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Grzegorz W. Kotodko: Considering the fact that China is the most populous country in the
world — having roughly 1.3 billion inhabitants, that is 20 or so percenhefglobal
population — remarkable economic expansion of its economy and fast growadkpat and
standards of living of Chinese people over the last quarter eftary should be considered
as one of the greatest economic achievements in the mankind’s Histolnygrowth has also
significant social consequences. Never during such short, on thedak&oale, period of
time so many people — no less than 300 million — have been advanced frpookiué the
people considered to live before in poverty.

China’s economic growth is not only fascinating in its own dimensionoibuhe relative
scale as well. To bring this point to the fore, it is enough to coemibe rate of growth of
China’s GDP, since the market-oriented reforms have start2878, with the rate of GDP
growth of the world economy on the average, on the one hand, and espeitiallye pace
of growth of GDP in other countries in transition from the formeradist centrally planned
system to the open market economy. It is clearly seen espesiaik after 1989, that is the
beginning of accelerated transformation of the East Central Eamopeonomies and the
republics of the former Soviet Union.

Chart 1: The winners and the loosers
of globalization and transition
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Here the important questions emerge: when actually China hasdskerttransition to a
market economy? Was it already in 1978, when the initial stag@ssoimarket-oriented
reforms had been launched, or much later, when this country has joined theé Vade
Organization and henceforth irreversibly decided to go all the wngto thefull-fledged
market economy? There are no doubts that a shift to true market economy was tioe on
agenda in China not only at the turn of the 70s and 80s, but not even yeBbsiliehad
been a long gradual process, lasting about two decades, which haktEbuga to the
breaking point — going from theforms of the socialist systenonly to atransition from
outgoing socialist centrally planned system to a new open marksystem It is so even if
it is not yet officially admitted by the Chinese authoritidence, while claiming correctly
some years ago that China was still just in “transition toriresition to a market® now it is
the time to claim clearly that Chimgin transition process.

However, from today’'sex post perspective, this question is less relevant than it used to be
some time ago. It is not that important when the process had startedveésuamd how it will
end? Still more important is how the process is being managed,avenéte costs and the
gains of the great Chinese change? By what means and textiat this huge country is, or
will be, able to catch up with the more advanced countries?

China’s economic growth and opening up, followed by continuing integrationttiet
global economy, is indispensably linked with the systemic change edidontvards the
market system, on the one hand, and export-led growth, on the other. Indewal, f&3hi
growth — which brought the expansion of GDP seven-fold over last 25, ywaabout four-
fold in terms of real GDRper capita— wouldn’'t be possible neither withoggradual
marketization of the economy nor without integration with the world market during the era
of ongoing globalizatioA.Coexistence of these two processes has brought the fruits for China
in the form of its growing contribution to both, the world output and world trade. On the basis
of purchasing power parity (PPP) evaluation the China’s share iglabal GDP had risen
about two-and-a half-fold during last 15 years, from 5.4 per cent in 1989 to over 12 percent i
2004.

! See: Kolodko, Grzegorz W. (2000rom Shock to Therapy. The Political Economy of t&msalist
Transformation Oxford University Press, Oxford-New York.

2 See: Kolodko, Grzegorz W. (2008lobalization and Catching-up in Transition EconesiUniversity of
Rochester Press, Rochester, NY and Woodbridgeol8utiK, 2002.
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Chart 2: China's share in world GDP (in PPP)

12,0 11,2

" 1989 1991 1993 1995 1997 1999 2001

Source: The World Bank.

At the same time to Chinese contribution to the world export has pioe three-fold —
from 1.5 percent in 1989 to over 5 percent contemporarily.

Chart 3: China's share in world export
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Source: The World Bank.

China’s transition — unlike this of the former Soviet republics, includiRussia and
Ukraine, and also unlike the East Central European ones, including Poteasdbeen all the
time a gradual process. Unlike Poland at the onset of transitithre iearly 90s, when ill-
advised “shock without therapy” had been exercised, with all the dleittzses and pains,
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China, with great commitment and determination, has been workingwautpblicies
simultaneously: the policy of systemic change (that is #rg transition processgnd the
policy of socio-economic development. When Poland was doing the sdrakis- during the
implementation of “Strategy for Poland” in 1994-97 and, again latethattime of
implementation of “The Public Finance Reform Program” in 2002-04 +etbhalt had been
much better than otherwise, that is both in 1989-93 and again during the lmgeilthe
economy in 1998-2001Hence, if searching for an answer why China is so succestful w
its transition, one must look deeply into the coordination of these twoigsoligolicy of
systemic transition and policy of economic growth.

And this combination has happened to be managed quite successfully owendhe
because of thgradual approach. Here one more time the Chinese experience proves that
this country has been able to learn from the mistaken and mismaatgee same time
Polish shock “therapy”. Especially the process of institutionaldimgl calls for quite a
gradual approaéhand here many countries may learn a lot from China, and not aghess
the other way around.

Today we have a great opportunity to learn much more about the wapa @hi
transforming its economic and political system for the purposustiining fast economic
growth for another number of years. Within the continuing seridistinguished Lectures
(http://www.tiger.edu.pl/english/publikacje/dist.htnorganized by the Kaninski School of
Business (WSPiZ www.kozminski.edu.pl and TIGER — Transformation, Integration and
Globalization Economic Researchwwvw.tiger.edu.pl we are happy to host Professor Justin
Yifu Lin.

Professor Lin is a Director of the China Center for Economice&eh at the Peking
University (vww.ccer.edu.chand he teaches also at the Department of Economics at the
School of Business and Management of the Hong Kong Universitysarnce and
Technology. He has got his MBA from the National Chengchi Uniyeia 1978 and
graduated in political economy from the Peking University in 1982. In 1986édeived the
Ph.D. in economics from the University of Chicago. Professor Linrenawned economist
who has published extensively and not only on the Chinese economy. In 2004 he was
awarded a Honorary DegreBdctor Honoris Causpby the University of Auvergne. In the
meantime he has traveled widely and contributed to the researcleastdng at various
institutions worldwide, including Duke University, Australian National Ursitg, University
of Michigan, University of Minnesota and UCLA.

Now, we have the opportunity to learn from Professor Lin’s knowleohgkediscuss the
issues of our joined concern. The topic of our guest Distinguishedrkest ‘Lessons of
China’s Transition from a Planned Economy to a Market Economy’ To be sure, it is
never wrong to learn the proper lessons. The more it is thef casd lessons are based on a
success story — as China definitely is — and if the teacher is Professor Lin.

Welcome, Justin, and the floor is your.

% See: Kolodko, Grzegorz V&tructural Reform and Economic Growth in 2002-2008e Opening and Closing
Balance (www.tiger.edu.pl/english/aktualnosci/report_en)pdfiso in Polish in: Kolodko, Grzegorz W. (2004)
O Naprawie Naszych FinansgWNOIK, Torua 2004, pp. 179-190.

* See more in: Kolodko, Grzegorz W. (2004$titutions, Policies and GrowftRivista di Politica Economica,
Maggio-Giugno 2004, pp. 3-37.




Justin Yifu Lin: Thank you very much. One of the most important events in the modern
economic history is the socialist countries’ transition from tbeée$-type planned economy
to a market economy starting in the last two decades of th€&tury. China’s experience
of transition has produced many interesting contrasts to the empesi of transition in
Eastern Europe and Former Soviet Union (EEFSU). When the trarst#i®ed in EEFSU,
most economists in the West favoured a big bang approach, which indiadelization,
price liberalization, and privatization. They considered these tmeferms to be
preconditions for a successful transition to a market economy amdpaétd to complete all
these reforms simultaneously or in a short sequence (Blanchatd @91, Gomulka 1989,
Kahn and Richardson 1991, Lipton and Sachs 1990 ). The big bang approach ie issaenc
version of the Washington Consensus, which is based on the basic prin€ipéesclassical
economics for a well-functioning market economy and was recommendee byiF/World
Bank for market-oriented reforms in the developing coung{ke®dko 2001) The proponents
of big bang approach expected the transition in EEFSU to havecarvd' effect on
economic growth; that is, they expected the GDP in a countrynipdeented the big bang
approach to decline initially and to be followed by a strong regowera short period of
time. Most countries in EEFSU followed this approach. The big bamgroach,
nevertheless, has resulted in an unexpected sharp and prolonged dedBid with
extraordinarily high inflation rates and serious deterioration ofr atheial indicators (World
Bank 1996; 2002Y.

China has adopted an alternative gradual, evolutional approach to thotragiace the
reform started at the end of 1978. This approach is piecemeall partremental, often
experimental, and especially without large-scale privatiz&tibime Chinese approach is not
guided by a well-founded theory or followed a pre-determined bhie@bme economists
regard this approach to be fatally flawed and self-defeatimigile the big bang approach
theoretically perfect and feasible (Sachs 1993; Murphy, ShleiidrVashny 1992). In the
late 1980s, many observers predicted the reforms in China would |eexviere, and its
experience provided a useful, negative lesson for the EEFSUY@r#890, p. 194).
However, contrasting the economic collapse and social crisis BBEHEChina has become
the fastest growing country in the world ever since the transstarted. China has also
successfully controlled the inflation in an acceptable [Bvel.

The success of China’s approach to transition so far has producedchmdienges to
conventional wisdom in economic theory (Chow 1997; Perkins 2002). This approach
violates almost all the basic propositions for a successful imn&iom a planned economy
to a market economy that are identified by many economistsiaguvine former socialist
countries in the early phase of their transitidime success has puzzled many economists

® The cumulative output decline in countries in Gainand Southeastern Europe and the Baltics rea2h&do
and in countries in the Commonwealth of Indepen&ates reached 50.5%. In 2000, Russia’s GDP wigs on
64 % of what it had been in 1990, while in 2000 &@P of Poland, the best performing countries &8,
increased only 44 %, compared to that in 1990 (WB&nk 2002)Certainly the collapse of international trade
due to the demise of CMEA has also contributechtodecline of GNP in these countries. However, ktige
bang approach was undoubtedly a major cause of thesnfalls (Brada and King 1991; Csaki 1994).

® To a large extent, the reform measures and sequaapted in Vietnam and Lao are very similar séhof
China. There seems to be a common East Asian rbtiansition.

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

8 China’s annual GDP growth rate reached 9.3% in918I03; whereas the inflation rate, measured by the
retailed price index, was 5.3% annually in the sperod.

° The basic propositions, according to Nolan (1995,401-2). include: 1) 'market socialism' cannotky 2)
institutional reform cannot be successful unlessehs macroeconomic stability; 3) enterprise®rafits to

5



(Nolan 1995). Some economists attribute the China’s success to thgueumitial
conditions, namely, a large agricultural labor force, low subsidies to aggapul a rather
decentralized economic system, and, large amount of rich overseaseC[@acerowicz
1994; Woo 1993; Sachs and Woo 1994 and 1997; Qian and Xu £9%ejording to these
economists, China’s experience does not have general implicatiomssbeChina’s initial
conditions are unique. However, other economists suggest that Chinagsssposes a
challenge to the wisdom of Washington Consensus which considerszatain| market
liberalization, and privatization as necessary components to a stutdesnsition, and the
Chinese experience demonstrates the superiority of evolutionpefirental, and bottom-
up reforms over the comprehensive and top-down big bang approach (Cheri@22al.
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 ideologybhakrupted there. In
addition to the fact that there was no theory supporting a gragitah of system (Aslund
1990, p. 37), a new ideology of capitalist triumphalism prevaiiétherefore, the countries
in the EEFSU intended to have a rapid and comprehensive change anddxp@omp to a
market economy in a short period of tiffeHowever, the studies on Poland and other
countries by the World Bank (1996 and 2002) show that stabilization andiibBoam can
be implemented quickly, privatization may take a number of yearscconglish, the
development of market supporting institutions, such as legal and fihapsiams, will take
years, even decad&sTherefore, no matter what approach is adopted, the transition from a
centrally planned system to a market system in any countrgcin Will necessary be a
gradual process. During the process of a gradual transitiongftbetiveness of any
individual institutional arrangement cannot be ascertaanedori because the function of an
individual institutional arrangement depends on the functions of othstitutional
arrangements in the institutional structure (Lin and Nugent 1995). Beendrket 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 provide mucheytodanc
a smooth transition. Therefore, it is desirable to have a betterstauaiding about China’s
experiences, how China’s transitions could have been accompanied byanabistable
economic growth, whether the Chinese approach has any geneealiessbns for other

make profits will not produce socially desirabletammes unless prices are determined by market Sprbe
economic progress will be greatly inhibited unléss economy is fully integrated into the world egcoty; 5)
the pace of the transition from central planningdseto be rapid; 6) and democratic political ingiins are a
necessary condition of success with economic reform

% However, the initial conditions are not necesgatil the net advantage of China's transition. See t
insightful discussion by Chang and Nolan (1995).

™ The capitalist triumphalism, as defined by Wile995, p. 48), is "Thatcherism plus optimism: i.e.
monetarism plus privatization plus dogmatism, bigbadrresponsible (i.e., not Thatcherie) versiofissasy
success."

2 The instruction to Jeffrey Sachs, when he wagéavio advise the reform programs by Solidarityléahip

in Poland in July 1989, reflected the general md@ive us the outline that you see fit. But maka firogram
of rapid and comprehensive change. And pleasd, thkaroutline with the words, 'With this prograngléhd
will jump to the market economy." We want to mowvecgly; that is the only way that this will makerse to
our society, that it will make sense politicallpda--as we understand form experts--the only wayilltmake
sense economically as well." (Sachs 1993, p. 43-4).

13 Even Jeffrey Sachs, the most famous proponenigobang approach, changed his position on the speed
privatization. In the 1991 World Bank Annual Cormfece on Development Economics, he proposed to
accelerate the privatization in Poland and argued, totherwise, the entire process of transitioruld/doe
stalled for years to come (Sachs 1991). In hig latéings, he only argues that the government tfasition
economy to have a commitment to privatization (Saaid Woo 1997).
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economies in transition.

The transition in essence is a process of institutional changestifrose of a plan
economy to those of a market economy. In the paper | will argae the economic
institutions of the plan economy are endogenously shaped by the adopticoroparative
advantage-defying heavy-industry-oriented development strateggaipital scarce economy
(hereafter CAD strategy). This strategy makes entepris the priority sectors of CAD
strategy nonviable in an open, competitive market. Many institutdisdrtions in the plan
economy are required for protecting and subsidizing those nonviableresgerin the CAD
strategy. The shock therapy, which attempts to eliminate theutieal distortions
simultaneously, causes economic collapse due to the fact thatraghgtion approach
neglects the endogenous nature of those distortions. The gradual Appr@dena achieves
dynamic growth because this approach continues to provide protections aidiestibsthe
nonviable enterprises meanwhile allowing enterprises to entethitoreviously suppressed
sectors, which are consistent with China’s comparative advantagescohm@getion of
China’s transition to a market economy, which requires the elimmaf all institutional
distortions arising from the plan economy, depends on final resolutigiatufity issue of
enterprises in the CAD strategy’s priority sectors.

The paper is organized as follows: In Section II, | will discils logic origin of this
planned economic system. In section IlI, | 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.

|. DEVELOPMENT STRATEGY AND TRADITIONAL SOCIALIST EC ONOMIC
SYSTEM

Due to the differences in the stage of development, agriculiagea larger sector in
China than in EEFSU. Despite this difference, the nature and prebdé 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, necessarnyanents, and natural
interaction of those components (Ericson 1991; Kornai 1992). Lin, Cai, af29@38) show
that the Soviet-type planning system was endogenous to the ch@c€AlD strategy in a
capital-scarce economy.

| will first analyse the effect of a CAD strategy on thelution and economic rationality
of the Soviet-type planning system, using the Chinese case as an example.&ireform
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;(@na traditional micro-
management system of State-owned enterprises (hereaftes) SQdE collective agriculture.
These three components were endogenous to the choice of CAD sinageggpital-scarce
agrarian economy, although the specific institutional arrangementsehatactually adopted
in China were also shaped by socialist ideology, the Chinese GoisinParty's experience
during the revolution, and the Chinese government's political capaditye relationship

4 Even although Hungary and Poland had been expetingemarket liberalization for over a decade befor
the rush to liberalization after 1989, the broatlioes of their economies were still those of thevist model
(Lavigne 1995).

15 perkins and Yusuf (1984, p. 4) noted that a unfgagéure of China's economic development underationi
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between the development strategy and the economic structure is summarigeceid.fi

At the founding of the People's Republic in 1949, the Chinese governmeriteithhee
war-torn agrarian economy in which 89.4 percent of the population residechirareas and
industry consisted of only 12.6 percent of the national income. At that & developed
heavy-industry sector was the symbol of the nation's power and eccoacmevement. Like
government leaders in India and in many other newly independent dexglopintries,
Chinese leaders certainly intended to accelerate the developmeadvy industries. After
China’s involvement in the Korean War in 1950, with its resulting erobang isolation
from Western nations, catching up to the industrialized powers furfloerme a necessity for
national security. In addition, the Soviet Union's outstanding recordtiohAauilding in the
1930s, in contrast to that of the Great Depression in Western neartkeimies, provided the
Chinese leadership with both inspiration and experience for adopt@ylastrategy for
accelerating China’s development. Therefore, after recoveramy fvartime destruction in
1953, the Chinese government set the development of heavy industties @gority. The
goal was to build, as rapidly as possible, the country's capagtpdoice capital goods and
militarlyé materials. This development strategy was shaped ghra@u series of Five-Year
Plans:

Heavy industries are capital-intensive. China was a capaateclow-income, agrarian
economy in the 1950s. Therefore, the capital-intensive heavy induseresnet China’s
comparative advantage at that time. The construction of a heavyringusiect in a
developing country has three characteristics: 1) it requiresng testatiort’ 2) most
equipment for a project, at least in the initial stage, need itmparted from more advanced
economies; and 3) each project requires a lump-sum investment. WheGhihese
government initiated this strategy in the early 1950s, the Chirms®my also had three
distinct characteristics: 1) the available capital wastéidj)iand, consequently, the market
interest rate was higlf;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 householddiggns China’
nature of a densely-populated poor agrarian economy. Because the @maeeristics of
Chinese economy were mismatched with the three characteofktdseavy industry project,
Because the three characteristics of Chinese economy weneatched 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
intensive industry in Chinese economy was impossiblerefore, a set of distorted macro-

was the government's capacity to implement villeeyel programs nationwide through bureaucratic Bady
channels. Therefore, the Chinese government wastabimpose certain institutional arrangementsh aacthe
collective farming system instead of the Sovietdesfarms, in the economy, deemed as importamddxglogy
or by economic rationality, which may not be feésin other economies (Perkins 1966).

% The Five-Year Plan was disrupted from 1963-65 piaéod immediately after the agricultural crisfs1®59-
1962. The first to the seventh Five-Year Plans oedierespectively, the periods from 1952-57, 19381®66-
70, 1971-75, 1975-80, 1981-85, and 1986-90.

' The construction of a light-industry project, suak a small textile factory, takes one or two years
complete. The construction of a large heavy-inqugtroject, in general, takes a much longer timer Fo
example, in China the average construction timeafonetallurgy plant is 7 years, for a chemical plarb-6
years, and for a machine-building plant is 3-4 ykaand Zheng, 1989, p. 170).

'8 Three percent per month was a normal interestinatiee informal financial markets that existed drefthe
adoption of the development strategy. It is eqeimato 36 percent per year.

19 A spontaneous development of heavy industry wamasible for several reasons. First, the high ésterates
would make any project that requires a long gestatinfeasible. For example, it takes on averagearsyin
China to complete the construction of a metallystant, as indicated in footnote 3. The market ggérate in
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policies was required for the development of heavy industry. At thaiag of the first
Five-Year Plan, the government instituted a policy of low interats and over-valued
exchange rates to reduce both the costs of interest payments amgbdfrig equipmerf’
Meanwhile, in order to secure enough funds for industrial expansion, & pblicw 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 gesits large enough to repay
the loans or to accumulate enough funds for reinvestment. If the éderprere privately
owned, the State could not be sure that the private entrepreneursreioutest the policy-
created profits on the intended projectsTherefore, private enterprises were soon
nationalized® and new key enterprises were owned by the State to secureatés Sontrol
over profits for reinvesting in heavy-industry projects. Meanwtolenake the low nominal-
wage policy feasible, the government had to provide urban residehtsneipensive food
and other necessities, including housing, medical care, and clothindgowheterest rates,
over-valued exchange rates, low nominal wage rates, and low frcesny materials and
living necessities constituted the basic macro policy environment of the CatBgst*

The above macro policies induced a total imbalance in the supply anddiémnaredit,
foreign exchange, raw materials, and other living necessitesau8e non-priority sectors

the early 1950s in China was about 30 percent par {2.5 percent per month). Suppose the fundher t
project was borrowed at market rate and repaymestmade after the completion of the project. Tliecgral
and interest payment, calculated at a compound i@teeach dollar borrowed at the first year of tireject
would be 6.27 dollars. It is obvious that no projeould be profitable enough to shoulder such & lingerest
burden. Second, since most equipment needed tmperted from advanced countries, the limited supgdly
foreign exchange again made the construction ofheadustry expensive under the market-determined
exchange rate. Third, because the agriculturallssinyas small and scattered, it was difficult tobiline
enough funds for any lump-sum project.

% For example, the interest rate on bank loans iésatly reduced from 30 percent per year to abfiue
percent per year. For a one-dollar fund borroweth@tbeginning of a 7 year project, the principad &nterest
payment at the time that the project was compleimald be reduced from 6.27 dollars to 1.41 dollars.

2l Despite the real GNP per capita had tripled betwk252 and 1978, the nominal wage was kept almost
constant, increasing only 10.3 percent, duringstimae period_(China State Statistical Yearbook 1987151).
However, because of in-kind subsidies, the realesag urban workers were not as low as the nomiagkes
suggested. Moreover, urban wage rates may dedhamply if the restriction on the rural-urban migpat is
removed. For a more detailed discussion of the &tion of low nominal-wage policy, see Cheng (198&p.

8) and Wu (1965, chap. 4).

# Even with all the above price distortions thatilfate the heavy-industry development in Chinag thme
period required by a heavy-industry project to daaok the capital investment was, on average, abdat5
times longer than the period required by a lighluistry project (Li 1983, p. 37). Therefore, a profi
maximizing private owner would have higher inceesito invest in a light-industry project.

% Under the New Democracy Policy, adopted by the @anist Party in the late 1940s, private enterprises
were supposed to coexist with State-owned entepfar an extended period after the revolution. Eloav, the
enterprises were soon nationalized after 1952 whemgovernment adopted the CAD STRATEGY. The attemp
to secure profits for the heavy-industry projecsvthe motivation for the government's change isitjom
toward private enterprises.

4 Theoretically, the government could use subsidiessead of distorting the price signals as a means
facilitate the development of capital-intensive\nemdustry in a capital-scarce economy. It carsbewn that
the subsidy policy is more efficient economicatam the policy of price distortion. However, wittetsubsidy
policy, the heavy industry would incur a huge esiplioss and the government would have to tax otlkeetors
heavily to subsidize the loss. Under such a sitmathe government would find it difficult to deféits position

of accelerating the development of heavy indudttgreover, the government in an underdeveloped eogno
may not have the ability to collect huge taxes.sThiay explain why governments, not only in sodialis
economies but in capitalist economies, use pristodions instead of subsidies to facilitate theaed@ment of
priority sectors.




would be competing with the priority sectors for the low-pricecousses, plans and
administrative controls replaced markets as the mechanismlléoatang scarce credit,
foreign reserves, raw materials, and living necessities, egstivat limited resources would
be used for the targeted projects. Moreover, the State monopolized lwaaigs) frade, and
material distribution systents.

In this way competition was suppressed, and profits ceased to beetimire of an
enterprise's efficiency, Because of the lack of market discipline, managerial discretizn w
potentially a serious problem. Managers of SOEs were deprivedarfosmy to mitigate this
problem?’ The production of SOEs was dictated by mandatory plans and furnistred w
most of their material inputs through an administrative allocagietesh. The prices of their
products were determined by pricing authorities. Government agenoigsolled the
circulation of their products. The wages and salaries of workeds managers were
determined not by their performance but by their education, age,opoaid other criteria
according to a national wage scale. Investment and working lcagitea 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 theeStad the State budget would also
cover all losses incurred by the enterprises. In short, the 8@kslike 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 order to secheap supplies of
grain and other agricultural products for urban low-price rationingcoapulsory
procurement policy was imposed in the rural areas in 1953. This pdliceed peasants to
sell certain quantities of their produce, including grain, cotton, difdeeoils to the State at
government-set prices (Perkins 1966, chap. 4).

In addition to providing cheap food for industrialization, agriculture alas the main
foreign-exchange earner. In the 1950s, agricultural products alore upaolver 40 percent
of all exports. If processed agricultural products are also coumgeidulture contributed to
more than 60 percent of China's foreign exchange earnings up to the B8Z&sse 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 muchdastrial
development. The government, however, was reluctant to divert scaoteaes and funds
from industry to agriculture. Therefore, alongside the CAD giyatthe government adopted
a new agricultural development strategy that would not competedources with industrial
expansion. The core of this strategy involved the mass mobilizatiamrailflabour to work

% In the literature in China and other socialist mwies, many authors presumed that the distortditypo
environment and the administrative controls werapskl by socialist doctrines. The socialist ideologjght
play a role in the formation of these policies, lewer, the existence of these policies and conéisls have an
economic rationale. They facilitate the implementatof a CAD strategy in a capital-scarce econofrtyis
explains why non-socialist developing economieshsas India, also had a similar policy environmantl
administrative controls when they adopted the sdevelopment strategy.

% An enterprise is bound to be loss-making if itspots happen to be inputs to the other sectorsexample
energy and transportation, because the pricesajltputs are suppressed. On the contrary, anpeisgris
bound to be profit-making if its outputs are at tbev end of the industrial chain, because the @nigz can
enjoy low input prices and high output prices &t same time.

2 The state enterprises were granted some autonfiemyttee reforms in the late 1970s. As expecteé, @fithe
results of this reform was a rapid increase in wadmnuses and fringe benefits at the expense eof th
enterprise's profits.
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on labour-intensive investment projects, such as irrigation, flood contndl, land
reclamation, and to raise unit yields in agriculture throughtiom@dil methods and inputs,
such as closer planting, more careful weeding, and the use ofamyaneic fertilizer. The
government believed that collectivization of agriculture would enthese functions. The
government also viewed collectivization as a convenient vehicleféutiefy 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 tsemely difficult in
agricultural production due to dimensions of time and space. The remonesygtem in the
collectives was basically egalitarian (Lin 1988).

The distorted macro-policy environment, planned allocation system, aicd-m
management institutions outlined above all made the maximum mabitiz#tresources for
the development of heavy industry possible in a capital-scarce ecoSomg. most private
initiative in economic activities was prohibited, the pattern ofgbeernment’'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 agriculnaelabor-intensive
light industries were consistent with China’s comparative advasitaggiculture and light
industries each received less than 10 percent of State investmitet period 1953-1985,
while 45 percent went to heavy industry. As a result, the value afyhedustry in the
combined total value of agriculture and industry grew from 15 percent intb9&2out 40
percent in the 197G3.

Judging from China's sector composition, the trinity of the traditisaaialist economic
structure--a distorted macro-policy environment, a planned allocatgtens, and a puppet-
like micro-management institution--reached its intended goal dfela@ating the
development of heavy industries in China. However, China paid a highfpriceich an
achievement. The economy is very inefficient due to two reasonsowl)allocative
efficiency because of the deviation of the industrial structama the pattern dictated by the
comparative advantages of the economy, and 2) low technical efficiterecto managers'
and workers' low incentives to work. The production of the economy looatsaime points
within the production frontier as shown in figure 2. The economy wasireffjcient 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 evab/.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 productivi@loha's SOEs was
in a state of stagnation or even negative growth between 1957-1982 (World Bank 1985b).

II. CHINA’'S APPROACH TO TRANSITION

2 \When the reforms started in 1979, the governnmtially planned to increase agriculture's sharéhin State
fixed capital investment from 11% in 1978 to 18%te following 3 to 5 years. Due to the rapid agftieral

growth brought about by the rural reforms, agricdts share in the State fixed capital investmetadly

declined sharply to only about 3% in the late 198064 early 1990s. However, the share of total figapital

investment in agriculture in the nation as a wihitenot decline so much as the figures suggesgusecpart of
the decline in the State investment was compendatexh increase in farmers' investment (Feder,et282).

Similarly, the share of heavy industry in the stited capital investment did not decline after thérms in
1979. However, the state's share in the total invest declined from 82% in 1980 to 66% in 1990. Tba-

state sectors' investments are mostly on projéetisare less capital intensive. Therefore, theesbarheavy
industry in the nation's fixed capital investmenless than the share in the State investment.
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The Soviet-type planning economy was very good at mobilizing scasmurces for
investment in a few clear, well-defined priority sectors&n 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 siertilar to those in the
EEFSU, China adopted an approach very different from that at EBR&t] China pursued
perestroika(economic restructuring) to stimulate the dynamism of the ecormrhywavoid
glasnost(political openness) to avoid the collapse of the Communist party.Chineese
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’8aténdard
approach for restructuring, which recommended a “macro” first apptoairhnsition®° In
China, the transition started with the decollectivization of agriculturentpevement of the
governance of state-owned enterprise through the enlargement gifriset@utonomy, the
promotion of non-state enterprises that face hard budget constaadtthe introduction of a
dual-track system to prices and exchange rate before theirlitbéom. In China, the
process did not involve mass privatization. SOEs maintained its domiolentn the
industrial sector. Through this cautious and gradual approach, thesenees have been
able to replace the traditional Soviet-type system with a rhasietem meanwhile
maintaining remarkable records of growth and price stability during thsiticn process.

For the governments in the Eastern Europe, their goal of trangitisrclearly defined at
the very beginning as “to replicate the economic institutions cfté&kle Europe” (Sachs and
Lipton 1990, p. 47). However, in China the goal was simply to improve ticeerty of the
economic system and the reform did not have a well-designedgst@tepolicy measures.
For example, as Perkins (1988, p. 601) observed, it was unlikely thatClemders at that
time had worked out a blueprint when they set out to reform the ecosgstém. Instead of
being designed priori, the choice of specific reform measure and the sequence ofitnansi
reflected the government’s pragmatism toward the problems as thest emerged in the
economic system and the opportunities that can be utilized to mitgablve the problems.
These government’s philosophy toward specific reform measurestigdfiected by Deng
Xiaoping's famous saying: “No matter it is a white cat ocklaeat, as long as it can catch
mouse, it is a good cat.” The sequencing of reform measurestisiéscribed by another
Chinese saying: “To cross a river by groping the stones.” Hawestospectively, the
transition process in China followed a logical process thatadigiable from the internal
logic of Soviet-type economy (Lin, Cai, and Li, 2003, chap. 5).

As discussed, the trinity of the traditional economic systeem@®genous to the adoption
of a heavy industry-oriented development strategy in a capaatesceconomy. The main
fault in this economic system was low economic efficiencyrggifom structural imbalance
and incentive problems. Before the late 1970s, the Chinese government dedewaral
attempts to address the structural problems by decentralizingewrce allocation

2 An evidence to support the above argument is #oe that, compared to the non-socialist economies a
similar levels of economic development, the sosiaconomies, no matter they were in the East ésia the
Eastern Europe or USSR, all had much larger indlisespecially heavy-industry, sectors (Rana 199¥jgne
1995).

%0 The first priority in the IMF/World Bank approadk fiscal control. This requires an organized ingr
revenue service capable of collecting taxes fromskbolds and liberalized enterprises in both aljuiiand
industry. After fiscal control, the interest ratesn be liberalized and the money and credit ardemad to
stabilize the prices. Before the removing of traglgrictions, foreign exchange rate should be edifiThe last
stage of the reform is the full capital account amtibility, which should wait until domestic finaial
liberalization has been completed and establisRedid 1995, pp. 14-5).
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mechanisn?’ However, the administrative nature of the allocation mechanis® not
changed and the policy environment and managerial system wereenetalnd thus the
attempts to rectify the structural imbalance and improve econmoéntives failed. The
goals of the reform in late 1978 were also to rectify thectiral imbalance and improve
incentives. However, what set the reforms apart from previous@tiewere the micro-
management system reforms, that made farmers and manademikers in SOEs partial
residual claimants. This small crack in the trinity of thedifitonal economic system was
eventually pried open, leading to the gradual dismantlement ofafliédnal 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 intendeldatge the
farming institutions. The government had recognized in 1978 that solvangagerial
problems within the collective system was the key to improvingndes' incentives.
However, in the resolution adopted by the third Plenum of the ElevemtnaC€ommittee
of CPC, which marked the start of transition in China, any tygeuo$ehold-based farming
arrangement was explicitly prohibited. Nevertheless, a coledti a poverty-stricken area
began to try out secretly a system of leasing a colleciaets and dividing the obligatory
procurement quotas to individual households in the collective in late 1978arEaatvas hit
by a drought in that year. All other collectives reported shedpation in output. The output
in that collective not only did not decline but increased 30 percent. ingéhe advantage
of the household-based farming system in improving agricultural produ¢hiencentral
authorities later conceded to the existence of this new fofarming, 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. é¢ititial recognition of the
household responsibility system as a "socialist" farming insiituand applicable to any
collective in China was eventually given in late 198. By thatefi®5 percent of the
collectives in China had already been dismantled and had institutechotneehold
responsibility system. By the end of 1983, 98 percent of agricultulactiees in China had
adopted this new system. When the household responsibility system@pfiestred, the land
lease was limited to only one to three years. However, the Basé reduced farmers'
incentives for land-improvement investment. The lease contracaleaged to be extended
up to 15 years in 1984. In 1993, the government allowed the lease contraeixterimied 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 governitteede reforms have
undergone four stages. The first stage (1979-1983) emphasized seavp@itant
experimental initiatives that were intended to enlarge enterguigomy and to expand the
role of financial incentives within the traditional economic syst€hese measures included
the introduction of profit retention and performance-related bonuses andtpd the SOEs
to produce outside the mandatory State plan. The enterprises involvgobmsealso were

31 The first attempt was made in 1958-1960, the s#dnrl961-1965, and the third in 1966-1976 (Wu and
Zhang 1993, pp. 65-7).
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allowed to retain part of their foreign exchange earnings feratigheir own discretion. In
the second stage (1984-1986) the emphasis shifted to a formalizatithe dinancial
obligations of the SOEs to the government and exposed enterpriseket mnfluences.
From 1983, profit remittances to the government were replaced lofiatax. In 1984, the
government allowed SOEs to sell output in excess of quotas at megaqtiaces and to plan
their output accordingly, thus establishing the dual-track pridersy®uring the third stage
(1987-1992), the contract responsibility system, which attempted téydlaei authority and
responsibilities of enterprise managers, was formalized andywadepted. The last stage
(1993-present) attempted to introduce the modern corporate system $®OH= 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 achievedaisied goal of improving
technical 7e+fficiency. Empirical estimates show that alrhafftof the 42.2 percent growth
of output in the cropping sector in the years 1978-84 was driven by produciinnge
brought about by the reforms. Furthermore, almost all of the above prityugrowth was
attributable to the changes resulting from the introduction of the hodsetgponsibility
system (Fan 1991; Huang and Rozelle 1994; Lin 1992; McMillan, et al. 198919@8)%
Production function estimates by several studies find that for inyddisér increase in
enterprise autonomy increased productivity in the SOEs (Chen E388; Gordon and Li
1989; Dollar 1990; Jefferson et al. 1992; Groves et al. 1994; Li £&9merefore, the
reforms in micro-management system in both agriculture and inchusteycreated a flow of
new resources, an important feature of China's reforms.

The increase in enterprise autonomy under a distorted macro-policyorenent,
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, lemgdits, and other
unauthorized expenditures (Fan and Schaffer 1991) and the competition Hem t
autonomous township-and-village enterprises (TVEs) (Jefferson and Ra98i6)>*
However, once the enterprises had tasted the fruits of autonomyuit vihave been
politically too costly to revoke it. The decline in the profits @ES and the competition
from TVEs forced the government to adopt other measures that furitreased the
autonomy of SOEs in the hope that the new measures would make tipeisggdinancially
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 thia enterprises
needed to obtain additional inputs and to sell the extra outputs outsidplatieed
distribution system. Under pressure from the enterprises, matsupplies were
progressively de-linked from the plan, and retail commerce was graduadhyutkged. At the
beginning, certain key inputs remained controlled. However, the codtriilens were
increasingly reduced. Centralized credit rationing was alsegdtdd to local banks at the

32 Similar gain in agricultural productivity was alsmbserved in Vietnam's agricultural decollectivipat
(Pingali and Xuan 1992).

% Similar productivity gain is also reported for ¥iam’'s State-owned enterprises. See the empiridies
cited in Sun (1997, pp. 3-4).

34| will discuss the emergence of TVEs and its intpam the reform of SOEs in the following subsattio
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end of 1984.

An unexpected effect of the relaxation of the resources allocatemhanism was the
rapid growth of the non-State enterprises, especially the T¥/Rsiral industry already
existed under the traditional system as a result of the govetisnuecision to mechanize
agriculture and to develop rural processing industries to finance¢lebanization in 1971.
In 1978 the output of TVEs consisted of 7.2 percent of the total valimelwdtrial output in
China. Before the reforms, the growth of TVEs was severely constiaynactess to credits,
raw materials and markets. The reforms created two favor@biditions for the rapid
expansion of TVEs. 1) A new stream of surpluses brought out by theehudds
responsibility reform provided a resource base for new investraetiities. 2) The
relaxation of rigidity in the traditional planned allocation mecharmsovided access to key
raw materials and markets. In the period 1981-1991, the number of TMpaEyment, and
the total output value grew at an average annual rate of 26.6%, 11.2%29&%,
respectively. TVEs' annual growth rate in total output value wae tthmes that of the State
firms in the same period. In 1993, TVES' output accounted for 38.1 percén¢ aobtal
industrial output in China. The share of industrial output from nonstatepesés increased
from 22 percent in 1978 to 56.9 percent in 1993 (State Statistical Bureaupl9&#), The
emergence of TVEs has been claimed by some research#ie greatest achievement of
China’s reform (Sun 1997).

The rapid entry of TVEs and other type of nonstate enterprisesqatdwo unexpected
effects on the reforms. First, nonstate enterprises were rttdugt of markets. Being
outsiders to the traditional economic system, nonstate enterpade® lobtain energy and
raw materials from competitive markets, and their products doeildold only to markets.
They faced hard budget constraints and they would not survive if tlEgiagement was
poor. Their employees did not have an "iron rice bowl" and could be fied rsult, the
nonstate enterprises were more productive than the SOEs (WeimaaXu 1995, Sun
1997). The dynamism of nonstate enterprises exerted a pressure3@HEkeand triggered
the State's policy of transplanting the micro-managemergrmyst the nonstate enterprises
to the SOEs and of delegating more autonomy to the SOEs. Refasumae for improving
the micro-management system of SOEs-- such as replacenmnfibfemittance by a profit
tax, the establishment of the contract responsibility system, lmdntroduction of the
modern corporate system to SOEs-- were responses to competésseire from TVEs and
other non-state enterprises (Jefferson and Rawski 1995). The increagepetition among
the enterprises and between the state and non-state entergosesraases the productivity
of the SOEs (Li 1997). Secondly, the development of nonstate enterpiggacantly
rectified the misallocation of resources. In most cases, nomstrises had to pay market
prices for their inputs, and their products were sold at markeesriThe price signals
induced nonstate enterprises to adopt more labor-intensive technology @rténtrate on
more labor-intensive small industries than on S&Eherefore, the technological structure

% The non-state enterprises include the TVEs, theater enterprises, and joint-venture enterprisegssseas
Chinese enterprises, and foreign enterprises. Antlogig, the TVES are the most important in termsuwiput
share and number of enterprises. It is notewotiay TVES, although different in many aspects fro@ES, are
public enterprises that are funded, owned, andrsigaeel by the township or village governments. nfilevel

study found that there is no essential differemcthé allocation of control rights between the S@&E TVEs
(Jefferson, Zhao, and Lu 1995).

% For example, in 1986 an average industrial eniggpn China had 179.9 workers, and the fixed itesit
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 fixedstment per worker was 1709 yuan (Statistical bveak of
China 1987, p. 205).
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of nonstate enterprises was more consistent with the compasatwamtages of China's
endowments. The entry of TVEs mitigated the structural imbalaaused by the heavy
industry-oriented development strategy.

(c) Macro-policy environmental reform

Among the trinity of the traditional economic system, the distomeatro-policy
environment was linked most closely to the development strategy, sanefféicts on
allocative and technical efficiency were indirect. The reforms of #heronpolicies were thus
the most sluggish. | will argue later that most economic probteatsappeared during the
reforms--for example, the cyclic pattern of growth and the rampant seeking--can be
attributed to the inconsistency between the distorted policy envirorandnthe liberalized
allocation and enterprise system. Therefore, the Chinese goverooestantly faced a
dilemma: to make the macro-policy environment consistent with thexalized micro-
management institution and resource allocation mechanism or tomtralze the micro-
management institution and resource allocation mechanism for maigtahe internal
consistency of the traditional economic system. The deprivation efpeise autonomy
would definitely incur the resistance of managers and emplaye8©ESs. A return to the
traditional economic system would also mean return to economic stagngherefore, no
matter how reluctant the government was, the only sustainable ckhagé¢o reform the
macro-policy environment and make macro-policies consistent witlib#ralized allocation
and micro-management system.

Changes in the macro-policy environment started in the commodity pystem. After
the introduction of profit retention, the enterprises were allowed @duge outside the
mandatory plan. The enterprises first used an informal barséemnsyto obtain the outside-
plan inputs and to sell the outside-plan products at premium prices. In A8&hvernment
introduced the dual-track price system, which allowed the SOE| tilnvair output in excess
of quotas at market prices and to plan their output accordinglyaifheof the dual-track
price system was to reduce the marginal price distortiohanSIOES' production decisions
while leaving the State a measure of control over mateliatation. As the share of a
commodity that was allocated under the plan price gradually reducetb dine growth of
non-state sectors and the outside-the-plan production activity of the, $i@Egovernment
would then give up the plan price, allowing the price to converge tmé#nket prices’ By
1988 only 30 percent of retail sales were made at plan prices, ai8Dthe obtained 60
percent of their inputs and sold 60 percent of their outputs at markes (Zou 1992). By
1996, with the exception for a few raw materials and coal, fueltrandportation, the prices
for most commodities and services have been liberalized.

The second major change in the macro environment occurred in thanfexeigange rate
policy. In the years 1979-80, the official exchange rate was rpughlyuan per US dollar.
The rate could not cover the costs of exports, as the averagef @ashing one US dollar
was around 2.5 yuan. A dual rate system was adopted at the beghda®@l. Commodity
trade was settled at the internal rate of 2.8 yuan per ddiofficial rate of 1.53 yuan per
dollar continued to apply to non-commodity transactions. After 1985, the yasugnadually
devalued. Moreover, the proportion of retained foreign exchange, whicintsa@duced in

37 By the time the price of a commodity was liberatizthe proportion of the commodity that was alledeby
the plan, compared to the proportion that was atkxt by the market, was very small already. Theeefthe
shock was much smaller than the gap between thketnarice and plan price would indicate. The prsoafls
exchange rate liberalization, which will be dis@estater, is the best example.
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1979, was gradually raised, and enterprises were allowed to thei@pforeign exchange
entitlement with other enterprises through the Bank of Chinaes hagher than the official
exchange rate. Restrictions on trading foreign exchanges welerfudlaxed with the
establishment of a "foreign exchange adjustment center" in ShenzHg&8%, in which
enterprises could trade foreign exchanges at negotiated ratdse Bye 1980s, such centers
were established in most provinces in China and more than 80 percém &dreign-
exchange earnings was swapped in such centers (Sung 1994). The ofiniareign
exchange rate policy reform was the establishment of a managgthdl system and
unification of the dual rate system on January 1, 1994, by that timer&np®ef foreign
exchanges has already been allocated through the swap miarkets.

Interest-rate policy is the least affected area of thditimaal macro-policy environment.
Under the heavy industry-oriented development strategy, the intarestas kept artificially
low to facilitate the expansion of capital-intensive industrieserAthe reforms started in
1979, the government was forced to raise both the loan rates anditigs sates several
times3® However, the rates were maintained at levels far belowniket-clearing rates
throughout the reform process. In late 1993, the government announced a pliablishes
three development banks with the function of financing long-term pspjenport/export,
and agricultural infrastructure at subsidized rates and to turnexisting banks into
commercial banks. The three development banks were established in 1864.
commercialization of the existing banks is expected to takeast lanother three to five
years. Moreover, it is unclear whether after the reformriterast rate will be regulated or
will be determined by markets. The mentality of the heavy inghastented 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 ecqonarmdistorted macro-
policy environment-- at the very least in the form of a low interestpaliey-- is essential. It
is Iikelzlothat administrative interventions in the financialrkea will linger for an extended
period.

A unique feature of the transition in the East Asian economifgisontinuous growth
during the transition process. The above discussion gives us an expléoatios success.
As shown in Figure 3, when the transition started, the attempt @fovernment in China
was to move the production of their economies from point B to point Agurdi3a. The
measures were to improve incentives in the SOEs and colleatives by giving agents in
SOEs and collective farms some autonomy and allowing a closebéitvkeen personal
rewards and individual. The empirical studies cited in the abovesdisn show, in spite of
the lack privatization, the attempt was successful and a neawstkresources was created
by the micro-management system reform. The partial autonorsg #hplies that

3 Vietnam and Lao also adopted the dual-track systeraform the prices and exchange rates at tHe s@age
of the transition. Almost total deregulation ofqas and exchange rates occurred in Vietham in 5989 in
Lao in 1988. This total deregulation is sometimeduas an evidence that Vietnam adopted a big bamgach
to transition (Sachs and Woo 1997, Popov 1997). édmw according to the definition, a big bang appho
includes three essential elements: comprehensiee and trade liberalization, stablization, and ootment to
mass privatization of the SOEs (Sachs and Woo 1j995). However, Vietnam not only did not totalgnmove
its trade restrictions, but also did not have aognmitment for privatization of SOEs. Therefore, tWie@m’s
total price liberalization in 1989 was a partiadtead of a big bang approach reform.

% To stop bank runs, the savings rates were indéxedflation rates in October 1988. But the poliegs
revoked in 1991. In May 1993, the interest ratesfane-year time deposit was 9.18 percent, and fuore-to-
three-year basic investment loan it was 10.80 mer@@hina Statistics Yearbook, 1993, pp. 670-71welver,
the market rate for a commercial loan was betwéeantl 25 percent.

“%In Vietnam, the interest rates are increased émeally but not liberalized. In the case of Laoe tinterest
rates have been liberalized since 1989 althouglCémral bank still sets the floor and ceiling sati
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entrepreneurs in the state sector and in rural area gain ganiabl over the allocation of
the newly created stream of resources. The suppressed secthardraditional economy are
the sectors that are consistent with the comparative advanfapesezonomy and are more
profitable due to the existence of unsatisfied demands. The unexpesiéid of the micro-
management reform are that, driven by profit motivation, the autonoeruspreneurs
allocated the new stream of resources under their control tmahe profitable suppressed
sectors. Since the planned allocation mechanism and distorted macyogolironment
were preserved, the State still had control over the old streassadfirces and guaranteed
that these resources would be allocated to the priority sectasisl 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 as shauneir3ifi.
Moreover, as the economy grew, the proportion of resources that weated according to
the planned prices became increasingly small. Therefore, byirtiee 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 approaaghsitooin. Take the
case of China as an example, because the reforms in macregokspecially those
regarding the interest rate, lagged behind the reforms inltdwa@bn mechanism and micro-
management institutions, there were several economic consequenedsgsiione was the
recurrence of a growth cycle. The interest rate was maidtahan artificially low level.
The enterprises had incentives to obtain more credits than the fgopiitted. Before the
reforms, the excess demands for credit were suppressed tigtivestentral rationing. The
delegation of credit approval authority to local banks in the autumn of rE384dted in a
rapid expansion of credits and an investment thrust. As a resultotmeyraupply increased
49.7 percent in 1984 compared to its level in 1983. It caused the inflatgotormmp from
less than 3 percent in the previous years to 8.8 percent in 1985. In 1988 themgpnis
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 rurreacclLoans,
however, were maintained at the previously set level. As a comssxjube money supply
increased by 47 percent in 1988. The inflation rate in 1988 reached 1&tp&weng the
periods of high inflation, the economy overheated. A bottleneck in transportationy, emerg
the supply of construction materials appeared. Because the govemwamntluctant to
increase the interest rate as a way to check the investimesst, it had to resort to
centralized rationing of credits and direct control of investmeofepts-- a return to the
planned system. The rationing and controls gave the State seqosity position. The
pressure of inflation was reduced, but slower growth followed.

As mentioned earlier, although the reforms in the micro-management sygpeaved the
productivity of the State sector, deficits increased due to theetimtary behavior of the
managers and workers in the SOEs. Therefore, fiscal incomesnuogey depended on the
non-state sectors. During the period of tightening State cortieolyrowth rates of the non-
state sectors declined because the non-state sectors'taccestits and raw materials were
restricted. Such a slowdown in the growth rate became fiscallyataiile. Therefore, the
State was forced to liberalize the administrative controls deroto make room for the
growth of the non-state sectors. A period of faster growth followedeftheless, conflicts
between the distorted macro-policy environment and the liberalikschizon and micro-
management system arose again.

A second consequence of the inconsistency between the distortgdgmlimonment and
the liberalized allocation mechanism and micro-managemenuinstié was a rampant rent-
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seeking phenomenon. After the reforms market prices existedylegdlegally, along with
planned prices for almost every kind of input and commaodity that the &batrolled. The
difference between the market price and the planned price wasanomic rent. It is
estimated that the economic rent from the controlled commoditg,dhe interest rate, and
the exchange rate was at least 200 billion yuan, about 21.5 percennatitral income in
1988. In 1992, the economic rent from bank loans alone reached 220 billion yuan (H
1994)* The non-State enterprises as well as the autonomous SOEslgéréal incentives
to engage in rent-seeking activities through bribes and other msasuobtain the under-
priced resources from the State allocation agencies. Iltprtesl that under competitive
pressure, the SOEs in the heavy industries, which were given prioritiesimrupthe State-
controlled resources, also needed to give certain side paymertg toanks and other
allocation agencies in order to secure the earmarked loan andaieabe to obtain them
promptly.

Because of the rent-seeking activities of other types of miges, SOEs were often
unable to obtain the credits and materials indicated in the planseiitiseeking activities
also caused widespread public resentment and became a soumgabfirstability. To
guarantee the survival of the SOEs and to check social resentmegayéimament attempted
to re-institute tight controls on the allocation mechanism in theedysprograms of 1986
and 1988. However, the controls were relaxed later to allow the lyrofvthe non-state
sectors. Except for the interest rate, administrative controtbeoprices of most materials
and commodities have been removed.

[ll. LESSONS FROM CHINA'S TRANSITION

Even we give allowances to the possibility that, due to statigircdblems, the growth
rates in China are over reported and the economic collapses in EifE®Wer exaggerated,
the contrast in the economic performances during the transition processes twthgsmips
of countries are still very dramatic. The successful expsggenf China, to some extent also
of Vietham and Lao, up to date have presented several challemgee ttonventional
wisdom about economic transition from a Soviet-type system to a market system.

One of the earliest consensuses among economists advising titeotranEEEFSU was
the need for quick privatization. The arguments are as follows: terosanership is the
foundation for a well-function market system, real market conpetiequires a real private
sector (Sachs and Lipton 1990), most problems encountering SOEsnsi&amnal economy
can be ameliorated by rapid privatization (Sachs 1992), and priv@tizaust take place
before SOEs have been restructured (Blanchard et al. $0@Bspite the ambiguity of
property right arrangements of SOEs and TVEs, the productivitthefSOEs in China and
Vietnam improved significantly during the transition process andTWies in China became
the most dynamic sector. The evidence suggests that the sgéthmahstraints of SOES in

*! The total credit of the State banks was 2,161ll®biyuan (US$ 248.5 billion at the swap marketange
rate). The difference between the official intemade and the market rate was about 10 percentrdrite from
bank loans alone were as high as 216 billion yuan.

“2 Certainly there were some economists, arguingfoevolutional, gradual approach to privatizatikornai
(1990) is an example. He argues that private ptppaghts cannot be made to work by fiat in thengitional
economies where entire generations were made getftine civic principles and values associated pithate
ownership and private rights and that a mere iipitabf the most refined legal and business formshef
leading capitalist countries. However, Kornai didieves that private ownership is the foundationa well-
functioning market system and privatization is thdy way to eliminate the symptom of SOE’s soft-betl
constraints
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the Soviet-type economy is more likely arising from the policylens that the government
imposed on the SO, rather than from the paternalistic nature of the state owpeirstd
socialist economy, as argued by Kornai (1992). The experience afygests that
performance of different business entities depends mostly not analfoownership
arrangement, as the earlier privatization consensus believes, thett om the incentive
structure and the degree of market competitfon.

Another early consensus for transition is the need for a totddarig price decontrol. An
influential paper by Murphy, Schleifer, and Vishny (1992) attributesl 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 soiniee problems, described
by Murphy, Schleifer, and Vishny, have surfaced after the intramuaf the dual-track
system in China, the majority of SOEs behaved in a way intendételigtroduction of the
dual track system. That is, they were responsive to the madtetlsi enjoyed the rising
payoff generated by the market activity, and they are evolviray dwm the planned track
(Naughton 1995). The economy as a whole and the state sector aontgiled to grow
after the introduction of the dual-track system. By contrast,dbeaey collapsed and had a
hyperinflation after removing all price controls in EEFSU. Nuton (1995) showed that
unless the SOEs had a hard budget constraint, otherwise a bigri@ndgzontrol would
cause the producer price level to increase indefinitely, both inuabgerms and relative to
retail price, due to the SOEs’ unconstraint biddings for scasmmurees. No meaningful
equilibrium in producer prices would exist under such a condition. Therefteng 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 dfial-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 swmunees, 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-industrialized oversized SOEsS;
their service sectors and light industries were underdevelopederaplbyees' incentives
were low (Newbery 1993; Brada and King 1991; Sachs and Woo 1994). Theioneic
problems--namely the structure imbalance and the low incentiass-also similar to those
in the transitional economies in East Asia because they all edti@ptsimilar economic
development strategy and because they all have a similar mamp-g@olironment, planned
allocation mechanism, and puppet-like SOEs. From a theoretical point of weeattémpt of
the big bang approach can be illustrated by figure 4. For an econiimyg given stock of
resources, the efficient point of production is point E; however, undenghey industry-
oriented development strategy, the actual production point is Buasatied in figure 4 a..
The big bang approach attempts to reform the economic systdratdbe existing stock of

3 The policy burdens on the SOEs include over-chjiinsity in a capital-scarcity economy due te th
government’s strategic goal and the burden of gkel{@ension and labor redundancy. Because of thesgeris,
the government can not demand the SOEs to be aedierfor their losses and need to subsidize thEsSO
when losses occur. Furthermore, because it istbhadistinguish between policy-induced losses argfatonal
losses, the SOEs can press the government to athits losses. Moral hazard becomes a seriouslgmoin
the SOEs (Lin, Cai and Li, 1998, 2001; and Lin &ad 1999). The performance of SOEs were thus poor.

** The empirical evidence from EEFSU also shows thate does not exist aownership frontier, that is,
efficient firms can be founded both in SOEs andaig enterprises (Brada et al. 1994, 1997; Mencit§66;
Pinto 1993, Frydman et al 1996, Sereghyova 1998s12997).
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resources can be utilized more efficiently. Diagrammatictily approach attempts to move
production from point B to point E. The stabilization, price liberalgtand privatization
are necessary conditions for achieving this goal. This is bedauseluce economic agents
to move from B to E voluntarily, the agents should have a stablectexipa about the
economy, correct relative-price signals, and the incentivesspmme to these price signals.
The prescription of stabilization, price liberalization, and privétpa is internally
consistent. The scheme is equivalent to a replacement in a shoense of the whole
traditional Soviet-type planned system with a market system.

If the resources are highly mobile and can be moved freely énoensector to another
sector, privatization can be accomplished in a stroke, and other ragpairting 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 iledudtor other
equipment, modifications are required for new uses (Brada and King 18®18ers in
heavy industry also need retraining before they can be assigmesvtgppbs. Moreover, for
many loss-making large SOEs, they cannot be privatized withaituceuring first.
Therefore, even Poland, the country most committed to the big-bang appiibac
privatization proceeded only slowly. If the SOEs were privatizeékoart restructuring, such
as in Russia, for fear of large unemployment, they could not bedshwut and the state
would be obliged to continue all kinds of explicit or implicit subsidfe®n the one hand,
the privatization would not be able to bring the hard budget constrantiseaprogram
originally; on the other hand, many of the emerging private finagwning to the state for
all kinds of rents. Subsidies, tariff protection, legal monopolies, addstributional
regulations are still prevailing even where direct stateepsinp has become rare (Brada
1996, Frydman et al 1996, Lavigne 1995, Stark 1996, Sun 1997). After the privatizagion, t
former SOEs were owned by a network of cross-ownership, invohamgsh investment
funds, other enterprises, state asset management agencies, dndol@raments. The
resulting ownership structure is far from the clear, wellrbzfj private property rights. In
addition, the establishment of new market institutions takes thdeesources (Murrel and
Wang 1993; Lin 1989b). Therefore, even though the big bang approach isdadbpte
market will not function as desired in a short period of time. Dutheinitial stage of
reforms, an increase in light industry and service sector wouldenable to compensate for
the decline in heavy industry. Instead of moving directly from poittt Boint E in figure 4a,
the economy moves first from B to F before reaching E. Thatireg GDP path of growth is
a "J-curve," as shown in figure 4b. How large the decline in GDPdameiland how long it
would take before recovery would depend on how severe the initialtdistis and how
quickly the necessary institutions can be established. The exmerignEEFSU show that
the decline can be more than 50 percent of the GDP and that thkeageveral years before
a turning point is reached. The World Bank study suggests that theycaumth is firm in
implementing the big bang approach would suffer less and the typoing would come
faster (World Bank 1996). However, even for Poland, the best calse Wdrld Bank study,
the decline in GDP was still very substantial, 19 percent $h fiivo year, and the GDP did
not recover to the level of 1989 until 1985Moreover, the stabilization program did not

*5 In Russia, the explicit subsidies from fiscal agpiation reduced after the mass privatizationthatimplicit
subsidies from soft bank loans, tax arrears, adtan exemptions, and so on continued. Even inrféiplaax
arrears remained a problem (World Bank 1996, p. 45)

“® It is noteworthy that when Poland engaged in tiadikzation program, it had access to a full rarge
external support, made available by the IMF, therltWdBank, and other international organizations
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work immediately as in the case of Latin America, where muogbonents of the big bang
approach drew their experiences. High inflation or even hypeiorflaontinued for several
years after the beginning of the stabilization program. Undghr audreadful situation, any
government is certain to encounter a legitimacy crisis (D@t and Roland 1992). The
leadership may not be able to hold a consensus on the course of ®efidh@ssy and political

instability is likely to follow. The quick shifts of government in tR&stern European
countries after the beginning of transition proved this point. Instead'bfurve," the result
of a big bang approach to reform may be a big "L-curve."

If the transition can be big-banged, the issue of how to sequencen refas largely
irrelevant. However, the experiences suggest that no matesr apiproach is adopted the
actual transition from a Soviet-type economy to a market economyrdg be a gradual
process. Therefore, the micro first sequencing of transitiorhinaCshould be viewed more
positively. However, before we draw any lessons from China’s expas, we needed to
answer a number of often-raised questions about the applicability of China’s teRB&E

The first question is that why the gradual reform that adoptdebland, Hungary, and
former USSR before their adoption of big bang approach did not work. Toaséries had
also tried to reform their traditional system by giving S@kse autonomy. However, their
partial reform did not resulted in similar virtuous effects imasChina. A number of
explanations are in order. 1) Unlike in China where the SOEs, fafilerg their plan
obligations, were allowed to sell their extra outputs at markee¢grthe enterprises in the
EEFSU were not allowed to set their prices (Sachs 1993, p.28). iEeeaiprdity meant that
excess demand and chronic shortage remained and the state producenavddde the
incentives to allocate their products to more efficient userswehdd be able to pay higher
prices for their products. 2) Entry by nonstate enterprises sudject o severe restriction
(Kornai 1986). Production remained monopolized and international tradenesh@@ntrally
regulated (Sachs and Lipton 1990). Therefore, unlike SOEs in Chindhafteransition, the
existing SOEs in EEFSU never faced real competition presswm fdomestic or
international sources and lacked the incentives to improve productB)ity the traditional
Soviet-type system, to prevent the managerial discretion under dtwgteti 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 cordrbfethe state. A worker's
wage would increase only if the enterprise's profits exceedeeset level. However, in
Poland, Hungary and the former USSR, their partial reform gaveemberprises the
autonomy to setting their own workers' wages. The weakeningai@ssicontrol on wages
gave the managers and workers opportunity to increase their in@rties expense of the
state by absorbing whatever income flow and whatever assgt€duld obtain from SOEs.
The state's revenues were thus in great diffi¢ila). The wage inflation caused the shortage
to become even more acute. The government in Poland as wethasfanmer USSR tried
to play a populist game, they increased the imports of consumer goodsnade the
countries fell into severe foreign indebtedness (Aslund 1991). Probablyodhe ®above
differences, instead of bringing a continuous growth and gradualtivan® a market
economy as in China, the partial reform led Poland and the formeR W& $e brink of

(Jayawardena 1990). Similar supports had been tegh¢Bachs 1991) but were not available to othantes
implementing a similar program later. Moreover, &l is like the Quangdong province of China. Dué@go
geographic proximity to western Europe, Poland ivecka large inflow of foreign direct investment time
transitional process.

" To some extent, China also encountered this pnoblie spite of the increase in productivity, theffiability
of the SOEs declined. As a result the governmdisttal revenues from the SOEs were reduced sulitsint
(McKinnon 1995).
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bankruptcy internally as well as externally and to the verge of hypronfl

The second question is whether the people in the EEFSU will respoinel épportunity
arising from the dual-track reform. In China, the engine of growthesdinom the emerging
nonstate sectors, which derived their labor force in a large part the unsubsidized
agricultural sector. Agricultural labor force in EEFSU was vemyall. In addition, it is
argued that all workers, including agricultural workers on thie $teams and the collective
farms, received heavy subsidies from the state. The argumengadles that only by ending
the subsidization of the state sector was it possible to foee feom the state sector for the
new non-state sectors in the economy. Therefore, the two-tradkiagreeform, which
continues to give supports to the state sector, could not work in thakc@achs and Woo
1994). However, even there are some opportunity costs for leavingatiee sector, the
incentives to leave the state sector also depends on the expentésmaworking 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 margosh®eduto 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 thathea transitional
economies in China, the expected gains were also much largertberai (1986) observes
that in Hungary many of the people working in the private seatoe in the highest income
group. Aslund (1989, pp. 168-9) also cited many reports that in Russia some wedphg
in the nonstate sector producing simple products for the marketseaach® millionaire&’
Therefore, as commented by Kornai (1990, p. 36), the relaxationtafncegstrictions was
enough to let private activity mushroom again. Turning a blind eyartbweople 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 beforangigdn 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 econosnyrbeed difficult
for several reasons. These include a lack of serviceable imstablframework, the severe
distortions in the price and production structures, and the relativehdefrhistorical
precedents from which the transition economies could derive lesdmmbid bang approach
cannot deliver its promise of jump to a market economy becaustathiBzation cannot be
achieved immediately and the privatization is to last a long theesuch, the crucial issue of
the transition is to have a strategy of sequencing reformsdbatifies the most pressing
shortcomings and concentrates resources on the relaxation of bindingicthsind that
aspires to improve economic performance, leading to higher mataii@re and better life
chances (Rawski 1995). The IMF/World Bank’s macro-first approachlraappropriate for
the non-Soviet-type economy, where market institutions are moressrittake 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,litisght 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-tgpwy, the chasm is
too wide and too deep. A jump without careful preparation will definitekult in an
astonishing fall into the ditch. Under such a situation, it is desitablill and to narrow the

“8 One example is the exchange rate. In China thgimaf market rate to the official exchange ratéobethe
exchange rate unification in 1994 was at most 5@eue throughout the whole transition period. la thrmer
Soviet Union, the official exchange rate was USth.one rouble in 1991. A tourist could easily g&$ 1 for

12 rouble on the street of Moscow.

49 Aslund (1989, p. 169) cited one example, the ayeiacome 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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chasm first before making the jump. China’s experiences sudgdsit is possible to take
advantages of the severe incentive suppression and serious struchakdnce in the
Soviet-type economy to have a strategy of sequencing reforisnii@ves incentives and
reduces distortions in a gradual manner and obtains economic growtkasgoukly in the
transitional process. From what | see, the useful lessons frofmitw first” approach to
transition in China can be summarized as follows:

First, the government can take measures to improve the microiwasehy granting
partial managerial autonomy and profit-sharing to the micro soitas to increase
incentives and to allow the economy to move closer to the productionefrofiie
government should encourage the local and private initiatives intutiestal
innovations in this stage.

Second, the government can introduce a dual-track price and allocgtitams
allowing the resources to be allocated increasingly by theomimits to the
previously suppressed, more productive sectors, while maintaining thealnorm
production of the SOEY.

Third, the government can liberalize the price when the commoslitiargely
allocated by the market track.

Fourth, the government gradually introduces and strengthens the argcessket
institutions during the above process.

IV. CONCLUDING REMARKS

In this paper, | attempt to draw some lessons from the expesiefdghina’s transition
from a centrally planned socialist economy to a market econ&wesn though the reform in
China was not guided by a well-defined blueprint, the transition faleved a path that
can be explained by the theory of induced institutional innovation (Haa@anRuttan 1985,
Lin 1989, North 1990). The traditional Soviet-type economic system wastamally
consistent structure of institutional arrangements, consistingeoflistorted macro-policy
environment, planned resource allocation mechanism, and puppet-like micrgemama
units. The traditional system made the mobilization of resouacdsuflding up the strategy-
determined capital-intensive heavy industries possible in a cap#etity economy.
However, its economic efficiency was low. The transition int Baga started with granting
partial autonomy to micro units, which cracked the integrity of theittonal system. Once
the integrity of the traditional economic system was crackiee, imstitutional changes
evolved in a way that was self-propelling toward the replanemithe traditional system
with a more efficient market system. In the process, the efitgi of the SOEs was improved
through greater autonomy and by meeting competition from the nonstatess However,
the dynamism of the economy came mainly from the swift eoftrgew, small, nonstate
enterprises. The old planned allocation mechanism and distorted macsogrolironment
gradually became unsustainable and were discarded. During the reform pfueé&tate, the
enterprises and the people have had sufficient time to make aeljustto the new market
system. The reforms benefit the majority of people as the egohas maintained strong
growth throughout the whole process.

By contrast, the big bang approach adopted in EEFSU also att¢onpéeplace the
inefficient economic system with a more efficient marketesy. The privately owned small

*Prices here includes foreign exchange rates, weaes, interest rates, and the prices of all prsdaad
services.
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firms emerged immediately after the lifting of the ban ongiawenterprises, which became
the driving force of economic growth in EEFSU (World Bank 2002). Howetlex
privatization of medium- and large-scale SOEs was prolonged andeglext 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 Stators.
Therefore, the gradual approach in China achieved the same podgnts 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 be argbedbbth
theoretically and empirically preferable to the "big bang" approaeh 1993).

The adoption of an approach to transition in a country reflected the pEatioal
condition in that country at the time of transition. When the tranditgman, the communist
parties in East Asia were firm in control and their purposetwamprove the system rather
than replacing the system, while in EEFSU, the communist paatewell as socialist
ideology had already collapse. However, the adoptions of a speppgioach may also
reflect cultural differences. For the transition from a wagtieconomy after the World War
Il, the Germany adopted a big bang approach and Japan adopted d gmuoach
(Teranishi 1994). In the 1950s, over 90 percent of manufacturing outputswanTevas
produced by the state sector. Instead of privatizing the SOEsamallowed the private
enterprises to grow and to become gradually a dominate settn (993). The Asian
culture stresses pragmatism, values measures that will Btareto improvement in an
incremental manner, and tends to twist the ideology to fit tile@yénstead of the other way
around>* Western society seems to be more ideology oriented than tiae Asciety.
Drawing on the history of the last three centuries of Englandbtret Western economies,
Schultz (1977), finds that the alteration and establishment of variotisctipolitical-
economic institutional arrangements in the Western society wdueed or shaped by the
dominant social thoughts in those times. In addition to the collapse ohwoist parties, the
adoption of a big bang approach in EEFSU reflected the influenpeswéiling "capitalist
triumphalism” in the society (Wiles 1995). A dominant social thoughlyy mot be the
"correct” one in the sense that the solution embodied in the thoulghead to a higher
income growth rate and more desirable income distribution. Fundamgestadial thought is
limited by the bounded rationality of the human mind. When the transiti the EEFSU
started, Western policy advisers thought the process was &adelen path (Sachs 1993,
p. 2) and it was possible to jump to a market economy. The experreEFSU now
shows that, even though a big bang approach is adopted, the transitioa fremrally
planned economy to a market economy will still be a slow, gradeakgs (World Bank
1996, Lavigne 1995, chapter 10). If the gradual nature of a transition proadskeen
known to the majority of people at the beginning of reform, the apipradgpted in EEFSU
might have been different.

The lessons of the China’s transition, that were summarized trois&; may be useful
for designing reform policies in other economies where the Sqyet-heavy-industry-
oriented strategy or other similar development strategies haen adopted under capital-
scarce condition¥: The lessons may also be useful for EEFSU, because thwitira to a

*1 For example, the Chinese government often labmjighing that works for China as socialist. Froris ghoint

of view, there is no confusion for a Chinese decignaker about what is a socialist market and whéte
meaning of socialism with a Chinese character.

2 |n essence, the heavy industry-oriented developrerategy is a forging-ahead strategy in which the
government distorts the macro-policy environmenbider to facilitate the development of some indest
which exceed the stage of development dictatechbycomparative advantages of the economy's endotvmen
structure. The import-substitution strategy widatiopted in Latin America is another example offtirging-
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market economy has not completed yet. However, it is importaetognize the difference
in the stages of development, endowment structures, political sysaewoh cultural heritage
in each country. To be effective, the actual reform measiresld take the economy's
initial conditions into consideration and exploit all favorable factathin and without the
economy?® Therefore, the specific design and sequence of reforms icoaoray should be
"induced" rather than "imposed". A simple transplantation of ssfidemeasures in an
economy will not guarantee its success in other economies.

Even though the overall performance of China’s approach to transition iseveaykable,
the transition in China is not complete yet. Because the refarthe macro policy
environment, especially the reform in the interest rate polags behind the reforms in
micro management institution and resource allocation mechanisrytiosial arrangements
in the economic system become internally inconsistent. As a refuhe institutional
incompatibility, rent seeking, investment rush, and inflation arenaleed in the transition
process. To mitigate these problems, the government often resortgaditional
administrative measures and causes the economy's dynamic gawthta halt and the
regression of institutions. From the above analysis one can seeishatperative for China
to complete the reform in macro policy environment so as to rentwvanstitutional
incompatibility and so that the economy can set forth a sustainedttsrgrowth path. In
addition, as the Chinese economy becomes a more matured market earbrmmpore
integrated with the world economy, it is essential for the contingomwsth of the economy
to establish a transparent legal system that protects propghty so as to encourage
innovations, technological changes, and domestic as well as foreignmews in these
economies.

ahead development strategy.

%3 For example, the presence of overseas Chines@xtsence of a large stock of industrial resouiicethe
rural sector prior to the start of reform, and toamtinuation of substantial marketing activity thghout the
agricultural sector during the entire socialistipgrare among the important initial conditions thetve
contributed unequivocally to the success of Chiref@rms.
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Grzegorz W. Kotodko: Thank you indeed, Professor Lin, for your excellent, clear and
inspiring presentation. The lecture delivered today will soon beadaifor further readings
and considerations on our website (http://www.tiger.edu.pl/english/puldikiestihtm) and
later published in the series of distinguished lectures. Now IdMiké to encourage all of
you, especially our students and our guests, to raise issueskéocoraments, and to ask
guestions.

Pawet Sobczak, Little Tigers Science ClubProfessor, following Churchill’'s words that
‘democracy is the best system that we know so far’, | wouldtibkask you whether you
believe there will be Western-style democracy in China oneatapaybe some new kind of
democracy?

Justin Yifu Lin: Well, I think it's a very important question. I'm sure eventu&lyina will
have a democratic system, as eventually we all will havekiht of system. In terms of
economic development and transition, however, | think to maintain thecstati®| is very
important. The ability for the government, first, to mobilize theoueces for the protection
and, at the same time, to contain the necessity to subsidizeyismygortant. So, in this
process, | would say that the Chinese government did the right thihgs.isT to achieve
economic growth, first. We can also see, not only in China, but in thieASgan countries
like Japan, Korea, Taiwan, Singapore, in their early stage of deveibpimes were all under
a certain kind of authoritarian regime. They did not introduce demoagdtem until they
reached the certain stages of their development. In Japan, iwéacgn say that they only
introduced the system in the 1980s. In Singapore, they have not introducgsténe get. In
Taiwan, they introduced the system in the 1990s, in Korea - also itOf@s. The second
observation is that even after introducing democracy to Korea amaratheir economies
started to stagnate. Koreans introduced democracy in 1991, whilenttuene per capita was
about 9,000 USD. Now it's still 9,000. Taiwan introduced direct presideglggkions in
1995-1996. In 1992, Taiwan per capita income already reached 14,000 USD. Ngearten
after, their per capita income is 13,000 USD. So their economiestageant. Naturally, it
seems that, certainly, not all authoritarian regimes are goirdp well. We had a lot of
dictatorship, authoritarian regime in Latin America, in Africathey did not do well.
Nevertheless, we did not observe any developing countries, which hdwéemocracy and
dynamic economic growth at same time. | would, therefore, saybenit’'s more important to
get rich first. And when you are rich enough, then elections rmegrbe important because at
that time growth may not mean so much anymore.

Zdzistaw Goralczyk, Former Poland’s Ambassador to the PR of Chia: | would like to
congratulate you on your lecture today and ask some questions. Chinatiyingwo get a
status of market economy. Could you, please, explain shortly what yduisha difference
between what you call socialist market economy right now in Ginidaa market economy in
traditional capitalist or even new capitalist states.

The second question is concerned with the continued growth of Chiresmrec which we
have withessed for over 25 years. | have observed China in mamgmlifferiods, the 1950s,
the Great Leap Forward, the Cultural Revolution, and now the policyfafrreand opening
up — the Long March continues. However, some foreign experts, in vietheofecent
difficulties of Chinese economy, shortage of energy, some shortagsirces, say that you
may create problems for the international market, as thespoiceeeded commodities are
rising. They also speculate that the lack of democracy migditeally cause an economic
crisis or big slowdown of your development. What do you think of such speculations?
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Justin Yifu Lin: About the market system with Chinese characteristics. Fistfwo
countries have had exactly the same system, even the develmpades. We know the
market system in England operate differently from the maristesn in France or in
Germany. And we also know that the Japanese system is quiterntiffeom the European
system and so on. So we will not have any system that idyekaeisame. Consequently, you
are going to have a system with national characteristicwanySecond, about the socialist
system with Chinese characteristics. | think that is a iraportant theoretical equation of
Deng Xiao Ping. Whether a system or a basic institutionah@eraent is socialist or not
depends on three characteristics. The first characterighatisvhether this kind of institution
contributes to the continuous improvement of productivities. Second, whetystean is
socialist or not depends on whether this institution or system congitoutbe strengthening
of national power. The third one is that whether a system contribotése continuous
improvement of people’s well-being or not. So as long as it contsliotéhe productivity,
national strength, and the people’s well-being, it's socialistoraing to the Chinese
definition. So | don’t think it's a very good approach. Very often, in otbantries they want
to have certain kind of socialist system according to textbookchguaen, according to
ideologies. But in China we just do it another way. Socialism hameegist some kind of a
description of a good system. We don’t care if other people catiiket system or capitalist
system; we call it socialist system as long as it dounties to these three aspects of human life
or economic achievement.

And answering your second question — yes, now there is a loenfiait paid to the need for
China to import resources, energy, gas and so on. The price issingreand people are
saying that it may cause the Chinese system to collapse ®i@aeforms started in 1979,
every year people have pointed to some constraints and said that\@lidacollapse due to
those constraints. In the past 25 years, almost every year, youahasw reasoning. But
China continues to grow. So, on the basis of past experience, wendathdi pessimism
currently may not be found. | don't think it is found, for several reasons. lubead China’s
import, the energy price increases, than we are going to adegif. geople will start to
conserve the energy; they will use the energy more effigieBecond, we are going to
introduce some new kind of technological innovation, to find substitute &rfgaoil, for
other kinds of national resources, and with this, too, improve the afficiand also
technological innovation; I'm sure, there will be enough resourcethéogrowth of China,
and for the growth of other countries.

Waldemar Hoff, WSPiZ: Professor Lin, | would like to let you know that next semester we
open a course in Chinese language, and that we are going to havéitweseCprofessors
delivering courses on business in China. And than | have an observatiorrdahstathe
Chinese model of transition does not seem that remote from thé Bgrpsrience, unlike in
Czech Republic and former Eastern Germany, because what weaoigider a “big bang”
in the 90s was actually a culminating point following a dual systeat we have always had
in Poland, like for example in the agriculture sector - we hadiariewnership for all these
forty years before the “big bang”, and than we had private @hiewf services, private
ownership of small crafts. And finally the question: As a busifesger | cannot help but
ask — what was the role of law, of legal reforms, were theyenajor legal reforms behind
these economic reforms, or, in other words, do you attribute your suttcekese legal
reforms, or, you are successful, because you were working, sort of, apattiértaw?

Justin Yifu Lin: | thank you for the question and the observation. In fact, from my own
observation, the Polish approach to reform was in a way very cladatgd to the nature of
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the reform in China. If | understand correctly, although you triedntooduce “shock
therapies”, what | understand, in Poland you did not immediately privatige SOEs. You
only introduced price liberalization and so on. So, in spirit, your refgproach is close to
the reform approach in China. We introduced the reform of SOEs graduedlygthening the
fiscal discipline also gradually, and during this process the gmaat would still maintain a
certain kind of protection and support in order to prevent the immentibépse of the SOEs.
| agree. The Polish experience is more like the Chinese emperi€econd, the legal reform
in China was introduced also gradually, when there was a need Foriexample, at the
beginning of transition, China would not allow private ownership. But becatighe
emergence of the private sector, there was a need for ownerstéction. The government,
however, did not introduce the protection of private property until last Yend you can see
that the Chinese system is not to enforce that kind of legalnsyséore this kind of legal
protection or regulation was demanded by the market. Only when wai dhanarket, a
demand for this kind of legal system, and then the government introdusdsnd of legal
system. So that is also so kind of a gradual approach.

Kamil Lowicz, Little Tigers Science Club My question is what the Chinese government is
doing now in order to reform SOEs. What kind of action is it taking?

Justin Yifu Lin : That's a good question. As | said, the SOE sector refornugatifor the
completion of transition to market economy and there are, in fact, two troublehevBOES.
One is social burdens. They need to take care of a lot of redundek#rsy The other social
burden is that they need to take care of a lot of retirementgoen&r all of their retired
workers. You know, in the past, pensions or support for the redundant workersomgng
from the state budget as a fiscal appropriation. Now an individualfeeds to pay this kind
of costs. That is one problem. And the other problem that | mentionedl,itl the ‘strategic
burden’ — they are in the sectors, which are not viable. How to dealhsgh two issues? For
the social burden, the government introduced, first, the social sesysigm, to take care of
the retirement pension from the SOEs. And second, the government intreducedind of
a retraining system to allow the SOEs to lay off the redundant workers. Almd kind of lay
off program, on one hand, the government must continue to provide minimal stgopuost
kind of layoff workers. At the same time, the government retries), helps them find new
jobs so that this kind of social burden can be eliminated. That's orge #hmal regarding the
strategic burden, these sectors, these enterprises, theytheedapital-intensive sectors, but
China is a kind of scarce economy. The government introduced four policies depamtiieg
nature of the output. If the output is necessary, essential for tiomalasecurity, under that
kind of situation the government will continue to provide them with some @&infiscal
appropriation like in any other country. Like in the US or in Russiduis kind of output is
considered as essential for the national defense, or the natenaitys certainly, the
government needs to continue their support. Second, if their output is nibiveeios the
national security now and the output has a large domestic market, for examnqmeoliles or
telecommunications, they can use the market to get access ignfoepital in two ways:
either list them in the international capital market so they ltave access directly to the
different capital, or to form some kind of joint ventures with faneggmpanies. All of auto-
producers in China now basically become joint ventures with foreigorraakers, like
telecommunication and so on; now they are listed in the internatiquey enarkets, capital
markets, so they can address their capital shortage issuahirthene — if their output does
not have a large domestic market, certainly, they cannot get accessnatioted capital, and
for that kind of situation the government encourages them to shiftpiteeluction to a new
market niche, which is more labor-intensive and which also hasedargestic market. We

29



do have many successful examples for that. For example, the onggétttive color TV set
producer in China used to be a military equipment firm, they produadals; now they
produce color TV sets. Obviously, if they could produce radar, prodaoing TV sets is like
a toy for them. And also we have a very successful motorcycl@éuper. They used to
produce tanks. Now they produce motorcycles, and they are veryaplefithat’'s the third
category. But to shift their production lines, they require some kimshgiheering capacity or
managerial capacity. If they do not have any engineering itgacd managerial capacity,
the only way is to allow them to go bankrupt. But | would say fimhe first category and
the last category are very small. The majority of thedirare in the second or the third
category. So with these two approaches to the reform wenelienithe policy burdens.
Without the policy burdens, the manager should be responsible for thelmhbyitof the
firm, and the government is not obliged to subsidize them or protectahgmore. | think
only under that kind of situation the reform in the SOE sector caudeessful, and that is
the direction that China is going for and it is also the pohey China is implementing now.
Certainly, doing that requires time, requires ingenuity in deahrtg all kinds of issues
related to what | just described.

Kamila Lipska, Little Tigers Science Club: | study banking, and would like to know when
the banking system in China will be liberalized?

Justin Yifu Lin: That is also a very important issue. China became a memtiex @fTO in
the year of 2001 and promised to allow foreign banks to enter in #reof/@006. Foreign
banks can now come to China, set up their branches, so the bankindilsebzation, in a
way, is introduced. However, as | mentioned, the government sisreti the banking sector
to subsidize the SOEs. So the government also needs to elimingp@litysburden of the
banking sector before total liberalization can be introduced. And sossficiceeforming of
the banking sector depends on successful reforming of the State OwtergriSes and,
certainly, as | say, although now we are going more in the righttdin, we may not be able
to complete the SOE reform immediately. That means we caradby liberalize the banking
sector immediately. How to solve this kind of issue? On the one hangromised to allow
foreign banks to enter; on the other hand, the local bank reform relies on the sucefssful
of SOEs, but SOE reform takes time. In fact, the liberatimati the banking sector is partial.
The government allows the foreign banks to enter, however, they nged approval from
the Chinese government. They cannot set up their branches in Gdaha Second, their
activities, their transactions also need to be approved. If they twastart a new type of
business, they need to get an approval. This will give the Chinesrnguant time to
measure what kind of competition the banking sector in China can esmaldireonsequently,
to mitigate the potential shocks to the banking sector. Howeverafee that the eventual
liberalization of the banking sector is necessary for the healthy apeddtChinese economy,
but it will be as | described — a lot of distortion in the wholetesys Liberalizing one
institution you may cause a shock to the whole system and cause some kind of crisis.

Andrzej Bolesta, TIGER: Professor Lin, | have some comments and questions to share.
China is currently a country of rapidly increasing standardvirdidi disparities; especially,
between poor central and western provinces and much more developed pesterces.
What is being done to reverse the trend? What is the policytaficg up of poor regions?

My second question is about rural areas reforms. There aralsilit 850 million people
living in the rural areas - most of them are employed in thiewdtyre sector. However, not
more than 350 million can be employed in this sector if we woulddlenable development
and modernization of the agriculture, which would guarantee food sefritye populous
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country. Now the question is: how can we shift about 500 million people oukheof
agricultural sector to other sectors of the economy? We have liperézat it is not 300
thousand people, not 5 million, it is 500 million people who we are tallbogtawho in a
foreseeable relatively close future have to be moved into other sectors chiloeng.

Justin Yifu Lin: Yes, these are very true, important issues for China, as fdwearegional
disparities are concerned, and also how to improve the income ofitiergaln a way, these
two issues are related. If we can successfully addressdie of SOESs, than the government
will not be obliged to subsidize SOEs, and the government can lileertéle prices of
agricultural products, the prices of natural resources. When tlstat@aeas become more
industrialized, they will import more agricultural products frdra tentral part of China, then
the price of agricultural products will increase. Growth in daataas will benefit the people
in the central part of China. Similarly, when the costal areaw,ghey import more natural
resources from the western part of China. Then the prices wlhatsources will increase.
People in western part of China will benefit from the coastavtir. The regional income
disparities will not continue to grow, as we observe now. Second, withiewkihd of market
mechanism you cannot get rid of all kinds of regional disparities.t@rfdrther reduce the
regional disparity, migration of people, mostly farmers, i$ séitessary from the central and
western parts of China to the industrialized areas of the adasteed to find jobs for them,
and the most important way to create enough jobs is to develop fadsive sectors, which
are China’s compared advantages. And if you can develop labor intensioes seertainly,
they will create enough jobs to absorb all migrating labor forcenaCheeds to rely on its
comparative advantages, and the Chinese comparative advantage is abothaténsive
sectors. So, | will say, developing labor intensive sectors, on one lamtyrther reduce the
regional income disparities and, at the same time, maintain @haoespetitiveness in the
global market. And so we can kill two birds with one stone. But to dpvabor intensive
sector also require the change in the development thinking. Becatlse past, the Chinese
tried to develop capital intensive sectors considering that a sywfbohodernization.
Certainly, heavy industries were not considered so important bukitidsof development
concept is still there. Now the heavy capital intensive seetere repressed by IT sectors,
biotechnology sectors; and still there is some thinking that to i@aksa a modern country
we need to develop the IT sectors, we need to develop the biotechnattmyg & order to
compete directly with the advanced countries. But if the Chineserrgoneat had tried to
pursue this kind of erroneous strategies, it would be against Chorajsacative advantages.
And under that kind of situation, the regional income disparity issue ybdgasribed cannot
be eliminated.

Piotr Btonski, Little Tigers Science Club What kind of impact will the appreciation of the
yuan have on the competitiveness of Chinese economy?

Justin Yifu Lin : Recently, that has been a hot topic in the newspapers. Some aapmEe
that the Chinese yuan was undervalued, and that caused the commeestiivgd Chinese
export; and because of the undervalued Chinese yuan, many jobs in ahares were

stolen by the Chinese economy. Many countries viewed this as sathefkieason for the
poor performance of their economies. However, | think that this kind dysasas not real.

This analysis cannot sustain with careful economic reasoning.tjrfdaexample, in the US,
they always say that the Chinese yuan was undervalued, so thest B0 many products
from China. However, if we look carefully at the import-export frGmna to the US, all of
them are labor-intensive products like toys, textiles and so ont#nd)S do not have the
comparative advantage in this kind of products at all. So, if China apf®the Chinese
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yuan, in fact, it's going to hurt the US. Because if China apgiexithe Chinese yuan, the
export of Chinese products to the US will become more expensive. Wmatekind of
situation, the US will either have to import from other developing cmsnbr continue
importing from China, but whatever they do, their import will beconmenexpensive. It
does not contribute to the increase of the US job opportunities. Atathe 8me, it will
increase the living costs of their workers, of their people, andegodre hurt if China really
appreciates the Chinese yuan. However, before the elections, youtkegpwyanted to have
some kind of a scapegoat for their own troubles, for their own ecorfaihie; and because
of the competitiveness of Chinese products it's the easiest foldoel a scapegoat. And so
this kind of accusations, this kind of argument, | would say, was muatitycally motivated.
But now Bush has been reelected, so now, I'm sure, this kind of presgilirbe reduced,;
because if they analyze the situation carefully, they will knimwvappreciate Chinese yuan
actually is not at their benefit.

Grzegorz W. Kotodko: Thank you very much. | think that we will be coming to the
conclusions, because our students have other classes, but | would léteytaiiganswer for
two last general questions. One is about politics of the procebsamother is about its
economics. As for the politics: by all means, democracyvial@e per se, a value itself, but
what we are discussing here, in a certain context, is thaorgldahe feedback between
democracy and economic development or between the lack of full-fletkyaocracy of the
parliamentary western style and economic development. And thatieistiat China has
accomplished a great deal of economic progress under a non-dempaliéital regime, but
it is very unlike a non-democratic regime, and we do not have nmases drom the world
where there is such a remarkable progress. Most of the hieme is an economic failure,
sometimes even a disaster, as in the case of many Latincameountries in the eighties, or
all of the time in sub-Saharan countries. So how would you answer the questionmgkest
China so special? How come you have such an enlightened leadersiopt\diemocracy?’ It
wasn’t the case of Brazil for many, many years, it wah@tcase of Congo, why it was the
case of China, how did things happen the way they do? And as farahenaics, would you
take a risk to claim that the mechanism works in such a waywbkaimay expect a
continuation of this robust growth for another 20 years or so? If there ibgustte of growth
of 7 per cent, 7.2 per cent on average, for the next 20 years, it wodldigieaChina’s GDP.
Then China will really become the second world economy, not on the puimhase parity
basis, but on the exchange rate basis, whatever the exchangdlrage So is it sustainable,
considering the dynamics of the economic and political processhwiat the pipeline in
China, to keep going at such a remarkable pace for another generation?

Justin Yifu Lin: Certainly, there is no easy answer to your questions. The firsaloma
democracy and growth, and also about authoritarian regimes as poomges. Most of the
authoritarian countries’ economic performance was very poor. Bite aaime time, we also
observe most of the developing countries - even if they have demosyatems, their
economic growth is also very poor. We only observed a few countriessh ASia that
perform very well, and we know that when they performed very telf were under more
authoritarian regime. So how to maintain authoritarian regime arte &ame time, to have
good economic performance? | think that is the subject that | devwtepast 20 years to
understand, and I'm sure you also devoted a lot of time to understand that. Fronseddbl
have good economic performance, the most important thing is to followcahetry’'s
comparative advantages in the development process, and in Japan, in TRoma,
Singapore, you can see — their economic development follows a dendiof stages. They
all started with labor-intensive sectors, and they were very ddimeen their domestic
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markets, in international market, because these kinds of labor-irgessictors were
consistent with their comparative advantages. And because they oveistent with their
comparative advantages, they can have larger market sales, idaltyeahd internationally,
and they can enjoy high profits from production and so on. Consequentlyadbemulate
capital. When they accumulate capital, their internal structin@nges, their compared
advantage changes, and then they gradually upgrade their industridseiartédchnologies.
That is the pattern that we observed in Japan and in the four Sragthns’. On the other
hand, most of the developing countries, no matter whether they are andkmocratic
regime, as in India, or not, in their early stages of developntest,wanted to develop the
modern sectors, heavy industries sectors, capital-intensivesseghmn they are very capital-
scarce, being low income economies. In this kind of a situation, #wyre all kinds of
distortion and government intervention that we just discussed in myngagse. And with
that kind of necessity to intervene, to distort their economic systenmatter if it's in a
democratic system, or in an authoritarian, or in a socialist systemetiogiomic performance
IS going to be very poor. So my own understanding, my own thesistigotltaving the
comparative advantage is a guideline for economic development, whéclerigcial thing.
And in an authoritarian regime, if they follow this kind of comparatdeantages in their
development plans than their economic stabilities and their dynacasnbe maintained,
which is more important than the political system. And, in ternsaofition, because most
of the developing countries started with distortion, started in wstragegies, they need to
engage in transition. And to engage in transition, | think, an authoniteegime will be
useful if they know the direction of the transition and if they know howerigage the
transition into the gradual approach as | just described. In thatokitrdnsition, only with
some kind of authoritarian government you can maintain the stahilitysd the same time,
allow the market entry to have its dynamism. | think, that igadigt not an easy question,
and, in terms of implementation, it's also going to be very hard even if the governméiné ha
characteristics of authoritarian regime. It's not guaranteddhbey will be successful, but it
may be a precondition for the success of transition.

The second question - the sustainability of growth. Yes. | do have camspein that. | think
that if we want to analyze the potential for sustainable growéhntost important things are
continuous technological changes. According to Ernest Madison, he founbetbat the
industrial revolution in the XVIII century, the average annual gravft®&DP in any country
was less than 0.05% for about 2000 years. And after the industrial revolution, the @@ gr
on the average was about 2%. That is an increase of about 40 timse&ind of 40 times
increase in GDP growth, certainly, happened because of the raptthuous technological
changes during the industrial revolution. And for a developing country, if they fatlewght
approaches, if they rely on technology imports to utilize the teofgiwal gap with the
advanced countries, it's a main driving force for their technologitahge. Then they can
archive technological innovation at a very low cost, because theftositation is smaller
than that of doing R&D. If you compare the current stage of econom&agenent in China,
from any socio-economic indicators, including life expectancy, infaottality rate and
agriculture as percentage of the GDP, education and labor and smudinfiryd current stage
of development in China is very similar to the stage of developofeddpan in the 1960s.
The current stage of development in China is very similar tcstlge of development of
Japan in the 1960s, and also very similar to the stage of developménteafin the 1970s.
And we know that for Japan in 1960-1988 it took 28 years to achieve thepsamapita
income as in the US. Korea also, from early 1970s to nowadays mairgai years of
economic growth. And with that | will say: potentially, it's possilbbr China to maintain
another 20 or 30 years of economic growth. | think the technological @dtshbuld be
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there, but certainly tapping into that kind of technological potentplires many things. One
thing is for China to complete the transition from the planned economatket economy,
and China should follow the comparative advantage in its stage of dewesibgfrChina can

do that, I'm quite confident that it will be able to maintain theadyic growth for another 20
or 30 years.

Grzegorz W. Kotodko: Thank you very much, professor Lin, for your excellent presentation,
for answering our questions, for being here with us. We're hopetLakso positive that there

is real growth and real prospect for the future, so this is nottaargition from the planned
economy to the market economy, but also transition to the better famaré wish you all the
best. Thank you very much again for attending today’s event, and nsybe,most likely
this is our last meeting in this great company here thig J&tame take the liberty to wish
you, Mr. Lin and to Mrs. Kin as well a very Merry Christmas and a Happy New Yea

Justin Yifu Lin: Happy New Year.
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Exogenous Development Strategy

a. Heavy-Industry

Oriented Development Strategy

b. Capital-Scarce

Low Technical Efficiency
Agrarian
Economy

Endogenous Economic Structure

1 Distorted Macro-Policy Environment

Structural Imbalance System
I. Low Interest-Rate Policy

ii.Overvalued Exchange-Rate Policy
iii. Low Input-Price Policy

iv Wage-Rate Policy

v. Low Living-Necessity Price Policy
Puppet-like State Enterprises
Collective Farms
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