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Preface

In the twenty-first century, economic integration and the increase in the economic
and political influence of Asian countries relative to the rest of the world are two
important driving forces shaping world events. China plays a very important role in
both developments mainly because of the increasing size of its economy. It is there-
fore necessary for anyone concerned with the development of the world to under-
stand China’s economy.

The purpose of this book is to introduce the reader to the workings of the Chinese
economy. It is written both for undergraduate and graduate students as a textbook
and for the general reader who wishes to understand the Chinese economy. It de-
scribes the process of economic transformation in China in its various aspects. Un-
derstanding this transformation process is essential to understanding the current
economy of China. :

I combine historical-institutional and a theoretical-quantitative approaches to study
China’s economy because neither one by itself can provide a complete picture. The
former approach is favored by area specialists and historians. The latter is familiar to
economists. These approaches complement each other. Without a solid understand-
ing of the historical-institutional background, one can make serious errors in apply-
ing a theoretical-quantitative model to the Chinese economy. On the other hand,
understanding the history and institutions without the benefits of a theoretical and/
or quantitative analysis is not sufficient either. The first four chapters of this book
provide a historical-institutional background, while many of the remaining chapters
are theoretical and quantitative, including chapters 5-9, 11, 12, 14, 15, 17, and 19.
Chapters 7,9, 10, 11, 13, and 15-22 contain historical-institutional material as well.
Hence the two approaches are integrated in this book. By studying the Chinese
economy in this way, one forms a clear picture of the dynamic and continuing proc-
ess of transformation from a planned economy to a market economy.

Historians and area specialists have raised objections to those economists who
believe in universal laws in economics and apply them to the study of the economies
of all countries alike, without regard to the special historical and cultural setting.
Economists have expressed disappointment at area studies that fail to take advan-
tage of the powerful tools of economic analysis. In this book I suggest that economic
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tools can be applied to China provided that the researcher carefully examines whether
the basic assumptions are consistent with the realities of Chinese society. Examples
of integrating institutional material with theoretical or quantitative analysis are pro-
vided in chapters 2, 5-9, 11, 14, 16, 17, and 19. Nor can economic tools be properly
applied without considering the institutional setting. One hopes that the application
of economic tools to China and other countries with sharply defined cultural-institu-
tional settings will help extend the field of economics by suggesting new tools and
concepts of analysis when existing ones are found to be inadequate. This topic is
discussed in chapter 22.

Because this book deals with the process of economic transformation it is of inter-
est to readers studying transitional economics. Perhaps the word “transformation”
better describes the economic changes in China than the word “transition.” The
latter word may imply that the process will reach a definite, terminal state, whereas
in the Chinese case the final form that the economic system will take remains un-
known. Unlike most studies in economics, this book pays special attention to changes
in economic institutions. Economic transformation and transition have attracted gen-
eral attention since economic reforms started in China in the late 1970s and in east-
ern Europe and the former Soviet Union in the early 1990s. Historically, institutional
changes have come about when the same profit motive and economic self-interest
that explain behavior under a given set of institutions have also motivated the design
of new institutions to make more money. However, the economic transformation
that has taken place in China is to a significant extent an act of the Chinese govern-
ment aimed at modernizing the Chinese economy, although private profit motives
also play a role. In chapters 2, 3, and 4 respectively we study China’s planning sys-
tem, the economic reform process, and the problems in reforming the state sectors.
Economic transformations are also discussed in chapters 10, 20, and 21, which deal
respectively with the government’s effort to develop the western region and to set
environmental policies, to build the institutions of a modern legal system, and to
improve the educational system. In chapter 16, we study the nonstate sectors includ-
ing the township and village enterprises that have evolved through profit motives in
a Chinese institutional setting.

Theoretical-quantitative analysis is applied to the study of economic growth (chapter
5), economic fluctuations (chapter 6), macroeconomic policies (chapter 7), eco-
nomic effects of the Great Leap Forward and the Cultural Revolution (chapter 8),
consumption (chapter 9), population (chapter 11), human capital (chapter 12), the
banking and financial system (chapter 13), Shanghai stock price determination (chap-
ter 14), the behavior of state enterprises (chapter 15), the nonstate sectors (chapter
16), foreign trade (chapter 17), and foreign investment (chapter 18). Chapter 22
concludes by summarizing several important institutional characteristics of the Chi-
nese economic system that are different from those of a western market economy,
providing challenges for further study. It also discusses the prospects of continued
economic growth in the twenty-first century based on the momentum of historical
forces.

"This book is based on my study of the subject since 1980 through research, teach-
ing, and working with Chinese educators, economists, and government officials. 1
have used the material in an undergraduate course on the Chinese economy at
Princeton University. The course started in 1986 when it covered only the topics of
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chapter 2 and parts of chapters 3, 9, 11, 12, 17, and 18, as contained in my The
Chinese Economy (1985). The remaining material draws on my research since, as
partially reported in Understanding China’s Economy (1994) and in more recent writ-
ings cited in the references. In writing this book I have benefited from questions and
critical comments from students through the years. About 20 percent of the material
(including parts of chapters 5, 6, 8, and 14 in particular) is technical and mathemati-
cal. The general reader can skip the technical material and read the text only.

I would like to thank Patrick Bolton, Simon Chen, Paula Chow, Vida Chu, Shouwei
Hu, D. Gale Johnson, Lawrence Klein, and Chia Yu Shen for reading parts of the
manuscript, and especially Kan Chen for reading the entire manuscript and making
suggestions for improvement. The remaining errors are my own responsibility.
Annamarie Scarpati has assisted in many respects in the preparation of the manu-
script with skill, efficiency, and enthusiasm. It has been a pleasure to work with Al
Bruckner of Blackwell Publishers, who has handled the publication of this manu-
script at all stages with a remarkable professionalism that is based on his vast knowl-
edge and experience. Financial support from the Gregory C. Chow Econometric

Research Program of the Department of Economics at Princeton University is grate-
fully acknowledged.

Gregory Chow
Princeton, NJ
May 2001
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Introduction: The
Transformation of China’s
Economy

This book is about the transformation of China’s economy into a market economy
with its special characteristics. It deals with the process of transformation and the
special features of the Chinese economy. It contains much of what I have discovered
about China’s economy and the economics of institutional transformation from re-
search, teaching, traveling, working with Chinese educators and government offi-
cials, and observing the Chinese society simply by talking to Chinese friends and
citizens since 1980. As an introduction I would like to make three sets of observa-
tions. The first is about the economics of institutional changes. The second is about
China’s government, and third about China’s historical and cultural traditions. In
the remainder of this book the reader will find these observations elaborated upon in
more detail.

In the study of economic transformation, the role of the government needs to be
stressed. Thomas Jefferson has aptly remarked that the government is the best which
governs the least. However, in the process of an economic transformation promoted
by government, the government has to play an important role, even if Jefferson’s
statement is valid when a set of economic institutions is well established. The eco-
nomics of transformation is related to the economics of transition, since both deal
with changes in economic institutions. A possible difference is that the latter conveys
a notion that the economy is in a temporary state of transition to some ideal state,
such as a special form of market economy. The former does not carry a notion of a
known final stage of transformation. It studies the process of economic transforma-
tion without a definite statement regarding the final state.

Secondly, besides understanding the important role of the government it is im-
portant to understand the role of the remaining sectors which may support or re-
ject the reform measures introduced by the government. These sectors may also
play an important role in initiating reform of their own, sometimes even guiding
government reform policies, and sometimes serving as a supplement to govern-
ment reform. The former is illustrated by the introduction of the household re-
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sponsibility system in Chinese agriculture from the grassroots, and the latter by the
rapid growth of township and village enterprises in China as a supplement to state-
owned enterprises.

Thirdly, if one is to understand the important roles of the government and the
nongovernment sectors and their interaction in shaping the transformation of an
economy, it is necessary to understand the historical, cultural, and institutional fac-
tors that affect the actions of government officials and the people. Government offi-
cials and the important players in the nongovernment sectors are guided in their
behavior by historical and cultural factors, in addition to economic calculations.
Economic reform in China and Russia has taken different directions partly because
of the differences in historical and institutional factors. For example, China’s reform
in the agricultural sector succeeded because Chinese farmers in 1978 still remem-
bered private farming — the commune system was introduced in China only in 1958.
Collectivization of agriculture in the Soviet Union took place in the early 1930s and
Russian farmers in the early 1990s did not know how to operate as private farmers. It
was difficult to privatize the agricultural sector in Russia. The success of agricultural
reform in China provided the economic foundation for reform in other sectors.

Concerning the historical institutions of China, there is a long tradition of the use
of social networking known as guanxi. Guanxi determines many social interactions,
including economic transactions. It affects the reform of the legal system, as we will
see in chapter 20. There is also an established bureaucratic tradition which affects
the behavior of government officials and of state-owned enterprise managers. This
tradition, further modified and developed under the government of the People’s
Republic of China, affects the reform of the banking and financial system, of state-
owned enterprises, and of the nonstate sectors, as we will see in chapters 13, 15, and
16 respectively. :

A fourth feature of the economics of transformation is that, since the government
plays such an important role and the government’s reform policies depend on his-
torical and institutional factors, many aspects of the transformation process need to
be studied as isolated events. Economists, following the lead of natural scientists,
would like to find general laws that can be applied to explain economic behavior in
general, regardless of time and space. There are such laws in economics, some of
which will be illustrated in this book. However, while laws can explain economic
behavior under a given set of economic institutions and may even be valid for a
variety of economic institutions, they do not as a rule explain why economic reform
started in China in 1978 and why it proceeded the way it did. The explanation has to
rely on the historical circumstances in 1978. The nature of the economic reform that
followed was subject to the constraints of the historical, institutional, and political
factors affecting the actions of the Chinese Communist Party leaders. It also de-
pended on the personal characteristics of the leader, Deng Xiaoping, himself.

The discussion of China’s historical tradition in chapter 1, of its planning system
in chapter 2, its general reform process in chapters 3 and 4, and the transformation
of the individual sectors later on in this book illustrates the above important features
in the study of the economics of institutional transformation. The individual sectors
include consumption in chapter 9, western development in chapter 10, population
policies in chapter 11, human capital in chapter 12, the banking and financial system
in chapter 13, state enterprises and the nonstate sectors in chapters 15 and 16, for-
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eign trade and foreign investment in chapters 17 and 18, and the legal system and
the education system in chapters 20 and 21. These chapters emphasize in many
places the important role of the government and of the historical and institutional
factors affecting the reform process. Many take into account the interaction of gov-
ernment and nongovernment influences, and the nature of Chinese society, includ-
ing bureaucratic behavior. Such are the important considerations in the study of the
economics of institutional transformation. '

In this book traditional economic tools are also applied to study the Chinese
economy. Examples are a model of aggregate economic growth in chapter 5, theo-
ries of economic fluctuations in chapter 6, macroeconomic policies in chapter 7, an
econometric study of the macroeconomic effects of the Great Leap Forward move-
ment and the Cultural Revolution in chapter 8, analysis of consumer behavior in
chapter 9, population growth and investment in human capital in chapters 11 and
12, and an economic analysis of behavior of individuals controlling state-owned as-
sets in chapter 19. Even if the important concepts of economic incentives and self-
interest cannot explain the transformation of economic institutions as isolated events
influenced by historical circumstances and political considerations, these concepts
can be applied in evaluating the incentive effects and economic efficiency of particu-
lar reform measures. Such applications can be found in many places in this book.

What remains to be discussed in this introduction are the nature of China’s gov-
ernment and its historical and cultural tradition. People outside China today still
think of it as essentially a Communist country having the typical characteristics asso-
ciated with Communism as it was understood during the period up to 1980. These
characteristics include a totalitarian regime in which government leaders attempt to
manipulate the people as Chairman Mao did. There is no freedom. There are many
labor camps. The government can change public opinion at will by controlling the
press and the TV stations. That it is oppressive is evidenced by, for example, the
tragic event on June 4, 1989, in Tiananmen Square.

In fact, the Chinese Communist Party and the Chinese government have changed
a great deal since 1978, Economic reform has led to openness and more freedom.
The Communist Party officially accepted “a socialist market economy” for China in
1992. Although the country is still ruled by the Communist Party, the current char-
acteristics of China’s political and economic system are becoming very different from
those listed in the last paragraph. Since economic reform started in 1978, the Chi-
nese people have continually gained economic freedom. Economic freedom and eco-
nomic wealth obtained through the market have given the Chinese people much
more political power than before. Foreign trade and foreign investment promoted by
the open-door policy have increased the contact of the Chinese people and govern-
ment officials with the outside world. Both ordinary people and government officials
are exposed to modern concepts of law and democracy. Some are even convinced of
the virtues of many of these ideas. The government has instituted significant reform
of China’s legal system, as I shall describe in chapter 19.

Three issues often appear in the Western press when the topic of China comes up.
These are the treatment of Tibet, Falung Gong, and certain political dissidents. On
Tibet, most Chinese citizens (Han being the vast majority) side with the government
in making sure that Tibet remains a part of China. Some Han Chinese believe that
certain religious leaders in Tibet use the issue of religious freedom as a means to
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promote political independence. I may add that some Chinese citizens believe that
China should have more religious freedom than the government allows, even when
Christian church attendance has been allowed to increase rapidly in recent years.
The vast majority of educated Chinese citizens, including those studying and work-
ing in the United States, believe that Falun Gong (a “new religion” in China) is a
cult and a menace to society. They tend to support the government in taking puni-
tive actions. On the treatment of political dissidents, it depends on which political
dissidents and under what circumstances.

China has its own form of representative government. In the selection of repre-
sentatives to China’s legislature, members of the People’s Congress are indirectly
elected by representatives at the level immediately below, until public election deter-
mines the representatives at the lowest street district or village level. Unlike the situ-
ation before the 1980s, when members of the People’s Congress only rubber-stamped
legislation proposed to them by the State Council at the direction of the Communist
Party, members of the People’s Congress today are educated and vote according to
their own opinion. Truly democratic public elections are held in villages all over
China to elect government officials at the village level, although such elections have
not reached higher levels.

No single person, like Chairman Mao during his lifetime, can control the Chinese
population the way Mao did. The Chinese people have become more mature politi-
cally after the movements of the Great Leap Forward of 1958—61 and the Cultural
Revolution of 1966—-76. Since China is now open to the outside world the people can
no longer be so easily fooled. Beside the differences in historical circumstances, Mao
was a Chinese political genius unique in his century. Mao designated Hua Guofang
to be Chairman of the Party to succeed him, but leadership fell to the hands of Deng
Xiaoping instead. Deng was able to assume leadership because he was supported by
the top members of the Party. The point is that election within the Party serves as a
process to select the able and to limit the power of a potential dictator. Many outside
observers had forecasted trouble in the transitions after the deaths of Mao and Deng,
only to find that they were wrong. This is a sign of the stability and resilience of the
political leadership at the top.

Another occasion when outside observers misjudged the nature of the Chinese
leadership is their very pessimistic forecast for the future of Hong Kong after its
return to China in 1997. The situation in Hong Kong has turned out to be vastly
different from any dire predictions. Yet another example is the devaluation of the
Chinese yuan forecasted continuously by foreign commentators for two years during
the Asian financial crisis of 1997-9, a subject to be discussed in section 4.4. There
was also the prediction during the period of the Asian financial crisis and afterwards
of an impending banking crisis, a subject to be discussed in section 4.3. Suffice it to
say that positive information about China since 1978 needs to be incorporated into
one’s thinking in forming a balanced assessment of the country.

Consider the life of an average Chinese citizen. There is much more freedom than
before. Are there labor camps? Yes, if the term is defined as prisons in which inmates
are required to work. Prisons exist mainly to detain people who have committed crimes.
There are not many political prisoners because there are not many people who are
strong opponents of the government. By and large, the Chinese people are happy; and
they are happy with their government. Students from China who have arrived recently
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can testify to this point. At Princeton in the late 1990s, one speaker was invited to talk
about labor camps in China based on his personal experience in the 1960s. The situ-
ation 1s very different today from what the speaker described. The students from China
in the audience felt indignant and jeered him. Part of this freedom 1s the freedom of
any university student to study abroad, even when the government recognizes that
many have decided to stay abroad after graduation. People are exposed to TV chan-
nels outside the mainland, including in particular those of Hong Kong and Taiwan.
The internet and fax machines are available to many people. It 1s difficult for the
government to manipulate news effectively even if it wishes to.

The government requires the support of the population to achieve its program of
economic reform and development. For example, in the reform of state enterprises it
may be necessary to lay off workers, and the government has to consider the possible
effect of discontented workers on political stability. Chinese government leaders,
just like political leaders elsewhere, consider maintaining their political power to be
more important than almost any other objective. They applied force to disperse stu-
dents occupying Tiananmen Square because they thought its continued occupation
was undermining their authority and threatening the survival of the government. In
situations where government power is not threatened, it 1s reasonable to assume that
the government will iry to promote the interests of the Chinese people, in addition to
their own interests. When the position of a government official or leader is secure, it
is his or her desire to serve the country, the possibility of corruption and self-interest
notwithstanding. This desire is derived from a Confucian culture that has lasted
centuries, and according to which the Chinese were taught to serve their country;
and from the ideal of modernizing China generated by humiliation experienced since
the defeat in the Opium War of 1840.

The last sentence leads to the third topic of this Introduction, namely, that Chi-
na’s historical and cultural tradition is an important determinant of the country’s
‘economic reform process and policies. Several historical cultural characteristics are
important in this regard. First, the quality of human capital in the form of skilled and
hard-working laborers and entrepreneurs has contributed to economic growth and
enabled the reform process to succeed to the extent that market incentives alone
cannot. Second, Chinese bureaucracy is at the same time a useful vehicle for guiding
economic transformation and a hindrance to economic progress. Third, the tradi-
tional way of conducting business through informal social networks and human rela-
tions makes it difficult for foreign investors to enter Chinese markets and slows down
the introduction of a modern legal system. Fourth, there is an emphasis on the col-
lective welfare of the country as a whole as compared with the freedom of individu-
als, making the economy more socialistic. Fifth, there is a sense of nationalism. The
current Chinese mentality is a combination of pride and the experience of humilia-
tion. They are proud of a civilization that is over 5,000 years old, with distinctions in
science, mathematics, arts, furniture, china, literature, philosophy, ethics, and poli-
tics. After the Opium War of 1840-1 and until 1945, foreign powers one after an-
other carved up parts of China and forced it to sign unequal treaties giving concessions.
Memories of oppression by Western and Japanese imperialism and the need for
national independence are two important components of the Chinese mentality.

Nationalism manifests itself whenever the country or any of its components appears
to be under attack.



