rush to liberalization after 1989, the broad owtirof their economies were still those of the Saviedel
(Lavigne 1995).



in China were also shaped by socialist ideology, the Chinese GoistniParty's experience
during the revolution, and the Chinese government's political capaditye relationship
between the development strategy and the economic structure is summarigeceid.fi

At the founding of the People's Republic in 1949, the Chinese governmeiteithfze
war-torn agrarian economy in which 89.4 percent of the population residedhirareas and
industry consisted of only 12.6 percent of the national income. At tina{ ta developed
heavy-industry sector was the symbol of the nation's power and eicoacimevement. Like
government leaders in India and in many other newly independent dexglopintries,
Chinese leaders certainly intended to accelerate the developimeeavy industries. After
China'’s involvement in the Korean War in 1950, with its resulting embargo and isotation f
Western nations, catching up to the industrialized powers further beaanecessity for
national security. In addition, the Soviet Union's outstanding recordtiohrauilding in the
1930s, in contrast to that of the Great Depression in Western neakadmies, provided the
Chinese leadership with both inspiration and experience for adopt§Da strategy for
accelerating China’s development. Therefore, after recoverorg Wartime destruction in
1953, the Chinese government set the development of heavy industties @sority. The
goal was to build, as rapidly as possible, the country's capagitpdoice capital goods and
militarlyz/ materials. This development strategy was shaped ghr@u series of Five-Year
Plans:

Heavy industries are capital-intensive. China was a cap#atec low-income,
agrarian economy in the 1950s. Therefore, the capital-intensive Ihedwstries were not
China’s comparative advantage at that time. The construction olg-imeustry project in a
developing country has three characteristics: 1) it requiresng Hestatiort? 2) most
equipment for a project, at least in the initial stage, need tmparted from more advanced
economies; and 3) each project requires a lump-sum investment. WheGhihese
government initiated this strategy in the early 1950s, the Chirems®my also had three
distinct characteristics: 1) the available capital wastédji and, consequently, the market
interest rate was high;2) foreign exchange was scarce and expensive because exportable
goods were limited and primarily consisted of low-price agricultpraducts; and 3) the
economic surplus was small and scattered to widespread householddfsgnms China’
nature of a densely-populated poor agrarian economy. Because the #maseettstics of
Chinese economy were mismatched with the three characteoftdseavy industry project,
Because the three characteristics of Chinese economy weneatciied with the three
characteristics of a heavy industry project, enterprises ipribaty sectors were not viable
in an open, competitive market (Lin 2003) and a spontaneous development taf- capi

1 perkins and Yusuf (1984, p. 4) noted that a unfgature of China's economic development under kscia
was the government's capacity to implement villeeyel programs nationwide through bureaucratic Racty
channels. Therefore, the Chinese government wastaliinpose certain institutional arrangementsh sscthe
collective farming system instead of the Sovietiesfarms, in the economy, deemed as importaiddniogy
or by economic rationality, which may not be fessin other economies (Perkins 1966).

2The Five-Year Plan was disrupted from 1963-65 pivéod immediately after the agricultural crisis1®b59-
1962. The first to the seventh Five-Year Plans edierespectively, the periods from 1952-57, 19881966-
70, 1971-75, 1975-80, 1981-85, and 1986-90.

3The construction of a light-industry project, siasha small textile factory, takes one or two yéarsomplete.
The construction of a large heavy-industry projacgeneral, takes a much longer time. For exanipl€hina
the average construction time for a metallurgy pia7 years, for a chemical plant is 5-6 years, fan a
machine-building plant is 3-4 year (Li and Zheng89, p. 170).

“Three percent per month was a normal interesimatee informal financial markets that existed efthe
adoption of the development strategy. It is eq@rato 36 percent per year.
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intensive industry in Chinese economy was impossibléerefore, a set of distorted macro-
policies was required for the development of heavy industry. At thatiag of the first
Five-Year Plan, the government instituted a policy of low interatds and over-valued
exchange rates to reduce both the costs of interest payments amgodfrig equipment®
Meanwhile, in order to secure enough funds for industrial expansion, & pbliow input
prices, including nominal wage rates for workémnd prices for raw materials, energy and
transportation, evolved alongside the adoption of this development strateggssumption
was that the low prices would enable the enterprises to quegits large enough to repay
the loans or to accumulate enough funds for reinvestment. If the edsrprere privately
owned, the State could not be sure that the private entrepreneuts reiowkest the policy-
created profits on the intended projetsTherefore, private enterprises were soon
nationalized® and new key enterprises were owned by the State to secureatéis Sontrol
over profits for reinvesting in heavy-industry projects. Meanwkalenake the low nominal-
wage policy feasible, the government had to provide urban residehtsnexpensive food
and other necessities, including housing, medical care, and clothindowheterest rates,
over-valued exchange rates, low nominal wage rates, and low forcemy materials and
living necessities constituted the basic macro policy environment of the CétBgst°

15 A spontaneous development of heavy industry wasasiple for several reasons. First, the high isterates
would make any project that requires a long gestainfeasible. For example, it takes on averagearsyin
China to complete the construction of a metallystant, as indicated in footnote 3. The market iggérate in
the early 1950s in China was about 30 percent @&r (2.5 percent per month). Suppose the funchioptoject
was borrowed at market rate and repayment was aféetethe completion of the project. The principatl
interest payment, calculated at a compound ratesgoh dollar borrowed at the first year of thejgecowould
be 6.27 dollars. It is obvious that no project wibloé profitable enough to shoulder such a highésteburden.
Second, since most equipment needed to be impfiaedadvanced countries, the limited supply of iigne
exchange again made the construction of heavy indegpensive under the market-determined exchzaige
Third, because the agricultural surplus was snmallstattered, it was difficult to mobilize enouginds for any
lump-sum project.

5 For example, the interest rate on bank loans wiasaily reduced from 30 percent per year to alfoust
percent per year. For a one-dollar fund borrowati@beginning of a 7 year project, the principal aterest
payment at the time that the project was compleimald be reduced from 6.27 dollars to 1.41 dollars.

" Despite the real GNP per capita had tripled betwl&&? and 1978, the nominal wage was kept almost
constant, increasing only 10.3 percent, duringstimae period_(China State Statistical Yearbook 1p8151).
However, because of in-kind subsidies, the realesag urban workers were not as low as the nomiages
suggested. Moreover, urban wage rates may dediamply if the restriction on the rural-urban migoatis
removed. For a more detailed discussion of the &tion of low nominal-wage policy, see Cheng (193#p.
8) and Wu (1965, chap. 4).

8 Even with all the above price distortions that litadie the heavy-industry development in China, tthve
period required by a heavy-industry project to dzaok the capital investment was, on average, abtwb
times longer than the period required by a liglluistry project (Li 1983, p. 37). Therefore, a grofiaximizing
private owner would have higher incentives to imes light-industry project.

¥ Under the New Democracy Policy, adopted by the Camist Party in the late 1940s, private enterpnges
supposed to coexist with State-owned enterprisearf@xtended period after the revolution. Howetre,
enterprises were soon nationalized after 1952 wineigovernment adopted the CAD STRATEGY. The attemp
to secure profits for the heavy-industry projects\the motivation for the government's change sitjom
toward private enterprises.

D Theoretically, the government could use subsidistead of distorting the price signals as a means t
facilitate the development of capital-intensive\heendustry in a capital-scarce economy. It carshewn that
the subsidy policy is more efficient economicaliam the policy of price distortion. However, wittetsubsidy
policy, the heavy industry would incur a huge esiplioss and the government would have to tax odeetors
heavily to subsidize the loss. Under such a sitmathe government would find it difficult to deféits position
of accelerating the development of heavy industigreover, the government in an underdeveloped eogno
may not have the ability to collect huge taxessThay explain why governments, not only in sodalis
economies but in capitalist economies, use prisidions instead of subsidies to facilitate theali@oment of
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The above macro policies induced a total imbalance in the supply armaddon credit,
foreign exchange, raw materials, and other living necessitesau8e non-priority sectors
would be competing with the priority sectors for the low-pricecbusses, plans and
administrative controls replaced markets as the mechanismllématang scarce credit,
foreign reserves, raw materials, and living necessities, agstivat limited resources would
be used for the targeted projects. Moreover, the State monopolized laglg) tfrade, and
material distribution systents.

In this way competition was suppressed, and profits ceased to bee#iseire of an
enterprise's efficienc¥ Because of the lack of market discipline, managerial discretasn w
potentially a serious problem. Managers of SOEs were deprivedarfoemy to mitigate this
problem?® The production of SOEs was dictated by mandatory plans and furnished with most
of their material inputs through an administrative allocationesystThe prices of their
products were determined by pricing authorities. Government agenomsolled the
circulation of their products. The wages and salaries of workeds managers were
determined not by their performance but by their education, age,opoaitd other criteria
according to a national wage scale. Investment and working lcaeita mostly financed by
appropriations from the State budget or loans from the banking systeonding to State
plans. The SOEs remitted all their profits, if any, to théeeStad the State budget would also
cover all losses incurred by the enterprises. In short, the $@Eslike puppets. They did
not have any autonomy over the employment of workers, the use ofsptbft plan of
production, the supplies of inputs, and the marketing of their products.

The development strategy and the resulting policy environment andtialfosgstem
also shaped the evolution of farming institutions in China. In ordsed¢are cheap supplies
of grain and other agricultural products for urban low-price rationangcompulsory
procurement policy was imposed in the rural areas in 1953. This pdligyed peasants to
sell certain quantities of their produce, including grain, cotton, diideeoils to the State at
government-set prices (Perkins 1966, chap. 4).

In addition to providing cheap food for industrialization, agriculture was alsmaie
foreign-exchange earner. In the 1950s, agricultural products alone made up pegsretd of
all exports. If processed agricultural products are also countedulage contributed to
more than 60 percent of China's foreign exchange earnings up to the B8cf@gse foreign
exchange was as important as capital for the CAD strategyduntry's capacity to import
capital goods for industrialization in the early stage of developroearly depended on
agriculture's performance.

Agricultural development required resources and investment as mualdussrial
development. The government, however, was reluctant to divert scacceaes and funds

priority sectors.

21|n the literature in China and other socialist doies, many authors presumed that the distorteidypol
environment and the administrative controls weigsld by socialist doctrines. The socialist ideologght
play a role in the formation of these policies, lewer, the existence of these policies and consists have an
economic rationale. They facilitate the implemepntabf a CAD strategy in a capital-scarce econonys
explains why non-socialist developing economieshsas India, also had a similar policy environremd
administrative controls when they adopted the sdevelopment strategy.

2 An enterprise is bound to be loss-making if itspoits happen to be inputs to the other sectorexample
energy and transportation, because the prices oliputs are suppressed. On the contrary, ampeisteis
bound to be profit-making if its outputs are at lime end of the industrial chain, because the gniss can
enjoy low input prices and high output prices &t same time.

ZThe state enterprises were granted some autondamtiaé reforms in the late 1970s. As expected obiiee
results of this reform was a rapid increase in wabenuses and fringe benefits at the expensesof th
enterprise's profits.



from industry to agriculture. Therefore, alongside the CAD giyatthe government adopted
a new agricultural development strategy that would not competedouirces with industrial
expansion. The core of this strategy involved the mass mobilizatiauraiflabour to work
on labour-intensive investment projects, such as irrigation, flood contral, land
reclamation, and to raise unit yields in agriculture through tioadil methods and inputs,
such as closer planting, more careful weeding, and the use ofaryzneic fertilizer. The
government believed that collectivization of agriculture would enthese functions. The
government also viewed collectivization as a convenient vehiclefémtiey the State's low-
priced procurement program of grain and other agricultural produats 1985). Income
distribution in the collectives was based on each collective mesnberitribution to
agricultural production. However, monitoring a member's effort isemely difficult in
agricultural production due to dimensions of time and space. The remoneggtem in the
collectives was basically egalitarian (Lin 1988).

The distorted macro-policy environment, planned allocation system, acw-m
management institutions outlined above all made the maximum mabitizztresources for
the development of heavy industry possible in a capital-scarce ecoSorog. most private
initiative in economic activities was prohibited, the pattern ofgtreernment's investment
was the best indicator of the bias in the official developmeatesty. Despite the fact that
more than three-quarters of China's population lived from agricultulelabor-intensive
light industries were consistent with China’s comparative advantagesulture and light
industries each received less than 10 percent of State investmigat period 1953-1985,
while 45 percent went to heavy industry. As a result, the value afyhiedustry in the
combined total value of agriculture and industry grew from 15 percent inth9&t2out 40
percent in the 1970%.

Judging from China's sector composition, the trinity of the traditicualialist
economic structure--a distorted macro-policy environment, a planned allocatiemsand a
puppet-like micro-management institution--reached its intended goacacdlerating the
development of heavy industries in China. However, China paid a highfpriceich an
achievement. The economy is very inefficient due to two reasons: Bllmwative efficiency
because of the deviation of the industrial structure from the pattetated by the
comparative advantages of the economy, and 2) low technical efficiency dueagarsiand
workers' low incentives to work. The production of the economy locatednre Points
within the production frontier as shown in figure 2. The economy wasirmeffjcient as a
result. The most important indicator that reflected this inefficy was the extremely low
rate of total factor productivity growth in China. A World Bank stuighows that, even
calculated at the most favourable assumptions, the growth rate eraty.5% between
1952-1981, only a quarter of the average growth rate of 19 developing esuntiuded in
the study (World Bank 1985a). Moreover, the total factor productivity of China's S&&sw
a state of stagnation or even negative growth between 1957-1982 (World Bank 1985b).

2 \When the reforms started in 1979, the governmetilig planned to increase agriculture's sharthin State
fixed capital investment from 11% in 1978 to 18%ia following 3 to 5 years. Due to the rapid agjtigral
growth brought about by the rural reforms, agriodts share in the State fixed capital investmetuzdly
declined sharply to only about 3% in the late 19883 early 1990s. However, the share of total fixagital
investment in agriculture in the nation as a whiitenot decline so much as the figures suggesgusecpart of
the decline in the State investment was compensstaah increase in farmers' investment (Feder, &i982).
Similarly, the share of heavy industry in the sfated capital investment did not decline after te®rms in
1979. However, the state's share in the total invest declined from 82% in 1980 to 66% in 1990. Tibe-
state sectors' investments are mostly on projbatsare less capital intensive. Therefore, theesbhheavy
industry in the nation's fixed capital investmenltess than the share in the State investment.
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[ll. CHINAS APPROACH TO TRANSITION

The Soviet-type planning economy was very good at mobilizing scasoeirces for
investment in a few clear, well-defined priority sectorsd&hn 19915 However, in China
as well as in the EEFSU, the economy all encountered the sprolalems of low allocative
and technical efficiency. Although the problems that China faced sigiilar to those in the
EEFSU, China adopted an approach very different from that at EER&t] China pursued
perestroika(economic restructuring) to stimulate the dynamism of the ecorfmrmavoid
glasnost(political openness) to avoid the collapse of the Communist party.Chingese
approach in essence is a “micro” first approach (McKinnon 1995), widifferent from
not only the big bang approach in the EEFSU but also the IMF/World'8atdkndard
approach for restructuring, which recommended a “macro” first apptoathnsition”® In
China, the transition started with the decollectivization of adtoeyl the improvement of the
governance of state-owned enterprise through the enlargement gdriset@utonomy, the
promotion of non-state enterprises that face hard budget consteasidtthe introduction of a
dual-track system to prices and exchange rate before their liberalizat@hina, the process
did not involve mass privatization. SOEs maintained its dominantrrakeeiindustrial sector.
Through this cautious and gradual approach, these economies have bdenrglgce the
traditional Soviet-type system with a market system meanwhaétaining remarkable
records of growth and price stability during the transition process.

For the governments in the Eastern Europe, their goal of transition wdy dkfared
at the very beginning as “to replicate the economic institution&/axtern Europe” (Sachs
and Lipton 1990, p. 47). However, in China the goal was simply to improvdfitierey of
the economic system and the reform did not have a well-desigragstror policy
measures. For example, as Perkins (1988, p. 601) observed, it was uthldtel@hina's
leaders at that time had worked out a blueprint when they set oefotonrthe economic
system. Instead of being designedriori, the choice of specific reform measure and the
sequence of transition reflected the government’s pragmatisardaive problems or crisis
that emerged in the economic system and the opportunities that oéihzieel to mitigate or
solve the problems. These government’s philosophy toward specific refeasures is best
reflected by Deng Xiaoping’s famous saying: “No mattes ia white cat or black cat, as
long as it can catch mouse, it is a good cat.” The sequencingfasinr measures is best
described by another Chinese saying: “To cross a river by gropengtones.” However,
retrospectively, the transition process in China followed a logicadess that is predictable
from the internal logic of Soviet-type economy (Lin, Cai, and Li, 2003, chap. 5).

As discussed, the trinity of the traditional economic systerangogenous to the
adoption of a heavy industry-oriented development strategy in alesqatae economy. The
main fault in this economic system was low economic efficiemgging from structural

% An evidence to support the above argument is ttietifiat, compared to the non-socialist economissaitar
levels of economic development, the socialist ectige, no matter they were in the East Asia or énEhstern
Europe or USSR, all had much larger industrialeeigly heavy-industry, sectors (Rana 1995, Laviya@5).
% The first priority in the IMF/World Bank approachfiscal control. This requires an organized ird&rn
revenue service capable of collecting taxes frooskbolds and liberalized enterprises in both aljumiand
industry. After fiscal control, the interest ratsm be liberalized and the money and credit aréemad to
stabilize the prices. Before the removing of treglgrictions, foreign exchange rate should be edifThe last
stage of the reform is the full capital accountwaatibility, which should wait until domestic finaial
liberalization has been completed and establisRetid 1995, pp. 14-5).
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imbalance and incentive problems. Before the late 1970s, the Chinesengenthad made
several attempts to address the structural problems by deizémgréthe resource allocation
mechanisnf’ However, the administrative nature of the allocation mechanis® not
changed and the policy environment and managerial system wereanetlaind thus the
attempts to rectify the structural imbalance and improve econooéntives failed. The
goals of the reform in late 1978 were also to rectify thecsiral imbalance and improve
incentives. However, what set the reforms apart from previous@tewere the micro-
management system reforms, that made farmers and manademoikers in SOEs partial
residual claimants. This small crack in the trinity of theditional economic system was
eventually pried open, leading to the gradual dismantlement ofafhiédnal system, and the
emergency of a market system.

(a) The micro-management system reforms

The most important change in the micro-management system wasplaeement of
collective farming with a household-based system, now known as the household
responsibility system. In the beginning, the government had not intendeldabtge the
farming institutions. The government had recognized in 1978 that solvempgarial
problems within the collective system was the key to improvingndes' incentives.
However, in the resolution adopted by the third Plenum of the Eleventh Cenitnahi@ee of
CPC, which marked the start of transition in China, any type of housbhetd farming
arrangement was explicitly prohibited. Nevertheless, a coledti a poverty-stricken area
began to try out secretly a system of leasing a collectiaet and dividing the obligatory
procurement quotas to individual households in the collective in late 1978arEaaivas hit
by a drought in that year. All other collectives reported shedtpation in output. The output
in that collective not only did not decline but increased 30 percent. iiipéhe advantage
of the household-based farming system in improving agricultural produdtiencentral
authorities later conceded to the existence of this new foffarming, but required that it be
restricted to poor agricultural regions, mainly to hilly or mourdas areas, and to poor
collectives in which people had lost confidence in the collectistesy. However, this
restriction was ignored in most regions. Production improved aftetlective adopted the
new system, regardless of its relative wealth or poverty. éititial recognition of the
household responsibility system as a "socialist" farming instituand applicable to any
collective in China was eventually given in late 198. By thatefti®5 percent of the
collectives in China had already been dismantled and had institutechaingehold
responsibility system. By the end of 1983, 98 percent of agricultulacteés in China had
adopted this new system. When the household responsibility systempfiestred, the land
lease was limited to only one to three years. However, the Bamé reduced farmers'
incentives for land-improvement investment. The lease contracaNeaged to be extended
up to 15 years in 1984. In 1993, the government allowed the lease cantraa:ttended for
another 30 years after the expiration of the first contract.

Unlike the spontaneous nature of farming institution reform, the mefor the
management system of the SOEs was initiated by the governifieege reforms have
undergone four stages. The first stage (1979-1983) emphasized sewvg@itant
experimental initiatives that were intended to enlarge enterpuiggmomy and to expand the

2" The first attempt was made in 1958-1960, the seaoi®61-1965, and the third in 1966-1976 (Wu and
Zhang 1993, pp. 65-7).
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role of financial incentives within the traditional economic gyst&éhese measures included
the introduction of profit retention and performance-related bonuses endtpé the SOEs
to produce outside the mandatory State plan. The enterprises involeggdaris also were
allowed to retain part of their foreign exchange earnings for ubeiaiotvn discretion. In the
second stage (1984-1986) the emphasis shifted to a formalizationfofaiheal obligations
of the SOEs to the government and exposed enterprises to margenaefs. From 1983,
profit remittances to the government were replaced by a pagafitin 1984, the government
allowed SOEs to sell output in excess of quotas at negotiated jpncdeto plan their output
accordingly, thus establishing the dual-track price system.nBuhe third stage (1987-
1992), the contract responsibility system, which attempted to cléndy authority and
responsibilities of enterprise managers, was formalized andywadepted. The last stage
(1993-present) attempted to introduce the modern corporate system $®OHg In each
stage of the reform, the government's intervention was reduddeif and the SOEs gained
more autonomy.

The reform of the micro-management system has achieved ésded goal of
improving technical 7e+fficiency. Empirical estimates show #datost half of the 42.2
percent growth of output in the cropping sector in the years 1978-84 wan diy
productivity change brought about by the reforms. Furthermore, alatiosf the above
productivity growth was attributable to the changes resulting fifteenintroduction of the
household responsibility system (Fan 1991; Huang and Rozelle 1994; Lin 1992;&nc /il
al. 1989; Wen 1993¥F Production function estimates by several studies find that fortipdus
the increase in enterprise autonomy increased productivity in(es $Chen et al. 1988;
Gordon and Li 1989; Dollar 1990; Jefferson et al. 1992; Groves et al. 19909[7)*°
Therefore, the reforms in micro-management system in both agriewnd industry have
created a flow of new resources, an important feature of China's reforms.

The increase in enterprise autonomy under a distorted macro-poliaprenent,
however, also invited managers’ and workers' discretionary behaviespit® an
improvement in productivity, the profitability of the SOEs declined #he government's
subsidies increased due to both a faster increase in wages, emgdéits, and other
unauthorized expenditures (Fan and Schaffer 1991) and the competition fronotieraaus
township-and-village enterprises (TVEs) (Jefferson and Rawski $9®&wever, once the
enterprises had tasted the fruits of autonomy, it would have beertgglitoo costly to
revoke it. The decline in the profits of SOEs and the competition ffvias forced the
government to adopt other measures that further increased the autons®ofn the hope
that the new measures would make the enterprises financially independent.

(b) Resource allocation mechanism reform

The increase in enterprise autonomy put pressure on the planned distriygtem.
Because the SOEs were allowed to produce outside the mandatosy thi@ enterprises
needed to obtain additional inputs and to sell the extra outputs outsidplatieed
distribution system. Under pressure from the enterprises, material suppleepnagressively

8 Similar gain in agricultural productivity was alsbserved in Vietnam's agricultural decollectivizpati
(Pingali and Xuan 1992).

29 Similar productivity gain is also reported for \fiem’s State-owned enterprises. See the empiricdiest
cited in Sun (1997, pp. 3-4).

30 will discuss the emergence of TVEs and its impactshe reform of SOEs in the following subsection.
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de-linked from the plan, and retail commerce was gradually deredulat the beginning,
certain key inputs remained controlled. However, the controlled itg@ars increasingly
reduced. Centralized credit rationing was also delegated to local banks at the end of 1984.

An unexpected effect of the relaxation of the resources allocamhanism was the
rapid growth of the non-State enterprises, especially the TVRsiral industry already
existed under the traditional system as a result of the govetisntecision to mechanize
agriculture and to develop rural processing industries to financea¢icbanization in 1971.
In 1978 the output of TVEs consisted of 7.2 percent of the total valingludtrial output in
China. Before the reforms, the growth of TVEs was severely r@mstl by access to credits,
raw materials and markets. The reforms created two favorabiditions for the rapid
expansion of TVEs. 1) A new stream of surpluses brought out by the housedpaldsiility
reform provided a resource base for new investment activitiehe2jelaxation of rigidity in
the traditional planned allocation mechanism provided access to keynederials and
markets. In the period 1981-1991, the number of TVEs, employment, and theutpuad
value grew at an average annual rate of 26.6%, 11.2%, and 29.6%, respélctizslyannual
growth rate in total output value was three times that of thie #tms in the same period. In
1993, TVES' output accounted for 38.1 percent of the total industrial outputima.Clhe
share of industrial output from nonstate enterprises increase®#qarcent in 1978 to 56.9
percent in 1993 (State Statistical Bureau 1995, p. 73). The emergkAd&Es has been
claimed by some researchers as the greatest achievement of Chamais(8an 1997).

The rapid entry of TVEs and other type of nonstate enterprises qawdiwo
unexpected effects on the reforms. First, nonstate enterprisestiveeproduct of markets.
Being outsiders to the traditional economic system, nonstate es¢srpad to obtain energy
and raw materials from competitive markets, and their productsd doeil sold only to
markets. They faced hard budget constraints and they would not surthee imanagement
was poor. Their employees did not have an "iron rice bowl" and couldeloe As a result,
the nonstate enterprises were more productive than the SOBzn(aiand Xu 1995, Sun
1997). The dynamism of nonstate enterprises exerted a pressure @HEkeand triggered
the State's policy of transplanting the micro-management system of thata@derprises to
the SOEs and of delegating more autonomy to the SOEs. Reform nsdfasuneproving the
micro-management system of SOEs-- such as replacement of proftaremaiby a profit tax,
the establishment of the contract responsibility system, ancticaeluction of the modern
corporate system to SOEs-- were responses to competitive neréssm TVES and other
non-state enterprises (Jefferson and Rawski 1995). The increasmpetition among the
enterprises and between the state and non-state enterprisegi@asas the productivity of
the SOEs (Li 1997). Secondly, the development of nonstate entegigegsantly rectified
the misallocation of resources. In most cases, nonstate entetpatsés pay market prices
for their inputs, and their products were sold at market prices.pfice signals induced
nonstate enterprises to adopt more labor-intensive technology and totcatecen more
labor-intensive small industries than on SGEZherefore, the technological structure of

%1 The non-state enterprises include the TVEs, theafienterprises, and joint-venture enterprises;s@as
Chinese enterprises, and foreign enterprises. Artferg, the TVES are the most important in termsutput
share and number of enterprises. It is notewohiay TVES, although different in many aspects fra@ES, are
public enterprises that are funded, owned, andrsigael by the township or village governments.rinfievel
study found that there is no essential differenciaé allocation of control rights between the S@&Q TVEs
(Jefferson, Zhao, and Lu 1995).

%2 For example, in 1986 an average industrial enteegri China had 179.9 workers, and the fixed imaest
per worker was 7510 yuan (China Industrial Econ@tatistical Material 1987, p. 3); whereas an averBgE
in the same year had 28.9 workers, and the fixeglstment per worker was 1709 yuan (Statistical iv@ak of
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nonstate enterprises was more consistent with the comparative agbsandf China's
endowments. The entry of TVEs mitigated the structural imbalaaosed by the heavy
industry-oriented development strategy.

(c) Macro-policy environmental reform

Among the trinity of the traditional economic system, the distorteatro-policy
environment was linked most closely to the development strategy, and its effesdtocative
and technical efficiency were indirect. The reforms of theroypolicies were thus the most
sluggish. | will argue later that most economic problems tppéared during the reforms--
for example, the cyclic pattern of growth and the rampant rentrgpeatan be attributed to
the inconsistency between the distorted policy environment and thdizbdrallocation and
enterprise system. Therefore, the Chinese government constamatly dadilemma: to make
the macro-policy environment consistent with the liberalized mic@oagement institution
and resource allocation mechanism or to re-centralize the menagement institution and
resource allocation mechanism for maintaining the internal densis of the traditional
economic system. The deprivation of enterprise autonomy would definitelyr the
resistance of managers and employees of SOEs. A return t@aditeohal economic system
would also mean return to economic stagnation. Therefore, no matterehostant the
government was, the only sustainable choice was to reform the pa@mp-environment
and make macro-policies consistent with the liberalized allocatioh micro-management
system.

Changes in the macro-policy environment started in the commoditg pystem.
After the introduction of profit retention, the enterprises wel@nald to produce outside the
mandatory plan. The enterprises first used an informal barséemsyto obtain the outside-
plan inputs and to sell the outside-plan products at premium prices. In 8&hvernment
introduced the dual-track price system, which allowed the SOEdItthair output in excess
of quotas at market prices and to plan their output accordinglyairheof the dual-track
price system was to reduce the marginal price distortiohenSIOES' production decisions
while leaving the State a measure of control over mateliatagion. As the share of a
commodity that was allocated under the plan price gradually reducetb doe growth of
non-state sectors and the outside-the-plan production activity of the, Si@government
would then give up the plan price, allowing the price to converge tmé#rnket prices® By
1988 only 30 percent of retail sales were made at plan prices, al8Dthg obtained 60
percent of their inputs and sold 60 percent of their outputs at maikes (Zou 1992). By
1996, with the exception for a few raw materials and coal, fuelfrandportation, the prices
for most commodities and services have been liberalized.

The second major change in the macro environment occurred in thenfereigange
rate policy. In the years 1979-80, the official exchange rate swaghly 1.5 yuan per US
dollar. The rate could not cover the costs of exports, as the avarsigef earning one US
dollar was around 2.5 yuan. A dual rate system was adopted at thmibggof 1981.
Commodity trade was settled at the internal rate of 2.8 yuaxgder; the official rate of

China 1987, p. 205).

% By the time the price of a commodity was liberadizéhe proportion of the commodity that was alledaly
the plan, compared to the proportion that was atkxt by the market, was very small already. Theeethe
shock was much smaller than the gap between thketraiice and plan price would indicate. The preaas
exchange rate liberalization, which will be dis@estater, is the best example.

13



1.53 yuan per dollar continued to apply to non-commodity transactions. Afterth®3fjan
was gradually devalued. Moreover, the proportion of retained foreigmaege, which was
introduced in 1979, was gradually raised, and enterprises were allowedpaheir foreign
exchange entitlement with other enterprises through the Bank of @hiages higher than
the official exchange rate. Restrictions on trading foreign egd® were further relaxed
with the establishment of a "foreign exchange adjustment cemte8henzhen in 1985, in
which enterprises could trade foreign exchanges at negotettes] By the late 1980s, such
centers were established in most provinces in China and more tharc80tmeérthe foreign-
exchange earnings was swapped in such centers (Sung 1994). The cfiniareign
exchange rate policy reform was the establishment of a managaiihdl system and
unification of the dual rate system on January 1, 1994, by that timer&@np@f foreign
exchanges has already been allocated through the swap niarkets.

Interest-rate policy is the least affected area of thelitibaal macro-policy
environment. Under the heavy industry-oriented development strategpteéhest rate was
kept artificially low to facilitate the expansion of capitatansive industries. After the
reforms started in 1979, the government was forced to raise both thealkes and the
savings rates several tim&sHowever, the rates were maintained at levels far below the
market-clearing rates throughout the reform process. In late ##98pvernment announced
a plan to establish three development banks with the function of finaoboigderm projects,
import/export, and agricultural infrastructure at subsidized rates andtthauexisting banks
into commercial banks. The three development banks were establish&894n The
commercialization of the existing banks is expected to takeast lanother three to five
years. Moreover, it is unclear whether after the reformrterast rate will be regulated or
will be determined by markets. The mentality of the heavy imghastented development
strategy is deeply rooted in the mind of China's political lsad@&o accelerate the
development of capital-intensive industry in a capital-scarce ecqonardistorted macro-
policy environment-- at the very least in the form of a low ggerate policy-- is essential. It
is Iikelg/ﬁthat administrative interventions in the financialrked will linger for an extended
period:

A unique feature of the transition in the East Asian economidleiscontinuous
growth during the transition process. The above discussion givas espkanation for the
success. As shown in Figure 3, when the transition started, émepatbf the government in
China was to move the production of their economies from point B to pdmffigure 3a.
The measures were to improve incentives in the SOEs and coll&oting by giving agents
in SOEs and collective farms some autonomy and allowing a diokebetween personal
rewards and individual. The empirical studies cited in the abovesdisn show, in spite of

34Vietnam and Lao also adopted the dual-track systeraform the prices and exchange rates at thg state
of the transition. Almost total deregulation ofqa$ and exchange rates occurred in Vietham in 4889in Lao
in 1988. This total deregulation is sometime usedraevidence that Vietham adopted a big bang appro
transition (Sachs and Woo 1997, Popov 1997). Howeweording to the definition, a big bang approach
includes three essential elements: comprehensioe and trade liberalization, stablization, and outment to
mass privatization of the SOEs (Sachs and Woo 189%). However, Vietham not only did not totalgmove
its trade restrictions, but also did not have amymitment for privatization of SOEs. Therefore, tvim’s total
price liberalization in 1989 was a partial instedi@ big bang approach reform.

% To stop bank runs, the savings rates were indexedlation rates in October 1988. But the policgsv
revoked in 1991. In May 1993, the interest ratesf@ne-year time deposit was 9.18 percent, and fore-to-
three-year basic investment loan it was 10.80 per¢ehina Statistics Yearbook, 1993, pp. 670-7Dwelver,
the market rate for a commercial loan was betwéeantl 25 percent.

% In Vietnam, the interest rates are increased oanaky but not liberalized. In the case of Lao, ithterest
rates have been liberalized since 1989 althouglCémral bank still sets the floor and ceiling sati
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the lack privatization, the attempt was successful and a neawstreresources was created
by the micro-management system reform. The partial autonorsg ghplies that
entrepreneurs in the state sector and in rural area gain partial cwatrohe allocation of the
newly created stream of resources. The suppressed sectorgraditienal economy are the
sectors that are consistent with the comparative advantagee economy and are more
profitable due to the existence of unsatisfied demands. The unexpesiétd of the micro-
management reform are that, driven by profit motivation, the autonomrtwepreneurs
allocated the new stream of resources under their control tmadhe profitable suppressed
sectors. Since the planned allocation mechanism and distorted macyo-grolironment
were preserved, the State still had control over the old streaesofirces and guaranteed
that these resources would be allocated to the priority sectwasisl the economy follows a
dynamic path from point A to a point close to G, instead of to Higuwrd 3a. Therefore,
throughout the reform process, the economy enjoys continuous growth asistimure 3b.
Moreover, as the economy grew, the proportion of resources that weatedl according to
the planned prices became increasingly small. Therefore, byirttee the price for a
commodity was liberalized, the shock was much smaller than théejagen the market
price and plan price would have suggested.

However, there were some costs to the above-described approaghstooin. Take
the case of China as an example, because the reforms in-padicres, especially those
regarding the interest rate, lagged behind the reforms inldea@bn mechanism and micro-
management institutions, there were several economic consequenedssiione was the
recurrence of a growth cycle. The interest rate was maintaireadaatificially low level. The
enterprises had incentives to obtain more credits than the supplyttpdrnBefore the
reforms, the excess demands for credit were suppressed tigtivestentral rationing. The
delegation of credit approval authority to local banks in the autumn of E384dted in a
rapid expansion of credits and an investment thrust. As a result,otmeyraupply increased
49.7 percent in 1984 compared to its level in 1983. It caused the inflatéotormmp from
less than 3 percent in the previous years to 8.8 percent in 1985. In 1988 thengons
attempt to liberalize price controls caused a high inflation ¢apen. The interest rate for
savings was not adjusted. Therefore, panic buying and a mini-bank rurreaccLoans,
however, were maintained at the previously set level. As a comssgjube money supply
increased by 47 percent in 1988. The inflation rate in 1988 reached 1&tp&uweng the
periods of high inflation, the economy overheated. A bottleneck in traaipartenergy, and
the supply of construction materials appeared. Because the goverwammneluctant to
increase the interest rate as a way to check the investment thrust, it ésaltdeor centralized
rationing of credits and direct control of investment projectsetarn to the planned system.
The rationing and controls gave the State sectors a prioritygrosithe pressure of inflation
was reduced, but slower growth followed.

As mentioned earlier, although the reforms in the micro-managermsgsiem
improved the productivity of the State sector, deficits increasedtalube discretionary
behavior of the managers and workers in the SOEs. Thereford, ifisome increasingly
depended on the non-state sectors. During the period of tightentegcSidrol, the growth
rates of the non-state sectors declined because the non-state' secess to credits and raw
materials were restricted. Such a slowdown in the growth rasreediscally unbearable.
Therefore, the State was forced to liberalize the administrative comtimider to make room
for the growth of the non-state sectors. A period of faster grositbmfed. Nevertheless,
conflicts between the distorted macro-policy environment and the llzsstaallocation and
micro-management system arose again.
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A second consequence of the inconsistency between the distortgdegmlimnment
and the liberalized allocation mechanism and micro-managemeititioss was a rampant
rent-seeking phenomenon. After the reforms market prices existedly or illegally, along
with planned prices for almost every kind of input and commodity thaBtiie controlled.
The difference between the market price and the planned pricanvasonomic rent. It is
estimated that the economic rent from the controlled commoditg,ghe interest rate, and
the exchange rate was at least 200 billion yuan, about 21.5 percennatitmal income in
1988. In 1992, the economic rent from bank loans alone reached 220 billion yuan (H
1994)3" The non-State enterprises as well as the autonomous SOEs|ygéréai incentives
to engage in rent-seeking activities through bribes and other masasuobtain the under-
priced resources from the State allocation agencies. Itprtesl that under competitive
pressure, the SOEs in the heavy industries, which were givertipgani obtaining the State-
controlled resources, also needed to give certain side paymerite toanks and other
allocation agencies in order to secure the earmarked loan andaleabe to obtain them
promptly.

Because of the rent-seeking activities of other types ofpiges, SOEs were often
unable to obtain the credits and materials indicated in the plangemtiseeking activities
also caused widespread public resentment and became a sousabfirstability. To
guarantee the survival of the SOEs and to check social resentin@gegbvernment attempted
to re-institute tight controls on the allocation mechanism in thee@tysprograms of 1986
and 1988. However, the controls were relaxed later to allow the lgroinvthe non-state
sectors. Except for the interest rate, administrative controthemprices of most materials
and commodities have been removed.

IV. LESSONS FROM CHINA'S TRANSITION

Even we give allowances to the possibility that, due to statigrohlems, the growth
rates in China are over reported and the economic collapses in E&E®Wer exaggerated,
the contrast in the economic performances during the transitionspesce these two groups
of countries are still very dramatic. The successful expsggenf China, to some extent also
of Vietham and Lao, up to date have presented several challengesonvleational wisdom
about economic transition from a Soviet-type system to a market system.

One of the earliest consensuses among economists advising tlte@transEEFSU
was the need for quick privatization. The arguments are as folPrvste ownership is the
foundation for a well-function market system, real market conpetiequires a real private
sector (Sachs and Lipton 1990), most problems encountering SOEsnsiaamal economy
can be ameliorated by rapid privatization (Sachs 1992), and privatizaust take place
before SOEs have been restructured (Blanchard et al. ¥o@Bspite the ambiguity of
property right arrangements of SOEs and TVEs, the productivitthefSOEs in China and

% The total credit of the State banks was 2,161l®biluan (US$ 248.5 billion at the swap marketrextge
rate). The difference between the official interase¢ and the market rate was about 10 percentréltis from
bank loans alone were as high as 216 billion yuan.

% Certainly there were some economists, arguingricewelutional, gradual approach to privatizatiooriai
(1990) is an example. He argues that private ptgpights cannot be made to work by fiat in thengigional
economies where entire generations were madedgetftire civic principles and values associated pitvate
ownership and private rights and that a mere ifoitadf the most refined legal and business fornthef
leading capitalist countries. However, Kornai distieves that private ownership is the foundatmmaf well-
functioning market system and privatization is diméy way to eliminate the symptom of SOE’s soft-het
constraints
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Vietnam improved significantly during the transition process andT¥es in China became
the most dynamic sector. The evidence suggests that the sgéthaahstraints of SOEs in
the Soviet-type economy is more likely arising from the policy burdeaisthe government
imposed on the SOE, rather than from the paternalistic nature of the state owpeirstd
socialist economy, as argued by Kornai (1992). The experience altpgests that
performance of different business entities depends mostly not analfoownership
arrangement, as the earlier privatization consensus believes, thet cm the incentive
structure and the degree of market competition.

Another early consensus for transition is the need for a totddarg price decontrol.
An influential paper by Murphy, Schleifer, and Vishny (1992) attriéhukes fall in output in
Soviet Union in 1990-91 to partial price liberalization. They arguealdual-track pricing
system would encourage arbitrage, corruption, rent seeking, and alivefsscarce inputs
from high-value to low-value use. However, the dual-track priceesyss one of the most
significant features of China’s approach to transition. While sointiee problems, described
by Murphy, Schleifer, and Vishny, have surfaced after the intramuaif the dual-track
system in China, the majority of SOEs behaved in a way intendétekgtroduction of the
dual track system. That is, they were responsive to the magtetlsi enjoyed the rising
payoff generated by the market activity, and they are evolviray &@m the planned track
(Naughton 1995). The economy as a whole and the state sector aonigiled to grow
after the introduction of the dual-track system. By contrast,dbecey collapsed and had a
hyperinflation after removing all price controls in EEFSU. Muton (1995) showed that
unless the SOEs had a hard budget constraint, otherwise a big rimgdgzontrol would
cause the producer price level to increase indefinitely, both inlabgerms and relative to
retail price, due to the SOES’ unconstraint biddings for scamsurees. No meaningful
equilibrium in producer prices would exist under such a condition. Theraf®teng as the
budget constraints of the SOEs remain soft, direct controls of gmiteesource allocation in
this sector are desirable. On the one had, the controlled lag dial-rack system maintains
the stability in the economy and allows the SOEs to operate contiguandl on the other
hand, the liberalized leg of the dual track system provides swunees, incentives and
signals to the non-state as well as the SOEs to allocaterces to the dynamic areas of the
economy.

As in China, the countries in EEFSU were all over-industrializéti wversized
SOEs; their service sectors and light industries were undeogedel and employees'
incentives were low (Newbery 1993; Brada and King 1991; Sachs and Woo T&@#).
economic problems--namely the structure imbalance and the lontive- are also similar
to those in the transitional economies in East Asia because theylopted a similar
economic development strategy and because they all have aarsimdcro-policy
environment, planned allocation mechanism, and puppet-like SOEs. From etitia¢@oint
of view, the attempt of the big bang approach can be illustratéidlre 4. For an economy
with a given stock of resources, the efficient point of producsomoint E; however, under

% The policy burdens on the SOEs include over-capitahsity in a capital-scarcity economy due to the
government’s strategic goal and the burden of glel{@ension and labor redundancy. Because of thedeits,
the government can not demand the SOEs to be aedierfior their losses and need to subsidize thEsSO
when losses occur. Furthermore, because it istbadtinguish between policy-induced losses aretajpnal
losses, the SOEs can press the government to athvisrlosses. Moral hazard becomes a serioudgmom the
SOEs (Lin, Cai and Li, 1998, 2001; and Lin and T8A9). The performance of SOEs were thus poor.
“The empirical evidence from EEFSU also shows tatet does not existAownership frontiel, that is,
efficient firms can be founded both in SOEs andqig enterprises (Brada et al. 1994, 1997; Mencih§86;
Pinto 1993, Frydman et al 1996, Sereghyova 1998s12997).
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the heavy industry-oriented development strategy, the actual p@dymbint is B, as
illustrated in figure 4 a.. The big bang approach attempts eonethe economic system so
that the existing stock of resources can be utilized more esftigi Diagrammatically, the
approach attempts to move production from point B to point E. The stabitizarice
liberalization, and privatization are necessary conditions for acigiethis goal. This is
because, to induce economic agents to move from B to E voluntaripgémes should have
a stable expectation about the economy, correct relative-pgoealsi and the incentives to
respond to these price signals. The prescription of stabilizatiore pberalization, and
privatization is internally consistent. The scheme is equivatemt teplacement in a short
sequence of the whole traditional Soviet-type planned system with a market.syste

If the resources are highly mobile and can be moved freely droensector to another
sector, privatization can be accomplished in a stroke, and other reapheirting institution
can be established over night, the big bang reform would enabledhengg to jump from
point B directly to point E, as the dotted line in figure 4a shows. édew some fixed
equipment in heavy industries cannot be used for production in light iledyudor other
equipment, modifications are required for new uses (Brada and King 1991). Workergyin hea
industry also need retraining before they can be assigned toobewMoreover, for many
loss-making large SOEs, they cannot be privatized without restructuring fiesefore, even
Poland, the country most committed to the big-bang approach, the privatigaticeeded
only slowly. If the SOEs were privatized without restructuringshsas in Russia, for fear of
large unemployment, they could not be shut down and the state would be tblagedinue
all kinds of explicit or implicit subsidie¥.On the one hand, the privatization would not be
able to bring the hard budget constraints as the program origioallyte other hand, many
of the emerging private firms are turning to the stateafokinds of rents. Subsidies, tariff
protection, legal monopolies, and redistributional regulations argstMailing even where
direct state ownership has become rare (Brada 1996, Frydmarnl@®@l Lavigne 1995,
Stark 1996, Sun 1997). After the privatization, the former SOEs weanedby a network of
cross-ownership, involving banks, investment funds, other enterprises, dst¢ a
management agencies, and local governments. The resulting ownemsttiprstis far from
the clear, well-defined, private property rights. In addition, thebéshment of new market
institutions takes time and resources (Murrel and Wang 1993; Lin 1989&efdre, even
though the big bang approach is adopted, the market will not function iesddesa short
period of time. During the initial stage of reforms, an increadeght industry and service
sector would not be able to compensate for the decline in heavy indastead of moving
directly from point B to point E in figure 4a, the economy moves from B to F before
reaching E. The resulting GDP path of growth is a "J-curag,$hown in figure 4b. How
large the decline in GDP would be and how long it would take bedamsery would depend
on how severe the initial distortion is and how quickly the necesgatijutions can be
established. The experiences in EEFSU show that the decline caoré¢han 50 percent of
the GDP and that it may take several years before a typoingis reached. The World Bank
study suggests that the country, which is firm in implementiagoty bang approach would
suffer less and the turning point would come faster (World Bank 1996). Howaxen for
Poland, the best case in the World Bank study, the decline in GBBtiVavery substantial,
19 percent in first two year, and the GDP did not recover to the ¢év989 until 199572

*11n Russia, the explicit subsidies from fiscal agpiation reduced after the mass privatization batimplicit
subsidies from soft bank loans, tax arrears, adtdoexemptions, and so on continued. Even inrféiplax
arrears remained a problem (World Bank 1996, p. 45)

“2|t is noteworthy that when Poland engaged in thbikzation program, it had access to a full ranfje
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Moreover, the stabilization program did not work immediately as inctme of Latin
America, where most proponents of the big bang approach drew tlpariences. High
inflation or even hyperinflation continued for several years atter lieginning of the
stabilization program. Under such a dreadful situation, any govetnise certain to
encounter a legitimacy crisis (Dewatripont and Roland 1992). Tdergap may not be able
to hold a consensus on the course of further reforms, and politicabiligtes likely to
follow. The quick shifts of government in the Eastern European couaftesthe beginning
of transition proved this point. Instead of a "J-curve,” the resultlmfjdang approach to
reform may be a big "L-curve."

If the transition can be big-banged, the issue of how to sequebce eas largely
irrelevant. However, the experiences suggest that no mattr agproach is adopted the
actual transition from a Soviet-type economy to a market economyrg be a gradual
process. Therefore, the micro first sequencing of transitiorhinaCshould be viewed more
positively. However, before we draw any lessons from China’s exmpes, we needed to
answer a number of often-raised questions about the applicability of China’s t6RB&JE

The first question is that why the gradual reform that adopt&bland, Hungary, and
former USSR before their adoption of big bang approach did not work. Thaséries had
also tried to reform their traditional system by giving S@&®se autonomy. However, their
partial reform did not resulted in similar virtuous effects iasChina. A number of
explanations are in order. 1) Unlike in China where the SOEs, faflerg their plan
obligations, were allowed to sell their extra outputs at markeeégrthe enterprises in the
EEFSU were not allowed to set their prices (Sachs 1993, p.28). iTeeigidity meant that
excess demand and chronic shortage remained and the state producenavcdsie the
incentives to allocate their products to more efficient userswhdd be able to pay higher
prices for their products. 2) Entry by nonstate enterprises swdnect o severe restriction
(Kornai 1986). Production remained monopolized and international tradenesihm@@ntrally
regulated (Sachs and Lipton 1990). Therefore, unlike SOEs in Chinalefteansition, the
existing SOEs in EEFSU never faced real competition presswma fdomestic or
international sources and lacked the incentives to improve productB)ityn the traditional
Soviet-type system, to prevent the managerial discretion under dtoeteli macro-policy
environment, SOEs were not allowed to set their workers' wagé la the Chinese case,
after the micro-management reform, the wage was still comdrdlly the state. A worker's
wage would increase only if the enterprise's profits exceedaset level. However, in
Poland, Hungary and the former USSR, their partial reform gaveetiterprises the
autonomy to setting their own workers' wages. The weakenintpt&'ss control on wages
gave the managers and workers opportunity to increase their inairtes expense of the
state by absorbing whatever income flow and whatever assst€ould obtain from SOEs.
The state's revenues were thus in great diffi¢dl). The wage inflation caused the shortage
to become even more acute. The government in Poland as welhasfatmer USSR tried
to play a populist game, they increased the imports of consumer goddmade the
countries fell into severe foreign indebtedness (Aslund 1991). Probablyodihe &bove

external support, made available by the IMF, theltMBank, and other international organizations
(Jayawardena 1990). Similar supports had been teghéSachs 1991) but were not available to othenties
implementing a similar program later. Moreover,dPal is like the Quangdong province of China. Duisto
geographic proximity to western Europe, Polandikecka large inflow of foreign direct investmenttire
transitional process.

“3To some extent, China also encountered this pradiespite of the increase in productivity, the fitedoility
of the SOEs declined. As a result the governmdistal revenues from the SOEs were reduced sulisitgnt
(McKinnon 1995).
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differences, instead of bringing a continuous growth and gradualtivanto a market
economy as in China, the partial reform led Poland and the formeR W&$e brink of
bankruptcy internally as well as externally and to the verge of hypronfl

The second question is whether the people in the EEFSU will respotitke to
opportunity arising from the dual-track reform. In China, the engfngrowth comes from
the emerging nonstate sectors, which derived their labor force large part from the
unsubsidized agricultural sector. Agricultural labor force in BER&s very small. In
addition, it is argued that all workers, including agriculturatkees on the state farms and
the collective farms, received heavy subsidies from the Sthte.argument then goes that
only by ending the subsidization of the state sector was itlppedsifree labor from the state
sector for the new non-state sectors in the economy. Thert#fereyo-track gradual reform,
which continues to give supports to the state sector, could not wankticdntext (Sachs
and Woo 1994). However, even there are some opportunity costs for |&aisiate sector,
the incentives to leave the state sector also depends on theselxgeaict from working in the
non-state sector. In China, the margin of free market prices folahaed prices is 20 to 40
percent in 1980-91 (Gelb and Jefferson, and Singh 1993). The price margthdeduto 4
times or more in EEFSU (Aslund 1989) Therefore, even the opportunity costs for a worker
to shift to the nonstate sector were higher in EEFSU than irrdhsitional economies in
China, the expected gains were also much larger there. Kornai (©886jves that in
Hungary many of the people working in the private sector wettgeimighest income group.
Aslund (1989, pp. 168-9) also cited many reports that in Russia some peokieg in the
nonstate sector producing simple products for the markets and beci#liineaires?®
Therefore, as commented by Kornai (1990, p. 36), the relaxation tafrcegstrictions was
enough to let private activity mushroom again. Turning a blind eyartbyweople who
disregarded the letter of the law was sufficient for all ¢hastivities normally regarded as
part of the second economy to catch on. People in the EEFSU beforanigan were as
responsive to profitable market opportunities as people in the transitional economy in China

The transition from a Soviet-type plan economy to a market economyroaed
difficult for several reasons. These include a lack of serbledastitutional framework, the
severe distortions in the price and production structures, and thieerelaarth of historical
precedents from which the transition economies could derive lesdonfig bang approach
cannot deliver its promise of jump to a market economy becausgalhiézation cannot be
achieved immediately and the privatization is to last a long thsesuch, the crucial issue of
the transition is to have a strategy of sequencing reformisdéatifies the most pressing
shortcomings and concentrates resources on the relaxation of bindingriotsisind that
aspires to improve economic performance, leading to higher mateslii@re and better life
chances (Rawski 1995). The IMF/World Bank’s macro-first approamh lme appropriate for
the non-Soviet-type economy, where market institutions are moressrihtake and the
structure imbalance is less severe than the Soviet-type ecomomge the famous analogy
in a somewhat different version, “When the chasm is narrow,litiggat to jump over it".
The stabilization program can achieve its goal immediately hadetonomy can soon
operate in a normal market environment. However, in the Soviet-tgr®my, the chasm is

4 One example is the exchange rate. In China theimafgnarket rate to the official exchange rateobefthe
exchange rate unification in 1994 was at most 50que throughout the whole transition period. la thrmer
Soviet Union, the official exchange rate was USt&.one rouble in 1991. A tourist could easily g&$ 1 for
12 rouble on the street of Moscow.

4 Aslund (1989, p. 169) cited one example, the avemagome per member was 12,500 rubles a month in a
cooperative, which was 60 times of the averageedavage and 10 times of the top official salaries.
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too wide and too deep. A jump without careful preparation will definiteult in an
astonishing fall into the ditch. Under such a situation, it is desitabfill and to narrow the
chasm first before making the jump. China’s experiences suggest ithagossible to take
advantages of the severe incentive suppression and serious stindtatahce in the Soviet-
type economy to have a strategy of sequencing reforms thaivegpincentives and reduces
distortions in a gradual manner and obtains economic growth simultaneiouglye
transitional process. From what | see, the useful lessons frofmitm first” approach to
transition in China can be summarized as follows:
First, the government can take measures to improve the microivasehy granting
partial managerial autonomy and profit-sharing to the micro woitas to increase
incentives and to allow the economy to move closer to the productionefrofitie
government should encourage the local and private initiatives intutretial
innovations in this stage.
Second, the government can introduce a dual-track price and allocgtitems
allowing the resources to be allocated increasingly by theomumits to the
previously suppressed, more productive sectors, while maintaining thealnorm
production of the SOE¥.
Third, the government can liberalize the price when the commosditiargely
allocated by the market track.
Fourth, the government gradually introduces and strengthens the argcessket
institutions during the above process.

V. CONCLUDING REMARKS

In this paper, | attempt to draw some lessons from the expesiarfc€hina’s
transition from a centrally planned socialist economy to a madatomy. Even though the
reform in China was not guided by a well-defined blueprint, the itramshave followed a
path that can be explained by the theory of induced institutional inoovétiayami and
Ruttan 1985, Lin 1989, North 1990). The traditional Soviet-type economic sysasnan
internally consistent structure of institutional arrangements, d¢omgsisf the distorted macro-
policy environment, planned resource allocation mechanism, and puppet-like@ mic
management units. The traditional system made the mobilizati@sadnces for building up
the strategy-determined capital-intensive heavy industries pessibla capital-scarcity
economy. However, its economic efficiency was low. The tramsiti East Asia started with
granting partial autonomy to micro units, which cracked the integf the traditional
system. Once the integrity of the traditional economic systash axvacked, the institutional
changes evolved in a way that was self-propelling towarddgplacement of the traditional
system with a more efficient market system. In the prodhssefficiency of the SOEs was
improved through greater autonomy and by meeting competition from the teosstéors.
However, the dynamism of the economy came mainly from the swify of new, small,
nonstate enterprises. The old planned allocation mechanism and dist@ted-policy
environment gradually became unsustainable and were discarded. Derireform process,
the State, the enterprises and the people have had sufficientiotimake adjustments to the
new market system. The reforms benefit the majority of peaglethe economy has
maintained strong growth throughout the whole process.

“*Prices here includes foreign exchange rates, waes, interest rates, and the prices of all prisdand
services.

21



By contrast, the big bang approach adopted in EEFSU also atteonggplace the
inefficient economic system with a more efficient marketesy. The privately owned small
firms emerged immediately after the lifting of the ban ongiawenterprises, which became
the driving force of economic growth in EEFSU (World Bank 2002). Howetlez
privatization of medium- and large-scale SOEs was prolonged andeplext slowly. This
resulting enterprise mix is in fact similar to what emergetthe transitional economy in East
Asia. However, China’s approach did not disrupt the production in the Setat®rs.
Therefore, the gradual approach in China achieved the same podgts ef the big bang
approach but avoided its costs. If transitional costs and the path-deperafanstitutional
changes are taken into account, China’s gradual approach can leal dogbe both
theoretically and empirically preferable to the "big bang" approach 19@s).

The adoption of an approach to transition in a country reflected the sulttioal
condition in that country at the time of transition. When the tranditggan, the communist
parties in East Asia were firm in control and their purposetwasprove the system rather
than replacing the system, while in EEFSU, the communist paatewell as socialist
ideology had already collapse. However, the adoptions of a specific approaalsmeeflect
cultural differences. For the transition from a wartime econafter the World War I, the
Germany adopted a big bang approach and Japan adopted a gradual afif@acbhi
1994). In the 1950s, over 90 percent of manufacturing outputs in Taiwan was produced by the
state sector. Instead of privatizing the SOEs, Taiwan allohegrivate enterprises to grow
and to become gradually a dominate sector ( Lau 1993). The Asianeculitesses
pragmatism, values measures that will bring Pareto improvement incremental manner,
and tends to twist the ideology to fit the reality instead ofother way around’ Western
society seems to be more ideology oriented than the Asianysdiatving on the history of
the last three centuries of England and other Western econonetzS&977), finds that
the alteration and establishment of various distinct political-ecanomstitutional
arrangements in the Western society were induced or shaphkd dgrhinant social thoughts
in those times. In addition to the collapse of communist partiegdbgtion of a big bang
approach in EEFSU reflected the influence of prevailing "cagitédiumphalism™ in the
society (Wiles 1995). A dominant social thought may not be the ‘@broee in the sense
that the solution embodied in the thought will lead to a higher incaoowetly rate and more
desirable income distribution. Fundamentally, social thought is elémity the bounded
rationality of the human mind. When the transition in the EEFSUesta¥Western policy
advisers thought the process was a well-trodden péBlachs 1993, p. 2) and it was possible
to jump to a market economy. The experience in EEFSU now shows\bkatthough a big
bang approach is adopted, the transition from a centrally planned ecoonoanynarket
economy will still be a slow, gradual process (World Bank 1996, Lavii®5, chapter 10).
If the gradual nature of a transition process had been known to jbetynaf people at the
beginning of reform, the approach adopted in EEFSU might have been different.

The lessons of the China’s transition, that were summarized t®$&; may be
useful for designing reform policies in other economies where Stiéet-type heavy-
industry-oriented strategy or other similar development siestidtave been adopted under
capital-scarce conditio’s. The lessons may also be useful for EEFSU, because their

4" For example, the Chinese government often labslgtang that works for China as socialist. Fronsthoint
of view, there is no confusion for a Chinese decishaker about what is a socialist market and vehte
meaning of socialism with a Chinese character.

“8In essence, the heavy industry-oriented developsteasiegy is a forging-ahead strategy in which the
government distorts the macro-policy environmertraer to facilitate the development of some indest
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transition to a market economy has not completed yet. Howevermpatant to recognize

the difference in the stages of development, endowment structurdg;apaystems, and
cultural heritage in each country. To be effective, the actt@memeasures should take the
economy's initial conditions into consideration and exploit all favoraddeois within and
without the econom§? Therefore, the specific design and sequence of reforms in an
economy should be "induced" rather than "imposed". A simple transpdantdtsuccessful
measures in an economy will not guarantee its success in other economies.

Even though the overall performance of China’s approach to transitiomerys
remarkable, the transition in China is not complete yet. Becdgseetorm in the macro
policy environment, especially the reform in the interest ratieypddgs behind the reforms
in micro management institution and resource allocation mechanismitutional
arrangements in the economic system become internally intmnisié\s a result of the
institutional incompatibility, rent seeking, investment rush, and ioflaére internalized in
the transition process. To mitigate these problems, the governnemtregorts to traditional
administrative measures and causes the economy's dynamic gawthto halt and the
regression of institutions. From the above analysis one can sektishatperative for China
to complete the reform in macro policy environment so as to remwenstitutional
incompatibility and so that the economy can set forth a sustainedttsrgrowth path. In
addition, as the Chinese economy becomes a more matured market ecmbrmpore
integrated with the world economy, it is essential for the contingomsth of the economy
to establish a transparent legal system that protects propghiy so as to encourage
innovations, technological changes, and domestic as well as foreigrimewts in these
economies.
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