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Introduction

After three years of "rectification" and recessimn1992 China again dramatically impressed thddweith a 12.8 percent growth rate and further
acceleration toward a market economy. That same §earuling Communist Party adopted a "sociatiatket economy" as the official goal of China's
economic reform. The country's economic successappgar puzzling. The political regime has remainmechanged, and the state sector continues to
dominate the economy. At the same time, non-stat®isbusinesses are booming everywhere, and theshis beginning to work in most economic areas.

This paper attempts to solve the puzzle. Usingtiomomic restructuring that has taken place in &€hirthe last 15 years as a context, we will trgxplain
the fundamental features of China's gradual maketted reform and the problems this gradualissdneated for future reformers.

I. China's Changing Reform Objectives

China's reform has not been guided by a well-ddfimesll-determined objective model. This lack aflear model contrasts with the experience of tHedPo
who, as an overwhelming majority, were quite ckaout their need to "go back to Europe," and th#t@Russians who, also as a majority, were quite
determined to adopt a private market economy whein tradical reform" began in the late 1980s. Neitthe Chinese leadership nor the majority of €én
people had any clear idea of how to proceed witmeaic reform in the late 1970s. All they knew wlaat the conventional centrally planned systernaid
work well and that some changes were necessanptogte economic growth. That is, they recognizednibed to "introduce some market elements into the
economy." Most households and individuals in Chiad not completely lost their faith in the old gyst perhaps because unlike Eastern Europeans, the
Chinese were not suffering a zero or negative ircgrowth. (The national income growth rate in Chirges as high as 7 percent in 1977 and 12 percent in
1978.)

The "elites" in China believed that given a chatacein the economy "more scientifically" like th&oviet counterparts, they could easily solve thentry's
economic problems. (In fact, the Chinese technsdradl little chance to carry out their economiatigl’ prior to 1978 because of the frequent politica
turmoil that gripped the country beginning in tagel1950s.) The Cultural Revolution not only griesly damaged the economy, but it also convincedyman
policymakers that the most important problem was'thilure to concentrate on economic constructiathier than basic structural defects in the sysfem
many people, the noticeable improvement in econ@mitormance after the Cultural Revolution was enik of the virtues of the old system. Consequently
the Chinese did not initiate "radical" measurethatoutset of their economic reform.

Continued belief in the old system did not prewehina from moving in the direction of market-oriedireform. Since 1978 the majority of Chinese lemde
have agreed on "introducing more market mechanigms'the economy. The problem has been a laclor$ensus on defining the "market" and its
institutional requirements. As a result, the refaijectives have been readjusted many times, feopidnning economy with some market adjustment" and
"the combination of planning and market" to therent "socialist market economy." Obviously, defmgihhe new objective is still highly controversialda

will be further debated and modified.

Il. The "Dual-track System": How to Avoid Resistance to Economic Reform

The so-called "dual-track system" was first introeldi in price reform, but it actually had been usegnsively in most reform areas, including urbefonm,
foreign trade reform, labor reform, housing refosocial security reform, and most important, owhigrseform. "Dual tracking" refers to adopting some
aspects of a market economy while simultaneoustyaimg under the old planned economy regimen.

Transition from a planned economy to a market eagnthrough the dual-track system reflects the rhiastlamental characteristic of Chinese economic
system reform--developing the elements (or sectfra)new system side by side with the old unregmirsystem, and then, if things go well, reformimg t
old system in line with the positive developmentsegging from the new components of the economys Téfiorm strategy may not be justified by
"eliminating efficiency loss" or "minimizing the jplementation costs" of the reform, but may be retiized by reducing the costs of political conftioe
reform may generate in the real world.

Economic reform involves a rearrangement of econgglations among various interest groups. In génigwould not be a "Pareto improvement" if
somebody were worse off following such a rearrargggmA well-designed "compensation” program mayp helbuy out those who oppose the reform
because of their potential loss, but the effectagsrof the compensation theorem is limited in adiy at least two factors. (1) As long as "relincome"
is taken into consideration, "full compensationdguces no improvement in the incentive structucabse relative income remains the same. (2) In the
dynamic reality, people often cannot be compengatechptly by "reform profits" because the new egoiminstitutions and arrangements may not yield
"reform profits" in the short term.

In general, reforming the old system necessariylpces resistance from various interest groupsatbatd suffer losses. From this point of view, the
different approaches to economic reform are sirdfffgrent ways of dealing with the resistance tfoma. The "radical approach" breaks down the old
system, no matter how high the costs of overcortlingesistance of various interest groups. At leastconditions are necessary for radical reform to
succeed: (1) the majority of society accepts a-defined reform objective, and (2) the pro-reformaups are strong enough to make their radical progr
survive the political conflicts. An economy in whithese conditions do not exist is likely to chotteeincremental approach. The "incremental apfrbac
develops the new institutional arrangements withweaking down the old system immediately, themelolcing the resistance from groups whose interests
are preserved temporarily until conditions for refdmprove. This approach posits that if the "o&tk" is too difficult to abolish, it would be bettto

develop the "new track" first and have it paraled old one. Such an economy may suffer highetieffty losses and pay more for completing the nefor
programs because the old system will exist longéore it is eventually transformed. On the otherchahis economy may not pay high political costthie
form of additional reduction of national income sad by severe social and economic chaos at tlied Btéiges of the reform.



China adopted the incremental approach both beadwstack of clear-cut reform goals and becauselatk of strong pro-reform groups within its tiokl
power structure. Factoring "resistance"” into thet-tienefit calculations, the "best" choice for @s& reformers may have been to begin with some
market-oriented moves that would generate lessteggie. Compared to Russia and Eastern EuropeatriesuChina has so far not suffered much social
chaos and economic disorder. This is not because@icked resistance to the economic institutichainges. It is because no radical program could be
adopted under the great pressure of anti-reforoeforThe only program that could pass was onattiatot destroy the old economic relations at t#dye
stages of the reform.

This realization may shed some light on the quedid'reform sequencing." The fundamental guideforesequencing incremental reform is to introduce
reform in the sectors or areas of least resistamatejecessarily in the largest sector. In Chihat $ector was agriculture. China began its econoafiorm in
agriculture (which happened also to be the largmstior) because that sector was the easiest plaeery out reform policies. In contrast, radicsfbrm
specifically attacks the "hard cores" of economatitutions from the very outset. Also in contrimsgradualism, which focuses first on economicmefahe
radical approach targets political reform beforeneenic reform. This difference is not surprisingegi that political reform is in essence the protessugh
which pro-reform groups take actions to overconséstance from those whose interests lie with thesgstem. When pro-reform groups are not strong
enough to overcome that resistance, either no egicrmeform takes place at all (as happened in tweSUnion and some Eastern European countries pri
to 1989) or economic reform goes first throughdhal-track transition.

Ill. The Major Achievement of China's Economic Refam: The Development of the Non-state Sector

To date, the most significant achievement of Ckidaal-track transition has been the rapid devedopirof the "new track," i.e., the non-state seatdrich
includes rural collective industries, urban corpiorss, private and individual businesses, and gor@int-venture companies. Another noteworthy
achievement and a more traditional measure ofutbeess of economic transition has been the gradhadition of price controls, which according to som
researchers remain on only 10 percent of Chinaiswuer goods sales and 30 percent of its prodwoelsgsales.

Three institutional changes allowed the developroéttie non-state sector in China: (1) rural refof®) urban economic liberalization, and (3) opgrtim
the outside world.

1. Rural reform. By the end of 1983, 98 percent of rural househimld3hina had signed contracts with local colleetaconomic authorities, which remained
the landowners. Since then, household farming éplaced collective production in China, and rueaidents can pursue their own interests by conuyeti
variety of business activities besides farming. lieration of many rural laborers from the land lgiven impetus to the development of market-oeignt
rural industries, mainly in the form of townshipdavillage-owned enterprises (TVES) outside stag@ming control. By the end of 1992, the total otiyalue

of TVEs accounted for as much as 32.2 percenteofdtal output value of the society and 35.6 pdroéiotal industrial output value. More than 2¢&rcent
of the rural labor force worked in TVEs. The growthTVEs has not only significantly eased the peafd of unemployment and urban congestion in China
but also contributed a great deal to the developiwiea market system there.

The enormous amount of rural surplus labor is &igpeondition in China that favors the developmaithe non-state sector. It allows China to madvesal
with the incremental approach without having t@ref the state sector to liberalize and reallocater from the old system to the new.

2. Urban economic liberalization.Since the early 1980s, private and individual eooic activities have no longer been illegal in Ghialthough
discrimination has remained. The dual-track sysjeme people economic opportunities in the non-setéor. The pressure of urban unemployment
prevented the government from going too far inrietstg the expansion of private business. Newlyedtgped high-tech industries such as the computer
industry also provided special room for the groatimon-state corporations.

So-called "official speculation” or "rent-seekiragtivities under the decentralized public ownersgtpnomy and the dual-track price system also ibartér
to the development of the non-state sector. A casebe made for the positive effects of this "isegking” activity under the dual-track system. When
officials shift goods from planned sales to the kagrthey reduce the actual coverage of plannimgraband expand the non-plan business, therelanditg
the scope of the market. Unproductive profits fremt-seeking from corruption and stolen state ass@ate been important sources of initial capital
accumulation for non-state enterprises in ChinaelMBhinese officials are operating their own natesbusinesses, either openly or underground,nttagy
have difficulty prohibiting or restricting othersom doing similar things. From this perspectivejréaucrat capital" is an undesirable but inevitglalg of the
dual-track transition process and is not withomegositive consequences.

On the other hand, one could argue that thereedterlfless costly) ways of expanding the scopgb®mmarket, e.g., legalizing the rights to trangi@perty,

and that even if one can morally justify stealiygdocumenting that the stolen money is used toftighe economy, the legal issue cannot be skirted.
Moreover, corruption may work against reform inesabways. It may block the evolution of the ecogdoward a one-track system by perpetuating thé dua
track. The positive effects of marketization mayoffset by the higher transaction costs causedbyption. Officials may attempt to monopolize thgains
rather than share them. As a result of large uegaimcomes accruing to corrupt officials, the claotpolitical instability may actually be heighezh

Finally, corruption undermines the building of dfeetive legal system. In sum, while corruptiomist totally bad, it does adversely affect econoraform.

3. Opening to the outside worldForeign investment not only brings in capital #achnology for economic growth, but it also bodkesdevelopment of
non-state enterprises, especially joint venturesstmare-holding corporations. As a result, the sl output value of the non-state sectors aopqution of
total industrial output value increased from 22edcpnt in 1978 to 51.9 percent in 1992. About bathe total output value of society as well agup0
percent of GNP was generated by the non-statergact991.

Many shortcomings exist in the operations of natesenterprises. Ownership is still not well defiie many collectively owned TVEs, giving rise to
problems of undivided, untransferable, nontradablglic ownership. Local government interferencedoees more frustrating when the business grows into
an important source of local government revenuen&tous illegal practices such as bribing can bervks especially in the early development of pavat
sector activity.

Despite these shortcomings, fundamental behawdiffalences exist between non-state and state-owntiprises. For example, when a TVE fails in
market competition, it cannot shift its liabilities the state budget and rely on state subsidissrtdve. It also cannot borrow further from thenbiag
system, as state enterprises usually do, afténdéaib repay previous debts. A bad loan is a bad,lbut a TVE or private business cannot contiowectrue
bad loans. The non-state sector still may not bbg teehnically efficient in terms of input-outputios, but it is more efficient in terms of finaalki
performance and macroeconomic stability. The gravfithon-state industries also provides more faverabnditions for the reform of the state sector: i
creates job opportunities, which make it easi@mbploy the surplus labor of the state sector; shes the state enterprises into market compettionbreaks
down the state monopoly; and it keeps the natimrcaime growing, making it possible to compensats¢hwho suffer temporary losses in the economic



restructuring of price and enterprise reform. Fraany points of view, it was the non-state sectat thade the market mechanism begin to work in China
and that has kept the economy growing dynamicaliyfe past 14 years. It can be predicted thastleess of China's incremental reform will relyttos
further growth of the non-state sector and furdrdargement of its importance in the national econdviore favorable policies should be adopted to
promote this development.

IV. The Major Remaining Problem: The State Sector

The fundamental problem with dual-track transiti®that it keeps the old system intact for a ldnget thus preventing quick elimination of economic
distortions and efficiency losses. After 14 yedrseform, most of China's major economic problemesralated to the existence of a state sectonghsiill
dominant in most industrial sectors. To date, rafor the state sector has confined itself to trexzédtralization" of decision-making powers; litties been
done to restructure ownership. Decentralizatiomiwistate ownership provides more incentives andnauny for managers and workers to pursue their own
interests. However, no strong evidence verifiesrawpment in technical efficiency in terms of inmuttput relationship in state-owned enterprises (§OE
since the reform.

Meanwhile, one can observe a deterioration in tmaunhic efficiency of the economy in the last decdlde profit rates of SOEs have declined and the
number of loss-making enterprises increased; infidtas soared; the economy gets overheated easlgmplitude of macroeconomic fluctuations has
magnified; the state has begun losing its abititimiplement effective stabilizing policies; and theles of "decentralization-recentralization" of
decision-making powers, which have accompaniedessicycles, have created additional difficult@sttie institutional transformation.

Since 1992, a "new wave" of decentralization haspihe state sector. Not surprisingly, the econbag/begun heating up again and going into a simila
cycle as before. Many people, especially some govent officials, still believe that granting mongt@nomy to state enterprises and local governments
without changing the ownership structure would kesthe problems faced by the state sector anddbeomy as a whole. However, more and more people
are abandoning this hope as they observe recent®io events. The key question now is how to pretlencapital from being abused in a decentralized
state-owned economy in which no individual reailjhfs for the interests of the capital and no anesponsible for the capital loss.

The relative importance of the state sector inGhiese economy is shrinking. As long as we conslifferences between the state and non-statersento
economic efficiency, competitive capacity, andspeed of growth, the dual-track transition willuitsn an elevation of the role of the non-statetse
Capital assets and skilled workers will shift fratate enterprises to non-state businesses sooleerffor a variety of reasons including lessifpas ones
like "stealing" or "spontaneous privatization").\ldetheless, a more active and dynamic reform prodoa changing the ownership structure is needed to
more efficiently use state assets to speed up etorgrowth and to make the institutional transfatiorasmoother, healthier, and fairer. Ownershigtafe
assets should first be clearly defined to makeitgferable and tradable; state enterprises thardshe converted into corporations with at leastes stock
shares distributed among workers and managerso€igation does not necessarily mean privatization it will provide a more flexible mechanism for
further ownership changes.

Ownership reform is at the core of economic systefiorm in China. Ownership reform will not only enmter strong resistance but also be technically
difficult to implement. The sooner and more aggredg actions are taken to improve conditions fonducting ownership reform, the lower the costthef
transition. China's economic reform cannot complesecceed until major reform of the ownership atilve is undertaken in the state sector.
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