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ABSTRACT

It is well accepted that the early experiences of
market reforms have varied considerably among formerly
centrally planned economies. Following the onset of the
Chinese market reforms initiated in 1978, industrial
output rose fairly dramatically. In contrast, the market
reforms which were initiated throughout the former
Soviet Union in the late 1980s were followed by
significant decreases in output. For some observers, the
Chinese experience is puzzling. The post-reform growth in
Chinese industrial output has occurred despite the fact
that the Chinese reforms depart from traditional prescrip-
tions. Specifically, the early Chinese economic reform
package relied neither on privatization nor on rapid reduc-
tion in the role of central planning. Until the 1990s indus-
trial output from the private sector was insignificant and,
during the early reform period, the state sector was still
operating under a regime of planning where output quotas
and prices continued to be administered by central
planners.

The debate concerning the differential impacts of



reforms in China and the former Soviet Union can be simplified into two
opposing viewpoints, On one side are those who argue that “Big Bang” market
reforms will produce more rapid economic growth than gradual/sequenced re-
forms. The arguments here are based on the desirable attributes of an economy
where private property rights are well defined, held privately, and prices are
market determined. Simply put, well defined private property rights generate
strong economic incentives to allocate resources to their highest valued uses, and
market prices provide the best information on what these highest valued uses
are. While there exist well accepted arguments about the conditions under which
the market system will fail to perform well, it is argued that the likelihood that
central government intervention will operate to improve on market results is low
due to the rent seeking activities of special interest groups. Proponents of “Big
Bang” market reforms are faced with the following puzzle; why have the gradu-
alist Chinese reforms generated rapid economic growth while the “Big Bang” re-
forms of some of the former Soviet Republics resulted in output declines? The
response is that China and the former Soviet Republics had different starting
points. For example, it is argued that production was centralized in the Soviet
Union to a much greater degree than it was in pre 1978 China. The relative eco-
nomic success in China is not proof of the superiority of a gradualist reform
package, rather, it is only indicative of a starting position more favorable for
economic growth,

Proponents of the gradual/sequenced approach to reform argue that the
rapid introduction of private property rights and markets will not, in general,
generate results that mimic the desirable aspects of Western market economies,
An obvious case is that “Big Bang” reform of state industry will not immediately
generate a competitive market if, after reform, the market is characterized by
monopolistic practices. While entry over time should operate as discipline to a
monopolist, entry may be slow due to capital market imperfections which can be
expected during the early stages of reform. According to this argument, the

proper reform sequencing may be to slowly reduce reliance on the planned, state



sector waiting for entry from the private sector to emerge. According to the
“gradualists” China’s post reform success is more the result of the successful
application of a gradual reform with sensible sequencing dm it is a result of
China’s unique starting position.

This book looks at Chinese reform experience in the context of dual pricing
arrangement developed from the early stage of reform in 1980s, and developes a
model which is capable of exploring the relative efficacy of “Big Bang” and grad-
ualist reform packages. The model is also capable of incorporating different
starting positions and investigating how initial starting points affect the efficacy
of different reform packages. This model captures the dual pricing system under
which the state firm is subject to planned output quotas and planned prices. Hav-
ing satisfied the plan, the state firm is free to produce for the remaining market
and set market prices. The market behavior of the state firm is constrained by
the response of a competitive (price taking fringe). Then, The model is also
adapted to reflect conditions in post-reform China and the former Soviet
Republics. We provide some simulations of the effect on output for different
reform packages. The elements of the reform package which are considered in
the simulation are; the rate of reduction in planned output over time and the
degree to which state industry is subsidized. The simulations also consider the
effect of different starting positions. Particularly, the simulations illustrate the
effect of differences in size of the competitive fringe at the start of reforms.

The model developed in this book is a traditional dominant firm model adap-
ted so that the dominant firm (state industry) is required to supply output for
the plan at planned prices. Having satisfied this requirement the state industry is
free to supply “out of plan” output to the market where it is sold at market
prices. Thus the model incorporates the idea of dual pricing which is a common
ingredient in many reform packages. Following the dominant firm model, state
industry sets the market price with full recognition that the competitive fringe
(non state industry) takes the dominant firm’s price as given and decides how

much to supply at that price. We presented in this book the linear version of the



dominant firm model.

Market demand is:

P=A—(Q,+Q,+Q,;) where,
Q, = planned output
Q. =out of plan output supplied by the state industry

Q,=output supplied by the competitive fringe

Total output for the state firm isQ, = Q, +Q,. The market price is P and
the planned price is P,. Throughout this model, it is assumed that P, <P
which is generally consistent with the experience of dual pricing practices. Under
these conditions, market behavior is independent of P, , and, for notational con-
venience, it is ignored in the model.

For one firm in the competitive fringe, marginal cost is:
MC; = d + q, where,
q s =output for one fringe firm

In the dominant firm model, the competitive fringe behaves as a price taker

so the supply curve for one fringe curve is:
P=d+gq,
If N is the number of identical firms in the competitive fringe then total fringe
supply is:
Qs = Ngy
And the supply curve for N fringe firms is:
P=d+Q,;/N

The dominant firm produces planned output and then selects the profit
maximizing out of plan output level, given the competitive fringe supply. As in
the dominant firm model, the state industry calculates their residual demand
curve by subtracting (1) planned output and (2) competitive fringe supply from

the market demand. This calculation results in the residual demand curve. Alge-



braically, the residual demand is:

P=X—[(X—d)/(Z—d)]Q, where,
X=(Z+Nd)/(1+ N)
Z=A—Q,

The marginal revenue associated with this residual demand is:
MR= X—2[(X—d)/(Z—d)]Q,
In this linear model, marginal cost for the dominant firm is assumed constant at;
MC= ¢

The dominant firm (state industry) selects out of plan output (Q7}) to
maximize profits (MR=MC) and the resulting profit maximization out of plan

output is:
Q= [X—o/2][(Z—d)/(X—d)]
At this output level, the profit maximizing price is:
P = (X+co/2
Given this price, the fringe supply is:
Q= NL(X+o)/2—d]

Several aspects of the economic reform packages and initial starting points
can be incorporated into this model for simulation purposes.

A. Subsidization of State Industry: Subsidies for state industry have contin-
ued for Chinese state industry throughout the reform period. In addition,
Chinese state industry acquires some of its non labor inputs from other state
industry at below market planned prices. Finally labor in state industry can be
considered to be a quasi fixed cost in that much of the payment to labor is in
housing and other non wage benefits. Taken together, these features of Chinese
economic reforms imply that the marginal costs of production for state enterprise

are lower than for fringe competitors. In terms of the model this suggests that



