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ABSTRACT

The Great Transformation .
Interlinked Relational Contract and the
Chinese Miracle

Motivations and Questions

The last three decades has witnessed China’s
history-making economic growth, with an aver-
age annual growth rate of over 9 percent, despite
a general lacking of sound legal system, financial
system and other formal institutions. From an
international perspective, China’s transition so
far is undoubtedly a huge success when compared
either with other transition economies like Rus-
sia, or with any other developing economy. It is
an intriguing challenge for social scientists to
offer some theory to account for the economic
miracle and to predict its future.

China’s current growth record is reminiscent



of those of the East Asia developmental states
after world war [I, which had comparable
growth records. Japan and later four industrial-
ized economies, Korea, Taiwan, Singapore and
Hong Kong have comparable annual growth rate
for almost 3 decades. Now these economies are
all high-income developed economies. During
their catch-up period, most of these economies
share the following features. (1) Authoritarian
governments played substantial role in economic
development through various policy instruments,
like industrial policy. (2)The role of legal sys-
tem was not that pervasive as in western world,
while relational contracting played an important
role in socioeconomic life. (3) The economic
structure was centralized and there were a few
big firms and banks as major players in economic
arena. There is long term relationship between
banks and firms and banks are dominant finan-
cing source for large corporations. (4)Economic
success at preliminary stages, once dubbed as
Asia’s miracle, was followed by economic crisis
in many economies at the end of 1990s. Japan,
for instance, began to fall into long term stagna-
tion even in the early 1990s. (5)From the per-

spective of political transformation, the free
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parket system was accompanied by political de-
mocratization process in these economies.
What’s behind East Asian miracle? Is there simi-
larity between East Asian miracle and Chinese
miracle?

Conventional wisdoms suggest protection of
private property, sound legal system, govern-
ment transparency and efficient financial system
for economic development. Interestingly there
were weak formal institutions in place during

China’s transition. Table 1 shows the rule of law

Table 1 The Rule of Law Index
Country/Region | 2004 2002 2000 1998 1996
Singapore 95.7 92.3 98.9 99.5 99.4
Hong Kong 90.'3 84.7 90. 4 90. 8 90. 4
Japan 89.9 88.3 90. 9 90. 3 88.0
Hungary 78.7 77.6 78.6 76.2 75,73
South Korea 68. 6 76.5 73.8 76. 8 81.9
Malaysia 64.7 67.9 731 76.8 82.5
Turkey 54. 6 57 L 59.9 65.9 58.4
Thailand 51.7 60. 2 69. 0 69. 2 11k
India 507 55. 6 62.0 67.0 56. 6
Romania 48.3 52.0 51.9 49.7 44.0
Brazil 46. 9 45,9 5355 56.8 | 46.4
Mexico 45.9 47.4 46.0 40.0 54.2
China 40. 6 48.5 48.7 52.4 S A
Peru 3. 9 38,7 38.5 3743 40. 4
Russia 29.5 21.4 18.7 22.7 19.9
Ukraine 23%2 21.4 26.2 28, 2 28.3

Note: From 0 to 100, the higher the score, the better the
rule of law.
Source: Kaufmann, Kraay and Mastruzzi(2005).
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index is rather low for China. In historical retras
spect authoritarian governments played a pivotal
role in economic development at the early stages
of economic takeoff in East Asia. In the past 30
years international organizations like world Bank
and IMF have made futile attempts to introduce a
set of standard formal institutions (the so-called
“washington Consensus”) in developing world.
A general question thus arises: what is the rela-
tionship between institutions and economic de-
velopment?

This book presents a theoretical framework
to accounts for the dynamic relationship between
economic development and institutions. The bas-
ic idea is as follows. Efficient institution is a
function of the extent of market and the division
of labor. In the stage with limited market extent
and low level of specialization (incomplete mar-
ket) the contracting between agents often takes
the form of interlinked relational contract, which
internalizes externalities. From the perspective
of relationship between state and economic de-
velopment, a government with high level auton-

omy®Pand state capacity is more likely to foster

@ Autonomy means government is immune to influence of interest groups and

adopts economic policies that maximize social welfare.



economic development through interlinked rela-
tional policies, to address to missing markets
problem. In this sense, the form and extent of
economic organization and government interven-
tion is a function of economic development sta-
ges. At stages with large extent of market and
relatively complete markets, formal institutions
enforced by third party will play more important

roles.

Contributions and Conclusions

The extent of market and division of labor en-
dogenously determines the efficient forms of con-
tract. The key to understanding the relationship
between formal institutions and informal institu-
tions is to know how economic development en-
dogenously changes the form of contract. A The-
ory of interlinked relational contract is intro-
duced for understanding to understand the rela-
tion between economic development and endoge-
nous institutions. The theory shows that in a de-
veloping economy with limited extent of market
and division of labor (missing markets) transac-

tions between agents tend to be multiplex and in-



terlinked. A typical case is share tenancy in agri-
culture. In a developing economy landlord and
tenant make transactions not only on the product
market ( tenants may buy agricultural produce
from landlords), but also interact on labor mar-
ket (landlords employ tenants), credit market
(landlords provide loan to tenants), and insur-
ance market (through sharecropping). Thus an
unprofitable contract on a separate market may
be viable in the interlinked transaction. That is,
the interlinking markets expand the feasible set
of viable relational contracts. While in an econo-
my with more complete markets, economic
transactions occur on different specialized mar-
kets among anonymous traders. Further the in-
terlinked and relational contract may endoge-
nously determine the structures of economic or-
ganization and forms of property rights.
Economic development and institutional change,
Economic development often unravels the inter-
linked relational contract through specialization
effect and market thickness effects. With larger
extent of market and division of labor, transac-
tions through interlinked relational contract can
now be undertaken on specialized markets. Mo-

reover, frequency and volume of transactions



made on specialized markets will be higher, i. e.
markets are getting “thicker”, reducing search
cost for trading partners and unraveling relation-
" al transactions, Through the two effects person-
al transactions are gradually giving way to imper-
sonal transactions.

Both relation-based governance and rule-based
governance can be self-sustaining. Economic de-
velopment does not necessarily leads to transfor-
mation from relation-based governance into rule-
based governance. The reason is that both rela-
tion-based society and rule-based society are self-
sustaining. If interlinked relational transactions
between agents are sufficient to suppress imper-
sonal specialized markets and formal institutions,
we may expect a relation-based society. Only
when specialization effect and market thickness
effect are powerful enough to unravel the viabili-
ty of interlinked relational transaction, transfor-
mation from relation-based governance into rule-
based governance will occur. In particular, eco-
nomic History has suggested that successful
transformation usually involved both economic
and political liberalization.

The role of government is a function of the

stages of economic development. Government can
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play an important role at early stages of econom-
ic development. At the stage of limited market
extent and missing markets, interlinked institu-
tional arrangements (e. g., industrial policies)
between government and entrepreneurs (or/and
other social groups) can works as transitional
substitutes for markets.

From the perspective of transaction cost,
self-enforcing relational contract is an economi-
zing device since it involves no set-up cost for
formal institutions. Thus, for early stages of
economic development, this relational contract is
an “appropriate institution”. However, with further
economic development and completing of markets,
the diseconomy of the relational contract will
emerge, while then formal institutions can enjoy
economy of scale.

From the perspective of production technol-
ogy, at early stage of economic development,
the prevailing technology is far from the world
technology possibility frontier. So it is sufficient
to use available mature technology. The key to
economic growth is then how to mobilize and or-
ganize resources effectively. Stable relational
contract is especially helpful for this investment-

based growth stage. In contrast, later at innova-



tion-based growth stage where the prevailing
technology is on the world frontier, rule-based
governance(formal institution) is more conducive
to endogenous technological progress since it have
more scale economy.

The role of the rule of law is also a function of
economic development stage, At early stage of
economic development, effective governance of-
ten takes the form of self-sustaining interlinked
relational contract and the role of rule of law is
limited due to the following reason. With inter-
linked relational contract, when making deci-
sions agents are forward-looking taking account
of future periods. In contrast, legal judgment is
often backward-looking. Moreover, since the
transactions are interlinked, legal judgment al-
ways cannot take into account the complex con-
tractual interlinkage. Given all this, agents may
choose not to go to court. Only when, markets
are sufficiently complete with economic develop-
ment will the rule of law play more significant role.

Timing and sequence for economic liberaliza-
tion. At early stage of economic development
centralized economic system and barriers to entry
are conducive to long-term investments. But

when it comes to the innovation-based growth
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stage, monopolized market structures restricts
free entry and undermine technological innova-
tion and future economic development. Thus
economic liberalization should involve the trans-
forming a centralized structure to a decentralized
one. Due to interlinking of markets sequencing
of economic liberalizations matters for successful
transition.

Timing for democratization and rule of law.
Interlinked relational contract is an appropriate
institution for early stage of economic develop-
ment. At certain point in the process of economic
development democratization and rule of law is
needed to lay the institutional foundation for the
transformation from a relation-based society into
a rule-based society. Democratization and rule of
law is usually accompanied with economic liber-
alization. In addition, history tells us that equal-
ity in initial endowments is essential to solid de-
mocratization and rule of law.

The watershed between traditional society and
modern society. In traditional society people in-
teract on the basis of interlinked relational con-
tract due to missing markets and limited market
extent. The traditional society is characteristic

of multiplex relationship and simple economic



