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ABSTRACT

THE CHINA MIRACLE: DEVELOPMENT
STRATEGY AND ECONOMIC REFORM

Since the economic reforms and open-door
policies began in the late 1970s, China has
become the fastest growing economy in the
world. The average annual growth rate in
the 1980s was close to 10 percent, rivaling
the record achieved by the four Small Drag-
ons-the creators of the East-Asian Miracle-in
their fast growing period. In particular, in
China’s coastal provinces where the area and
population are, respectively, five and four
times of those of the four Small Dragons,
the annual growth rate reached 12 percent in
the past decade, out-performing the records
of the four Small Dragons. China is likely to
become once again the wor'ld’.s largest econo-
my in the early 21st century.

Chapter 1 of this book provides a gener-
al picture of China’s reforms and develop-
ment and forecasts when China is likely to
become the largest world economy. The
chapter also outlines the four main questions
that the book attempts address : Why



. China’ economic performances in the pre-reform
era and post-reform period are so much diffe-
rent? What are the fundamental causes for the
boom-and-bust cycle in spite of the success of
China’s reforms, and what is the way out for the
cycle? How can China—the awakening Giant—
create the miracle of climbing up to the apex of
human civilization after dropping to the trough
from the pinnacle? Finally, what are the general
implications of China’s experiences of reforms
for other reforming economies?

Chapter 2 to 4 compare, theoretically and
empirically, two different types of development
strategy and reach the main conclusion of the
book that the growth performance in an economy
depends crucially on the choice of development
strategy in that economy. Chapter 2 provides a
historical overview and a ‘logic analysis of the
formation of China’s traditional economic system
before the reforms. The trinity of the traditional .
economic system—namely the distorted macro
policy environment, the planned resource alloca-

tion system, and the puppet-like micro manage-



ment institution—was adopted to facilitate the
development of heavy industries when China was
a capital-scarce economy. In order to lower the
costs for the .development of heévy industries,
the Chinese government artificially suppressed
the prices of credit, foreign exchange, energy,
raw material, labor and living necessities. Such
a distorted macro policy environment resulted in
overall economic shortages. A planned resource
allocation system was adopted to secure the
scarce resources for the development of heavy in-
dustries. Furthermore, to ensure that the sur-
plus created by the distorted macro policy envi-
ronment would be used according to the state’s
strategic goals, the institution of state owner-
ship and p=ople’s commune was adopted. The
micro unit was deprived of managerial autonomy
in such an institution. The economic system re-
sulted in a disterted industrial structure, poor
work incentives, and low resource allocative effi-
ciency.

Chapter 3 reviews -the economic perfor-

mances of China and other countries with a simi-



lar development strategy. The economic perfor-
mance was dismal in all socialist countries be-
cause they all adopted a similar “forging ahead”
development strategy. If a éapitalist eéonomy
adopted the same development strategy, it also
had a similar macro policy environment, re-
source allocation system and micro management
institution and similar development perfor-
mance. '

Chapter 4 analyzes the causes for the suc-
cess of Japan and the four Small Dragons in Asi-
a. The main reasons for their success are the fol-
lowing : they had brought their own comparative
advantages into full play in each stage of their
development. Therefore, these economies were
very competitive. After the reform started in the
late 1970s, China’s economic performance im-
proved also because the economy had developed
more consistently with the comparative advan-
tages of the economy. The most important fac-
tor for an economy to realize its comparative ad-
vantages is a price system which can reflect the

relative scarcities of factors and product in the



economy. Such prices induce the producers, un-
der competition pressure and profit motives, to
make full use of the relatively rich, thus rela-
tively cheap factors while make frugal use of the
relatively scarce, thus relatively expensive ones,
The sharp contrast between China’s economic
stagnation in the pre-reform period when the
forging-ahead strategy was pursued and the
rapid -economic growth in the last fifteen years
when the economy relied more on its compara-
tive advantages suggest that the change of devel-
opment strategy is the key to a sustained growth
in China. ‘

Chapter 5 provides an overview of China’s
reform process. The ex post analysis shows, al-
though China’s reform is based on_the philoso-
phy of “groping stones to cross the river”, the
overall direction of the reforms has been fairly
clear. First of all, the incentive structure in the
micro management units was improved by dele-
gating administrative power and allowing an in-.
creasingly larger portion of profits to be retained
in the micro management units . Secondly , the



rigidity of plénned allocation system was relaxed
and later reformed to allow the newly generated
resources to be allocated to the sectors which
had been suppressed under the traditional eco-
nomic system. As a result, the economic struc-
ture was improved and the growth rate was ac-
celerated. Finally, when the conflicts between
the distorted macro policy environment and the
 reformed micro management institution and re-
source allocation system arose, the reforms were
deepened to the macro policy environment.
Chapter 6 outlines the main achievements of
China’s economic reforms: (1) The improvement
in the micro incentive mechanism greatly in-
creased workers’ work enthusiasm and thus
labor’s contribution to economic growth. (2)
Prompted by competition and profit motives,en-
- terprises paid more attention to market condi-
tions in their choice of products and technolo-
‘gies. The change turned around the trend of
negative total factor productivity and the old
pattern of growth which depended solely.on in-

creasing inputs. (3) The non-state enterprises,



which utilized better the comparative advantages
of relative abundant labor, expanded rapidly af-
ter the gradual liberalization of commodity prices
and foreign exchange rate, and the lifting of the
ban on labor market. The rapid development of
non-state enterprises in turn solved the problem
in the socialist system that the economy’s em-
ployment structure lagged far behind its indus-
trial structure. The chaptef concludes that a big
socialist country can also realize economic take-
off and prosperity by adopting the strategy of re-
lying on her comparative advantages.

Chapter 7 devotes to a systematic analysis
for the causes of the problems emerged in the pe-
riod of reforms, such as the vicious boom-and-
bust circle and rampant rent-seeking behavior:
The traditional economic system consisted of a
set of mutually consistent institutional arrange-
ments. The reforms, starting from the micro
management institution, will inevitably put a
‘pressure to the reforms in the-resource allocation
'system,’ and further prompt for the reforms in
- the macro policy environment . However , the



state has not completely abandoned the heavy-
industry-oriented development strategy. It still
attempted to protect the large-and middle-sized
state enterprises, which embodied the goal of
forging-ahead development strategy, by the low
input prices. Because the reforms in macro-poli-
cies, especially those regarding the interest rate
policy, lagged behind the reforms in the alloca-
tion system and micro-management institutions,
there were several economic consequences. The
first one was the recurrence of the boom-and-
bust cycle. The interest rate was maintained at
an artificially low level. The enterprises had in-
centives to obtain more credits than the supply
.pe'rmitted. Before the reforms, the excess de-
~ mands for credit were suppressed by restrictive
central rationing. Therefore, whenever the cred-
it approval authority was decentralized, there
was a rapid expansion of credits and an invest-
ment thrust and inflation followed. During the
periods of high inflation, the economy overheat-
ed. A bottleneck in transportation, energy,
" and the supply of construction materials



appeared. Because the government was reluctant
to increase the interest rate as a way to check the
investment thrust, the government resorted to
centralized rationing of credits and raw materials
and direct control of investment projects—a re-
turn to the planned allocation system. The ra-
tioning and controls gave the state sectors a pri-
ority position. The inflation pressure was re-
duced, but a bust followed. The rampant rent-
seeking phenomenon also rooted in the distorted
price system. The difference between the market
price and the planned price was an economic
rent. The non-state as well as the autonomous
state enterprises certainly had incentives to seek
rents thrdugh-bribes and other measures from
the state allocation agencies. Because of rent-
seeking , state enterprises were often unable ‘to
obtain the credits and materials promised by the
plans. Rent-seeking also caused widespread pub-
lic resentment and became a source of social in-
stability. To guarantee the survival of the state
enterprises and to check social resentment, the
government often attempted to re-institute tight



