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Abstract

This paper intends to properly account for China's two decades of market transition by examiningits
ingtitutional foundations. Thejourney of transitionis analyzed asatwo-stage process Inthefirst stage (1978
93), the system was reformed to unleash the standard forces of incentives, hard budget constraints, and
competition, but the underlying institutional forms and mechanisms are far from conventioral: reforming
government through regional decentralization; entry and expansion d norstate (mostly local government)
enterprises; financial stabili ty through"financial dualism;" andadual-track approach to market li berali zation.
In the secondstage, China amed to build a rule-based market system incorporating international best practice
institutions but proceeded in its own way. Major progresswas made in thefirst five years (199498) on the
unification of exchange rates and convertability of the current acoount; the overhaul of the tax and fiscal
systems; reorganization d the central bank; downsizing d the government bureaucracy; and privatizationand
restructuring of state-owned enterprises. To complete its transition to markets, China still faces srious
chall enges, especially in transformingits financial system and state-owned enterprises and in establi shing the
rule of law.

The paper concludes by reflecting onthe econamics of reform and institutional change from the
Chinese experience. The main leson learned is that considerable growth is possble with sensible but nat
perfect ingtitutions, andthat some unconventional "transitional institutions" can be more df ectivethan the best
practice institutions for a period d time because of the second-best principle. Specific lessons include:
incentives, hard budget constraints, and competition should apply na only to firms but also to governments;
reforms can be implemented without creating many o big losers; and successul reforms require appropriate,
but nat necessarily optimal, sequencing.
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1. Interpreting China's Transition to Markets: The Institutional Perspedive

In the two decades between 1978and 1998 China has transformed itsef from a centrally planned
econamy to an emergingmarket econamy andat the sametimehas achieved nearly a10 percent averagegrowth
rate. Duringthisperiod, China's per capita GDP has morethan quadrupled andthelivingstandard of ordinary
Chinese people hasimproved significantly. For instance, per capita consumption hasincreased four timesfor
eggs and eight times for poultry, the per person living space has more than doubled in the urban areas and
nearly tripled in therural areas, andtotal househdd bank deposits, measured against the GDP, increased from
lessthan 6 percent in 1978to more than 60 percent in 1998 The benefits of the reform were also shared by
the people ona broad basis. The number of people living in absolute poverty has been substantially reduced
from over 250milli onto about 50 milli onintwo decades, a decline from one-third to a twenty-fifth of China's
population. Life expectancy onthe other hand hesincreased from 64.37inthe 1970sto 70.80in 1996(68.71
for menand73.04 for women), with infant mortality falli ngfrom over 50 per thousandinthe 1970sto lessthan
30 per thousandin the 199G (China Satistical Yearbook, 1997 Almanac of China's Popuation, 1997. In
1998 the World Bank moved China's ranking up from a low-income to a lower-midde-income country.*

Such a performance appears more impressve when compared with the average performance of the
transition econamies in Eastern Europe and the former Soviet Union. By 1998 with orly a few exceptions,
the great majority of thesecountries gill havenat recoveredto their 1989output levels accordingto theofficial
statistics. The Chinese performance looks even more impressve when considering the fact that transforming
large countries is much more complicated than transforming smaller ones; conceivably, the tasks of
transforming Rusda or China ae more challenging than those of transforming Poland a Vietnam. At the
outset, China's reform went against all odds: Coming aut of the disastrous decade of the Cultural Revolution,

it was poor, over-populated, lacked human capital and retural resources, and was constrained by adverse

! Centrally planned economies also had a high growth period (such as the Soviet Union in the 193Gs and 195G;,
Eastern European countriesin the 1950 and 196G, and Chinain the 1950). However, it iswell known that such a
growth rate was based on heavy industry expansion at the sacrifice of consumer industry and thus the people'sliving
standards, and it was always associated with chronic shortages (Kornai, 1980. China's high growth in the past two
decades was different: consumer and export industries boamed, the peopl€'s living standards improved, and chronic

shortages disappeared.



ideology and political oppasition. Two decades ago few econamists would have bet on today's outcome of
reformin China.

Even so, China's reform experience has been always viewed as an anomaly in terms of transition to
amarket econamy, andit has nat been properly acoounted for by mainstream econamics andthus appreciated
by mainstream economists. For example, From Plan to Marke: World Devdopment Report 1996 on
transition econamies (World Bank, 1996 gave China short shrift becauseit couldnt figure out where to put
China onthe various measurement parameters, andinstead il lustrated the Chinese experience mainly in boxes
rather thaninthetext. Chinasimply doesnat fit the general description d thereport. However, the data point
of Chinaistooimportant to ignae: It has been ore of the most successul transition econamies, it produced
morethan all other transitioneconomies combined in 1998in terms of GDP, and, moreover, its per capita GDP
isvery likely to surpassthat of the 15former Soviet Union countriesin the next decade, which was unthinkable
a decade ago.?

Still, econamists tend to underestimate the significance of China's reform experience.  The most
popular argument is that China was a poor agricultural country and thus reform was easy. Of course China
was much lessdeve oped than Eastern Europe and theformer Soviet Unionat the outset of reform andthelatter
faced some difficulties that China did nd have, such as problems of excess industrial capacity and
comprehensive welfare coverage. However, this argument does nat explain hav and why China's reform was
succesdul, especially considering thet it faced dauble difficulties: Asa planned econamy, China faced many
problems similar, although nd identical, to Eastern Europe and the former Soviet Union, such as a lack of
property rights and markets, persistence of a predatory government, andthe difficulty of maintainingfinancial
stahility. In addtion, as an underdeveloped country, China dso faced many problems that do nd exist in
Eastern Europeandtheformer Soviet Union, suchasenarmous populationpresaure, severe shortages of human
capital and retural resources, very poor industrial andinfrastructure bases, andalack of democracy. Thefact

that China faced the double problem of transition and development presented a bigger challenge andit isfar

2 Acoording to Maddison's (1999 cal culation based on purchasing power parity, without taking into acoount the
1998Russan emnomic aisis, China's per capita GDP will surpassthat of the 15 former Soviet Union countries by
2010



from clear how China managed to succeal. After all, there are many poor countries that do nd grow.

The reasons why China's reforms are nat properly understood and thus appreciated by mainstream
econamists areprofound. Therearestrongprior biefs, based onthe eisting knavledge of econamics, about
the formulation that a transition should use. Furthermore, such beliefs are supported by the strongevidence
from the fail ed econamic reform in Eastern Europe and the former Soviet Union prior to 1990which dd na
follow that formulation. The theory and evidence together formed a powerful "conventional wisdom' about
a st of necessary and sufficient condtions for a successul transition, that is, stabili zation, liberali zation,
privatization, and democratization. Leaving aside the isaue of whether they are sufficient to the experts on
Eastern Europe and the former Soviet Union, the Chinese path o reform and its associated rapid growth
seamed to defy the necessty part of the conventional wisdom:  Although China has adopted many o the
policies advocated by econamists, such as being goen to trade and foreign investment and macroeconamic
stahility, violations of the standard policy prescriptions are also striking. For mast of the past two decades,
China's reform succeaded without complete market liberali zation, without privatization and secure private
property rights, andwithout democracy. Onemight havethought that inthe absenceof these"esential” factors
reform would fail .

Why has China grown so fast when condtions thought to be necessary for growth were absent? asked
Blanchard and Fischer (1993. One might have reasoned that coexistence of the planning mechanism with
partial liberalization would orly cause more distortion and be a source of disruption, nat growth. Without
privatization and secure private property rights, one might conclude that there could nd be genuine market
incentives. Without democracy, econamic reform lacks a palitical basis and commitment to a market andthus
isvulnerable. Thefrustrationandfailure of reformsin Hungary, Poland, and the Soviet Union prior to 1990
only reinforced these views.

The actual performance of the Chinese reform provides a striking cortrast to these expectations.
Although China's market system remains highly imperfect even after two decades of reform, looking for a
system like that which existsin the developed West has often corfused the analyses ontransition. China still

needs a decade, probably more, to complete its transition to markets. Yet governments are nat completely



unconstrained; property rights are nat completely insecure; and markets are nat as restricted as many would
think. A basicfact of transitioneconamiesisthat thestartingpaint of reformistheplanning systemwhich was
extremdy inefficient because of allocative distortions and, more significantly, perverse incentives.
Consequently, the econamies operated na only far away from the Pareto frortier (and alongthe production
possbility frortier) because of the enarmous allocative distortions, but also deg inside the production
possbility set because of poor incentives. Therewas alot of room for efficiency improvement.

However, asthefailure of Eastern European reform prior to 1989attested, it isnat easy to translate
such an gpportunity into sustained growth. Therefore, one neadsto carefully examinewhat has changed. One
big change was opening up the Chineseeconamy to theoutsideworld. However, for alarge country like China,
foreign trade andinvestment per seare unlikdy to be quantitatively as important as for small countries. The
moreimportant contributions of opennessarethe new ideas andtechnd ogyandincreased compstition, but their
eff ects ultimately depend oninternal changes, which will bethe focal point of my analysis.

In this paper | demonstrate that for the past two decades China has been undergaing highly dynamic,
profound, yet smoath, internal institutional changes. | arguethat these changes unleashed the standard forces
of incentives, hard budget constraints, and competitionfor growth, but the path o transition China took was
unusual and many o its underlyinginstitutional forms and mechanismswerefar from conventioral. By using
the analytical tods of mainstream econamics and stretching the eisting theories to consider the institutional
features of thetransition, | can better account for the Chinese reform experience. Thisapproach all ows us not
only to explain the successul aspects of China'sreform, but also to pinpoint the problemsit generated andthus
the challenges that lieahead. In ddng so, | hope to improve our understanding d China's reform and, at the
sametime, to develop a new paradigm for the study o reform and institutional changesin general.

| analyze the journey of China's transition to markets as a two-stage process using Kornai's (1992
framework for analyzing system changes in socialist countries. In Section 2, | consider the first stage,
correspondngto thefirst fifteen years between 1979and 1993 Inthis dage, the old system was reformed to
improve incentives, harden budget constraints, and create competition. | analyze four institutional pill ars:

regional decentrali zation d government, entry andexpansion d norstate (mastly local government) enterprises,



financial stabili ty throughfinancial dualism, andadual-track approach to market liberali zation. Each of them
played a crucial role in moving China avay from the planning system and at the same time cortributing to
econamic growth, but nore are conventional or were recommended by econamists at the outset of reform.

In Section3, | examinethe secondstage. Since 1994 Chinahas st agaal of establishingarule-based
market system as well as privatizationandrestructuring d state-owned enterprises. China gopears to bethe
first and orly country under Communist Party to madesuch adramatic ideological shift andit occurred without
apolitical revolution. Inthefirst fiveyearsbetween 1994and 1998 Chinaunified theforeignexchange market
and made its current acoount convertible; overhauled the tax and fiscal systems according to international
practice centrali zed the central bank operation, downsized its government bureaucracy andforced the mili tary
to give up their commercial operations, and started to privatize state-owned enterprises and lay off their
workers. Both the ideological shift and the significant progressmade so far have demonstrated that China's
early reform built constituencies and momentum for further reform, rather than created dostacles to block it.
Thepolitical econamy of reform andthedynamics of transitionin Chinafoll owed a patternwhichisalso hardly
conventional .

To complete its market transition, China will still face many serious challenges. In section 4, |
highlight thethreemast important ones: transformingthefinancial system, restructuringstate-owned enterprises
and corporate governance, and establishing the rule of law. 1 will examine the mgjor difficulties invdved in
further reforms, outline the required deeper institutional changes, suggest some ways to achieve them, and
propose future research topics. The study onthese threeareas should be the priority onthe research agenda
for China to succesgully complete its transition to markets. Although thereis no guaranteethat China can
achieve that, evidence suggests that it has a goodchance.

In section 5, | reflect on the econamics of reform and institutional changes from the Chinese
experience. In Eastern Europe, reforms darted as early as 1968in Hungary, 1980in Poland, and 1985in the
Soviet Union. China, Hungary, Poland, and the Soviet Unionwent through a simil ar two-stage process first
reforming the planned system and then replacing it with amarket system. Thebig dff erenceisthat in Eastern

Europe, piecemeal reform in the first stage fail ed, and the second stage was jump-started in a revolutionary



manner. Incontrast, in Chinathefirst stage was remarkably successul, which all owed the secord stageto be
built uponits momentum without a political revolution. Chinasfirst stage of reform was much moreradical
than that in Eastern Europe, its second stage less ®, and owrall it has been a smoather process Whilethe
Chinese experience of transition in noway violates econamic laws and is unlikely to provide a modd for
Eastern Europe, it does chall enge the conventional wisdom on system changes and shows that some planned
econamies can be reformed; such a reform can be degpened into a full scale transition to market without a
political revolution; and there may well be diverse paths of succes<ul transitionto markets.

It iseasy to criticize China'sreform in specific areasaswell asin owverall sequencing, andalso possble
to show that even better results could have been achieved if some alternative strategies had been foll owed.
However, because to many econamists aurprise, China's reform has been an owerall successin spite of many
obvious problems, it needs first to be understood from a positive rather than namative perspective. In this
view, themain lesonfrom the Chinese experienceisthat considerable growth is possblewith sensible but not
perfect institutions, and that some "transitional institutions” can be more dfective than the best practice
institutionsfor a period d time because of the second-best principle: removing oredistortion may be counter-
productivein the presence of anather distortion. Specific lesonsinclude: incentives, hard budget constraints,
and competition should na only be applied to firms but also to governments; reforms can be implemented
without creating many o big losers; and, successul reforms require appropriate, not necessarily optimal,
sequencing.  Studying China’'s experience should augment our knowledge about reform and institutional

changesin general, and transition to markets in particular.

2. Reforming the System: 197993

Thehistoric decision on"reform and geningup’ made at the Third Plenum of the Eleventh Congress
of the Chinese Communist Party on December 18-22, 1978 marked the beginning d China'sreformera. At
thetime China had a clear desireto increase productivity andraiseliving standards by reformingits econamic
system and structure, but it did nd have a clear objective of what the new system would be like and thus

proceeded with the reform as though "crossngtheriver by touching stones.” Inthefirst fifteen years, China



did na establish uniform rules or international best practice institutions as we know them; nevertheless it
underwent dynamic andfundamental institutional changes. Beow | describethefour pill arsof thisinstitutional
changefor reforming the government, firms, the financial system, and markets respectively. | will arguethat
these changes have unleashed the standard forces for growth: positive incentives, hard budget constraints, and

competition, but in nowe ways.

A. Regiond Decentralization d the Government

Thefirst pill ar of institutional change comesfroman unlikely source (inan econamist'sview): regional
decentralization d the government. Although China de jureis a unitary state, it functions de facto in many
wayslikeafederalist state. Itsdecentrali zed government hasbeen call ed Federalism, Chinese Style(Montinda,
Qian, Weingast, 1995 Jin, Qian, and Weingast, 1999.

Asearly as 1979 China started to devolve government autharity from central tolocal levels, thelatter
including provinces, prefectures, counties, townships, and il ages (municipalities being oreof thefirst three.
Local governments supervised about threequarters of the state industrial firmsin terms of output andalso had
major responsibility for state fixed investments, initially in industry but increasingly in the infrastructure.
Local governments at the township and vill age levels directly controll ed township-vill age enterprises (TVES).
As aregulator of the local econamy, local governments isaued businesslicenses, coordinated local business
development, resolved businessdisputes, and engaged in tax policies. Local governments also acquired the
authority to determine the structure of local expendture, and they were responsible for local pulic goods
provision, such as shods, health care, utilities, price subsidies, urban development, etc. In particular, local
governments played an important role in attracting foreign investment into their localities.

The first generation theories of federalism focus on the information advantage of decentrali zation
(Hayek, 1945. They arguethat local governments are in a better positionto provide local public goods than
the national government because they have accessto better local information, or because inter-jurisdictional
competition provides a sorting mechanism to better suit consumers preferences (Tiebout 1956.

Decentralization also all ows for "laboratory federalism" under which some localities can carry out diverse



policies (Oates, 1972.

Onenatablefeature of China's reform approach has been regional experimentation, whichis possble
because of regional decentralization (Qian and Xu, 1993 Qian, Roland, and Xu, 1999. Experimentationis
useful because reformis a highly uncertain event and aur knowledge about it is very limited. Reform cannd
have awdll -articulated blueprint, andeven if such ablueprint existed, itsimplementationmight still pose many
problems. Inthe presence of high uncertainty, experimentationis a way to minimize costs through structured
learning. One example is the succes<ul agricultural reform. The househdd responsibility system in rural
areas was developed through the initiatives of local governments. 1n 1978when therest of the Chinese rural
areas were operating under the coll ective farming system, in Fengyang County of Anhui Province, several
househdds in a vill age began to contract with the local government for delivering a fixed quota of grain in
exchange for farming ona househdd basis. The practice was imitated by other counties in the province and
promoted by the provincial government beforeit was promoted by the central government. By 1984 almost
al farm househdds across China had adopted this method Anather example concerns famous ecial
econamic zones. I1n 198Q China establi shed four such zones in Shenzhen, Zhuhai, Shantou, and Xiamen to
alow foreign investments and market mechanisms to work when the rest of China was dill under central
planning. Later, many successul practices experimented with inside these zones, such as new accounting
methods, employment practices, and marketing techniques, were adopted elsewhere.

The second generation theories of federalism extend the traditional approaches by systematically
studying the role of government incentives in econamic performance (Qian and Weingast, 1997). Because
governments in developing and transition econamies have often been the central barriers to econamic
development, providing these governments with the incentives to promote markets is especially critical.
Specifically, the"market-preservingfederalism™ theory (e.g., Weingast, 1995 Montinda, Qian, andWengest,
1995 argues that by devolving regulatory authority from the central to local governments, the interventionist
role of the central government can belimited. Thetheory providestwo possble mechanismsfor aligninglocal
governments' interests with promoting markets. Oneis through inter-jurisdictional competition under factor

andgoods mobili ty to dsciplineinterventionist local governments. Anather isthroughlinkinglocal government



expenditure with the revenue generated to ensure that the local governments face the financial consequences
of their decisions.

The devolution of authority in China was also accompanied by the provision d fiscal incentives and
local governments were encouraged and rewarded by promoting the econamic development of their local
econamies. For the formal budgetary revenue starting in 198Q the "fiscal contracting system” (caizheng
chengbaaozhi) known by thenickname of "eatingfrom separatekitchens' (fenzao chifan), replaced the previous
systemof "unified revenue coll ectionandunified spending’ (tongshoutongehi), known as "eatingfrom onebig
pot" (chi dagudan). Under the new fiscal systemlocal governments entered into long-term (usually five-year)
fiscal contracts with higher level governments, and many were all owed to retain 100 percent at the margin to
make them "residual claimants.” In addition, local governments also received "extra-budgetary funds,” which
were nat subject to sharing, and "off budget funds,” which were nat even incorporated into the budgetary
processand thus nat recorded.

Using provincial pand data between 1982and 1992 Jin, Qian, and Weingast (1999 reported three
major findngs about the role of decentralization and fiscal incentives in the central-provincial relationship.
First, they found a very strong correlation between marginal budgetary revenue collection and marginal
budgetary expendture under the fiscal contracting system, as compared with a very weak corrdationin the
1970s, 0.75 vs. 0.18. Thus, China's fiscal contracting system provided local governments with strong
(marginal) fiscal incentives. Second even so, they found some evidence that horizontal distribution in per
capita budgetary spending actually improved over time, the coefficient of variationfallingfrom 0.68in 1982
t0 0.52in 1992 Thisis because strongmarginal incentives were provided together with the infra-marginal
redistribution of budgetary revenue. Third, they also foundthat stronger fiscal incentives, measured in terms
of ahigher contractual marginal revenue retention rate, were associated with faster development of non-state
enterprises and more reform in state-owned enterprises (such as a faster increase of the share of contract
workersin total state anployment). These results were compared with Russa's. Using the data of 35 cities
for 199-1997, Zhuravskaya (1998 regresed the change in "shared revenues' (with the upper leve

government) on changein "own revenue," and found the coefficient was -0.90, which means that any increase



in acity's budget by 1 rubleis off set by the decrease in shared revenues by 0.90 ruble. She also relates the
perverse incentives of local governments to their predatory behavior towards private businesses. It is this
"grabbing hands" of local governments that were regarded as a major cause of the fail ure of Rusgan reform
(Shleifer, 1997 Frye and Shleifer 1997).

Interestingly, China's regional decentralization and the fiscal contracting system have often been
criticized by econamists. The conventional view hdds that econamic reform means liberali zation d markets
and autonamy of enterprises and haisehdds, nat decentralization within the government organization.
Especially, many Chinese econamists considered regional decentrali zationto bethewrong drectionfor reform
because it looked similar to "administrative decentralization® under Mao Zedong Chinas fiscal
decentrali zation emphasizinglocal revenue sdf-sufficiency was e as highly problematic and dysfunctional
by pulic finance experts, who believed that it distorted resource all ocation, generated regional inequality, and
undermined the central government's fiscal policy (Wong 1991). While some of the criticisms arevalid, they
failed to recognze the more significant positive contributions of regional decentrali zation oneconamic reform
because they largely ignared the need for regional experimentation, and moreimportantly, the importance of

the governments' incentives.

B. Entry andExparsion d Non-Sate (Mostly Local Government) Firms

It is well known that agricultural reform was the first reform success in China. But a bigger
achievement liesel sewhere; infact, most growth camefromthenonagricultural sector, especiall y theindustrial
sector. In 1998 the agricultural share of China's GDP was 16 percent, about the same level asin Poland and
the Soviet Unionin the 1980Cs. The second pill ar of institutional change concerns the innovative ownership
forms of nonagricultural firms.

The Chinese econamy isdivided into "urban” and"rural” areas, which is an administrative rather than
an econamic concept. Firmsintheurban area consist of state-owned enterprises (SOES), coll ective enterprises,
privatefirms, and aher types of firmswhich includeforeignfirms, joint ventures, stock companies, etc. Firms

intherural areaconsist of two ownership types: township and vill age enterprises (TVES) which arecommunity
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pubic firms, and private firms. In China, the state sector refersto SOEs in the urban area and the non-state
sector refersto therest.

Evaluation of SOE reform has generated heated debates,® but all agreethat the engine of growth in
China came nat from state enterprises, but nonstate enterprises. Between 1978and 1993the share of non
state enterprises increased from 22 percent to 57 percent, which happened withaut any privatization d SOES
andwas entirdly the result of fast entry and expansion d new nonstate enterprises. Therefore, the growth o
the non-state sector is the key to a better understanding d China's reform (Qian and Xu, 1993.

Thus, China shares common gound with post-1990 Eastern Europe and Russa in that new entry
firms, rather than dd state firms or even privatized firms, arethedrivingforce of growth. But China differs
from the latter in an important aspect: between 1979and 1993 most of the new Chinesefirms are nat private
firms, but local government firms. Private enterprises played oy aminor role; in 1993they contributed to
lessthan 15 percent of the national industrial output. The most important part of local government firms are
TVEs, which numbered 1.5 milli on with employment of 52 milli onin 1993 The shares of TVE output and
employment in rural industry were 72 percent and 58 percent respectively (China Township Enterprises
Satistical Yearbodk, 1994. The TVEs are significant by both absolute and relative measures. Thisisthe
singemoast important factor that makes China'sreformfundamentally diff erent fromthat of Hungary or Poland
before 1990 where enterprise development outside the state sector was small and restricted to services.

The rise of TVES has been unexpected, even by the Chinese reformers themsdlves.* Like regional
decentrali zation, TVEs and the aswociated "local industrialization' have been frequently criticized by
econamists, andin this case, from both conservative and liberal camps smply because TVEs do nd fit either
the central planning a market moddls. TVEswerecriticized asdisruptingthe state sector onthe onehand, and

having too much local government intervention onthe other, and both sides ssethem as inefficiently run.

% Jefferson and Rawski (1994, Groveset. al. (1994, and Li (1997) found significant positi ve productivity growth,
which is attributed to better incentives by Groves et. al. and to increased competition by Li respedively. On the other
hand, Wooet. al. (1994 found littl e productivity growth. | will discussSOE reform in sedions 3 and 4.

4 Deng Xiaoping said on June 12, 1987 "The greatest achievement that was totally out of our expedation is that
rural enterprises[TVEs and private enterprises] have developed” (Econamic Daily, June 13, 1993.
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China's reform performance would look very diff erent without TVES, andthereforeit isnat possble
tounderstandindustrial reformin Chinawithout appropriatey accountingfor them (Weitzman and Xu, 1994.
The crucial feature of TVEs is the community (i.e., township or village) government cortrol of firms, in
cortrast with privateor central government cortrol. But thecomparativeadvantages of community government
ownership of firms over private ownership is far from clear, given the obvious costs associated with
government intervention. New theories, threeof which | highlight, have been developed by considering the
imperfections of the institutional environment in China of insecure property rights and imperfect capital
markets respectively, as well as the particular features of the fiscal system.

The community government plays acritical rolein protecting TVESin an environment lacking secure
property rights (Chang and Wang, 1994 Li, 1996. Without a rule of law and with strong anti-private
property ideology, private enterprises in China were often attacked, for example, during the "anti-spiritual
poll ution campaign’ of 1983 the "anti-bourgeois li berali zation campaign' of 1987, and after the Tiananmen
incident of 1989 But the property rights of local government-owned firms (such as TVES) are more secure
in this ingtitutional environment. Che and Qian (19980 developed a theory of local government ownership
based on incomplete contrading (Hart, 1996. They argue that the community governments' feature of
engagingin both the government activity of providinglocal puldic goodsandthebusinessactivity of cortrolli ng
TVEs, whichisusually considered negative, has an advantage under insecure property rights. Thisis because
community government is morelikely to invest revenueinlocal puldic goods than private entrepreneurs would
be, which in turn will benefit the higher levels of government in the future.  Knowing this, the higher
government rationally preys lesson TVES than onprivate enterprises and the TVESs are lessworried about
revenue confiscation. In fact, TVE after-tax profits were mostly used for two purposes. reinvestment and
provision of local public goods. For example, in 1992 59 percent of the after-tax profits of TVES were
reinvested and40 percent wereused for local public expenditure (A Satistical Suveyof China, 1993. Hence,
local government cortrol over firms can nd only benefit governments, but also be efficiency improving onthe
grounds of more secure property rights and more local pulic goods investment.

Intransitionand davel opingeconamies, capital isoneof themost scarceresources, and rew entry firms

12



have great difficulty obtainingit. TVESs, with community government cortrol, have several advantages in
financinginvestment comparedto private enterprises. Thecommunity government can makeuseof itspolitical
conrections with the state banks to channd loans to TVES, and the state banks are also more willi ng to lend
to TVEs because discrimination against private enterprises makes lendingto thelatter politically morerisky.
On econamic grounds, the community government is ableto reducetherisks borneby thebanksthroughcross
subsidizationamongits many dversified enterprises (Byrd, 1990, or it can use accumulated coll ective assts
as collateral or as co-investment funds to reduce potential hazards in the lending-borrowing relationship (Che
and Qian, 19983). Also, the community government can reduce information asymmetry invaved in market
transactions by integrating a number of investments, since market observations drawn from these transaction
are much more informative than they are when drawn from transactions resulting from unorganized private
investments (Che, 1998.

Insecure property rightsandimperfect capital marketsarealso thecommonfeaturesof other transition
and developing econamies but why dorit we seeTVES or similar types of firms elsewhere more often? The
regional decentralization in China described above appears to have played a central role, because local
governments at township and \ill age levels are anpowered with comprehensive authority for local econamic
development, andthey arealso provided with theincentivesto doso sincethey can keep therevenues generated
(Byrdand Gelb, 199Q Oi, 1992. Elsewhere, thetasks of government bureaucrats are simply coll ectingtaxes
and passngthem upto the higher leve governments. But a degper questionis: why can't thelocal government
get more revenue by taxing private firms than by developing their own firms? Che and Qian (1998h, using
theincomplete contractingframework, arguethat ownership rights give the government cortrol over thefirms
financial accounts and thus make it lesscostly to extract revenues from them than taxing private firms. For
the same reason, when local governments cortrol firms, it is also harder for the central government to extract
revenuefrom them, andthusrevenueis morelikey to stay inthelocal areas. Therefore, ownership and cortrol
make the diff erence.

Econametric studies on the data from China's rural industry provides sme esidence to support the

above theoretical arguments. Using pand data from 28 provinces in China between 1986and 1993 Jin and
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Qian (1999 foundthat the shareof TVESreativeto private enterprisesinrural industry inaprovinceis higher
if theinitial collective assts under the control of community government is larger, or if the local political
strength to resist presaure from higher level government (appropriately measured) ishigher. Thisevidenceis
consistent to the theory that local government ownership of firmsis related to the institutional environment.
They also examined the consequence of ownership of firms on the revenue distribution among the national
government, community government, and haisehdds. They found that a one percent increase in the share of
TVEsrdativeto private etterprisesis associated witha0.11 percent increasein the shares of revenue accrued
tothe national government anda 0.24 percent increasein the shares of revenue accrued to thetownship/vill age
governments. These results confirm the fiscal incentives of the local governments in developing TVESs, and

also show that government control of firms plays an important role of substituting for taxation institutions.

C. "Finarcial Dualism’

China has generally managed macroeconamic stabili ty well except for the periods of 198889 and
199394. China, nolessthan Rusda, experienced a sharp government tax revenue decline. Then, what are
the microeconamic and institutional foundations for its financial stability? The third institutional pill ar of
reformis “financial dualism” (McKinnon 1993 Bai et al., 1999.

There are two aspects of financial dualism. One aspect concerns government revenue: although tax
revenue sharply declined, it was accompanied, andthus partiall y compensated, by anincrease of "quasi-fiscal”
revenue from impressvefinancial degpening. This provides a basis for China's macroeconamic stability and
avoids a financial crisis like Rusga's (McKinnon 1993. In China, consolidated government budgetary
revenue as a share of GDP declined from 31 percent in 1978to 13 percent in 1993 Takinginto account the
extra-budgetary and df- budget revenues, total tax revenueal so declined dramatically, from 40 percent of GDP
in 1978to about 19 percent in 1993(Bai et al., 1999). On the other hand, cash in circulation as a percentage
of GDP was lessthan 6 percent in 1978 andincreased to 16 percent in 1993 Total househdd bank deposits
werelessthan 6 percent of the GDP in 1978 andthey increased to about 50 percent in 1993andfurther to 62

percentin1997. TheM2 to GDP ratio continued to climb, fromlessthan 50 percent beforethereformto more
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than 100percent inthe 19905 (Almanac of China'sFinanceandBanking, 1999. What seemsto besurprising
isthat the financial buil dup lasted much longer than most econamists expected. The result has been that the
government was able to benefit from this financial buildup. By ore estimation, between 1986and 1994 the
government coll ected quasi-fiscal revenue from the banking sector, averaging about 9 percent of the GDP, or
more than ore half of the budgetary revenue (Bai et al., 1999.

Bai et al. (1999 go ore step beyondthe macroeconamic issue of government revenue and study more
fundamental microeconamic implications of fiscal-decline-cum-financial-degpening. They highlight the
coexistence of two institutional arrangements in China's financial system. Thefirst isthewel-known ore of
financial represson, that is, acombination d government cortrol oninternational capital flowswith restriction
on domestic interest rates and private financial activities. The second is what they called "anonymous
banking," whichisacomhbination d thegovernment's relaxed regulation ontheuseof cashfor transactionsand
permissonto use anonymous househdd savings deposits. They argue that anonymous banking together with
financial repression implies some major advantages over direct taxation in the institutional environment of
China.

The conventional wisdom hdds that taxation is less distortionary than revenue extraction from
financial represson. But this view ignaes the government behavior on taxation. In China, as in many
developing and transition econamies, because thereis alack of rule of law, the government has difficulties
committingitself tofixed tax rates, let aloneto low tax rates. Such acommitment problem undermines private
incentives andis often regarded as a major obstacleto econamic development aswell asreform (North, 1997,
Williamson, 1994. Bai e a. (1999 argue that anonymous banking provides a simple and effective
commitment device to limit the government's predatory behavior and create private incentives. When
transactions are made through cash rather than bank transfers, it is difficult for the government to monitor
businesstransactions and thus to tax away the generated revenue. When bank deposits are anonymous, the
government does nat know the identity of depositors and thus is unable to target a particular person and
corfiscate his financial wealth. Although the government can still "tax” financial savings throughinflation o

regulatingtheinterest rate, this method d revenue etractionisindscriminate. Intheir modd, Bai et a. show
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that revenue extractionfrom thefinancial system can be costly to the government and thus it imposes a limit.
Therefore, through anonymous banking, the government is able to achieve a credible commitment for creating
private incentives. Through financial represson, although the government can acquire some quasi-fiscal
revenue, it ismorelimited than dscretionary taxation.® They concludethat indirect revenue extractionthrough
the banking system has nat just prevented revenue collapses, but more importantly, it has bound the
government's hands and limited its abili ty for revenue ectraction and thus is conducive to private incentives.

Theother aspect of financial dualism concernsthelendingside of thefinancial system. Therewasan
asymmetry: State enterprises received the most credit from the state banks and faced soft budget constraints,
whilenorstate enterprisesreceived orly limited credit andfaced much harder budget constraints. For example,
the total size of the SOE industrial output was about twice that of TVEs in the late 198G and early 199Gs.
However, loansto rural enterprises (mainly TVES) accounted for only about 8 percent of all non-agricultural
loans, whil eloans to SOEs accounted for about 86 percent (Almanac of China's FinanceandBanking, 1993.
Whil e credit discrimination against non-state firms was often complained, such a discrimination became a
blesgng because when the non-state sector was subject to a hard budget constraint, it was moredisciplined and
performed better.

An intriguing question is why the state sector is subject to soft budget constraints and the non-state
sector is subject to hard budget constraints. Onemain reason concernsthepolitical benefits of the government.
Historically, the government has been committed to the welfare of workers in the state sector in exchange for
their political support, but nat tothoseinthenonstatesector. Therefore, when state enterprises performbadly,
because the government values workers' employment, it will bail out them. Ancther main reason concernsthe
government's financial objective. In Bai et al. (1999 the government requires date firms to conduct
transactionsthroughstate banks it can conveniently observethemandtax themaccordingy. Incomparison,

nonstate firms often use cash for transactions andthe government findsit hard to monitor andtax them. Given

® Asaresult, financial represson in Chinawas "mild" becausethereal interest rate was not too negative. Indeed,
during the past two decades, inflation was generally below 10 percent. In two periods of 198889 and 199394 when
inflation rose to more than 20 percent per year, the government quickly indexed time deposits (over a threeyear
maturity) to ensure a non-negative real interest rate.
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this diff erence, the government would prefer to provide credits to state firms rather than to private firms
because of its own revenue concerns. The downside of providing credit to state firms is their productivity,
which implies alower potential tax revenue. 1n Che and Qian (199&3), the diff erence mmes from the cortrol
structure. Inthe case of an SOE, the government cortrols both the enterprise and the state bank. It therefore
receives all the benefits from refinancinga project after sunk investments. Thisisexpost efficient, but makes
an ex ante commitment to no refinancing lesscredible. In the case of TVES, the community government
cortrols only the TVEs but nat state banks. This sparation d cortrol over firms and funds induces
information asymmetry between the creditor (the state bank) and borrower (the community government on
behalf of TVES). Followingthelogc of Dewatripont andMaskin (1995, thisinformationasymmetry reduces
the benefits the state bank receives from refinancing a project after sunk investment. Thisinturnincreasesthe
ex ante credibili ty of norefinancing. Therefore, limited authority of acommunity government becomes agoad

thing and it serves as a commitment device to harden budget constraints.

D. Market Liberalization throughthe Dual-Track Approach

By the mid-1990s, prices of most products in China were completdly liberalized. But the way the
Chinese achieved this result is quite diff erent from the way it was dore in Eastern Europe. In Hungary, for
example, after the 1968reform, although all mandatory planning was aboli shed, prices were still determined
administratively by bureaucrats subject to political bargaining. Therewas noreal market, only a simulated
market (Kornai, 1986. After 199Q ontheother hand, priceswereswiftly liberalized in orestroke. Chinatook
a"dual-track" approachto priceliberali zationunder which themarket wasfirst liberalized at the margin while
(inframarginal) planned prices and quotas were maintained and then phased aut later. Under the plan track,
econamic agents were assgned rights to and doligations for fixed quantities of goodks at fixed plan prices as
specified in the pre-existing plan. In addtion, a market track was introduced under which econamic agents
participated in the market at freemarket prices, provided that they fulfill ed their obli gations under the pre-
existing plan. With this approach, real market prices and markets as a resource all ocation institution were

created in China in the very early stages of reform, which clearly differed from the Eastern European
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experience prior to 199Q

Again the dual-track approach was often criticized by the econamists who view it as a partial reform
lacking the completeness of liberalization. But Lau, Qian, and Roland (1997 1999 argue that such a
perception is nat correct, and the dual-track approach to market liberali zation in fact has two advantages: it
can liberalize markets without creating losers and thus is politically appealing, and it can also achieve
efficiency under certain conditions. They show, in both partial and general equili brium nodds, that
independent of the initial condtions concerning supdy and demand (such as whether planned prices or
guantities are above or below the market equili brium), aslongas the pre-existingfeasible plan continuesto be
enforced appropriately, the dual-track approach to market liberalization is always Pareto-improving. In
addtion, it also achievesefficiency under usual condtions such asprofit maximizationandperfect competition,
provided market resales and market purchases for reddivery are all allowed.

Efficiency-enhancingeconamic reform should potentiall y all ow winnersto compensatelosers, thereby
making the reform Pareto-improving. However, in practice, it seems very difficult to find mechanisms that
make econamic reform Pareto-improving, and even more difficult for reform to be simultaneously Pareto-
improving and efficient, because of the distortionary costs of compensation a a lack of credibility in its
implementation. Thedual-track approach provides one mechanismfor theimplementation d efficient Pareto-
improving reform. Theintroduction d the market track provides the opportunity for econamic agents who
participate in it to be better off, whereas the maintenance of the plan track provides implicit transfers to
compensate potential |osersfrom market li berali zation by protectingthe status quo rents under the pre-existing
plan. Thus, thedual-track approachis, by design, Pareto-improving. Moreover, asthecompensatory transfers
areinframarginal andthuslump sumin nature, thedual-track approach can be dficient too. Whilesingle-track
(or "big-bang') market liberalization will |ead to efficiency under the usual condtions (such as profit
maximizationand perfect competition) Pareto-improvement canna beasaured. Furthermore, withthepresence
of somemarket imperfection(such as searchfrictionsor imperfect competition), singe-track li berali zationmay
cause a decline in aggregate output, as siown in the models of Blanchard and Kremer (1997, Roland and

Verdier (1999, andLi (1999, but the dual-track approach can avoid this.
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Itisclear that enforcement of the plantrack iscrucial for preservingthe pre-existingrents. However,
sufficient state enforcement power is needed nd to implement an unpopular reform, but to carry out one that
creates no losers, only winners. One desirable feature of the dual-track approach is its minimal addtional
informational andinstitutional requirements: It utili zes the existinginformation cortained intheoriginal plan
and enforces the plan through existing planning institutions. No new informationand no rew institutions are
necessary.

Agricultural market li berali zationill ustratesthat thedual-track approach can beboth Pareto-improving
andefficient. The commune (and later the househdds) was assgned the obligationto sdll afixed quantity of
output to the state procurement agency as previously mandated under the plan at predetermined plan prices and
to pay afixed tax to the government. It also had theright to receive a fixed quantity of inputs, principally
chemical fertili zers, from state-owned supgiers at predetermined plan prices. Subject to fulfilli ng these
condtions, thecommunewasfreeto produceandsell whatever it considered profitable, andretained any profit.
Moreover, the commune and haisehdds could purchasegrain (or other) outputs from the market for resaleto
the state to fulfill i ts responsibility. Under the dual-track, the state procurement of domestically produced
grains between 1978and 1988remained essntiall y fixed, whil e therewas almost a one-third increasein grain
output.

Industrial liberalization also shows how markets could grow out of plans (Byrd, 1991, Naughton,
1995. For coal, China's principal energy source, the planned delivery was increased somewhat from 329
milli ontonsin 1981to 427 milli on tons in 1989(mainly because new state coal mines were opened), but the
market track increased dramatically from 293 milli on tons to 628 miilli on tons in the same period The
increments came mainly from small rural coal mines run by indvidualsand TVES. For sted, anather China's
major industrial material, the plan track in absolute terms was quite stable, but the share of plan all ocationfell
from 52 percent in 1981to 30 percent in 199Q Unlike coal, the suppy responsein sted came mainly from
large SOEs rather than small non-statefirms. In the cases of both coal and sted, because the plan track was
basically "frozen," the econamy was able to grow out of the plan onthe basis of the market track expansion

by state or nonstate firms.
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E. An Assesamnent

China's first fifteen years of reform was a remarkable success judging by the results of fast GDP
growth, dimination d shortages, and d-amatic improvement intheliving standards of ordinary people. By the
end d 1993 reform was supported by peoplein all walks of life simply because everyore benefitted from it.
Thiswasin sharp cortrast with thefrustration d Eastern European reformersinthelate 198Gs, when they saw
only adead endto their reform eff orts of decades.

Central planning hes long been criticized as an inefficient resource all ocation mechanism compared
with the market, but its failure has deeper institutional problems than simply planning mistakes or rushed
development strategies. Fundamentally, the systemisunable, in acredibleway, to provide positiveincentives
to econamic agentsandto imposefinancial disciplineuponthem, andit alsofail sto create genuine competition.
This had remained the case in Eastern Europe even during the econamic reform in the 1970 and 1980
(Kornai, 1986.

China was able to avoid the fate of Eastern European reform prior to 1990 lecause of its deegper
institutional changes. Each d the four pill ars of institutional change analyzed above contributed to China's
reform success $ncethey changed thefunctioning d the government, firms, the financial system, and markets
to unleash theforces of positiveincentives, hard budget constraints, and competition, but in nowd ways. For
example, positive incentives were provided through a variety of means, such as fiscal cortracting under
regional decentrali zation, local government ownership, andinformation decentrali zationthroughtherelaxation
of the regulation oncash and permisson d anonymous bank accounts. Harder budget constraints were
imposed in circumstances when there are constraints imposed onthe government, for examplethrough cortrol
rightsandinformationstructures. Finally, competitionwas created nd only amongfirms (both state and non
state) but also amonglocal governments at provincial, city, county, township, and \ill ageleves. The Chinese
experience has demonstrated that reforming the government and providing it with incentives is as crucial as
reforming the econamy; non-private and nonstate ownership can be an engine of growth; financial stahility
can be obtained for an extended period through quasi-fiscal revenues from the banking system; anddual track

li berali zation provides one mechanismto minimize the number of losersof reform. Interestingly, nore of these
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methods were recommended by econamists; to the contrary, all of them were criticized.

Despitetheseimpressve achievements, thereweremany serious problems duringthis gage of reform.
First, some mistakes were made. For example, decentralization d government went too far in the areas of
monetary policy: local governments gained substantial control over the credit supdy, and at one point, the
bonuses of the central bank's local branches were even linked to the amount of credit they extended. Thiswas
a source of soft budget constraints of local governments and SOEs and d inflationas well (Qian and Roland,
1998.

Second many dfficult reforms were ddayed. For example, nosinge state enterprise was privatized
and almost norewent bankrupt. Thisisin turn because of the dday of establishinga social safety net. There
was also noeffort made in establishing property rights protected by the rule of law and contract enforcement
mechanisms. Although establi shing a rule-based tax system was attempted, it failed and then ddayed as well
(Shirk, 1993.

Third, and most important, the achievements up to 1993were made basically through institutional
innowations which were ather ad hac responses to particular constraints in the planning system or took
advantages of thelogphdesinit. Thevarietiesof contracting practices between dff erent levels of government
and between government and enterprises are goodexamples. Although they were df ective in breaking the
central command, they were ad hac and subject to frequent renegatiation and change. In their empirical
investigation, Jin, Qian, and Weingast (1999 found evidence of the "ratchet eff ect”" over time under thefiscal
cortracting system: during 1982and 1992and onaverage, a 1 yuan increase of revenue coll ection this year
leadsto a0.24 yuan increase of revenueremittance (or decrease of subsidies) inthenext year. They alsofound
that a majority of provinces received extra, though limited, subsidies beyond cortractual stipulation, an
indication of some soft budget constraints. Whil e the adverse incentive df ect of these problems in the case of
inter-governmental rel ationships might be modest, it could be much more serious in the case of the managerial

cortract responsibili ty schemes in the SOE reform (Wu, 1995 Qian, 1996.
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3. Replacing the System: Since1994

Since 1994 China's transition has moved into the second stage which aimed to replace the planned
systemwith amarket system. | will addressthreeisalesinthis sction. First, | will show that China set agoel,
becomingclearer over time, to establi sh arule-based market econamy incorporatinginternational best practice
institutions as we know them. In fact, China has become the first and the only country in which the ruling
Communist Party voluntarily shifted its official ideology to embrace a market system and private ownership.
Because many people outside China ae ill unaware of it, | will provide some detail ed evidence to show that
thisisindeed thecase. Second | will examine advancement in several major areastoward thisgoal inthefirst
fiveyearsof thesecond stage (between 1994and1998. The evidence showsthat significant progresshas been
made, which should clarify many daubts over whether China's reformis cortinuing. Finally, I will providean
analysis of the political econamy of reform and the dynamics of transition, focusing on hev the erly reforms

created constituencies and momentum for further reform without generating dostacles to block it.

A. The Strategic Move Setting the Goal for a Market System

At the outset of reform, China desired reform in arder to increase productivity and improve living
standards, but at notime did the leadership think that it was to gofor a full market system (Perkins, 1994.
This started to change in the erly 1993s. However, establishing that goal in China was an evolutionary
process andin that aspect, Chinais unlike some Eastern European countries whose goal was very specific at
the beginning d transition, that is, to buil d a market econamy liketheir neighbors andjoin the European Union.
I will highlight four consecutive mil estone eventsin September 1992 November 1993 September 1997, and
March 1999 respectively, to show how this grategic move has evolved progressvely over time,

The Fourteenth Party Congessof September 1992 During much o the first stage of reform, the
official ideologywas the one of "combining plan and market together." A more conservativeversion d it was
"planning suppemented by market" anda moreliberal versionwas "planned commodity econany.” Clearly,
thegoal of reform was nat a market system. Inthe spring d 1992Deng Xiaoping made his famous Southern
tour to mobili zelocal support for further and moreradical reform. Thebig ideological breakthrough accurred
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afterwards at the Fourteanth Party Congessin September 1992when the Party, for thefirst time, endased
the "socialist market econamy™ as China's gaal of reform. It isimportant to dstinguish the Chinese sociali st
market econamy from "market socialism" as advocated by some Eastern European reformersinthe 197G and
198Gs. In market socialism, market is a simulated ore to serve the purpose of socialism based onpulbic
ownership (Kornai, 1992. Incortrast, in a socialist market econamy, "market econamny” is the goal and the
word "socialist" in an adjective. Therefore, a socialist market econamy differs from a market socialismin a
fundamental way whileit is closer to the "social market econamy” of Germany.

The Dedsion d November 1993 The contents of transition to "socialist market econamy” only
becameclearer oneyear later. 101993 the Communist Party's Econamics and Finance L eading Group, headed
by Party Secretary General Jiang Zemin, worked together with econamists to prepare a grand strategy o
transition to a market system. Several research teams were formed to study various aspects of transition,
rangng from taxation, the fiscal system, the financial system, and enterprises, to foreign trade. The final
output was the "Decision onlsaues Concerning the Establi shment of a Sociali st Market Econamic Structure”
adopted by the Third Plenum of the Fourteenth Party Congressin November 1993° With the objective of a
market system in mind, this landmark document made four major advances in the areas of reform strategy, a
rule-based system, building market-supporting institutions, and property rights and onvnership respectively.
It was the turning point on China's road to markets.

First, unliketheprevious grategy o "gropingfor stonesto crosstheriver," the"Decision' emphasized
the importance of coordination among various aspects of reforms. It advocated a coherent package and an
appropriate sequencing d reforms, known as "combining package reform with breakthroughin key areas.”

Second in thefirst stage of reform, particularistic contracting played a dominant role, such as fiscal
cortracting, managerial contracting, and haisehdd cortracting. For thefirst time, the "Decision’ called for
a rule-based market system to create a leve playing fidd. This included the decision to unify the foreign
exchange rate and tax rates amongall enterprises regardless of ownership. Shortly before the "Decision,”

China dready had adopted Western acoounting rules in its enterprises.

¢ For the full text of the "Dedsion," seeChina Daily, Suppement, November 17, 1993
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Third, the"Decision’ focused onthe building d market-supportinginstitutions, such as formal fiscal
federalism, acentralized monetary system, andasocial safety net. For example, separation d central andlocal
taxesandtheir administrationwasacritical step in movingtoward formal fiscal federalism. Revenuetransfers
between the central and provincial governments were to be based ona fixed formula rather than bargaining.
Anather example was centralization d the operation d the central bank to minimize the local government's
influence on monetary policies.

Finally, the"Decision' addresseed the enterprisereformisaieintermsof property rightsand ovnership,
rather than, as before, one of "expandng enterprise autonamy.” It intended to transform SOES into "modern
enterprises* with "clarified property rights, clearly defined responsibility and authority, separation d
enterprises from the government, and scientific internal management.” It has also, for thefirst time, left the
doa open regardingthe privatization d SOEs. "Asfor the small state owned enterprises, the management of
some can be cortracted aut or leased; others can be shifted to the partnership system in the form of stock
sharing, or sold to coll ectives and individuals." But the major breakthrough on avnership isaues had to wait
awhilelonger.

The Fifteenth Party Congress of September 1997 In the "Decision’ of November 1993 state
ownership was dill regarded as a "principal component of the econamy™" while private ownership was a
"suppementary component of the eonamy.” The Fifteenth Party Congressheld in September 1997made a
major breakthrough onownership isaues: State ownership was downgraded to a "pill ar of the econamy"” and
private ownership was elevated to an "important component of the econamy.” In Chinese politics, these subtle
changes of rhetoric mean a big change in ideology. The document recogrized that "varieties of ownership
should develop together," but because private ownership was discriminated against for decades, the only new
information here was that private ownership had gained legitimacy. Furthermore, although the rhetoric of
pubdic ownership was maintained, its meaning was redefined, because pulic ownership may have many
"different realizationforms,” such asjoint stock corporations with investment by many owners. At thistime,

the official ideology toward private ownership finally became "friendy."
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The secondmajor breakthrough d the Fifteenth Party Congesswasits emphasis ontherule of law.
Theruleof law isna the same as democracy. For example, the two most freemarket econamies, HongKong
and Singapore, havetherule of law but are nat democracies, by Western standards. China seamed to decide
to give priority to therule of law rather than democracy inits ssquencing d political reforms and to consider
therule of law crucial for amodern market econamy towork wel.” Asalwaysin China, the content of therule
of law will evolve over time.

The Constitutiond amendments of March 1999 Private ownership and the rule of law were
incorporated into the Chinese Constitutionin March 19998 An amendment of Article 11 of the Constitution
places private businesses onan equal foatingwith the pubi ¢ sector by changingtheoriginal clause"theprivate
econamy is a suppgement to puldic ownership” to "the nonpulic sector, including individual and private
businesses, is an important component of the socialist market econamy" (China Daily, March 16, 1999.
Immediatdy after the amendment, local governments darted to relax local restrictions on private enterprises.
For instance, the Jiangsu provincial government adapted a new policy to gve private enterprises equal
treatment as gate-owned and coll ective enterprises in the areas of granting business €opes and credit access
(People's Daily, April 9, 1999. Furthermore, Article 5 of the Constitution was amended to include the
principle of "gowverning the country accordingto law" (China Daily, March 16, 1999. These Constitutional
amendments have demonstrated China's commitment to a full market system based ontherule of law.

The significance of the strategic move The failure of Eastern European reform prior to 1990 has
made persuasive argumentsfor the necessty of having democratic reform precede econamic transition(Kornai,
1992. The Communist Parties there were unwilli ngto changetheir ideology. The coll apse of the Communist
Parties in Eastern Europe was the logical consequence. China provided a case that proved impossble in
Eastern Europe and dsewhere: the Communist Party of China itself made the strategic shift voluntarily. It

appearsthat Chinaisthefirst and orly country under the Communist Party to embrace private ownership and

"Kornai (1998 has emphasized that democracy is not a necessary basis of a market system but a politi cal power
that is friendly to private property and the market is.

8"Top lawmakersyesterday overwhelmingly endorsed China'slandmark constitutional amendmentswhich enshrine
the 'rule of law' and bdster the status of private businesses' (China Daily, March 16, 1999.
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therule of law in its Constitution.

It is quite remarkablefor Chinato have overcomeideological and political oppositionto embracethe
market system and private ownership without a political revolution. There were both internal and external
reasons. The internal reason was that by 1993 reform in China had benefitted almost everybody, who
envisioned bigger benefits from further reform. Solid political support for further reform came from both the
top leaders and the ordinary people, which provided a political basis for ideological change (more onthisin
subsection C below). The external reason was that the outside presaure from East Asian countries was
enormous; their extra-ordinary performance pressed China to move forward. At the sametime, competitive
presaurefromthe Eastern European transitionto marketswas also significant. The Chinesegovernment feared
that thesetransitioneconamieswould sooncatch upwith China, which might undermineitslegitimacy that was
built entirdy upon the econamic performance of the country.

The popular sentiment in Chinafor atransitionto a conventional market econamy can be sensed from
the two phrases which have been popular in the 199Cs: yu gugi ji egui, which means conrect to (or join) the
international track (or practice, or standard); and guifan hua which means gandardization. In November
1998 major newspapersin China pubished Joseph Stiglitz's (1998 article" Second Generation Strategiesfor
Reformfor China," which contains policy recommendations for Chinafor degper ingtitutional restructuringto
completeitstransition. This can beinterpreted as a strong dtermination from the top leadership to complete

China's move to markets.

B. Major Accomplishmentsin the First Five Years (199498)

Following the "Decision’ of November 1993 a series of radical reforms were launched starting in
January 1994 In building market institutions, China started a little bit late compared to Eastern Europe or
even Rusda. Today, it still | ags behindthe star countries in Eastern Europe such as Poland, Hungary, andthe
Baltic countries. But this group of countries may be exceptional because of their aspirations to join the
European Union. So far, China's progresshas been steady, and it has been able to avoid bad mistakes made

by some other transition econamies.
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In building a market system, China continued its previous practices that were useful, such as
government decentrali zation, financial stabili ty, and compensationfor losersof thereform. It beganto address
the three problems left from the first stage. First, it corrected some erly mistakes, such as monetary
decentrali zationand soft budget constraintsonlocal governmentsand SOEs. Second it began ddayed reforms,
such as privatization d state enterprises and commercialization d state banks. Third, and most important,
China started to incorporate international best practice market institutions based onuniform rules, but while
doing so, it first created new institutions before destroying the old ores. Below, | examine some major
accomplishments in the first five years. Many o the reforms will cortinue into the next decade, but the
evidence so far shows that Chinais moving in theright direction and proceeding at a steady pace.

Unification of foreign exdange rates and convertibility of the arrent accourt. Before 1994
liberalization d foreignexchange markets, like many ather markets, foll owed a dual-track approach andthere
existed an dficial rateanda"swap rate’ (i.e., themarket rate). Because of the dramatic growth of the market
track, by 1993the share of the plan all ocated foreign exchange had fall en to lessthan 20 percent of thetotal.
On January 1, 1994 plan all ocation d foreign exchange was completely aboli shed, and the two tracks were
merged into a singe market track. However, for thase organizations which were used to receiving cheap
foreignexchange, annual lump-sum subsidies in the domestic aurrency sufficient to enablethe purchase of the
previous all ocation d foreign exchange were off ered for a period d threeyearsto compensatefor ther losses.
In December of 1996 China went one step further to annaunce current account convertibili ty of its currency.
However, it did nd move to capital account convertibili ty and yet still maintained capital cortrol. Thisisone
important reason that China weathered the Asian financial crisis rather well.

Between 1994and 1998 the exchange rate remained stable and even appreciated slightly from 8.7
yuan per US$ to 8.3 yuan per US$. Both exports and foreign drect investment increased dramatically, and
the country's foreign reserves increased from 21 killi on US$ to 145 hilli on US$. Despite the Asian financial
crisis, China cortinued to attract foreign drect investment of about 45 hlli onUS$ annually in 1997and 1998

The overhau of the tax andfiscal systems. Before 1994 thefiscal contracting system had played a

positiveroleof providing badly needed incentivesfor local governments. But thefiscal contractingwas ad hac
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andwas nat rule-based. Also, Chinadid nd have a national tax bureau, and all taxes were coll ected by local
governments, which often reduced o exempted taxes that were supposed to be paid to the central government.

On January 1, 1994 China introduced major tax and fiscal reforms more aligned with international
practices. Thisreformintroduced aclear distinctionbetween rational andlocal taxes andestabli shed anational
tax bureau andlocal tax bureaus, each resporsiblefor its own tax collection. Thistax reform has madeit very
difficult for local governments to reduce national taxes as they did in the past (Dong 1997). Reform also
established fixed tax rules between the national and local governments. For example, under the new system,
the value added tax (VAT) became the major indrect tax shared by the national andlocal governments at a
fixed ratio of 75:25. But local governments were compensated for their revenue losss for threeyears.

In 1995 the new "Budget Law" took effect. It prohibited the central government from borrowingfrom
the central bank and from deficit financingits current account, but the central government could have deficit
financingin its capital account althoughit had to finance the deficit with government bonds. It also imposed
more stringent restrictions onlocal governments: Local governments at all | evels wererequired to have ther
budgets balanced (as before), and furthermore, the law strictly controlled their bondissuance and restricted
their borrowingin thefinancial market (a changefromthe past). To ensure efforcement of the"Budget Law,"
an independent auditing systemwas also introduced. For example, in 1996the State Auditing Agency audited
theMinistry of Finance'simplementation d the state budget for thefirst timesincethefoundng d the People's
Repulic in 1949(Dong 1997). Tax reform, together with the implementation d the "Budget Law," made
local governments' budget constraints much harder.

Monetary centrali zation andfinarcial reform. One of the mistakesin the first stage of reform was
monetary decentrali zation, which was responsible for the inflationary presaure and soft budget constraints of
local governments (Qian andRoland, 1998. Before 1994 70 percent of the central bank'sloansto state banks
were made by the central bank's local branches, which were heavily influenced by thelocal governments. In
19, thecantral bank centrali zed its operationafter Vice Premier Zhu Rongi becameitsgovernor. Sincethen,
itslocal branches have been supervised ory by the headquarters of the central bank, nat as before also by the

local government of theregioninwhich they reside. In 199% Chinapassed the "Central Bank Law™ to gvethe
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central bank themandatefor monetary poli cy independent of thelocal government. Thesereforms substantialy
reduced thelocal government's influence on monetary policy and credit all ocation decisions (Xie, 1996. This
is one of themain reasons that the overall budget constraints of local governments became much harder in the
199G thanin the 1980s, in fiscal channds because of thetax reform andin financial channds because of the
monetary reform. 1n 1998 the central bank further replaced its 30 provincial branches with 9 crossprovince
regional branches as in the U.S. Federal Reserve system.® This reform further minimized the local
governments' influence on monetary poli cies.

Since 1994some progresshas been madeto commerciali zefour major statebanks. Thesebanks began
to adapt the international acoounting standard for bank assts and risk management, and became more
conscious of profitability and the quality of loans. They also started to compete with each ather when their
business dealings overlapped. Starting in 1998 the central bank abandored the credit all ocation cellings
imposed onthese banks, replacing them with standard reserve requirements, assts-li abili ty management, and
interest rate regulations. At the same time, foreign banks were allowed to goen branches in China, initially
restricted to special econamic zones but later extended to all major cities.

The Asian financial crisis demorstrated the importance of prudential regulation. China has foll owed
aU.S. modd of banking regulations alongthelines of the Glass Steagall Act; nat only iscommercial banking
separated from investment banking, but also commercial banks canna hdd shares of stock in companies.
Threediff erent government agencies now separately regulate commercial banks, security firms, andinsurance
companies. Before 1998 the state always bailed out troubled financial institutions, but for the first timein
1998 several highprofilebanksandinvestment companies, such asHainan Development Bank and Guangdong
International Trust | nvestment Company, closed dovn o went bankrupt. This ggnalled an important change
on the part of the government: it was determined to dscipline state financial institutions. Although the
government might have incurred some shart-run costs for doing that, it gained credibili ty which is important

inthelongrun.

® The nine regional branches are located in Shenyang, Tianjin, Jinan, Nanjing, Shanghai, Guangzhou, Wuhan,
Chengduy, and Xi'an.
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Downsizing of the government bureaucracy. Lessons from transition econamies have told us that
reforming the government is a critical part of institutional reforms and perhaps more fundamental than
econamic liberalization (Shleifer, 1997). Despite many early reforms, the basic government bureaucratic
structurein Chinawas 4gill kept intact fromtheplanningera, for instance, many industrial ministries remained
for supervising SOEs. Inearly 1998amajor reform for streamli ning the government bureaucracy took place.
Most industrial ministries, such as the textil e and machinery industries, were aboli shed and replaced by much
smaller correspondng bureaus, which were then absorbed into the State Econamic and Trade Commisson.
Some new ministries were created, such as the Ministry of Social Security. The number of ministriesin the
central government was trimmed from 45to 29 (a similar actionwill be taken at thelocal leve in 1999, and
the number of civil servants was cut by half, from 8 million to 4 million. To compensate for the losss,
displaced civil servantswere sold apartments at discount prices accordingto their seniority andwere given an
optionto study for undergraduate and graduate degrees with tuition and stipends paid by the government for
threeyears.

Chinese enterprises have had close ties with the government. Sometimes such atieis an advantage,
as in the case of TVES, but in some other cases, the disadvantage clearly outweighs the benefits. Thisis
particularly truewith businessenterprises owned and managed by the mili tary, police, andjudiciary branches
of thegovernment. Inthe second telf of 1998 the government severed all the ties between these government
agencies and their businessenterprises. The mili tary, police, and judiciary branches of the government now
soldy rely ontax revenues to maintain their operations, nat on businessincomes. The exrlier reforms of
downsizing the government bureaucracy set goodprecedents for severingtheties of the mili tary with business
enterprises. In the meantime, a major campaign d anti-corruption and anti-smuggli ng was undertaken, and
thereform of thejudiciary systemalso began. For instance, thefirst live TV coverageof acivil trial tookplace
inthe summer of 1998 Thesereforms of the mili tary, police, and judiciary systems represent a crucial initial
step toward the rule of law.

Privatization d state-owned enterprises and layoffs of state workers. China delayed privatization
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of SOEs, andinfact, did nd privatize any state-owned enterprises or lay off any stateworkers prior to 19921°
While ddlays sometimes can be justified onthe grounds of a lack of appropriate social security institutions
supporting the unemployed, there are high costs associated with ddays. Privatization d SOEs and layoff s of
state workers began to emerge on a large scale in 1995(Cao, Qian, and Weingast, 1999. This reform has
made significant progressin two areas: privatization d small SOEs at the county level and masslayoffs of
SOE workers at the city level. In thesetwo areas of reform, local governments have been the driving force.

Privatization d SOEs darted initially by local governments as experiments in afew provinces, such
as Shandong GuangdongandSichuan. L ater, thecentral government promoted it with theslogan o "grasping
the large and letting gothe small" (zhuadafangxiao)." Oneinterpretation d "grasping the large’ isto ke
about 1,000 large enterprises as date owned. Privatization d small SOEs was very significant for China,
because, in contrast to Eastern Europeandthe Soviet Union, China'sindustrial SOEsweredominated by small -
and medium-size enterprises. 1n 1993 they acoounted for 95 percent in number, 57 percent in employment,
and 43 percent in output of the state industrial sector. Most of these enterprises were under the supervision
of county and city governments. By the end d 1996 upto 70 percent of small SOES had been privatized in
pioneeing provinces and about half were privatized in many aher provinces. Althoughin 1998 the process
slowed davn somewhat because of the Asian econamic aisis, the trend already became irreversible.

There are many SOEs which are ether nat viable or are overwhemed with excessemployment. For
these firms, redllocation d labor is the main concern. About ten milli on workers from SOEs and urban
collectiveswerelaid of by the end d 1996 and an addtional 11.5 millionworkerswerelaid df in 1997, This
layoff itsdf was a big achievement for reform: never beforewere state anployeeslaid off and state enterprises
closed down. Twoinstitutions accompanied the masslayoff: xiagang or "stepping davn from one's post” and
zaiji uye, or "reamployment program.” Cao, Qian, and Weingast (1999 arguethat these two institutions have
important mechanisms for providing credible means to compensate laid off workers in the absence of a social

safety net andto help themfind rew jobs. When the government uses xiagangto lay off workers, they cortinue

12 The Chinese do not use the term "privatization," relying on several other terms, such as "transformation of
ownership" (zhuarehi) or "restructuring of ownership" (suoyouzhi gaizao). Similarly, the Chinese use "non-public
ownership" as a substitute for "private ownership."
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to receive some payment from the enterprises, which reducestheir resistanceto reform exante. With zaiji uye,
the government also creates an ex past environment in which workers, having rew jobs, are lesslikdy to

demand more subsidies. Together, they na only buy the cogperation d SOE workers, but buy them ouit.

C. The Paliti cal Econamy of Reform andthe Dynamics of Transition

The political econamy of reform concerns how reform can be initiated and pushed forward when it
resultsin losers and winners. [n analyzing the political econamy of reformin China, one needs to answer two
questions. First, how was the oppositionto reform by the old vested interests overcomein arder to initiate a
reform? Andsecond how was the possble oppositionto reform by new vested interests (whoweretheinterim
winners) overcome in arder to move reform forward?

Theinitiali zation d reformin China needed to overcome political oppositionfrom the eisting vested
interestsunder central planning. Motivated by the Chinesereform experience, Dewatripont andRoland (1992
and Wei (1997 have shown that in the circumstance in which a comprehensive reform packageis unable to
win majority support, a sequence of partial reforms may be able to win majority support each time. Thisis
known as the "divide-and-rul€’ strategy. Indeed, the initialization d some of China's early reforms can be
analyzed from this perspective. For example, special econamic zones and regional experimentation can be
viewed aswaysto overcomeideological andpolitical constraints. Thepreferencesof particularistic contracting
over universal rules can also be viewed as compromises for the samereason (Shirk, 1993. Therefore, some
observed patterns of incremental and partial reformin China can be attributed to this divide-and-rule strategy.
On the other hand, precisdly because of these wise political compromises, China (prior to 1994 could
undertake much moreradical reforms compared to the reforming countries in Eastern Europe (prior to 1990).

By theend d 1993 China's econamic system as awhadewas halfway between a planned and a market
econamy. Would the incremental reform cortinue or would partial reform block further reform? There are
theoretically two gpposite df ects of partial reform. Inthe modes of Dewatripont and Roland (1992 andWel
(1997, asequential reform strategy has an important advantage of buil ding constituencies at theinterim stage

of reform. In addtion, Dewatripont and Rolands modd (1995 incorporates aggregate uncertainty and hes
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thefeaturethat a sequential reform strategy can build momentum as well as constituenciesfor further reform.
This is because when beginningwith reforms that give a higher likeihood ¢ a good aitcome for a mgjority,
the majority will obtain interim stakes and then may want to cortinue reforms when they are complementary
to the previous ones.

In China, the erly agricultural reform created constituencies who were, with their increased wesalth,
interested in developing rural industrial firms andliberalizingmarkets. 1n 1994 lecause of the erlier massve
entry of non-state enterprises, intheindustrial sector, the state's share of output acoounted for only 40 percent
of thenatioral total, which clearly madeprivatization d SOEs much easier politically. Similar actionsin 1978
would bevery different political consequences when thestate's harewas about 80 percent. Also, asdiscussd
insubsection A above, the suppat generated by the momentum of earlier reform successin the 1980s provided
apolitical basis for the ideological change in the 199Gs.

On the other hand, there are also dfficulties for pushing reform forward because the exrly partial
reforms may have also created new vested interests which might be against further reform. Hellman (1998
emphasized this possibili ty based onthe Eastern European transition experience and provided some evidence
showingthat it was the interim winners, nat the losers, of partial reform who blocked further reformin some
countries of Eastern Europe. He considered this stuation oreof "winnerstakingall," which presents a serious
political problem resulting from the incremental reform strategy. But the evidence provided in subsection B
above showsthat both theold and rew vested interests have nat blocked China'sfurther reformsin the past five
years. Thus, China provides a case in which the winners of early reforms were nat necessarily the eventual
losers nor did these winners manage to "take all ."

Why hasn't the "partial reform trap” occurred in China as in some other transition countries? Three
reasons sean relevant. The first reason is the nature of the early reforms. In some sense, all reforms are
partial, but nat all partial reforms are equal. Some partial reforms create huge rents for the concentrated
winners but others do nd. Many o China's early reforms sam to belongto the latter categary. First, the
agricultural reform in China can be viewed as a partial reform because it was almost the only sector that

significant reform was undertaken in the late 197Gs, but liberali zation in agriculture was quite thorough and
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did nat create many rents. Second regional decentrali zation dversified rent distributionaway fromthe central
government, and inter-regional competition among local governments, however imperfect, also limited the
amount of rent accrued tolocal governments. Third, fast entry andexpansion d non-statefirms, many o them
local government firms at the township and \ill ageleves, created a competitive environment which eli minated
many of therent. Fourth, capital control was responsiblefor limiting the amount of rents to be capitalized and
invested abroad. Fifth, the exforcement of theplan track under the dual-track liberalization nd only preserved
old rents, but also limited new rents because a firm that received subsidized inputs was obligated to ddliver a
guota output at a low price as well. Finaly, a lack of natural resources and the omisson d a mass
privatization program also helped reducerent. As aresult, during China's first stage of reform, the benefits
wererdatively evenly distributed, there were nat many losers, nor were there concentrated winners with huge
gains. Thus, equity played an important political role in reform by avoiding many losers who could reverse
it and ruge winners who could block further reform.

The second reason is the potential future gain from the increased market size and the dficiency
resulting from further reform. The bigger these gains, the lessimportant the lossof the current rent. This
seams to be the case for thereform of thetax and fiscal systemsin 1994 Although some local governments
(such as Guangdong benefitted tremendausly from the erlier fiscal cortracting system, they also rightly
recogrized that the ad hac nature of the contracting system created many uncertainties and that the political
presaures from other provinces had also increased. Therefore, it was in their longterm interest to moveto a
rule-based tax system rather than insist onthe ad hac contracting system.

Thethird reasonisthat both theold and rew vested interests were"bribed" when further reforms were
introduced. Of course, thiswasfeasibleonly whentherentswerena toolarge For example, amongthe above
mentioned reforms after 1994 such as unification d the foreign exchange rate, tax reform, downsizing the
government bureaucracy, and layoffs of state workers, potential losers were all compensated to dfferent
extents. Compensation for the interim winners was politically important for pushing reform forward, rather
than leavingit in a "partial reform trap.”

Incremental reforms can both build up momentum and constituencies for further reform and create
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obstaclestoblock it. Therefore, oneneeadsto closdy examine how partial reforms arestructured and haw rents
aredistributed. China'stwenty years of reform experience have demonstrated that incremental reform does nat
necessarily lead to a partial reformtrap. Still, one cannd reach a more definite conclusion at the present time
because China has nat yet completed itstransitionto markets. Indeed, Chinastill faces ssmemajor chall enges,

thetopic | turnto in the next section.

4. Completing China's Transition: Challenges Ahead and Priority Research Agenda

By the end d 1998 much had been accomplished but there was dill more to be dore before China
became a market econamy and realized its full potential. In this section, | will highlight threemajor areas
which may pose the most serious challenges for China: the financial system, state-owned enterprises and
corporategovernance, andtheruleof law. Ineach area, | will examinethemajor difficultiesinvavedin further
reform, outline the required deeoer ingtitutional changes, suggest some ways to achieve them, and propose
futureresearch topics. Thereformsinthesethreeareaswill bedifficult but also crucial for Chinato complete

its transition to markets, and therefore, their study should be a research priority.

A. TheFinarcial System

As discus=d in section 2, China's financial system served well, for an extended period d time, in
mobili zing financial savings and providing the government with quasi-fiscal revenue. At the present time, the
previous fears of inflation and macroeconamic instability are largely gore, and in fact, deflation becomes a
major worry. However, the ingtitutions underlying China's financial system remain primitive and weak, and
moreover, the banking system has become more and more fragile because of the increasing amount of
accumulated non-performingloansin the state banks. Total nonperformingloans were estimated in therange
of 17-25 percent of GDP by 1993 (Lau and Qian, 1994, increasing to the range of 25-35 percent by 1997
(Lardy, 199§. Thesenumbers are highby any standards. China’s current financial systemis na sustainable
inthelongrun.

China hasrecognized itsrisks of afinancial crisisand put financial stabili ty as atop reform objective
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amid the Asian, Rusdan, and Brazili an financial crises and the Japanese financial troubles. The main reason
that Chinaweathered thefinancial crisis better than maost of its Asian neighborswas its defensive and cautions
approach to financial li berali zation: Chinamaintained capital cortrol andrestricted the entry of norstate banks
andregulated interest rates. A financial crisis might occur in thefuturein several circumstances. First, if the
nonperforming loans kee rising to dy out government budget for servicing its debt and to increase
inflationary presaure. Second if some severe shacks ocaur when reforms deegpenin areas such asliberalizing
the banking sector and loosening capital cortrol. Third, if the depositors lose confidence in the state banks,
which can be triggered by exchange rate or political instabili ty.

Some eonamists have expressed a pessmistic view of a coming financial coll apse in China similar
to, or even worse than, those experienced in Asia and Rusda. However, they have ignaed some basic
differences between China and those econamies. These differences have reduced the likdihood ¢ an
occurrence of thethreecircumstances described above, andthus, at the present time, afinancial crisisin China
is nat inevitable and the Chinese government still has ome time to fix its financial system before it becomes
realy late.

First, thebanksin China ae state-owned andthus their bad debts are simply government, nat private,
debts. By the end d 1998 explicit government debts were about 10 percent of GDP. Asauming that one half
of the nonperformingloans are nat recoverable, then total government debts, including the bad debtsin state
commercial banks, would still be lessthan 30 percent of GDP. This level of government debt compares
favorably with the 70 percent inthe U.S. and over 100 percent in Japan currently, or the 60 percent maximum
required to join the European Monetary Union. Considering the fact that the taxation abili ty of the Chinese
government is about one-half of that in the developed countries, the burden o servicing the government debts
asashareof thegovernment budgetary expenditureis gill comparableto aher countries andthus manageable.

Second, these bad debts are domestic, nat foreign, debts. Aslongas the state continues to control the
international capital flow and makerestrictions on damestic interest rates andthe entry of domesticandforeign
banks, the government <till has the instruments of financial represson at its disposal. This will help reduce

the government's costs of financing its domestic debt.
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Third, exchange rate or political instability seems nat to be an immediate concern for China now.

Althoughafinancial crisisin Chinais nat imminent, a drastic financial reform is needed, the soorer
the better. Two problems need to be distinguished, one concerningthe " stock™ problem and another the "flow"
problem. Lau and Qian (1994 argue that, although the two isaues arerelated, the more important oneisthe
latter, that is, to stop new bad loans from appearing nawv and in the future, rather than the former, that is, to
clean up the balance shed. Thestock problemislargdy a problem of the past. The money has already been
lost, and it is an acoounting exercise to determine where and haw the losses should be recogrized, which is
mainly aproblem of rentsredistribution. Solvingtheflow problemis moreimportant becauseit aff ects future
expectations and behavior.

Solving the flow problem requires a banking reform (but ultimately, an SOE reform, to be discussed
in subsection B below). Since 1998 the Chinese state banks have been gven the capacity to run ona
commercial basis rather than oninstructions from the government as in the past. There are signs that state
banks reduced lending to large lossmaking state enterprises and shifted their lending priorities to small and
medium-sized nonstate enterprises. Competition from foreign banks also emerged. These are encouraging
signs.

To solvethe stock problem of cleaning up the banks' balance sheds, Lau and Qian (1994 proposed
establishing a trust fund aganization (called "Enterprise and Bank Reconstruction Fund'). This trust fund
serves as an intermediary to isue bonds to the state banks, which would partially off set their losses created
by the nonperforming loans. They also proposed recapitalizing the state banks through posshbly isaiing
preferred stock (with no vding rights) to the puldic. The non-performing loans would then be written davn
to zero onthe banks balance sheds but a 50 percent acrossthe-board interest in these loans would be
transferred to the trust fund so that it would benefit if a portion d them wererecovered. Therole of thistrust
fundis gmilar to that of the Resolution Trust Corporation (RTC) of the U.S. used in cleaning up the mess
resulting from the Savings and Loans crisisinthe 1980s. Alongthisline, the ConstructionBank o China, one
of its four major state commercial banks, was recently seected by the central bank to experiment with ways

of cleaning up its bad debts through a newly established "financial assts management company” (Sngtao
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Daily, March 6, 1999.

Thefinancial reform requires careful research onboth the flow and stock problems. To addressthe
flow problem in afundamental way, China needs to introduce a bankruptcy procedure which clearly specifies
the rights and doli gations of creditors (at present time mainly state banks) in the event of bankruptcy of both
liquidation and reorganization types. In particular, banks, as major creditors, should have the rights of
receivership and the responsibili ty for reorganization d the bankrupt firms. Because the current Chinese law
does nat all ow banks to hdd any equity of firms, research is needed to introduce new regulations which permit
banks to temporarily hdd equity duringthe reorganization period. On theisaue of cleaning up the bad debts
of state banks, one neadsto find away to ensurethat such a clean up will nat result inamoral hazard problem
from the state banks. To that end, the government must make a credible commitment to nomore bail outs in
the future. Research is also neaded to identify methods to achieve this goal.

Anather research topic concerns appropriate sequencing d financial liberalization. In the case of
Japan, Hoshi andKashyap (1999 arguethat it is nat the Japanese main bank system per sebut the problematic
sequencing of financial deregulationthat explainsits bankingcrisis. Deregulation all owed large corporations
to quickly switch to the capital market for direct financing, but at the same time, the banks' new lending
primarily flowed to highrisk small businesses and becametied more strondy to the bubde econamy. Asthe
bublde burst, abanking crisis emerged. China may face similar problems when its date banks become more
independent from the government and shift their lending portfoli os to smaller firms. To reduce financial risks

at the time of financial li beralization, China needs to learn lesns from the recent Asian experiences.

B. State-Owned Enterprises and Corporate Governarce

Reforms of state-owned enterprises have been disappointing. The managerial cortract responsibili ty
system promoted inthe 1980s had anly limited successand SOE performancein the 199Gs cortinued to decline
(Wu, 1995. For instance, therewere moreone-third o SOEs makinglosss, and a average, profitsandtaxes
per unit of net capital stock and working capital in stateindustrial enterprisesfell from 24.2 percent in 1978

to 124 percent in 1990and further down to 6.5 percent in 1996(China Satistical Yearbodk, 1997). Even
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though new private firms are developing and small SOEs are being privatized, this is nat a substitute for
transforming large SOEs, sincethey still constitute the backbone of the econamy, arethe main revenue source
andfinancial burden for the government, and are ultimately responsible for the financial sector problem.

Althoughthe excessve"social burdens' of SOEs (i.e., workers welfare obli gations) are often blamed
for their poor performance, the main problems areinstitutional, concerning finance (the soft budget constraint
problem) andpersonnd appointments (theParty control problem). Thesoft budget constraint problemhasbeen
discussed in sections 2 and 3, and in recent years the budget constraints of SOES have been hardening. But
Party control over personrd has remained basically unchanged for the past 20years. The Party has exercised
cortrol over the selectionand dsmissal of SOE managers through its Organization Departments at diff erent
levels. For example, the Central Party Organization Department has the authority over appointments of the
top managers of very large SOEs (minister or deputy minister leve), as does the Provincial (or Municipality)
Party Organization Department for mast large and medium-sized SOEs (bureau leve). Thisauthority applies
to joint-stock companies as longas the state has the majority share, even if they arelisted onthe stock market
or are located in the special econamic zones. The appointment and dsmissal process represents the most
important channel of political influence over enterprises by the Party apparatus.

Under the Party cortrol personrel system, SOE managers, like mayors, ministers, and Politburo
members, arepolitical appdntees of the Party. Thispolitical processof managerial appointments has sveral
serious problems. First, the appointment processis politicized, secretive, and complicated. When the Party
sdects both managers and paliticians at the same time, it may na chocse the right people as managers.
Second the sdectionandevaluationmethods are based oninformationthroughbureaucratic rather than market
channels (the latter includes the stock market, rating companies, and investment banks). Third, the Party
bureaucrats have neither the ability nar the incentives to make the right decisions on managerial selection
acoording to businesscriteria because they are mainly politically motivated.**

Through "expandng enterprise autonamny" and "increasing enterprise retained profits' (fangquan

1t isinteresting to compare SOEswith TVEsin thisregard. Although TVE managers are appointed by township
or vill age governments, they do not go through the higher level Party apparatus and thus they are not subjed to the
same poaliti cal processas SOE managers. After al, most TVE managers are not "state adres.”

39



randi), the past reformsimproved managerial incentives smewhat but the df ect wasrather limited andshart-
lived. Why? The main dfficulty of reforming SOEs without privatizing them is reflected in the foll owing
institutional dilemma (Qian, 1996: On the one hand, delegating more df ective cortral rights to managers
provides them with incentives to increase current production but also enables them to plunder state asss,
which results in high agency costs. On the other hand, maintaining Party control over the sdlection and
dismissal of managers srves to check managerial ass stripping somewhat but is also the ultimate source of
political interference, resultingin high palitical costs. The SOE problem in Chinais the intertwining problem
of both high agency costs and political costs.

Before being privatized, large SOEs (including state banks) should aim to reduce both agency and
political costs, which can orly be achieved by a combination d establishment of corporate governance and
depoliticization (Qian, 1996. Corporate governance is a set of ingtitutional arrangements governing the
relationshipsamonginvestors (sharenddersandcreditors), managers, andworkers. Thestructureof corporate
governance concerns (1) how control rights are all ocated and exercised; (2) how boards of directors and top
managers are sdected and monitored; and (3) how incentives are designed and enforced. Corporatization, a
processof establi shing corporate governance, is a useful step in enterprise reform even without privatization,
becauseit hdpshad drectorsresponsiblefor theassts of thecompany andprevent further asset theft; provide
amedanismfor information exchange; set the stagefor salli ng shares; and separate the state from enterprise.
In Eastern Europe andin ather deveoping countries, corporatizationwas carried out before privatizationand
improved enterprise performance.

In developed econamies, major isaues of corporate governance concern legal rules limiting the agency
problems, protecting sharendders and creditors, and providing room for managerial initiatives. The same
problems arise in China, but with a special concern about the role of the state as a large stakehdder. In
addtionto corporate governance, depoliticizationisalso necessary, which meansthat the Party's direct cortrol
over managers shauld be limited, if nat diminated. Unlesstheisaie of the Party's roleis addressed, the goal
of "separation d government and enterprise’ cannd be materialized, and unless the state, institutional

investors, and individual investors are put on an equal foating, political intervention by the government will

40



cortinue to plague the performance of these large firms.

Corporatization and depoliticization are difficult tasks for China because they necesdtate some
political reform. Futureresearch neadsto findaway to limit the Party's rolein the appointment and dsmissal
processof SOE managers without eiminating its leadership role. There were suggestions about the creation
of the State Assets Management Committeeto owverseestate assts in enterprises. In such a scheme, only the
Committeerepresentatives have authority, through the board o directors and depending onthe number of
shares held by the state, over the appointment and dsmissal of top managers (World Bank, 1997). Many
questions remain. For example, whowill appoint the members of the State Assts Management Committee?
The Party, a government agency, the Peoplé's Congess or others? WII such a person a institution stop
interfering the appointment and dsmissal processof the board of directors? More research is needed to make

the scheme politicall y acoeptable and econamicall y sensible.

C. The Rule of Law

Thebiggest chall engefor Chinato completeits market transitionisthe establi shment of theruleof law.
Therecent Constitutional amendment ontherule of law isagoodstart. The econamic advantages of therule
of law over ad hac arrangements are transparency, predictability, and uniformity, that reduce idiosyncratic
risks, rent-seeking, and corruption, which in turn reduce transaction costs. But the rule of law is more than
putting the government's words into puldic codes; it fundamentally concerns a relationship between the
government and markets that is appropriate for making a credible commitment.

There are two econamic roles of the rule of law. Thefirst is that the law should be applied to the
government -- the government needs to be constrained by law vis-a-vis other econamic agents in the market.
Throughtherule of law, the government binds itself and thus makes a credible commitment to the provision
of private incentives, which are the ultimate force for econamic development. This role of the rule of law
providesafoundationfor secureprivate property rights against government intrusion, andit reflectsthecrucial
diff erence between the "rule of law" and the "rule by law."

Oneserious problemunderminingprivateincentivesin Chinahasbeeninsecureprivateproperty rights.
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For example, private enterprisesandfarmersarefrequently forced to pay variety of "unauthorized fees' tolocal
governments, and their businesses are also harassed by local governments. Revenue hiding is a response to
government predation, but is costly. Recently, private businessnen and farmers began to use legal meansto
protect themselves against government's intrusion. For example, The Wall Stree Journal (March 25, 1999
reported a case of Peiji awan vill age in Shaai Province, where 12,000farmers in 1996filed a classaction
lawsuit against the local government for levying excessfees of $75000. Inthefall of 1998 the local court
made an initial ruling in favor of the farmers, the local government appealed, and nav the caseis before the
Shaaxi Provincial Supreme Court. Thisis an unprecedented event in China.

The secondeconamic role of therule of law is that the government needs to protect private property
rights and enforce contracts andto create alevd field for market competition. Thiswill help achieve credible
commitment among econamic agents. To achieve this gaal, the government needs to become a neutral third
party, aregulator rather than amanager. Duringtherecent restructuring d thegovernment bureaucracy, many
government agencies were diminated and the role of the newly establi shed agencies has been reoriented from
management to regulation. One exampleistheMinistry of InformationIndustry. It usedto drectly administer
China Telecom, the tdephore mongpoly in China.  Now, China Telecom is being broken up into three
companies, whil eforeign competitionis beingintroduced, and the Ministry becomes the regulatory agency for
the entire telecommunications industry (Sngtao Daily, March 6, 1999.

To preservemarket competition, the national government needstofight against regioral protectionism.
In the past, market competition in China was largely an acadent of regional decentralization under Mao,
combinedwiththemore-or-less pontaneousemergenceof small -scaleindustriesthroughaut thecountry. From
timeto time, there have been many reports that local governments erected trade barriers to block goods and
factor movement in order to protect local interests. China needs a "Commerce Clause" as in the U.S.
Constitution and the central government should have the responsibili ty to police the common market against
regional market protectionism.

Future research is needed to study specific ways of implementing the rule of law. For example, an

important topic concerns how to create a substantially independent judiciary system, startingat the grassoats

42



levd, and then gradually movingupward. Therule of law requires an independent and uncorrupted judiciary
systemto function. A completely independent judiciary system seans impossble under a one-Party system,
but it may na benecessary for thetime being because a substantially independent judiciary system can achieve
quite a lot econamically for the rule of law to work. The latter can be dore because China is sich a large
country and most of the econamic decisions are made at the local level. Building ajudiciary system that is
independent of thelocal government'sinfluenceisfeasibleat the present time, andthe above exampleof 12,000

farmers in Peiji awan vill age suing the local government ill ustrates this possbili ty.

Two decades ago few econamists predicted that China would gothis far and accomplish so much.
China has surprised the world. Although past performance is no giaranteeof future results, there are good
reasons for being gotimistic. Today, the ideology against markets and private ownership has subsided, the
gaals of transition have been set, many market-supporting institutions are being bult, andthe Chinese people
are more willi ng than ever to integrate China's econamy with the global one. For China to successully
complete its transition to markets, priority onthe research agenda should be given to the threeareas outlined

above.

5. Refledions on the Economics of Reform and I nstitutional Change: L esons from China

Econamists often df er adviceto transitioneconamies based ontheir knowledge about econamics. But
econamics has as much to learn from the experiences of the transition econamies as it has to teach them
(Walder, 1995. This can be dorein two ways. One is by using the data generated from the transition
econamies to test existing econamic theories. Anather is through inspiration from the experiences of the
transition econamies to extend the eisting theories or even develop new ones. Studying China's reform is
useful for both purposes. Much research has been dore using data from China to test existing theories. But
studying China's experience is even more useful for generating rew theories, especialy in the area of
institutional changes. Thisis because China's transition pathis © unusual that it casts doubt on much o the

conventional thinking onfundamental isaues concerning system changes and the process of reform (Chow,
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1997.

A. Refledions onthe Principles of System Change

China differs from Eastern Europe and Rusda in many important ways including their initial
condtions. China had a large agriculture sector which was the spring board for its reform; China's more
decentrali zed planning system medeit natural to pursuereformin a more decentrali zed way based onregional
experiments; and theten year turmoail of the Cultural Revolution dscredited central planningand substantially
weakened the government (includingthe Party) bureaucracy anditsvested interests.'? Hence, Chinaisunlikely
to provideamodd for Eastern Europeor Rusdatofollow. However, because our previousthinking onreform
andtransition was almost exclusively based onthe experiences of Eastern Europe, the conventional wisdom
is biased. It istherefore useful to incorporate China -- the larger half of all transition econamies -- into the
analysis.

It is commonplaceto comparethe Chinese reform experience since 1978 (and dten, upto 1994 with
the transition experiences of Eastern Europe and Russa dter 1990and to cortrast the diff erence between the
two as "gradualism” vs. "big bang." Thisisaninappropriate comparison. In Eastern Europe, reforms darted
asearly as1968in Hungary, 1980in Poland, and 1985in the Soviet Union. China, Hungary, Poland, andthe
Soviet Union all went through a two-stage process first reforming the planned system and then buil ding the
market system. When comparing Chinawith Eastern Europe at a comparable stage, | draw threeconclusions.

The first conclusion, based onChina's achievements during the first fifteen years of reform, is that
reforming a planned econamy, both as a singe event and as a step alongthe longer path, can be successul.
Thereformsin Eastern Europe prior to 1990wereafailure. Kornai (1992 madeaconvincinganalysis of them
and reached the following conclusion: "In spite of generating a whaoe series of favorable changes, reformis
doamed to fail: the socialist system is unable to renew itsdf internally so as to prove viable in thelongrun.”

In retrospect, the reforms undertaken in China between 1978and 1993were much more comprehensive and

12 Dueto spaceli mitation, this paper will not discusshow initial conditi ons affed thetransition path. SeeQian and
Xu (1993, and Sachs and Woo (1994 for discussons.
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radical than those in Eastern European prior to 199Q the latter having noserious reform of the government,
no dyramic development of nonstate enterprises, no financial degoening, and noreal markets. That iswhy
China's early reform was more successul than those in Eastern Europe. The esidence from China is
compdlli ng, demonstrating that the Eastern European experience is not universal.

The secondconclusion, based onthe Chinese experience of the last five years, is that system change
from a planned system to a market system can ocaur without a political revolution. The Eastern European
reformin the 1970s and 19805 led to a dead end because "the system is incapable of stepping away fromits
own shadow" (Kornai, 1992). It eventually resulted in a palitical revolution that jump-started the transition
inthe 199Gs. Althoughit is gill too early to predict that China can successully completeits transitionto a
market system, there is enough evidence to show that the goal is &, the journey is well under way, and the
chance for attaining the goal is good Therefore, the previous conclusion based on the Eastern European
experience that planned econamies are unable to replace their systems with market systems needs to be
reconsidered. If China completesits transition, it will bethe first country under the Communist Party to do
0.

Thethird conclusion, based onChina's two decades of reform, is that there are diverse paths for a
succesdul transition. A goodpath o transition, especially concerning institutional changes, has to consider
country-specific condtions. China provides a case of afeasible and succes<ul alternative path o transition
to markets, inwhich nopoalitical revolution predated the change of econamic systems aswasthecasein Eastern
Europe. Hence, the assumptionthat all planned econamies were alike and that they should foll ow the same
path o transition reeds to be modfied.

China's case shows that reforming a socialist econamy can be sucoessul; the planned system can
evolvesmoathly to amarket system; andthereare diversepathsfor makingagoodtransition. 1t may beargued
that China is gecial because it was a poor agricultural country. It may also be argued that Hungary and
Poland are special becausetheir early reformswere constrained by na beingtruly independent from the Soviet
Union, andtheir later transitionswerefacili tated by their aspirationsto join the European Union. Inany event,

the principles of system changes are more compli cated than ore used to bdieve.
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B. Refledions onthe Processof Reform

After twenty years of experience, China's reform can contribute several lesns about the processof
reformin particular andinstitutional changein general. Themainlessonisthat considerablegrowthispossble
with sensible but nat perfect institutions, and some “transitional institutions' can be more df ective than the
"best practice institutions” for a period d time because of the second-best principle: removing ore distortion
may be counter-productive in the presence of anather distortion.

In transition econamies basic market-supporting institutions (such as the rule of law) arelacking, as
well as the people and human capital to gperate them (such as law enforcement). Both usually take years to
develop, except in the case of East Germany, which was absorbed into West Germany immediately after
unification. This often means that the international best practice ingtitutions, even if we know what they are,
may nat work well for thetime being. It also means that some eisting institutions can be useful to market-
oriented reform even though they may eventually vanish. Fiscal contracting, TVEs, and anonymous banking
are al institutional innovations that worked cuite well for a time period in the Chinese environment.

All transition econamies have great potential for improvement because of enormous all ocative
distortionsandthelack of incentivesof theplanningsystem. Therefore, intheory, evenif institutionsarehighly
imperfect, impresgve results are potentially possble. However, many failures in the erly reforms and the
recent transition suggest that nat all changes can produce goodresults. What kinds of changes can produce
goodresults? China's experience off ers threespecific lessons, but they are better viewed as general principles
than a formula for transition.

First, institutional changes that create incentives, impose hard budget constraints, and introduce
competition should nd only apply to firms but also to governments. Indeed, reforming government is an
important component of econamic reform. When the government is provided with positive incentives andis
subjected to hard budget constraints and competition (such as the township and \ill age government), the
outcome of thereformis productive; if thegovernment is subjected to softer budget constraints (such as higher
level local governments were in the 1980s), the outcome will be problematic.

Second, successul reform relies on political support, which in turn depends on ddivering tangble
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benefits to a large majority of the population. Econamists usually blame "stupid politics® when their
beautifull y designed reform programs are nat implemented. But political scientist Barry Weingast hasthisto
say: "Anironic aspect of the econamists' position is that they want individuals to pursue self-interest in
markets but nat in politics.” Compensatingpatential losersinthereformisboth a political andeconamicisale,
and areform that does nat create many o big losers can be politically acceptable ex ante and sustainable ex
post. Thedual-track approach to market liberalization, when appropriately implemented, is one example of
goodpolitics and econamics.

Third, succesdul ingtitutional change requires appropriate, but nat necessarily optimal, sequencing.
Unli ke macroeconamic stabili zation pali cy, institutional changeis an unavoidably longprocess Judgingfrom
the outcome, the processof China'stransitionto markets hasbeenfairly fast overall. It tookHungary 30years
and Poland 20 years to achieve their current results and will certainly take Rusda evenlonger. The Chinese
experience shows that whenever politically feasible, it is better to dsmantle the eisting institutions after the
new ones are put in place, or allow the new ones to emerge fromthe old, to avoid an institutional vacuum. It
also showsthat theimplementation d reform can be compatiblewith theinstitutional capacity of the econamy.
Examplesof appropriatereform sequencing in Chinainclude: Empoweringlocal governmentsfor devel opment
of local government enterprises before privatization can be instrumental for growth; pursuing industrial
liberali zation first while delaying financial li berali zation can compensate for fiscal decline, avoid financial
crashes, and, at the same time, create better incentives; enforcing a plan track and phasing it out later can
minimize the opposition to reform whil e it improves econamic efficiency.

Ontheother hand, the Chinese experience showsthat onedoes nat need gotimal sequencingto achieve
an impressve performance, and what is most important is to avoid fatal mistakes rather than to make fine
tuning. Indeed, many arguments can be made that China's reform is nat optimal. Both in terms of reform
sequencingand d any specific reform, arguably, China could have doreabetter job and achieved even greater
resultsif better alternative reforms had been dore. The arors made with the "crossng theriver by touching
the stones’ style can be detected. For example, as | have shown above, China'sreform fel short inthe areas

of reforming the financial system and large state-owned enterprise and establishing d the rule of law.
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However, to this date, these erors have nat undermined China's reform in a fatal way.

C. Refledions onthe Theory and Practice of Transition

Transitionfrom a planned to a market econamy is one of the most significant econamic events of the
twentieth century. The core of the transition concerns institutional transformation, which is compli cated and
difficult. For most transition countries, with the exception d few, transitionwill take moretimeto complete.
During the past decade there were two big surprises. One big surprise was the sharp initial declinein autput
followed by recovery in most countries of Eastern Europe and the former Soviet Union -- the phenomenon
known as the U-shaped autput response (Blanchard, 1997). Ancther big surprise was China's remarkable
successonits different path o transition.

The gap between conventional econamic thinking and the realities of the transition shows that our
knowledge about institutional changein general andtransitionin particular isquitelimited. Thislimitation has
two related components. First, our knowledge about how a capitali st market econamy works s gill li mited.
Although neoclasdcal econamics is a powerful tod for explaining hav price mechanisms work, it does not
provide complete theories about the role of institutions, history, and political econamy yet. Ronald Coase
(1992, referringto transitioneconamies, says, "without theappropriateinstitutions nomarket econamy of any
significanceis possble. If we knew more about our own econamy, wewould bein a better positionto advise
them.” Unfortunately, we didn't. DouglassNorth (1997) agreed: "While neo-clasdcal theory is focused on
the operation d efficient factor and product markets, few western econamists understand the institutional
requirements essntial to the creation d such markets snce they simply take them for granted. A set of
political andeconamic institutions that provides low-cost transacting and credible commitment makes possble
the dficient factor and product markets underlyingeconamic growth.” To build a market system from scratch,
nathing can be taken for granted.

Second, our knowledgeabout thetransitionprocessiseven morelimited. Thereisadiff erencebetween
thefinal destinationandthe processof transition, and even if we have perfect knowledge about the destination,

how to get thereisa separateisaie. As Robert Solow said, "Thereis nat some glorious theoretical synthesis
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of capitalism that you can write down in a book and follow. You have to grope your way" (The New York
Times, September 29, 1992 p. E1). Richard Freaman (1994 echoed that view, "econamics does nat have
sufficiently compdlli ng theory or empirical knowledge to answer questions about the institutional design of
advanced capitali st econamies, much lesseconamies in transition.”

Because the transition from plan to market is unprecedented, the practice of transitionis original and
the theory of transition is in its infancy. Two excdlent survey papers on the econamics of transition
(Dewartripont and Roland, 1996 McMillan, 1996 all recogrized the limits of our knowledge ontransition.
More and more people, both inside and autside thetransition econamies, haverealized thistoo. Even Anatoly
Chubais, ore of theleading architects of Russan reform, acknowledged after the Russan crisisin 1998 "We
must recognizethat we did nd fully understandthe scal e of the processwhich we had undertaken. Wethought
therewould be a very difficult threeyears, five years, eight years. Now, unfortunatdly, it is clear that reform
will take decades" (Reuters, September 24, 1998.

China's reform path was nat designed at the outset, but evolved. Rather than being raive or cynical
about reform, Deng Xiaoping and the Chinese reformers were pragmatic, recogrizing from the beginning that
they didn't know what would make the reforms uccead. Studying China's experience should add a lot to
econamics as a social science of human beings. After all, this country has nearly ore-fifth of the world's
populationand hes the possbility of becoming, once again, the largest econamy in the world in lessthan two

decades (Maddison, 1998.

49



References

A Satistical Suveyof China. Beijing China Statistical Publishing House, various years.

Almanac of China's Financeand Banking. Beijing: China Finance Publishing House, various years.

Almanac of China's Popuation. Beijing: China Population Publishing House, various years.

Bai, ChongEn, David D. Li, and Yingyi Qian, Yijiang Wang. "Anonymous Banking and Financia
Represson: How Does China's Reform Limit the Government's Predation without Reducing Its
Revenue?' Mimeo, Stanford University, 1999

Blanchard, Olivier. Econamics of Post-Commnunism Transition, Oxford University Press 1997

Blanchard, Olivier; and Stanley Fischer. Editorial, NBERMacroewmnamics Annud 1993 National Bureau
for Econamic Research, 1993

Blanchard, Olivier, and Michad Kremer. "Disorganization," Quarterly Journal of Econamics, November
1997 1124), pp. 109211126

Byrd, William. "Entrepreneurship, Capital, and Ownership,” in William Byrd and Qingsong Lin (eds.),
China's Rural Industry: Structure, Devedopment, and Reform, Oxford University Press 1990

Byrd, William. The Marke Mechansm and Econamic Reformsin China. New York: M.E. Sharpe, 1991

Byrd, Willi am; and Alan Gdlb. "Why Industriali ze? The Incentives for Rural Community Governments,” in
Willi am ByrdandQingsongLin (eds.), China'sRural Industry: Structure, Devdopment, andReform,
Oxford University Press 1990

Cao, Yuanzheng, Yingyl Qian; and Barry R. Weingast. "From Federalism, Chinese Style, to Privatization,
Chinese Style." Econamics of Transition, March 1999 7(1), pp. 103-131

Chang, Chun; and Yijiang Wang. "The Nature of the Township Enterprises." Journal of Comparative
Econamics, 1994 19, pp. 434452

Che, Jiahua. "A Theory of Organized Market Transactions.” Mimeo, University of Notre Dame, 1998
Che, Jiahua; and Yingyi Qian. "Institutional Environment, Community Government, and Corporate
Governance: Understanding China's Township-Vill ageEnterprises.” Journal of Law, Econamics, and

Organzation, April 1998, 14(1), pp. 1-23.

Che, Jiahua; and Yingyl Qian. "Insecure Property Rights and Government Ownership of Firms." Quarterly
Journal of Econamics, May 1998h 113(2), pp. 467-496.

China Satistical Yearbodk. Beijing China Statistical Publishing House, various years.

50



China Township Enterprises Satistical Yearbodk. Beijing: China Statistical Publishing House, 1994

Chow, Gregary. "Challenges of China's Econamic System for Econamic Theory." American Econamic
Revew, May 1997, 87(2), pp. 321-327.

Coase, Ronald. "TheInstitutional Structure of Production.” American Econamic Review, September 1992
82, pp. 713719

Dewatripont, Mathias; andEric Maskin. "Credit and Efficiency in Centrali zed and Decentrali zed Econamies.”
Review of Econamic Studies, 1995

Dewatripont, Mathias; and Gérard Roland. "Econamic Reform and Dynamic Political Constraints,” Review
of Econamic Sudies, 1992 59, pp. 703730,

Dewatriport, Mathias; and Gérard Roland. "The Design d Reform Packages under Uncertainty,” American
Econamic Revew. December 1995 83(5), pp. 107-123

Dewatripont, Mathias; and Gérard Roland. "Transitionas a Processof Large Scale Ingtitutioral Change," in
David Kreps and Kenneth Walli s (eds.), Advances in Econamics and Econametrics: Theory and
Appli cations, Cambridge: Cambridge University Press 1996

Dong Furen. "The 'Budget Law' and Hardening Governments Budget Constraints,” in Tiangng Xu and
Jinyan Li (eds.), China's Tax Reform, Beiji ng: China Econamics Publishing House, 1997.

Frye, Timothy; and Andrei Shlefer. "The Invisible Hand and the Grabbing Hand." American Econamic
Review, May 1997, 87, pp. 354358

Groves, Theodae Yongmiao Hong John McMill an; and Barry Naughton. "Autonamy and Incentives in
Chinese State Enterprises.” Quarterly Journal of Econamics, 1994 1091).

Hart, Oliver. Firms, Contracts, and Finarcial Structure. Oxford University Press 1996

von Hayek, Friedrich A. "The Use of Knowledge in Society." American Econamic Review, 1945 35, pp.
519-30.

Hdlman, Jod S. "Winners Take All: The Politics of Partial Reform in Postcommunist Transitions."” World
Paliti cs, January 1998 50, pp. 203-34.

Hoshi, Takeo; and Anil, Kashyap. "The Japanese Banking Crisis: Where Did It Come From and How Will
It End?' NBERMacroewmnamics Annud 1999 forthcoming.

Jefferson, Gary; and Thomas Rawski. "Enterprise Reform in Chinese Industry,” Journa of Econamic
Perspedives, Spring 1994 8(2), pp. 47-70.

Jin, Hehui; andYingyi Qian. "Public vs. Private Ownership of Firms: Evidencefrom Rural China" Quarterly
Journal of Econamics, August 1998 1133), pp. 773808

51



Jin, Hehui; Yingyi Qian; and Barry R. Weingast. "Regional Decentralization and Fiscal Incentives:
Federalism, Chinese Style" Mimeo, Stanford University, 1999

Kornai, Jancs. Econamics of Shatage, North-Holland, 1980

Kornai, Jancs. "The Hungarian Reform Process Visions, Hopes, and Redlity.” Journa of Econamic
Literature, December 1986 24, pp. 1687#1737.

Kornai, Janos. The Saialist System: The Politi cal Econamy of Comnunism. Princeton University Press
1992

Kornai, Jancs. "From Socialism to Capitalism.” Paper No.4, Center for Post-Coll ectivist Studies, London
1998

Lardy, Nichdas. China's Unfinished Econamic Rewvolution, The Brookings Institution, 1998

Lau, Lawrence; andYingyi Qian. "Financial Reorganization d Banksand Enterprisesin China: A Proposal.”
Paper presented at the "Jinglun International Conference on China's Reform, the Next Step." August
22-24, 1994

Lau, Lawrence; Yingyi Qian; andGérard Roland. "Pareto-Improving Econamic Reforms ThroughDual-Track
Liberalization." Econamics Letters, February 1997 55(2), pp. 285292

Lau, Lawrence; Yingyi Qian; andGérard Roland. "Reformwithout Losers: AnInterpretation o China's Dual-
Track Approach to Transition." Journal of Politi cal Econamy, forthcoming, 1999

Li, David D. "A Theory of Ambiguous Property Rights in Transition Econamies: The Case of the Chinese
Non-State Sector.” Journal of Comparative Econamics, August 1996 23(1), pp. 1-19.

Li, We. "The Impact of Econamic Reform on the Performance of Chinese State Enterprises, 19801989"
Journal of Paliti cal Econamy, October 1997, 105(5), pp. 10811106

Li, We. "A Taleof Two Reforms,” RAND Journal of Econamics, Spring 1999 30(1), pp. 120-136.

Maddison, Angus. Chinese Econamic Performancein the LongRun. Paris: OECD Development Centre,
1998

McKinnon Rorald. The Order of Econamic Liberali zation: Finarcial Control inthe Transitionto aMarket
Econamy. Baltimore and London The Johrns Hopkins University Press 2nd edition, 1993

McMillan, John "Marketsin Transition," in David Kreps and Kenneth Walli s (eds.), Advancesin Econamics
and Econametrics: Theory and Appli cations, Cambridge: Cambridge University Press 1996

Mortinda, Gabriela; Yingyl Qian; and Barry R. Weingast. "Federalism, Chinese Style: The Political Basis
for Econamic Successin China." World Politi cs, October 1995 48(1), pp. 50-81.

Naughton, Barry. Growing Out of the Plan. Cambridge University Press 1995

52



North, Douglass "TheCortribution d the New Institutional Econamicsto an Understanding d the Transition
Problem.” WIDER Anud Ledures, March 1997,

Oates, Wallace. Fiscal Federalism. New York: Harcourt Brace Jovanovich, 1972

Oi, Jean. "Fiscal Reform and the Economic Foundations of Local State Corporatism in China." World
Paliti cs, October 1992 45(1).

Perkins, Dwight. "CompletingChina's MovetotheMarket." Journal of Econamic Perspedives, Spring1994
8(2), pp. 23-46.

Qian, Yingyi. "Enterprise Reform in China: Agency Problems and Political Control." Econamics of
Transition, 1996 4(2), pp. 427-447.

Qian, Yingyi; andGérard Roland. "Federali smandthe Soft Budget Constraint." American Econamic Review,
December 1998 88(5), pp. 11431162

Qian, Yingyi; Gérard Roland, and Chenggang Xu. "Coordinating Changes in M-form and U-form
Organizations." Mimeo, Stanford University, 1999

Qian, Yingyi; and Barry R. Weingast. "Federalism As a Commitment to Preserving Market Incentives.”
Journal of Econamic Perspedives, Fall 1997 11(4), pp. 83-92.

Qian, Yingyi; and Chenggang Xu. "Why China's Econamic Reforms Differ: The M-Form Hierarchy and
Entry/Expansion of the Non-State Sector." Econamics of Transition, June 1993 1(2), pp. 135170

Roland, Gérard; and Verdier, Thierry. "Transition and the Output Fall." Econamics of Transition, March
1999 7(1), pp. 1-28.

Sachs, Jeffrey, andWing ThyeWoo. "Structural Factorsinthe Econamic Reforms of China, Eastern Europe
and the Former Soviet Union." Econamic Policy, April 1994 18(1), pp. 102145

Shirk, Susan. The Paliti cal Logic of Econamic Reformin China, University of California Press 1993
Shleifer, Andra. "Government in Transition." European Econamic Revew, April 1997 pp. 385410

Stiglitz, Joseph. "Second-Generation Strategies for Reform for China." Addressgiven at Peking University,
Beijing, China, July 20, 1998

Tiebout, Charles. "A PureTheory of Local Expendtures.” Journal of Politi cal Econamy, 1956 64, pp. 416
24,

Walder, Andrew. "China's Transitional Econamy: Interpretingits Significance." ChinaQuarterly, December
1993 144 pp. 963979,

We, Shang-Jin. "Gradualism versus Big Bang Speed and Sustainabili ty of Reforms." CanadanJournal of
Econamics, 1997.

53



Weingast, Barry R. "The Econamic Role of Political Institutions: Market-Preserving Federalism and
Econamic Growth." Journal of Law, Econamics, and Orgarization, April 1995 11, pp. 1-31.

Weitzman, Martin; and Chenggang Xu. "Chinese Township Village Enterprises as Vaguey Defined
Cooperatives." Journal of Comparative Econamics, September 1994 18, pp. 121-145

Willi amson, Oliver. "Institutions and Econamic Organization: The Governance Perspective” Annual Bank
Conference on Development Econamics. The World Bank, 1994

Wong Christine P.W. "Central-Local Relations in an Era of Fiscal Decline: The Paradox of Fiscal
Decentrali zationin Post-Mao China." China Quarterly, December 1991 pp. 691-715

Woo, Wing Thye, Wen Hai; Yibiao Jin; and GangFan. "How Successul Has the Chinese Enterprise Reform
Bean?' Journal of Comparative Econamics, June 1994 18(3), pp. 410-37.

World Bank. From Planto Market: World Devdopment Report 1996 Oxford University Press 1996

World Bank. "China's Management of Enterprise Assts. The State As Sharehdder.” Country Operation
Division, China and Mongdia Department, 1997

Wu, Jindian. Enterprise ReformandModern Corporation (Qiyegaige yu xianda gongsi). Tianjin: Tianjin
People's Publishing House, 1995

Xie, Ping. The Choiceof Chinas Finarcial Systems. Shanghai: Far East Publishing House, 1996

Zhuravskaya, Ekaterina. "Incentives to Provide Local Public Goods: Fiscal Federalism, Rusdgan Style"
Mimeo, Harvard University, 1998

54



