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Preface

On the eve of the 85th anniversary of Tsinghua University,
China’s foremost institution of higher learning, the Center for
Greater China Economic Studies was established by the University.
As one of its first academic events, the new research center orga-
nized an international symposium on “China’s Economic Reform
and Development”, held at Tsinghua University on April 27,
1996, which drew overseas scholars and experts from Harvard Uni-
versity, Yale University, University of Michigan, the World
Bank . International Monetary Fund, Goldman Sachs, World Eco-
nomic Forum, and Price Waterhouse., The Symposium was attend-
ed by senior officials from the People’s Bank of China, the State
Securities Exchange Commission, the State Foreign Exchange Ad-
ministration, the State Planning Commission, Ministry of Foreign
Trade and FEconomic Relations, the Development Research Center
of the State Councii, and the Provincial Government of Hunan, as
well as by faculty and students at Tsinghua University. Speakers
and discussants were engaged in heated debate on wide ranging top-
ics including fiscal and monetary policies, China-US bilateral
trade , enterprise reform., capital markets, financial regulation, and
regional development. The highly successful symposium led to an
initiative to publish a serics of economics research papers, reports
and monographs, under the sponsorship of the newly established
research center. The current volume of academic papers is precisely

a part of the planned cconomic research scries.




This book collects ten pieces, whose authors are faculty mem-
bers at the Tsinghua School of Economics and Management and the
school’s overseas alumni. While these papers by no means repre-
sent the authors’ best wark, they share a common feature, that is,
the extensive use of mathematical models and quantitative me-
thods. The application of advanced mathematics and statistics is a
hallmark of modern economics. Econometric methods provide ex-
tremely useful tools to test existing theories and guide the develop-
ment of new theories. The papers collected in this volume show
how authors apply modern economic analysis to explain economic
facts and economic behavior. The reader will note a number of in-
teresting findings and conclusions from these studies, We endeavor
to keep bringing out fresh research output by the fellows and asso-
ciates of this Center to reward our reader.

The establishment of the Center for Greater China Economic
Studies at Tsinghua University will provide numerous exciting op-
portunities for scholars both within and outside China to conduct
research on the Chinese economy. Its mission is to assemble a large
group of talented young economists to study various aspects of the
rapidly-changing Chinese economy thereby inform economic policy-
making in China. It will play an important role in supporting ap-
plied economic research and in promoting scholarly exchange

among students of the Chinese economy worldwide.

Hu Zuliu
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Institutional Imperfection and Gradualism

Fang Xinghai
Abstract

This paper identifies one more reason in favor of gradualism in
transition from a planning economy to a market economy: institu-
tional imperfection. While the imperfection of the old central plan-
ning institution is surely one of the many reasons for a market ori-
ented reform, the unavoidable initial imperfection of the resulting
markel system prevents the reform from being done swiftly. In a
mode] of resource allocation with increasing returns to scale, it s
shown that when the initial market is sufficiently imperfect, re-
source allocation through market could be even worse than through
planning. Consequently, a big-bang reform from plananing to mar-
ket may produce a shrunk output of the economy, which tends to
make the transition difficult to succeed. But if the reform is done in
a way such that the planning system is replaced by the market in a
gradual {ashion, it 1s shown in the paper that it is possible to have
higher outputs in the initial stages of reform even though the mar-
ket system is still quite imperfect. Reformers can then utilize the
increased output to build a more perfect market system. The result
is that the degree of initial market perfection required for the suc-
cess of a market reform is lower under a gradual reform strategy
than under a big-bang one.

A distinguishing feature of this paper is it uses the new com-

.2.



parative statics paradigm pioneered by my dissertation advisor Pro-
fessor Paul Milgram of Stanford University in dealing with noncon-
vexities resulting from increasing returns to scale. The traditional
comparative statics methods of Panl Samuelson would have been in-

efiective.

1 Introduction

It is a fact of life that few economic institutions are perfect.
They never {ulfill completely the roles their advocaies intend for
them. In the days of socizalism, the institution of central economic
planning was supposed to be able to organize and run an entire
country as efficiently as a factory workshop (Lenin{1917)). All
the resources of a country were 10 be located and put under the unm-
fied control of a planning center, which then directed these re-
sources to their most efficient uses to generate the highest possible
output, Among the efficient uses, the concentration of production
resources 1o realize increasing returns to scale was helieved to be
one of the most essential. Thus, in the former Soviet Umion, re-
sources were mobilized to construct gigantic industrial complexes to
reap the benefits of increasing returns to scale. For example, one
factory once produced the demand for sewing machines of the
whole Soviet Union. The ability to centrally direct resources to
their hest uses was widely extolled as a key advantage for socialism
over capitalism, where allegedly resources were allocated through a
bitnd , haphazard market.

However, even granted that increasing returns to scale were
an ubiquitous feature of the industrial society and the socialist plan-
ning center could readily identify where they lie, the trouble with

« 3



the rosy view of central planning in regard to harnessing increasing
returns to scale, was the planning center often failed to locate re
sources [ully and put them under control, Many resources were left
in private citizens' hands and were used in ways they see Iit. For
instances. even during the hey days of farming communes in Chi-
na, during which the siate tried to own all farm lands and farmers
were directed by the state as what to plant, small plots of self-re-
tained land {Zi Liu Di}were never eradicated. These were lands
owned by farmers, not by the state. One reason that this happened
was the state might just don’t know where these Zi Liu Di Lied. Al-
$0. it might be simply too costly to put under contro! small pieces
of land 1n remotc arcas. Farmers then got to decide what to grow
ot their own Zi Liu Di. Even for the resources that were under the
control of the state, such as industrial workers, the extent of con-
trol was always limited. People might have not used their capabili-
ties fully during work hours. And their after work time could not
be subject 1o state plan contirel. In fact, Hayek (1988) argued that
the notion of putting every bit of resource of a country under the
manipulation of a state plan was simply a wishful thinking.

When central planning is made the only mechanism of resource
allocation, while the plan inevitably leaves out many rescurces, the
resulting resource allacation can not be efficient. One of the biggest
problems with the central planning system is for # to function, all
other means of resource allocation have to be deliberately sup-
pressed, Because otherwise there will be interference with the plan-
ning system. People may devote too much attentions to activities
other than fulfilling the plan (Holmstrom and Milgrom (1830)).
There are idealogical reasons as well. Private ownership and re-
source allocation through market represents a dangerous competi-

i
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tion to state ownership and planning. But then when the plan fails
in some areas, no remedies can come in. Inefficiency of resource al-
location results. For example, when some resources are not being
planned as pointed out abuve, the allocation of these resources are
dane by individuals without any means of coordination. Thus, de-
spite differences of land suitability, land size and farmer ahbility,
commune farmers in China grew crops on their self-retained land
only for their own family needs: No market exchanges between
families could take place, since market was banned by the state. Tt
eould have been much better if farmers planted different crops and
exchanged with each other. Similarly, factory workers in China
found plenty of time during work hours to hand weave sweaters for
themselves. And there were a period of time in China that many
people in their spare time learned to build furniture and radios for
their own uses, whereas if they wanted to moonlight, they could
have spent their times in some professional ways 1o greatly increase
the output of the society, as long as there were markets for their
trades,

The {rustration with the inability of the planning system to
fully control and allocate resources is one of 1the reasons for the
market-oriented reform n many former socialist countries, It is
generally belicved that under a market system, resource owners
will respond to market signals and put their resources into best
uses. The problem is, however, the initial market system that a
reforming country can have is necessarily imperfect. There are
many reasons for the imperfection. For example, it takes years for
laws and customs that govern market transaciions to be estab-
lished; institutions that speclalize in gathering and disseminatng
market information need time to grow; people who have no or little

-
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memory of a market system also need time to learn to react to
market signais, etc. So when the market is very imperfect, the
resource allocation could indeed by blind and haphazard. If this
initiaily imperfecet market mechanism is substituted for the
ill -functioning planning system on a wholesale basiss as the
so-called big-bangers advocate, there is a possibility that the
resulting market turns out to be performing worse than the
original plan. At the present moment, this seems to be the case for
Russia.

Ti is the assumption of this paper that a well-functioning mar-
ket system can grow up only if the market-oriented reform gene-
rates positive economic results. The reform experience of China
during the past decade and that of Vietnam in recent years supports
the above assumption. There are several reasons why the assump-
tion is well-founded. For exampte, for the people who decide to in-
vest resources to become middle men in market transactions. they
have to be assured to some degree that the market reform will not
be reversed. But if the reform reduces national cutput, there might
be political pressures to overturn the reform, This will prevent
people from becoming middle men or other market intermediating
people, Fang(1992) studies how positive reform resuits can induce
people 1o invest in a market economy. Another reason is the estab-
lishment of a well-functioning market system needz a lot of re-
sources. Barring massive foreign economic aid. these rescurces
have to be produced internally. But if output declines sharply at the

initial stages of the reform, there might he no resources for build-



ing a good market system®. For an example of how resource con-
stramnt inhibits the establishment of market institutions, see Fang
(1993).

This paper studics the optimal reform strategy in the transi-
tion from a planned economy to a market economy., In a model of
resource allocation with increasing returns to scale, we find that
when the market mechanism is very imperfectly available but the
planmng system 1s removed instantly and completely, instead of
specialization and trade, which is the goal of the reform, economic
agents will opt for complete autarky. The autarky output is much
lower than the original incompletely planned output. The reduction
of output will then further aggravate the imperfection of the mar-
ket, sending the economy down in & tailspin. On the other hand, if
the planning system is reduced bit by bit during a reform, then spe-
cialization can occur with a much lower requirement for the perfec-
rion of the market mechanisen. Output after reform will exceed the
pre-reform level and the imperfect market mechanism improves
along the way.

In the following section, a model with increasing returns to
scale and hence gains of trade is presented. The inefficiency of the
planning system is specified. Section 3 presents the growth process

of the markel system and studies the big-bang reform strategy., We

7} Some people may argue that reducing the outputs of those loss-making firms will
improve Lhe fiscal posttion af the gavernment, leaving the government with more resources
te imptove the market system. But there were necessanly more profits and losses in a for-
mer sociulist country. Otherwise governtnent’s net revenuve would have been negative,
Therefore . when the decline of untput is evenly spread over loss-making and profit making
firms . the governmment’s [isral position will in general deterorate. The experivnce of Rus-
sia and Poland seem to confirm the above point.
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