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1
Introduction
János Kornai and Yingyi Qian

Two events have provided the background for the chosen topic of this 
Round Table. The first is the great intellectual debate in the 1930s known 
as the 'socialist controversy.' At the beginning, the arguments in the 
debate were centred on the issue of feasibility of socialism using the 
market mechanism for resource allocation, but soon they were extended 
to the more general issues beyond. Among the distinguished participants 
of the debate are Barone, Taylor, von Mises, von Hayek, Lange, and 
Lerner. There emerged influential intellectual works as a result of the 
debate, the most famous being Hayek's 'The Road to Serfdom' and 'The 
Use of Knowledge in Society' on the one hand, and Lange's 'On Economic 
Theory of Socialism' on the other. It is in the latter that Lange formulated 
his famous idea of 'market socialism.'

The second event, one of the most important in the twentieth century, 
is the rise and fall of the socialist economic system. At its peak, nearly 
30 countries comprising one third of the world's population practised 
socialism: the political and economic system characterized by central 
planning, public ownership, and the monopoly power of the Commu
nist Party. Since the fall of the Berlin Wall in 1989, all of the countries 
in Central and Eastern Europe have made the transition to a system 
characterized by market, private ownership and democracy.

But two countries, China and Vietnam, seem to represent an anomaly. 
There is no doubt that these two countries have abandoned central 
planning. It also becomes clear by the turn of the century that private 
ownership has become a significant, if not yet dominant, force of the 
economies in these two countries. However, in two important aspects 
these two countries differ from those countries in Central and Eastern 
Europe. The official ideology in both countries maintains the claim to 
adhere to the road of socialism, and both countries continue to have

l



2 Introduction

the Communist Party in power guaranteed by the Constitution. China 
and Vietnam are too large to be ignored or simply regarded as an excep
tion to a general trend. China, with a population of 1.3 billion, is at 
least three times larger than all the Central and Eastern European coun
tries, including Russia, combined. Vietnam, with a population of over 
80 million, is larger than Poland, the largest Eastern European coun
try. Furthermore, the economies of both China and Vietnam have given 
outstanding growth performance so far.

The reform experiences of China and Vietnam have raised important 
intellectual, as well as practical, questions. Are they practising market 
socialism? If not, what kind of socialism are they building up? How has 
the market emerged under the dominance of public ownership? What is 
the meaning of the term 'market' in this context? How has private own
ership evolved in the presence of the ideology of the Communist Party, 
which identifies itself with public ownership according to the orthodoxy 
of Marx? How will the economic development and the transformation 
of the structure of ownership induce legal and political change? Towards 
which kind of market system are China and Vietnam heading? Is there 
an Asian road, different from the European road, towards market and 
democracy?

These questions touch upon some fundamental issues concerning the 
relationship between market, property rights, and political system. They 
were addressed at the Round Table of the International Economic Associ
ation on 'Market and Socialism in the Light of the Experiences of China 
and Vietnam' held on 14-15 January 2005 at the Hong Kong University 
of Science and Technology, Hong Kong, China. This volume contains 11 
chapters based on papers presented at that Round Table.

Chapter 2, by János Kornai, clarifies some conceptual confusions about 
the terms 'market' and 'socialism.' It serves as a point of departure for 
the rest of the book. While the interpretation of the concept of market 
is pretty standard and easy, the interpretation of the term 'socialism' 
is much more difficult. For the sake of the current discussion, Kornai 
distinguishes five different interpretations of socialism.

The first interpretation is that by Marx. Marx unambiguously advo
cated public ownership of means of production because he believed 
that it is more productive than private ownership. According to Marx, 
market combined with private ownership of property only means 
anarchy and waste. On the political structure, Marx did not appreci
ate 'bourgeois democracy,' and he advocated the dictatorship of the 
proletariat for an indefinite period of transition from capitalism and 
communism.
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The second interpretation of socialism is the Walrasian concept of 
socialism. The most influential work is from Oscar Lange, whose model 
of 'market socialism' fits well into the framework of Walrasian eco
nomics. Market socialism means public ownership plus market. Social
ism and market are compatible. The first two interpretations of socialism 
are the concepts envisioned by scholars, and they do not correspond to 
realities.

The third interpretation is Lenin's concept of socialism. This would 
be called 'classical socialism', which was practiced in 26 countries for 
a considerable time. It has three coherent characteristics: the political 
structure features the unshared power of the Communist Party; public 
ownership is the dominant form of ownership of property; and market is 
suppressed and replaced by the predominance of central management, 
or bureaucratic coordination.

The fourth interpretation is the social democratic concept of socialism, 
which has been practised by several Western countries since the Sec
ond World War. Social democrats unconditionally accept parliamentary 
democracy and do not reject private ownership. Although they advocate 
the market as the chief coordinator of economic activities, they are also 
in favour of using the power of the state for income redistribution to 
create the welfare state. Both interpretations three and four are socialism 
found in the real world, in the past or at present.

The fifth interpretation is the contemporary Chinese and Vietnamese 
version of socialism. Kornai makes a point that it is fairly clear that it 
does not fit to any of the previous four interpretations. In both China 
and Vietnam, private ownership flourishes, which is in fundamental 
contradiction to the first three interpretations of socialism. In reference 
to the third interpretation of Lenin's socialism, despite the fact that the 
political structure has remained basically unchanged, market is becom
ing the main coordination mechanism for resource allocation. Finally, 
in contrast to the interpretation of social democrats, China and Vietnam 
have not embraced democracy. They are not building the welfare state. 
Kornai then raises an important question: what is the true meaning of 
socialism in the case of China and Vietnam? Chapters in the rest of the 
book try to address this difficult question.

Jinglian Wu, in Chapter 3, reflects on the Chinese economic reform 
and the influence of the concept of market socialism on the Chinese 
reformers. The Chinese became familiar with Oscar Lange's idea of mar
ket socialism with the intermediation of the works of Polish economist 
Wlodzinierz Brus. Brus's key concept is to replace central planning by 
autonomous market-regulated state enterprises in microeconomic affairs
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while central planning continues to operate in macroeconomic affairs. 
It is a variation of Lange's idea of public ownership-cum-market. One of 
the Chinese reform pioneers Sun Yefang actually proposed a similar idea 
in the 1950s and 1960s. He proposed centralizing power on major issues 
(regarding extended reproduction) while decentralizing power on minor 
matters (regarding simple reproduction of existing funds). However, the 
post-19 78 Chinese reform experiences have shown an interesting twist. 
On the one hand, official reform strategy did, indeed, proceed along 
this line of thought, but was mainly restricted to the urban state sector. 
It turned out not to be very successful. On the other hand, the unex
pected success of the rural non-state sector led by the township-village 
enterprises (TVEs) has guided China to a different route of reform; that 
is, to develop a non-state sector outside the state sector. This happened 
to work.

Reform strategy then evolved into focusing on the development of 
non-state sectors. This was achieved by three means: encouraging domes
tic non-state enterprises, opening up domestic markets to foreign firms, 
and establishing experimental areas such as special economic zones. As a 
result of this reform strategy, non-state sectors led the economic growth. 
In 1978, the state sector accounted for 78 per cent of total industrial 
output; by 2001, the state sector accounted for less than 30 per cent of 
total industrial output. China's reform experience conforms to Kornai's 
notion of the 'organic development' of the private sector, where natural 
development of new enterprises in private ownership rather than accel
erated privatization drives the growth. Wu concludes that the Chinese 
experience does not support the strategy of introducing a market allo
cation mechanism on the basis of public ownership, as the advocates of 
market socialism (the second interpretation of 'socialism') suggest. China 
presents a case for ownership reform together with market development 
in general, and organic development of new entrepreneurial firms as the 
main driving force in particular.

In Chapter 4, Louis Putterman observes that the Chinese reform prior 
to 1993 was perhaps within the framework of market socialism, as it was 
a market-oriented reform without privatization. But by the mid-1990s, 
China left its rendezvous with market socialism and headed towards 
a more fully capitalist economy. He argues that China's experience in 
the 1980s was only an indirect approach towards capitalism, because 
such a market socialism cannot survive unless legal, political and social 
constraints prevent a natural transition to market capitalism. Because 
these constraints were present in China only to a limited degree, China 
'orbited' market socialism on its path to market capitalism.
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Putterman gives two reasons for the instability of the market social
ism practised by China in the 1980s. The general reason is that the 
combination of natural human self-interest and natural human vari
ability with respect to intelligence, drive, and intensity of self-interest 
means that a market economy will quickly become a capitalist economy 
unless there are other barriers to capitalist forms of property. The specific 
reason is related to the historical context of China in the early 1990s, 
where external and internal influences all made commitment to market 
socialism unlikely. An important part of the external influence is the 
investment from overseas, especially the overseas Chinese from Hong 
Kong and Taiwan. Neither were internal intellectual currents affected by 
the ideas of market socialism, which remains, essentially, only a Western 
concept. The Chinese experience suggests that market socialism cannot 
be established as a lasting institutional framework.

Weiying Zhang, in Chapter 5, disputes that state ownership is com
patible with a market economy. In his view, the Chinese experiment 
with market socialism -  that is, introducing a market mechanism while 
preserving the domination of state ownership -  is a failure. His key argu
ment is that competition is essential and indispensable for the operation 
of the market, but state ownership is incompatible with it in the sense 
that competition would eventually wipe out state-owned enterprises. 
The Chinese experience has shown that, in a state-owned economy, com
petition often leads to excessive competition. The fundamental reason is 
that the politicians and bureaucrats who exercise ownership rights of the 
enterprises do not design the incentives for managers in the same way 
as private owners. In the market economy with private ownership, capi
tal and managerial labour markets play an important role in disciplining 
and motivating managers. These markets do not exist in the state-owned 
economy. Competition is not an exogenous phenomenon independent 
of ownership. Therefore, it does not make sense to argue that ownership 
is irrelevant as long as the market is competitive. The evidence in China 
shows that competition actually has led to privatization, as state-owned 
enterprises cannot survive for long in a competitive environment.

The joint chapter by Julan Du and Chenggang Xu, Chapter 6, exam
ines China's experiences with market and socialism in the context of 
its financial market development. China developed a fairly large equity 
market in the 1990s. This market has two important features: the state 
is the largest shareholder, and the market is under administrative gov
ernance. But the authors of Chapter 6 argue that, in spite of these two 
features, the Chinese financial market development is inconsistent with 
the model of market socialism. The dominance of state ownership of the
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listed companies is only a transitory phenomenon, for two reasons: these 
listed companies are now issuing more equities to individual investors; 
and, furthermore, the state shares will become tradable, and the state 
will sell more of its own stakes to private investors.

Du and Xu studied China's financial market development from 1990 
to 2002, with a particular focus on its quota system. Under the quota 
system, quotas for issuing shares on the stock market were distributed 
to local governments. They observe a strong correlation between the 
previous performance of the listed firms and later quota allocations, sug
gesting that the quota system was a de facto incentive scheme to motivate 
local governments to select better firms at the initial public offering 
(IPO) stage. Therefore, the administrative governance regime with the 
quota system worked to substitute for the formal legal institutions, and 
it also prevented the worst enforcement failures. However, Du and Xu 
also observe that, although the initial stage of a jump-start of the stock 
market in China is a success, such administrative governance is not a 
long-term solution, mainly because it fails to monitor companies once 
they are listed on the market. Therefore, the administrative governance 
is capable of ex ante screening but is significantly weaker in the post
listing world. Consequently, it cannot be regarded as a workable model 
for market socialism.

In Chapter 7, Carsten Herrmann-Pillath, using the concept of 'eco
nomic culture', proposes an alternative explanation for the Chinese 
experience with market and socialism. His chapter focuses on two cases 
concerning the rural economy to demonstrate the evolution of property 
rights under socialism. The first case concerns property rights on land. 
Even today, rural land is still defined as 'collectively owned'. But the land 
use rights are effectively private. He argues that the continuation of col
lective property served as a guarantee of a particular distribution of land 
use rights in the rural population which stabilized expectations about 
the future outcome of reform. Stability of collective property rights also 
served as an anchor to link migrant workers to their home areas. His 
second case concerns rural industrialization, where the preservation of 
collective ownership in TVEs was an efficient institutional solution to 
industrialization in an uncertain environment at the time. He argues 
that the rise and decline of TVEs is a case of path-dependent gradualism, 
where changing performance triggers institutional change.

Barry Naughton, in Chapter 8, studies how China's political hierar
chy has shaped China's transition from planning to markets. Naughton 
points out that although nearly all transactions are carried out through 
the market, it is still the same political hierarchy that commands ultimate
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political -  and, in some respects, economic -  authority. Using a multi-task 
principal-agent model, Naughton's analysis centres on how the Chinese 
political hierarchy adapts to changes in the economic environment.

In the first phase of reform, from the late 1970s to the mid-1990s, this 
hierarchy was 'incentivized' through a series of decentralization initia
tives. This is viewed as a necessary response to the introduction of the 
market. It turns out that the strengthened incentives within the hierar
chy also provided the underpinning of the dual-track economic system 
at the time. Naughton argues that it is precisely this complementarity 
between the incentivized hierarchy and marketization of the economy 
that explains the Chinese success of reform in this period.

But this complementarity became obsolete around the mid-1990s and, 
as a result, the Chinese government changed its strategy in the second 
phase of reform, from the mid-1990s to the present. It abandoned the 
dual-track strategy and moved in the direction of a 'regulatory state', 
with a significant recentralization of management and regulatory power 
within the hierarchy. The government bundled tasks into more spe
cialized and more clearly partitioned jobs within the hierarchy. This 
restructured hierarchy is a response to the reality that the economy has 
already grown beyond the initial plan. However, Naughton is worried 
that even the restructured hierarchy might not adapt well to the Chi
nese economy in the future, when the tasks become more complex as 
China moves to middle-income status.

The subsequent three chapters are about the Vietnamese experience of 
reform. Le Dang Doahn, in Chapter 9, provides a historical background 
for the evolution of the market economy with a socialist orientation in 
Vietnam. Vietnam was influenced by the Soviet Union and China, first in 
the North, after 1950, and then also in the South, after 1975. The path 
of economic reform taken in Vietnam resembles that of China, where 
the turning point was a new Party policy of doi moi (renovation) pro
nounced in 1986. As in China, the 20 years of reform have been very 
successful. The similarity of the nature of reform between Vietnam and 
China is remarkable. As in China, the market-oriented reform is also 
mainly driven by small private enterprises, while the government con
tinues to insist on performing the fundamental role played by the state 
sector. Vietnam does not seem to follow the path of market socialism 
either. But, unlike China, the Communist Party in Vietnam does not 
allow its members to participate in private businesses.

In Chapter 10, Vo Tri Thahn focuses on the post-1986 period in 
Vietnam, especially the period after the major 1989 reforms. In respond
ing to serious macroeconomic instability, in March 1989 Vietnam
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adopted a radical and comprehensive reform package aimed at stabilizing 
and opening up the economy. The macroeconomic stabilization package 
is a sort of 'shock therapy' similar to that in some of the Eastern European 
countries at the beginning of the transition. It worked well. Other than 
that, reforms in Vietnam were remarkably similar to China. Most radical 
reforms were carried out in the agriculture sector. Household farming 
replaced cooperatives, and long-term land use rights were granted to 
farmers to create strong incentives. Similarly, the government encour
ages domestic private entrepreneurs as well as foreign direct investment 
(FDI). Rapid growth in services and construction mainly came from the 
rapid growth of private enterprises. Also, as in China, the reforms in 
state-owned enterprises and state banks have been limited, despite huge 
efforts from the government.

What are the lessons from the Vietnamese experience? Vo argues that, 
fundamentally, economic reform is about granting rights and enlarg
ing opportunities for people so that they can choose and decide the 
directions and forms of production and business activities that they will 
pursue. In Vietnam, it is also true that the Communist Party's leadership 
is the most decisive factor for guiding doi moi. But why does the Party 
insist on the concept of 'socialist orientation' when it pushes for market- 
oriented reform? Vo explains the three dimensions for which 'socialist 
orientation' really stands.

The first dimension concerns the leading role of the state sector in 
the economy. Unlike market socialism, the state sector might not play 
a dominant role in the economy, but it has to play a leading role. The 
government does not want to give up that role. The second dimension is 
the concern about income distribution, specifically the gap between the 
rich and the poor. It is a concern reflecting the popular hostility against 
the rich and reflection of the traditional egalitarian tendency in society. 
The third dimension concerns the goal of a strong nation, which echoes 
nationalism.

In Chapter 11, Steve Parker takes up the discussion on Vietnam from 
a different angle, focusing on Vietnam's economic integration with the 
world. Parker identifies two phases of integration. The first phase runs 
from 1986 to approximately 2000, the 15 years of relatively gradual 
reforms. Systematic reforms accelerated from about 2000 to implement 
the US-Vietnam Bilateral Trade Agreement (BTA), which opened the US 
market for Vietnamese exports; to implement the ASEAN Free-Trade 
Agreement (AFTA); and to prepare the accession to the WTO. These 
three trade agreements provided critical benchmarks, focus and incen
tives for adjusting Vietnam's legislation, regulations, and administrative
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procedures in order to conform to international standards and best 
practice.

The distinct feature of the Chinese and Vietnamese experience is that 
market and ownership reform occurs contemporaneously with the per
sistence of the Communist Party's monopoly of power. The joint chapter 
by David D. Li and Yijiang Wang is an attempt to explain the striking 
difference between Eastern Europe and the former Soviet Union on the 
one hand, and China and Vietnam on the other. The experiences of 
Eastern Europe and the former Soviet Union seem to demonstrate that 
socialist political and economic systems are coherent, consistent, and 
intertwined with each other. Market-oriented reform is doomed to fail 
without fundamental political change. The chapter asks a difficult ques
tion: why have Chinese and Vietnamese market reforms worked so far 
under the rule of the Communist Party? The Chinese and Vietnamese 
experience is a puzzle, considering what has happened in Eastern Europe.

Li and Wang argue, in Chapter 12, that the initial political condi
tions in China and Vietnam are fundamentally different from those in 
Eastern Europe and the former Soviet Union. The Communist Parties in 
China and Vietnam came to power after long and brutal military action, 
and thus enjoy an extraordinary level of political and military control. 
Such control was reinforced by the existence for thousands of years of 
a feudalistic social structure. Having strong initial political control, the 
Communist Parties there can afford the moderate easing of political con
trol over economic reform without needing to be concerned about losing 
power completely. By contrast, in Eastern Europe and the former Soviet 
Union, economic reforms in the 1980s ran into political barriers and 
further reforms were impossible without radical political change.

Let us summarize the lessons. The participants did not draw final con
clusions. Nevertheless, there was a tacit consensus concerning China, 
Vietnam and 'market socialism'. Yes, both countries are more or less 
market economies, or close to being market economies. And no -  
neither country can be called a 'socialist system', by any usual definition 
of the term 'socialism'. The use of this concept is only a characteristic 
component of the rhetoric applied by the ruling elite of these countries.

While there was a consensus in that respect, the discussion did not 
lead to conclusive predictions for the long-term development of these 
countries. The present situation of the state sector of production seems 
to be unsustainable. But nobody can make strong predictions as to where 
that leads. To further shrinking in relative, or even in absolute, terms? 
Or to stronger efforts by the government to force the survival of the state 
sector by using all its means of political and economic power?
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Even less settled is the question of the political future. Participants were 
sceptical with regard to a mechanical response from the political sphere 
to changes in the economic sphere; in other words, that the movement 
in the direction of private property and market coordination will auto
matically generate a movement towards democracy. But the prospect of 
a slow and gradual shift towards the state of law and, finally, towards 
democracy is certainly not out of the question.



2
Socialism and the Market: 
Conceptual Clarification*
János Kornai

Introduction

The linking of the two terms, 'socialism' and 'market' has a long history. 
Various combinations and linkages have emerged in the extensive, some
times rather heated debates, both in academic circles and in the political 
sphere. For example, 'market socialism' or 'socialist market economy', to 
mention only two widely used examples.

The main purpose of our Round Table was to look at recent experi
ence in China and Vietnam. The study of the real history of these two 
countries might help in the reconsideration of the relationship between 
socialism and market. Also, an approach from the other direction could 
be quite useful. Recalling the political and academic debates of the past 
can contribute to a better understanding of the realities in contemporary 
history. Analysts are at risk of getting lost in minor details. Confronting 
today's experience with century-old intense debates puts the Chinese 
and Vietnamese development in a wider historical context.

These debates have, so far, always been blurred by conceptual confu
sion. The purpose of this chapter, the introductory lecture at the Round 
Table, is to attempt some conceptual clarification.

Interpretation of the term 'market'

The interpretation of the concept of 'market' is not too difficult. Here, 
we have -  more or less -  a consensus. In the present context, I draw your 
attention to a few properties that characterize the market.

Market is a mechanism for coordinating human activities. It is a social 
arrangement for the integration of society.1
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Market is not the only mechanism of coordination and integration. I 
mention only one alternative -  a feasible and powerful one: bureaucratic 
coordination, for example, which is especially relevant in the context 
of the Chinese and Vietnamese experience. That served as the main 
coordinator for decades in these two countries. There are many impor
tant differences between bureaucratic and market coordination in the 
degree of centralization or decentralization, in the nature of information 
flows, and in the incentives associated with this type of coordination. 
Market and bureaucratic coordination are only two, albeit especially 
relevant, examples; history has generated other coordination mecha
nisms as well. As time goes on, societies choose -  deliberately or by 
spontaneous processes -  between alternative coordination mechanisms. 
Reform in China and Vietnam includes, among other changes, a shift 
away from the predominance of bureaucratic coordination towards the 
predominance of market coordination.
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Interpretation of the term 'socialism'

While there is a wide consensus concerning the meaning of the term 
'market', there are great difficulties with the concept of 'socialism'. 
Several interpretations exist. What we witness here is not simply hair
splitting linguistic disagreement. On the surface, it appears to be a 
controversy about the interpretation of a single word. In fact, the concep
tual debate is heavily loaded with political values, with the struggle for 
the realization of alternative visions of a ‘good society', and with sharp 
divisions concerning the strategy leading to the creation of a new order. 
It is not about words, but about political rhetoric and ideologies. Some 
of our colleagues at the Round Table had to take into account tactical 
considerations; they were unable to be completely outspoken, finding it 
more productive to go around clear-cut definitions. My personal situa
tion is easier, and for this reason I now put aside all 'diplomatic' aspects 
and face the genuine problems.

I will discuss five interpretations of the term 'socialism'. There are 
many more, but most of them can be treated as blends or combina
tions of my five pure interpretations, or as intermediate, temporal, or 
transitional stages between the pure cases.

Interpretation 1: Marx's concept of 'socialism'
Let us begin with Karl Marx: he was not the first to use the term 'social
ism'. The official training in Marxism, as it was practised in the countries
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under the rule of the Communist Party, liked to use the somewhat pejora
tive label 'Utopian socialists' for towering figures of intellectual and polit
ical history such as Saint-Simon, Owen and Fourier, and contrast their 
ideas with 'scientific socialism'. The latter allegedly begins with Marx.

Certainly, Marx opened a new chapter in the history of socialist ideas, 
and his teachings had, and still have, tremendous influence on political 
thought and action. It seems to be proper to focus on his contribution.

Marx was not eager to give a detailed description of a future socialist 
system. He even made sarcastic comments on German professors who 
drew up a blueprint of a desired socialist order in minute detail. He 
restricted himself to dropping a few hints here and there. His thoughts 
on socialism can partly be constructed from a negative approach: the 
features of capitalism he would furiously reject.

Political structure
Marx had no clear design for the political regime of socialism. There are 
fragments in his works that allow us to build up the organization of his 
thoughts on the subject.

Marx certainly did not appreciate 'bourgeois democracy'. He was ready 
to ridicule the emptiness of liberal political ideas. There are often quoted 
lines where he advocated the dictatorship of the proletariat needed on 
the way to the fully-fledged Communist system.

Also, he had some truly naive anarchistic ideas about the political 
situation at the stage of 'communism'. Since every need will be met, the 
necessity for any kind of force or repression would automatically cease. 
The state would spontaneously shrink and finally disappear, and only 
the rational self-governance of the community would remain.

Marx certainly did not advocate a brutal, repressive, totalitar
ian Leninist-Stalinist-Maoist state. Nevertheless, dictatorship was not 
incompatible with Marx, at least for an indefinite period of transition to 
communism.2

Ownership
Under the capitalist system, productive assets are owned and managed 
by the capitalists. The capitalist class is exploiting the proletariat, not 
because they are merciless cruel people, but because they are the legal 
owners of capital. The world has to be changed; it is time to expropriate 
the expropriators. It emerges from this train of thought that Marx and 
Engels opted for public ownership. 'The proletariat will use its political 
supremacy to wrest, by degrees, all capital from the bourgeoisie, to cen
tralize all instruments of production in the hands of the State, that is,
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of the proletariat organized as the ruling class' (Marx and Engels (1976) 
[1847]: 504). He did not specify, however, the route leading to the com
plete centralization of all means of production in the State’s hands, and 
the institutional framework of public ownership.

In any case, Marx had a strong position on the ownership issue. In 
the Communist Manifesto, he highly appreciated the progressive role 
of early capitalism in cleaning up the remnants of feudalism in society. 
But that time was over, and capitalists became a hindrance to progress. 
He did not make fine distinctions between small and great capitalists; 
he just wanted to get rid of capitalism for the sake of a more productive 
new system.

Coordination mechanism
The three huge volumes of Marx's Das Kapital are devoted to the study 
of the market economy. Capitalism is coordinated by the market. Marx's 
scholarly interest is focused on the understanding of how the market 
works. His summary verdict is in stark contrast to his admired predecessor 
in classical economics, Adam Smith. Smith had great respect for the 
incredible achievement of the invisible hand. Millions of uncoordinated, 
decentralized decision-makers finally come up with a balanced state of 
the economy. Marx was not impressed. On the contrary, he regarded 
the market as a spectacular manifestation of anarchy. He did not study 
the problem of efficiency carefully but, almost by instinct, came to the 
conclusion that the operation of the market leads to waste. Once more, 
his thoughts on socialism can be reconstructed mainly from the negative 
approach. Socialism must be exactly the opposite of the coordination 
mechanism at work under capitalism. If that is irrational -  coordination 
under socialism will be rational. It will be a conscious and reasonable 
allocation of production forces or of labour or of time spent on labour. 
Marx, as usual, did not offer a blueprint for central planning, but his 
idea of reasonable allocation is compatible with central planning and 
incompatible with the market.

Market -  as the chief coordinator of a future socialist system -  is a 
sharply anti-Marxist idea. It is completely alien, not only from the words 
of Marx but -  what is perhaps even more important -  also from the spirit 
of Marx's contrast between capitalism and socialism.

Ideology
Marx was among the first social scientists to recognize the important role 
of ideology. At the same time, he did not claim to be a prophet himself. 
He probably would have been embarrassed to see what various political
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groups are doing one hundred years later under the banner of Marxism. 
He tried to understand the ideologies of capitalism, but did not suggest 
a new ideology for socialism.

Interpretation 2: th e  W alrasian con cep t o f  'socialism '
This interpretation emerged in the quiet life of academia. The pioneer 
of the so-called 'theory of socialism' was the Italian economist Enrico 
Barone, a disciple of Pareto (Barone 1935 [1908]). Although even early 
works generated some response in the economic profession, the real 
break-through came with the seminal paper on the theory of socialism by 
Oscar Lange, the Polish economist (Lange 1956 [1938]). There were quite 
a few other economists who subsequently elaborated Lange's ideas in 
greater detail: first was Abba Lerner, in his influential book The Economics 
of Control (1946). For the sake of conciseness, I will focus exclusively on 
the Lange theory.

Oscar Lange's model of socialism fits tightly into the theoretical frame
work of Walrasian economics. In fact, it is a special application of General 
Equilibrium theory, pioneered by Leon Walras, reaching its later climax 
in the work of Arrow, Debreu and other contemporary theorists. There is 
no need to outline the whole train of thought, since our exclusive theme 
is the interpretation of the term 'socialism'.

In the world of the Lange model, the notion 'socialism' means public 
ownership -  and nothing else. That is the necessary and sufficient condi
tion of calling a system 'socialist'. Read the Lange paper again carefully. 
You do not find a single word about power, about the structure of the 
political regime, about ideology. Ownership is the sole concern.

Oscar Lange does not clarify the exact place of public ownership in the 
total composition of the structure of ownership. Is the publicly-owned 
sector only a part of the whole economy? Is it the dominant part, or are 
all the assets owned by the public? I present here my own interpretation. 
The Lange paper contains the following alternative tacit assumptions: all 
productive assets of the economy or the dominant part of them are in 
public ownership. Or it might be assumed that the publicly-owned sector 
can be perfectly isolated from the rest of the economy.

And now here is the final reduction: Lange's 'market socialism' is a 
vision of an economy based on public ownership and coordinated by 
the market. 'Socialism' and 'market' -  these two institutional-structural 
arrangements are compatible.

The Lange model stirred up a great storm. It received vehement attacks 
in two great waves. The first rejection came in the brilliant essay by 
Friedrich von Hayek (1935): it was based on the argument that the
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vast quantity of information and knowledge required by Lange's model 
cannot be collected, stored and utilized in a centralized way. It is essen
tial to have decentralized incentives for gathering and making use of 
knowledge. That is assured by the market and private property -  which 
automatically combine incentives and information.

The second wave emerged in the context of the reform of the Soviet and 
Eastern European socialist economies. The Hayekian argument regarding 
incentive and information was corroborated by empirical evidence. My 
own work, inspired by the reform experience, contributed additional 
arguments for refuting the Lange theory. It seems to be highly improba
ble to generate the strong incentive to minimize cost or maximize profit, 
taken for granted in the world of Lange's theory, in a public firm under 
a soft budget constraint regime.

It is impossible to couple an arbitrarily chosen ownership structure 
and an arbitrarily chosen set of coordination mechanisms. There is 
close affinity between certain ownership forms and certain coordina
tion mechanisms. Decentralized market and private ownership belong 
together.

A further important counter-argument comes from the political and 
ideological sphere. The smooth functioning of the market depends on 
the 'climate'. It requires a market-friendly environment. If the politi
cians ruling a country are sworn enemies of genuine decentralization, 
the market will be banished to the black and grey area of the economy 
and cannot become the fundamental coordinator and integrator.3

Following the collapse of Communist rule, the ideas of some kind of 
market socialism appeared here and there, beside other naive ideas of a 
'third way'. These proposals were, however, energetically rejected.

Let us now move away from the academic debate, and have a look 
at political history. A traumatic schism split the socialist movement 
around the time of the First World War: two political movements, two 
programmes, two ideologies separated from each other. And they were 
not only separated, but they started to fight against each other, at some 
points with sad or even tragic consequences.

Interpretation 3: the Leninist concept of 'socialism'
Around the time of the First World War, under the leadership of Lenin, 
Communist parties emerged. I do not intend to follow the history of 
Communist parties here, starting before taking power, and ending when 
they lost power in the Soviet Union and Eastern Europe. I focus only on 
the time when the power of the Communist party had already been con
solidated but the erosion of their rule had not yet begun. That is what
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I call 'classical socialism'. The best example is Stalin's rule for several 
decades after having eliminated his enemies and completed the 'expro
priation of the expropriators'; that is, completing nationalization and 
collectivization, but before 'destabilization' started after the death of the 
tyrant. We could, of course, find historical realizations of the same type 
of system in other countries as well. Here is the summary characterization 
of that system.

Political structure
Democracy is despised and rejected in the rhetoric of the Leninist- 
Stalinist parties. They proudly announce that they exercise the dicta
torship of the proletariat. The truth is that we witness here the unshared 
power of the Communist party. That is a regime where the party has 
complete political monopoly. All competitors are not only excluded, but 
also brutally prosecuted and oppressed.

Ownership
Public ownership of practically all the productive assets is a fundamental 
feature of the system. Confiscation of private property, nationalization 
and collectivization are core elements of the political programme before 
taking power, and remain core elements after having taken power. The 
programme is implemented consistently and with cruel force. Some 
pockets of private property remain, but their size is almost irrelevant 
in relation to the dominance of public property.

The Leninist position towards private property is confrontational. 
Even the minor remnants are looked upon with animosity and suspicion. 
'Small commodity production engenders capitalism and the bourgeoisie 
continuously, daily, hourly, spontaneously, and on a mass scale' (Lenin 
1966: 24 [1920]).

Coordination
The overwhelming role of the market is replaced by the predominance 
of central management. The usual name given to this form of coor
dination is 'central planning'. A more appropriate characterization is 
one of bureaucratic coordination, central control, a system of enforced 
instructions. This is a 'command economy'.

Market coordination cannot be expunged completely. It plays a certain 
role, partly legally, partly illegally, tolerated in the various forms of the 
'black' or 'grey' economy.
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Ideology
Marxism (later Marxism-Leninism, or still later Marxism-Leninism- 
Stalinism or -  Maoism) is treated as sacrosanct. Although it cannot keep 
a perfect monopolistic position in the minds of all people, it retains 
a monopolistic position in education, in all legal publications, in the 
media and so on. The official ideology rejects all thoughts that are 
friendly to capitalism, private ownership, and the market.

According to the official ideology of that regime, the exclusive legiti
mate user of the term 'socialism' is its own system. The Marxist-Leninist- 
Stalinist-Maoist position on socialism is definitely incompatible with 
any significant role of the market.

Interpretation 4: the social democratic concept of 
'socialism'
Here, we discuss the first hundred or more years of social democracy 
up to the 1980s, and leave out of the scope of conceptual clarification 
the later changes in social democratic thought. The model countries to 
keep in mind are Sweden, other Scandinavian countries, and, at a later 
historical stage, West Germany and other countries in Western Europe. 
The movement of social democracy adheres to a set of principles. They 
accept and implement these principles when they assume power, but 
respect them also before winning or after losing an election.

Political structure
Being a social democrat means unconditional acceptance of the idea of 
parliamentary democracy. Exactly here is the deep dividing line between 
the two great currents of the twentieth century. Communists want 
'socialism' by any means. If you are able to get to power by election, 
fine. But if not, take power by revolution, by violence, by imposing the 
will of the party on the people. Social democrats want their own kind 
of 'socialism' if, and only if, the majority of people are ready to support 
their programme by voting for their party.

A Communist party, once in power, does not abandon its power, even 
if it becomes clear that it does not have the support of the majority. It 
is not ready to test that support by competitive election. In contrast, a 
social democratic party is ready to give up its power if the election results 
demonstrate the loss of majority support.

The schism between Leninists and social democrats started with heated 
debates about tyranny and political competition, the role of parliament
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and election. Up to the present day, that remains the crucial, decisive cri
terion to be applied when we wish to distinguish between Interpretations 
3 and 4.

Ownership
Social democracy does not reject off-hand private ownership. Old-style 
social democrats always rejected crude ways of confiscation. Neverthe
less, in some countries (for example, in Great Britain) they were inclined 
to assign a significant role to nationalization. As worldwide experiences 
(including the disappointing performance of the Soviet Union and the 
East European countries) cast the shadow of doubt over the efficiency of 
nationalized industries, the social democrats gradually gave up plans for 
nationalization and accepted the predominance of private ownership. 
Still, they are ready to retain a larger segment of the education and med
ical care sectors in public ownership (typically of the local government).

Coordination
Social democrats unhesitatingly rely on the market as the chief coor
dinator of economic activities. But they are not for unfettered free 
competition. On the contrary, they would insist on using the power of 
the state for income redistribution. The great accomplishment of their 
political influence is the creation of the modern welfare state with all 
the well-known attributes: progressive taxation, free or heavily subsi
dized education and health service, an extended system of state pension, 
unemployment insurance, financial support for the very poor and so 
on. Whatever the fiscal problems caused by the expansion of the wel
fare state are nowadays, social democrats try to preserve what they feel 
is the main achievement of their political struggle in parliament as an 
opposition party or, following electoral victories, in government.

Summing up the remarks on ownership and coordination, we arrive at 
the following conclusion. Social democrats do not want to create a new 
'socialist system', one that is fundamentally different from capitalism. 
What they want is a profound reform of the existing capitalist system. 
In other words, they would like to see a variation of the capitalist system, 
closer to their own political and ethical ideals; one that includes: •

• Extensive redistribution for the sake of more equity, fairness and 
justice

• Establishment, maintenance and development of the institutions of 
the modern welfare state (national health service, free education, 
pension for all citizens and so on).
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Modern social democracy is searching for new ways to overcome the 
deep fiscal troubles partly associated with the commitments of the wel
fare state towards the citizenry. The problems are becoming more severe 
under the pressures of demographic change, the new conditions on the 
labour market created by new information and communication technol
ogy, and the competitive forces of globalization.4 Nevertheless, certain 
elements of the traditional social-democratic approach to redistribution 
and welfare commitments are still maintained.

Ideology
The set of ideas, values, and objectives of social democrats is closely 
linked to the 'welfare state' and the democratic political process. It 
was a hundred years ago when the debate between Lenin (the found
ing father of the Communist stream of the socialist movement) and 
Kautsky (a highly respected theoretician and party leader in Germany, 
one of the founding fathers of what became later the social democratic 
stream) evolved.5 At that time, both sides of the controversy referred 
to Marx as the common theoretical source and highest authority. As 
time passed, social democrats distanced themselves more and more 
from Marx and, after the Second World War, completely cut off all 
ideological linkages to Marxism. The 1959 programme accepted at the 
party meeting of German social democrats in Bad Godesberg opened a 
new chapter in the history of the movement. European Social Democ
racy publicly abandoned Marxism, and skipped nationalization as the 
essential component of the programme. Sooner or later all social demo
cratic parties followed the German example (Przeworski 1985, Hodge 
1993).6

And now we turn to the theme of our Round Table.

Interpretation 5: the contemporary Chinese and Vietnamese 
interpretation of 'socialism'?
There is a question mark at the end of the title because I merely raise the 
question and do not even try to give an answer. If there is an answer, 
it is uncertain whether it is identical for China and Vietnam. But let us 
put aside the study of the difference in the understanding of the notion 
of 'socialism' in these two countries. Even if there is a difference in the 
answer, it is still legitimate to ask the same question with respect to both 
countries.

While I do not undertake to reply, I can offer a few negative remarks. 
The previous part of the chapter outlined four interpretations of the term 
'socialism'. What is going on in China and in Vietnam, the present state
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of affairs and the changes in the foreseeable future do not fit into any 
of them.

As for Interpretation 1, Marx was an outspoken enemy of private prop
erty and expressed deep distrust in the market. China and Vietnam have 
already allowed the private sector to grow fast and produce the larger part 
of GDP. Its share is increasing day by day, and the public sector share is 
shrinking. The predominant part of coordination is left to the market 
mechanism. Neither China nor Vietnam is a socialist system any longer, 
if we apply Marx's interpretation of socialism.

As for Interpretation 2, China and Vietnam are not the historical real
izations of Oscar Lange's theoretical construct called 'market socialism'. 
In Lange's abstract world, productive assets are in public ownership. 
Lange made great intellectual effort to prove that the market is able to 
fulfil its coordination role without the existence of private ownership. 
True, in the real world of China and Vietnam the market has become the 
chief coordinator. That might be a welcome change -  but, because of the 
profound changes in the ownership structure, the present state of affairs 
has nothing to do with the vision of the intellectual school of 'market 
socialism'.

As for Interpretation 3, China and Vietnam have preserved an 
extremely important attribute of the Leninist kind of socialism. The 
political structure has remained basically unchanged. The Commu
nist party has maintained its political monopoly. The party-state has 
unrestricted totalitarian power. There is no legally admitted political 
competition between parties and ideologies: any opposition, dissident 
or truly independent movement is repressed.

On the other hand, the structure of ownership has gone through fun
damental changes, giving up the leading role of the state-owned sector. 
The role of bureaucratic coordination and central management has been 
drastically reduced and replaced to a large extent by the market. It is far, 
very far from a classical socialist system, and somewhat close to a typical 
capitalist system. Also, the official ideology has gone through drastic 
changes. The Communist party, which traditionally opposed private 
property and market, has become friendly towards these arrangements. 
From a vehemently anti-capitalist view of the world, it has shifted toward 
pro-capitalist values and principles. Today's Communist parties in these 
two countries are parties friendly to capitalism disguised by Marxist- 
Leninist slogans, and by faithful references to the thoughts of Mao and 
Ho Chi Minh.

As for Interpretation 4, the two main attributes of true social democ
racy are missing. First, dictatorship, single-party rule is preserved, and 
the idea of a competitive election is angrily rejected.



Furthermore, the old-style communist regime made serious efforts to 
build up at least some elements of a welfare state in the sectors of edu
cation, health care and pension, for all citizens or -  with regard to some 
services -  at least, for the employees of public enterprises. In doing so, 
the former governments were, of course, limited by the low level of pro
duction and development. The efforts could not lead to a well-funded 
modern welfare state. The efforts in some instances even went beyond 
the limits of affordability and produced a premature welfare state. Now 
this situation is over. The state has started to withdraw from welfare 
services for the sake of a better fiscal balance and more efficient compet
itiveness of the private sector. The extent of redistribution is diminishing; 
inequality is increasing dramatically; the gap between the rich and the 
poor is growing. China and Vietnam are not moving (in relative terms, 
in the pattern of income distribution and social services) in the direction 
of the social-democratic Scandinavian model, but rather in the direction 
of an early nineteenth century Manchester model, or some strikingly 
unequal Latin American countries.

Four emphatic 'no's -  a decidedly negative answer to the question 
as to whether the systems functioning in China and Vietnam can 
be called 'socialism' according to the criteria associated with the four 
interpretations described in this chapter.

This is a factual observation and does not have any normative implica
tions. In my eyes, the label 'socialism' is not a badge of honour. I am not 
the advocate of Leninist socialism. I do not discuss the issue of whether 
China or Vietnam 'deserve' to be called socialist countries, or whether 
they departed from the only true way of Leninism. Similarly, I am not the 
advocate of social democracy, and therefore do not blame these coun
tries for being far from the social democratic pattern of parliamentary 
democracy and the welfare state.

'Socialism' is not a registered trademark. No one has the right to give 
a mandatory and exclusive definition, claiming that his definition is the 
only legitimate one. If the Chinese or the Vietnamese leadership insists 
on calling their own regime 'socialist', no one can deny them their right 
to do so. Of course, it remains an intriguing question for scholars special
izing in the study of ideologies, symbols, rituals, and political rhetoric; 
What is the motivation for that insistence? These leaders took the risk of 
departing from the Leninist route, and did not join the social democratic 
route either, but decided to follow a new path in their deeds. But why 
are they so conservative or stubborn in maintaining the old words and 
why do they continue to carry the old labels? Scholars specialized in the 
study of ideologies will probably have an answer. They might point out
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that words do matter. In the political sphere (or perhaps also in private 
life) it is often much easier to turn around in your practical actions than 
to confess that you have become a renegade to your earlier beliefs and 
values. Turning from Saulus to Paulus -  openly admitting the change 
of faith and accepting all the consequences -  is a rare, indeed very rare, 
exception in political history.

Intellectuals who make their living from written or spoken words are 
keen to clarify concepts. But life goes on in the midst of conceptual 
confusion. In this chapter, I have tried to offer some conceptual clarifi
cation. In the chapters that follow, we are going to discuss not what the 
changes are called, but their true nature.

Notes

* The author gratefully acknowledges the assistance of Katalin Szabó and Ágnes 
Schönner.

1. Most textbooks and dictionaries of economics offer a concise characterization 
of the concept of 'market', and also various classifications of markets. See, for 
example, Mankiw (2001) or Samuelson and Nordhaus (2004). 1 am using here, 
and in later parts of the chapter, the conceptual framework of my book The 
Socialist System (1992).

2. Marx and Engels wrote in the Communist Manifesto, that after the victorious 
revolution the proletariat would assume ‘political supremacy'. Later, Engels 
formulated the Marxist position this way: 'the necessity of the political action 
of the proletariat and of the dictatorship of the proletariat as the transitional 
stage to the abolition of classes and with them of the state' (Engels, 1976: 370 
[1872]). Lenin quoted the words of Marx and Engels with great emphasis in 
his famous book State and Revolution (1969) [1917], which laid the groundwork 
for the construction of the Leninist theory on the state and dictatorship. He 
wanted to demonstrate the theoretical continuity between the ideas of Marx 
and Engels and his own thoughts on the issues of creating dictatorship and 
rejecting parliamentary democracy.

3. For a wide overview of the contemporary debate on 'market socialism', see 
Bardhan and Roemer (1993). My own critical remarks are summarized in 
Kornai 1993.

4. Exploring the feasibility of a 'Third Way' is certainly a part of the attempts to 
modernize the traditional objectives of the social democrats and adjust them 
to the contemporary worldwide economic conditions (see Giddens, 2000).

5. The climax of the debate was the confrontation between the German socialist 
leader Karl Kautsky, advocating the social democrats' position, and the bitter 
attack by Lenin in his famous pamphlets 'State and Revolution' (1969) [1917] 
and 'The Proletarian Revolution and the Renegade Kautsky' (1965) [1918],

6. There is a certain kinship between the traditional social democratic interpreta
tion of socialism and the ideas of ‘Christian socialism', and the related concept
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of a 'social market economy', a term conceived in postwar West Germany. 
At the same time, there is a strong demarcation line concerning the accom
panying ideology (Christianity versus a strictly secular approach to political 
and ethical issues). The discussion of this important political and intellectual 
current is beyond the limits of this chapter.
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3
'Market Socialism' and Chinese 
Economic Reform
Jinglian Wn

Market socialism, by the definition of Wlodzimierz Brus, one of its expo
nents, is a theoretical concept (model) of an economic system in which 
the means of production (capital) are publicly or collectively owned, and 
the allocation of resources follows the rules of market including product, 
labour and capital markets).1 As a modified model for realizing the tran
sition of a socialist economic system, it had a degree of impact on the 
reforms in Hungary and Yugoslavia between the 1960s and the 1980s. 
This chapter is an attempt to make some analytical comments on the 
theory of market socialism based on the experience of China's reform.

'Market socialism' and its leading exponentials 

Oskar Lange
During the 1920s, soon after the Soviet-style command economic 
system -  that is, 'wartime communism' -  was founded in a somewhat 
awkward form, the inherent malady of low efficiency was revealed. 
Against this background, there was a debate on socialism between its 
'opponents' and 'sympathizers' in Western countries in the 1920s and 
1930s. In this debate, labelled as 'the socialist controversy', Lange had 
brought forward his famous model of 'market socialism'. In his paper 
of 1908, Enrico Barone argued that an efficient resources allocation had 
nothing to do with the ownership of production factors and that, in the
ory, a planning committee would be capable of setting up the relative 
prices for the relevant resources by calculation, which are essential to 
an efficient allocation. Based on Barone's argument,2 Lange suggested 
a model established on public ownership (state ownership) in which 
the planning committee would determine the market prices in line
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with supply and demand by stipulating a market system. In this market 
socialism model, the Central Planning Committee has three functions:

1. setting prices for the m eans of production according to supply and 
demand;

2. making investment decisions; and
3. distributing social gains (rents and profits) generated from utilizing 

state-owned production resources.

guided by price signals, enterprises carried out production based on  two  
principles:

1. to set output at such levels that the price of products equals their 
marginal cost; and

2. to minimize production cost at the optimum output level.

Families could decide freely the quantity of labour to supply and choose 
how to dispose of their personal income.

Market socialism and Eastern European economic reforms
As a Polish econom ist o f world renown and a Polish politician, Lange's 
influence on  both theories and practice in Eastern Europe had been  
undoubtedly significant. As a result, market socialism theory had been  
playing a guiding role in the postwar econom ic reforms in the then  
socialist econom ies, and the theory itself had been further enhanced  
and developed.

Wlodzimierz Brus (1921-2007), the former Director for Research in 
the Polish National Planning Committee and Vice Chairman of the Eco
nomic Committee of The People's Republic of Poland, was an important 
successor to Lange's thoughts. He was an exponent of the Polish school 
of market socialism and a representative figure of the Eastern European 
school of reform, which rose in the 1960s and 1970s and advocated com
bining planning with market mechanisms. He put forward the model of 
central planning with regulated markets, often referred as the 'decentral
ized model'. His decentralized model had great influence on reforms in 
all socialist countries. In this model, the decision-making powers of the 
three tiers -  that is, the macro level, the enterprise and the family -  were 
distributed as follows: 1

1. The top tier is the central government, which sets prices for the means 
of production, and distributes social gains (rents and profits) from
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utilizing state-owned production resources and makes investment 
decisions.

2. The middle tier comprises enterprises that conduct production accord
ing to 'economic parameters' (such as prices, wages, credit, and taxes 
set by the Central Planning Committee) to pursue maximized prof
its while maintaining among themselves free contract relationships 
between buyers and sellers via the market.

3. The bottom tier involves families, who can freely choose how they 
wish to work and dispose of their incomes.3

As Brus later said, the model that he had designed, 'strove for a 
compromise solution, spinning macroeconomic central planning with 
autonomy of market-regulated state enterprise'.4

Yugoslavia -  and Hungary, after the 'new economic mechanism' -  were 
the relatively typical economies that bore the resemblance of a market 
socialism. However, none of them made a successful case following the 
thoughts on market socialism. Even the author himself had to rethink 
the theory in the late 1980s.5

Brus's rethink on 'market socialism' was focused on the question as 
to whether market socialism, which requires independence of firms and 
true entrepreneurship, is compatible with the dominant public (state) 
ownership of the means of production. To be specific, the questions 
include:

1. Whether the state and the state-owned enterprises (SOEs), and the 
SOEs themselves, could be completely separated. State ownership 
means the state having full control over the enterprises. As long as 
this power was denied, the ownership would be meaningless. Fur
thermore, the relationship between the independent SOEs must be 
competitive. With such a separation, the grounds for state owner
ship being advantageous would diminish. A state with a coordinating 
function would actually destroy the market and permit the command 
system to return by the back door. After all, it would be very hard to 
realize such a separation.

2. Even if the separation were accomplished, the SOEs could not act 
as fully-fledged market players because the managers are agents and 
have no material foundation for responsibility for risks should the 
venture fail. They, as emphasized by Hayek, make it highly proba
ble that they will err either on the side of recklessness or on the side 
of over-cautiousness. An autonomous enterprise with independent 
power to select its managers could be one way to resolve the matter, 
but such independence would make the notion of state ownership
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meaningless. Therefore, the chances of bringing the behaviour of 
SOEs closer to the requirements of an effective market mechanism 
would be greater if such enterprises were removed from state owner
ship in its traditional sense.6 Bras then realized that a complete market 
system would require the abandoning of any doctrine of ownership. 
The only form of market socialism in the future would be a mixed 
economy. His redefined 'real' market socialism is de facto divergent 
from the original definition.7

A Chinese version of market socialism  and its im pact on  
Chinese econom ic reform

Reform based on a centralized system in China can be traced back to as 
early as the delegating of decision-making power and the relinquishing 
of elements of control in 1958, which featured administrative decen
tralization from the central to the local authorities. The reform, similar 
to Nikita Khrushchev's sovnarkhoz reforms in the Soviet Union in 1957, 
was focused on the transfer from central to local governments of plan
ning control, control over enterprises, the power to allocate material 
resources, the power to review and approve capital construction projects 
and the administration of credit, labour management, the administra
tion of finance and tax-collection. The decentralized planned system, 
created by layer-upon-layer transfer of power to local governments at all 
levels within the overall framework of a planned economy and admin
istrative resource allocation, led to a serious situation. This resulted, 
among other things, in plummeting production, mounting losses for 
enterprises, and increasing shortages in supplies of daily necessities. This 
caused the economy to slide into abysmal difficulties and to a return to 
central power and, together with it, the defects of the centralized system, 
which in turn caused another round of reform. However, the reform was 
not possible until after 1976, when the Cultural Revolution came to an 
end. During the years of the Cultural Revolution, the market system was 
considered to be an ideological and political equivalent to capitalism 
and, as a result, it was suppressed as 'reactionary revisionism'. Follow
ing the end of the Cultural Revolution, the appeals and advocation for 
market rules and autonomous rights of SOEs were free to be heard.

Sun Yefang's model of 'centralizing power on major issues while 
decentralizing power on the minors'
Sun Yefang was one of the major representatives of the economists 
who advocated increasing the autonomous rights of SOEs under market
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regulation. As early as 1956, he suggested that the plan should be based 
on 'the law of value'.8 Based on his understanding of socialism, Sun pro
posed to 'promote the position of profit targets in the planned economic 
management system'.9 With this idea as the essence, Sun designed his 
model of socialist economy. The key of the model was, in his words, 
'to centralize power on major issues while decentralize power on the 
minors', and the criterion of 'major' and 'minor' was the scale of invest
ment funding. 'Power on major issues' (to be retained by government) 
referred to decision-making power with regard to extended reproduction 
of the fund, while 'power on minor issues' (to be granted to enterprises 
in line with the law of value) referred to decision-making power with 
regard to simple reproduction of the existing fund. In other words, the 
main feature of Sun's model was to offer more autonomy to enterprises in 
their daily decision-making (decisions on 'simple reproduction') under 
the condition that state ownership and state planned management of 
enterprises' investment decisions were maintained.

It can be seen that Sun's model and Brus's model were essentially the 
same. I remember Brus and Sun Yefang meeting in Sun's hospital in 1980, 
when Brus visited China. They seemed like old friends on their first-ever 
meeting and talked cheerfully in Russian.

Sun Yefang had criticized the strategy of transferring administrative 
functions to lower levels all along. In a direct letter to the top leaders 
in charge of economic affairs in 1961, he pointed out that the core 
issue of the economic management system was not the relationship 
between central government and local governments; rather, the issue 
was 'the power and responsibility of enterprises as independent account
ing units as well as their relationship with the state, or, in other words, 
the independent power of operation and management of enterprises'. 
According to Sun, only if an enterprise has power can the state arouse its 
enthusiasm to shoulder the responsibilities given to it by the state. He 
believed that unless this problem was solved, it would not be possible to 
resolve the issues of the relationship between central government and 
local governments, or between line ministries and regions. In his view, 
'the state can only mobilize the enterprises' incentives to accomplish the 
state's requirements when the latter have "rights'". The problem in rela
tions between central and local governments and between the lineal and 
regional administration could be solved only with the realization of the 
autonomy and independence of the SOEs for their operation.10

This kind of inclination towards market socialism could not be 
accepted and allowed by the authority at that time. As a result, Sun 
was criticized as being 'worse than the Soviet economist Ecsei Liberman
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who advocated market socialism reform' in 1964, and later in 1966, 
he was even put in prison labelled as 'a reactionary revisionist' and 
even 'a Soviet spy'. After the close of the Cultural Revolution, most 
economists and leaders agreed with Sun Yefang's viewpoint; that expand
ing the autonomy of enterprise and boosting enterprise vitality should 
be the core of reform. In such theoretical economic circumstances, 
decision-makers responded. At economic working meetings -  principle 
discussion meetings and planning meetings -  held by the State Council 
in July-September 1978, Li Xiannian, then Vice Premier of the State 
Council, pointed out in his report that 'a major mistake of the past 
20 years of economic system reforms was putting too much emphasis 
on the division and transfer of administrative functions, leading to a 
vicious cycle of 'decentralization-recentralization-decentralization'. A 
certain degree of independence should be granted to all enterprises in 
future reforms, making them 'actively instead of passively carry out eco
nomic accounting and increasing overall economic efficiency.'11 Li's idea 
appeared in the decision of the Third Plenary Session of the 11th CCCPC 
in December 1978. The communiqué of the session pointed out that 
‘More power should be delegated to lower levels under unified leader
ship. Local governments as well as industrial and agricultural enterprises 
should have more autonomy of management under the guidance of a 
unified state plan', so as to bring into play the initiative, enthusiasm, 
and creativity of central departments, local governments, enterprises, 
and individuals, thus resulting in 'prosperity of all sectors of the socialist 
economy'.12

In practice, Sichuan Province initiated the reform of expanding enter
prise autonomy to delegate power to and share profits with enterprises. 
In October 1978, Sichuan Province delegated power to six selected enter
prises and achieved good results. Later, the experiment in Sichuan 
Province was extended to 100 SOEs. In July 1979, the State Council 
released a series of official documents, including Provisions on Enlarg
ing the Decision-Making Power for Operation and Management of State-Run 
Industrial Enterprises, Provisions on Implementing Profit Retention in State- 
Run Enterprises, Interim Provisions on Levying Fixed Assets Tax on State-Run 
Industrial Enterprises, and Interim Provisions on Implementing Full Loan 
Financing for Working Capital in State-Run Industrial Enterprises, requesting 
all local governments and central departments to select some enterprises 
in order to experiment with the expansion of enterprise autonomy in line 
with these regulations. By the end of 1979, the number of experimen
tal enterprises had reached 4,200 nationwide. In 1980, the experiment 
expanded to 6,600 large- and medium-sized SOEs, which accounted for
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60 per cent of the national budgeted industrial output and 70 per cent 
of national industrial profits. During the first few months of the experi
ment, employees in experimental enterprises were strongly motivated to 
increase output and profit. However, as with Russia's 'Kosygin Reform' in 
1965, the limitations of the reform soon became apparent. The economic 
orders were distorted and in chaos, with rapidly increasing fiscal deficit 
and inflation. The reform, in turn, was contested. By the end of 1980, 
the government decided to launch an adjustment to the national econ
omy, and the reform of the SOEs shifted from 'expanding enterprises' 
autonomous rights' to 'accountability', which placed the emphasis on 
accomplishing state tasks.

Although the 'market socialism' type of reform that empowered the 
SOEs with autonomous rights under market regulation in the late 1970s 
was a failure, a similar trial and error experiment was repeated in 
later reform efforts in China. For instance, 'Provisional Regulations on 
Increasing Autonomous Rights to State-owned Industrial Enterprises' 
was issued in May 1984, which was also known as 'The 10 rights 
increasing' document. In July 1992, the government effected another 
regulation -  'The Regulation of Transforming the Operational Mech
anism for the State-owned Industrial Enterprises', which stressed the 
autonomous rights of enterprises on operation, sale, pricing, purchasing, 
import and export, and even allocation of the assets.

The most significant measure to increase enterprises' autonomous 
rights was the 'Enterprise Contract System', implemented nationally in 
the state-owned commercial and industrial enterprises in 1987.

Why had the reform of expanding enterprise autonomy failed to 
achieve the expected success? The mainstream arguments of the lead
ing government departments in charge of SOE reform attributed the 
failure to insufficient delegation of power and profit sharing. They 
then suggested adopting the 'household contract system' -  which, by 
nature, was a private farm system that achieved tremendous success 
in the rural sector in 1980s -  for the state-owned industrial and com
mercial enterprises; that is, the 'enterprise contract system'. There was 
a pilot project organized by the State Economic Committee, Ministry 
of Finance and other departments in as early as May 1979 in which 
eight SOEs in Beijng, Tianjin, and Shanghai, including the Capital Iron 
and Steel Co., were selected to implement a reform with a profit retain
ing arrangement at the core. In 1981, the experiment in the Capital 
Iron and Steel Co. functioned as a progressive profit handover system, 
which fixed a 7 per cent annual increase of the profit handover to the 
state, and the company retained the entire surplus. The state, in turn,
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did not allocate investment to it. This method was in effect till the 
mid-1990s.

In mid-1987, a decision was made on implementing various forms of 
enterprise contracting systems in the state-owned enterprises to provide 
full autonomous rights, after the planned coordinated reforms on pric
ing, public finance, and the financial sector were suspended at the end 
of 1986. The basic principles of the contracting system of SOEs were fix
ing the base quota, guaranteeing the remission, retaining what exceeds 
the quota, and making up what falls short of the quota. Under this sys
tem, the managers of the SOEs gained tremendous power in terms of 
autonomous operation. However, as Brus stated, state ownership has 
nothing left whenever the insiders obtain sufficient power. The enter
prises contracting system did result in insider control. It neither gave 
enterprises full managerial autonomy nor promoted the separation of 
government administration from enterprise management or fair compe
tition among enterprises. Because, after granting the residual control and 
residual claim to the party awarded the contract, the definition of the 
enterprise's property rights became more obscure, the conflict of interest 
between the two parties was intensified, and mutual infringements by 
both parties became more likely to occur. By the end of the 1980s and 
beginning of the 1990s, except for a very few exceptions, people in all 
walks of life, including those in business circles, no longer thought the 
contracting system was a good way to reform SOEs in China.

Non-state sector led: the reform strategy with Chinese 
characteristics

When the reform of expanding the autonomy of enterprises in the state 
sector fell into difficulty, the Chinese leaders, headed by Deng Xiaoping, 
shifted the focus of reform from the urban state sector to the rural non
state sectors.

The new reform strategy in China: a move initiating from the 
non-state sector
A major measure was lifting the ban on 'contracting output quota to 
each household'. In September 1980, the central government decided to 
allow peasants to carry out the household contracting system by choice. 
Within only two years, the household contracting system, or the fam
ily farm system, replaced the system of three-tier ownership with the 
production team as the basic unit of people's communes among the
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overwhelming majority of the peasant population nationwide.13 The 
rural economy took on an entirely new look. Township and village- 
owned enterprises (TVEs), mainly collective-owned, were springing up 
vigorously under such favourable circumstances. From then on, China 
adopted a new strategy, different from that of the Soviet Union and 
Eastern European countries that emphasized reform of existing SOEs. 
Instead of making major reforms in the state sector, China's reform 
efforts focused on non-state sectors, aiming at establishing market- 
oriented enterprises so as to let them drive the growth of the economy. 
The new strategy was called the strategy of 'outside the system' preceding 
'inside the system', or the strategy of 'Incremental Reform.'

After the initial success of incremental reform in agriculture, the 
Chinese government applied it to other industries to promote the growth 
of non-state sectors. In addition, the already implemented policy of 
opening its markets to the outside world generated a number of joint 
ventures of mixed ownership with foreign investment in coastal regions. 
Gradually, these non-state enterprises became the main force in China's 
economic development.

The strategy for the development of the non-state sectors was car
ried out by encouraging the growth of non-state enterprises, integrating 
some regions into international markets by opening markets to the out
side world, and implementing 'regional advancement' of reform and 
opening-up by establishing experimental areas.

Encouraging the growth of non-state enterprises
Together with the effort by the government to eliminate ideologi
cal and policy impediments to the development of non-state sectors, 
collective-owned and individually owned TVEs sprang up like mush
rooms. Between 1979 and 1988, the number of peasants working in 
industrial and commercial TVEs reached 100 million. Private enter
prises also started to develop after 1983. For instance, in the late 1970s, 
although private merchants were allowed to export goods to distant 
places, it was proposed as an expedient for employment. Since 1980, 
the Chinese government has made a distinction between individual 
enterprises with fewer than eight employees and larger enterprises, and 
described the former as the 'individual business sector', as opposed to the 
then prohibited 'private sector'. As the economic activities of non-state 
sectors were mainly market-oriented, local markets in some areas grad
ually came into being, and market forces began to play an increasingly 
important role in resource allocation.
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Integrating some regions into international markets by 
opening markets to the outside world
During the initial period of reform and opening-up, loans from foreign 
countries accounted for a greater part of foreign capital than FDI. Since 
the 1990s, FDI has increased rapidly and become the major form of 
incoming foreign capital. In the early years of reform (1979-85), total 
FDI was only US$7.4 billion, but it rose to US$18.6 billion between 1986 
and 1991.

Opening Chinese markets to the outside world facilitated domestic 
economic reform. To survive competition, it was definitely necessary for 
Chinese enterprises to operate more autonomously and improve produc
tion operations and management. Participating in competitive import 
and export markets also brought the domestic price structure closer to 
the international norm, and thus accelerated price reform.

Implementing 'regional advancement' of reform and opening-up by 
establishing experimental areas
Because market-oriented reform could not be carried out throughout the 
country simultaneously, and the reform had to be systematically con
ducted, setting up experimental areas in some coastal regions -  where 
both developed markets and suitable conditions were available -  was a 
good choice. When such areas applied the two approaches of reform and 
opening-up (encouraging the growth of non-state enterprises and inte
grating into the international market) in combination, a regional 'small 
climate' was created in which the new economic system could run effec
tively, to a certain degree. Such successful experiences would also provide 
examples for inland areas and drive reform there. Facts proved that this 
was another effective approach for reform -  regional advancement.

To ensure the survival and development of non-state enterprises in an 
environment where the system of allocating resources by plan had not 
yet been changed, the Chinese government made a special institutional 
arrangement; namely, the dual-track system in price and other aspects, 
which enabled non-state enterprises to obtain a supply of raw materials 
and sell their products via a market economy.

The effect of the new strategy
The new strategy made a break in the dilemma of the market socialism- 
oriented reform and created a new beginning for real market-oriented 
reform in China.

Non-state sectors immediately displayed their advantages on their 
emergence and grew with each passing day. In the 1980s, the growth
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Table 3.1 Gross industrial output value by ownership (%)

Year 1978 1980 1985 1990

SOEs 77.6 76.0 64.9 54.6
Collective enterprises 22.4 23.5 32.1 35.6
Others* 0.0 0.5 3.0 9.8

"“'Others' include private enterprises and foreign-invested enterprises. 
Sources: National Bureau of Statistics, China Statistical Yearbook (Zhongguo 
Tongji Nianjian) (Beijing: China Statistics Press), various years.

Table 3.2 Total retail sale by ownership (%)

Year 1978 1980 1985 1990

SOEs 54.6 51.4 40.4 39.6
Collective enterprises 43.3 44.6 37.2 31.7
Others* 2.1 4.0 22.4 28.7

•'Others’ include private enterprises and foreign-invested enterprises. 
Sources: National Bureau of Statistics, China Statistical Yearbook (Zhongguo 
Tongji Nianjian) (Beijing: China Statistics Press), various years.

rate of industrial output of non-state sectors was about twice that of the 
state sector. In the mid-1980s, non-state sectors -  including the collec
tive sector, the individual business sector, and the private sector -  came 
to occupy a decisive position, either in industrial production or in the 
whole national economy. Their output in the industrial sector amounted 
to more than one third of the total (see Table 3.1 above). This grew even 
more rapidly in the retail industry (see Table 3.2 above).

Incremental reform over more than 10 years brought fast growth to the 
Chinese economy. During the 12-year period from 1978 to 1990, GDP 
grew by 14.6 per cent annually, and the per capita disposable income of 
urban residents grew by 13.1 per cent annually (see Table 3.3 overleaf).

From 'incremental reform' to 'overall advancement'
Because the strategy for reform failed to be amended in time, intense con
flicts occurred between the invigorated outside-the-system sectors and 
the inside-the-system sectors, which were still fettered by the traditional 
economic system. Many loopholes existed in the economic system, and 
stable economic development was constantly threatened. As Masahiko 
Aoki (1938-) pointed out,14 because various institutions in a system are
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Table 3.3 Economic growth during 1978-90

Year 1978 1980 1985 1990

GDP (RMB billion) 362.41 451.78 896.44 1,854.79
Total industrial output (RMB billion) 423.70 515.40 971.60 2,392.40
Total exports and imports (RMB billion) 35.50 57.00 206.67 556.01
Total exports (RMB billion) 16.76 27.12 80.89 298.58
Total volume of retail sales of consumer 

goods (RMB billion)
155.86 214.00 430.50 830.01

Per capita disposable income of urban 
residents (RMB)

343.4 477.6 739.1 1,510.2

Sources: N a tiona l Bureau o f Statistics, China Statistical Yearbook (Zhongguo Tongji Nianjian) 
(Beijing: C h in a  Statistics Press), various years.

strategically complementary, when one or more institutions change, 
other institutions either change accordingly or obstruct the implemen
tation of the new institutions due to their incompatibility with the new 
institutions. Therefore, system change should be of overall advancement 
in nature, although the change can be implemented in steps. Otherwise, 
expensive reform costs will be generated.

As early as 1986, the Chinese government -  State Council -  conceived 
a coordinated reform that focused on price, taxation, and fiscal systems. 
To implement the proposed coordinated reforms, the State Council set 
up the Economic System Reform Programme Design Office in April 1986. 
Under the direct leadership of the State Council and the CCCPC Lead
ing Group on Economic and Financial Affairs, this office drew up plans 
for coordinated reforms with a focus on price, taxation, finance, bank
ing, and foreign trade in the early stages of the Seventh Five-Year Plan. 
In August 1986, these plans were approved by the Standing Session of 
the State Council and supported by Deng Xiaoping himself. He spoke 
highly of them on 13 September 1986, when hearing the debriefing 
of the CCCPC Leading Group on Economic and Financial Affairs, and 
instructed officials to carry them out accordingly. However, the leader 
of the State Council changed his mind in October that year. Instead of 
implementing the coordinated reforms in price, taxation, government 
finance, banking, and foreign trade, he changed direction and focused 
on the reform of SOEs. The so-called 'five major contracting systems' -  
namely, the enterprise contracting system, the department contracting 
system, the all-round fiscal responsibility system, the all-round foreign- 
trade responsibility system, and the system responsible for loans by 
regions -  were carried out in 1987 and 1988. These measures took reform
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back to the traditional -  and unsuccessful -  way of maintaining both a 
market economy and a planned economy simultaneously.

A new upsurge of reform and opening-up did not take place until 
the beginning of 1992, when Deng Xiaoping made his famous South 
China speeches to promote further reform and opening-up. In October 
of the same year, the 14th National Congress of CPC set the reform 
target of establishing a socialist market economy. In November 1993, 
the 'Decision on Issues Regarding the Establishment of a Socialist Mar
ket Economic System' was adopted in the Third Plenary Session of the 
14th CCCPC, and important breakthroughs were made on the following 
issues:

1. The new reform strategy of 'overall advancement with key break
throughs' was explicitly put forward, demanding that the reform 
should not be confined to peripheral issues, but firmly carried out in 
the state sector. The socialist market economic system should begin 
to take shape by the end of the twentieth century.

2. A blueprint was drawn up for reforms in key areas, including the fis
cal and taxation system, the banking system, the foreign exchange 
control system, the enterprise system, and the social security system.

From the beginning of 1994, the Chinese government took important 
measures to implement reforms in these five key areas. Meanwhile, the 
State Council ordered experiments with the aim of establishing a modern 
enterprise system according to Company Law, experience from which 
could be transferred to other entities. Since then, Chinese reform has 
entered a new stage of overall advancement.

By the mid-1990s, China's reform had progressed to establish a market 
economic system and adjust the structure of ownership. The fundamen
tal indicator of progress was that the state sector no longer dominated the 
whole economy, and its share of the national economy was significantly 
reduced. However, the bottleneck to reform -  the establishment of the 
ownership foundation of a market economy -  had not been resolved. As 
late as 1993, despite the fact that scarce economic resources were still in 
the hands of the government and SOEs, the state sector accounted for 
less than half of GDP.

Another historic breakthrough in state sector reform occurred at the 
15th National Congress of CPC in 1997, at which the Soviet viewpoint 
that 'the higher the proportion of the state sector in the national econ
omy, the better' was discarded. Public ownership as the mainstay of the 
economy and allowing for diverse forms of ownership to develop side
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by side was stipulated as the basic economic system in the primary stage 
of socialism for at least 100 years. To achieve it, the following three 
adjustments on ownership structure are necessary:

1. to reduce the scope of the state sector and to withdraw state capital 
from industries non-essential to the national economy;

2. to explore diverse forms of public ownership conducive to the devel
opment of productive forces and to develop diverse forms of public 
ownership; and

3. to encourage the development of non-public sectors of the economy 
such as the individual business and private sectors of the economy 
and to make them important components of the socialist market 
economy.15

In 1998, this decision of the 15th National Congress of CPC was 
incorporated into the 'Amendments to the Constitution of the People's 
Republic of China'; specifically:

In the primary stage of socialism, the State upholds the basic economic 
system, with public ownership playing a dominant role and diverse 
forms of ownership developing side by side... The non-public sectors 
of the economy, such as the individual business and private sectors 
of the economy, within the limits prescribed by law, are important 
components of the socialist market economy... The State protects 
the lawful rights and interests of the individual business and private 
sectors of the economy.

Against this background, however, there is still a question waiting for 
an answer: How to establish the rule of law and constitutional democ
racy. An embryonic form based on mixed ownership and market rules is 
developing before us (see Table 3.4).

Nature of the incremental reform
It is worth studying why incremental reform strategy could lead to suc
cess for the reform in China. Some studies discussed China's strategy 
in the dichotomous framework of ‘shock therapy' and 'gradualism', fre
quently referred to regarding the transformation of the former Soviet 
Union and the Eastern European countries in 1990s. In this regard, I 
agree with Professor Kornai's critique on the dichotomy. He points out 
that the only difference between labelling one approach 'shock therapy,' 
and the other 'gradualism,' was speed, which is by no means a good
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Table 3.4 GDP by ownership* (%)

Year State sector Collective sector Private sector**

1990 47.7 18.5 33.8
1995 42.1 20.2 37.7
1996 40.4 21.3 38.3
1997 38.4 22.1 39.5
1998 38.9 19.3 41.9
1999 37.4 18.4 44.2
2000 37.3 16.5 46.2
2001 37.9 14.6 47.5

Notes:
* Quoted from Xu Xiaonian and Xiao Qian (2003).
** Private sector refers to the collection of rural and urban non-state and 
non-collective economic entities.
Sources: National Bureau of Statistics, China Statistical Yearbook (Zhongguo 
Tongji Nianjian) (Beijing: China Statistics Press), various years; data from 
China International Capital Corporation Limited (CICC).

criterion for measuring the success of reform. In his view, there are two 
pure strategies for transitioning to a market economy: Strategy A, organic 
development, which emphasizes a healthy development of the private 
sector; and Strategy B, accelerated privatization (see Table 3.5). According 
to Kornai, the experience of the transitional economies showed that 
Strategy A, which promotes growth of the private sector, has been the 
right one, with empirical support from Hungary and Poland. Strategy B, 
which suggests a rapid privatization of the SOEs is, at best, second best, 
and with potential harm if not well managed. The evidence came from 
the Russian experience.

With a slight modification, Kornai’s framework could be applicable to 
the analysis of the Chinese reform from planned to market economy 
in terms of promoting private sector growth or focusing on privatizing 
the SOEs.

China's political system is different from the former Soviet Union and 
the Eastern European countries and the shift to market-oriented reform 
was led top down by the CCP. The strategy China took has been Strategy 
A rather than Strategy B, to the extent that the emphasis was put on the 
healthy growth of the private sector rather than rapid privatization of the 
SOEs in the early years of reform. The Chinese evidence also suggested 
that Strategy A has advantages over Strategy B. As I wrote in the preface 
of Economic Reforms in Contemporary China (2004), Strategy A has been 
an effective choice because it could promote capital accumulation and
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Table 3.5 Main characteristics of the two transformation strategies

Strategy A -  organic development Strategy B -  accelerated privatization

(i) The most important task is to 
create favourable conditions for 
bottom-up development of the 
private sector;

(ii) Most of the companies hitherto 
in state ownership will have to 
be privatized, and the basic 
technique for doing so is sale;

(iii) Any give-away distribution of 
state property must be avoided;

(iv) Preference must be given to 
sales schemes that produce an 
ownership structure with a 
dominant owner;

(v) The budget constraints on 
companies have to be hardened 
to ensure the financial discipline 
essential to operating in a market 
economy.

(i) The most important task is to 
eliminate state ownership as fast 
as possible;

(ii) The main technique for 
privatization is some form of 
give-away; for instance, a voucher 
scheme;

(iii) Dispersed ownership may 
actually be preferred;

(iv) Emphasis is not given to 
bottom-up development of 
private enterprises;

(v) It is expected that privatization 
will automatically harden budget 
constraints.

Source: Kornai (1999).

development of the entrepreneurs and the market system. Without these 
achievements, Strategy B has been unable to increase efficiency and, if 
not managed well, could lead to disorder of the market monopolized 
by a small group of the oligarchy, with endless harmful risks.16 These 
characteristics are summarized in Table 3.5 above.

Existing econom ic and social problems

Despite the great achievements in China during the past 25 years, there 
are still a number of serious economic and social problems to be solved. 
Understanding and finding proper solutions for the problems determine 
the direction of the reform and development of the country.

Underdevelopment of the private sector and the increasing regional differences
As stated earlier, China's unique reform strategy -  that is, developing the 
private sector from the grass roots -  has been the key to its success. With 
this strategy, private business entered into the major part of the market,
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in some areas of which it even took a dominant position. However, this 
strategy is facing some difficulties, which increasingly restrain economic 
reform and development in China.

First, private business has been restricted from entry into the produc
tion factor sectors, which have been perceived as the 'critical sectors of 
the national economy' and have been controlled by the government. In 
some key sectors such as finance, telecoms, and oil, state-owned enter
prises are the major players. The market is put under strict government 
control. The structure of the market remains completely monopolized 
or functions under monopolistic competition due to a lack of competi
tion from the private sector. It creates monopolistic rents that, in turn, 
become a considerable incentive for the state-owned enterprises to refuse 
deregulation of entry restrictions by the government.

Second, a problem that should not be neglected, is that development of 
the private sector and market in the regions has been different in the past 
twenty-five years, which led to regional gaps in terms of development 
levels. According to comparative research by the Institute of National 
Economy, the degree of market development in various provinces has 
been not the same. The eastern coastal regions enjoy a higher level of 
development than the western provinces. In the western provinces with 
less market development, the private sector gained little development. 
This has not only contained the economic growth in the west, but also 
widened the regional development gaps between regions.

Problematic corporate governance
After 1993, the focus on reform in large SOEs has been switched from 
decentralization and the sharing of rights to institutional innovation of 
the enterprises. After 1999 in particular, the corporatization of large SOEs 
has made a number of breakthroughs. Notwithstanding, many non
standard measures have been taken by the corporatized large SOEs as 
a result of operational problems in the process, and the legacy of the 
decentralization and sharing of rights previously accepted: 1

1. The state, as the dominant shareholder, keeps its control over the large 
companies. State shares take overwhelming prominence in the cor
poratized listed companies in order to retain state control and the 
controlling shares are usually exercised by the authorized investment 
institution. This leads to the directors from such authorized invest
ment institutions taking up a major position on the board of directors 
in the listed companies, which therefore puts the listed company with
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multi-share holders under the control of the single authorized invest
ment institution. As the result, the listed company cannot operate in 
line with the market rules.

2. The Party and government departments intervene in the company’s 
operation too much. Because the authorized investment institution 
operates following old rules, the Party and government departments 
are able to take advantage of 'loopholes' to intervene in the company's 
business. This is achieved by imposing some public administration 
function and the personal wills of the political leaders on the com
pany. The outcome of this results in the company’s decisions being 
divorced from market requirements and creates excuses for violating 
financial discipline in the company.

3. Insider control created by the appointment through administrative 
means: the Party and government departments not only determine 
the selection of directors, but also stretch their hands to the direct 
appointment of managerial personnel. Furthermore, it is now com
mon that the major managerial persons in a listed company are also 
the directors from the authorized investment institutions. The direc
tors representing shareholders are intended to execute monitory rule 
on management in the circumstances of a separated ownership and 
control. But the current arrangement results in a self-monitoring, 
which make insider control unavoidable.

Widespread corruption
As a result of ubiquitous administrative interference, there are wide-
ranging rent-seeking activities, and immense illegal wealth has been
created. 1

1. Criminal officials and SOE managers' stealing of the public assets in 
the process of 'spontaneous privatization' has been growing rapidly. 
In the transformation of SOEs, inside managers sold the state assets to 
themselves with the aid of various methods (including management 
buy-outs) because of the serious insider control previously mentioned. 
This resulted in a huge transfer of the state assets to private hands. The 
key here is that transparent and fair rules for the transfer of property 
rights are lacking.

2. The 'robber barons' manipulated the less developed stock market 
through price or insider trading to make themselves millionaires. 
Because a stock market is featured with a typical asymmetry of infor
mation, people with a background of power or insider information, 
together with insiders in a listed company or financial institution, can
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typically gain a high income through false statements, insider trading 
and manipulation. This is prevalent in China.

It is no exaggeration to say that China is facing the danger of moving 
towards crony capitalism or robber baron capitalism.

Incompetent legal system
The Party's 15th Congress in 1997 has made it very clear that China will 
move towards a society with the rule of law. However, there has been 
very little progress in recent years. The two most basic ingredients of the 
rule of law -  legal transparency and consistency of enforcement -  are not 
there yet.

1. The lack of transparency of China's legal system can be found in the 
following aspects:
(a) There is insufficient participation in legislation by the citizens;
(b) Many laws are not made known to the public after having been 

legislated;
(c) Absence of legal predictability in citizens' behaviour.

Many officials perceive laws as the tools by which to realize their 
own wills. Government departments like to take 'strict punish
ing measures' on the 'illegal behaviours' through their unlimited 
discretion. This has led to many unfair results and enhances 
rent-seeking activities.

2. The judiciary system lacks independence, and the so-called Neibu 
Zhengce (‘internal policies') and guanxi ('personal connections') play 
an important role in the legal process. At the moment, another 
important threat to judiciary justice and independence comes from 
'judiciary localization': that is, in the process of dealing with cross- 
regional economic disputes, the court usually adopts a favourable 
stance towards local parties. Furthermore, the Party departments at 
various levels are inclined to intervene or even determine the result 
of a trial.

Conclusion

In summary, China has been experiencing reform following the path of 
market socialism for over a half century, decentralizing the autonomous 
rights to the enterprises, increasing their rights under market regulation. 
However, none of these efforts has achieved the anticipated success.
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Reform moved onto the right track in the 1980s after the course of 
incremental reform strategy was taken. This strategy is similar to what 
Kornai called 'Strategy A' (organic strategy), which emphasizes creating 
the environment for a grassroots growth of the private sector rather than 
increasing the autonomous rights of the SOEs. This has been the key for 
the success of Chinese economic development. With such an arrange
ment, China's reform broke with Soviet doctrine and the worship of 
state ownership. It gradually established a pattern of a multi-ownership 
economy, from which point it has moved along a path of comprehen
sive transition to a fully-fledged market economy. There are still many 
problems to solve, but the future is promising provided the country is 
following the right track.
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4
China's Encounter with Market 
Socialism: Approaching Managed 
Capitalism by Indirect Means*
Louis Putterman

Introduction

In this chapter, I shall argue that although the Chinese Communist Party 
officially adopted the phrase 'socialist market economy' (shehuizhuyi 
shichang jingji) to describe China's economic model in 1993, China had 
actually completed its closest rendezvous with 'market socialism' by that 
year and was taking off in the direction of a predominantly capitalist 
economy. The years since 1992 have seen China deepen not market 
socialism but, instead, a managed market capitalism with only dwindling 
remnants of the socialist past.

For China's brush with market socialism, I propose the image of 
a 'fly-by', a close encounter on the path to a very different destina
tion. A metaphor from space exploration might make the idea more 
vivid. In July 2004, the world was thrilled by images beamed back 
from the rings and moons of Saturn by the European-built, American- 
launched Cassini spacecraft. To put Cassini into orbit around Saturn, 
the US National Aeronautic and Space Administration (NASA) launched 
it atop a Titan IV rocket in October 1997 on a trajectory that, early 
on, included two 'gravity-assist' fly-bys of our 'sister' planet, Venus. I 
shall argue that China's fly-by of 'market socialism' was of a similar 
character: in order to put its once Soviet-style planned economy on 
a path toward a managed form of market capitalism1 during an early 
reform period in which the Communist Party leadership still contained 
diverse elements that made socialism's gravity hard to escape, China's 
reformers first put the economy on what seemed to be a course towards 
planned socialism's sister economic system, 'market socialism'. Only 
later, with the help of the momentum gained during the market socialism
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fly-by, was the economy able to begin escaping socialism's pull more 
completely.

By 'market socialism', I mean a hypothetical economic system that 
adheres to two of the three core tenets in the orthodox conception of 
socialism to which the Communist parties of the Soviet Union and allied 
states once adhered; namely:

(a) state or social ownership of the means of production (factories, 
equipment, natural resources);

(b) incomes determined by work (that is, no private returns to non
labour factors of production, but rejection of the egalitarianism of 
'distribution according to needs'); and

(c) coordination (which is required by any complex modern economy) 
provided primarily by planning on the basis of physical quantities.

By ‘market socialism', I have in mind a system that retains elements
(a) (social ownership) and (b) ('distribution according to work') from the 
above list, but which drops element (c) in favour of the use, or at least 
simulation, of markets.

The modifications of (c) sufficient to shift the system from conven
tional planned socialism to market socialism vary. One variant of 'market 
socialism' might continue to give considerable power to planners, who 
would still attempt to coordinate the economy, as in orthodox socialism, 
but who, instead of directing enterprise managers to carry out plans spec
ified in physical terms, would direct managers to maximize profits -  or 
to achieve some other criterion, such as Lange's MC = price condition -  
subject to administratively set prices. The planners' job, then, would be 
to set prices rather than quantities. In a far more 'planless' version of 
'market socialism', state or social ownership (feature (a)) and earnings 
based on labour (feature (b)) would be retained, but market forces would 
be allowed to govern resource allocation, working through the normal 
paths of an unregulated price system. The academic model of market 
socialism proposed by Lange, Lerner, and Taylor lay in between these 
extremes, in that planners would have attempted to influence the econ
omy on a large scale by determining (perhaps through setting different 
interest rates) how investment funds would be allocated among major 
sectors of the economy and perhaps certain priority goods, but would 
have left details on the combinations and varieties of final goods to be 
determined by ordinary market forces, with planners making no attempt 
to influence consumer goods prices.
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How we think of market socialism has been muddied in practice by the 
presence of a quite different dimension of variation, that of the degree 
to which privately-owned enterprises are tolerated alongside publicly- 
owned enterprises. When an economy with a substantial state sector 
allows private enterprises a substantial role as well, it aids clarity, in my 
view, to call the resulting system a 'mixed economy' -  that is, a mixture 
of socialist and capitalist systems -  but not to use the term 'market social
ism'. An example of a mixed economy with a prominent socialist element 
is Russia under the New Economic Policy of Lenin. The economies of 
China and Vietnam are clearly 'mixed' today.

For better or for worse, there have been no real-world examples of a 
market socialist economy in the pure sense. Every country that has exper
imented with a major dose of market socialism -  most notably Yugoslavia 
from the mid-1950s to the late 1980s, Hungary between 1968 and 1989, 
and China from 1979 to the early 1990s -  also introduced a mixed 
economy element, allowing private ownership of small enterprises.

Still, it serves clarity to keep the notions of 'mixed economy' and 'mar
ket socialism' distinct in our minds. An economy consisting entirely of 
state-owned enterprises that goes through a process of gradual privati
zation will exhibit different admixtures of private and publicly-owned 
enterprises along the way, with the proportion of enterprises that are 
privately-owned growing monotonically as the process proceeds (see the 
dashed line in Figure 4.1). This is not, however, market socialism. The 
latter has been conceived of as a destination in its own right -  from which 
springs its fascination for the economic systems theorist. Figure 4.1 
provides a visual representation of how the four systems -  capitalism,

Planned socialism Mixed economy Managed capitalism

Figure 4.1 China's path towards managed capitalism
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planned socialism, a mixture of capitalism and socialism, and market 
socialism -  are related, according to the view that I have sketched. The 
solid line represents China's reform path which, while, even from the 
first, making the economy more mixed in character, swung close by a ver
sion of market socialism during the first reform decade rather than follow 
a more direct path to capitalism by way of a simple mixed economy.

China as a market socialist economy: the mid-1980s 
approach
In 1984, urban privately-owned enterprises accounted for little more 
than 1 per cent of China's industrial output. State-owned enterprises still 
accounted for 69 per cent of industrial output, urban collectively owned 
enterprises for another 18 per cent, and a large majority of that 12 per 
cent of industrial output that China's statistics associated with 'township 
and village enterprises' (TVEs) was still being produced by enterprises 
officially belonging to those two levels of rural local administration. 
Thanks to the de-collectivization process of 1979 to 1983, agricultural 
production was overwhelmingly in the hands of households, but farm
ing was still a private-public hybrid in which land belonged to the rural 
collectives, the provision of most credit and other farm inputs was also 
by public entities, and the government still set crop targets and pro
cured a substantial part of the harvest. Only in small-scale rural trade 
and transportation, rural construction, other rural sidelines, and urban 
petty trade was fully private enterprise prevalent. China's economy was 
showing some admixture of private enterprise by the mid-1980s, there
fore, but a large part of its systemic change thus far -  and this was so 
at least to the end of that decade -  had been the introduction of mar
ket pricing and the profit motive to an economy of public ownership 
in which earnings were overwhelmingly attributable to labour. The case 
could be made that China was building a market socialist economy.

How might market socialism have functioned in China? Imagine that 
China, like Yugoslavia before it, had embraced a full-blown ideology of 
market socialism -  the idea that social ownership of the means of produc
tion should be married to market coordination of economic activity. The 
buildings, equipment, and land used by industrial and other enterprises 
could have belonged to central, provincial, municipal, county, township 
and village governments, which would have retained the power to hire 
and fire their managers. Managers would have been expected not to meet 
physical plan targets but, rather, to make their enterprises profitable, and
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they would have been rewarded for achieving profitability by being able 
to pay themselves and their workers bonuses from some of those profits, 
and being able to expand their enterprises by investing the remainder. 
Other investment funding would have come not from government allo
cations but from bank loans and enterprise bonds. Market forces would 
have guided managers' decisions, but non-labour resources would have 
remained socially owned, so that incomes would be returns on labour 
contributions only. These conditions were in fact approximated in the 
mid- to late 1980s in the still large SOE, township, village, and urban 
collective sectors of China's economy.

China's leaders could have, and did, justify the system roughly as fol
lows. 'Socialism' would continue to mean that individuals could not 
enrich themselves by extracting private returns from the society's scarce 
resources. A socialist society would reward the effort of the individual 
both as a matter of fairness and as a necessary incentive. Markets would 
be allowed to play a coordinating role because physical planning had 
proven too difficult to do in adequate detail, and top down control 
squelched initiative from below. The state would retain the power to 
intervene and steer the economy when and where markets failed, but it 
would otherwise leave them to do their job (Zhao Ziyang's formulation 
was 'the government controls the market and the market controls the 
economy'). Some state guidance with respect to the allocation of invest
ment among broadly defined sectors would remain, as in the Lange- 
Lerner model but, by and large, the system would be more thoroughly 
market-driven than those economists appear to have had in mind.

China's rapid rate of economic growth between 1979 and 1992 makes 
it reasonable to argue that its experience in that period was the most 
impressive instance of market socialism ever observed. Indeed, many 
did argue from China's example that Western property rights fundamen
talists had been proven wrong by China's example (Weitzman and Xu, 
1994; Stiglitz, 1996; Ellerman and Stiglitz, 2001). Hungary's approach 
to market socialism had improved Hungarians' access to better food and 
more consumer goods, but had not distinguished Hungary's economic 
growth rate from those of more orthodox East European neighbours. 
Yugoslavia had its 'economic miracle' in the 1960s, but long before 
ethnic implosion made that country more famous for civil war than 
for economic growth, the lustre had already worn off due to chronic 
inflation and unemployment.

It is not clear how much of China's economic growth in the 1980s 
can be attributed to market socialism. TVEs surely displayed dynamism, 
suggesting that ownership by local government does not rule out
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entrepreneurial drive and productive efficiency (see Putterman, 1997, as 
well as Chang and Wang, 1994; Weitzman and Xu, 1994; and Che and 
Qian, 1998). SOEs also increased their efficiency when exposed to mar
ket forces and when invited to seek profits (Jefferson and Singh, 1999). 
But SOEs might not have experienced as much increase in productive 
efficiency had they been competing only with other SOEs and with col
lectively owned TVEs. Even in the 1980s, some dynamic rural enterprises 
were privately owned, others were private enterprises disguised as col
lectives, and, after 1992, private enterprises grew far more rapidly than 
public enterprises in both the rural and urban sectors, despite severe dis
crimination in access to bank financing. A dynamic small-scale private 
rural non-farm sector existed from 1978 onwards. Although one cannot 
rule out that China's economy might have achieved fairly impressive 
growth even if its market socialist components had been unaccompanied 
by a private enterprise sector, there is no way to prove this.

I judge China's experience in the 1980s as suggestive of the possibil
ity that socially owned enterprises operating in a market environment 
might well form an effective core of a viable economy. However, China's 
experience also demonstrates that market socialism has little chance of 
long-run viability unless strong barriers to the growth of private enter
prise are erected; for example, rules requiring that enterprises convert 
to cooperative or public ownership after achieving a certain scale. As 
barriers to large-scale private ownership fell by the wayside, it became 
inevitable that China would leave the orbit of market socialism and travel 
on towards a more capitalist-style economy.

Why was market socialism a way-station rather than a 
destination?

In this section, I wish to argue a simple thesis: that market socialism 
cannot survive unless legal, political, and social constraints prevent a 
transition to market capitalism. Because, during the 1980s, these con
straints were present in China to a limited degree only, and because they 
were largely removed by the mid-1990s, China orbited market socialism 
only as a voyager on a path to a managed version of market capitalism.

China's market socialism was unstable for two reasons: one general, 
and one historically specific. The general reason is that the combi
nation of natural human acquisitiveness or self-interest and natural 
human variability with respect to intelligence, drive, intensity of self- 
interest, and other characteristics, means that a market economy will 
fairly quickly become a capitalist economy unless there are policy or
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constitutional barriers to capitalist forms of property. The historically 
specific reason is that late-twentieth-century China was subject to pow
erful internal and external influences that made real commitment to 
market socialism extremely unlikely.

That most human beings are driven by a strong interest in the 
material wellbeing of themselves and their families is an idea at the 
heart of economics. Most humans also have socially reinforced yet 
naturally conditioned social preferences: desires to look good in the 
eyes of other people; tendencies to judge one another according to 
social criteria; receptivity toward pro-social value orientations including 
reciprocity, loyalty, trust; and the desire to punish those who opportunis
tically exploit pro-social rules (Rabin, 1998; Bowles, 2003). Different 
mixtures of self-interest and pro-social behaviour are observed at dif
ferent times and exhibited by different individuals, but self-interest 
is part of the make-up of every individual, and strongly so for a 
great many.

It is equally clear that people vary over a wide range in terms of 
intelligence, mental and physical energy, willingness to bear risk, and 
other characteristics conducive to success in a market economy. In a 
relatively unconstrained market economy, the most intelligent, ener
getic, innovative, self-interested, risk-taking and fortunate individuals 
can earn far higher rewards than their less intelligent, energetic, innova
tive, self-interested, risk-taking and fortunate counterparts. Some quite 
intelligent, energetic, and innovative individuals might be more drawn 
to the pursuit of social approval and of intrinsic rewards from serving the 
good of a community or group than to the amassing of personal wealth. 
But when the magnitude of the rewards that can accrue to using their gifts 
self-interestedly is unconstrained and readily visible, most of a society's 
potential economic dynamos are attracted away from the disinterested 
service of others. In open competition, private enterprise grows at the 
expense of social at least partly because it concentrates more rewards in 
the hands of the more able and driven. Less driven or capable types who 
form the rank-and-file workforce of an industrial society will, in turn, 
accept employment in firms formed by for-profit entrepreneurs unless 
the cooperative and social sectors offer equal or better conditions of 
employment, which it is ever harder for them to do as talented leadership 
is drawn to the private sector (Putterman, 1982).

Capital is also drawn towards private enterprise. As wealth becomes 
differentiated and individuals begin to have resources to invest, 
entrepreneurial individuals who identify prospects for high returns 
will establish enterprises under their own control, rather than set up
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cooperatives, lend to banks, or buy the bonds of social sector enterprises. 
Cooperative and social enterprises can be financed in part by borrow
ing from banks and other intermediaries, but some internal finance is 
necessary in a market economy, because lenders become reluctant to 
lend or demand exorbitant rates of interest at very high debt/equity 
ratios. Undercapitalization of workers' cooperatives, attributable mainly 
to worker liquidity contraints and risk aversion, is widely observed 
(Bonin, Jones and Putterman, 1993; Pencavel, 2001; Dow, 2003). If 
property rights in worker-run firms are collective or social, as they were 
in Yugoslavia, this problem would be exacerbated unless banks were 
directed by the government to funnel credit into the sector, a phe
nomenon that fuelled inflation in that country (Pejovich, 1973; Bonin 
and Putterman, 1987). State-owned enterprises can have an advantage 
in accessing credit markets if the government is believed to guarantee 
repayment, but such guarantees also give rise to 'soft budget constraints' 
which make SOEs less efficient than private firms.

Apart from these general reasons why entrepreneurial talent and capi
tal are drawn to private rather than social and cooperative enterprises in 
the absence of constraints, there were historical factors pointing China 
towards private enterprise in the 1980s and 1990s. The combined wealth 
of the overseas Chinese communities of Southeast Asia and elsewhere has 
been estimated to be of comparable magnitude to that of the Chinese 
state and citizenry. Overseas Chinese accounted for more than half of 
all direct foreign investment into China during the 1990s. The practice 
and ethos of capitalism animated the overseas Chinese community, be 
it in Hong Kong, Taiwan, Singapore, or further afield, and Chinese lead
ers eager to entice more investment could readily see that investment 
volumes would grow most rapidly if constraints on private ownership 
within China itself were relaxed.

Intellectual currents also militated against restricting China's way for
ward to a market socialist path. The concept of market socialism was 
on the agendas of only a handful of intellectuals, mainly in the West. 
In China as much as in the former Soviet Union and Eastern Europe, 
policy-makers and intellectuals anxious to see their country emulate 
the economic dynamism of Taiwan, South Korea, Singapore, Japan, and 
the West, were naturally averse to 'experiments' with some 'third way'. 
Reformers such as Zhao Ziyang were anxious to receive policy advice from 
overseas Chinese and Westerners. Students sent to study economics in 
the West with the memory of the Cultural Revolution still fresh in their 
minds were attracted to the already dominant and, in the early 1980s, 
increasingly influential free market approaches within Western academic
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economics. Many returned to China eagerly advocating a faster pace of 
reform.

The SOEs: service and demise

It is widely accepted that in most industries, state-owned enterprises 
tend to use resources less efficiently than those that are privately owned. 
But, conceivably, the efficiency difference between private and state- 
owned enterprises might be relatively small in an environment of market 
competition and budgetary discipline (Vickers and Yarrow, 1991). In this 
section, I argue that in the China of the 1980s and 1990s SOEs operated 
below their hypothetical efficiency potential due to the particulars of 
policy. In brief, the state used the SOEs as a vehicle for maintaining 
urban social stability while promoting rapid economic growth. Making 
the SOEs a cushion for reform contributed to the inevitability of their 
demise (Putterman, 1992; Dong and Putterman, 2000).

SOEs were the backbone of Chinese industry into the early 1990s, and 
output could not have grown as rapidly without their sustained produc
tion. But SOEs performed at least as important a function for China's 
leaders in the social and political domain: they were the backbone of 
urban social stability, supplying what grew to be more than a hundred 
million employees with stable wages and benefits. A test of the efficiency 
potential of state ownership in a market setting could not be carried out 
under such conditions.

Until the early 1990s, state employment was by far the best deal 
available to Chinese workers, and a deal that could never have been 
maintained in a competitive labour market. Econometric estimates sug
gest that a large majority of SOE workers were not overpaid relative to 
the value of their marginal products (Parker, 1999; Dong and Putterman, 
2002). They were, however, paid more than their opportunity cost to 
the economy, implying that a market equilibrium would have seen both 
lower wages and more jobs (Zhuang, 1996).

In order to assure SOEs' abilities to maintain employment and bene
fits to workers even as state-state and state-non-state competition eroded 
SOE profits (Naughton, 1992), China's government kept SOE budgets soft 
and funnelled capital to them through a banking system still directed by 
the state. Although the government finally began to withdraw its finan
cial largesse from the SOEs after 1992, it did not withdraw quickly enough 
its demand that they maintain employment, wages, funding of pen
sions, housing subsidies, and large tax payments (Dong and Putterman,



56 China's Encounter with Market Socialism

2002). The consequent financial losses made local governments anxious 
to transfer small and medium SOEs to private owners.

Returning to Figure 4.1, the somewhat more autonomous, more profit- 
oriented SOEs of the 1980s can be conceived of as major components of 
the 'market socialism' with which China's economy rendezvoused on 
its way to a more radically reformed economy. But, in retrospect, they 
might also be visualized as one of the engines of the rocket that propelled 
China out of the orbit of both socialisms. Having spent their fuel to 
maintain urban social stability and to keep production on a course of 
steady growth, most of the SOEs were jettisoned from the social sector in 
the late 1990s as China's economy sped onward towards its destination, 
a market economy composed mainly of privately owned enterprises.

Can market socialism work: what evidence from China?

How might a market socialist system have performed in China if the 
SOEs had not been kept on 'life support' to fulfil social and political 
functions, if banks had been allowed to make loans according to finan
cial criteria only, and if the government had maintained a strict policy 
of barring the existence of large-scale firms having mainly private own
ership? China’s experience seems to provide evidence of the potential 
adequacy, if not optimality, of local public ownership in a market envi
ronment. I have argued elsewhere that large numbers of township and 
village cadres responded to the disequilibrium opportunities existing in 
China at the end of the 1970s in genuinely entrepreneurial fashion (Put- 
terman, 1997; see also Wälder, 1994). Many studies found SOEs to be 
increasing their technical efficiency under the influence of profit reten
tion incentives, increased managerial autonomy, and manager contract 
systems (Rawski, 1994; Groves et al., 1994, 1995; Jefferson and Singh,
1999).

Were these only marginal improvements, possible only for as long as 
China was taking its first steps away from the still less efficient system 
of public ownership without markets? Not necessarily. China's experi
ence offers support for the argument that the competitiveness of the 
environment is as important as who owns the firm. One cannot rule 
out that efficiency would have increased further had China proceeded 
to harden budget constraints and make banking, too, a market driven 
sector, while inviting into its markets only the smallest, fully private 
firms and requiring large firms to operate under forms of collective or 
local public ownership. Property rights could have been further 'clar
ified', as the phrase went, without assigning them to individuals. For
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example, township enterprises could have become genuinely collective 
by increasing the effectiveness of local democratic control over township 
governments and requiring those governments to compensate residents 
for their contributions to collective capital accumulation if they moved 
to a city. SOEs could have transitioned to a shareholding system in which 
various public entities, including municipal and provincial governments 
and publicly owned banks and insurance companies, owned clear num
bers of shares, and had proportionate control in electing board members. 
Under ideal conditions, these owners might have demanded a focus on 
value maximization from the board members whom they elected.2

The ideological and cultural environment was probably wrong in a 
China still emerging from pre-reform excesses, under a government with 
no history of democracy, and at an historical juncture at which the desire 
to overcome poverty and catch up with more advanced economies took 
precedence over everything else (except perhaps the Party's continued 
rule, not a conflicting goal in the short to medium run in any case). In 
the final analysis, to be sure, there may well be limits to the strengthen
ing of entrepreneurial and managerial incentives when collectivities of 
citizens are the ultimate principals in the agency relationships central to 
a modern financial system.3 But future citizens of more prosperous soci
eties who, for whatever reason, might wish to limit private ownership 
of productive resources while preserving the beneficial qualities of mar
ket competition, need see nothing in China's experience to demonstrate 
that such a system cannot work tolerably well.

Why has China's economy grown so rapidly?

If a successful experiment with market socialism is not the main explana
tion for China's rapid growth since 1979, what is? For some economists, 
the explanation for China's rapid growth lies in liberalization and 
opening-up quite generally, including the creation of a space for private 
enterprises. But surely liberalization by itself is not enough to explain 
China's success? Most of the countries of sub-Saharan Africa, Latin Amer
ica, and the Middle East never had centrally planned economies, and 
most have been reducing state ownership of industry, government mar
keting monopolies, tariffs, and overvalued exchange rates since the 
mid-1980s. Yet, almost none can match China's record of economic 
growth in the past 25 years.

I suggest that liberalization is one of four main engines that have 
boosted China's economy onto its high growth path. The other three,
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all of roughly equal importance, are:

(a) the proximity and the blood and cultural ties of many of the other 
high growth economies of the world;

(b) the strong societal capabilities inherited from centuries of civiliza
tion, an inheritance partly shared with those neighbours;

(c) favourable adjustments made to China's pre-1949 'initial conditions' 
during the 30 years before market-oriented reform.

Most readers will be familiar with factor (a); I wish to concentrate my 
discussion on factors (c) and (b), which are less commonly considered.

A key finding of the economic growth literature of the past 15 years 
has been that poorer countries grow faster than richer ones, as predicted 
by economic theory, only after controlling for certain institutional and 
other factors. But which factors are the most important to control for? 
A good way to introduce the factors I wish to emphasize is to cite Moses 
Abromovitz's remark that 'a country's potential for rapid growth is strong 
not when it is backward without qualification, but rather when it is 
technologically backward but socially advanced' (Abramovitz, 1986).

In a series of papers, various co-authors and I have argued that an 
empirically important determinant of the societal capacity for modern 
growth is the timing of the transition from the pre-agricultural band 
to the agrarian state form of social organization, and the subsequent 
progress of development prior to the era of modern industry. The transi
tion to agriculture took place at very different points over the past 4,000 
years in different parts of the world, with Eurasian societies around the 
Mediterranean, the Near East, South Asia and China completing it ear
lier than most of sub-Saharan Africa, the Americas, and Oceania. Regions 
also differed in their subsequent histories, with parts of Northern Europe 
emerging as centres of civilization toward the end of the Medieval era, 
lands with small or decimated aboriginal populations such as the USA 
and Australia giving rise to transplanted Northern European societies 
after 1600, and areas such as Egypt, Persia and India manifesting relative 
stagnation or retrogression as modern times approached.

Burkett, Humblet and Putterman (1999); Bockstette, Chanda and 
Putterman (2002); and Chanda and Putterman (2006) estimated cross
country regression models explaining the rate of growth of per capita 
output from 1960 to 2000 as a function of initial income, invest
ment, education, population growth rate, and assorted indicators of 
pre-industrial development. These indicators -  population density in 
1500 and 1960, cultivated land per farmer, the share of agricultural land
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irrigated, an index of government above the level of the tribe covering 
the years 1 to 1500 or 1 to 1950 CE, and the estimated date of the transi
tion to agriculture from food gathering and hunting -  were all found to 
be good predictors of the late twentieth-century rate of economic growth. 
For non-European countries, the rate of growth between 1500 and 1960 -  
the era of European colonialism -  was inversely related to early develop
ment (Acemoglu, Johnson and Robinson, 2002; Chanda and Putterman, 
2006). But once European colonial domination receded in the postwar 
era, countries that had had an earlier start on technological, economic 
and social development again grew more rapidly, so that by the end of 
the second millennium, early starters (those that made the transition to 
agriculture and the state earlier) were once again in the lead in terms 
of per capita income (Hibbs and Olsson, 2004) and especially rate of 
economic growth (Chanda and Putterman, 2006).4

The application to China is straightforward. Existing research suggests 
that agriculture began in China by or before 7,000 BCE, possibly the earli
est of the independent appearances of crop production outside the Fertile 
Crescent.5 From that time to the beginning of the Common Era, China 
went through a classic progression from crop cultivation to formation of 
settled villages, to development of writing and metallurgy, and growth of 
the first small and eventually large-scale states. Over the centuries, the 
successful Yellow River civilization spread to absorb or push aside the 
numerous non-Han ethnic groups inhabiting the vast expanses to that 
river's south, also influencing the development of civilizations in Korea, 
Japan, and Southeast Asia. By the time that Europeans such as Marco 
Polo made contact with China in the thirteenth century, the country 
was arguably the most advanced in the world in terms of agricultural and 
other scientific techniques, use of currency, printing, and complexity of 
urban life; and it was among the world's leaders in knowledge of astron
omy and mathematics. China was a pioneer in establishing principles 
of public administration including a system of meritocratic recruitment 
of officials based on tests of literary knowledge. In Marco Polo's day, by 
contrast, many peoples of the Americas, sub-Saharan Africa, Australia, 
New Guinea, the Philippines, and Oceania, had no written language, no 
government above the level of the tribe, no man-made currency, no use 
of ploughs and draught animals (Diamond, 1998).

Although China did not become a European colony after 1500, it 
did experience a 'reversal of fortune' much like those of the other 
densely populated, relatively urbanized non-European societies studied 
by Acemoglu, Johnson and Robinson (2002). But like other such coun
tries, including South Korea, Malaysia, Thailand, and most recently
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India, China has experienced relatively rapid economic growth in recent 
decades.

From the 1950s until recent years, China also enjoyed relatively mod
est levels of inequality and of conflict among socioeconomic classes, 
factors that were associated with retarded growth in much of Latin Amer
ica. The hacienda and plantation systems associated with economic 
inequality in that region and in the Philippines never existed in China, 
and much of the economic inequality that existed among Chinese prior 
to 1949 was suppressed until the 1980s by the policies of China's Com
munist government. China enjoyed a modicum of social stability and 
a government interested in broad-based economic development rather 
than in protecting the position of a small property-owning class.

Other aspects of China’s experience from the 1950s to the 1980s con
tributed to rapid growth in the reform era. While it is common to see 
statements to the effect that the first 30 years of Communist rule in China 
were nothing but an economic and human disaster, such statements are 
inconsistent with the actual record. One may justify a negative view of 
the CCP, at whose doorstep lies the blame for the massive Great Leap 
famine, the persecution of those with the 'wrong' class background or 
political leanings, and the repression of intellectuals and free thought. 
And one may be critical of the heavy industry-centred industrialization 
strategy of the Mao era. Yet, during the first decades of Communist rule, 
China's rate of capital formation was raised from below 10 to over 25 per 
cent of GDP, the foundations of many industries were established, basic 
sanitation, access to health care, and primary education were expanded, 
and a century or more of net stagnation of per capita income gave way 
to modest growth. Along the way, China accrued some assets that bore 
still more fruit after the start of market-oriented reforms.

However lopsided China's industrialization strategy was, it did put in 
place capacities for producing steel, chemicals, and machinery that could 
continue to be built upon in the reform era. While China was establishing 
producer goods industries in the pre-reform decades, most other devel
oping countries were trying to foster industrialization by substituting 
home production for imported light manufactures, a strategy (known as 
import substitute industrialization) that usually left them indebted and 
dependent on capital goods from abroad. The sustaining of investment 
at levels of more than 25 per cent of GDP in virtually every year since 
the mid-1950s was originally, at least, a centrepiece of China's forced- 
draught industrialization strategy, and undoubtedly one of the lynchpins 
of China's growth.6 Advances in the basic education status of China’s 
population, however much higher education and free thought were
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neglected or suppressed, made easier the subsequent training of large 
numbers of Chinese in both applied and scientific fields. And for all the 
political instabilities of the first 30 years of Communist rule, China built 
up administrative capabilities that, in the reform era, gave it an efficacy 
matched by only a few 'developmental states'. China's anti-natalist poli
cies helped to check population growth and to raise the rate of growth 
of per capita income. And China's government was arguably the most 
successful in the Communist and ex-Communist worlds in managing a 
transition to a market economy without a major decline in incomes and 
with only modest levels of inflation.

China's fast growing rural industry is an example of a leading sector 
in the reform era that owed much of its existence to pre-reform era poli
cies. The early township and village enterprises were continuations of 
commune and brigade enterprises whose output value had already been 
growing at a rate of almost 26 per cent a year between 1970 and 1976 
(Byrd and Lin, 1990). The commune system gave commune and brigade 
leaderships in better-positioned localities the ability to direct into indus
trial investment substantial amounts of capital that would most likely 
have ended up in some combination of consumption and petty enter
prise had it been paid out to households. The very imbalance of China's 
pre-reform economy, with the disproportionate utilization of capital in 
large-scale heavy industry and the relative neglect of consumer goods, 
meant that in the 1980s there were large unfilled niches that rural indus
tries could fill, whether as independent producers, as subcontractors to 
state enterprises, or as partners of foreign firms wanting to carry out 
labour-intensive production for export (Putterman, 1997).

Conclusion

During the first decade-and-a-half of market oriented reforms, China's 
economy was simultaneously becoming more market socialist in char
acter but also more of a mixed economy, with an increasing role for 
private ownership. By the mid-1990s, China was leaving its rendezvous 
with market socialism behind as it headed onwards towards a more fully 
capitalist economy, albeit one with a heavy dose of state management 
and lingering vestiges of previous institutions. Some remnants of market 
socialism, including what remains of the state sector and considerable 
state ownership of former SOEs converted to shareholding firms, are still 
present in 2005, but change continues and its direction is clear.

What lessons about market socialism can be extracted from the Chi
nese experience? China's encounter with market socialism was severely
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compromised by the role assigned to the state sector as a social and 
political buffer for reform. Even so, forms of public ownership showed 
considerable dynamism during China's first 15 years of market-oriented 
reforms. The Chinese experience suggests that market socialism cannot 
be established as a lasting institutional framework without legal and con
stitutional constraints. How well market socialism might perform under 
the best of circumstances remains a matter of conjecture, but China's 
experience falls short of demonstrating such a system's impossibility.

A few enthusiasts of the market socialist concept have looked to 
China's impressive economic growth during the period in which it 
approximated such a system most closely for evidence of its efficacy. But 
much of China's growth since 1979 is attributable to the private side of an 
increasingly mixed economy, and other key factors explaining China's 
growth since 1979 are independent of the particular institutions of 
the post-1979 period. Importantly, China has exemplified Abramovitz's 
assertion that a lagging economy is most likely to catch up when it has 
strong social capabilities to draw upon. While investments in physical, 
human, and organizational capital in the Mao era have also played their 
parts, a large part of the reason why China has grown more rapidly than 
Congo, New Guinea, Nicaragua, or many other poor countries, can be 
found in factors that differentiated their respective societies well over a 
century before Deng Xiaoping set free his famous black cat.

Notes

* I am grateful for the comments of participants in the IEA Round Table on 
Market Socialism in China, and especially those of my discussant, Carsten 
Holz.

1. By 'managed capitalism' I mean an economic system, such as that of postwar 
Japan, in which the means of production are mostly privately owned, the pre
ponderance of economic coordination is by market forces, and government 
attempts to guide the economy using discretionary taxes, interventions in 
credit markets, and other tools.

2. Whether public owners can be effective monitors of firm performance is an 
open question. In a careful study of US corporate governance, Qiu (2003) 
found that public pension funds such as California's CALPERS seemed, in 
fact, to be more effective than any other group of shareholders in preventing 
firms whose shares they owned from engaging in value-reducing merger and 
acquisition activity. There is a small literature on public ownership in mar
ket socialism touching on governance issues, including Bardhan and Roemer 
(1993) and Wright (1996).
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3. In Putterman (1993), I argue that public owners are unlikely to match the 
efficiency of private owners as long as polities are large, because the financial 
system then consists of principal-agent relationships in which the ultimate 
principal is a citizenry whose individual members have strong incentives to 
freeride.

4. Somewhat parallel to these findings is Temple and Johnson's (1998) discovery 
that developing countries with higher indices of modernization as of the early 
1960s achieved higher rates of economic growth during 1960 to 1985.

5. Agriculture is thought to have reached Egypt, Europe, and possibly Persia and 
India, from the Fertile Crescent, while its independent origins in the New 
World were considerably later than those in China.

6. Note the large literature beginning with Alwyn Young (1995), who found 
that high rates of formation of capital, rather than high rates of technological 
change, bear most of the responsibility for high growth in east Asia.
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5
Is State Ownership Consistent with 
a Market Economy? The Chinese 
Experience*
Weiying Zhang

Introduction

What is market socialism? While different scholars might hold different 
views, a generally accepted definition is that market socialism is an eco
nomic system in which the public ('all people') own the enterprises and 
their economic decisions are coordinated by market prices. Simply speak
ing, market socialism is public ownership plus the market mechanism.1 
In practice, public ownership usually takes the form of state ownership; 
that is, the state (government) is the legal owner of all firms. Here, own
ership is defined by who can lay claim to the residue and control over 
management.

With this definition, the Chinese economic reform process can be 
taken as an unprecedented experiment of market socialism in human 
history. So far, the Chinese government has never intended to give 
up socialism and the Chinese Communist Party's official ideology has 
always insisted that state ownership is the cornerstone of socialism. 
However, the Chinese government has indeed tried to introduce a mar
ket price mechanism into its state ownership-dominated economy since 
1979. It is in this sense that scholars both in China and outside interpret 
Chinese reform as a 'market-oriented reform'. Before 1984, the official 
reform objective was to improve and perfect the public ownership-based 
planned economy by introducing some market elements at the margin. 
In 1984, 'planned commodity economy' was officially adopted as the 
objective model of reform by the 3rd plenum of the 12th Chinese Com
munity Party Committee. In the then Chinese vocabulary, 'commodity 
economy' was more or less a 'soft' version of 'market economy regulated 
by the state'. The attributive 'planned' was added partly to avoid ideo
logical controversy and partly because the government did not have full
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confidence in market mechanisms. In 1992, 13 years after the reform 
began, the 14th Chinese Communist Party Congress eventually adopted 
'socialist market economy' as the objective model for reform, and thus 
'the market economy' was legitimized.

Here, I need to point out that while I interpret the Chinese eco
nomic reform as an experiment in 'market socialism', I do not mean that 
the Chinese government has ever had any intention that the economy 
should be purely state-owned. To the contrary, even in the pre-reform 
era, non-state sectors (mainly collectively-owned enterprises and farms) 
coexisted with state sectors in China. Since reform, private businesses, 
township and village enterprises, and foreign-invested enterprises have 
developed rapidly. As a result, today's Chinese economy is more like 
a 'mixed economy' in terms of ownership structure. In industrial sec
tors, state-owned enterprises (SOEs) account for about one third, or even 
less, of output. Furthermore, even some so-called 'SOEs' have some 
non-state shareholders. However, in Chinese official statements, non
state sectors could only be a 'supplement' to the state ownership, and 
state ownership must permanently maintain its dominant position in 
the whole economy. It is in this sense that I say the Chinese reform is 
an experiment of market socialism rather than one of a 'mixed econ
omy'. I will argue later that the diminishing of the state sector is itself 
strong evidence of inconsistency between state ownership and market 
CQmpetition.

The key issue of market socialism is whether state ownership is consis
tent with market competition. Within China, economists hold different 
or even opposite views on the issue. Some economists (called the 'com
petition school') think that ownership is irrelevant as long as there is 'full 
competition' in product markets, and state ownership can be consistent 
with a market economy. And it is competition rather than ownership that 
is the indispensable component of the market economy. Thus, what the 
government needs to do with SOEs is to separate firms from government 
control (zhengqe fenkai), to give firms full autonomy, and to create a level 
playing field for competition.2 Another group of economists (called the 
'ownership school') has argued that a market economy cannot be based 
on state ownership; and only under private ownership does a market 
economy work efficiently! Therefore, privatization is inevitable in order 
for a market economic system to be successfully established.3

The astonishing performance of Chinese economic reform (in terms of 
GDP growth rate as well as other economic indexes) is also cited by some 
economists beyond China as evidence that market competition can be 
independent of the ownership structure and an economy can be very
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successful even in the absence of well-defined property rights: this view 
is particularly echoed by Stiglitz (1994), among others.

Based on Chinese reform experiences, as well as on the author's previ
ous researches, this chapter argues that state ownership is inconsistent 
with a market economy; and competitive behaviours of firms cannot be 
independent of the ownership structure. I share Putterman's argument 
that the Chinese experience has demonstrated that market socialism has 
little chance of long-run viability unless strong barriers to the growth of 
private enterprises are afforded by constitutional or policy constraints 
(Putterman, ch. 4). In particular, I show that:

1. in a state-owned economy, 'full competition' must be excessive com
petition, and competitive behaviours of SOEs can be very destructive 
with regard to social efficiency;

2. competition under state ownership can result in extremely excessive 
entry;

3. the reputation mechanism for market orders is not workable under 
state ownership; and

4. SOEs could not survive long under market competition and compe
tition will eventually lead to privatization of SOEs.

Excessive (or vicious) competition

According to the fundamental theorems of welfare economics, every 
competitive economy is Pareto-efficient, and every Pareto-efficient allo
cation could be attained through the use of market mechanisms. Effi
ciency of a market economy depends greatly upon the firm's behaviour 
with regard to the maximization of profit. In the competitive market, 
the optimal pricing rule of a profit-maximizing firm implies that the 
price equals the marginal cost, a condition for social optimum. In reality, 
because of externalities and market power, attempting to maximize profit 
does not always lead to Pareto efficiency and the market could fail. How
ever, with proper government intervention, market competition can still 
approximate to an allocative efficiency of the economy.

It is widely accepted that a planned economy is inefficient, partly 
because the central planner has insufficient information to make the 
correct decisions, and partly because enterprises are not maximizing 
profits. Market socialism does not reject the fundamental theorems of 
welfare economics. It is, rather, based on fundamental theorems (Stiglitz, 
1994). It presumes that market competition could be perfectly installed 
in a state-owned economy and, as long as SOEs are motivated by the
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maximization of profit, socialism could attain the same efficiency as a 
capitalist market economy.

While it was not explicitly stated, this has been the underlying doc
trine that has guided the Chinese economic reform process. State sector 
reform in China began with granting decision rights (including those 
over production, investment and pricing) to managers, and providing 
bonus and profit sharing incentive schemes. For a considerable while, 
the degree of managerial autonomy was a basic official measure of the 
reform process and its success. Various reform policies were subsequently 
implemented to increase managerial autonomy and market competition 
(Groves et al., 1994; Zhang, 1997). It was assumed that once SOE man
agements were able to make their own decisions and compete with each 
other in the market, the reform would be complete.

Roughly speaking, by 1995, in most sectors, SOEs were almost free to 
make their own production decisions and to compete with each other. 
They did not even need to deliver dividends to the government (the 
'owner'). In other words, they enjoyed as much freedom as their capital
ist counterparts in product markets but bore no equity costs. However, 
the consequence was surprising, very different from that which had 
been expected. Particularly in the second half of 1990s, it was frequently 
reported that many SOEs undercut each other's prices, and product prices 
were deliberately set below marginal costs. The state sector experienced 
massive losses. The Chinese media called this kind of pricing behaviour 
'vicious competition'. I refer to it as 'excessive competition'. Excessive 
(or vicious) competition had become so serious that, in the mid-1998, 
the State Economic and Trade Commission of China had to issue a reg
ulatory document forbidding SOEs to cut prices, a major reversal of the 
liberalization of pricing policy.

In the Western market economy, except in the case where dominant 
firms try to monopolize the market by driving out their competitors, 
we hardly observe such massive excessive competition in competitive 
sectors where no firm has any prospect of monopolizing the market. Why 
does excessive competition exist in the transitional Chinese economy? 
What is the particular condition under which an SOE will engage in such 
pricing behaviour?

In Zhang and Ma (1999), we set up a theoretical model to address 
these issues. Our basic argument is that distortion by virtue of ownership 
might induce managers to conduct excessively competitive practices. 
In the traditional theory, the objective of the firm is summarized by 
a profit function or some variable proportional to profit. Profit maxi
mization could be a good approximation for the objective of a classic
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capitalist firm or even a listed private firm. However, it is definitely not a 
good approximation of the objective of a SOE. Let me provide a detailed 
explanation.

Any economic decision will generate both benefit and cost. Full private 
ownership can be understood as the decision-maker's full internalization 
of the benefit and cost of economic decisions. Thus, in the context of the 
firm, we can measure ownership distortion by a ratio of the manager's 
share in the firm's sales revenue to their share of the firm's cost. Here, 
in a static model, both the revenue and the cost should be interpreted 
as the discounted present values of lifetime cash flows of a production 
decision. The manager's share of revenue is denoted by ß, and the share 
of cost by a.4 Then, ownership distortion can be measured by y = ß/a: 
γ  =  1 means no ownership distortion; when γ Φ 0, distortion occurs. The 
further y is from 1, the greater the distortion.

Let us assume that the manager maximizes his own utility (equal to 
his personal revenue minus personal cost), whatever the ownership of 
the firm. In a private owner-controlled firm, β=α = 1, y = l; that is, 
the manager is fully responsible for both revenue and cost, and there is 
no ownership distortion. Profit-maximization behaviour would not lead 
to excessive competition, whatever the structure of the market. Even 
under separation of control from ownership where β < 1, a < 1, as long 
as β = α>0,  y = 1 still holds, and there is no ownership distortion. In 
this case, the manager's objective function is still equivalent to profit- 
maximization, and excessive competition would not occur.

However, in the case where a manager's revenue share is not equal to 
their cost share -  that is, αφβ,  and thus y Φ 1 -  the manager's utility- 
maximizing behaviour is different from that of profit-maximization. In 
a static Cournot model, it is easy to show that when ownership is suffi
ciently distorted (that is, y is sufficiently large), a manager will optimally 
set the price below marginal cost, and excessive competition will occur. 
This is demonstrated in Figure 5.1, where the manager's optimal price is 
lower than marginal cost. Furthermore, the greater the number of firms 
with y > 1, and the more elastic the demand, the more likely competition 
will be excessive.5

This theoretical model fairly captures the competition behaviour of 
SOEs in the transitional Chinese economy. In pre-reform China, both the 
revenues and costs of SOEs were centrally budgeted, and production deci
sions were made and prices fixed by government departments.6 Since the 
reform, managers have acquired considerable production decision rights. 
At the same time, various incentive systems have been introduced into 
the state sector (Zhang, 1997). Although many incentive contracts are
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Figure 5.1 Ownership distortion and excessive competition

usually profit-based, both pecuniary bonuses and non-pecuniary perks 
for managers are considerably more dependent on the revenue than the 
cost. The reason is that measuring sales revenue is much easier than 
measuring costs. Typically, revenue is realized in accounting records 
immediately after sale, while production costs can be easily spread over 
a much longer period. Furthermore, given that the managerial appoint
ment of SOEs is based on short-term contracts (explicit or implicit), a 
manager has every incentive to make money quickly, achieved by manip
ulating accounting entries through putting off losses, as demonstrated 
in Figure 5.2. For instance, it is widely reported that SOE managers often 
under-report fixed asset depreciation as well as other kinds of measurable 
costs, thereby delaying the updating of technology. They even 'make' 
profit by defaulting on state bank loans. In addition, many costs are 
often unaccountable unless the manager is an owner of the firm. As a 
result, the SOE manager's share in sales revenue is typically larger than 
that in the production costs he has to bear, even if the incentive contract 
is accounting profit-based. Thus, we can naturally refer to today's SOE as 
the firm with γ  > 1. This explains why excessive competition occurs in 
most competitive industries.

We can also reinterpret excessive competition of SOEs in the context of 
Holmstrom and Milgrom's (1991) multi-task model. Within this setting, 
the manager has two tasks, revenue increase and cost control. Given 
that the cost is more difficult to observe, revenue-based incentive out
weighs cost-based incentive. The overall incentive would be distorted
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Figure 5.2 Cost manipulation behaviour

in favour of revenue maximization rather than profit maximization. 
Excessive competition will follow.

To complete my argument, I must address the issue as to why the sep
aration of ownership from management in Western private economies 
does not lead to the pervasive excessive competition as experienced in 
state ownership in China. I believe that the fundamental reason is the 
nature of ownership. There is an essential difference between the state- 
owner and the private owner. Truly, as Sklivas (1987) argued, even in a 
Western-listed company, given that shareholders do not manage the firm 
directly, the separation of ownership from management, and the com
plexities of operation decisions which that leads to, could make the firm 
deviate from the choice of profit maximization. However, private share
holders in these companies have sufficient incentive to design incentive 
schemes for and monitor their managers so as to make γ  as close to 1 
as possible, because their personal interests are strongly related to the 
firm's long-run performance. In contrast, ownership of an SOE belongs 
to 'all of the people'. That all are owners means there is no owner at 
all. The people, as the original owner of the firm, not only lack rele
vant information, but also have no effective means by which to monitor 
their managers. They cannot be motivated to provide incentives for their 
agents and do not even have self-incentives (to be the owners) because of 
the 'free ride' problem. In fact, the original owners of an SOE do not have 
'behavioural abilities'. This is particularly true when the size of the owner 
population and the size of the state sector are extensive, as is the case in 
China (Zhang, 1998a). By means of a long chain of delegation, the state 
is the legal owner of SOEs; however, politicians and bureaucrats run the 
state. Neither politicians nor bureaucrats have any legal claim on a firm's
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profits. Bureaucrats as agents suffer from the same distortion of incentive 
as SOE managers. They are also short-lived in their positions. Why should 
they behave as private owners to make γ close to 1? It is not surprising 
that bureaucrats often collude with managers in the misappropriation 
of state assets rather than the monitoring of managers. Even bureaucrats 
have the intention of designing an incentive-compatible contract for 
managers: lack of sufficient information implies that such an incentive 
is inevitably of the 'one-size-fits-all' type. Given that enterprises differ 
in many respects from each other, a 'one-size-fits-all' contract can only 
contain very limited control variables. As a result, managerial auton
omy means insider control, and managers will enjoy excessive freedom 
to manipulate accounting entries. Excessive competition is more likely 
to occur.

Another important difference between the state economy and Western 
private economies is that in the Western economy, both the capital 
market and the managerial labour market play very important roles 
in disciplining and motivating managers. However, neither of these 
two mechanisms exists in the state economy, given that all means of 
production are owned by the single state-owner. This implies that the 
state-owner has much less information and fewer means by which to dis
cipline managers. When managerial reputation is not valued in markets, 
how can managers have any incentive to build up a good reputation, as 
seen in Western economies?

To summarize, in this section, I have argued that the excessive com
petition in product markets (that is, setting prices below marginal costs) 
observed in China is a natural phenomenon of state ownership when 
SOEs are granted the autonomy to make decisions. A general implication 
is that in a state-owned economy, 'full' competition must be excessive 
competition, and 'perfect' competition is inconsistent with the Pareto 
optimum. When the competition school argues that ownership is irrele
vant as long as there is sufficient competition in product markets (Stiglitz, 
1994; Lin etal., 1998), it is implicitly assumed that competitive behaviour 
is independent of the ownership structure. However, the Chinese expe
rience has shown that competitive behaviour cannot be independent of 
the ownership structure. Without a fundamental change of ownership, 
'sufficient competition' can be very destructive.7

Given that price is set below marginal cost, how could SOEs survive in 
the long run? The answer is that SOEs are, explicitly or implicitly, sub
sidized by the government; that is, because of soft budget constraints 
(Kornai, 1986). Without government subsidy, excessive competition 
would eventually result in the collapse of SOEs. One implication is that
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as the government's budget becomes exhausted, privatization of SOEs 
will follow. I shall discuss privatization later in this chapter.

Excessive entry

The efficiency of markets depends not only the behaviour of existing 
firms but also on the entry of new firms and exit of inefficient firms. 
The process of entry and exit determines the dynamics of market struc
ture and efficiency. In particular, as envisioned by Schumpeter (1934), 
economic development involves a process of 'creative destruction', in 
which competition in the innovation of technology performs the role of 
a filter -  selecting the winners and driving out the losers.

However, there has been no general theory to show that the market 
equilibrium number of firms in a private economy will necessarily be 
socially efficient. To the contrary, some theoretical models have shown 
that market equilibrium tends to generate excessive entry; that is, too 
many firms in terms of the social optimum (Mankiw and Whinston, 
1986; Suzumura and Kiyono, 1987). In particular, it is often argued there 
should be restricted entry into industries with economies of scale because 
free entry could lead to the undesirable duplication of fixed costs (Vickers 
and Yarrow, 1988).

For many proponents of socialism, excessive entry and duplication are 
evils of private ownership. They claim that excessive entry and duplica
tion could be eliminated under state ownership, since there is no conflict 
of interests between different firms and all firms have a common goal. 
Even when excessive entry and duplication do occur for any reason, 
the government can successfully solve the issues through administrative 
interventions (such as close-downs, mergers and acquisitions).

Ironically, Chinese experience has demonstrated the opposite. Not 
only has state ownership failed to eliminate excessive entry and duplica
tion, it has led to further excessive entry and duplication when compared 
with Western economies. Even under the pre-reform regime, when 
the government made all decisions regarding entry and exit, excessive 
entry and duplication comprised the most serious and lasting headache 
for the government. Several cyclical administrative restructurings were 
launched to deal with the problem. Since the beginning of reform, many 
entry restrictions have been gradually abolished and both local gov
ernments and state enterprises have acquired considerable investment 
decision rights. Progressively more industries are also open to private 
investors and foreign investment. As a result, excessive entry and dupli
cation have worsened. What we observe today is that, except for few state
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monopolized sectors (such as petrol, railroad, airlines and banks), most 
Chinese industries contain too many small-sized 'atomic' firms, with no 
dominant players. In terms of the number of firms, the Chinese economy 
might be the most 'competitive' economy. Compared with Western and 
even many developing economies, most Chinese industries are much less 
concentrated. For example, in 15 manufacturing sectors, only the petrol 
refining sector has a 4-firm concentration ratio of above 40 per cent, 
three sectors between 20-30 per cent, and the remaining 11 sectors are 
all below 20 per cent (5 sectors below 8 per cent) (Yin, 1996).

Along with excessive entry and duplication, we also find that it is more 
difficult for efficient mergers and acquisitions to take place. Failing state- 
owned firms are extremely resistant to being taken over or closed down. 
Even insolvent firms have no need to exit. As Zhang Ruiming, CEO of 
Haier Group, vividly described, as long as it has one breath remaining, a 
state firm would not be willing to be swallowed.

Why is entry more excessive and duplication more serious under state 
ownership? Why is it more difficult to achieve mergers and acquisi
tions in state sectors? A conventional Chinese argument is that excessive 
entry and duplication originate from 'regional, departmental and firms' 
self-interests'. For example, under the Chinese tax-sharing system, local 
governments blindly make investments and build new factories only for 
the purpose of increasing their local tax revenues and employment, in 
ignorance of social efficiency: managers are resistant to being taken over 
because they worry about the loss of their positions and power. However, 
this type of argument merely illustrates the existence of the problem, 
rather than providing an answer. After all, one cannot say that interests 
under state ownership are more dispersed than those under private own
ership. In a private economy, every enterprise is an independent entity 
with its own objective, and it makes investment decisions to maximize 
its own profit. However, we have not observed excessive entry to be so 
pervasive as in China. Rather, merger and acquisition, either friendly or 
hostile, frequently happen.

In Zhang (1998b), I explained that the pervasive phenomenon of 
excessive entry and duplication in a state economy is rooted in the 
nature of the state ownership of the firm. As widely recognized by schol
ars of the theory of the firm, the firm generates two types of return: 
cash flow (called 'profit' for simplicity) and control benefits (Aghion 
and Bolton, 1992; Hart, 1995). The difference between cash flow and 
control benefits is that cash flow can be distributed in terms of a formal 
ownership structure and it is transferable: control benefits are attached, 
non-transferable, and can be enjoyed only by managers or controlling



shareholders. Here, control benefits can be understood as all private 
returns related to the managerial position that managers privately value, 
including perks, nepotism, power, social prestige, and so on. The con
dition of entry equilibrium depends upon how cash flow is matched (or 
mismatched) with control benefits.

In an owner-managed economy, managers appropriate both profit and 
control benefits. The market equilibrium number of firms when there is 
free entry is given by the condition that the marginal firm's total value 
(the sum of cash flow and control benefits) is equal to zero.8 In an econ
omy where there is separation of ownership and control, cash flow and 
control benefits are vested in different people, and the condition of equi
librium is more complicated, depending on incentive schemes and the 
allocation of authority.

In a state-owned economy, cash flow belongs to 'all people' (or the 
state), and managers can only enjoy control benefits.9 Even when 
managers share some of the cash flow (either explicitly or implicitly), 
their share of cash flow is still attached to their position and is non- 
transferable. Therefore, we can still refer to this situation as relating 
to control benefits. In the pre-reform regime, bureaucrats made the 
investment decisions. In the Chinese transitional economy, as SOE man
agers have obtained more autonomy, SOE investment decisions are made 
jointly by managers and bureaucrats. However, in both situations, within 
certain limits, decision-makers are driven by private benefits. Therefore, 
we can reasonably assume that entry equilibrium is determined by the 
condition that further entry brings about the zero control benefits, rather 
than zero total value or zero profit.

In Figure 5.3, I show how cash flow, control benefits and total value 
change with the number of firms in an industry. When the number of 
firms is very low, a small number of oligopolists have substantial market 
power, and both the cash flow and the control benefits are considerable. 
As the number of firms increases, markets become more competitive, 
and both cash flow and control benefits fall. Control benefits fall for two 
reasons: first, a lower level of cash flow means there are fewer available 
perks; second, the existence of a greater number of managers means that 
being employed as a manager carries less prestige. We can further assume 
that cash flow falls faster than control benefits. After all, even when 
the firm makes a loss, the manager can still appropriate some control 
benefits. Thus, the cash flow and the total value diminish to zero earlier 
than the level of control benefits. The equilibrium number of firms in 
a private economy (denoted by N*) is lower that in a state economy 
(denoted by Ν ').10

76 Is State Ownership Consistent with a Market Economy?
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Thus, I have shown that the state-owned economy suffers far more 
from excessive entry and duplication. Casual observations strongly sup
port this argument. For example, assume that the social optimal number 
of car manufacturers is 5. However, the government officials in charge 
might choose to build 50 car factories, instead of 5, because they now can 
appoint 50 general managers and can therefore bestow greater favours on 
their relatives and friends. While the whole industry, which is attempting 
to support 50 car manufacturers, makes a loss, no one cares.

The same logic can also explain why mergers and acquisitions in the 
state sector are more difficult to achieve. In a private economy, the man
ager of the target firm may lose their control benefits after the merger. 
However, if the merger is efficient in terms of maximization of total 
value, as an owner, the manager can be compensated by increases in cash 
flow. The merger can be a Pareto-improvement for all parties concerned. 
In contrast, in a state-owned economy, the loss of control benefits by 
the manager of the target firm cannot be compensated for in any legal 
manner through increases in cash flow. Thus, the target manager has 
every incentive to resist the merger in order to protect control benefits, 
unless the government offers that manager another equivalent position.

I now turn to discuss the private economy, with separation of control 
from ownership. Truly, this separation can lead to various managerial 
discretionary behaviour. However, for the following reasons, that discre
tion might not be very serious in cases of entry and acquisition when
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compared with state ownership. First, even when the shareholders are 
not the managers, it is the shareholders or the board of directors, rather 
than managers, that, in the main, make entry and merger decisions. This 
allocation of authority actually implies that the state of equilibrium is 
more likely to be 'break-even'. That is, when compared with an owner- 
managed economy, there might be too few entries and too many mergers. 
Second, in most listed private firms, CEOs hold some shares and, in some 
cases, are even the largest shareholders. Thus, even though the merger 
wipes out their control benefits, they can still be partly compensated by 
cash flow increases. Third, in the interest of their own cash flow, the 
shareholders of the target firm have incentives to buy out the manager 
through cash compensation (such as a golden parachute) to mitigate 
the manager's resistance. In contrast, the 'owners' (people) of the state 
firms have neither a legal right nor an incentive to buy out the man
ager who will lose control. Fourth, in a market economy with private 
ownership, many mergers and takeovers can be conducted by directly 
offering to shareholders in stock exchanges. This type of mechanism is 
not available in the state-owned economy.

My argument is also supported by certain empirical studies. For exam
ple, using panel data from a Chinese high-tech park, Li, Zhang and Zhou 
(2005) show that, while efficiency has become an important factor for 
the survival of all high-tech firms, ceteris paribus, state-owned firms are 
less likely to exit than non-state firms. In particular, the financial distress 
has a lesser negative effect on the survival of state-owned firms than non
state firms, and the least effect on that of central government controlled 
firms.

Lack of a mechanism of reputation

Markets are coordinating devices of transactions and economic activi
ties. In almost all cases, transactions are nothing more than exchanges 
of promises and economic activities are nothing more than performing 
promises. Markets cannot work effectively and efficiently without suf
ficient mutual trust between the transacting parties. For example, if a 
buyer does not trust a seller regarding the promised quality of a par
ticular product, he would be reluctant to pay for it; if investors do not 
believe what an investment bank has said about a company in need of 
capital, it is unlikely that they would buy that company's stocks; and if a 
bank has no confidence in the borrower to repay, it would be foolish to 
make a loan. In all these cases, without trust, potential Pareto efficien
cies could not be realized. In general, without trust, division of labour
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and specialization would not occur, and cooperation through markets 
becomes impossible.

Trust is important but it is also difficult to build. The main reason 
for this difficulty is asymmetry of information between the transacting 
parties, and the informed party's behaviour with regard to moral haz
ard. As Akerlof (1970) demonstrated, information asymmetry can lead 
to market failure. Nevertheless, one should not rush to conclude that 
the asymmetry of information would necessarily result in a market col
lapse. The assumption of perfect information is the flaw of neo-classic 
economics of markets, but definitely not the flaw of the market mecha
nism itself. We must realize that markets are not only an invisible hand, 
but are also an 'invisible eye' that observes and polices agents' behaviour 
(Shearmur and Klein, 1997). That is the mechanism of reputation. While 
the government-supported legal system might be necessary for agents to 
keep their promises in certain cases, everyday experience and numer
ous scholarly studies suggest that official contract enforcement is often 
costly and impractical. It is the market-based reputation that maintains 
the integrity of activities in most cases. Anyone who intends to survive in 
competitive markets for any length of time must build a good reputation 
for trustworthiness otherwise markets would drive them out. In a market 
economy, reputations and brand names are the most valuable assets and 
competitive advantage for a firm. As Adam Smith said a long time ago, 
honesty is the best business policy. Markets have created numerous inter
mediaries (such as firms, investment banks, credit-rating institutions and 
so on) that make possible cooperation that would otherwise be impos
sible, even cooperation between strangers. In human history, there has 
been no other institution where reputation is so valuable and plays such 
an important role as that in market economies. In contrast to the conven
tional argument, that markets may not work when there is asymmetric 
information, I would like to argue that asymmetry of information might 
simply be another -  or, probably, the main justification -  for a need for 
market mechanisms. Without information asymmetry, a planned econ
omy might be just as efficient as a market economy! With information 
asymmetry, markets could work much better! It is extremely unfortu
nate that neither neo-classic economists nor market socialism has put 
sufficient emphasis on the reputation mechanism of a market economy.

In terms of firms' autonomy and price liberalization, one may claim 
that the Chinese economy has been greatly affected by the market mech
anisms. However, Chinese markets are very disorderly. Cheating and 
faking are pervasive, contracts are often not honoured, and state-owned 
enterprises frequently default on bank loans (resulting in bad debt that
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accounts for about 25 per cent of total bank loans). Disorders exist not 
only in the products and credit markets, but also in securities mar
kets. Since the establishment of the two stock exchanges (Shanghai and 
Shenzhen) in 1992, SOEs have been dominant players in raising capital. 
Listed SOEs have taken the stock exchanges as their cash machines. They 
manipulate accounting entries, cheat private investors, and care little for 
their reputation. A great many listed firms have committed fraud. Since 
1993, about 200 listed firms from 1200 have been subject to enforcement 
action by the China Security Regulation Committee (CSRC), Shenzhen 
Stock Exchange (SZSE) and Shanghai Stock Exchange (SHSE). The ratio 
of firms committing fraud in all listed firms in China is far above the 
ratio of firms causing scandal in other countries, such as the US (Zhang 
and Ma, 2005). As a result, the 13-year-old stock exchanges are almost 
ruined by state-controlled listed companies.

Why are Chinese markets so disorderly? Why do state-owned enter
prises care so little about their reputation? One may argue that the reason 
is that market-friendly legal systems have not been well developed in 
China. While this is partly true, I deeply believe that the problems orig
inate in the nature of state ownership (Zhang, 2001). The reputation 
could come only from repeated games. For one to have incentives to 
build a good reputation, one must have a long-run expectation and 
must be willing to sacrifice short-term interests in exchange for future 
returns. Clearly defined private property rights provide owners with 
proper incentives to play a repeated game. By contrast, under state own
ership, everyone plays a one-shot game and reputation has no value. 
Making quick money is their best strategy.

In particular, as Kreps (1990) pointed out, in a market economy, the 
firm is the bearer of reputation. However, for the firm to bear reputation, 
the following three conditions must hold: 1

1. The firm must have real owners. As previously stated, reputation is 
the most important (intangible) asset in a market economy. The most 
tangible assets of a firm are actually its operating costs, not the true 
value of the firm. Ownership of the firm is actually defined by who 
has a claim to the residual reputation of the firm. The role of owners 
is to maintain and enhance the firm's reputation. This is particularly 
true when the firm employs many people and anyone's misconduct 
could damage its reputation. Without true owners, no one would take 
care of the firm's reputation, and the reputation would be lost.

2. The name of the firm must be tradable in markets. The value of reputa
tion is embedded in the firm’s name. It can be fully appropriable only
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when the owner has freedom to transfer it for economic return. How 
much incentive the owner has for maintaining and enhancing the 
firm's reputation depends greatly upon tradability. When tradability 
is legally restricted, reputation becomes less valuable. For example, 
if McDonald's were not franchisable, the firm would not be worth 
so much.

3. There must be free entry and exit in markets. In the absence of free 
entry and exit, the firms with good reputations could not drive out 
a firm with a bad reputation. As a result, an incumbent firm could 
enjoy great monopoly rents. When consumers could not punish a 
firm's dishonest behaviour, reputation is less valuable.

Thus, we can easily explain why state-owned firms do not care about 
reputation. When a firm is owned by the state, no one has a residual 
claim over its reputation. The name of the SOE usually is not tradable. 
Even when traded, it could not be correctly priced because the 'seller' 
cannot appropriate the sale revenue. The restriction of the entry of pri
vate firms and soft budget constraints also make the survival of SOEs less 
dependent on their reputation. When government bureaucrats' interests 
are not related to the firm's reputation, why should they care about it? 
Given that the bureaucrats have no proper incentive to make manage
rial appointments on the basis of merit, SOE managers feel very insecure 
about their positions, and they have no future to care about. There
fore, they have every incentive to play the one-shot game to make quick 
money. All these factors lead to a failure of reputation. Taking an analogy, 
reputation is like a tree. The manager of an SOE might have an incentive 
to grow grass, but definitely not to plant trees.

To conclude, the 'invisible hand' of the free price system and the 
'invisible eye' of the mechanism of reputation, together, make markets 
work. In a state economy, even if the price system is set free, the reputa
tion mechanism could not work well. Therefore, state ownership-based 
markets are inevitably disorderly.

Competition-driven privatization

While many scholars have claimed Chinese economic reform as the tran
sition to a market economy, unlike most Eastern European and former 
Soviet Union countries, the Chinese government never intended to give 
up socialism. For the Chinese Communist Party, state ownership is the 
cornerstone of socialism; and without state ownership, China would not 
be a socialist country any more. The goal of reform has simply been to
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improve the public ownership-based economy by introducing market 
competition, rather than to establish a private ownership-based market 
economy. Privatization has never been adopted as official reform pol
icy. The scholars who argue for privatization are often denounced as 
'capitalist liberalists'.

However, the consequences of reform went far beyond what they were 
supposed to be. Today's reality is that, while state-owned enterprises 
are still dominant in some key industries (including the oil, electric
ity, telecommunication, and financial sectors), and the government still 
insists that state ownership should play a dominant role in the whole 
economy, non-state sectors (including foreign-owned, joint-ventures, 
mixed ownership and domestic private enterprises) have already become, 
or are becoming, leading players in many industries. In 1978, nearly 
four fifths of total industrial output in China came from SOEs. By 1997, 
the SOE share had shrunk to little more than a quarter (State Statistics 
Bureau of China 1998: 99). More surprisingly, since the early 1990s, 
spontaneous and local government-initiated privatization of both state 
firms and collective firms has been accelerating through various ways, 
including public offerings, open sale, management/employee buy-out, 
leases, and joint ventures, under the official name of gaizhi (Li, Li and 
Zhang, 2000; Garnaut, Song and Yao, 2004). By the end of 1998, more 
than 80 per cent of state and collective firms at or below the county level 
had undergone gaizhi, which involved direct privatization in most cases 
(Zhao, 1999). A 2002 national survey of industrial SOEs estimated that 
86 per cent had been through gaizhi by the end of 2001 and that about 
70 per cent had been partially or fully privatized.11 Southern Jiangsu is a 
particularly interesting case. Up until the early 1990s, Southern Jiangsu 
models were widely thought of as being 'an economic model of a new 
type of public ownership' (sunan mushi) in comparison with the private 
ownership-dominated Zhejiang model. However, by the end of 2000, 
nearly 100 per cent of village-owned firms, 95 per cent of township firms, 
90 per cent of county-owned firms and 85 per cent of city-owned firms 
had already been privatized (China Stock Exchange Executive Coun
cil, 2001:5). The Zhejiang private ownership model eventually claimed 
victory over the Jiangsu public ownership model.

Interestingly, Chinese economic reform began with decentralization 
rather than the development of a private ownership system, and with 
revitalization of state firms rather than privatization of them. What are 
the driving forces behind the unintended and accelerating rise of a pri
vate ownership system in China? What has motivated local governments 
to privatize the enterprises under their control?
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In Li, Li and Zhang (2000), we developed a theoretic model to address 
these issues. In our paper, firm ownership is defined by who holds the 
residual claim.12 Privatization is the process of shifting residual claims 
from government to managers. For ease of exposition, we focus on how 
cross-regional competition in the product market triggers privatization 
of SOEs through the interaction between bureaucrats and managers in 
regional government-controlled public economies.13 We find that when 
cross-regional competition is sufficiently intense, each region has to 
cut production costs. Given that the efforts of managers are not veri
fiable, local governments might have to grant total or partial residual 
shares to the managers. In general, intense product competition stim
ulates the rise of a private property system. We then submitted our 
theory to a vigorous empirical test using China's industrial census data of 
more than 400,000 firms. The test strongly supports our postulation that 
cross-regional competition is the driving force behind China's transition 
toward capitalism.

While Li, Li and Zhang (2000) focus on how competition induces pri
vatization of existing SOEs, we believe that the same logic can be applied 
to analyse how cross-regional competition induces the establishment of 
new private enterprises. As I have pointed out, official open privatiza
tion in China has never been adopted as a central government policy. 
However, competition is far more powerful than ideology. Regardless 
of whether or not central government will draw up a blueprint for full 
privatization, both our theory and reality show that the privatization 
process will continue to accelerate with its own logic and vigour. China 
has reached a point of no return on the road to capitalism.

The Chinese experience demonstrates that the 'invisible hand' is not 
only powerful in allocating resources, but it is also powerful in creating 
institutions. Once decentralization begins, market competition could 
precipitate a self-enforcing development of a private ownership sys
tem. The newly founded and privatized firms, in turn, intensify market 
competition. This is a major lesson from China's experience.

More generally, the relevance of our theory extends beyond China 
and former socialist economies. According to a recent World Bank report, 
SOEs' output still accounts for a large share of the GDP in many countries, 
including not only transition economies, but also developing economies 
and even industrial economies (World Bank, 1995: 31 and 56). But 
across countries and time, SOEs are generally poor performers. In the 
past decade or more, privatization of state-owned enterprises has taken 
place not only in socialist and developing economies, but also in devel
oped economies. It is our conjecture that the intensifying cross-country



competition resulting from globalization has been, and will continue to 
be, one of the most fundamental driving forces behind the worldwide 
movement towards privatization and the transition to capitalism.
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Conclusion

Based on Chinese reform experience, as well as on the author's previous 
research, this chapter has shown that state ownership is inconsistent 
with a market economy; and competitive behaviour in markets cannot 
be independent of the structure of ownership of firms. In particular, I 
have shown that:

1. In a state-owned economy, competition can be excessive (or destruc
tive) in the sense that the state-owned firms are more likely to set 
prices below marginal costs as competition intensifies.

2. Competition under state ownership could result in extreme excessive 
entry; that is, too many firms in industries, compared with any private 
economies.

3. In a state ownership-dominated economy, markets are inevitably dis
orderly and building trust is more difficult because the reputation 
mechanism cannot work.

4. SOEs cannot survive long under competition, and competition even
tually leads to the privatization or collapse of SOEs.

Putterman could be right when he argues that market socialism might 
simply be a fly-by, and China will eventually move towards managed 
market capitalism (Putterman, ch. 4).

One limitation of this chapter is that I have not discussed the political 
institutions of market socialism. One can argue that state-owned firms 
might behave differently under different political regimes, and the Chi
nese experience might not be applicable in general. In particular, political 
democracy might make state ownership work better. However, I deeply 
believe that my overall arguments hold, whatever the political system 
might be. Of course, only history will tell us the truth.

Notes

* The paper on which this chapter is based was prepared for the International 
Economic Association Round Table on Market and Socialism, in the Light of
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the Experiences of China and Vietnam, Hong Kong University of Science and 
Technology, 14-15 January 2005. Substantial revisions have been undertaken 
since the presentation. The author thanks all participants and particularly 
Yijiang Wang for valuable comments.

1. For conceptual clarification of market socialism, see Kornai (2005, and 
Chapter 2).

2. While this view was either explicitly or implicitly held by most Chinese 
economists up to the late 1990s, and has been very much an official view 
that has guided the formation of reform policy during most of the period of 
reform, Justin Lin may be the best-known representative of this school, see 
Lin etal. (1998).

3. 1 have been cited as the representative of the ownership school. As early 
as 1986, I argued that it is impossible to have a separation of firms from 
governments. See Zhang (1986, 1999).

4. More generally, ß may represent the right of control the manager has 
over the firm and a may represent the responsibilities he must bear in 
the firm.

5. In this chapter, I also show that in a mixed economy, a private firm could 
survive if, and only if, its technological productivity is sufficiently higher 
than that of the state-owned firm.

6. Given that the manager had to bear the cost of effort, this led to the 
undersupply of such effort.

7. Ironically, the Chinese experience is quite often taken as empirical support 
for the competition school's arguments.

8. In the standard model, in which only cash flow is concerned, it is assumed 
that the marginal firm merely breaks even. I believe that it is more realis
tic to take control benefits into account. However, if the owner-manager is 
liquidity-constrained, the zero-profit condition might apply.

9. The case of listed private companies will be discussed later in the chapter.
10. This conclusion holds as long as the decision-maker is not a 100 per cent 

owner. It certainly holds when the manager claims a greater share in revenue 
than is borne in cost, as was assumed in last section.

11. Unpublished report of the State Economic and Trade Commission, cited from 
Garnaut, Song and Yao (2004).

12. Traditionally, ownership is defined by who can lay claim to the residual rights. 
Grossman and Hart (1986) define ownership as being rights of control over 
assets. Economists presently recognize that both residual claims and control 
rights are essential to ownership. Here, 1 omit control rights not because 
they are irrelevant but because of technical intractability. Nevertheless, it is 
my conjecture that my results apply to control rights as well. Furthermore, 
given that SOE managers have obtained considerable autonomy of decision, 
I believe that the transfer of residual rights is just the completion of privati
zation. That is, as the manager holds all the residue of the firm, he becomes 
the de facto owner of the firm.

13. Cao, Qian and Weingast (1999) argue that federalism, Chinese style, has 
induced privatization. However, one question these authors do not address, 
at least not formally, is how cross-regional competition stimulates the rise of 
a private ownership system.
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6
Market Socialism or Capitalism? 
Evidence from Chinese Financial 
Market Development*
Julan Du and Chenggang Xu

Introduction

The cornerstone of market socialism, according to Lange (1936; 1937), 
Lerner (1947), and Taylor (1929), is the public ownership of the means 
of production, and the state is regarded as the default representative of 
the 'public.' Associated with this basic feature, the market socialism lit
erature emphasizes the role of the state in governing markets in resource 
allocation. The most important coordination mechanisms that a mar
ket socialist economy relies on are the administrative mechanism (or 
'bureaucratic coordination mechanism' (Kornai, 1992)) and the market 
mechanism. In sharp contrast to the practice of capitalist economies 
in the world, the market socialism literature does not discuss the func
tions of financial markets. Market socialist thinkers (for example, Lange, 
Lerner, and Taylor) did not mention stock markets, although they all dis
cussed product and labour markets in detail. Moreover, the role of law 
and legal institutions is absent in that literature as well.

A major reason for the sharp contrast in the different roles of finan
cial markets and law in capitalist economies and in the market socialist 
economy literature is related to the ownership structures in the two 
models. Individuals in a capitalist economy not only trade products 
and labour, but also trade financial assets of means of production. 
Consistently, private ownership is the dominant ownership structure 
in a capitalist economy and financial markets are an essential part of 
a capitalist economy where ownership rights of means of production 
are traded. Associated with this, a legal mechanism is the key to pro
tecting private property rights and to governing financial markets for 
exchanging financial assets. However, in principle, the dominant prop
erty right structure is state ownership in a market socialist economy.

88
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Consequently, there is no need for financial markets as an institution 
for exchanges of productive assets. Moreover, as the state has an obli
gation to protect state properties and employs administrative power to 
enforce contracts, legal institutions designed to protect private property 
rights become redundant, or might even be in conflict with the will of 
the state bureaucracy.

Finally, the absence of stock markets in market socialism literature is 
also due to the fact that, at the time of the market socialist thinkers 
(for example, Lange, Taylor, Lerner), there was insufficient intellectual 
understanding of the function of stock markets and law as an essential 
mechanism for corporate governance. It was not generally recognized 
that there existed severe incentive problems in state-owned firms, and 
these problems were caused by the separation of ownership and control 
similar to that in publicly traded firms in capitalist economies. In fact, 
even in his later years, Lange still did not realize the importance of incen
tive problems associated with state-owned firms, although these issues 
were raised by von Hayek to challenge the market socialist idea. Many 
of the later leading proponents of market socialism did not realize the 
central importance of the incentive issue either (see a survey by Bergson, 
1967). Thus, law and finance as mechanisms of solving those problems 
were unsurprisingly absent in the market socialism literature.

The Chinese government has claimed that its goal is to reform the 
Chinese economy into a market socialist economy. Although the coexis
tence of a large state sector and the increasingly dominant market forces 
makes the Chinese economic system appear similar to the features of 
market socialism in the literature, a basic fact might distinguish China 
from the literature: China has developed equity markets over the past 
decade on a large scale. However, in view of the fact that the Chinese 
stock markets are dominated by state-owned companies and are gov
erned by an administrative mechanism, one could argue that these two 
features seem to fit well with the market socialism model.

Although China's equity market, under administrative governance, 
bears a resemblance to a market socialism model, we argue that the 
Chinese financial market development is actually inconsistent with a 
market socialist model. The dominant state ownership of listed compa
nies is only a transitory phenomenon in China's economic transition. 
Listed state-owned companies are issuing progressively more equities to 
individual investors, introducing more private shareholders into state- 
controlled companies. More importantly, a general consensus or expec
tation among scholars and practitioners has been formed that as the 
Chinese securities markets develop further, the state-owned shares will
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ultimately become tradable, which allows private investors to acquire 
state-owned shares. Eventually the state will not hold controlling blocks 
for many of the listed firms and a substantial proportion of listed firms 
will be state-owned firms no longer. This implies a changing owner
ship pattern from the dominance of state ownership to that of private 
ownership. Thus, it contradicts the basic principle of market socialism.

How well, then, does the development of the Chinese financial market 
fit with a capitalist model? Extensive evidence has been reported on how 
markets work in capitalist economies. The literature shows that financial 
development determines economic development in market economies 
(King and Levine, 1993; Rajan and Zingales, 1998). From this perspective, 
it seems that the rapid financial and economic development in China fits 
well with that pattern. However, on the other hand, the literature also 
shows that the quality of law affects development of the financial market. 
In that respect, it does not seem that China fits with the capitalist model. 
In the literature, the quality of law is measured by formal minority share
holder rights (La Porta et al, 1997; La Porta et al, 1998), by formal 
mandatory disclosure rules and their enforcement (La Porta et al., 2002), 
by the effectiveness of legal institutions (Pistor et al., 2000), and also by 
the legacy of legal development in countries being studied (Berkowitz 
et al., 2003). Failure of deterrence and regulatory failure are identified 
as means by which to understand how law and the related governance 
operate as important determinants for financial market development in 
capitalist economies (Pistor and Xu, 2003; Xu and Pistor, 2004). In con
trast to the above facts, it has been noticed that China has poor formal 
legal institutions (Ohnesorg, 2003; Allen et al., 2004; Pistor and Xu, 
2005). China had a very weak legal basis when it began to develop finan
cial markets in the early 1990s. Moreover, courts were weak, and have, in 
fact, played almost no role at all in enforcing investor rights to this day. 
Firm-specific information has been highly distorted, thereby undermin
ing the effectiveness of newly established regulatory agents. Thus, if to 
follow the capitalist law and finance model -  that is, to rely on legal 
governance -  the Chinese attempts to jump start securities markets 
would suffer greatly from the severe problems experienced with deter
rence and regulatory failure.

Explaining the Chinese financial governance approach, Pistor and 
Xu (2005) argue that China has deployed an administrative governance 
structure in their financial markets, which has mitigated deterrence and 
regulatory failure. Comparing this Chinese practice with the capitalist 
model, we argue that Chinese financial market governance does not fit 
with the 'typical' capitalist model. The anchor of the Chinese financial
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market governance institutions was the so-called 'quota system'. This 
system effectively enlisted pre-existing institutions of state and party 
governance in the selection of companies for listing on a stock exchange. 
It was based on the existing regional competition, and it created fur
ther competition among regions for access to centrally-controlled equity 
market entry. It tapped into insider knowledge about firms by state 
bureaucrats at companies and/or local governments, information that 
was not accessible by other means. Our evidence suggests that the quota 
system creates incentives for regional governments to select better firms. 
Specifically, the allocation of quotas to each region was determined by 
the earlier aggregate performance of the listed firms from the region. This 
implies that regional governments selecting better performing firms at 
initial public offerings (IPOs) in previous periods had been rewarded by 
gaining more quotas later; and vice versa. Moreover, our evidence from 
the cross-regional financial development shows that regional financial 
development (in equity markets) in China is positively correlated with 
levels of regional economic development and internationalization. That 
is, although different from the capitalist model of financial market gov
ernance, the cross-regional financial development under this Chinese 
structure is consistent with the trend of capitalist economies discovered 
in the cross-country studies (for example, Claessens et al., 2002).

Finally, we conclude this chapter by arguing that, although the ini
tial stage of jump starting stock markets in China has been successful, 
this administrative governance might not be a long-term solution for 
China's financial development. Thus, even purely from a structure of 
governance point of view, this cannot be regarded as a workable model 
of market socialism. Our evidence shows that the Chinese governance 
structure is failing to monitor companies once they are listed on the 
market, indicating that this Chinese administrative governance is not a 
stable system. Moreover, this administrative governance structure does 
not work effectively for non-state owned firms, which is a necessary con
dition in a capitalist model of financial market. Therefore, it is neither a 
stable market socialist model nor a stable capitalist system.

The rest of the chapter is organized as follows. The next section 
explains briefly the Chinese non-capitalistic financial market governance 
institution. We then go on to provide evidence as to how this institution 
works. The subsequent section demonstrates that Chinese regional finan
cial development seems consistent with the pattern discovered from 
capitalist economies. The final section concludes that, although initially 
successful, the Chinese financial market governance structure is losing 
its effectiveness. Thus, it is only a transitional phenomenon.
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Non-capitalistic governance of Chinese financial markets

Compared with a capitalistic financial market governance model, 
China's record of enforcement of public law is very weak and there is no 
record of private law enforcement. However, almost all standard mea
sures for stock market performance suggest that China is performing 
better than most other transition economies, which are all adopting a 
capitalist model. Particularly, China has outperformed all other transi
tion economies on what might be the most important aspect -  the ability 
of listed firms to raise funds. China has the most liquid of all stock mar
kets, with only Hungary coming close. Companies in Central and Eastern 
Europe have only rarely used IPOs to raise capital, except Poland with 47 
IPOs between 1994 and 2001. By contrast, in the same period, there were 
873 IPOs in China. Between 1998 and 2001 alone, China witnessed 414 
IPOs, with firms raising a total of 508.6 billion RMB (or US$ 61.6 billion) 
(Pistor and Xu, 2005). Considering the size of the various economies, 
given that Poland is the best among all other transition economies, and 
comparing Poland with the best Chinese region of a similar size, the 
Chinese region outperforms Poland. That is, the qualitative result of the 
performance comparison above will not be changed.

Non-capitalistic governance or a weak legal institution on the one 
hand, and strong performance of jump starting the stock market on the 
other hand, make China a puzzling case. We argue that China's financial 
market development was based on an administrative governance regime, 
which partially substituted formal legal institutions and prevented the 
enforcement of the worst failures. The core of it was the so-called 'quota 
system'. The quota system was officially in place from 1993-2000. De 
facto, it governed financial markets up to the end of 2002 or later.

The quota system functioned to promote decentralized information 
collection in an environment that was plagued with information prob
lems far exceeding those commonly known in developed financial 
markets. Investors, as well as regulators, face substantial obstacles to 
obtaining access to corporate information -  particularly for companies 
that launch IPOs, as little information about them is known to the 
market. In Western markets, mandatory disclosure rules seek to reduce 
information problems. Conditions for the efficacy of mandatory dis
closure rules, however, were not present in China. Under a centrally 
planned system, state-owned companies operated according to account
ing standards that contained little information relevant for evaluating 
their market value. Even when books were converted by applying inter
national accounting standards, the conversion process was subject to
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a substantial margin of error (Fang, 1995). Professional market watch
dogs willing and able to verify accounts were only beginning to emerge 
and the creation of an effective governance structure for these interme
diaries lagged even further behind. Absent effective governance, accoun
tants, auditors, and securities analysts often participated in fraud (Green, 
2003). Against this background, disclosure rules could not be credibly 
enforced and were therefore ineffective in resolving the severe informa
tion problem faced by investors and regulators. Instead, mechanisms 
were needed to induce insiders to reveal critical information that could 
be used for a meaningful selection of companies for public offerings.

Under the particular Chinese conditions, the quota system created 
an incentive structure that helped solve informational problems at the 
IPO stage. Regional competition has been essential in various reforms in 
China. That competition among regions has developed vested interests 
for regional government officials in their regions' economic perfor
mance, which became a critical factor for their own career advancement 
(Qian and Xu, 1993; Maskin, Qian and Xu, 2000). By rewarding better 
regional corporate performance with more quotas in share issuance for 
that region in subsequent periods, the quota system encouraged the local 
governments to bring the better performing firms in their regions to be 
listed on the stock market. Moreover, the quota system is believed to 
enhance efficiency because allowing regions with better corporate per
formance to issue more shares is largely equivalent to allowing regions 
with better economic performance to raise more equity finance. From 
the restoration of stock markets in the early 1990s until now, the perfor
mance of regional companies on the two major stock exchanges has been 
directly linked to the region's economic performance. Two factors con
tribute to this link. First, sources of funding sought by corporations for 
political reasons have diminished. The central credit allocations were 
curtailed and firms became less dependent on regional budgets. The 
allocation of funds has been driven more and more by considerations 
of efficiency. Second, more sources of non-state-administered corpo
rate finance came into being. Listed companies gained access to equity 
finance where private investors play an important role; firms also obtain 
bank financing from other regions.

How administrative governance structure works: evidence

Quotas have been a basic feature of state and regional economic man
agement in China prior to and during the transition period, in particular
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for allocating critical resources among regions.1 The annual quota for 
each region was established in intense bargaining between regional 
governments and relevant central agencies (that is, the Ministry for 
Energy, or the Central Bank). The primary purpose for extending the 
quota system to China's fledging stock markets was to maintain con
trol over its size and stability (Fang, 1995). In its practical application, 
however, it is related to the existing regional competition; and it created 
further regional competition for the allocation of quotas, which in turn 
fostered a selection and information collection process that facilitated 
market development during the crucial start-up period.

Each year, the People's Bank of China (PBoC) established the amount 
of shares firms were allowed to issue to the public. In 1993, the first 
year that the quota system was in full operation, 5 billion shares were 
made available at the national level. Individual regions received quotas in 
amounts of 50 million to 500 million shares (Fang, 1995). Governments 
at the provincial level negotiated the size of the quota for that region 
with the respective provincial branch of the China Securities Regula
tory Commission (CSRC). When they reached an agreement, the request, 
together with information about the companies the province wanted to 
bring to the market, was submitted to the centre. The CSRC decided 
the allocation of quotas to different provinces and ministries on the 
basis of the information it had received and within the quantity con
straint established by the PBoC. As we will further argue, this promoted 
competition among the regions and induced them to collect and reveal 
critical information about the relative quality of companies operating in 
each region.

After the regional quota had been allocated, the selected companies 
had to go through an individual approval process. At this stage, the appli
cants were vetted for compliance with the formal merit and disclosure 
requirements set forth in relevant statutes and regulations (Fang, 1995).

The quota system, de facto, served as an important administra
tive governance device, which consisted of incentives for decentralized 
collection of information. That limited serious fraud at the stage of 
IPO. Specifically, the quota system imposed a 'quantity constraint' to 
provinces. With competition among provinces, this created incentives 
for local governments to select companies that would enhance the 
province's future access to quotas. By involving regional governments as 
the owners of regional state-owned firms, the quota system also tapped 
into insiders' knowledge and thereby reduced the problem regarding 
information.

If the operation of the quota system provides incentives, we should 
observe that future allocations of quotas to a region are related to past
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performance of companies from that region. That is, quota allocations 
to regions should be positively correlated with past performance of listed 
companies from corresponding regions.

The quota allocated to each region is the total number of shares that 
region is allowed to issue. However, time series information about the 
size of the quota allocated to different regions is not publicly available. 
The proxy for the size of a region's quota that we use is the number 
of shares issued by firms from different provinces.2 We use the rate of 
increase in the number of shares issued to control for the variation in 
the size of regions. To account for the time lag between the allocation of 
shares to a province and the actual public offering, we use changes over 
a three-year period. Specifically, the rate of increase in quota for region 
i at period t is measured as \y(i, t ) -  y(i, t  -  3)]/y(i, f), where y(i, t) is the 
total shares of region i in year t, where t  ranges from 1995-2003 and i 
covers 31 Chinese provinces and provincial level municipalities.3 To link 
the quota to the regional performance of listed companies, we employ 
several measures for the performance of listed companies as independent 
variables, which encompass indicators such as total and tradable market 
capitalization, price/book-value ratio, turnover ratio, and net profits, 
respectively. We also use the rate of increase in these variables over a 
three-year period in our regression analysis.

Specifically, performance indicators for listed companies from region ; 
in period t includes the three-year growth rates of market capitalization 
of total tradable shares of listed companies, the market capitalization 
of tradable shares, the P/E ratio, the P/B ratio, the turnover ratio, the 
net profits and the earnings per share. In regressions, the performance 
indices are lagged by one year, that is, \y(i, t  - 1 )  -  y(i, t  -  4)]/y(i, t  -  4), 
where y(i, t -  1) and y(i, t -  4) are region i’s performance in year t  -  1 
and t  — 4 respectively. To save space, we report only two scatter plots to 
illustrate our regression results whereas the details of regression models 
and tables are omitted.

Figure 6.1 presents the scatter plot of the relationship between the ear
lier performance indicators and the subsequent quota allocation on the 
basis of the panel data of the two variables over the period 1995-2003. 
We can see that the earlier performance indicators, such as the growth 
in market capitalization of tradable shares and that in net profits, show 
strong positive correlations with the later quota allocation. Similar posi
tive correlations can also be observed between later quota allocation and 
earlier performance measured by other aspects of market or accounting 
performance.

To present a broader picture between performance and quota allo
cation, we constructed performance indices of listed companies from
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Figure 6.1 Stock quota v.: (a) growth in tradable market capitalization; (b) growth 
in net profits, 1995-2003

region i at period t. We group individual performance indicators into 
two broad categories. One group is based on stock market performance, 
while the other group is built on the accounting data. We thus construct 
three categories of indices in our two regression models: 1

1. Overall performance index This is constructed as the simple aver
age of the three-year growth rates in market capitalization of listed
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companies, the market capitalization of tradable shares, the P/E ratio, 
the P/B ratio, the turnover, the net profits and the earnings per share 
for each region;

2. Market performance index This is calculated as the simple average of the 
three-year growth rates in regional aggregate levels of market capital
ization of total shares of listed companies, the market capitalization 
of tradable shares, the P/E ratio, the P/B ratio, and the turnover for 
each region;

3. Accounting performance index This is the simple average of the three- 
year growth rates in regional average levels of net profits and earnings 
per share.

In regressions, the performance indices are lagged by 1 year; that is, 
(regional performance in year t -  1 minus regional performance in year 
t — 4)/regional performance in year t — 4.

From Figure 6.2, we can see that earlier overall performance and market 
performance indices exhibit fairly strong positive correlation with the 
later quota allocations based on the panel data over the period 1995- 
2003. The earlier accounting performance index also moves positively 
with the later quota allocations, though the correlation is weaker.

Although strong correlations between previous performance and later 
quota allocations suggest that performance determines quota allocation, 
statistically it does not completely rule out a reverse causality. To address 
this issue, we conduct some cross-section regressions based on the early 
stage of stock market development and quota allocation. The idea of 
this exercise is that when the stock market was initially established, it 
was much harder to imagine that initial quota allocation had any major 
impact on corporate performance.

The quota system was initiated in 1993, and only in 1994 and 1995 
did most of the Chinese provinces (29 provinces) begin to have corpo
rations listed in Shanghai or Shenzhen stock exchanges. The number of 
shares issued in these initial years reflects the initial allocation of quota 
for almost all provinces. It provides a starting point for us to analyse 
how the allocation of quotas in subsequent periods responds to regional 
variation in corporate performance. In other words, most provinces did 
not successfully put their firms onto the stock market until 1994 and 
1995. After this, they ran a horse race to compete for quota allocation 
by presenting their better performing firms.

Focusing on the early stage of stock market launch, we examine how 
the quota allocation in the period 1995-98 responds to the changes 
in the provincial corporate performance indicators. Figure 6.3 (p. 100)
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Figure 6.2 Stock quota v.: (a) overall performance index; (b) market performance 
index; (c) accounting performance index, 1995-2003

demonstrates cross-section regressions, where the dependent variable is 
the three-year growth rate in the total number of shares from 1995-98. 
The independent variables are growth rates in the performance indica
tors, such as growth rates of tradable market capitalization or of net 
profits over the period 1994-97. We see that all the individual perfor
mance indicators show a clear positive correlation with the subsequent 
growth in quota allocation.
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Figure 6.2 (Continued)

In Figure 6.4 (p. 101), we present the relationship between the three 
aggregate performance indices and the later quota allocation based on 
the period 1995-98. Clearly, there is strong positive correlation between 
the two variables based on the cross-section regression.

Cross-region performance: capitalist economies v. Chinese 
economy

Evidence from the preceding section suggests that a non-capitalist gov
ernance approach seems to be working in Chinese financial market 
development; that is, the quota system was a de facto incentive scheme 
to motivate regional governments to select better firms at IPO stages. 
That is because regions with firms that perform better in the stock mar
kets are more likely to acquire further quota allocation in the future. 
Then, it is natural that the non-capitalistic governance approach will 
affect regional financial development. An interesting consideration is in 
the direction in which the governance approach impacts the regional 
developments in China.

To address this question, we compare Chinese cross-region finan- 
cial/economic development with the pattern discovered in the capitalist 
world. Cross-country studies from capitalist economies show that there 
is a strong positive correlation between financial development and eco
nomic development (for example, Claessens, etal., 2002). Figure 6.5 plots
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-0.769484

(b)
Growth in net profits

1.9523

Figure 6.3 Stock quota v.: (a) growth in tradable market capitalization; (b) growth 
in net profits, 1995-98

regional (provincial) per capita GDP against regional market capitaliza- 
tion/GDP ratio in 2002. It suggests that, similar to cross-country results 
for capitalist economies, the Chinese regional distribution of the two 
indicators also show a strong positive correlation.

To gain further insight into the relationship between geographical dis
tribution of quota and economic development, we group all provinces



Julan Du and Chenggang Xu  101

0.37506

(a) Overall performance index
23.1053

0.613592

(b)
Market performance index

32.4502

Figure 6.4 Stock quota v.: (a) overall performance index; (b) market performance 
index; (c) accounting performance index, 1995-98

and provincial-level municipalities into three broad regions: the east 
coast region, the central region, and the western region. The general con
sensus is that the socio-economic development level is the highest in the 
east coast region and declines gradually across the central and western 
regions. In Table 6.1, we present some summary statistics for the financial 
market development in the three broad regions in 1994 and 2002. The
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Figure 6.4 (Continued)

Figure 6.5 GDP per capita v. market capitalization/GDP, 2002

indicators of financial development that we consider comprise market 
capitalization/GDP, tradable A-share market value/GDP, and aggregate 
market turnover ratio. Consistent with our expectation, the east coast 
region clearly enjoys a substantially higher level of financial develop
ment, registering a larger value of these three indicators than the central 
and western regions in the year 1994. Though the gap shrinks in 2002,
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Table 6.1 Summary statistics of the ratios of: market capitalization over GDP; 
tradable A-share market value over GDP; and aggregate market turnover ratio, 
1994 and 2002

1994
Market Cap/ GDP Ratio (%)

No. obs Mean Median Max. Min. Std dev.
East-coast region 11 0.16 0.021 1.14 0.0098 0.33
Middle region 8 0.029 0.021 0.098 0.0059 0.029
Western region 9 0.021 0.016 0.043 0.0070 0.013

Tradable A-share Market Value/GDP (%)
No. obs Mean Median Max. Min. Std dev.

East-coast region 11 0.031 0.0080 0.15 0.0017 0.047
Middle region 8 0.0066 0.0063 0.012 0.0023 0.0042
Western region 9 0.0067 0.0044 0.015 0.0021 0.0052

Aggregate Market Turnover Ratio (%)
No. obs Mean Median Max. Min. Std dev.

East-coast region 11 20156.45 8263.84 115231.80 2651.04 33116.25
Middle region 8 3414.79 2350.12 8034.55 618.03 2677.17
Western region 10 3604.70 1657.50 14839.64 848.64 4361.98

2002
Market Cap/ GDP Ratio (%)

No. obs Mean Median Max. Min. Std dev.
East-coast region 11 0.54 0.27 1.82 0.14 0.57
Middle region 8 0.23 0.23 0.36 0.13 0.065
Western region 12 0.34 0.30 0.71 0.16 0.16

Tradable A-share Market Value/GDP (%)
No. obs Mean Median Max. Min. Std dev.

East-coast region 11 0.14 0.091 0.34 0.044 0.024
Middle region 8 0.082 0.082 0.13 0.043 0.064
Western region 12 0.13 0.11 0.27 0.053 0.064

Aggregate Market Turnover Ratio (%)
No. obs Mean Median Max. Min. Std dev.

East-coast region 11 13627.51 11928.5 35178.16 3769.87 10294.74
Middle region 8 6804.95 6799.63 11333.79 2866.84 2355.79
Western region 12 4466.93 3336.35 13177.62 1930.96 3059.26

Note: The series are averages across provinces that are grouped into three regions -  the east 
coast region, the central region, and the western region. East coast region includes Beijing, 
Fujian, Guangdong, Hainan, Hebei, Jiangsu, Liaoning, Shandong, Shanghai, Tianjin, and 
Zhejiang. Provinces such as Anhui, Heilongjiang, Henan, Hubei, Hunan, Jiangxi, Jilin, and 
Shanxi are classified into the central region. The western region encompasses Chongqing, 
Gansu, Guangxi, Guizhou, Inner Mongolia, Ningxia, Qinghai, Shaanxi, Sichuan, Xizang 
(Tibet), Xinjiang, and Yunnan. (Guangxi and Inner Mongolia are centrally located, but they 
participate in western development scheme.)
Source: Authors' calculation based on data from the Shanghai WIND database for China's 
listed companies.
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the east coast region still claims the highest value of these three indicators 
of financial market development. However, there is no clear difference in 
the level of financial development between the central and the western 
regions. This is probably because the east coast region leads the nation in 
stock market development and corporatization, while both the central 
and western regions are lagging behind and are at similar levels.

Conclusion

Our analysis of the quota system as an alternative governance device 
to allow ex ante screening in an environment that is hampered by lack 
of information and effective ex post law enforcement does not account 
for how markets were governed in the post-listing stage. It is becom
ing increasingly clear that the quota system is ill suited for dealing 
with problems of continuous disclosure or market manipulation. More
over, the CSRC is not well placed to use law enforcement mechanisms 
against companies that have total backing from the regional author
ities, because even though it is a central government agency, it does 
not have formal supervision over provincial governments. In the public 
offering stage, this was less of a problem, because the CSRC could play 
regions off against each other and thus leverage on the fact that regions 
were competing with each other. However, these governance devices are 
significantly weaker in the post-listing world.

Violations by firms that have been already listed have become ram
pant in recent years. Summarizing data collected by the CSRC, Table 6.2 
indicates that more than 90 per cent of all violations by firms listed in 
the Shanghai and Shenzhen Stock Exchanges were related to violation 
of continuous -  that is, post-listing -  disclosure, of which 64 per cent 
concerned violations of ad hoc disclosure requirements.

The ineffectiveness of the governance mechanisms based on ex ante 
screening for stemming violations that occur in the post-listing stage 
is corroborated by data on the regional distribution of violations 
(Table 6.3). Interestingly, the best performing regions -  Northern China, 
Eastern China, and Southern China -  are on opposite ends of the 
spectrum, suggesting that the post-listing violations are independent 
of economic performance. The number of listed firms from Northern 
and Eastern China accounted for more than 56 per cent of all listed 
firms in the two stock exchanges, whereas their violations amounted 
to less than 31 per cent of all violations. This seems to suggest that 
better performance is associated with greater compliance, or less cheat
ing. By contrast, the data on Southern China suggest the opposite.
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Table 6.3 Regional distribution of listed companies penalized for disclosure 
violations

Regions and provinces 
within them

No. of
firms
fined

Firms
fined
(%)

No. of firms 
listed (% of 
national total)

Violation
indicator

North east
Heilongjiang, Jilin, Liaoning

31 14.22 10.51 +35.30

Northern China
Beijing, Tianjin, Inner Mongolia, 
Hebei, Shanxi, Shandong

22 10.09 17.98 -43.87

Eastern China
Shanghai, Anhui, Zheijiang, 
Fujian, Jiangsu, Jianxi

47 21.56 28.58 -24.56

Southern China
Guangdong, Guangxi, Hainan

62 28.44 15.38 +84.92

Central China
Henan, Hunan, Hubei

25 11.47 9.99 + 14.79

North west
Shaanxi, Gansu, Ningxia, 
Qinghai, Xingjiang

6 2.75 6.69 -58.86

South west
Changqing, Yunnan, Guizhou, 
Sichuan, Tibet

25 11.47 10.86 +5.86

TOTAL 218 100 100 0

Source: He Jia et al. (2002).

Only 15 per cent of listed firms are located in the Southern region of 
China, but they accounted for 28 per cent of all violations -  the worst 
region in the nation.4

Our chapter demonstrates that although the initial stage of jump- 
starting stock markets in China can be seen as a success, this administra
tive governance might not be a long-term solution for China's financial 
development. Thus, even purely from governance structure point of 
view, this cannot be regarded as a workable model of market socialism. 
Our evidence shows that the Chinese governance structure is failing to 
monitor companies once they are listed on the market: therefore, Chi
nese administrative governance will not be a stable system. Moreover, 
this administrative governance structure does not work effectively for 
non-state owned firms: therefore, it is neither a stable market socialist 
model nor a stable capitalist system.
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Notes

* We thank Katharina Pistor for insightful discussions, Zhigang Tao, Kai Yuen 
Tsui and participants at the IEA Round Table for helpful comments. Special 
thanks also to the Shanghai Wind Information Co. for allowing us to use their 
China stock market dataset. We acknowledge financial support from the ESRC 
under the World Economy and Finance Research Programme (Award RES-156- 
25-0009). Part of the research was supported by an earmarked research grant 
(CUHK4112/04H) from the Research Council of the Hong Kong Government.

1. For the purpose of this chapter, we use the term 'region' to refer to adminis
trative sub-divisions at the provincial level.

2. In reality, there is usually a time lag between quota allocation and the listing 
of a firm.

3. If we stretch the beginning year of the sample to 1994 or 1993, the calculation 
of the quota requires data on shares issued in year 1991 or 1990. However, 
very few provinces were allowed to put firms onto the stock exchanges at that 
time so that we cannot conduct meaningful statistical analysis.

4. The fact that Northern, Eastern, and Southern China are the best-performing 
economic regions is supported by other sources of data, such as the Chinese 
Statistic Yearbook (all years since the mid-1990s). The fact that Northern and 
Eastern China are among the regions that followed the law more closely (or 
are the least corrupt), and that Southern China is among regions that did not 
follow the law well (or are the most corrupt) is also supported by other sources 
of data, such as Xie and Lu (2003).
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7
China's Path-Dependent 
Transition: Culture Mediating 
between Market and Socialism
Carsten Herrmann-Pillath

Beyond socialism and the market: economic culture as a 
real type

China's recent transition performance raises many questions about 
standard assumptions of economics. Most of these are related to the 
disturbing fact that a socialist political system hosts one of the most 
dynamic economies in world history. Economists solve this puzzle by 
different solution strategies, mostly ones gyrating around the so-called 
'gradualism' controversy.1 In this chapter, I wish to present a follow
up of my 1994 study (Herrmann-Pillath, 1994) in which I attempted a 
solution to the puzzle that focused on the costs of transition in terms 
of the individual and collective learning processes that become neces
sary to adapt individual behaviour to a new institutional framework. I 
posit that social learning is the core process in transition, and that this 
is strongly influenced by cultural factors. The analytical foundation for 
understanding this mechanism is path-dependence.2

In this chapter, I will show that the concept of economic culture 
is a much more powerful analytical device with which to understand 
Chinese realities because it goes back on a real-typical approach to the 
taxonomy of economic systems.3 Economic culture helps to explain why, 
in China, certain system elements of socialism and a market economy 
can coexist and produce a viable institutional structure over a certain 
period of time that extends into the future. 'Market and socialism' is 
not a 'third way' in a sense of denoting a special kind of economic 
system independent from time and space (that is, ideal typical 'mar
ket socialism') but, rather, is a combination of particular properties of 
institutions that is contingent in space and time and viable during a cer
tain period. In this sense, China is in a state of never-ending transition,

110
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but no longer a transition economy (in a similar vein, see Kennedy, 
2003).

The task of this chapter is not only to improve our understanding of 
Chinese realities, but also to draw some theoretical conclusions from 
the Chinese experience. Thus, I put much emphasis on theory, to which 
the first part of the chapter is devoted. I sketch the analytical relation 
between path-dependence and culture. The second part of the chapter 
applies the resulting methodology to a particular aspect of Chinese tran
sition; that is, property rights in rural China, taking land ownership and 
rural industry as two empirical cases.

The concept of culture: path-dependence and the cognitive 
embeddedness of institutions

Three types of path-dependence and the gradualism /'big bang' 
controversy
Path-dependence is one of the central buzzwords in claims about the his
toricity of economic change (Arthur, 1994). Sometimes, both ideas are 
simply equated; that is, path-dependence would simply mean historic
ity, which is seriously misleading because historicity is a much broader 
concept. The term 'historicity' denotes the singularity of trajectories of 
change that might result from the singularity of events that are usually 
treated as random shocks in economic models. Yet, the concept of ran
domness is too weak as it presupposes a closed space of possible events 
and, hence, a probability distribution. The essence of historicity, in gen
eral, lies in the singularity of events in an open and evolving space of 
possible states of the world. Historicity and true uncertainty are two sides 
of the same coin (North, 2005). In the context of general economic mod
els, this includes all sets of exogenous determinants that are unique to 
the case in point. Further, on the phenomenological level singularity 
can be a property of events on a very different scale, such as structural 
properties of economic systems on the one hand and 'small' triggering 
events such as the role of single change agents on the other.

However, this kind of historicity does not imply that past states of the 
system determine its direction of change in the present. It only results in 
the need to link up general hypotheses about systems dynamics with a 
descriptive account of the time sequence of singular events. This, indeed, 
gives rise to a singular character for the entire process but does not yet 
imply that the system is non-ergodic. Path-dependence is a much more 
specific form of singularity, which relates to the non-ergodic nature of 
the systems processes.
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Path-dependence arises from the continuing causal relevance of past 
states on present states in frequency-dependent processes. Dealing with 
institutions, there are three different causal channels (this follows 
Ackermann, 2001):

Type A path-dependence
Frequency-dependent processes, in the strict meaning of the term, occur 
if there is an interaction between individual decisions and the distri
bution of different behavioural patterns in a population, such that 
critical-mass effects occur (cf. Witt, 1989). History becomes a binding 
force here because, first, the attainment of critical masses might depend 
on contingent starting events and, second, because in later states any 
change of the status quo requires the build-up of critical masses for 
alternative behavioural patterns.

Type B path-dependence

This results from the interaction among institutions that show related 
characteristics, in a similar vein to network externalities in communica
tion systems (cf. Aoki, 2001: ch. 8). That is, there are complementarities 
in institutions that restrict the scope for change of single institutions. 
Thus, historicity reflects the singularity of network configurations of 
institutions that might have arisen from singular events in the past, but 
which continue to exert systematic forces on the direction of change in 
the present.

Type C path-dependence
The third kind of path-dependence emerges from the interaction of 
types A and B path-dependence. Frequency-dependence of individual 
actions often presupposes a cognitive representation of the pertinent 
property of the population; that is, the observation of the distribution 
of frequencies. This is mediated via cognitive models of institutions and 
configurations of institutions. In that case, institutions become inter
nalized, such that institutional change is necessarily a process of social 
learning (Mantzavinos, 2001).

I summarize the brief systematics of path-dependence in Table 7.1. The 
important conclusion to draw is that to understand real-world change, 
the interaction between the different types of path-dependence and sin
gularity should be recognized as the main cause of the complexity of 
history, which also renders empirical research an onerous endeavour.

Referring to this understanding of historicity, it is relatively easy to 
explain the potential persistence of suboptimal institutions, similar to
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Table 7.1 Causality and history

Historicity ('history matters')

Path dependence
• Type A: frequency-dependence 

and critical mass effects
• Type B: Network effects and 

institutional complementarity
• Type C: Dualism of institutions 

and cognition

Singularity
in multi-level systems with open state 
spaces and novelty

Dynamics
Singular events trigger path dependent processes 
Type A-PD interact*

*PD: path dependence.

the persistence of less than optimal technologies in terms of 'lock-ins'. 
What is more difficult is to explain is why 'inefficient' institutions might 
persist, because they possibly produce a positive outcome that could 
reinforce the 'inefficient' institutions, even though they are identified as 
'inefficient' according to some benchmarks. This constellation can only 
occur if the behavioural effects of institutions are context-dependent -  
in particular, dependent on the cognitive models, so that there is no 
context-free measure of efficiency. In recent experimental economics, 
these have been labelled as 'framing' effects. Framing effects imply that 
the incentives resulting from particular institutions can no longer be 
analysed with the help of a universal rational choice model.4

In the current uses of path-dependence, this is related to the Panglos- 
sian problem that pops up if we take all pertinent categories of costs 
of institutional change into consideration and argue in terms of a total 
politico-economic equilibrium. In this case, the observer is no longer 
able to evaluate institutions according to some external vantage point.5 
That is to say, if an inefficient institution cannot be abrogated because of 
relatively high costs of change, this itself can be regarded as an efficient 
state. If the costs of change depend on contingent cognitive models, any 
external measure of costs of change would need to include an objective 
standard for measuring individual costs of learning. As these are not inde
pendent from the interactions among the members of a population, we 
reach the conclusion that measures of efficiency are themselves path- 
dependent, at least under certain circumstances (Binger and Hoffman, 
1989). In other words, once the costs of institutional change are them
selves dependent on the distribution of mental models in a population,



114 China's Path-Dependent Transition

Table 7.2 Path dependence and efficiency

External measures of efficiency
Commensurable across 
sets of external observers
Systems competition:
GDP, export performance, 
employment, etc.

Internal measures of efficiency 
Only commensurable within 
given politico-economic systems
Politico-economic measures: 
Learning costs, balance of interest 
groups, subjective welfare and 
distribution/loss aversion 
Type C path dependence:
Strong interaction between cognitive 
models and institutional change 
Gradualism feasible

Types A and B path dependence: 
Institutional change independent of 
cognitive models 
'Big bang' feasible

path-dependence might occur on the levels of both the institutions and 
the cognitive models.

As we see from Table 7.2 above, the path-dependence of measures of 
efficiency is directly relevant for the controversy over gradualism. Advo
cates of a 'big bang' implicitly refer to path-dependence of types A and B:

• First, they assume that institutional change is frequency-dependent 
and so small steps of change might never arrive at a fully-fledged 
systemic change because critical masses are not achieved.

• Second, if institutions are correlated with each other, only a systemic 
approach can achieve institutional change.

From this comes the conclusion that a 'big bang' is needed to push 
a system beyond the fetters of path-dependence. This is related to an 
ideal-typical distribution of objective costs of transition, because a ‘big 
bang' leads to a sudden change of the value of assets with a very strong 
need for reallocation, such that the economy first needs to cross a valley 
of tears with low growth rates until achieving a new regime with high 
growth rates (cf. Blanchard and Kremer, 1997).

Thus, path-dependence can only serve as a justification of gradualism 
(as well as an explanation of the success of gradualist policies) provided 
we deal with the third phenomenon; namely, the interaction between 
institutional change and social learning. In this case, the crucial question 
is whether any exogenous systemic change can immediately affect the 
internal cognitive models in such a way that the new cognitive models 
support the external institutions. A 'big bang' might fail to hit the target 
if the newly implemented institutions are undermined by behavioural
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patterns that still follow old cognitive models.6 The decisive observa
tion here is the network property of cognition, which implies that those 
effects may arise even if the single institutions are related to 'correct' 
single models. Yet these are embedded in another system of models that 
alters the expected effects of the institutions. This situation gives rise to 
high costs of learning, so that gradualism might be the more efficient 
solution because the costs of learning are lower. Thus, in the third sce
nario the network effects of cognition are decisive for the emergence of 
path-dependence. Because of this elevated importance, I wish to give 
them a new, yet very familiar name; that is, 'culture'.

The analytical approach to culture: cognitive path-dependence
In the modern applications of the concept of 'culture', culture is related 
to cognitive phenomena (DiMaggio, 1997; Strauss and Quinn, 1997). 
This is important in order to distinguish culture from institutional 
phenomena -  in particular, from informal institutions. To put it sim
ply, institutions are external to the individual, cognitive phenomena are 
internal. For example, an institution is supported by an external sanc
tioning mechanism, whereas behaviour steered by cognition is driven 
by internal factors. Both are related to each other as cognitive models 
actually shape the perception of external incentives.

The distinction between cognitive models and institutions is the pre
condition for the analysis of the third kind of path-dependence. The 
concept of culture is crucial to understanding the phenomenon of cog
nitive linkages between different cognitive models, which gives rise to 
cognitive path-dependence.

In a first approximation, culture is defined as a pattern of cognitive 
models that is stable in time. More exactly, 'culture' denotes path- 
dependence of cognition that results from type C path-dependence if 
the evolution of cognitive schemes itself manifests path-dependencies 
of all three types, with network effects among cognitive models being 
of particular importance. This implies that past states of the cognitive 
system impact on its present states. Network effects occur both on the 
individual level and the collective level, because cognitive models also 
need to be coordinated via communication between actors. Thus, culture 
is one of the main causes of the historicity of institutional change.

To this we add that culture is a concept that also relates to the pattern 
recognition by the observer of institutional change; that is, it is 'observed 
path-dependence'. Observation takes place internally and externally to 
the population that is the object of scrutiny. This is a very important ana
lytical ingredient of any advanced theory of culture, because it highlights
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the 'gestalt' feature of culture and, hence, the role of human cultural 
creativity (cf. Schlicht, 1998). Internal, participating actors observe 
path-dependence of cognitive change and construct cognitive models of 
culture, in this way self-observation becomes an independent network 
effect potentially leveraging cultural path-dependence. These internal 
observations might be related to observations made by external actors, 
who articulate their perceptions within a different network of cogni
tive models. Intercultural communication brings these two observations 
into contact with each other, which requires translations of meanings 
(Ingold, 1993).

Hence, a crucial role in  m aintaining cultural stability is played by path- 
dependent systems of meaning:

• First, configurations of cognitive models refer to common meanings 
of single constituents of the models. These common meanings are the 
essence of culture, in that cultural analysis can never proceed on the 
level of single models and related institutions.

• Second, cultural change needs to preserve certain points of contact in 
changing m eanings through time, because otherwise a loss o f m eaning  
will occur, w hich can result in a state of anomie.

• Third, cultural meaning is a primordial force in inter-subjective com
munication, in that success/failure to communicate channel the 
changes of meaning, giving cultural change a particular direction that 
links up past collective meanings with present conceptual innovation 
of individuals.

In terms of our three kinds of path-dependence, cultural path- 
dependence presupposes a mechanism of how subjective meanings 
are actually linked up with each other. This is communication, as 
opposed to direct interaction between observed behaviours. Observa
tion of behaviour is dependent on cognitive models, in that there is 
a potential frequency-dependence on two different levels; namely, the 
behaviour itself and the communication relating to that behaviour. In a 
similar vein, networks of cognitive models are reinforced if, during com
munication, meanings of the sender are fitted into existing meanings of 
the receiver.7

Thus, cultural change is a process that works through the self
application of cognitive models, both on the subjective and the inter- 
subjective levels. In this context, it is of particular importance to analyse 
cross-cultural interactions of meaning. So far, our use of culture is by no 
means identical to familiar interpretations of that idea that assign the
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concept to ethnic groups, however defined. Still, conventional bound
aries of this type are important insofar as they are, in most cases, also 
boundaries between linguistic communities. Language is the most fun
damental carrier of meaning. Very often, cultures are reinforced by 
certain conventions in cross-cultural communication that are linguis
tically mediated. This is the common use of 'culture'. For example, 
people might agree that China is called, and can call herself, a ‘Con- 
fucian culture', and this message might be even politically supported by 
appropriate cultural policies. Evidently, our concept of culture is a far cry 
from that. In our view, 'Confucianism' might be a shorthand description 
of certain complex interactions among institutions and cognitive mod
els, but it is not a cultural category in the analytical sense, unless it can be 
shown that 'Confucianism' is indeed a cognitive model that feeds back 
on the path-dependence of institutional change.

In conclusion, we arrive at a very complex picture of the path- 
dependence of institutions, one that goes far beyond the simple effects 
of frequency-dependence. Once economists acknowledge the cognitive 
determinants of institutions, culture becomes a core analytical category.

Methodological consequences
Figure 7.1 summarizes our previous analysis. Our perspective on insti
tutional change implies that there are two fundamental forces working 
together: institutional design and culture. In the gradualism debate, the 
protagonists of the 'big bang' presume that institutional design can be 
the dominant force in determining institutional change. Every political

Figure 7.1 Institutional design and culture
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act aimed at establishing a new institution can -  but need not always 
and everywhere -  meet the countervailing force of type A and B path- 
dependencies. Institutional design can overcome those forces if it is 
sufficiently comprehensive and autonomous in the sense of political 
commitment to the political goals. However, type C path-dependence 
can also be at work behind those forces. The interaction between cog
nition and institutions can also be the object of political manipulation; 
however, this is a much more complex and difficult kind of action, as it 
is related to the ideological and communicative transmission of policies.

In some cases, beyond type C path-dependence there can be the addi
tional impact of culture; that is, cognitive path-dependence. Cognitive 
path-dependence results from the interaction between type C path- 
dependence and type A and B path-dependencies on the level of the 
cognitive models themselves. This is reflected in communication over 
cognitive models in the population that are undergoing institutional 
change, which is, in turn, a cognitive process. For this process, we can 
also assume that type C path-dependencies occur, resulting in a high 
complexity of the feedbacks between cognitive and institutional change, 
which can be described as a heterarchic evolutionary system.

From this overview, we can reach several straightforward method
ological conclusions. I begin with the need to explore both institutions 
and cognitive models (in a similar vein, see Aoki, 2001). The latter is a 
challenge to economics, which mostly thinks of institutions as being 
context-free, because the rational actor is assumed as being a repre
sentative one. Understanding cognitive models requires a hermeneutic 
methodology that identifies meanings and possibly converts those into 
other systems of meanings that are shared in a scientific community.

As a second point, we need an explicit description of the paths of 
change. That is, the simple comparison between two states (such as 
'planned economy' and 'market economy') is not sufficient in order 
to understand true path-dependencies of institutional change. Method
ologically, this amounts to a reinstatement of historical methods in 
economics.

Third, both observations imply that there are certain limits to mod
elling, because the complexities of cultural meaning and of singular his
torical change require the use of 'normal language' to describe empirical 
facts. This is especially true for ambiguous states of institutional change, 
where competing cognitive models might support old and new insti
tutions. Further, language is especially important for the 'translation' 
of cultural phenomena into the conceptual framework of the scientific 
observer.
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Finally, we start out from certain assumptions about agency and causal
ity in institutional change. For this, we adopt the common distinction 
between formal and informal institutions, with the former being those 
institutions that are enforced by organized power and are contained in 
written form. Formal institutions are the realm of institutional design. 
This reaches much further than government-backed institutions. How
ever, in our context we will focus on this, since the starting point of 
Chinese transition is a state-controlled economy. Informal institutions 
are supported by social sanctions that are not governed by written rules. 
Thus, informal institutions are particularly prone to manifesting type A 
and B path-dependencies. Formal institutions can be changed by polit
ical fiat, informal institutions change as a result of social and cultural 
change, often unintentionally.

In sum, the methodology of cultural analysis in economics is a 
narrative approach, one that links up general causal hypotheses with 
particular contexts and singular sequences of events. The dominant eco
nomic methodology -  that is, modelling techniques -  continue to be 
important, however, they mostly play the role of a generator of inter
pretive schemes that do not have a direct empirical relevance. The 
main objective of cultural analysis is to deconstruct complex reality into 
networks of institutions and cognitive models, and to show how path- 
dependence constrains the direction of institutional change. Certain 
systematic phenomena might be arranged around a concept of culture. 
Let us shed some light on the Chinese case by applying this approach.

Property rights under socialism: deconstructing property as 
a cultural category in econom ics

One of the hallmarks of the Chinese transition is the slow process of 
introducing private property rights, which is strongly marked by the 
prevailing socialist ideology. From the viewpoint of the 'market and 
socialism' controversy, the co-existence of markets and some form of 
public ownership is certainly a most reliable indicator of a 'socialist' 
nature of the economic system.

To solve this apparent contradiction, following our methodological 
sketch, first, we need to distinguish clearly between formal and infor
mal property rights in the sense of a set of segmented rights and claims 
of different groups (in a similar vein, see Hu, 1998). The interaction 
between formal and informal institutions is particularly strong in the 
Chinese countryside. We will have a closer look at property rights on 
land and on rural industry. Our aim is to understand the changes in
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the Chinese system of property rights as an outcome of the interaction 
between institutional design and culture.

Land ownership, social structure, and traditional views of 
livelihood
Apart from the distinction between formal and informal rights, we also 
need to make the underlying cognitive models explicit. This is especially 
important with regard to land ownership in peasant communities. For
mally speaking, property rights over land in China are still clearly defined 
as belonging either to the state or to the collectives. This can be compared 
with the situation in traditional peasant communities, where land own
ership is regularly embedded into a thick network of social obligations 
and is part and parcel of fundamental ideas of livelihood and distribu
tional justice. Hence, we might guess that path-dependence could play 
an important role in institutional changes of the land property rights 
system.

As has been well documented by many observers, collectivization in 
1949 never produced fully-fledged disappropriation of the Chinese farm
ers (for an exemplary study of rural society under Mao, see Potter and 
Potter, 1990). In many cases, the institutional outcome of collectiviza
tion was moulded after the social structure of villages, in that the set-up 
of production groups and brigades reflected both the kinship relations 
between farmers and the history of migration into the villages (Potter and 
Potter, 1990: 131, 251ff.). 'Collective property' was therefore cognitively 
blended with traditional perceptions of family and lineage property.

The traditional concept of property in China never supported the abso
lute property rights familiar in the Western world (for a classic survey, see 
Kroker, 1996 [1959]). Individual property was conceived as a relational 
category in two senses: first, property belongs to the family, in that the 
individual owner is only a temporary caretaker who is obliged to increase 
its value for the coming generations; and, second, individual property 
was perceived as being embedded in a web of social relations in the vil
lage, which was a major obstacle to the emergence of land markets in 
China. Instead, a complex system of tradable and embedded lease-rights 
emerged, especially in south-eastern China, in which the village and the 
individual farmer were maintained as fundamental social units, but the 
legal owners were sometimes several levels apart in a chain of sub-leasing 
contracts. Market development took place under the constraint of pre
serving the local peasant community, which is centred around the rituals 
of the field deities and lineages.8 Very often, tenant farmers could claim 
factual property rights against landlords, who had to observe traditional
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norms of livelihood when taking decisions concerning the allocation of 
their land.

I posit that these traditional ideas have been an important force of 
path-dependence, and also in more recent economic changes in the 
Chinese countryside. Their revival after 1978 was strongly supported by 
the fact that collectivization had even strengthened the inward orienta
tion of village communities (Shue, 1988). An illuminating observation 
is that, until recently, the majority of farmers did not prefer a system 
of fully-fledged private ownership of land.9 The underlying motivation 
is a very old belief that households should obtain the basic endowment 
to maintain the family line. This belief implies, amongst other things, 
that in the Chinese system of inheritance there are basic rights of newly 
established families to obtain a livelihood through the division of fam
ily property (Cohen, 1992). The same principle applies in many Chinese 
villages in which the land use rights are redistributed much more fre
quently than stipulated by formal government regulations. The main 
reason is to adapt the distribution of land to demographic change. Thus, 
the collective property framework in the villages is actually a result of 
an interaction between formal and informal institutions and traditional 
notions of livelihood. There is a demand for security of claims to land 
that paradoxically works against privatization because only the collective 
rights can credibly secure rights to land for later generations, especially if 
those collective rights are implicitly related to kinship groups. However, 
in this sense the formally collective rights are, in fact, informal private 
rights of kinship groups, and the meaning of the formal institutions is 
embedded in cognitive models of traditional social relations.

However, collective ownership does not necessarily imply that there 
is a collective decision-making process over the allocation of land use 
rights. This is most evident from the recent controversies about the so- 
called 'enclosure' movement in the Chinese villages that are close to 
urban areas (21 shiji jingji daobao, 2004: 459ff.). This is a de facto pri
vatization process that exploits the fuzziness of property rights resulting 
from the fact that the formal administration of collective land lies in the 
hands of local political elites; that is, the village cadres (Cai, 2003). The 
driving force is the reallocation of agricultural land to industrial uses, or 
even service uses, which provides very strong incentives for the private 
appropriation of land rents. According to Chinese regulations, farmers 
are remunerated after applying a measure of future returns from agricul
tural uses if they pass on their land use rights to other users. These formal 
regulations underestimate the actual value of land that materializes in 
other uses. Hence, the local administration can use subleasing contracts



to appropriate the rent either for the government or even for private 
investors. In the latter case, these can be local entrepreneurs who strike 
a deal with local government, acquire the land use rights at a low price 
and extract the rents via the activities that they realize on the land. Via 
chain contracts, they could ultimately end up with the land use rights as 
almost perpetual leases. This 'privatization' is paradoxically completed 
if village land is turned into urban land: this means that it becomes 
formal state property, which can no be longer claimed by rural collec
tives. Thus, state ownership serves as a legal means by which to secure 
privately appropriated property rights. Frequently, this gives rise to dis
tributional conflicts between village communities and recent settlers of 
the socialist period, because the claims on compensation are distributed 
according to the historical patterns of settlement. This reinforces tradi
tional notions of community. The result is a path-dependent change of 
the entire institutional set-up and the related distribution of wealth.

We can summarize our historical account in terms of the structure 
depicted in Figure 7.1. Figure 7.2 shows the dynamics of institutional 
change during the Maoist era. We see that the competition of traditional 
norms and socialist notions of communities was a major countervail
ing force against formal collectivization. This was hidden behind the 
concepts that were actually applied to determine the borders of com
munities. From this, path-dependent changes of type A and B were trig
gered, which led to a diffusion of particular patterns of decentralization 
across China.

122 China's Path-Dependent Transition

Figure 7.2 Path dependence of land property rights under Mao
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Figure 7.3 Path dependence of marketization of land use rights in contemporary 
China

In a similar vein, we can interpret the current marketization pro
cess (see Figure 7.3). Here, institutional design operates through the 
maintenance of the public ownership system. This formal institution 
is implicitly transformed into a system of private land use rights, a pro
cess being propelled by the demand for land through urbanization and 
marketization. The cultural forces are rooted in traditional notions of 
livelihood and subsistence, which play together with the perceptions 
of entrepreneurial opportunity generated by the reforms. On this, the 
actions operate to create procedures for defining and trading land use 
rights, which are reflective acts with reference to the prevailing cognitive 
schemes.

Thus, the case of property rights over land clearly shows that chang
ing formal institutions are embedded into larger networks of informal 
institutions and cognitive models. These networks impose constraints 
on the potential effects of formal institutions. Both cases are possible. 
Formal institutions might be subverted, as in the case of collectiviza
tion, or they might emerge from a change of informal institutions, as 
in the case of de facto privatization. The 'socialist' nature of the land 
system in China is not simply an outcome of constitutional arrange
ments, but reflects a viable transient state in institutional change (Ho 
and Lin, 2003). Currently, social conflict emerging from the appropri
ation of collective land by special interests leads to a strengthening of 
claims to reconstitute farmers' land rights. Still, this does not necessar
ily point towards privatization (Chi Fulin, 2005: 20ff.). Path-dependent
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change is eventually mirrored in the 'ambiguity' of formal institutions 
(Ho, 2001). In the end, even in the context o f rapid marketization of the 
rural society, land ownership retains its 'socialist' nature.

Property rights in rural industry: efficient governance in an 
uncertain environment
Path-dependent change of property rights is also a conspicuous phe
nomenon in the case of TVEs. Many observers emphasize the fact that, at 
the time of writing, Chinese TVEs are undergoing a more or less explicit 
privatization, with the concomitant change of policy categories from 
TVE to small and medium enterprise (SME) and a related change in the 
regulatory framework. However, this is not the full story. The situation 
regarding TVEs shows how social learning takes place with a strong inter
action between institutional change and economic performance and 
efficiency. Again, the result is a state of institutional ambiguity that is 
only gradually resolved (for an early theoretical approach to this, see Li, 
1996; in empirical terms, see Chen, 2004).

Because of limited space, 1 can only present some stylized facts, 
which do not reflect the high diversity of institutional forms in Chinese 
rural industries. The rise and decline of TVEs is a clear case of path- 
dependent gradualism, in which changing performance triggers institu
tional change, which is embedded in existing institutions and prevalent 
cognitive patterns. Furthermore, TVEs seem to be a clear case of path- 
dependent efficiency in the sense that they can be conceived as relatively 
optimal adaptations to a political environment that is marked by legal 
uncertainty. That is, they are a second-best solution in a fictitious 
environment of a perfect rule of law; however, since one cannot rea
sonably assume that the Chinese political system transforms itself by 
bootstrapping, efficiency can only be assessed endogenously.10

In a nutshell, TVEs emerged from the collective rural industries of the 
Maoist era and could develop speedily, particularly once they received 
support from local governm ents to obtain access to credit. This privileged 
position was lost in the first credit crunch in the early 1990s, w hen a 
major com petitive advantage of collectively ow ned TVEs was gone. This 
resulted in strong pressure for restructuring. The m ost famous case is the  
so-called ‘Sunan m odel' that was silently and step-wisely dism antled after 
the crunch (Caijing, 2001).

However, this account does not fully reflect the nature of path- 
dependent change, which differs considerably across the Chinese 
regions, and even across villages, with idiosyncratic histories of change. 
One of the major factors is closely related to the case of land. Take,
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for example, the famous example of Wenzhou, where private enter
prises flourish. Larger TVEs in Wenzhou frequently were simply lineage 
property; this occurs when villages are dominated by certain families 
(Wang and Zhu, 1996). In traditional China, complex businesses were 
already organized along lineage structures (Faure, 1996). Lineages could 
set up a governance structure that clearly separated management from 
ownership and assigned the position of a shareholder to the lineage 
members.

Kinship is not the only factor that interferes in the causal relationship 
between formal institutions and performance. Generally speaking, local 
government plays a crucial role in the success of TVEs because many 
business opportunities result from the intermediation of officials; for 
example, in setting up supplier networks with SOEs. Further, given the 
low reliability of the legal system in the countryside, political support is 
an important resource for businessmen. That means that, even if a TVE 
adopts a private governance structure, it is still positioned in a network 
of obligations and favours embedded in the local community. In other 
words, the formal differentiation between collective and private property 
rights masks a fundamental continuity of embedded rights and obliga
tions in local networks that are the primordial foundation of business 
trust (Smyth, 1997).

The local community has claims on a TVE that can be expressed in 
different ways, and which, at least partly, are rooted in the collective 
ownership of land as one of the productive assets of industry (Pei, 2002). 
One claim is on employment opportunities, which segments the local 
labour market into insiders and outsiders. These claims can be further 
enforced in the shape of non-tradable shares that have actually been an 
enforced price of the workplace guarantee. Indeed, in the 1990s the com
plex networks of implicit rights were translated into a new transient form 
of governance, the so-called 'cooperative shareholding system'. This sys
tem had highly idiosyncratic features and was designed to formalize 
different claims that resulted from the migration history of villages, past 
investments and status differences between the general population and 
government. In a nutshell, it was designed to transform stakeholders 
into shareholders.

Once we look at the current situation, the interesting point is that even 
outright formal privatization processes do not change the embeddedness 
of property rights in the local community. This is evident from the way 
that management buy-outs (MBOs) are organized (Li and Rozelle, 2003). 
Very often, the negotiated price is very low, which is accompanied by the 
maintaining of residual claims to profit by the local government. This
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is a clear example of how even MBOs continue with mixed ownership 
because claims to residual income are a main component of property 
rights. Interestingly, there is both an efficiency explanation and a path- 
dependent explanation for this:

• In efficiency terms, one can argue that MBOs suffer from a serious 
problem in asymmetric information. The managers are much better 
informed about the future value of a firm than the formal owners; that 
is, the collective and the governments. Hence, they will systematically 
under-price the value of the assets. Local government is interested in 
maximizing revenue from an MBO, but has no reliable information 
about the value. A low asset price, while maintaining residual claims 
of both parties, is an incentive-compatible solution to this problem.

• Alternatively, this can also be explained with reference to networks 
of obligations. From this point of view, claims on residual income 
remain with both the entrepreneurs and the local community because 
both sides continue to invest in the creation of business opportunities. 
This is similar to the generalization of the Chinese business model as 
a 'network of enterprises' in which the entrepreneurial behaviour of 
the single enterprise is coordinated within a network that is based on 
certain social norms maintaining the traditional Chinese notion of 
guanxi. In rural China, this network includes the political actors, with 
shifting weights of importance of the different groups across the many 
realizations of the network principles.11 In this perspective, property 
rights are embedded in social relations based on reciprocal utilization 
of social and political capital.

The example of TVE property rights is a clear case of path-dependence 
in all of the three senses that we analysed in the theoretical part of this 
chapter. The diffusion of private property rights in rural industry is a 
frequency-dependent process that was heavily influenced by cognitive 
schemes and communication. As is well known, Chinese transition has 
always been accompanied by an evolving process of the formal defini
tion of institutions and boundaries of accessible institutional change. 
Politics imposed constraints on the perception of local developments 
across locations, because the public communication process was chan
nelled within ideological limits of expression. This is particularly obvious 
in the slow and accelerating diffusion of the so-called 'Wenzhou' model 
of private enterprise in the Yangzi delta region (Feng, 2001). It could 
be put into the context of local cultural narratives, in that the excep
tion remained in the scope of permissible variations in the spectrum of
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Chinese socialism. At the same tim e, the diffusion of this m odel has faced 
m any obstacles in  Jiangsu province, because Jiangsu was hailed as fol
low ing another m odel, the collective one. Even though the privatization 
of TVEs had already started in the late 1980s, this could n ot be reflected 
in official rhetoric, so the diffusion process was slowed down, as it had 
to proceed through additional institutional transitions, in  particular the  
cooperative shareholding system.

Further, there were strong network effects, especially in  terms of the  
em beddedness of formal institutions w ithin  informal institutions. Col
lective ownership showed a strong resemblance to traditional lineage 
structures and, in  certain circumstances, it is merely private owner
ship w ithout formal institutions. Traditional notions of inheritance and 
family m anagem ent interact w ith the im plem entation of formal institu
tions. Beyond kinship, a more fundam ental network effect results from  
'networks' in the narrow meaning; that is, the peculiarly Chinese way 
of social interaction epitom ized in the concept of gnanxi. The em bed
dedness of econom ic action in webs of obligation and trust is a major 
constraint on  the exertion of formal rights, in  the sense that a formal act 
of privatization does n ot sim ultaneously cut the bonds of obligations in 
guanxi. And vice versa, formal constraints on  action m ight be changed  
fundam entally via network action, resulting in a divergence between  
formal and informal property rights.12

We can summarize these observations in  Figure 7.4, w hich applies 
the framework of Figure 7.1 again. On the one hand, there is no direct 
political intervention in the sense of institutional design but, instead,

Figure 7.4 Path-dependent privatization of Chinese TVEs
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a contextual impact of the Chinese state structure on institutional 
change. This refers particularly to legal uncertainty and the decentral
ized structure of government, with a relatively strong position for local 
government. Therefore, the main driving force of institutional change 
is culture, working under the constraints of market competition and 
its requirements for efficiency. Culture builds on traditional notions of 
kinship and community, which differ across China and therefore have 
a strong local background. This interacts with the diffusion of 'mod
els' in the sense of policy frameworks during the Chinese transition, 
which eventually results in the emergence of governance schemes. These 
schemes cannot be exclusively reduced to formal institutions but are 
based on informal institutions, in particular social networks. The result is 
a path-dependent process of privatization that retains a peculiar interface 
between private business and public actors. Thus, property rights in rural 
industry defy a simple generalization. They are in constant flux, with 
strong path-dependence regarding the direction of change. Formally 
speaking, private property will be the outcome of the process, but this 
does not mean that the embedding factors at the economy/polity inter
face will lose force in Chinese rural society (drawing a similar conclusion, 
see Chen, 2004).

A m issing piece

We have given a quick analytical glance at the role of property rights 
in the Chinese rural economy, from which a complex picture emerges. 
The 'socialist' nature of the institutions is related to a network of infor
mal institutions and cognitive models that makes institutional change 
path-dependent. It is this pattern that I call the 'culture' of the Chinese 
economy in the real-typical sense.

Viewed from the outside, despite m any reservations about the long
term viability of the current am biguous system of property rights, the 
fundam ental fact that counts is that the Chinese policies have been  
trem endously successful in terms of global institutional com petition. 
Precisely the fact that institutional am biguity leaves m uch room for inter
pretation shows that both the internal and external notions of efficiency  
need to be considered in terms of a global balance of the Chinese expe
rience of gradualism. This can be grasped in more specific terms once 
we refer to the effects o f the land property rights system  on  the political 
costs of transition, including, for example, the externalities potentially  
arising from the mass migration of landless peasants under full privati
zation. Collective land use rights allowed the m obilization of grassroots
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entrepreneurship via collaboration among local cadres and emerging 
businessmen. Rural industrialization served as a valve into which unem
ployment pressures could be released. Even though many enterprises 
could not survive for long, very often they supported structural change, 
building a scaffold on which more recent developments such as the rapid 
urbanization could proceed.

Still, an important part of the cultural puzzle of China is missing in our 
account. This is the interaction between the observer and the observed, 
both internally and externally. Since 1978, Chinese politics has been 
in search of a binding description of the Chinese system, moving from 
concepts of a 'planned commodity economy' to the 'socialist market 
economy', which in turn is characterized by different formulae, as the 
recent shift towards the emphasis on sustainable development and a 
'harmonious society' have shown. Whether this also implies the return 
to some traditional notions of 'Chineseness' seems to be open, but this is 
clearly stated in the Chinese public debate by some influential thinkers.13 
For the outside observer, this question is implied by the general topic of 
this volume; namely, whether market and socialism are mutually com
patible concepts. As I have tried to argue in this chapter, the answer 
to this question is highly contingent to our theoretical framework. As 
long as we operate with abstract notions of 'market' and 'socialism', this 
seems to result in an oxymoron. If we enlarge our framework with richer 
notions of path-dependent change, institutions and cognition, we can 
redefine our problem. The blend between market elements and socialist 
elements is now conceived as a reflection of cultural forces at work. These 
are not the simple generalizations over historical concepts such as reli
gious systems, but much more complex interactions between institutions 
and cognitive models which are rooted in cognitive path-dependencies. 
In that sense, socialism becomes an element of culture, insofar as social
ist institutions blend with informal institutions and socialist ideas merge 
with traditional notions of livelihood. From this, it follows that the 
future economic system of China will be the result of further cultural 
change and cannot be directly determined by political fiat.

Notes

1. This debate was gaining intensity in the late 1990s. An instructive exchange 
of controversial views took place between Rawski (1999) and Woo (1999).

2. This earlier approach was informed by North (1990) and built on the German 
tradition of Ordnungstheorie' (theory of order). North (2005) reinforces the 
argument.
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3. In the history of economics, this is closely related to Max Weber's cate
gories unfolding in 'Economy and Society'. There was a systematic attempt at 
developing 'intermediate theoretical concepts' which were sometimes called 
'economic style', see Spiethoff (1971 [1932]).

4. The context-dependence of human decision behaviour has motivated Smith 
(2003) to introduce the term ‘ecological rationality'. A much-quoted experi
mental study on this is Henrich et ai. (2003).

5. O'Flaherty and Bhagwati (1997) have dubbed this problem the 'determinacy 
paradox'.

6. This effect has also recently been acknowledged by mainstream economists; 
see, for example, Alesina and Fuchs-Schündeln (2005) who demonstrate that 
even in Germany convergence among East and West German preferences for 
redistribution would presumably need two generations. I have discussed this 
theoretical issue in much detail already in Herrmann-Pillath (1992).

7. A fully-fledged economic theory of these interactions has been developed 
by Kuran (1995) who introduces the distinction between private, public and 
publicly revealed preferences. He assumes that people have preferences over 
degrees on conformity and process information about the opinions of oth
ers. Observation and communication cause frequency-dependent patterns of 
behaviour that actually conceal the 'true' private preferences.

8. Subsequently, I cannot pursue the important topic as to how in contemporary 
China local communities revive and maintain traditional ritual, in particular 
with reference to territory. For an illuminating survey, see Dean (2003). Tsai 
(2002) shows how the provision of public services in Chinese villages is influ
enced by the underlying social structure, in particular lineages and religious 
institutions.

9. See Kung and Liu (1997). Brandt et al. (2002) give a more detailed picture 
that questions the generalization over farmers' preferences because there is 
always a strong influence of village cadres on actual decision-making in the 
villages. Yet, they also show a strong correlation between demography and 
land reallocations, which reflects the subsistence norms of peasants. Zhang 
et al. (2004) argue that collective land ownership in Zhejiang has given rise 
to a peculiar institutional regime for markets in land use rights which, at the 
same time, lowers transaction costs and avoids the upsurge of the number of 
landless workers.

10. This is very clear from the analysis by Che and Qian (1998a, b). They argue 
that, given the lack of a rule of law protecting private business against 
state predation, TVEs are an efficient mid-way solution because local gov
ernments credibly protect their interests, therefore minimizing incentives 
to hide for revenue and ending up with a higher tax transfer to the cen
tral government and a better provision of public goods. The costs of this 
arrangement are continuing distortions of the incentives for the managers, 
which might be reflected in a relatively lower increase of incomes (see Jin and 
Qian, 1998).

11. For example, this can even include a situation where an enterprise almost 
completely absorbs the village structure (see Hu Biliang, 2004). The network 
approach to Chinese business has been particularly elaborated in Hamilton's 
work (see Hamilton, 1996) for his contributions and the related work of other 
authors.
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12. For lack of space, I cannot go into detail here. Yang (2002) is a recent survey on 
the guanxi issue that emphasizes anthropological aspects, in particular with 
relation to issues of gender and power. It is important to understand the role 
of male networks in controlling different sources of capital in rural society, 
which transcends the more simple economic approach, which stresses lack of 
trust into formal institutions and therefore expects a retreat of guanxi during 
institutional modernization (see, for example, Guthrie, 1998). Gold et al. 
(2002) give access to the most recent research issues and results in the field 
at the time of writing.

13. For example, Gan Yang (21 shiji jingji daobao 2004: 3ff.) claims that we expe
rience the transition from the national state to the 'civilizationary' state. In 
one of the leading journals, Strategy and Management, Kang (2003) character
izes the Chinese system by features such as 'immanentism' (tiarx ren he yi), 
'moderation' (zhong yong zhi dao), or a special relation between 'elitism' (jing 
ying zhu yi) and 'populism' (yi min wei ben), which features cause a peculiarly 
Chinese pattern of institutional change to emerge.
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8
Market Economy, Hierarchy and 
Single-Party Rule
Barry Naughton

The survival of an authoritarian administrative hierarchy is the most 
surprising feature of Chinese economic reforms, as well as the most 
under-analysed. Today, in China, and Vietnam as well, almost all eco
nomic transactions are carried out through the market, but the political 
hierarchy continues to claim ultimate economic authority. This is sur
prising because, although the presence of an administrative hierarchy 
was an integral feature of the old 'command' economy, it seems to have 
lost most of its economic functions today. Indeed, the hierarchy today is 
most commonly seen as a vestige of the past, whose anomalous survival 
is due solely to the Communist Party's political interests.

However, a closer look reveals that this 'vestigial' interpretation is 
not tenable. In order to survive, the authoritarian hierarchy had to 
be adapted to dramatic changes in the overall political and economic 
environment. Moreover, those observed changes in the authoritarian 
hierarchy had a significant impact on the trajectory of economic transi
tion. The basic argument of this chapter is that, in order to carry out the 
dual-track transition strategy adopted in the 1980s, it was necessary to 
strengthen incentives and authority relations within the hierarchy. This 
approach was successful in enabling a relatively smooth and rapid tran
sition to a market economy, and it left China with an ongoing legacy: a 
revitalized and strengthened administrative hierarchy. While this hierar
chy has some advantages, overall it is not well adapted to today's market 
economy. This interpretation provides insight into four broad questions. •

• Why did the authoritarian hierarchy not collapse in China as it did in 
the Soviet Union?

• How was it that, against expectations, the political hierarchy was 
reshaped and strengthened during the process of market transition?
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• In what ways did the authoritarian hierarchy shape the market 
transition process?

• What is the significance for the contemporary economy, as a revi
talized but still authoritarian political hierarchy struggles to govern a 
dynamic market economy?

In this chapter, I first put the Chinese political hierarchy in the context 
of multi-task principal-agent theory. That allows me to characterize the 
political hierarchy pre-reform, and then address the question of com
mitment to the hierarchy. The natural expectation at the beginning of 
economic reform was that the introduction of markets would produce 
new incentives that would cause members of the hierarchy to shift their 
effort towards market goods. As members gradually shifted from polit
ical goods to market goods, their commitment to the hierarchy would 
decline, and the hierarchy itself would decline in importance (Nee and 
Lian Peny, 1994). In the first section, I show that this gradual changeover 
from hierarchy to market cannot generally occur. Instead, if the hierar
chy is to avoid a precipitous collapse, incentives within the hierarchy 
must be strengthened to reinforce commitment, and keep the system in 
equilibrium.

The second section moves to the description of the Chinese experi
ence, showing that Chinese policy-makers greatly strengthened incen
tives within the hierarchy. During the first era of economic transition 
(1978-93), four separate but mutually reinforcing policies contributed to 
incentives becoming more 'high-powered' (having steeper reward func
tions). How did it happen in China that so much attention was focused 
on rebuilding, strengthening and 'incentivizing' the administrative hier
archy? In part, this is explained by the improvised adaptation of the 
hierarchy to the introduction of markets. An important additional expla
nation, however, is that economic reform coincided with the perceived 
need to rebuild the administrative and Communist Party hierarchies after 
the Cultural Revolution. Indeed, this was part of the personal political 
project of Deng Xiaoping.

The third section considers the impact of strengthened incentives 
within the hierarchy on the economic transition process itself. During 
the first phase of economic reform (1978-93), market reform was built 
upon the ability of reformers to structure a 'dual track' economic sys
tem. Since this dual track system presupposed the persistence of some 
kind of economic plan, it was self-evidently predicated on the survival 
of a hierarchy. But, in fact, the interactions between hierarchy and 
dual-track transition strategy are even closer than that. It turns out there
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is a surprising and paradoxical complementarity between strengthened 
incentives in the hierarchy and marketization of the economy. This com
plementarity helps explain the success achieved by the Chinese economy 
during the 1980s.

The fourth section describes the obsolescence of the complementary 
institutions that were so important for the early stages of transition. This 
built-in obsolescence is an example of a general managerial dilemma. If 
the Chinese government had been able, credibly, to commit to maintain
ing the existing plan targets, then they would gradually have become 
irrelevant as the economy 'grew out of the plan'. However, the gov
ernment would also have steadily surrendered its claim on potential 
enterprise revenues. If the government revised the targets, though, the 
incentive properties of the dual track system would be lost. Unable to 
resolve this dilemma, the government switched economic strategies, and 
abandoned the dual track strategy.

The final section considers how this change in transition strategy 
was made. By differentiating the treatment of different sectors, tasks 
were bundled into more specialized and more clearly partitioned jobs. 
Under these conditions, the hierarchy no longer had an intimate inter
connection with market transition. Nevertheless, the hierarchy with 
high-powered incentives survived, and it has continued to be restruc
tured and continuously remade. This restructured hierarchy does not 
appear to be well-adapted to the contemporary Chinese economy, and 
the next stages of adaptation are difficult to predict.

China as a multi-task principal-agent hierarchy

In developing economies, it is common for governments to take a large 
role in the economy, which means that hierarchical solutions take the 
place of market solutions. Arguably, this is a reasonable response to 
the pervasiveness of market failure and market underdevelopment in 
underdeveloped economies. Missing markets, information asymmetries, 
market power and complex externalities undermine the efficiency of the 
market economy. Under these circumstances, hierarchy arguably has 
fewer costs and higher benefits than would be the case in developed 
economies.

The socialist command economies were, however, extreme in their 
reliance on hierarchical solutions because the administrative hierarchy 
was intended to be all-encompassing. The planned economy theoret
ically covered all of society and the economy: nothing was excluded.
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Inevitably, then, under the old system, officials were given broad port
folios and extensive authority. If the top leaders decided something was 
of interest, they decreed that it should interest government and party 
officials at all levels. Hough (1969) characterized local party officials in 
the then-Soviet Union as 'prefects' because of their broad responsibili
ties and extensive discretionary powers. This characterization describes 
China before economic reform even more forcefully. During the Cultural 
Revolution, various hierarchies became even less functionally special
ized. Slogans of the day declared that 'the Party should lead everything', 
that decision-making should be 'united under the Party's single rule', 
and most famously that 'politics should be in command'. Under these 
conditions, individual managers were responsible for an extraordinarily 
broad range of activities and outcomes. Agents had multiple tasks.

Communist Party-run systems are also unusual because all the 
principal-agent relationships are knitted into a single hierarchical sys
tem. The Communist Party controls the nomenklatura; that is, the system 
of job assignments throughout the economy. Each job is given a specific 
rank, extending from the top political leader all the way down to an 
ordinary official in a rural township. The nomenklatura process unites the 
political, administrative and economic hierarchies into a single system. 
State-owned enterprises (SOEs) are fully incorporated into this system, 
and every SOE has an administrative rank that determines the bureau
cratic rank of the enterprise manager's job (Harasymiw, 1969; Voslensky, 
1984; Manion, 1985; Burns, 1989, 1994; Heilmann and Kirchberger,
2000). Combining the all-encompassing and unitary nature of the hier
archy, a Communist Party-run command economy can be accurately 
characterized as a multi-level hierarchy of multi-task principal-agent 
relations.

The modern theory of principal-agent relations has developed many 
important propositions, some of which can be directly applied to the 
Chinese experience. Principal-agent theory analyses the way that the 
agent can be motivated to act in the social interest, examining the trade
off between risk and reward, in the presence of imperfect information. 
Multi-task principal-agent models, such as that of Holmstrom and Mil- 
grom (1991) expand on this analysis. In the multi-task model, the agent 
must allocate time, attention, and effort between multiple tasks. The 
basic insight is that the different tasks are substitutes in the agent’s cost 
of effort function. More time and effort devoted to one task makes the 
time available for the other task more scarce, and the effort more costly. 
Thus, reward functions, in addition to motivating the agent, also direct 
the allocation of the agent's effort between his various duties. The design
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of reward functions by the principal must take into consideration the 
effect on one activity of the reward set for another activity.

Proposition 1: Before economic reform, incentives within the admin
istrative hierarchy pre-reform were generally 'low-powered'. Incen
tives in China were even lower powered than in other socialist 
command economies.

'Low-powered' incentives means that agents received little or no 
monetary reward directly linked to task completion. If we describe an 
individual's income with the equation Y = ß + a (m), where ß is a fixed 
wage and m is a success indicator, then a small or zero value of a 
indicates a shallow slope of the compensation schedule, which equals 
'low-powered' incentives.

Socialist systems are often considered, in a non-reflexive way, to 
have had 'inadequate incentives', caused by the dominance of social
ist ideology and the absence of a system for rewarding risk-takers and 
entrepreneurs. It is important to recognize that this is not the analysis 
being undertaken here. On the contrary, it is quite possible for a socialist 
system to provide high-powered incentives (steep compensation func
tions), when a narrow sphere of authority has been identified. This was 
the case, for example, in the former Soviet Union, where monetary pay
ments were made for fulfilling specific success indicators, but only in 
economic units. Large annual bonuses, or premia, were given to factory 
managers, and workers were often on piece rates. However, these com
pensation functions did not extend to other sectors in the Soviet and East 
European planned economies. Moreover, they were almost non-existent 
in China. What explains this difference?

In situations where agents within the hierarchy had responsibility for 
many different tasks, incentives were generally low-powered. This was as 
true for government officials within the Soviet hierarchy ('prefects') as it 
was for Chinese officials generally. Because of the political line that com
manded Chinese officials to be 'red and expert' and not make a fetish out 
of production, agents in China routinely had to balance many compet
ing tasks and demands on their time. They were almost never rewarded 
for achieving a specific task but, rather, for doing well everything they 
were told to do. Specific performance indicators were rarely mentioned 
and almost never explicitly rewarded. Chinese policy under Mao abol
ished cash payments for specific tasks. There were always incentives at 
work, however, because career incentives were always present. Individ
uals moved up through the hierarchy into jobs of increasingly higher
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rank, which involved higher pay, and abundant perks and discretionary 
power. Agents were employees, not contractors. They could increase their 
incomes only by performing according to the principal's instructions on 
an ongoing basis and gradually receiving promotion.

These observed outcomes are well explained by standard incentive the
ory, to which we now turn in order to proceed with the argument. In 
the principal-agent framework, each agent is assumed to have a strictly 
convex cost of effort function, C(e). The agent's effort produces a signal, 
m(e), that provides information (with stochastic error) to the principal 
about outcomes that the principal values. The principal, in turn, sets 
a compensation function (which we assume to be linear) that rewards 
the agent based on the observed level of the signal, or success indi
cator. Thus, the individual's reward function is R(e) =  a[m(e) + e], and 
the agent is assumed to maximize R(e) — C(e), so that R'(e) = C (e). The 
principal-agent framework is powerful in part because it explicitly incor
porates the agents' risk aversion and the extent to which the agent's effort 
can be accurately observed. However, the basic insight of the multi-task 
principal-agent model can be applied to China by using the illustrative 
simplifying case of certainty and perfectly observable success indicators.1 
In the multitask case, the agent will be seen to allocate effort among 
different tasks such that for all separate tasks:

Me) = C,{e) (1)

where subscripts denote partial derivatives. That is, the agent will allocate 
his effort among different tasks such that the marginal cost of effort and 
the marginal return to effort are equal across all tasks.

However, there are interactions among the tasks in the agent's cost 
of effort function. When tasks are complements (Q/ < 0), engaging in 
task / lowers the cost of incremental effort in task i. When tasks are 
substitutes (Cij > 0), engaging in task ; raises the cost of incremental 
effort in task i. The simplest form of substitutes occurs when agents 
have a limited total amount of time or attention available for differ
ent tasks, and there is therefore a trade-off among those tasks in the cost 
of effort function. From the principal's standpoint, the optimal com
pensation rule also depends on these interactions. So long as C;; Φ 0, 
the principal should set the compensation for success indicator i at 
a level that takes these interactions into account. If tasks are substi
tutes, making the compensation steeper for task i (raising ß,(e;)) has 
an additional cost because it makes the effort invested in task j more 
costly.
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Consider the limiting case in which an agent has a fixed amount of 
time or effort, e, to allocate to two different tasks. To anticipate the 
following discussion, assume that there is effort devoted to economic 
development (ej) and to diverse political tasks (£2 )- The principal has to 
decide how much to reward agents for economic development effort, 
while the agent's problem is:

MaxR1(ei) + R2( é - e 1)-C (é )  (2)

The agent's solution to is to set R\ = -R \. Now switch to the perspective 
of the principal. The principal has an overall benefit function, in which 
both economic development and political tasks play a role. If the two 
were independent in the agent's cost of effort function, the principal 
would simply reward the agent up to the point where the marginal pay
ment to the agent equalled the marginal value of economic development 
effort in the principal's benefit function. However, given the interde
pendence of the two types of effort, the principal is aware that effort on 
economic development comes at the expense of effort on political tasks. 
All else held equal, this causes the principal to lower the marginal reward 
for effort on economic development. The trade-off is particularly acute 
if the principal does not have a good success indicator to measure effort 
on political tasks. If there are no available performance indicators that 
can measure the output of political tasks, it will not be feasible to reward 
the agent for those tasks. In that case, R\ will be at or close to zero (and 
R\ as well). It will be optimal for the principal to reduce R] so that the 
agent does not entirely neglect political tasks.

This explains the observation that incentives were low-powered in 
China before economic reform. The principal -  in this case, the top polit
ical leadership of the Cultural Revolution era -  was eager to encourage a 
portfolio of political tasks that they could not directly monitor. Only over 
time could they judge whether an agent was sufficiently 'red' and suffi
ciently capable to merit promotion. Rewarding economic development 
effort would have drawn effort away from this unobservable portfolio. 
But, with low-powered incentives, agents would simply do whatever 
they were told. The overall level of effort might be below the optimum, 
but compliance with instructions would be reliable. Even relatively 
weak career incentives might be adequate to motivate an acceptable 
level of overall effort, since political careers were the only game in 
town. No outside private activities that would compete for the agent's 
attention were permitted, and low and uniform consumption standards 
made it easy to monitor agents' compliance with instructions from
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the principals. The system was in an internally consistent low-powered 
incentive equilibrium.

Proposition 2: The legitimation of 'external' private activity disrupted 
the incentive system that prevailed in the pre-reform hierarchy.

I define as 'external' any activity that an individual undertakes on his 
own without instructions from the hierarchy. It includes starting an 
independent business, assisting others going into business, or diverting 
public resources -  including one's own on-the-job time and effort -  into 
an enterprise that benefits oneself. Needless to say, the personal benefit 
can be enjoyed indirectly through benefiting friends and family, or by 
receiving informal payments in gratitude for assistance provided in the 
past. The appearance of a new 'external', private activity draws effort 
away from the existing activities. Agents will reduce their input of effort 
into those existing activities, and this could threaten the survival of the 
hierarchy.

We examine this issue further by returning to the agent's maximization 
problem, which is now:

Max Rl(ei) + R2{e -  ex -  ep) + P(ep) -  C(e) (3)

where P(.) indicates a private, or external, activity that contributes to the 
agent's family welfare directly. The system was previously in a low-power 
incentive equilibrium, but the introduction of new activity disrupts that 
equilibrium. Agents respond to the opportunity of a new activity by 
reallocating effort to that activity. In the face of this adjustment process, 
the principal has three options.

The first option is to do nothing. In this case, agents will continue to 
shift effort to the external activity as long as the return to that activity is 
higher than the return to 'internal' activity (that is, R1 and Rz, activities 
that are assigned and rewarded within the hierarchy). Agents will reduce 
the effort devoted to activities rewarded by the hierarchy, and thereby 
reduce their commitment to the goals espoused by the hierarchy. Prin
cipals will experience declining outputs of goods they value, a decline 
in the effectiveness of the hierarchy and, perhaps, a reduction in their 
overall benefits.

The second option is to restrict returns to the external activity. The 
principal can limit private external returns by prohibiting agents from 
mnning businesses by themselves, and by promulgating laws prohibiting 
corruption and rewarding transparency. Ultimately, though, it is only
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possible to reduce private external returns to a very low level by aborting 
the marketization process.

The third option is to increase the rewards given to internal activ
ities. By offering the agent a steeper reward function, the pay-off for 
effort devoted to internal activities is increased. If a new equilibrium is 
established, the return to effort will be equated across both internal and 
external activities:

R\ = P' = -Λ* = -R j (4)

This outcome will be acceptable to the principal if the overall benefit of 
allowing external activities is greater than the aggregate cost of rewarding 
agents for their individual efforts for internal activities. Note that, for this 
equilibrium to be established, the principal must find a way to reward 
the second activity, which (by assumption in the previous description) 
could not be readily measured by any available success indicators.

If the principal does nothing, the hierarchy is in danger of dissolving. 
Since the market economy has almost unlimited potential to develop, 
the private activity P is unlikely to run into diminishing returns quickly. 
Moreover, if 'spontaneous' or nomenklatura privatization is seen as pos
sible, agents might devote virtually all their effort to strategizing to 
benefit from privatization. The experience of the Soviet Union accords 
with this scenario. During the 1980s, Gorbachev weakened the com
mand hierarchy, intentionally and unintentionally (Suraska, 1998). The 
combination of attractive external activities with weakened hierarchi
cal oversight caused agents to dramatically re-allocate effort to private 
activities. Solnick (1996) dramatically described what happened next, in 
a process he likened to a bank run. Each individual agent perceived that 
other agents were re-allocating effort away from the tasks assigned by the 
hierarchy and, as a result, they reduced their commitment to that hier
archy. The system quickly reached a 'tipping point'. Individuals began 
to 'abandon ship', behaviour changed; there was a scramble for assets; 
and the system collapsed with remarkable speed. No one seemed to have 
anticipated such a remarkable outcome.

The analysis presented here shows that there is not a simple linear 
process in which the return to market goods increases and gradually sur
passes the return to political goods. Instead, the incentives for effort 
within the hierarchy must be competitive with incentives for private, 
external activities. If not, the progressive reallocation of agent effort 
to private goods will create a 'cascade' of defection from the regime. 
Our analysis suggests that it is precisely in this area that Chinese expe
rience first diverged fundamentally from Soviet experience. Chinese
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policy-makers were anxious to ensure that incentives within the hier
archy remained strong. They dramatically increased the pay-off to effort 
devoted to tasks inside the hierarchy. Chinese policy-makers adopted a 
broad portfolio of policies that each had the effect of increasing incen
tives within the hierarchy. We describe those policies in greater detail in 
the following section. These policies had the effect of preventing defec
tions and reinforcing commitment to the regime. When combined with 
policies that limited potential returns to external activity by forbidding 
privatization and capping the size of new private businesses -  elements of 
the second option -  these actions prevented the erosion of the hierarchic 
system.

Strengthening incentives w ithin  the Chinese hierarchy

From an early stage of the transition process, Chinese policy-makers 
began introducing high-powered incentives for their agents within the 
hierarchy to produce those outcomes that were desired by the leader
ship. Success indicators became increasingly explicit, and compensation 
functions became much steeper. I refer to these steeper compensation 
functions as 'high-powered' incentives, and (interchangeably) refer to 
the adoption of high-powered incentives, as 'incentivization'.

Proposition 3: During the 1980s, Chinese policy-makers introduced
high-powered incentives throughout the hierarchy.

Many different strategies were deployed to strengthen incentives 
within the hierarchy. Four strategies were most important: cash pay
ments, regularized career paths, conditional access to market opportu
nities, and particularistic contracts. These were introduced in virtually 
every corner of the administrative hierarchy. In this section, I discuss 
these in turn, beginning with the incentive mechanisms that are simul
taneously the most mechanical and the most 'internal' to the hierarchy: 
cash bonuses for task completion and career incentives. I then expand 
the discussion to include conditional access to market opportunities and 
particularistic contracts.

Cash payments for task fulfilment were re-introduced at the begin
ning of China's market transition. Bonuses were quickly introduced for 
workers and managers in the production sectors and, to a limited extent, 
piece rates as well. These early actions merely revived typical Soviet-style 
rewards that had been abolished during the Maoist era, but this kind of 
straightforward 'incentivization' quickly went beyond anything familiar
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in the Soviet Union. Monetary bonuses spread to nearly every type of 
government employee, including physicians and teachers. Most impor
tant, government officials began to receive significant cash bonuses 
associated with fulfilment of targets and success indicators. By 1982, a 
national 'cadre responsibility system' provided for systematic evaluation 
of government officials at all levels through a system of success indica
tors (kaohe zhibiao) and their reward with year-end bonuses. Since then, 
cadres have been annually assigned points in several different policy are
nas. The total score -  typically out of 100 possible points -  is the basis for 
the cadre's annual bonus: a cadre's annual income can easily be doubled 
by a large bonus (Edin, 2000: 125-40; Whiting, 2001, 2004).

This system was an obvious adaptation to the new pressures on 
the hierarchical system during the reform era. The 'Four Moderniza
tions' reflected the high priority policy-makers now placed on economic 
growth, following which they naturally sought to focus cadre effort on 
economic development tasks. At the same time, as national policy lost 
its ideological content and the state retreated from its effort to control 
ordinary peoples' lives, it became less important to motivate effort on 
the diverse portfolio of hard-to-monitor political activities. The incentive 
to engage in economic development activities could be raised, without 
too much concern about the reduced effort going to political activities. 
Economic development targets became the most important component 
of overall cadre evaluation, and success in meeting those targets was 
directly rewarded. For general government officials, indicators related 
to economic development -  GDP growth, tax collections and indus
trial output -  typically accounted for 60-65 points out of the 100 total 
possible. There were also non-economic indicators in the annual evalua
tion. These were indicators that were relatively easy to monitor precisely, 
which reflected cadre effort in issue areas about which the national 
leadership remained concerned. Most important were family planning 
targets -  where the number of births could be directly measured, albeit 
with error -  and social order, where the number of incidents of popu
lar protest were counted (and given a negative value). This pattern is 
as would be expected under multi-task principal-agent theory predic
tions on a functioning hierarchy. As incentives for one task (economic 
development) become more high-powered, the principal also strength
ens the incentives to engage in other tasks -  if, and only if, those other 
tasks can be closely linked to a success indicator that can be monitored 
with reasonable accuracy. Under this principle, a few less crucial, but 
still important, targets can sometimes be slipped into the evaluation 
framework. In southern China, for example, cadres sometimes get a
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few points based on the percentage of dead bodies cremated. The link 
to an important policy purpose is that bodies not cremated are buried 
in graves -  sometimes elaborate graves -  that intrude on scarce farm
land. However, only by linking compensation to an indicator that can be 
accurately monitored (as overall land use cannot) can the broader policy 
purpose be encouraged. Thus, as the reward for economic development 
is raised, the whole network of incentives mechanisms is pulled taut, 
and high-powered rewards applied to many eligible areas. The balanc
ing of incentives inside the hierarchy mirrors the balancing of incentives 
within and outside the hierarchy that is our main topic.

The second way the existing hierarchy was 'incentivized' was through 
career paths that were gradually institutionalized. An effort to rebuild 
and regularize the personnel system dated from the very first days of 
the reform era. The rebuilding of the government hierarchy immedi
ately after the Cultural Revolution created many new government jobs 
and, at first, many of these jobs were filled by older officials who had 
been sidelined by the Cultural Revolution. However, the focus quickly 
shifted to the identification and promotion of capable, relatively edu
cated younger cadres. Younger officials provided skills and energy the 
country desperately needed, and their promotion made it clear that an 
orderly promotion path existed. Deng Xiaoping himself took the lead in 
re-establishing a regular system of promotion and career predictability. 
Deng also took the lead in trying to establish a norm of retirement, urg
ing elder leaders to step down. Although this achievement was limited by 
the ambivalence of the veteran leaders, including Deng himself, by 1988 
an automatic retirement age had been created for all but the top elders 
themselves (Manion, 1992: 20-4). These measures made career-based 
incentives more predictable and more powerful. Moreover, for local offi
cials, promotion was directly dependent on economic performance (Li 
and Zhou, 2005). A milestone in the process came in 1982-84, when 
many educated younger officials were promoted and a select group was 
fast-tracked for future leadership roles. This fast-track group included 
Hu Jintao and many of the other officials who stepped into the top lead
ership positions 20 years later, in 2002. Reasonably predictable career 
incentives within the hierarchy were thus achieved (Bo, 2004; Li, 2004).

The first two strategies under discussion are both normal incentive 
mechanisms within a hierarchical context, albeit their rapid and broad 
application was somewhat unusual within the context of a socialist gov
ernment hierarchy. The final two strategies, however, describe incentive 
mechanisms that are more unusual, and which have a stronger connec
tion to the market transition process. We defer the discussion of market
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transition to the next section, however, and focus here on their incentive 
properties within the hierarchy itself.

The third strategy policy-makers used to strengthen incentives within 
the hierarchy was to make access to market opportunities conditional 
upon continued affiliation with the hierarchy. This was particularly true 
during the first decade of reform, up until 1993. In the first place, pri
vatization was kept off the agenda. With privatization taboo, there were 
limits to how lucrative the private external activity could be. The possi
bility of ending up in control of assets worth millions or even billions of 
dollars was virtually zero. Moreover, during this first decade, the open
ing of the economy was almost never subject to universal rules. Starting 
and growing a business was a widespread opportunity, but not a right, so 
business people always had to maintain close relations with the hierar
chy (Pei, 2006: 31-3). The most important sources of entry in the 1980s 
were township and village enterprises. These local firms always had to 
maintain an accommodation with local Party and government officials, 
since they were tied to their locality in a society still characterized by 
limited mobility. Some maintained an identity as 'collectively owned', 
even when they were the products of individual entrepreneurship. Local 
officials benefited from the attention, and the hierarchy was reinforced 
as a requirement for personal advancement and enrichment. In other 
respects as well, new economic opportunities were made available to 
Party stalwarts first. Special economic zones and Hong Kong-based Chi
nese companies were staffed by officials sent from Beijing, often the 
children of high party officials. All these things strengthened the influ
ence of the hierarchy. For those inside the hierarchy, abandoning the 
hierarchy altogether was not an attractive option. Entrepreneurs and oth
ers outside the hierarchy had to continue to curry favour with officials 
in the hierarchy. This de facto policy of 'conditional access' permitted 
space for market development even as it must have slowed down market 
development.

This analysis helps to explain why predatory behaviour by government 
officials did not choke off market reforms altogether. Corruption and 
predatory behaviour are serious problems in China, as agents push up 
the return to P(e) by squeezing resources from the private sector. How
ever, it is often remarked that corruption in China does not seem to 
be serious enough to choke off economic growth, and many analysts 
have described this as a paradox. But since access to lucrative private 
activities depends on affiliation with the hierarchy, potential predators 
expect that the income sources they covet will be attached to the hier
archy for an extended period. Thus, the local government, as a unit
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of the hierarchy, has a certain customary property right in the local 
income generating activity (Che and Qian, 1998), and this discourages 
local officials from excessive predation. Moreover, the ongoing process 
of strengthening the hierarchy gives superiors tools for monitoring com
pliance and corruption by agents. The government is acutely aware of 
the danger of reduced commitment to the hierarchy, and corruption 
is one of the most corrosive forces reducing that commitment. Thus, 
the hierarchy gives the government oversight, and the commitment to 
maintenance of the hierarchy gives the government the motivation to 
use those oversight tools. Finally, the appeal of predatory behaviour 
is reduced by market competition. Since no individual jurisdiction has 
the ability to control trade, the ability to profit from market distorting 
behaviour is limited (Montinola, Qian and Weingast 1996). These fac
tors constrained the ability of agents to choke off market development. 
As for the principals, although they were not completely unwavering in 
their support of market development, they only sporadically and incon
sistently restricted market development. In the end, their desire to foster 
economic development kept the process moving ahead.

The final strategy that was used to strengthen incentives within the 
hierarchy was that deployment of particularistic contracts through virtu
ally every sector of the economy. Superiors wrote contracts that specified 
an adequate level of performance -  usually based on the previous year's 
outcome -  and then provided high-powered incentives for the subor
dinate unit. This was the basis of the well-known 'dual-track' strategy. 
There was a fixed plan target, negotiated by superiors and subordinates 
on the basis of past performance, and then generous rights to retain 
product and revenues for anything above that plan target. In such a cir
cumstance, contracts were essentially specifying a fixed payment from 
each subordinate unit. This system of contracting then spread to virtually 
all economic units affiliated with the hierarchy. By the late 1980s, explicit 
fixed payment contracts had been signed by virtually all of China's farm 
households, over 80 per cent of state-owned enterprises, all provinces, 
all provincial foreign trade bureaux and most sub-provincial govern
ments. Contracts with high marginal retention rates were ubiquitous 
in the Chinese economy.

It is worth emphasizing how unusual China's pervasive use of high- 
powered incentive contracts really was. Most large bureaucratic organi
zations use high-powered incentives sparingly, or not at all. Holmstrom 
and Milgrom (1991) note that large organizations use incentive contracts 
far less often than standard principal-agent theory predicts, and intro
duce their multi-task version in part to explain the puzzle of pervasive
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low-powered incentives. China's highly incentivized bureaucracy is really 
outside the norm of large organizations, to say nothing of government 
bureaucracies.

Particularistic contracts reinforced power relationships inside the hier
archy, even as they strengthened economic incentives. Work units had 
to fulfil targets set by superiors before they could gain access to the 
generous marginal retention rates available 'above plan'. Enterprise man
agers curried favour with their superiors and tried to show that they 
were good corporate citizens, in the hope of obtaining a 'slack' plan tar
get. Those superiors converted their ability to grant a slack target into 
a patronage resource. Managers had more leeway, more resources, and 
better incentives, but they were still dependent upon a superior in the 
hierarchy setting the baseline for their incentive contracts. What Kor- 
nai (1987) labelled the 'dual dependence' of the enterprise -  dependent 
both on the market and on the bureaucracy -  was perpetuated under the 
Chinese strategy. The same dynamic was at work wherever particular
istic contracts and high-powered incentives were introduced, including 
central-local fiscal relations and foreign trade companies.

The outcome of all these forces was a national set of policies that 
strengthened both incentives to engage in market activity and incen
tives to comply with performance indicators established by the hierarchy. 
Each of the four policies described in this section had the effect of 
strengthening commitment, and the result was a resilient restructured 
hierarchy. To see the ultimate impact of these policies, it could be use
ful to turn to a qualitatively different type of evidence. Recent work on 
the determinants of urban incomes provides useful insight. During the 
reform period, the structure of labour markets has changed dramatically. 
For example, returns to education were once extremely low, but have 
increased dramatically to levels comparable with other middle-income 
developing countries. During this period, what has happened to the eco
nomic return to affiliation with the hierarchy? We can ask this question 
by examining the return to Communist Party membership in a model 
of urban income determination. According to the best study available, 
the coefficient on Communist Party membership in an urban Mince- 
rian wage regression, increased steadily from 6.8 per cent in 1988 to 
18.1 per cent in 1999. After 1999, the premium levelled off, and might 
have declined slightly through 2003 (Appleton, Song and Xia, 2005; see 
also Zhou, 2000). While such numbers cannot be conclusive, they are 
consistent with an interpretation that says the Chinese regime was able 
to increase the return to regime affiliation, and thereby avert a crisis of 
commitment that would undermine the regime.
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The administrative hierarchy was a necessary condition to 
implement China's 'dual track' transition strategy

Given that the administrative hierarchy survived and was, in crucial 
respects, strengthened during the 1980s, what was its impact on China's 
economic transition? The administrative hierarchy was an essential pre
condition of China's 'dual track' transition strategy, in both obvious and 
surprising ways. The dual-track system has been well-described in the 
economics literature (Byrd, 1991; Qian, 2003; Naughton, 2007), and 
is not further analysed here. We can ask, however, to what extent the 
advantages of the dual-track system were dependent upon the survival 
of the administrative hierarchy as an organization capable of delivering 
effective commands that were in general obeyed. There were three cru
cial respects in which the transition based on the dual-track system relied 
on this hierarchy.

First, and most obviously, the dual track is 'dual' precisely because 
goods are allocated by both market and plan. The allocation of goods 
by an authoritative plan obviously requires a hierarchy to aggregate and 
disaggregate allocation decisions. The dual-track system thus requires a 
'plan' and therefore requires a hierarchy as well (Blanchard and Shleifer,
2001). But all transition economies began their transition with a plan 
and a hierarchy in place: it is simply that China took the steps to 
keep this hierarchy in place for over a decade while the market econ
omy grew around it. The ability to determine production and revenue 
'base figures' was essential to allow market prices to be quickly estab
lished 'at the margin', with minimal disruption to the economy as 
a whole.

Second, this same ability to assign each production unit a 'base fig
ure' was the key to creating a 'reform without losers' (Lau, Qian and 
Roland, 2001) during the first period of reform. 'Base figures' in essence 
'grandfathered in' every production unit at their achieved level of perfor
mance. It was the assignment of the base figure that allowed the system 
to move all enterprises onto a market track immediately, without regard 
to the huge differences in production efficiency that prevailed in the 
economy. In turn, this ability to grandfather in all existing enterprises 
is also an essential prerequisite for the political economy case for grad
ualist transition laid out in Roland (2000). In Roland's view, gradualist 
transition is superior because it allows a low-cost search for successful 
reform policies, in which the costs of reform are deferred, while the 
benefits of reform are gradually identified and revealed to beneficiaries. 
This helps overcome the general political economy problem of reform,
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which is that concentrated and organized interest groups that would lose 
from reform overwhelm the diffuse and unorganized (because unaware) 
potential beneficiaries of reform.

However, the interdependence between hierarchy and dual-track tran
sition goes well beyond the above two factors. In fact, strengthening the 
hierarchy and implementing dual-track market reforms are incentive- 
compatible. Indeed, there is an implicit complementarity between the 
hierarchy and dual-track reforms. The transition to a market econ
omy requires that much more powerful incentives be available to 
entrepreneurs and managers. Incentives must be powerful enough to 
change entrenched behaviours and motivate the acquisition of new 
skills. But an apparently simple 'unleashing' of market forces has the 
danger of degenerating into a simple scramble for control over hitherto 
public assets. By contrast, the Chinese effort to shore up the admin
istrative hierarchy meant the incentives became more high-powered 
simultaneously inside and outside of the hierarchy. The economy 
as a whole became incentivized, without creating massive opportu
nities for windfall gains for those bold enough to seize control of 
public assets. The Chinese response to the opportunity of the mar
ket economy served to draw effort into the hierarchy, as well as into 
the market, and paradoxically this strengthened the overall transition 
process.

The focus of reformers on the institutional environment of the admin
istrative hierarchy meant that the regulatory institutions of the emerging 
market economy were comparatively neglected. Yet, surprisingly, under 
these circumstances the economy was still able to grow and exploit new 
sources of supply and productivity improvement. Political and economic 
debate was ongoing about what rules would be appropriate to govern 
the new market sphere. The reform process gradually revealed impor
tant compromise solutions relating to these rules; for example, as land 
was contracted to households in the countryside. Still, what is perhaps 
most impressive, in retrospect, is precisely how little rule change was 
required in the most critical areas of the economy. The foundations 
of public ownership were unchanged. Bureaucratic lines of subordi
nation remained fundamentally unchanged. Agents were permitted to 
benefit from successful investment of their local resources, but bene
fits could only be indirect and position-dependent. Clearly, during the 
first decade of Chinese reform, rebuilding the hierarchy, regularizing it, 
and above all, 'incentivizing' it, was sufficient to support a dramatic eco
nomic transformation, even without the full range of market-supporting 
institutions.
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An obsolescing bargain

The system of incentives described in the previous two sections is not 
stable in the long term. On purely incentive-theoretic grounds, the sys
tem is subject to a fundamentally unresolvable dilemma. In the face of 
this dilemma, policy-makers in fact abandoned the dual-track system 
at the beginning of the 1990s, and moved to a different transition path. 
The fundamental dilemma for the managerial principals at the top of the 
hierarchy is that between maintaining the existing 'base figures' (equiva
lently, the fixed delivery obligations) and experiencing a steadily eroding 
share of total output, versus revising delivery obligations and losing the 
desirable incentive characteristics of the system. If the existing base fig
ures were maintained, government revenue would essentially be fixed in 
absolute terms. Since the overall economy was growing robustly, govern
ment revenues as a share of the economy would erode, and government 
ability to provide essential public goods would be undermined. On the 
other hand, if the government were to increase the delivery obligations -  
that is, revise the plan targets upward -  this would fatally undermine the 
incentive properties of the whole system.

These problems are intrinsic to the incentive package that China 
adopted to get through the first stage of market transition. The set of 
complementary institutions China adopted during the 1980s were effec
tive in eliciting effort so long as they were credible. By giving lower level 
units control over their surplus above a certain base figure, Chinese lead
ers had muddled through to a system that gave their agents the incentives 
to reveal hidden information and invest effort up to the efficient point. 
But, as in all such systems, this mechanism was not profit maximizing for 
the principal -  the central government -  and therefore could not be cred
ible in the long term (Miller, 1992). The central government itself had 
every incentive to increase its own share of the surplus, even though 
this meant choosing a less efficient incentive system. After all, if the 
Chinese government had really been willing to transfer the control of 
economic surplus above a certain base figure to its agents permanently, 
it would have been equivalent to privatization, which was not seri
ously countenanced by the most important policy-makers through the 
early 1990s.

The internal Chinese discussion that went on in the early 1990s about 
changing reform strategy was not framed in the language of incentive 
theory. Rather, it was discussed in terms of a crisis of state capacity. With 
budget revenues declining as a share of GDP annually since 1978, by the 
early 1990s, it seemed plausible that the central government's share of
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the total surplus had declined to such an extent that it would be unable 
to provide the most essential public goods. Meanwhile, changes in the 
macroeconomic environment made the intrinsic dilemma of the incen
tive system increasingly overt. Entry and competition by start-up firms 
was eroding the cushion of monopoly profits that sheltered state firms 
and hid cases of egregious inefficiency. Maintaining the incentive system 
was in conflict with the goals of increasing the budgetary share of the 
economy. Moreover, it was increasingly in conflict with the politically 
comforting policy of 'no losers'. The costs of propping up highly ineffi
cient firms under the 'no losers' policy became increasingly overt. If the 
state's commitment to fixed delivery targets was indeed credible, these 
zombie firms would have to be put back onto their own resources, and 
many would go bankrupt.

Under these circumstances, the dual-track system and all its concomi
tants were abandoned at the end of 1993. The state plan was abolished, 
and with it all the 'base figures' and particularistic contracts that were 
associated with it. Within a year, a new tax system was rolled out for 
state companies. A fundamental turning point in transition strategy was 
reached. That turning point in economic policy (Qian and Wu, 2003; 
Naughton, 2007) involved a shift from decentralization and particu
laristic contracting, towards recentralization combined with a greater 
arms-length, regulatory approach to economic units competing in the 
marketplace. Policy-makers began to aspire to a level playing field. This 
shift in policy compelled a further adaptation of the hierarchical rela
tions described in the previous sections. A new round of adaptation was 
touched off that detached many elements of economic decision-making 
from the core administrative hierarchy. However, this process left that 
administrative hierarchy intact and, in some respects, stronger and more 
effective.

Adaptations to the hierarchy in the contemporary period 
(1993-2007)

In the early 1990s, there was a period in which it appeared that admin
istrative hierarchy was in turmoil. The survival of the hierarchy was, 
at first, obscured by the profound crisis around Tiananmen in June 
1989. The authoritarian political system appeared to be in turmoil at 
the top, and its survival uncertain. But, gradually, it became clear that 
the hierarchy had survived, and perhaps even been strengthened by 
the purge of its heterodox elements. Since 1993, we have observed a
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process of adaptation that has left us with the extraordinary picture of 
an authoritarian hierarchy in the midst of a vibrant market economy.

After the abolition, at the end of 1993, of the system of incentive 
mechanisms that covered virtually all of Chinese society in the 1980s, 
economic transition launched on a strategy of differentiation. Incentive 
mechanisms were restructured in different ways in different sectors of the 
economy. Whereas one of the key characteristics of the incentive envi
ronment in the late 1980s had been its unity, one of the key characteristics 
after 1993 was the diversity of approaches followed as incentive policy 
began to differentiate systematically among different sectors. Thus, our 
account of the adaptive hierarchy loses the narrative unity it possessed 
for previous periods. However, we can briefly survey a few of the most 
important policies that were part of the functional differentiation and 
specialization process. At the end of the section, we return to the core 
government/Party administrative hierarchy.

Job design can serve as a general heading under which to consider the 
nature of the changes from an incentive-theoretic standpoint. When 
agents face difficult trade-offs among multiple tasks, a fundamental way 
to manage the hierarchy is to group tasks together in a way that facili
tates the use of incentive instruments. Improving 'job design' means to 
reduce the number and diversity of tasks over which the average agent 
has responsibility. As Chinese policy-makers searched for ways to restruc
ture specific sectors -  or allow those sectors to begin to evolve out of their 
control -  they groped for solutions that would package tasks into efficient 
job assignments. Those job assignments would ideally group together 
activities that were complements in the agents' cost of effort functions, 
as well as tasks that would have similar responsiveness to incentive pay
ments. In pursuit of these objectives, a much broader range of incentive 
instruments became available in the course of the 1990s. Most important 
was the fact that privatization became politically acceptable, and so devo
lution of asset ownership to agents became feasible. Other factors that 
expanded the universe of incentive mechanisms were the growth of mar
ket supply and the gradual development of administrative and regulatory 
capabilities. With this expanding menu and an increasingly diverse set 
of economic circumstances, a broad range of incentive outcomes devel
oped. Here, we briefly survey three areas to give a flavour of the change. 
What replaced the hierarchical, high-powered contracting approach to 
incentives in each of the three most important economic sectors?

Township and Village Enterprises (TVEs): The change of incentive mech
anisms for TVEs was the most straightforward, and the best analysed of 
the lot. Contracting mechanisms were extended in duration, and then
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gradually shifted into locally-run privatization programmes. After 1993, 
virtually all TVEs were detached from the local government hierarchy, 
and then gradually privatized. The transfer of asset ownership was the 
key means of restructuring after 1993, and private ownership became the 
most important incentive mechanism (Li and Rozelle, 2003).

Central government enterprises: At the top of the government hierarchy, 
there has been no privatization of large central government enterprises. 
Instead, the 'ownership' of central government enterprises has increas
ingly been transferred to a specialized government 'ownership agency'. 
In the government administration, there has been a strong trend towards 
the separation of functions, as most government agencies have moved 
in the direction of becoming regulatory agencies (Yang, 2004). The own
ership agency, the State-Owned Assets Supervision and Administration 
Commission (SASAC), was not formally established until 2003. How
ever, the basis for its management was created in 1997 when the policy 
of 'focusing on large firms, and letting small firms go' was ratified at the 
15th Party Congress. That policy committed the centre to a sort of non
compete and non-intervene position vis-ä-vis local government firms. 
SASAC itself is designed to be a powerful and authoritative body that 
will exercise ownership rights, with authority over assets, personnel and 
business strategy, but only over a specified list of central government 
enterprises. These enterprises are still part of the administrative hierar
chy, but the principals (China's top leaders) have committed themselves, 
in theory, to delegating authority to an appointed board of directors for 
each firm. The board of directors can be expected to give greater priority 
to profit maximization, reducing the importance of other tasks in the 
manager's basket of success indicators (Naughton, 2007: 314-23).

Local government enterprises: The most diverse set of changes have 
occurred in the local enterprise sector. After the central government 
renounced its ownership claim on local firms, local governments gained 
increased authority to manage their own economies, including per
mission to begin substantial privatization. Local governments actively 
exploited the freedom given to them by the implementation of the Com
pany Law in 1995. The Company Law provided a general legal framework 
that permitted sales of stakes in state-owned companies, diversification 
of ownership stakes, and distribution of ownership stakes to managers. 
Thus, its promulgation began a gradual, incremental process by which 
local agents were given overall authority and quasi-ownership rights over 
public assets in their local economy. This franchising of the state sector 
unleashed a flood of creative arrangements at local level, including new 
alliances between government officials and private businesses.
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Thus, we can see that after 1993, when the government abrogated its 
existing incentive bargain with subordinates, and recentralized signifi
cant control over taxation and regulatory authority, it simultaneously 
followed through with further rescinding of control over assets. This 
decontrol was differentiated into three major segments: township and 
village enterprises (which were privatized); local government-run enter
prises (which were delegated to the sole authority of local officials, who 
often elected to privatize them); and central government-run enterprises 
(which were re-structured under SASAC, the central government owner
ship agency). In all three cases, managers were arguably given greater 
autonomy and greater long-term authority over valuable assets. How
ever, equally important from our perspective is that in all three cases, 
managers were unambiguously made responsible for a narrower range 
of more focused tasks. SOE heads became more like company managers, 
and less like mayors of small towns. Rural entrepreneurs were freed to 
focus on increasing profits. And, in small cities, entrepreneurs and local 
government officials were given greater leeway to negotiate business 
strategies that were mutually beneficial. In all these cases, the hierar
chy became much less all-encompassing, tasks were grouped together in 
ways that were more compact and made agents easier to monitor and 
motivate.

Despite these important changes, the central Party/government hier
archy remained what it had become in the 1980s, an administrative 
hierarchy with unusually high-powered incentives. Cash incentives, 
based on the cadre responsibility system, are still in place throughout the 
administrative hierarchy. Career incentives continue to be strengthened 
by regulations that clarify the system and promote regular job turnover. 
A list of educational and age requirements are enforced for each job. 
Most striking has been the near-universal application of age limits, that 
require 'up or out' for senior officials around age 55, depending on the 
administrative level (Bo, 2004; Regulations, 2003). This focus on career 
regularity, combined with the fact that the Communist Party is the orga
nization that directly manages careers, has given the Communist Party 
a new channel to exercise authority in the contemporary period.

China's administrative hierarchy today is anomalous in its continuing 
use of high-powered incentives within the bureaucracy. Particularistic 
contracts have now been generally abandoned, and most economic sec
tors have been opened up to private business. However, cash bonuses 
and carefully regulated promotion paths are still used to reinforce com
pliance. Moreover, access to private business opportunities is still subtly 
conditioned on acquiescence to the hierarchy, even if this fact is not
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as overt as in the past. Yet, these incentive mechanisms do not have 
the integral relation with market transition strategy that they had in 
the 1980s. Indeed, an ongoing puzzle is whether the incentives in the 
administrative hierarchy serve a clear economic purpose, or whether they 
simply serve to reproduce the existing political hierarchy.

On occasion, the personnel power in the hands of the Communist 
Party is used to achieve specific restructuring goals. The best-documented 
example of this is the restructuring of the financial sector that took place 
in 1998 (Heilmann, 2005). An extraordinary Communist Party body, the 
Financial Work Small Group, was created to oversee the appointment of 
personnel in the reorganized banking system. This 'small group' insured 
the success of the administrative recentralization of the banking system 
by staffing each of the new regional banking districts directly, in a highly 
centralized fashion. In this way, it was made clear that the new regional 
bank heads did not owe allegiance to the provincial authorities (as in 
the past), but to the centre. The process thus reasserted the latent central 
control of the personnel system through the Party. The banking system 
that emerged from this process, more directly subject to central govern
ment direction and regulation, was clearly an improvement from the 
standpoint of the economy.

Nevertheless, this type of extraordinary use of authoritarian inter
vention is relatively rare, and somewhat anomalous within the general 
market context. There could be economic benefits from the ability 
to intervene authoritatively in the economy on occasion, overriding 
entrenched interest groups, and representing the public interest. How
ever, such an argument is inevitably double-edged. Decisiveness comes 
at the cost of predictability and the credibility of long-range commit
ments. Moreover, the Communist Party is itself an interest group, and 
one that possesses excessive discretionary power.

Indeed, there is a serious question as to whether the set of incentive 
mechanisms applied in the core administrative hierarchy are appropri
ate to China's contemporary economy. To be sure, government and Party 
officials continue to have a broad portfolio of responsibilities, and still 
qualify as multi-task agents. But with government officials no longer 
having as much direct responsibility for economic management, it is no 
longer clear that high-powered incentives to promote economic develop
ment are appropriate. Are incentives within the administrative hierarchy 
too powerful?

There is a growing recognition that the basket of success indicators that 
apply to local government officials -  these have not changed much in the 
past decade -  might no longer be relevant to the real challenges China
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faces. Local success indicators still give the strongest weight to economic 
development. Yet, in the real economy, the challenge for the past several 
years has not been fostering growth but, rather, regulating and contain
ing it. After all, China's economy grew at over 10 per cent annually from 
2002 to 2007, investment rates were sustained at unprecedented highs 
above 40 per cent of GDP, and the central government tried repeatedly 
to cool the economy with a mix of macroeconomic and administrative 
interventions. Under these circumstances, did it make sense to be giving 
local officials cash bonuses and promotions for rapid GDP growth in their 
localities? Moreover, as development occurred, the indicators of the pop
ulation's improved wellbeing have become more diverse and less easy to 
measure with a single success indicator. Under these circumstances, the 
basic problem of multi-task principal-agent systems might be reasserting 
itself: providing high-powered rewards for one task has a hidden cost in 
drawing effort away from other tasks that are substitutes in the agents' 
cost of effort function. For example, increasing environmental problems 
have recently been linked with this over-emphasis on a narrow definition 
of economic growth, and the large rewards given to local officials who 
preside over rapid GDP growth. For the first time, China's 11th Five Year 
Plan (released in 2005) explicitly called for a de-emphasis of traditionally 
narrow economic incentives for local officials and the broadening to a 
basket of 'sustainable' indicators (Naughton, 2005). This can be seen as 
the first stirrings of an effort to adapt the incentive system to a new set 
of challenges.

Conclusion

In this chapter, I have described the Chinese transition process through 
the lens of a constantly adapting multi-level, multi-task principal-agent 
hierarchy. I have shown that a few simple elements of incentive theory 
can explain a surprisingly large portion of the Chinese transition expe
rience. Chinese leaders, conceived of as the principals, introduced a set 
of high-powered incentives into their multi-task hierarchy in order to 
maintain the commitment of agents and ensure the perpetuation of the 
hierarchy over which they presided. Fortuitously, the effort to incentivize 
the hierarchy turned out to be complementary with the introduction of 
markets through the dual-track system. Chinese policy-makers adapted 
the hierarchy to spread the dual-track system throughout the economy, 
and used that strategy to grow the economy successfully out of the 
plan. But Chinese leaders were nothing if not adaptable, and when the
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economy-wide system of high-powered contractual incentives exhausted 
its usefulness, it was abandoned.

The most important legacy of that period today is the survival of a core 
administrative hierarchy that operates on the basis of unusually high- 
powered incentives. In a sense, the high-powered incentives within that 
hierarchy serve the function they were intended to serve when intro
duced, that of reinforcing commitment to the current regime. However, 
it is not clear that these incentives any longer serve economic functions 
outside the hierarchy. Indeed, the theory of multi-task principal-agent 
relations suggests these high-powered incentives will focus effort on eas
ily measured indices such as GDP growth, and draw effort away from 
the increasingly complex and multi-dimensional challenges that China 
faces as it moves to middle-income status.

Note

1. Risk aversion on the part of agents is a crucial part of principal-agent analysis, 
but is not necessary to drive any of the results discussed here. The assumption 
that success indicators are perfectly observable is not really a special case, since, 
as Holmstrom and Milgrom (1991) note, the agent's effort choice can always be 
formulated in such a way that effort is exerted in order to achieve an expected 
observed value of the success indicator.
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9
Market Economy with Socialistic 
Orientation: The Evolution in 
Vietnam
Le Dang Doanh

Introduction

This chapter describes the long and painful journey undertaken by 
Vietnam's Communist Party in the search for an appropriate model for 
the type of society the Party sought to achieve. It deals with the Party's 
exploration of the balance between different powers and various doc
trines in order to find its own route to the creation of a prosperous, 
free, democratic society living in national harmony, equality and human 
dignity, and called 'socialism'.

The first section describes the historic development of Vietnam until 
the implementation of Soviet-style socialism. In 1924, Nguyen Ai Quoc, 
who later adopted the name Ho Chi Minh, expressed the idea on which 
Marx had founded the Marxist principles based on the history of Europe. 
Asian nations could add their specific contribution to this doctrine. In 
1925, he intended to 'implement the principles of New Economic Poli
cies in Vietnam's economy'. He considered national liberalization as a 
strong driving force for colonial countries. His attempt to implement 
this idea faced criticism and rejection from the Komintern.

In 1930, Ho Chi Minh established the Communist Party of Vietnam 
instead of the Communist Party of Indochina, as had been directed 
by the Komintern. After 1945, he succeeded in building a coalition 
government, including former high-ranking mandarins, nationalists, 
intellectuals, and so on, rather than replicating the dictatorship of the 
proletariat and class struggle.

During the revolutionary action that took place between 1930-45 and 
the resistance against the French invasion between 1946-54, the concept 
of socialism -  a society in prosperity, equality and fraternity -  was pro
claimed to be a dream as there was no understanding of how to establish
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it in practice. From 1945 until 1953, Ho Chi Minh implemented his own 
concept.

The second section describes the real impact of the model of Soviet- 
style socialism in Vietnam. Under the strong influence of the Soviet 
Union and the CPC, since 1953 Vietnam has implemented the concept 
of socialism without it being supported by sufficient theoretical founda
tion and material preconditions. Regardless of the personal disagreement 
of Ho Chi Minh, the first attempt to introduce socialist reconstruc
tion in North Vietnam was implemented between 1955-9, leading to 
disastrous 'land reform' followed by collectivization of farmers into agri
cultural cooperatives from 1953 until 1956 in the rural regions. In the 
urban regions, the confiscation and quasi nationalization of the private 
capitalistic sector in industry and trade led to the decline of domestic 
industrial output. All these measures caused serious and deep wounds 
in Vietnamese society. Not only were the expropriators expropriated; 
moreover, the national traditions and culture were severely damaged. 
The industrialization that followed during 1960-5 was inefficient. The 
war in North Vietnam during 1964-75 was linked with enormous hard
ship, restraints and sacrifices. Several attempts to reform the economic 
system in 1967-70 were either not feasible or unsuccessful.

After 1975, lacking any better concept, Vietnam had to impose on the 
South the same model it had tried to reform. The deep economic and 
social crisis in the period between 1982-6 finally led to the abandonment 
of the centrally-planned model.

The third section describes the 20 years of doi moi (reconstruction), 
which began at a historical turning point in 1986. The doi moi process was 
immediately successful because of the introduction of market-economic 
principles, a domestic private sector and foreign direct investment. 
Regardless of the changes of the economic model, socialism as the final 
goal remained unchanged. The Programme of the Communist Party of 
Vietnam (CPV) in 1990 -  still in place at the time of writing -  nevertheless 
insisted that the state sector and the cooperatives sector should gradually 
but increasingly provide the foundation for the national economy. The 
debate on 'market economy with socialistic orientation' focused mainly 
on economic institutions but the reality showed that the state is an inte
gral part of this concept. Without reforming the role, the function of 
state market institutions could be distorted.

After nearly twenty years of doi moi, from 1986 until now, the 
transition into a 'market economy with socialistic orientation' was an 
unprecedented success story but there is still a great deal more to be 
accomplished. On the one hand, Vietnam has achieved high economic
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growth and significant progress on the issues of democratization and 
the alleviation of poverty. International economic integration helped 
Vietnam to reform and liberalize its economic system as well as to 
develop its culture and education system. On the other hand, Vietnam's 
economic growth is below its potential and barely sustainable. The gap 
between Vietnam and the regional economies is still widening. Vietnam 
remains a low-income economy with substantial poverty and rapidly 
widening inequality. Market institutions have been not fully established 
and the government's functions have not yet been adapted to market 
economic conditions. Control and redistribution of personal income 
are limited. 'Transparency' and 'openness' are new ideas and could 
be implemented gradually. Government redistribution of incomes is 
weak. Rampant corruption, abuse of power because of vested interests, 
and incompetence create serious socio-economic challenges. Increasing 
social unrest in rural regions, pollution, poorly planned urbanization, 
and other similar problems require urgent solution. Political reform is 
clearly trailing behind economic reform. A state ruled by laws with three 
divisions of power under the leadership of one Party must be explored, 
and this third section of the chapter discusses some possible means by 
which to achieve a socialist-oriented market economy in Vietnam.

Socialism as an ideal and its historical evolution 
in Vietnam

Ho Chi Minh's initiative on Vietnam's way forward
Under French occupation and colonialism since the middle of the 
nineteenth century, several generations of Vietnamese have contin
ued the fight for national independence in various forms; for example, 
with armed insurrections or by seeking assistance from Japan or China. 
Ho Chi Minh was the first Vietnamese patriot who studied Marxism and 
Lenin's thesis about colonialism during his stay in France and discov
ered in these documents the way to fight for national liberalization. In 
1924, under the name of Nguyen Ai Quoc, he expressed explicitly his 
first attempt at thinking independently rather than simply following 
Marxism dogmatically. He wrote:

However it is impossible to forbid to add 'historical foundation' to 
Marxism, new materials to what Marx could not have in his time. 
Marx developed his theory based on a certain philosophy of a certain 
history, but what is that history? It was the European history. And 
what is Europe? It is not the whole humankind. Nations in the Far 
East could contribute to the concept of socialism.
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In 1925, he wrote on the status of the first revolutionary organiza
tion in Vietnam: 'The Principles of the New Economic Policies should 
be implemented in the economy of Vietnam', indicating that his con
cept was, rather, market-friendly and different to that of so-called 
'war-communism'. The following years of revolutionary activities con
firmed that Nguyen Ai Quoc was serious about his statement that he 
wished to explore his own way of creating national liberalization and 
socialism.

On 3 February 1930, in Kowloon, Hong Kong, he established the Com
munist Party of Vietnam (and not, as previously mentioned, the Com
munist Party of Indochina, as directed by the Komintern in Moscow). 
Also, he presented the fundamental Party documents based on national 
unity and specified that the first task should be the fight for national 
liberalization. This attempt was immediately declared to be 'national
istic' and was rejected by the Komintern in Moscow, the Communist 
Party of Vietnam was renamed the Communist Party of Indochina and 
a new Party Programme was endorsed based on the Programme of the 
Komintern, a programme that emphasized class struggle. A more faithful 
envoy from Moscow, 28-year-old Tran Phu, was appointed as the General 
Secretary of the Communist Party of Indochina in that same year.

In 1945, after the August Revolution and having gaining power in 
Vietnam, instead of initiating a 'class struggle' and exercising the dic
tatorship of the proletariat, Ho Chi Minh, as President, proclaimed the 
Democratic Republic of Vietnam, associating Independence, Freedom 
and Happiness with the state's name. Obviously, Ho Chi Minh had 
adopted the ideas of Sun Yat Sen (three min) in this formulation. He estab
lished a government of 'national unity': he appointed Vu Hong Khanh, 
a leader of the opposition National Party (the Vietnamese version of the 
Kuomingtang in China), as Deputy Prime Minister and Foreign Minister; 
former Emperor Bao Dai, under the name Nguyen Vinh Thuy, as Advisor 
of the President; and he appointed several non-Party members such as 
prominent intellectuals and former mandarins to ministerial positions 
in his cabinet. On the personal initiative of Ho Chi Minh, in 1944 two 
political parties were established; the Socialist Party, targeted on intel
lectuals; and the Democratic Party aimed at the entrepreneurs and the 
middle class.

In 1946 during his first official visit to France, Ho Chi Minh was able 
to attract prominent intellectuals to leave a wealthy life in France and 
share with him the hardship of the resistance.

This government was dean and efficient, and could mobilize the peo
ple to fight for nine years, culminating with the victory in Dien Bien 
Phu. The concept of national unity was successfully implemented.
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He called upon the industrial and commercial entrepreneurs in 
Vietnam to continue their business and promised his full support (letter 
dated 13 October 1945 to the Hanoi Association of Industrial and Com
mercial Entrepreneurs). The very first Constitution of Vietnam adopted 
by the first elected National Assembly in 1946 was the most progressive 
in terms of ensuring the basic freedom and rights of the people.

Between 1930 and 1954, when compared with the Vietnamese social
ist dream, the Soviet Union was described as a paradise on earth where 
people could enjoy life at its best. The extremely difficult conditions 
experienced during the period of resistance had not allowed for serious 
theoretical preparation for a real socialist model or the methodology of 
socialistic reconstruction. Until 1953, Ho Chi Minh implemented effi
cient but peaceful measures, such as the reduction of land rent for farmers 
by 25 per cent on 13 November 1945, and the re-allocation of aban
doned land to landless farmers. However, he did not conduct rigorous 
Soviet-style land reform: for example, from 1945 to 1953, in all 302,840 
hectares of arable land were allocated to farmers; 150 per cent of the land 
subsequently redistributed by land reform (215,980 hectares).

In the international arena, the government of Ho Chi Minh gained 
official recognition from the Soviet Union and China only after Ho Chi 
Minh had met Stalin and Mao in 1950. After returning to Vietnam, Ho 
Chi Minh did not conduct further land reform and, in 1951, Ho Chi 
Minh renamed the Communist Party of Indochina the Party of Labourers 
of Vietnam; the Party of Laos and the Party of Cambodia were desig
nated autonomous parties. These events could be the reason Moscow and 
Peking invited Ho Chi Minh for a second time in 1952, during the war.

After once more meeting with Stalin in Moscow and Mao Tse Dong 
and Chou En Lai in Peking in 1952, Ho Chi Minh was given the green 
light for land reform that had been requested from both 'big brothers'.

Along with a material supply of weaponry from the Soviet Union, and 
other basic necessities such as food, uniforms, and medicines from China 
for the resistance forces to fight against the French invasion, from 1950, 
Chinese advisers came and provided brotherly guidance, not only for the 
army but also in the strategic concept of socialism, as well as concrete pol
icy such as the agricultural tax. Under the pressure of both Moscow and 
Peking, and under the direct guidance of Chinese advisers from 1952, 
without any basic economic and sociological studies on the real situ
ation in Vietnam, the first experimental campaign of 'mobilizing the 
mass for reduction of land rent' (phat dong quan chung giam to) and 'land 
reform' (cai each mong dat) were initiated and implemented in the lib
eralized regions by methods of intense psychological pressure to 'fight'
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(idau) and unilateral 'accusation' (to). A highlight of the violent campaign, 
in 1953 in the Thai province of Nguyen, was the case of Mme Nguyen 
Thi Nam, an owner of a plantation who strongly supported the resis
tance and whose sons were officers of the People's Army, was declared 
to be the 'landlord' and was condemned to death, against the personal 
objection of Ho Chi Minh. Obviously, this blind copying of the Chinese 
experience found supporters in the CPV and could therefore gain the 
upper hand.

From that point, the policy of national unity advocated by Ho Chi 
Minh at the beginning of the revolution was tacitly and gradually 
replaced by a policy of 'class struggle' and 'socialist reconstruction'.

The implementation of socialism as a real concept

In 1954, after n ine years of devastating war against the French occupa
tion, North Vietnam's econom y was totally destroyed. According to the  
Geneva Agreement of 1954 on  Indochina, the 'liberalized' regions and 
the former French-'occupied' regions were administratively unified.

As peace returned to Vietnam and the economic recovery started, from 
1953 until 1956 the efforts to implement 'socialistic reconstruction' -  
tested out in the liberalized regions since 1952 -  were expanded to 
the whole of North Vietnam. In all, eight consecutive campaigns of 
'mass mobilization for land rent reduction' and five campaigns for 
'land reform' were implemented in 3314 communes affecting 10 million 
inhabitants, mostly farmers. As a result of this 'thunder and landslide 
like campaign' (long troi lo dat) 70,000 hectares of arable land, equivalent 
to 44.6 per cent of the total arable land in these regions, were confis
cated and redistributed to almost 4 million farmers. However, a more 
accurate analysis shows that, in fact, most of the land had already been 
confiscated prior to land reform and, actually, the noisy and brutal cam
paign only confiscated 26.3 per cent of the land from the landlords. 
Under the guidance of Chinese advisers, in every commune a quota of 
the landlords -  6 per cent of the total population -  had to be identi
fied. As a result, a high proportion of innocent people, Party members, 
were wrongly and unjustifiably denounced as being landlords, and were 
mistreated, tortured, and killed (see Table 9.1).

As confirmed after the 'correction', more than 70 per cent of the 
accused were wrongly categorized and mistreated; their houses and all 
their property were confiscated.

For m ost of the so-called 'barbaric, hostile landlords', any correction of 
these mistakes cam e too late; they suffered from incurable physical and
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Table 9.1 Landlords during and after land reform

As landlord Acknowledged as Share of wrongly 
denounced in wrongly denounced denounced 
the LR (people) landlords (people) landlords (%)

'Barbaric, hostile 26,453 20,493 77.4
landlord'

'Ordinary landlord' 82,777 51,480 62.0
‘Landlord active in 586 290 49.0
the resistance'

Big farmer 62,192 51,003 82.0
Total 172,008 123,266 71.7

Source: Dang Phong et at. (2004).

Table 9.2 Rice production, 1955-64 (thousand tons)

Year Rice output

1955 3,303
1956 4,127
1957 3,859
1958 4,454
1959 5,056
1960 4,177
1961 4,393
1962 4,388
1963 4,112
1964 4,424

Source: Tran Van Tho et al. (2000).

psychological wounds and many of them were unable to survive. Hate, 
distrust and revenge dominated the population. Human traditions were 
brutally and abruptly destroyed.

After 1959, the farmers were forced to join the cooperatives 'volun
tarily'. Untrained landless farmers were appointed to their leadership: 
widespread mismanagement, abuse of power, corruption and a lack of 
incentives for the farmers led to an extremely inefficient agricultural 
system. Rice production fell immediately, and this reduction could not 
be arrested despite massive government investment in irrigation and 
farming techniques (see Table 9.2 above).

The cooperatives failed to create an efficient system of agriculture.
Moreover, during the land reform campaigns serious political mistakes 

occurred: out of 3,777 party organizations, 2,876 organizations were
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overhauled (76 per cent); out of 17,800 party members, 15,000 were 
'reshaped' (84.2 per cent). Competent, educated Party cadres were rooted 
out from 'higher' social classes and were replaced by illiterate or poorly 
educated 'landless farmers', who had been newly admitted into the Party 
during the land reform. The Party suffered enormous loss of prestige; the 
efficiency of the Party organization was reduced which resulted in partial 
paralysis.

Ho Chi Minh officially apologized to the nation, but the legacy of these 
mistakes lasts a long time and, to this day, it remains a bitter recollection 
in the memory of the people.

In the urban regions, 'socialist restructuring' included the enforced 
move of all capitalist enterprises into so-called 'state-capitalist 
joint ventures', a de facto form of nationalization. The riksha drivers 
and the artisans that produce handicrafts were forced into coopera
tives. Opaque ownership rights and unclear management regulations led 
to the widespread abuse of power and the cooperatives become covert 
private enterprises with 'red hats'.1

The share of state-owned and state-capitalist enterprises increased from
17.9 per cent in 1957 to 44.6 per cent in 1965. All the existing 3,065 
private enterprises at that point -  of which there were 957 industrial, 
314 transport and 1,714 trading enterprises with a total capital of US$ 
21.967 million2 -  were successfully reconstructed. The share of coop
eratives increased from 0.2 per cent in 1957 to 45.4 per cent in 1965; 
the share of the private, individual sector declined from 71.9 per cent in 
1957 to 10 per cent in 1965 (see Table 9.3).

Fortunately, the socialist reconstruction in Vietnam desisted from 
the total eradication of the small, widespread household and family

Table 9.3 Structure of economic sectors in North Vietnam

Socialist sector Private,
individual
sectorTotal State-owned and 

state-capitalist
Collectivized 
and cooperative

1957 18.1 17.9 0.2 71.9
1960 66.4 37.8 28.6 33.6
1965 90.0 44.6 45.4 10.0
1970 91.4 40.3 51.1 8.6
1975 91.6 51.7 39.9 8.4

Source: Tran Van Tho et al. (2000)
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subsistence economy. The operation of small private agricultural activ
ities on the 5 per cent of the land for members of the cooperatives was 
accepted. This was so efficient and become one of the major sources of 
income for the members of the cooperatives. Also, the farmers could sell 
their produce from this 5 per cent of land on the market and earn 40 per 
cent of their income in the form of cash. The higher efficiency of this 
5 per cent of privately-worked land compared with the low productivity 
of the 95 per cent of collectively cultivated land of the cooperatives, pro
vided data with which economists and policy-makers could assess the 
efficiency of the cooperative model.

In the cities, the small private traders were subject to moral condemna
tion, legally prohibited from trading, and pursued by the administration, 
but they were never totally eradicated because they met certain real, 
existing needs of the people, needs that were neglected by those respon
sible for central planning; for example, rice or food for visitors, meat for 
sick children and so on. As an exception in Hanoi -  and thanks to inter
vention from the highest level -  some small private restaurants offering 
popular traditional delicacies such as noodle soup (pho) or shrimp cake 
(banh tom) were permitted to continue their limited business without 
being collectivized and, in that way, they were able to preserve their 
reputation.

Private capitalist enterprises were considered to be illegal and non
socialist. The central planning system did not allow the operation of any 
private enterprise outside the planned system. No materials were avail
able and no credit was provided to private enterprises, if they existed. 
Moreover, there was social discrimination towards capitalist elements; 
not only did the capitalist entrepreneurs face a hard life, but also their 
children were barred from universities and faced huge difficulties when 
seeking employment. Capitalists and the bourgeoisie were condemned 
as enemies of the socialist society. The poor were considered as revolu
tionary, and the poorest were the most revolutionary of all. Exploitation 
was seen as a bad habit to be overcome. Only manual work was lauded 
as reflecting the honour of the people. Intellectual activities and pro
fessional services were seen as 'non-productive' and parasitic activities. 
In this systemic economic, social, political and moral context, capital
ist elements could not exist. Moreover, their subsequent generation was 
also curtailed. Society was called on to work hard, restrain from mate
rial consumption and endure economic hardship and shortages for the 
promise of a brighter and more prosperous future. The ignorance of man
agement skills as well as any intellectual occupations was one of the most 
fatal failures in causing systemic inefficiency.
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Table 9.4 Food rations for monthly consumption in North Vietnam, 1963-89

Categories Class of rations Meat (kg) Sugar (kg)

Special A1 More than 7 More than 3.5
(not specified) (not specified)

Minister and equivalent A 6.00 3.00
Vice-minister and equivalent B 5.00 2.00
General Director Cl 3.00 1.50
Dep. Gen. Director C 2.00 1.00
Director D 1.00 0.50
State employee E 0.30 0.25
Special worker DB 2.50 0.75
Hard worker 1 1.50 0.75
Worker 11 1.20 0.50
Light worker III 0.30 0.35
Children 6 and under 6 TR 0.30 0.50
Children 7-16 TN 0.30 0.35
Population N 0.30 0.10

Source: Dang Phong etal. (2004).

Affected by both a bad economic system and chronic destruction as a 
result of the war (1965-1972), living conditions were extremely difficult 
for the great majority of the population.

The impact of the war and the inefficiency of the economy -  
agriculture, handicrafts and industries -  led to further draconian restric
tions on consumption. The state provided rations of basic necessities 
at stable prices, but the supply was scarce and not sustainable. People, 
mostly children, suffered unprecedented hardship.

Despite significant aid and assistance from the socialist countries, the 
notorious shortage and imbalance between the demand and supply of 
basic necessities forced the government to implement a complicated 
hierarchical system of rationing. Table 9.4 above provides an overview 
of this system.

Rationing was initially applied to rice, in terms of quantity, quality and 
special shops. This system of rationing was further expanded to cover 
such items as textiles (3 metres per person per year); health care; hous
ing; furniture; cars, motorbikes or bicycles; even tickets for soccer games. 
Instead of building up a society based on equality and justice, society 
had become stratified (according to Table 9.4, 14 strata) with extreme 
differentiation regarding every necessity; social behaviour was greatly 
distorted. An abnormal shortage situation had become institutionalized 
and continued long after the end of the war in 1975. Connections,



discrimination and favouritism were widespread. Social values were sub
stituted by cynical and blunt pragmatism. Whomsoever could obtain a 
job at the state-owned rice shop or selling meat could enjoy a higher 
standard of living than highly educated intellectuals. The abolition of 
this system in 1989 required enormous political courage and faced stern 
opposition from those in the privileged strata.

After the reform, in 1989 the rationing of tradable goods such as rice, 
meat and sugar was abolished; it was replaced with a normal trading 
system but other hierarchical strata and classifications relating to health
care, housing and other privileges remain in place at the time of writing, 
albeit in different forms.

Because of shortages, the supply of the promised minimal amount of 
the ration could not sustained. The Sixth Party Congress of the CPV in 
1986 admitted that the 'basic needs of the life of the people have not 
been ensured'.

A vast number of state-owned enterprises (SOEs) were created with the 
support and assistance of China, the Soviet Union and other European 
socialist countries. But management was inefficient; corruption and 
abuse of power were soon discovered in the SOEs and Vietnam began 
reform experiments for SOEs in 1967 in three state-owned enterprises. 
The experiments led to a short-term temporary improvement in the 
management but could not change the nature of the system of central 
planning.

In 1964, Kim Ngoc, First Secretary of the Party Committee of the 
Province of Vinh Phu, on his own responsibility, initiated a 'contract 
system' to overcome the shortcomings of the cooperatives. Regardless 
of the practical success, he was punished in 1968, suspended from his 
position due to 'serious deviation from the Party line'. In 1988, 24 years 
later, the General Secretary Nguyen Van Linh signed Resolution No. 10 
of the Politburo, implementing, in principle, the concept that Kim Ngoc 
had initiated and which was the cause of his punishment.

Despite substantial investment in the economy, the growth rate of 
the economy was not high. In 1964, at the end of the first Five-Year- 
Plan, the Party acknowledged that the economy faced serious problems 
and was in need of reform. But bombardment by the US Air Force 
(August 1964-December 1972) destroyed most of the infrastructure and 
industries; therefore, any critical assessment of economic policy was no 
longer appropriate. The priorities of the war prevented Vietnam from 
continuing its efforts towards economic reform.

Nevertheless, in 1967, under heavy bombardment by the US Air 
Force, Pham Van Dong, the Premier at that time, presented a report on
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economic reform. However, he was unable to present it to the Politburo 
due to the escalation of the war. From 1971 to 1973, Pham Van Dong 
invited a number of high-ranking advisers on economic policy from the 
German Democratic Republic in the hope of improving the efficiency of 
the economy. Study groups were sent to Bulgaria and Hungary; however, 
the Soviets rejected any lessons learned from Hungary. All these efforts 
were still unable to produce any relevant reform in the framework of 
the model, but were helpful in training the Vietnamese policy-makers 
and SOE managers to be more open-minded and independent in their 
thinking. In that way, they indirectly prepared the doi moi process, which 
followed later.

In 1968, following the death of Ho Chi Minh, the First Secretary of 
the Central Committee of the CPV, Le Duan, published his own theo
retical concept of 'collective mastership' (lam chu tap the), defining the 
way forward for Vietnam's development, based on a centrally planned 
system and state-ownership, and fostering the creativeness of the collec
tivised labourers. It was not possible for this concept to be implemented 
successfully.

On the political scene, no further non-Party members were nominated 
to the government, as had been the case under Ho Chi Minh's lead
ership. Moreover, among party members themselves, careful selection 
promoted cadres that came from working or farming stock, while those 
who originated from the middle class were sidelined.

Vietnam, on the one hand, badly needed materials and military assis
tance from the Soviet Union and China in order to continue the fight 
for national unification. On the other hand, Vietnam was not convinced 
by the Soviet model or by Mao's experience in China. In this situa
tion, Vietnam could not take any steps to reform its own system that 
in any way deviated significantly from the orthodox line, as this could 
cause disagreement with these two important allies. The circumstances 
of the Cold War also prevented Vietnam from making serious theoretical 
preparations for its future: no information was available; no intellectual 
contact was permitted with the West; no discussion was allowed.

This situation continued until, in 1975, Vietnam unified the coun
try without having found an efficient concept for development. The big 
question for policy-makers in May 1975 in Hanoi was which develop
ment model was required for the South and which model to apply to the 
whole country.

Initially, in December 1975 the 24th Plenum of the Central Commit
tee of the CPV (Third Legislation) adopted a Resolution to continue 
with a market economy and private sector development in the South



for a particular transition period. However, political development led to 
the Fourth Party Congress in December 1976 to unify the North and 
the South and to 'lead the whole country to socialism'. Ultimately, as 
an unfortunate necessity, Vietnam was compelled to impose on unified 
South Vietnam's economy an economic system that North Vietnam had 
found to be inefficient and inappropriate, a system it had tried to reform 
but was unable to finalize.

The effort to conduct 'collectivization in agriculture, handicrafts and 
socialist reconstruction in private industries and trade in urban regions' 
was not initially implemented by Nguyen Van Linh, the member of the 
Politburo in charge from 1976-7. Only in 1978, after Do Muoi took over 
this position, was this process rigorously implemented, using a similar 
concept as in 1956 in North Vietnam. Two major campaigns of socialist 
reconstruction were launched in South Vietnam in 1976 (Campaign XI) 
and in 1978 (Campaign X2). Between them, the campaigns generated 
22,456 private enterprises (8,000 of which were industrial), with a total 
capital of US$ 800 and employing 250,000 workers.3 The share of the 
state-owned sector, therefore, increased steadily, as shown in Table 9.5. 
At the end of 1985, the socialist reconstruction was officially declared as 
having been successfully accomplished throughout Vietnam.

An inverse correlation can be found between the increasing share of 
the state-owned sector and the GDP growth rate, as shown in Table 9.6.

The economic situation worsened rapidly: there was galloping 
inflation, living conditions deteriorated, a real socio-economic crisis was 
threatening the political system, but no reform could be initiated. Only 
the death of General Secretary Le Duan in 1985 and the election of his 
successor, Truong Chinh, could prepare the foundation for reform at the 
Sixth Party Congress in 1986. But implementation was very limited in 
the framework of the traditional centrally-planned model.

Only when the Soviet Union, under Gorbachev, refused to make any 
economic aid available and the supply of fuel, fertilizers and other
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Table 9.5 Structure of economic sectors in unified Vietnam

Year State-owned sector Non-state sector

1976 27.7 72.3
1980 19.8 80.2
1985 28.0 72.0
1990 31.8 68.2
1995 40.2 59.8

Source: Dang Phong et al. (2004).
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Table 9.6 GDP growth rate on fixed price

Year GDP Agriculture Industries Services

1977 105.3 100.7 113.2 104.9
1978 101.1 93.6 107.5 109.0
1979 98.2 103.3 95.4 92.4
1980 96.4 105.6 88.7 87.8
1981 102.3 104.3 99.9 100.7

Source: Dang Phong et al. (2004).

essential commodities from the Soviet Union could not be ensured in 
exchange for Vietnamese exports -  even before the official collapse of 
the Soviet Union in 1991 -  did Vietnam abandon the centrally-planned 
model and implement substantial macroeconomic market reform. The 
implementation of this concept was immediately extremely success
ful and convincing in practice; however, theoretical documents still 
retain, to some degree, the 'leading role of the state-owned sector', 'the 
dictatorship of the proletariat' and so on.

In retrospect, for Vietnam, Soviet-style socialism was a noble dream on 
paper but one that failed in reality. The efforts of Ho Chi Minh to follow 
a different approach were initially promising but could not last. The 
historic political constellation and conditions did not allow it to reach a 
happy ending; however, the validity of his concept remains. His ideas of 
democracy, freedom, national unity, persuasion rather than repression 
and physical liquidation still encourage Vietnam in further reform.

The premature attempt to enforce collective ownership; the neglect 
of economic incentives and ignoring the role of management; the over
emphasis on violence and repression, even the physical liquidation of a 
section of society in order to seek wealth and happiness for others; the 
neglect of intellectual values, professional skills and cultural traditions: 
none of this led to a better life for all, as had been promised. The restric
tion of freedom to create business and the inhibiting of entrepreneurial 
spirit were counterproductive. For Vietnamese society, this implementa
tion of a theoretical model rooted in Europe proved to be a costly exercise 
and a hard lesson to learn.

Twenty years of d o i  tn o i

The doi moi process introduced the most glorious period of development 
in modern Vietnam's history: high economic growth, rapid reduction in
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poverty, improvements in human development and so on. A new pri
vate sector emerged. Vietnam is an active member of ASEAN and APEC, 
and joined the WTO in January 2007. In principle, Vietnam's present 
path to socialism is much more likely to be successful than any previ
ous attempts. Socialism is neither only nor mainly a matter of being a 
market-economy; it is an issue for the whole social and political system: 
reform in Vietnam has to include both of these elements.

In 1991, the Seventh Party Congress adopted a new Party Programme 
to build up socialism in Vietnam as a mixture of both the Ho Chi Minh 
ideology and the orthodox socialism model. Socialism was declared to be 
'a society with a prosperous nation, a strong state, a democratic society 
in equity and civilization’. This aim could provide a broad-based plat
form for national unity, striving towards a bright future for the whole 
nation.

At the same time, the Party Programme and the Party Status, adopted 
by the Seventh Party Congress in 1991, specified six characteristics and 
seven fundamental orientations for a socialist society in Vietnam. The 
five characteristics are:

• a society where the working people are the masters;
• a highly-developed economy based on modern production forces and 

national ownership of the main production means;
• an advanced culture with deep national characteristics;
• a society where the people are liberalized from repression, exploitation 

and injustice; work according to their abilities and consume according 
to their worked contribution; enjoy a prosperous, free and happy life; 
and have the opportunities to discover their full personalities;

• a country where ethnic races enjoy equality, solidarity and mutual 
assistance for common progress;

• the development of friendly and cooperative relationships with all 
nations in the world.

The seven fundamental orientations are:

• To build-up a socialist state of the people, through the people and for 
the people, based on the alliance between the working class with the 
farmers and the intellectuals under the leadership of the Communist 
Party.

• To develop production forces, industrialize the country, build-up 
the material-technical basis of socialism by steadily enhancing social 
productivity and improving the living conditions of the people.
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• To develop an economy with multiple economic sectors operat
ing according to a market mechanism with socialist orientation, 
the state-owned and cooperative sectors providing, increasingly, the 
foundation for the national economy.

• To conduct the socialistic revolution in ideology and culture, with 
Marxism-Leninism and Ho Chi Minh's ideology as the guiding per
ceptions of the world.

• To exercise the policy of national unity.
• To construct socialism and to defend the Fatherland are two strategic 

tasks.
• To build up a Party that is clean, and strong in politics and ideology, 

as a leading force for the socialist revolution.

The Status of the CPV does not allow a Party member to participate 
in private, capitalist activities and exploitation; however, it could hardly 
define how to measure and define 'exploitation' and identify the bor
der of 'capitalist private activities'. Principally, Vietnam has accepted a 
market-economy and international economic integration as the means 
by which to build-up socialism in a specific way that is still different, in 
several relevant areas, to international perception.

The questions are: How compatible is the aim with these means 
and orientations? Are there contradictory elements between these 
formulations?

Some practical challenges

1 After 20 years of doi moi, Vietnam has not yet accomplished its own 
agenda of reform and serious problems have emerged:
-  Market-economic institutions are not yet fully established and are 

far from functioning well. The stock exchange market is insignif
icant, being 0.26 per cent of the GDP; most of the largest state- 
owned General Corporation is not yet equitized; and the 2,240 
small and medium-size, equitized state-owned enterprises share 
only 8 per cent of the total capital assets. Most of them are not 
yet listed on the stock exchange market. State-owned commer
cial banks have not been reformed. The labour and technology 
markets are not yet fully established. Corporate governance has 
been established, formally and nominally, but is far from func
tioning according to international standards. Transparency and 
openness are not generally applied. Public administration agen
cies are still heavily involved in business -  especially in allocating
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credit, investment and public procurement. Ownership laws and 
contract laws are unclear and are not well specified; they are fertile 
ground for the abuse of land, forestry and other state-ownership. 
The enforcement of legislation is still motivated by politics; agen
cies for legal defence are neither impartial nor independent. The 
economy is largely dominated by large state-owned monopolies 
with regard to airlines, telecommunications, basic commodities 
and services. There is no level playing field for the domestic private 
sector. State-owned enterprises enjoy privileges by seeking large 
public investment contracts, or public procurement, or access to 
land. Although several services are open to foreign investors, these 
are still closed to the domestic private investor (for example, 
telecommunication services). Reform in education, health care and 
insurance has been less well prepared and coordinated, leading 
to unjustifiable inequality and high costs for the poor. Human 
resources are the most precious assets of Vietnam but education 
and training programmes are outdated.

-  Vietnam joined the WTO in January 2007 and has amended sev
eral laws and legal regulations. The experience of the first year 
of WTO membership showed that it was easier to change the 
legal framework on paper than in practice. Soaring real estate 
prices, inflation, cumbersome bureaucracy and corruption harm 
the competitiveness of Vietnam's economy.

-  Despite tremendous progress, Vietnam is still a low-income econ
omy and is not growing at its full potential. Vietnam is unable 
to mobilize its own domestic capital and use it efficiently; more
over, it cannot at present fully disburse the committed Official 
Development Assistance. FDI attraction is modest. There is no 
clear legislative regulation of state-ownership of the SOEs. Public 
investment employs a huge share of total investment but is highly 
inefficient. Allocation of public investment is strongly politi
cally motivated and is scattered across an overly high number of 
projects. At low level of development and industrialization, envi
ronmental pollution is unnecessarily high. Under-employment 
in rural regions is high; migration from rural regions into cities 
with definitely higher incomes creates increasingly serious social 
problems. There are increasing problems with the newly poor 
farmers due to rapid urbanization and expanding industrial parks. 
There are rapidly increasing rates of HIV/AIDS and traffic acci
dents, and criminality requires systemic and coordinated solutions 
and actions.



Le Dang Doanh 179

-  Unequal development across regions -  especially with regard to the 
backwardness of remote areas -  could create ethnic misunderstand
ing and conflict, which could lead to further social and political 
problems. Ethnic and religious issues must be analysed and solved 
using modern and realistic concepts. Low levels of income, in Viet
nam have led to a state of high inequality: the Gini coefficient for 
consumption increased from 0.33 in 1993 to 0.35 in 1998, and 0.37 
in 2004. The inequality in income must be even greater but has not 
yet been identified.

2 The government is less efficient with regard to the redistribution 
of incomes. Personal income taxes contribute only 1.87 per cent 
of domestic budget revenue and have mainly been generated from 
employees working for foreign direct invested companies (World 
Bank, 2003). The nominal salary of all state officials is below the 
level at which personal income tax becomes payable. Despite having 
a strong commitment to poverty reduction, the government is only 
able to provide a limited budget with which to achieve this. Enforce
ment of legislation is weak; there is a significant gap between the law 
on paper and the law in action. On the other hand, government agen
cies are still involved in land and credit allocation, influencing public 
procurement and so on.

3 Political reform is clearly falling behind economic need and social 
requirements. Officially, Marxism-Leninism and Ho Chi Minh's ide
ology remain unchanged as the unique guiding doctrines. A state ruled 
by legislation with three divisions of power under the direct leadership 
of one Party must be shaped and implemented. The whole political 
mechanism of the system must be further developed to meet the var
ious challenges and realize opportunities; for example, on how to 
exercise the leading role of the Party, how to enhance the role of 
the National Assembly as the highest body of power according to 
the Constitution, how to make the government clean and profes
sional, how to establish an independent and impartial justice system 
and so on. All these issues need solutions that are appropriate for 
Vietnam but also in line with international standards. The selection 
of Party cadres, the running for the various positions, the rights and 
responsibilities of the leading Party agencies: these must be regulated 
by legislation in the context of a market economy and international 
integration, in line with transparency and openness. The increasing 
desire for democracy, for sufficient information, for the participation 
of people in order to use their constitutional rights to fight against cor
ruption, against the abuse of power: these are all part of the solution
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but, on the other hand, they are subject to control and monitor
ing as a precaution against political instability. These problems must 
be set on the agenda and resolved in the interests of the internal 
stability of Vietnam. Special attention is required with regard to cor
ruption as a phenomenon of the socio-economic system. Corruption 
has turned out to be a serious problem for economic competitiveness 
and social progress. Daily, rampant corruption on a small scale on 
transactions related to state agencies or public utilities -  especially 
on matters related to credit, tax, custom and formalities regarding 
land, and also with regard to electricity, water supply or telephone 
services -  creates frustration among the people and business enter
prises. On the other hand, matters of large-scale organized corruption 
have been revealed relating to major state-owned corporations, quota 
allocation and so on. Corruption increases the inequality in an unfair 
way; it increases the cost of business transactions in terms of time and 
money, reducing the competitiveness of the economy at national and 
company levels and with regard to products and services. The fight 
against corruption has so far not been effective; there is general agree
ment and strong rhetoric on the need to fight corruption as a whole, 
but there is insufficient determination to fight corruption in specific, 
concrete cases.

How can a civil society emerge and develop; how can freedom of the 
press and freedom of expression help in the timely discovery of weak
nesses and failures, and motivate everyone to find appropriate solutions 
and implement them? If the 'market-economy with socialist orienta
tion' could find an efficient model with which to release the energy, 
the strengths and the creativeness of the Vietnamese people -  both in 
Vietnam and overseas -  Vietnam could achieve further progress.

Could a market-economy with socialist orientation in Vietnam follow 
the model of the Nordic economies such as Sweden? Could it develop its 
own model, fostering a prosperous economy that demonstrated democ
racy, equality, and civilization? Future development will answer this 
question, and the ideas of Ho Chi Minh are still helpful in this endeavour.

Notes

1. 'Red hats': popular slang meaning 'in the guise of an alleged socialist 
cooperative'.

2. This figure for capital was deliberately under-estimated. Machines, equipment 
and raw materials were assessed without the owner. Land and real estate were
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not fully included. Prices were fixed administratively at far below the real 
value. The methodology for socialist reconstruction in 1957-8 in the North 
and 1976-8 in the South was similar.

3. As compared with the period 1 January 2000 to the end of December 2004, 
when more than 120,000 new private companies with a total capital of US$ 
13 billion have been registered.
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10
Economic Reforms in Vietnam: 
What Lessons can be Learnt?*
Vo Tri Thahn

Introduction

After the reunification in 1975, Vietnam shifted its focus on recon
struction and socio-economic development. The failure of economic 
development followed closely the centrally-planned model that forced 
Vietnam to undertake microeconomic reform in the early 1980s. How
ever, only the doi moi (renovation) in 1986, and especially the radical 
market-oriented reform of 1989, marked a turning point in the history 
of Vietnam's economic development. As other economies in transition, 
Vietnam has had to deal with three key sets of reforms: liberalization 
and stabilization; institutional changes that support market exchange 
and shape ownership; and the establishment of social programmes to 
ease the pain of transition (World Bank, 1996). Vietnam's reform process 
has also been uneven. It was recognized even in 1996 that the reforms 
were limited and were not keeping pace with economic development. 
Moreover, the reform process in general slowed down during the period 
1996-99, especially after the Asian crisis. The years 2000-4 witnessed 
new commitments to the continuation of reform and some progress was 
made, especially in the development of the private sector and trade liber
alization. Meanwhile, the reform of state-owned enterprises (SOEs), the 
banking system, and public administration were slower than expected, 
and this has limited the effectiveness and efficiency of other reforms.

Since the 1989 reforms, the face of Vietnam's economy and society 
has changed significantly. Vietnam has recorded remarkable achieve
ments in terms of GDP growth, macroeconomic stabilization, export 
expansion and poverty reduction. It is now generally recognized that 
Vietnam is among the best developing countries in terms of achieving 
relatively high economic growth and reducing the incidence of poverty.

182
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At the same time, some have argued that in international comparisons 
Vietnam's performance is not so spectacular and, moreover, there remain 
many problems with regard to sustaining economic growth and ensuring 
quality of development.1

This chapter is about the economic reform process in Vietnam. The 
experience of Vietnam is worth examining in order to enrich our under
standing of the underlying political and economic determinants of 
transitional and developmental process. This is also helpful to Viet
nam in order to implement more effectively its Comprehensive Poverty 
Reduction and Growth Strategy (CPRGS).2

The remainder of the chapter is organized as follows. The next section 
briefly highlights the process of economic reform and its socio-economic 
achievements in Vietnam. The chapter goes on to mark the salient fea
tures of and the key lessons that can be learnt from the reform process. 
The subsequent section considers the major challenges facing Vietnam's 
efforts to achieve the ambitious targets set in Vietnam's socio-economic 
development strategy and the perspective of Vietnam's further reforms.

Economic reforms and socio-econom ic achievem ents3

Since the reunification in 1975, the economic development and policy 
changes in Vietnam can be characterized by three periods (Figure 10.1). 
In Period 1, prior to the 1980s, Vietnam's economy was essentially a 
centrally planned economy. Between 1980 and 1988, Period 2, the econ
omy can be regarded as having been a modified-planned economy where 
some micro-reforms were undertaken without any significant change in 
macroeconomic management. From 1989 onwards, Period 3, the econ
omy has been an economy in transition,4 striving for industrialization 
and international integration.

Period 1: before the 1980s
During this period, the economy was essentially centrally planned and 
at a low level of development. Major characteristics of the economy 
included: •

• state or collective ownership of production means;
• government administered supply of physical inputs and outputs;
• lack of business autonomy, absence of factor markets, highly-regulated 

goods and services markets;
• a bias in investments towards heavy industry, which were overwhelm

ingly dependent on external sources.
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Vietnam was relatively autarkic, trading mostly with the former social
ist countries. As a result, the economy was heavily distorted in terms 
of resource allocation, with poor incentives and restricted information 
flows. By the end ofthe 1970s, thefailure ofthe centrally-planned system 
had become apparent and pressures for economic management change 
increased substantially.

Period 2: 1980-8
During this period, the centrally-planned economy was modified to 
respond to depletion of the economy. Some microeconomic reforms 
were introduced in 1981 to recognize and legalize spontaneous mea
sures, such as 'illicit contracting' in agriculture and 'fence breaking' in 
the manufacturing sector. These micro-reforms enhanced voluntary and 
decentralized interactions between individual agents and created new 
incentives for producers in raising outputs during the period 1982-5. 
The economy became more dynamic and, as a result, Vietnam enjoyed a 
high rate of economic growth in the first half of the 1980s (Figure 10.1). 
However, growth was not sustainable and tended to decline as a result 
of macroeconomic imbalances such as excessive demand for consump
tion goods and a huge fiscal deficit. The financial reform implemented in 
1985 in an attempt to reverse the situation also failed as it was introduced 
without addressing the fundamental problems of resource misallocation 
and macroeconomic imbalances in the economy. In the mid-1980s, the 
inflation rate accelerated to several hundred per cent.

The Sixth Party Congress in December 1986 recognized the exis
tence and the essential role of a multi-ownership structure in Vietnam's 
economy. However, significant changes in this direction occurred only 
sometimes after the approval of the doi moi (renovation) programme by 
the Congress.

Period 3: March 1989 and onwards
During this period, Vietnam adopted a radical and comprehensive 
reform package aimed at stabilizing and opening the economy, and 
enhancing freedom of choice for economic units and competition so 
as to make fundamental changes to its economic management system. 
The reforms included: •

• almost complete price liberalization;
• large devaluation and unification of the exchange rate;
• increases in interest rates to positive levels in real terms;
• substantial reduction in subsidies to the SOE sector;



• agricultural reforms through replacement of cooperatives by house
holds as the basic decision-making unit in production and security of 
tenure for farming families;

• encouragement of the domestic private sector and foreign direct 
investment (FDI);

• removal of domestic trade barriers and creation of a more open 
economy.

Macroeconomic stabilization was successful in conjunction with price 
liberalization, the changes in interest rate and exchange rate policies and, 
at the same time, the relief of the fiscal burden. Monetary policy has also 
improved and the use of changing monetary instruments has become 
more effective in cutting down inflation.

Several measures to increase the private sector participation in pro
duction and distribution have been taken, including creation of a legal 
framework for private business. Agricultural reforms, together with the 
recognition of the farming household as a basic economic unit and long
term land use rights provided by a new Land Law in 1987 and Amended 
Law in 1993 created strong incentives for farming households to make 
long-term investment and expand agricultural production. Agricultural 
production has become much more diversified under market and foreign 
trade development. The reform of the agricultural sector was essential to 
poverty reduction as it provides income to some three quarters of the 
population.

Rapid growth in services and construction during the 1990s mainly 
came from a quick response by private entrepreneurs. Almost 2 mil
lion newly established household businesses in urban areas helped 
to enhance the performance of the economy and make considerable 
improvements in the retail sales and service network. During the 1990s, 
about 45,000 private enterprises were registered under the Law on Pri
vate Enterprises and Company Law approved in 1991. The private sector 
became a major source for employment in the economy.

In an attempt to make the operation of the SOEs viable, the govern
ment has substantially reduced subsidies, diminished 'cheap' credit to 
these enterprises and given them greater autonomy. Furthermore, inef
ficient and money-losing enterprises have been liquidated. From 1990 
to 1994, the number of SOEs fell from 12,000 to 6,300 and, out of the
4.05 million total SOE employees, 1.5 million SOE workers retired or 
were converted to part-time workers. These reforms led to some positive 
improvement in the growth performance of the SOE sector in the first 
half of the 1990s.
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Vietnam has substantially liberalized its trade and investment policies 
since the late 1980s. In an attempt to integrate its economy with the 
rest of the world, Vietnam has entered into trade agreements with about 
60 countries and has trade relations with some 170 countries. It has 
implemented a preferential trade agreement with the European Union 
since 1992. In addition, Vietnam has been a member of the Association 
of South East Asian Nations (ASEAN) since June 1995 and the Asia Pacific 
Economic Co-operation (APEC) since 1998.

Liberalization of the investment climate resulted in rapid growth in 
foreign investment between 1993 and 1997. The country received for
eign investment from some 60 countries. The Law on FDI promulgated 
in 1987, and subsequent amendments, enabled Vietnam to attract a large 
volume of capital to renew technology and expand the markets. FDI has, 
indeed, become an integrated part of the Vietnamese economy and an 
important factor in Vietnam's economic growth during the 1990s.

To facilitate the development of trade and investment, the government 
also introduced reforms in the banking sector. The mono-banking system 
was replaced by a two-tier system, which could function in 1990, when 
the laws on banking authorized the State Bank of Vietnam to assume tra
ditional central bank functions, such as the conduct of monetary policy 
and the supervision of the financial system. Also, sectoral restrictions 
on specialized banking activities and entry barriers were abolished. In 
addition to the five state-owned commercial banks (SOCBs), a number 
of joint-stock banks, credit cooperatives/funds, joint-venture banks and 
foreign banks are in operation in the country.

Despite broad and rapid liberalization, it was recognized that signifi
cant restrictions remained; for instance, in the areas of trade and market 
entry. The reforms of SOEs and the financial sector have been limited and 
have not kept pace with economic development. There has also been a 
deep concern with regard to the question of sustainable economic growth 
and development, especially during and after the Asian crisis in 1997-8. 
The challenges and difficulties facing Vietnam had called for further ren
ovation processes. However, in general during 1997-9, Vietnam was still 
reluctant to undertake a decisive and comprehensive reform programme. 
The years 2000-4 witnessed the implementation of the demand stimulus 
policy to revitalize the economy and the new commitments to reform 
continuation.

The demand stimulus policy included several measures -  such as public 
investment in infrastructure projects, financial support for SOEs to deal 
with their increasing inventories, budget injection to poverty reduction 
programmes, raising wages and salaries, encouraging people to consume,
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and partially supporting enterprises to expand exports. This package 
of demand stimulus policies had a positive impact on the economy, 
minimized the deflation situation and economic stagnation, but it was 
partially contrary to the process of structural reform and administration 
reform.

Since 2000, a surge in development of the private sector can be 
observed thanks to the implementation of the New Enterprise Law. Dur
ing 2000-June 2004, about 90,000 private enterprises were registered 
under the new legislation, with total capital equivalent to about US$ 13 
billion. (This figure is much higher than the FDI inflows during the same 
period. It is also five times higher than that of those private enterprises 
established during 1991-9). The remaining problems are of the creation 
of 'a level playing field' for business activities in practice. The remain
ing obstacles to the development of the domestic private sector are an 
uneven playing field, difficult access to resources such as land and credit, 
and state-enterprise monopoly in some key sectors. There have also been 
some improvements in the environment for FDI attraction (Amendment 
of Foreign Investment Law in 2000). But major obstacles still exist -  such 
as cumbersome administrative procedures and corruption, an inconsis
tent and barely transparent system of legal documents, and the high cost 
of infrastructure services facilitating business.

The pace of reform of SOEs and the banking sector, however, remains 
not as rapid as expected, although there were the Party's Resolution on 
SOEs and the Overall Programme for the restructuring of the commer
cial banking system. In the period 2003-5, 3,000 SOEs from about a 
total of 5,000 SOEs were scheduled to restructure, of which 1,459 SOEs 
would be restructured in 2003 (but the number of transformations fell 
far short of the target; only 945 enterprises (or 62 per cent) out of the 
planned target were completed. In 2004, despite the efforts to accelerate 
the transformation process, including the equitization of some General 
Corporations and state-owned commercial banks, there was still no sig
nificant improvement. In the first 8 months of 2004, the number of 
equitized SOEs accounted for 35 per cent of the target, or 350 out of 
1000. The enterprises under the transformation programme account for 
only 24 per cent of SOE employment, 14 per cent of capital and 3 per 
cent of debt. The fragile banking sector remains a major concern with 
high non-performing loans, a high risk of expansion of credit to sizable 
and high-cost projects.

A trade policy roadmap for the period 2001-5 (Decision 46/2001/ 
QD-TTg in April 2001) was announced for the first time in place of 
the earlier practice of announcing one-year regimes, making a more
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transparent and predictable export-import environment. Trade reform 
in some areas has been undertaken faster than the planned schedule; 
for example, the extension of trading rights to all economic sectors; the 
removal of some quantitative restrictions and export focal points; and so 
on. The international economic integration process has been stepped up. 
Vietnam has mostly fulfilled its commitments under AFTA.5 Among the 
ASEAN countries, however, Vietnam still has the highest number of items 
in the Temporary Exclusion List (TEL) and in the Sensitive List (SL). The 
Vietnam-US Bilateral Trade Agreement (BTA), signed in July 2000 and 
coming into effect in December 2001, covers commitments in a wide 
range of issues that are in conformity with WTO norms -  such as trad
ing rights, tariffs, quantitative restrictions, intellectual property rights, 
liberalization in some service sectors, trade-related investment measures, 
and transparency. Recently, Vietnam has also joined regional integration 
clubs such as the ASEAN-China Free Trade Area and the ASEAN-Japan 
Comprehensive Economic Partnership. Vietnam's effort to be a WTO 
member came to fruition in November 2006.

The pace of administrative reform has still been slow and it seems that a 
breakthrough in this undertaking has not been found. The years 2002-4 
were set as the years for correction of rules and discipline in the admin
istrative system but only limited results were achieved. Administrative 
reform is to be considered as a central task for the coming years.

Renovation in 1986, and especially the market-oriented reform of 
1989, marked a turning point in the history of Vietnam's economic devel
opment. Vietnam escaped from crisis in the mid-1980s and the face of 
Vietnam's economy and society has changed significantly. By 1989, infla
tion was under control and, since then, it has remained at a low rate.6 
From 1990 to 1997, the GDP growth rate was maintained at around 8 
per cent per annum, on average. The GDP growth rate, however, went 
down between 1997 and 1999, partly because of the Asian financial cri
sis, and partly because of the dissipation of reform effects. Since 2000, 
the economy has regained its rather high growth rate at 7 per cent and 
more per annum (Figure 10.1).

Successful economic development has resulted in overall improve
ment of people's welfare and significant poverty reduction, irrespective 
of measurement methods. Total poverty incidence declined from about 
70 per cent at the end of the 1980s to 58 per cent in 1993, 37 per cent 
in 1998 and further to 24 per cent in 2004 (Figure 10.1). Vietnam has 
also achieved notable results in human development. There has been 
a significant increase in Vietnam's human development index (HDI) 
(from 0.623 in 1994 to 0.688 in 2001) and, correspondingly, Vietnam's



rank has improved from 121 to 109. In 2001, Vietnam ranked fifth 
among the ASEAN countries (after Singapore, Malaysia, Thailand, and 
the Philippines).7

Nature of reform process and lessons

The achievements in Vietnam can be attributed to four key factors:

1. the acknowledgment of the private business right;
2. the market-oriented reforms;
3. the opening (mostly in terms of trade and FDI) and the integrating 

of the economy into the regional and world economy; and
4. the keeping of macroeconomic and social stability.

These factors have motivated economic behaviour changes and, once 
they are gradually locked-in, it will be very difficult for Vietnam to return 
to the previous economic management system. In nature, the economic 
reform process is to grant rights and to enlarge opportunities for people 
in choosing and deciding the direction and form of their production and 
business activities.

There are several interrelated lessons that can be drawn from Vietnam's 
experience: •

• First, the effective reforms require both political will and changes in 
the way of thinking that reflects the dynamics of real life. As men
tioned before, the microeconomic reforms introduced in the early 
1980s, in fact, recognized and legalized the people's spontaneous mea
sures to operate outside the plan, so they can be seen as 'bottom-up' 
reforms. The failure of the efforts to stabilize the economy up until 
1989 and of the last attempts to control the free market during the 
period 1985-8 as well as the drying up of aid from the former Soviet 
Union had created immense pressure on reform. The slogans 'Let mar
kets be untied' and 'Rescue yourself' reflected the nature of the radical 
reform package in 1989.

• Second, since Vietnam is an agrarian economy8 in transition, where 
economic policies and implementation procedure are still a legacy of 
a centrally-planned economy, the approach to and the way of reform 
implementation are essential for ensuring success, while keeping 
social and political stability. The 'bottom-up' reforms first launched in 
rural areas might be easier, as they satisfied the people's willingness, 
and the political situation in rural areas was seen to be less compli
cated than in urban areas. In general, economic reform in Vietnam
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has been a process of 'learning by doing' and characterized by gradu
alism. This approach has several advantages since it should avoid the 
crisis/collapse of the economy, while gradually gaining the confidence 
in and the support for reform as the people see the successful outcome 
of reform.

• Third, the selection of reform approach is not only driven by the tar
gets reform should achieve, but it is also based on the structure of 
existing institutions. In a broader view, it can be seen that underlying 
Vietnam's (and China's) reforms is a series of institutional changes in 
the novel forms of transitional institutions. These institutions work 
because they achieve two objectives at the same time -  they improve 
economic efficiency, on the one hand, and make the reform a win- 
win game and interest compatible for those in power, on the other 
hand. These institutional reforms are not created 'solely for increas
ing the size of the pie, but also reflecting the distributional concerns 
of how the enlarged pie is divided and the political concerns of how 
the interest of those in power are served' (Qian, 2001).

• Fourth, pursuing the approach of gradualism does not mean that 
the focus should be, at first, solely on the reforms at microeco
nomic levels. Vietnam's experience has shown that the partial and 
sectoral reform measures might be good but not good enough. They 
should be undertaken within more comprehensive reforms, especially 
in conjunction with macroeconomic reforms and the opening of the 
economy.

The economic reform process in Vietnam, however, has not been 
smooth. As can be observed, the policy measures implemented in some 
cases have not been sufficiently comprehensive and/or inconsistent 
with market-oriented reforms; during the process of integration, even 
Vietnam recognized the serious weaknesses of its economy. A main rea
son, of course, is rooted in a legacy of a centrally-planned economy, 
which, in reality, is reflected in the ways of directing and control
ling the resources, especially capital allocation, and dealing with the 
SOE sector.

The explanation can also be seen in other ideological, economic and 
social factors. The Communist Party leadership has been considered a 
most decisive factor for guiding the doi moi process and ensuring its suc
cess. The Party, on the one hand, has recognized the fundamental ideas 
of Marxism-Leninism and Ho Chi Minh's ideology as being a compass 
needle for its general guideline. On other hand, the Party has seen the 
need to have a new approach to their interpretation and application,
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so that its leadership can effectively adapt to the new environment of a 
market and more open economy. This could only evolve gradually and 
naturally has had a complex impact on the economic reform process. For 
instance, Vietnam has accepted the necessity of a market mechanism 
but, at the same time, it should be 'under state management' and/or 
'by socialism orientation'. In Vietnam, the concept of 'socialism orien
tation' is often approached via three dimensions:

• The first dim ension is based on an assessment of the role of the state 
sector, w hich is thought to  play a leading role in  the econom y. In 
fact, GDP growth has still been heavily dependent on  the SOEs' perfor
m ance and driven by state investm ent, a tendency that seems likely to  
continue in com ing years.9 However, both state investm ent and the  
SOE sector have been recognized as inefficient, and corruption has 
been widespread in connection  w ith state investm ent.

• The second dimension is very much associated with the problems of 
ownership -  especially that of production factors -  and income distri
bution. One concern is that the over-developed private sector would 
lead to exploitation. There is also a concern about social problems, 
such as the gap between the poor and the rich, and social stability in  
the process o f econom ic international integration and SOE reform. As 
a result, it is hard to create, in  practice, 'a level playing field' for all 
institutional econom ic sectors, and the reform process has som etim es 
been characterized by 'stop-and-go' policies.

• The third dimension is more or less directly attached to the goals of 
development, meaning that development is for the people, by the 
people, and of people, and Vietnam needs to strive for 'a rich people, 
a strong nation, and an equal, democratic and civilized society'. This 
approach, though it sounds beautiful, did not have much in the way 
of concrete policy guidelines.

Moreover, the concept of 'socialism orientation' is sensitive to the 
changes and development in the region and in the world. For exam
ple, the intense arguments for and against globalization could heavily 
bias the approach to reform towards the political and social conceptual 
realities in Vietnam, emphasizing the dangers of global markets. In fact, 
the East Asian crisis and the socio-political turbulence in some countries 
were seen differently in Vietnam. While many have maintained that the 
crisis has simply reinforced the importance of further reform, others have 
emphasized the dangers of exposure to global markets in terms of social 
stability and sovereignty (Vo Tri Thanh, 2000).
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Finally, there is the problem of asymmetry in incentives for those sup
porting or opposing reforms, depending on whether they will be winners 
or losers. For instance, in general, most people will benefit from the 
reduction of trade barriers, while the inefficient and highly protected 
enterprises will have difficulty surviving in the new market environment. 
A complex package of reforms means the involvement of many partici
pants with different motives. Benefits for the many are merely potential 
gains without certainty and, therefore, reactions might not be concerted 
and strong. Whereas, for those with vested interests, the loss of bene
fits through reduced protection and limited public advantages is real, 
they are still in a position to influence the decision. This, somehow, 
can be seen in the case of Vietnam, where the administrative way of 
managing the economy has created close, mutually beneficial connec
tions between the line ministries and the SOE sector as a whole, and 
the State General Corporations in particular. The problem of conflict of 
interests is difficult to attack effectively since the vested groups can use 
the same political and social arguments just mentioned to justify the 
de facto status.

Interestingly, it is not possible to understand economic reform in Viet
nam without examining carefully the 'turning points' associated closely 
with the significant institutional changes. A remarkable example is the 
reform of 1989. Vietnam's radical reform package, launched in 1989, was 
the exception in the context of gradualism, for its outcome was very dif
ferent in comparison to the experience of many transitional economies 
in Eastern Europe, although the liberalization and stabilization measures 
used were similar to these economies (Riedel and Comer, 1997). The 
gradual approach did not seem to work well in Vietnam until the 1989 
reform was launched. The launch was circumstantially forced into being 
under the pressures of an economy in macroeconomic instability, crisis 
and the 'drying up' of aid from the former Soviet Union. Surprisingly, its 
outcome was very impressive, although it was implemented without the 
technical and financial assistance of international institutions. So far, 
the economic reform package in 1989 is considered to have been most 
successful since it created the basic conditions for the transformation 
into a market-oriented economy.

Since about 1999-2000, several structural weaknesses and vulnerabili
ties of the economy have been widely recognized by Vietnamese policy
makers. The pressure for more decisive and comprehensive reforms 
has been strengthened as Vietnam's process of international integra
tion become more deeply embedded. In this context, some researchers 
mentioned the necessity of implementing the so-called 'second wave' of



reforms as another 'turning point' for ensuring high economic growth 
and sustainable development in Vietnam.10

Challenges ahead and reform perspective

The dream and expectation of Vietnam to be a civilized society and an 
industrialized country have always been the focus of its development 
strategy. In the past, however, Vietnam failed to bring its dream into real
ity, mainly because it pursued a centrally-planned system -  an institution 
lacking incentives and efficient resource allocation. With the renovation 
0doi moi) and market-oriented reforms, Vietnam has not only entered a 
new stage of development, but also had a good opportunity to succeed 
in industrializing and modernizing its economy.

The development objectives of Vietnam over the first two decades of 
the new millennium are quite ambitious. Vietnam expects to sustain 
high economic growth and to escape the status of a poor country by 
2010. The overall goal of Vietnam is to accelerate industrialization and 
the modernization process in order to bring the country out of under
development and create a foundation so that, by 2020, Vietnam will 
basically become 'a modern-oriented industrialized country'.

However, Vietnam is currently facing great challenges. Vietnam is 
still a low-income economy in transition striving for industrialization in 
order to catch up with more advanced economies in the region. While 
Vietnam has recorded remarkable achievements in socio-economic 
development, imbalances in growth have emerged. The economy has 
recently exposed weaknesses and vulnerabilities in several areas -  such 
as in the SOE sector, the financial system, public investment, and the 
education and training system. The problem of poverty and income 
inequality also adds to the risk of socio-economic instability, which could 
stall economic development. Vietnam should benefit substantially from 
its trade liberalization and economic international integration. But the 
existing problems and weaknesses could be exaggerated as the economy 
integrates deeply into the regional and world economy. The adjustment 
costs, especially in the short-term, during the integration process could 
also be significant.

At the same time, the reform process in Vietnam now becomes more 
complicated and difficult for the following reasons: •

• First, Vietnam needs to develop a market-based institution dealing
with production factor (capital, labour, land) markets, the SOE sector,
and the financial system, many aspects of which are related to the
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concept of 'socialism orientation' and the way of thinking, policy
making and resource allocation still rooted in the legacy of a centrally- 
planned economy.

• Second, the reforms should be consistent with the process of interna
tional integration. It is no exaggeration to say that the reform process 
in Vietnam is very much an international commitment-based reform 
process.

• Third, economic reform, administrative reform and political reform 
need to be implemented in a more synchronous manner. Obviously, 
this is very much dependent on the will, determination and account
ability of Vietnamese leaders as well as the feedback by and the 
participation of the people.

At the same time, the current domestic situation in Vietnam and 
the external environment have changed significantly. The questions 
now are: How can Vietnam have more pro-active and effective reforms 
in response to these changes, and what is the perspective of the 
implementation of further reforms?

Three scenarios seem to be possible (Vo Tri Thanh, 2000). The first is 
characterized by a slow process with a still heavy legacy of a centrally- 
planned economy, especially in dealing with the SOE sector (including 
the commercial state-owned banks) and the allocation of state invest
ment funds. The second is also a gradual and incremental process, but 
one that is consistent with market reforms and international integration. 
The third is the implementation of further decisive and comprehensive 
reforms.

The first scenario was already seen in the policy changes over the 
period 1996-9. The reforms during 2000-4 more or less followed the sec
ond scenario, but the measures used for protecting high cost and import 
substituting industries as well as the abuse of public investments were 
substantial. This means that the factors in favour of the first reform sce
nario are still strong. Moreover, Vietnam is not now in a crisis situation, 
as was the case with the 1989 reform, and, therefore, the pressure for 
radical policy changes might be low. In spite of this, the timeframe 
for 'bad' policy manoeuvre is reduced by the forced implementation 
of the existing commitments to reforms and international integration 
and the accession to the WTO. In addition, the gradual approach to 
reform had certain advantages, but also several disadvantages, because 
the reform could be characterized by stop-and-go steps, inconsistency 
with business cycles, unpredictability in the investment and business 
environment, and possible conflict between central and local authorities.



To a significant extent, this approach might be not appropriate in the 
new context of international integration and globalization. The imple
mentation of a consistent reform process (the second or, better, the third 
scenarios) becomes increasingly realistic.

Vietnam's further reform and development programmes seem to 
include the following key components:11

• institutional reform (reform of the legal framework and public admin
istration, and the strengthening of enforcement and people's partici
pation);

• improvement of macroeconomic policies in conjunction with trade 
liberalization and gradual opening of the capital account;

• structural reform, especially reform of the SOE sector and the financial 
system;

• private sector development and attraction of efficient FDI;
• agricultural and rural development;
• radical reform of the education and training system.

Overall, the reform of economic institutions and human resource 
development should be priorities for policy implementation. The first 
and foremost factor for overcoming the obstacles on the road to prosper
ity for Vietnam is to change the still state-led economic institutions into 
efficiency-enhancing institutions with greater participation of the peo
ple. The limitations and constraints in institutions also mean that there is 
considerable room for Vietnam to change in order to create an incentive 
environment for advancing, and even leapfrogging, in the industrial
ization and modernization of the country. The institutional changes, 
together with the formation of skills, will be a very effective insurance 
measure. This is because it enlarges both the set of choices by people 
and their capability to exploit benefits from these new choices. As a 
result, the people become less vulnerable to changes in the economy 
and society.
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Notes

* This chapter is based on a paper presented at the International Economic 
Association Round Table on 'Market and Socialism Reconsidered', Hong Kong 
University of Science and Technology, Hong Kong, 14-15 January 2005. The 
opinions expressed in this chapter rest exclusively with the author and do 
not necessarily reflect the views of his organization, the Central Institute for 
Economic Management (CIEM).
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1. See, for example, Dapice (2003). Vietnam also recognizes that economic 
growth during 2000-04 was under its potential and the competitiveness of 
the economy is quite low.

2. See SRV (2004) and World Bank (2003).
3. This section is primarily adapted from Vo Tri Thanh and Pham Hoang Ha 

(2004).
4. The IX Party Congress (April 2001) confirmed that Vietnam is building and 

developing a market economy by socialist orientation.
5. During 2001-03, nearly 2000 items were transferred from the Temporary 

Exclusion List (TEL) to the Inclusion List (IL), increasing the number of items 
in the IL to 10,143 (or 97.1 per cent of total tariff lines compared to that of 
about 39 per cent in 1996). The maximum tariff rate of the items in the IL 
has been reduced from 50 per cent in 2000 to 20 per cent in 2003, and it is 
to be further lowered to 5 per cent in 2006.

6. In 2004, inflation rate (measured by CPI) increased considerably, to 9.5 per 
cent from the low rates during 2000-03.

7. See UNDP (various issues). Note that the higher the HDI of a country is, the 
better its human development is evaluated.

8. Agriculture's share of GDP gradually reduced from 40.5 per cent in 1991 to
22.3 per cent in 2003. Over the same period, the share of GDP accounted for 
by industry in general, and by manufacturing in particular, increased steadily, 
from 23.8 per cent to 39.9 per cent, and from 13.1 per cent to 20.7 per cent, 
respectively. The service sector reached its maximum contribution to GDP of 
about 44.1 per cent in 1995 and then declined continuously to 37.8 per cent 
in 2003. Several high value-added and professional services are still underde
veloped, hence limiting the improvement of the economy's competitiveness 
(Vo Tri Thanh and Pham Hoang Ha, 2004). At present, about 74 per cent of 
the population are living in rural areas and they account for 65 per cent of 
the labour force.

9. At present, the SOE sector accounts for about 30 per cent of GDP and state 
investment (including state budget investment expenditure, state credit and 
owned outlays by the SOEs) accounts for more than 50 per cent of total 
investment.

10. See, for example, Kokko (1999) and Vo Tri Thanh (2000).
11. As shown in the Resolution of the 9th Plenum of IX Central Committee 

of Communist Party of Vietnam in January 2004, Vietnam has commit
ted strongly to further economic reform programmes, which include the 
following components (CPV 2004): •

• To continue reforming the SOE sector and improving its efficiency with 
the focus on further equitization; to encourage the development of 
cooperative, private and foreign invested sectors; to strengthen the com
petitiveness of enterprises; to improve the efficiency of investments by 
state budget.

• To establish and to develop the production factor markets simultaneously.
• To continue pro-active integration; to carry out effectively international 

commitments and the roadmap of international economic integration; to 
prepare and create internal conditions favourable to Vietnam becoming 
a WTO member.
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• To renovate, fundamentally, the process of developing strategy, socio
economic development planning; to adjust significantly its economic 
structure.

• To continue effective implementation of poverty reduction and employ
ment programmes.

• To renovate organizations and functions of the state; to invigorate admin
istrative reform, to strengthen democracy and legislation enforcement; 
and to strengthen national solidarity.
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11
Vietnam's Road to International 
Economic Integration with a 
Socialist Orientation: Are WTO 
Accession and Market Socialism 
Compatible?*
Stephen Parker

An introduction to Vietnam's international econom ic  
integration in the context o f its political com m itm ent 
to market socialism

Professor Kornai has laid out a challenge for the chapters in this book 
to explore how the 'old' concept of 'market socialism' is applied to the 
'new' experience in China and Vietnam. These are two Asian developing 
countries led by Communist Parties with legacies of 'old' socialist tradi
tions (a command economy with dominant state ownership) that have 
achieved decades of rapid growth and major reductions in poverty by 
expanding the influence of markets, the private sector, foreign investors 
and international trade. Communist political leadership in these two 
countries, nevertheless, consistently represents their increasingly 'prag
matic' development strategies in the context of the more 'ideological' 
concept of developing 'a market economy with a socialist orientation'.

This chapter examines Vietnam's road to international economic inte
gration with a socialist orientation over the last 20 years. In 1986, 
Vietnam introduced doi moi, or 'renovation', which consolidated and 
institutionalized politically a shift towards more pragmatic and market- 
friendly economic policies following a postwar decade of unsuccessful, 
command-based policies. Vietnam gradually liberalized and decentral
ized international trading and investment activities over the next 15 
years, from a position as one of the poorest and most inward-looking 
economies in the world. The full impact of these reforms, however, was

199



1 L __ 1 1 * ■ 1___ I___' 1 1  __ 1 1 1 1 _____I__  ‘ ' 1 ............... ■ I ■ — Μ  I . . .

200 Vietnam's Road to International Economic Integration

limited by the incomplete nature of the policy changes and insufficient 
institutional development, and by the lack of access to the US market, 
the traditional engine of growth for export-led economies in East Asia. 
As a legacy of the American (or Vietnam) War, conditions in Vietnam 
and the timing of reforms were a decade or more behind those of its 
Southeast Asian neighbours. The postwar US trade embargo was not lifted 
until 1994 and political relations were normalized in 1995.1 Economic 
relations were normalized when the US-Vietnam Bilateral Trade Agree
ment (BTA) came into force on 10 December 2001 which, for the first 
time, effectively opened the US market for Vietnamese-based exporters. 
The BTA was designed by both countries to be a 'stepping-stone' 
towards WTO accession, which was achieved by Vietnam on 11 January 
2007.

Economic reforms in Vietnam broadly, and efforts to integrate into 
global markets more specifically, accelerated around 2000. Systematic 
reforms were spurred on by a political recognition by the Communist 
Party of Vietnam (CPV) that rapid and sustained economic growth was 
required to create the millions of jobs needed to provide employment 
for the estimated 1.5 million new entrants into the labour force result
ing from a postwar population boom, and to continue to reduce poverty 
in rural areas, where millions more hovered around poverty income lev
els. A keystone of political legitimacy for the CPV was the provision of 
social stability and rising prosperity. The positive lessons of China and 
other East Asian economies, and the perceived negative lessons of the 
European transition economies, made it clear to the CPV that sustaining 
major job creation, and thus sustaining political legitimacy, required a 
strong move to the market with market-oriented legal and administra
tive institutions, a growing private sector, and active integration into 
international markets.

Unlike Vietnam's neighbours several decades earlier, who internation
alized their economies largely through unilateral trade reform with a dual 
strategy of promoting exports and targeted import-substitution sectors, 
the international political economy of trade reform in the 2000s had a 
much greater emphasis on using reciprocal trade agreements as a primary 
mode for trade and investment liberalization. These trade agreements 
were systematic in nature, including requirements for harmonizing 
domestic, legal and administrative structures with international practice 
alongside requirements to liberalize market access for goods, services and 
investment.

The three key trade agreements that began to drive economic and legal 
reform in Vietnam around 2000 were the implementation of the BTA,
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the application of substantial tariff reductions for goods to implement 
the ASEAN Free Trade Agreement (AFTA), and the serious preparation 
to meet the 'BTA Plus' requirements in order to accede to the WTO.2 
These trade agreements provided concrete and comprehensive bench
marks with specific deadlines for adjusting Vietnam's laws, regulations 
and administrative procedures to conform to international standards 
and best practice. In large part, these international requirements were 
consistent with even more systematic reforms aimed at modernizing 
Vietnam's legal system.3 From roughly 2002 to 2006, most laws and 
regulations affecting commercial activity in Vietnam were rewritten 
to support a market economy and to conform more closely to inter
national standards. Also, market access for most goods, services and 
investment were put on a course over the decade to be substantially 
liberalized.

The direction and pace of the reforms driven by implementation 
of these three trade agreements are clear -  Vietnamese policy will be 
increasingly characterized by market forces, private and corporate eco
nomic organization, a more systematic and transparent rule-of-law with 
a stronger judicial system capable of resolving commercial disputes 
and protecting property rights, and increased international trade and 
investment. Conversely, the state will be increasingly less involved in 
directly administrating or controlling economic activity, and owning 
commercial enterprises.

How, then, does the systematic movement towards such a seemingly 
'non-socialist' set of policies relate to market socialism? To explore this 
question, it is useful to examine how such strongly market-based inter
national commitments are represented in domestic political terms. A 
number of recent Resolutions by the Communist Party of Vietnam put 
international integration and a socialist orientation into a broad develop
ment context. For example, Resolution 48 of the Politburo of the CPV on 
the 'Strategy for Development and Improvement of Vietnam's Legal Sys
tem' issued on 24 May 2005 states as its objective, baseline considerations 
and directions:

To develop and improve a ... legal system with ... legal regulations for 
a socialist-oriented market economy, to build a Vietnamese rule-of-law 
socialist state which is of the people, by the people and for the peo
ple ... to accelerate the role and effectiveness of the law to contribute 
to good social management, maintaining social stability, developing 
the national economy, international integration, building a clean and 
strong state, implementing human rights and democratic rights and
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freedom of citizens, and to make Vietnam a modern, industrialized 
country by 2020.

[Based on the] timely, full and accurate articulation of the Party's 
directions ... to actively integrate into the international community; 
to fully perform international commitments while strictly maintain
ing independence, state sovereignty, national defence and a socialist 
orientation ...

To develop and improve the law on organizations and operation 
of institutions within the political system ... To renovate and con
tinuously perfect the leading method of the Party, to ensure that 
operations of the Party are consistent with the Constitution and 
law; and to enhance the leading role of the Party over the State and 
Society.4

What is meant by socialist orientation in these Party Resolutions? For 
example, how might acceding to the market-oriented WTO differ if it 
is done with or without a socialist orientation? With regard to the tan
gible and extensive policy and institutional changes that are required 
for newly acceding countries to join the WTO, if anything, referral 
to a 'socialist orientation' raises questions about the commitment of 
an acceding country to conform fully to WTO standards and probably 
requires such a government to make stronger (more market-oriented) 
rather than weaker (less market-oriented) commitments in WTO acces
sion negotiations. That the requirement in China's WTO Accession 
Protocol that its designation as a non-market-economy with regard to 
anti-dumping procedures in the USA and other countries can be main
tained for 15 years after accession, for example, is partly a result of such 
suspicions. Even in the face of these concerns, however, Vietnam (and 
China) has maintained its political commitment to 'a modern market 
economy with a socialist orientation'.

One possible explanation commonly discussed is that socialist orienta
tion with regard to markets and the rule of law represents a commitment 
that laws and policies reflect 'the will of the people' and that it be done 
'under the leadership of the CPV'. It is not the actual policies and eco
nomic structure that have a socialist orientation, per se, but the outcomes 
and the political process for determining those policies that must be 
socialist oriented.

A common phrase representing CPV objectives is to strive to create a 
'rich people, strong nation, and a civilized, democratic, equal society'.5 
In other words, political legitimization is derived to an important degree 
by providing social stability, basic personal and commercial rights under
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a rule of law, and broad-based, rising prosperity. Emphasis is placed on 
growth and modernization, but political objectives and concerns also 
include the distributional consequences of growth, a sense of social 
equity, and a commitment to the mass provision of social services. How 
these objectives can be achieved, and why the CPV has emphasized 
fundamental economic reforms such as those required for WTO acces
sion, are strongly influenced by Vietnam's economic and demographic 
conditions.

Vietnam was a difficult country to characterize in the 1980s and 1990s. 
On the one hand, it was an extremely poor, agrarian country look
ing to jump into a high-growth, export-led development path in line 
with its East Asian Tiger neighbours. Many East Asian experts expected 
Vietnam to become the next Tiger. On the other hand, Vietnam was a 
transition economy shifting from an economy based on planning and 
state/collective ownership to one driven by markets, private ownership 
and international integration. Transition experts with a European back
ground tended to look more cynically on Vietnam's minimal efforts to 
privatize its state-owned enterprises and the strong hand of the Party in 
guiding economic activity in Vietnam. Further, Vietnam was a newly uni
fied country striving to develop its national integrity after decades of war 
and even more decades of colonialization. Important legacies from Cold 
War alliances and conflicts, reliance on Soviet subsidies, and the lack of 
normalized relations with the United States -  and thus most western- 
oriented countries and multilateral donors -  greatly, and somewhat 
uniquely, influenced Vietnam's policy decisions. Also, Vietnam is gov
erned by a Communist Party that has cast a wide umbrella under which 
many interests vie. The CPV has increasingly tended to make 'pragmatic' 
development policy decisions under what is often termed a 'consensus' 
process among these broad interests. Each of these perceptions will be 
examined in greater detail, as follows.

First, Vietnam is a poor but solidly growing developing country just 
entering into its first stage of industrial development. To achieve the 
objective of becoming a modern, industrialized developed country by 
2020, a huge amount of investment will need to be funded and allo
cated effectively over the next 12 years in order to build the social and 
physical infrastructure and to move into more sophisticated and (phys
ical and human) capital-intensive industrial and service sectors that can 
accommodate the higher labour costs arising in a developed country. 
Although Vietnam's domestic savings rate has risen from around 18 per 
cent in 1995 to a quite respectable 27-28 per cent in the 2000s, for
eign investment in terms of capital inflows and technical know-how



204 Vietnam's Road to International Economic Integration

will be critical.6 Policies that create a good business environment with 
reliable property rights, predictable contracting procedures, and current 
account, exchange-rate convertibility, are essential to attracting such for
eign investment. Creating a pro-investment environment that is familiar 
to investors by conforming to international standards, and legitimizing 
and binding these standards through international treaties, encourages 
foreigners to make the large, long-term investments that will be needed 
for Vietnam to achieve its development objectives.

Second, Vietnam is a transition economy. It started its market-based 
reforms in the mid-1980s with an economic structure based on a centrally 
planned system with predominant state ownership and bureaucratic 
control, resembling much more the former Soviet Union and Eastern 
European transition economies than Vietnam's Tiger neighbours. In this 
regard, almost all of Vietnam's leadership was educated in former socialist 
countries. Few Vietnamese, especially North Vietnamese, had any train
ing in market economics and business, or had any exposure more broadly 
to either the West or, importantly, to reforming China and their econom
ically dynamic East Asian neighbours.7 On the other hand, because of 
Vietnam's quite low level of development in the 1980s, it had a much 
smaller and weaker state-owned sector, with moderate investment in 
heavier industries and, thus, relatively weaker political interests against 
the reforms.8

Third, Vietnam is facing the challenge of a postwar population bub
ble, where around half the population of 82 million people is under 25 
years old. This translates into around 1.5 million young people entering 
into the labour force each year, coming in addition to tens of mil
lions of largely rural people who tend to be underemployed and whose 
incomes hover around poverty levels. Under these conditions, to main
tain social stability and to raise standards of living, millions of new jobs 
must be created each year. The lessons of other transition and develop
ing economies, particularly Vietnam's successful East Asian neighbours, 
make it clear that generating large numbers of jobs in a country with 
a large and reasonably well-educated population requires policies that 
move to the market, expand the private sector, and integrate into global 
markets. In the eyes of many Vietnamese who were trained in the 'old' 
socialist systems of the former Soviet Union or Eastern Europe, the 
huge success of China's and other East Asian export-led development 
stands in stark contrast to the collapse of the Soviet/European transition 
economies.

Fourth, to expand labour-intensive exports rapidly, Vietnam needed 
access to world markets, particularly the US market, which has been
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traditionally the most receptive of the large developed markets for 
exports from developing countries. As a legacy of the war, even into the 
1990s, Vietnam's export structure was skewed towards primary exports 
and towards trade with the former socialist countries. In this regard, 
Vietnam's export structure was quite different compared with its highly 
populated Asian neighbours. The year 1995 marked a watershed in 
Vietnam's move towards international integration. In that year, Vietnam 
joined ASEAN and committed to the accession protocols for membership 
in the ASEAN Free-Trade Agreement (AFTA), which aimed to lower tariffs 
reciprocally among Southeast Asian countries to 0-5 per cent over the 
next 10 years. Vietnam was required to reduce most of its tariffs on goods 
from ASEAN to 0-5 per cent by 2006. It also applied for WTO mem
bership and started negotiations with the USA to normalize economic 
relations. These agreements did not bring about immediate changes in 
policy, but they did put in motion a comprehensive set of legal and eco
nomic reforms that would have to be implemented to fulfil the terms of 
these agreements, which would lead to major changes in Vietnam's poli
cies from 2000 to 2005 and beyond. These reforms not only guaranteed 
Vietnam reliable market access to key foreign markets but, with their 
internationally bound commitments, they also cemented domestic 
reforms that would 'lock in' the role of the market, the private sector 
and international integration as the driving forces of economic activity 
in Communist-led Vietnam.

As will be explained in greater detail below, the impact of the BTA on 
Vietnamese exports was stunning. With the extension by the USA at the 
end of 2001 of normal trade relations (NTR), which is more commonly 
known as most favoured nation (MFN) treatment, USA tariffs on imports 
from Vietnam were reduced from an average of 40 per cent to an average 
of 4 per cent. Within just three years, Vietnam's exports to the USA surged 
by 500 per cent. By 2004, Vietnam exported more manufactured goods 
than primary goods, and the USA was Vietnam's largest export market. 
Vietnam's booming trade sectors (both exports and imports) began to 
look much more like those of its Tiger neighbours. US firms also became 
the largest investors in Vietnam in this year.

Fifth, and last, the state of Vietnam is Communist Party-led, which 
is a cornerstone of its conception of market socialism. As a one-Party 
state, however, it must cast a wide net over many economic, social and 
political interests. Changes in trade policy always create winners and 
losers, and requires some kind of political resolution for how the bene
fits and costs of reform are distributed and borne in society. Vietnam's 
Party-led political system is often characterized by having a 'consensus'
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driven process for making policy decisions and resolving conflicts among 
interests.9 Much as in China, the strong growth and dramatic reduc
tion in poverty achieved by Vietnam through the course of its 20 years 
of sustained development generated many more winners than losers. 
This has made the resolution of the distributional consequences of trade 
reform less onerous, and this economic success has generated consider
able political legitimacy for the Party and for the reforms. Nevertheless, 
there has been considerable bureaucratic resistance from ministries and 
other state interests to reform state-owned enterprises, to streamline 
and make more transparent the administrative and licensing procedures, 
and to reform policies protecting certain sectors with strong state inter
ests. Among many, there is still a lingering suspicion of private and 
foreign firms, and a belief that the state must guide economic activity to 
deliver socially beneficial results.10

The broad and deep reforms required of Vietnam to gain interna
tional market access under the global political economy of the 2000s, 
which is often considered to be a 'cost' or a concession in the par
lance of trade negotiations, will considerably restrain Vietnam's and the 
CPV's flexibility to apply many of the typical economic and, particularly, 
industrial policies that its neighbours applied during their initial stages of 
industrialization and integration. Vietnam will have to industrialize and 
modernize with a greater reliance on competitive market forces and for
eign investment than most of its Tiger neighbours or transition brethren 
had to in decades past. The challenge for the CPV is to understand and 
implement these systematic reforms, and then to articulate a political 
strategy to justify it within the Party's market socialist ideology. Also, it 
will be important to develop a political process for restraining predictably 
'nationalistic' forces that will want a stronger role for state leadership in 
developing new capital- and knowledge-intensive sectors, in large infra
structure projects, and in the 'socialization' of the costs and benefits of 
the reforms. The Party’s response to this challenge is typically cautious, 
gradualist, and step-by-step.

The next section examines in greater detail the actual policy changes 
underpinning Vietnam's integration into international markets, and 
their impact on trade and investment flows. The first 15 years of rela
tively gradual, but nevertheless quite substantive, trade and investment 
policy reform following the introduction of doi moi in 1986 are reviewed, 
followed by a focus on the acceleration of reforms from 2000 to 2006 as 
the impact of the trade agreements kicked in with full force. The subse
quent section provides several conclusions as to whether WTO accession 
and market socialism are compatible.
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From the late 1980s to around 2000, Vietnam steadily liberalized its trade 
and investment regime from a system largely inward looking and reliant 
on trade with European socialist economies to an outward looking sys
tem with exports to a wide range of economies, except for the United 
States. These initial reforms were conducted in large part along similar 
lines to its Southeast Asian neighbours. Most notably, the reforms were 
conducted unilaterally and thus were not bound by international agree
ment, and they applied a 'dual' strategy of protecting import-substitution 
sectors and promoting export sectors at the same time. Vietnam's 
international reforms in the 1980s and 1990s differed from those of 
their neighbours to some degree, however, because Vietnam started 
its reforms with a more dominant role for the state and state-owned 
enterprises in the trade process, a legacy of its planning and socialist 
heritage.

Before 1989, state-owned enterprises (SOEs) had a monopoly on inter
national trade. In 1989, this monopoly was broken, but the ability 
of non-SOEs to engage in trade was severely restricted because export 
and import licences were required, and conditions for obtaining such 
licenses were onerous (including requiring a contract to export or import 
in advance, having minimum working capital, and having appropri
ate 'skills').12 Since 1998, the licensing requirements for exporting and 
importing have been largely abolished. Although some restrictions on 
the products permitted to be traded remain, they are being progressively 
loosened. In 2001, all legal entities (companies and individuals) were 
permitted to export most goods without a licence.

Over this period, quantitative barriers to trade were reduced in the early 
1990s, but then re-employed as a temporary measure to reduce demand 
on foreign exchange reserves in the wake of the Asian financial crisis 
(see Table 11.1). From 2000 to 2002, the use of quantitative restrictions 
diminished considerably. By the end of 2002, only two commodities, 
petroleum products and sugar, remained under quota, with sugar set to 
be removed from quota by the end of 2005. The almost complete removal 
of import quotas from 2000 to 2005 was agreed to by Vietnam as part of 
an IMF/World Bank loan programme and was in line with BTA and WTO 
requirements.13

The average tariff level in the 1990s was a relatively moderate 12-16 per 
cent level, and it has actually increased over time (see Table 11.2). Over 
this period, the tariff structure was repeatedly revised and many rates
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Table 11.1 Products subject to quantitative restriction

1998 1999 2000 2001 2002

Petroleum Petroleum Petroleum Petroleum Petroleum
Sugar Sugar Sugar Sugar Sugar**
Fertilizer Fertilizer Steel Steel Cement*
Steel Steel Cement/clinker Cement/clinker Motorcycles’
Cement/clinker Cement/clinker Glass Motorcycles
Glass Glass Motorcycles Cars
Motorcycles
Cars
Paper

Motorcycles
Cars
Paper
Electric fans 
Ceramic tiles 
Porcelain 
Caustic soda 
Bicycles 
Vegetable oil 
Plastics
Plastic packaging

Cars
Paper
Vegetable oil

Vegetable oil

Note: * Removed as of 31 December 2002; ** sugar was scheduled to be removed in 2005, but 
this has not yet been done.
Sources: World Bank (2000); World Bank (2001); World Bank (2003a); IMF (2003). Imple
mented by the GVN as a Decision of the Prime Minister on managing exports and imports in 
the 2001-5 period, no.: 46/2001/QD-TTg, 4 April 2001.

Table 11.2 Applied nominal tariffs in Vietnam

1995 1997 1998 2001 2003

Mean tariff rate 12.8 13.4 13.6 16.5 18.5
CVa 131 128 117 113 121
Number of bands 36 35 26 29 16

Note: Coefficient of variation = standard deviation/mean. The mean applied tariff rate is 
unweighted.
Source: Athukorala (2004).

increased to compensate for the loosening of the quota system following 
the Asian Crisis.14

As Table 11.3 indicates, the tariff schedule in Vietnam is one that cas
cades, with nominal tariffs in agriculture averaging only 6.2 per cent 
as compared to the average in manufacturing of 21.9 per cent in 1997. 
Consequently, the effective tariff rate in manufacturing (77.8 per cent)
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Table 11.3 Nominal and effective tariff rates by sector in Vietnam, 1997, 2001 
and 2003 (%)

Vietnam

1997 2001 2003

Nominal
tariff
rate

Effective
tariff
rate

Nominal
tariff
rate

Effective
tariff
rate

Nominal
tariff
rate

Effective
tariff
rate

Agriculture 8.1 7.7 6.3 7.4 12.7 14.7
Mining 9.4 6.1 8.9 16.4 3.6 0.03
Manufacturing 30.6 121.5 25.3 96.0 30.3 46.3
Overall average 21.0 72.2 17.9 58.5 19.6 27.1

Notes:
1 Tariff levels for these calculations are from the tariff schedule;
2 Sectoral averages of nominal rates are import weighted;
3 Sectoral averages of effective protection rates are weighted by value-added as reported in 
the Input-Output table for 2000.
Source: Athukorala (2004).

in 1997 was almost four times the nominal rate, suggesting a signifi
cant bias in favour of import-competing industries, typically dominated 
by SOEs.15 During the early 2000s, however, the tariff structure was 
harmonized somewhat, primarily by increasing tariffs on intermediate 
inputs, rather than by reducing tariffs on final goods. As a result, the 
effective rate of protection declined to 27 per cent in 2003.

Pro-export policies have been used to offset the negative impact of 
import protection on exports. Most prominently, Vietnam introduced a 
scheme to rebate duties on imports of intermediate goods used in export 
production in 1991. In 1993, a duty suspension scheme was added that 
allowed exporters to suspend duty payments on imported inputs for 90 
days. In 1998, the suspension period was extended to 275 days. In addi
tion to suspension of import duties, exporters are exempted from value- 
added tax (VAT) and are given concessions on profit taxes, the amount 
of concession depending on the degree of export-orientation and loca
tion (for example, in rural areas or in industrial and export-processing 
zones).16 Foreign-invested firms receive particularly generous tax incen
tives, typically including duty-free access for machinery and other capital 
goods imports. Finally, since the late 1980s, Vietnam has maintained a 
relatively pro-trade real exchange rate. Vietnam provides limited direct 
subsidies to exports. However, it does have special facilities to provide 
credit to exporters. Export taxes have been largely eliminated.17
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Table 11.4 Export and import growth rates, shares in GDP and the trade 
deficit (%)

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

Export growth rate 34.4 33.2 26.6 1.9 23.3 25.5 3.8 11.2 20.6 31.5
Import growth rate 40.0 36.6 4.0 -0.8 1.1 30.8 2.3 19.4 27.9 26.5
Exports/GDP 26.3 29.4 34.3 34.5 40.2 45.6 46.2 47.6 51.0 58.5
Imports/GDP 39.3 45.2 43.3 42.4 40.5 48.5 49.9 56.3 63.9 70.5
Trade balance/GDP -13.1 -15.8 -9.0 -7.9 -0.3 -2.8 -3.7 -8.7 -12.9 -12.0

Source: GSO and CIEM database.

In response to these reforms, international trade became the most 
dynamic component of the Vietnamese economy, as shown in 
Table 11.4. Except for two years of unusually low growth rates, Vietnam 
has increased the value of its exports by an average of 20-30 per cent a 
year.18 In the larger context, Vietnam has grown its economy roughly by 
an average of 7 per cent a year over the 1990s and the first four years of 
the 2000s.

Until the opening up of the US market with the BTA, Vietnam's trade 
structure was skewed towards primary goods and away from manufac
tured goods, unlike their Asian neighbours who relied on a surge of 
manufacturing exports to fuel economic growth (see Table 11.5). Over 
the 1990s to 2002, the share of manufactures in total exports did not 
increase significantly, in spite of an acceleration of domestic manufac
turing activity.19 With the positive impact of the opening of the US 
market, manufactured exports have become relatively more important 
in 2003 and 2004. Within manufactured exports, the dominance of 
clothing and footwear attests to Vietnam's strong comparative advan
tage in these traditional labour-intensive products. It can be expected 
that Vietnam will diversify its exports into new labour-intensive prod
ucts (electrical appliances, plastic products, toys and other miscellaneous 
products) that other developing countries, especially their Asian neigh
bours, exported in great abundance when they were at a stage of 
development comparable to Vietnam today.

Regarding foreign investment policy, as one of the first formal poli
cies developed under doi moi, Vietnam promulgated its first Foreign 
Investment Law (FIL) in 1987, shortly after the Sixth Party Congress 
in December 1986 agreed to abandon central planning in favour of a 
‘market economy with a Socialist orientation'. Recognizing that Vietnam 
would have to compete with other countries in the region for foreign
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Table 11.5 Commodity composition of exports and imports, 1995-2004 (%)

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

Exports
Primary products 
Rice 9.5 11.7 9.5 10.9 8.9 4.6 4.1 4.4 2.6 3.6
Coffee 10.6 4.6 5.4 6.3 5.1 3.5 2.7 1.9 2.40 2.4
Fish/Seafood 8.3 8.9 8.6 9.2 8.4 10.2 12.3 12.2 11.0 9.0
Petroleum 19.7 18.3 15.6 13.2 18.1 24.2 21.9 19.5 18.6 21.4
Manufactured
products

Clothing 8.3 15.7 16.4 15.5 15.1 13.1 13.6 16.4 17.9 16.5
Footwear 3.8 7.2 10.7 11.0 12.0 10.1 10.8 11.1 11.2 10.2
Electronic products 4.8 5.3 5.1 5.4 4.2 3.1 4.2 4.1
Handicrafts 1.3 1.1 1.3 1.2 1.5 1.6 1.6 2.0 2.5 2.8
Furniture 2.0 2.2 2.6 2.8 4.3
Imports
Machinery and 25.7 27.6 30.3 30.5 30.1 30.9 30.4 29.8 32.4 27.0
equipment 

Fuels and raw 59.1 60.0 59.6 61.0 63.5 63.8 61.6 62.3 61.2 68.0
materials 

Consumer goods 15.2 12.4 10.1 8.5 6.4 5.3 7.9 7.9 6.4 5.0

Source: GSO as provided by CIEM, GSO and MOT.

investment, the 1987 Law established a remarkably liberal regime for 
foreign direct investment in Vietnam.20 The FIL governed a wide range 
of issues, including the forms of direct capital investment, procedures 
for licensing foreign investment, management of foreign-invested enter
prises, capital contribution, personnel matters, taxation, accounting, 
foreign exchange and liquidation.21 Foreign investment is permitted in 
most sectors, although it must be approved and licensed by the author
ities. The FIL, early on, allowed 100 per cent foreign ownership, except 
for sectors where FDI is limited to joint ventures. Foreign investors in 
Vietnam receive a number of special incentives, such as customs duty 
exemptions in export processing zones and various tax exemptions. In 
addition, as in other countries in the region, the FIL provides an explicit 
pledge against expropriation or nationalization, and guarantees the right 
to repatriate capital and profits. Foreign investors were subjected to 
higher prices for certain services over the 1990s, but these forms of dis
crimination were eliminated by 2005 to meet BTA requirements. Reforms 
incorporated in the new Investment Law of 2005 further liberalized
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Table 11.6 FDI and the capital account (US$ millions)

1995 1996 1997 1998 1999 2000 2001

Capital account balance 2333 2105 1681 580 -337 -823 -576
Net FDI inflow 2276 1838 2074 800 700 800 900
Medium and long-term -253 43 278 70 -423 77 -276
loans

Short-term capital 311 224 -612 -290 -614 -1700 -1200
Capital account as 11.2 8.4 6.2 0.8 -1 .2 -2 .5 1.8
percentage of GDP

FDI as percentage of 97.9 88.1 124.8 370.4 -209.6 -103.6 156.2
capital account

Source: World Bank (2003b).

investment registration procedures, including 'concessions' for opening 
investment in service and other sectors negotiated in the WTO Acces
sion, and improving access to investment protection and arbitration 
procedures.

In the mid-1990s, in line with major FDI inflows throughout the 
region, capital inflows to Vietnam surged to a level equivalent to 11.2 
per cent of GDP in 1995, mostly in the form of FDI. With the onset 
of the Asian financial crisis, however, foreign capital of all kinds dried 
up. Simultaneously, while capital inflows fell, Vietnam still had to repay 
short-term foreign loans and the longer-term loans of foreign investors. 
Thus, by 2000, Vietnam generated a net capital outflow equivalent to
2.5 per cent of GDP (see Table 11.6). This trend has been reversed in the 
2000s, as capital inflows have grown rapidly.

Although registered FDI into Vietnam spiked strongly in the mid- 
1990s, in fact, many of these FDI projects were never implemented (see 
Figure 11.1) as the Asian crisis hit. After a downturn in 1998 at the 
height of the crisis, however, implemented FDI into Vietnam has grown 
moderately but steadily.

Table 11.7 shows the sector composition of FDI flows to Vietnam 
since 1995. Several notable trends are worth mentioning. First and 
foremost is the relatively low, albeit rising, share of FDI in light, 
labour-intensive manufacturing. Most industrial FDI is in heavy indus
try, which is a capital-intensive activity, as are the other main areas 
of FDI -  oil, construction, transportation and communication, and 
real estate. Consequently, while FDI accounts for a significant share of 
GDP (13.3 per cent), industrial production (35.5 per cent) and domestic
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1 2 0 0 0  η 

1 0 0 0 0  -  

8 0 0 0  - 

6 0 0 0  - 

4 0 0 0  - 

2 0 0 0  -

^ Im p le m e n te d  FDI

8 8 - 9 0 1991 1 9 9 2 199 3 1 994 1 995 199 6 199 7 199 8 1 999 2 0 0 0 2001 2 0 0 2 2 0 0 3 2 0 0 4

R e g is te re d  FDI 1 582 1291 2161 3 2 6 2 4 4 9 9 7 9 5 0 9 6 3 5 5 9 5 5 4 8 7 3 2 2 8 2 2 6 2 9 3 2 2 6 2 7 3 9 3 1 1 2 4 2 2 2

Im p le m e n ted  FDI 4 2 8 5 7 5 111 8 2241 2 7 9 2 2 9 2 3 3 2 1 8 2 3 7 5 2 5 3 7 2 4 2 0 2 4 5 0 2591 2 6 5 0 2 8 5 0

Figure 11.1 Overall registered and implemented FDI from all countries (US$ 
millions)
Note: The FDI data in this figure are not adjusted for dissolved and expired projects.
Source: Vietnam Ministry of Planning and Investment.

investment (18.5 per cent), it accounts for only a miniscule share of 
employment (about 400,000 jobs out of a work force of 40 million).22

A second notable trend in FDI is its growing export orientation. 
Between 1995 and 2000, the share of FDI in manufactured exports 
increased from 8.8 per cent to 33.8 per cent, and this trend is gener
ally regarded to have continued over the 2000s.23 Official statistics show 
that most FDI from Vietnam comes from East Asian countries, invest
ing increasingly in labour-intensive manufacturing for export. As noted 
below, however, FDI from overseas subsidiaries of US firms has been 
much larger than realized. Overall, nevertheless, FDI has been a major 
source for expanding Vietnamese exports over the last 15 years, and that 
importance is expected to continue well into the future.

The Impact of the BTA on Vietnam's trade and investm ent
The BTA, which normalized economic relations between Vietnam and 
the USA, was built upon a prototype established by NAFTA in the sense 
that it covered a wide range of policies, laws and administrative pro
cedures that go far beyond traditional tariffs and non-tariff barriers to 
trade. Furthermore, a key strategic element of the BTA for both coun
tries was that it would be a 'stepping-stone' for accession to the World 
Trade Organization, a process that Vietnam started in 1995 along with 
the BTA negotiations with the expectation that Vietnam would accede



214 Vietnam's Road to International Economic Integration

Table 11.7 Sector composition of FDI disbursements

1995 1996 1997 1998 1999 2000

Total FDI disbursements 2341 2491 2878 2246 2041 1959
(US$ millions)

Total IMF estimates 2276 1831 2074 800 700 800
(US$ millions)

Total FDI flows as % of GDP 11.3 10.1 10.7 8.3 7.2 6.5
IMF total as % of GDP 11.0 7.4 7.7 3.0 2.5 2.7

Flows in USS millions
Industry 801 1141 1326 922 835 910

Heavy industry 314 478 701 491 424 445
Export processing 34 136 88 43 49 14
Light industry 267 412 363 225 182 326
Food 186 116 174 164 178 126

Oil and gas 576 377 261 375 345 205
Construction 133 261 407 198 152 221
Transport & communications 155 82 101 80 106 28
Real estate 433 421 488 471 340 299
Ag., forestry & fisheries 130 113 234 124 192 208
Services 120 95 61 77 71 87

Flows as % o f total disbursements
Industry 34.2 45.8 46.1 41.1 40.9 46.5
Heavy industry 13.4 19.2 24.4 21.9 20.8 22.7
Export processing 1.5 5.5 3.1 1.9 2.4 0.7
Light industry 11.4 16.5 12.6 10.0 8.9 16.6
Food 7.9 4.7 6.0 7.3 8.7 6.4

Oil and gas 24.6 15.1 9.1 16.7 16.9 10.5
Construction 5.7 10.5 14.1 8.8 7.4 11.3
Transport and communications 6.6 3.3 3.5 3.6 5.2 1.4
Real estate 18.5 16.9 17.0 21.0 16.7 15.3
Ag., forestry & fisheries 5.6 4.5 8.1 5.5 9.4 10.6
Services 5.1 3.8 2.1 3.4 3.5 4.4
Total disbursements 100.0 100.0 100.0 100.0 100.0 100.0

Note: Total FDI disbursements are collected according to Vietnamese government definitions. 
Source: IMF (2003).

to the WTO while BTA implementation was taking place, which in fact 
happened as planned.

The BTA, made up of more than 100 pages of text and tables orga
nized in seven chapters, included an extensive set of obligations on trade 
in goods and services, protection of intellectual property rights, liber
alization and protection of foreign investment, trade facilitation, and
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transparency and the right to appeal. Interspersed throughout the BTA 
were requirements for developing modern and effective dispute settle
ment procedures in line with international standards that, in particular, 
required strengthening of the Vietnamese judicial system. A major dif
ference between the BTA and NAFTA was that it required that Vietnam 
reduce tariff levels by around one third for only 261 out of more than 
10,000 tariff lines.

The BTA had two profound effects. First -  and most importantly, 
in terms of short-term economic impact -  the BTA required that the 
USA extend most favoured nations (MFN) or normal trade relations 
(NTR) status to Vietnam. On the day that the BTA came into force, 10 
December 2001, the USA lowered tariffs from its general tariff sched
ule, which averaged around 40 per cent per tariff line, to the MFN 
levels, which averaged around 4 per cent. This opened the US market 
fully for Vietnamese exports. On the part of the Vietnamese, the BTA 
provided a clear roadmap of reforms to legal and administrative prac
tices that would bring them more into conformance with their trade 
and investment partners, and which would be required for WTO acces
sion. In addition, it started the process of liberalizing access to a number 
of service sectors, allowing a phasing in of competition from US firms 
in the lead up to full liberalization of services in the WTO accession 
process.24

The trade and investment impact of the BTA on Vietnam has been 
stunning. When the BTA came into force, there was considerable 'export 
pessimism' that fledgling Vietnamese businesses, in large part state- 
owned, would not be able to compete and export to the US market. 
In fact, Vietnam increased its exports to the USA by 450 per cent over 
the first two years of the BTA, which in fact accounted for a substantial 
amount of the overall growth in Vietnamese exports over 2002 and 2003 
(see Table 11.8). This export surge had a major influence on the political 
economic dynamic of reforms in Vietnam. Clear and rapid success was 
seen widely -  Vietnamese firms could export to the USA, and many new 
jobs were created.25

The foreign investment response following implementation of the 
BTA by US firms has been almost as dramatic. This response, however, 
was harder to see from regularly reported FDI, which measures bilateral 
capital flows from the USA to Vietnam. In fact, most US-related FDI 
into Vietnam is done through overseas subsidiaries of US multinational 
firms. If FDI from overseas US firms is added to regularly reported FDI 
sourced directly from the USA, a strong surge in 'US-related' FDI occurred 
following the implementation of the BTA (see Figure 11.2).26
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Figure 11.2 Implemented US FDI in Vietnam (US$ millions)
Note: The FDI data in this figure are not adjusted for dissolved and expired projects. 
Source: Vietnam Ministry of Planning and Investment.

Conclusion

The central question of this chapter has been whether the market- 
oriented reforms required for accession to the WTO are compatible with 
Vietnam's political commitment to market socialism. The answer for 
Vietnam appears to be 'yes' -  at least, for the foreseeable future. We posit 
that the central political element of 'a market economy with a socialist 
orientation' in Vietnam is the fulfilment of the 'objectives perceived to 
be expressed by the people' under the ongoing leadership of Commu
nist Party of Vietnam. Starting as one of the poorest countries in the 
world in the mid-1980s, the market reforms associated with Vietnam's 
increasing integration into global markets -  accelerated over the last five 
years in particular through the negotiation and implementation of trade 
agreements such as the WTO -  have generated strong, sustained and 
broad-based growth with substantial reductions in poverty. Daily life for 
the vast majority of Vietnamese has improved considerably over the last 
20 years.

This provides considerable political legitimacy to the current system, 
but it also requires that the pragmatic realities of these policy reforms 
be incorporated into Party ideology. At least for the foreseeable future,
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the maintenance of economic reform in the context of market social
ism appears to provide an ideological umbrella that satisfies the internal 
needs of the CPV. It maintains a link with the past and the justification 
for CPV political leadership, and it embeds a respect for social justice. At 
the same time, it allows ever-more rapid reforms that move Vietnam's 
economy further and further away from the reality of a 'socialist' econ
omy, generating rapid growth and further reductions in poverty, but 
also increasing the gap between rich and poor over time, even as the 
poor become better off.

As seen in China, rapid growth and development raise new economic, 
social and political challenges. It is beyond the capacity of this chap
ter to hypothesize how these systems will evolve over time. To date, 
there is no historical experience as to how rapidly growing, market- 
oriented, developing countries under Communist Party leadership will 
adjust as they become increasingly developed and integrated into the 
global community.

Notes

* This chapter reflects my personal views only and does not necessarily repre
sent the views of either the US or Vietnamese governments. I would like to 
thank James Riedel and Phan Vinh Quang for their substantial contribution 
to developing the STAR-Vietnam reports on the economic impact of the BTA, 
from which much of the trade analysis used in this chapter is derived.

1. Key official relationships with the multilateral financial/development insti
tutions and many bilateral donors were not advanced until around this time 
as well.

2. Vietnam was accepted into the WTO in November 2006, with the formal 
entry date 10 January 2007. Also, in 2003 and 2004, two additional bilateral 
agreements were negotiated, one a textiles and services agreement with the 
European Union and the other an investment agreement with Japan. In both 
cases, Vietnam received some benefits for essentially providing BTA treatment 
to European banks and other service providers, and to Japanese investors.

3. Although this chapter focuses on Vietnam's international integration, it is 
important to note that accession to these 'strong' trade agreements was part 
of an even more systematic effort to reform Vietnam's domestic economy 
and to modernize its institutional, administrative and legal systems. For 
example, typically for the more than 70 laws and regulations that were 
developed or amended from 2002 to 2006 to implement the BTA and to 
accede to the WTO, most of the new language was directed at domestic 
activity rather than meeting international requirements. Over this period, 
Vietnam largely ‘filled out' and deepened its legal system for commercial 
activity and judicial procedures, which is why so many entirely new or
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strongly revised laws were developed over this period. If the object had only 
been to meet international commitments, much less adjustment would have 
been required in Vietnam's legal system. But, clearly, changes made only 
to meet international requirements would have been much less effectively 
implemented if parallel and supportive reforms were not made to the full 
domestic legal structure in order to operate a robust market economy with 
a growing private sector. For example, Vietnam fully reformed its laws on 
contracts, domestic company registration, negotiable financial instruments, 
electronic commerce, and secured transactions; all fundamental elements of 
a market economy, but none of which faced specific requirements in the 
trade agreements. As would be expected, compared with the reinforcement 
between domestic and international pressures to modernize legal and admin
istrative procedures, there is more conflict between domestic interests and 
treaty requirements regarding liberalizing market access in various sensitive 
sectors.

4. Central Committee of the Communist Party of Vietnam, Number: 48- 
NQ/TW, Hanoi, 24 May.

5. Duong Thi Thanh Mai, 10-11 October 2005.
6. The role of foreign investment in Vietnam is particularly important because 

of the structure and maturity of Vietnam's private sector. Vietnam has almost 
no large private firms, and relatively few private firms are in the manufac
turing sector. This is partly a legacy of the socialist system and Vietnam's 
low level of development, and partly due to the small size of Vietnam's 
ethnic-Chinese community, a group that provided access to capital and mar- 
keting/production networks when Vietnam's neighbours in Southeast Asia 
(and China) liberalized. This creates a political dilemma for Vietnamese 
leadership. Until capital markets and other institutions facilitate the devel
opment of larger private firms, the only organizations with the size and 
substance to make major investments are state-owned firms and foreign 
firms, both of which pose certain problems. Channelling large invest
ments through SOEs raises concerns about efficiency, and dominance by 
foreign firms in key 'national' sectors raises concerns about sovereignty and 
equity.

7. Relations between Vietnam and China soured considerably after the short 
1979 war, and few Vietnamese travelled to China until well into the 1990s. 
This represents an important difference with the wide exposure of leaders 
in other East Asian countries when they began to reform. These countries 
often had literally hundreds of PhD economists from the USA and Europe, 
as represented by the famous 'Berkeley Technocrats' who were so influen
tial in Indonesian reforms from the mid-1960s until the 1990s. Although 
China also had few Western-trained officials when it came out of the Cul
tural Revolution and began to reform in the early 1980s, China did have 
ready access to strong ethnic-Chinese business and intellectual connections 
through Hong Kong, Taiwan and the global ethnic-Chinese diaspora. Many 
of Vietnam’s ethnic Chinese had left Vietnam by the early 1980s, often as 
'boat people'. In this regard, the lack of connections to the wealthy and 
well-connected ethnic-Chinese business networks limited Vietnam's access to 
the capital and market connections from which most other Southeast Asian 
countries benefited when they liberalized.
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8. The articles in Woo, Parker and Sachs (1997), and Sachs and Woo (1994), 
examine similarities and differences between the transition experiences of 
Asian and European countries. In particular, they note the importance of dif
ferences in initial economic structure. The European transition economies 
started from a much higher level of development, with resources heav
ily industrialized and highly misallocated. In retrospect, the substantial 
reductions in output that occurred in the transition from a planned to a 
market-driven economy seem predictable. The Asian transition economies, 
particularly Vietnam, started from a much poorer and less developed posi
tion, where the move to the market could mobilize quickly excess labour 
in agriculture; first to stimulate agricultural production, and then labour- 
intensive manufacturing. The transition in Asia represented a shift to a 
new development strategy (with transition characteristics) that was more 
market and outwards-oriented, and which generated strong, relatively broad- 
based growth. The change in development strategy in the Asian transition 
economies, and the positive economic results of these reforms, resembled 
much more the shift toward an export-led growth strategy by Vietnam's 
East Asian 'developing' neighbours than Vietnam's European 'transition' 
brethren.

9. There is an extensive consultation process for the drafting and approval 
of most laws and regulations, starting with inter-ministerial government 
drafting teams, then followed by comments and review by agencies within 
the government, the Prime Minister, and then by the increasingly pow
erful National Assembly and by the Party. And, increasingly, draft laws 
and regulations are being released for public comment, and for comment 
on by foreign businesses, governments and donor technical assistance pro
grammes. Although the decision process to approve and implement laws 
and regulations is intensely domestic, with Vietnam entering into more and 
more international agreements, international standards, best practice and 
treaty requirements are increasingly a prominent consideration for most law
making in Vietnam. This consultation process tends to produce a relatively 
gradual but steady set of reforms, giving time to work out compromises as 
needed among interest groups.

10. These suspicions, of course, are not a monopoly of a Communist Party. In 
the reform efforts throughout East Asia -  and, in fact, in most countries -  
there is a 'nationalist' or 'populist' political force that often resists reforms 
and change, especially if such change is seen as affecting their 'status quo' 
interests. Bureaucratic resistance to change that might reduce 'power' and 
rent-seeking opportunities is common. More broadly, an axiom of trade pol
icy reform is that the winners tend to be broad and diffuse, with benefits 
occurring often well into the future, while costs are focused and current.

11. For a more detailed analysis of the evolving structure of Vietnam's trade policy 
structure, see Athukorala (2004). Much of this section is drawn from the 
Center Institute for Economic Management and STAR-Vietnam Reports on 
the economic impact of the BTA on Vietnam (June 2003; December 2003; 
and June 2004).

12. The trade reforms were part of a much more comprehensive set of fiscal 
and monetary policy adjustments to deal with the quite high inflation that 
resulted from freeing up prices and unifying the exchange rate as part of the
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doi moi process. The collapse of the Soviet Union and the abrupt withdrawal 
of substantial Soviet budgetary support for Vietnam in 1989 and 1990 further 
heightened the pressure for reform.

13. The IMF/WB commitment was contingent for the five-year period of the loan, 
but the BTA and WTO commitments not to use import quotas are bound 
permanently.

14. Athukorala, P. (2002) ‘Trade Policy Reforms, Export Strategies and the 
Incentive Structure in Vietnam,' draft, March, p. 3.

15. It is important to note that smuggling of many goods into Vietnam, particu
larly from China, has been endemic. In practice, Vietnamese firms often must 
compete directly with smuggled goods, creating a quite tough competitive 
environment and diminishing the actual impact of protective policies.

16. Athukorala (2004) estimates an anti-export bias, indicating that a full duty 
rebate on imported inputs and additional pro-export policies would reduce 
the average anti-export structure of tariff protection considerably, but not 
completely.

17. One constraint on exports not related to the trade policy regime is the 
insufficient availability and high cost of infrastructure services. Limitations 
in Vietnamese ports, transportation, power and telecommunication sec
tors, and lagging reforms in education, cause basic operating and logistical 
expenses to be higher in many cases than neighbouring competitors. Le Due 
Tan (2002): p. 29.

18. The collapse of export growth in 1998 is widely attributed to the Asian finan
cial crisis, since Asian countries are an important destination of Vietnam's 
exports. However, the compression of imports, which began in 1997, no 
doubt contributed to the decline in export growth in 1998, since about 40 
per cent of inputs in industrial production are imported. The decline in export 
growth in 2001 is also attributable to the slowdown in the world economy 
and its deleterious effect on the prices of Vietnam's key primary commodity 
exports -  rice, coffee and petroleum.

19. Vietnamese trade data do not allow aggregation of exports and imports 
into the traditional analytical aggregates of primary products and manufac
tures. Of total merchandise exports over the 1990s, rough estimates indicate 
that primary exports accounted for about 60 per cent and manufactured 
exports for about 40 per cent. These proportions reversed, roughly, in the 
2000s.

20. Alan Gutterman (1997).
21. Pham Duy Nghia (2002): 266.
22. Prema-Chandra Athukorala (2002).
23. Ibid.
24. A number of important complementary reforms were initiated over recent 

years that were aimed at improving the governance and institutional envi
ronment for the development of the private sector and a market economy. 
Possibly most dramatically, the Enterprise Law in 2000 streamlined the regis
tration procedures for private firms, which has subsequently resulted in the 
establishment of more than 150,000 new private firms. Also, the government 
unified its court system under one institution, the Supreme People's Court, 
and passed new and much more modem civil and criminal procedure codes. 
It is working on developing a new Judgement Enforcement Code to improve
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the enforcement of court decisions, and the courts are beginning to publish 
some court decisions for the first time. The government has implemented 
a major public administration reform programme and a new Land Law, and 
has developing a new Anti-Corruption Law. A stock market was established in 
2000. Many of these reforms reflect the guidelines announced at the IX Party 
Congress in 2000. Nevertheless, even with the many legal reforms completed 
in Vietnam since 2000, there is still a major challenge to be met in order to 
implement these reforms effectively in practice.

25. Initial analysis shows that little of this growth in exports to the USA resulted 
from 'crowding out' exports to other countries (see CIEM database and STAR, 
2003 and 2004).

26. See FIA and STAR (2005) for a more detailed analysis of the impact of the BTA 
on FDI into Vietnam. Singapore is the most common base of FDI from US 
MNCs to Vietnam, which would be reported in normal FDI statistics as FDI 
from Singapore.
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Market Socialism in China and 
Vietnam: Why has it Worked, 
so Far?
David Daokui Li and Yijiang Wang

Introduction

Students of the former socialist systems have long concluded that such 
systems consisting of tight political control and non-market coordina
tion mechanisms were internally coherent. By implication, any effort to 
reform the economic system without a drastic political change is doomed 
to fail. The history of economic reforms in Eastern Europe has largely 
confirmed this view. However, the reform experiences of China and Viet
nam have defied this logic and thus represented a puzzle. This chapter 
tries to resolve this puzzle on the political strengths and control effi
ciency of the Communist parties in China and Vietnam based on their 
long history of military campaign, strong nationalist appeal, and strong 
support from a less educated and poorer population. With the help of a 
model, we show that, due to these differences in initial political condi
tions, the Communist parties in China and Vietnam are more likely to 
devolve partial power to implement an effective economic reform.

China versus Eastern Europe -  or, more precisely, China and Vietnam 
versus Eastern Europe and the former Soviet Union -  in their different 
approaches to reform, have always been a focal point of attention in aca
demic and policy communities. Indeed, the two groups of economies 
represent two contrasting cases. China and Vietnam have not imple
mented -  or, have successfully resisted -  drastic political reform but have 
carried out extensive and, by most standards, very successful market- 
oriented reforms. Meanwhile, since the early 1990s most of the Eastern 
European countries and the former Soviet Union have gone through dras
tic political change followed by transition to a market economic system.

In this chapter, we are not interested in the question of which one 
of these two groups of countries has implemented the right or wrong
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strategies of reform or transition, although we are aware of the large 
literature debating this issue. For example, some people argue that China 
and Vietnam will eventually run into serious barriers to further economic 
reform due to the lack of political reform (Sachs, Woo, and Yang, 1999). 
We are not interested in such normative topics and predictions of the 
future. Instead, we are interested in the positive question as to why the 
two groups of countries have chosen different strategies of reform and 
transition.

Besides its obvious policy significance, our study is also motivated by 
the observation that China and Vietnam have, for the past 20 years, pre
sented a puzzle to the students of the former socialist economies, János 
Kornai (1992) being one of the most articulate scholars among them. 
These students concluded from their studies that, in the former socialist 
countries, the political and economic systems are coherent, consistent 
and intertwined with each other. By direct implication, any market- 
oriented reform without fundamental political change is doomed to 
failure. The experience of the market-oriented reforms in Eastern Euro
pean countries and the former Soviet Union before the collapse of their 
political systems in the early 1990s confirms this view. However, the 
experiences of China and Vietnam have long defied this logic. In the past 
few decades, these two countries did not experience any drastic political 
change. The same ruling parties remain in power without any signifi
cant challenge. At the same time, extensive economic reforms have been 
implemented, which, by most standards, have been successful.

To resolve the puzzle of the Chinese and Vietnamese reform experi
ence, we observe a simple and very important fact: the initial political 
conditions in China and Vietnam are fundamentally different from those 
in Eastern Europe and the former Soviet Union. The difference lies in two 
related dimensions. The first is the degree of political stability. Due to 
the history of long and brutal military action, the Communist parties in 
China and Vietnam enjoy a level of political and military control that is 
far above the threshold level necessary to maintain national power. In 
Eastern Europe, with the former Soviet Union providing critical polit
ical and military support to the regimes, this was not the case. The 
second related dimension is in the level of efficiency of political con
trol. In China and Vietnam, thanks to thousands of years of a feudalistic 
socio-political system and to the fact of a lower level of education and 
accumulated wealth among the population, the ruling parties are much 
more efficient in implementing political control, in the sense that the 
marginal cost of political control is lower in China and Vietnam than in 
Eastern European and the former Soviet Union.
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These two fundamental differences in initial political conditions sug
gest that, in China and Vietnam, a drastic political change is not likely 
to happen, since the population's desire for such a change is low due to 
the low economic cost of political control. At the same time, the resis
tance from the ruling party to such a change is high due to their solid 
position of control. With strong control in place, the ruling party can 
afford to loosen political control moderately without worrying about los
ing power completely. This is the political logic behind the Chinese and 
Vietnamese economic reforms.

Our analysis complements that of the students of former socialist sys
tems in that, while they have focused on certain special cases of socialist 
systems where the ruling party is relatively weak and economically inef
ficient in maintaining political control, we add to the picture the cases of 
China and Vietnam, where the ruling parties are strong and efficient in 
maintaining political control. In their cases, a moderate extent of eco
nomic reform does mn into political barriers and threaten continued 
political control by the ruling party. Indeed, in such cases, economic 
reform without drastic political reform is impossible. In the cases of 
China and Vietnam, substantial reform measures can be introduced 
without threatening the ruling party's political control.

There are two existing theories relating to China compared to East
ern Europe, to which our theory is partially related, although neither 
theory directly addresses the puzzle to which we have drawn attention. 
The first is by Sachs and Woo (1992) on differences in initial economic 
conditions. They argue that, at the beginning of economic reform, 
China and Vietnam were not only much more agricultural, but also had 
less penetration of central planning and state ownership than Eastern 
Europe and the former Soviet Union. These differences made China and 
Vietnam's approaches to economic reform feasible and duplicating their 
approach in the other group of economies impossible. The second the
ory is by Qian, Roland and Xu (1999), who observe that China had a 
much more decentralized economy with over 30 provinces, each behav
ing like a subsidiary of a multidivisional corporation. Meanwhile, the 
Eastern European countries and the Soviet Union were organized more 
like U-formed corporations with intense regional specialization. It is eas
ier to implement economic reform in China than in the other group of 
countries, according to their analysis.

The chapter is organized as follows. The next section reviews Kornai's 
theory of the socialist system, and is followed by a section that 
explains the differences in initial political conditions between China 
and Vietnam, and Eastern Europe and the former Soviet Union before
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the transition. The subsequent section uses a simple model to explain 
the implications of the differences in the initial political conditions. The 
chapter goes on to relate the predictions of the model to the reality of 
reform experience and concludes w ith a summary.

Three affinities in the socialist system

In his long career, studying the former socialist systems and their transi
tion to a market economy, János Kornai systemically analysed the inner 
logic and coherence of the former socialist systems. In his seminal work 
The Socialist System (Kornai, 1992), Kornai observes many features of 
the socialist system that are different from those of a market economy. 
However, these features are internally coherent with each other, with the 
more fundamental features causing the others, directly or indirectly. The 
most important insight that emerged from his analysis is summarized 
in the concept of three affinities in socialism (see Kornai, 1992: ch. 6). 
By direct implication, any reform that only changes a sub-set of the 
institutional arrangements is doomed to fail in changing the behaviour 
and performance of the economy; that is, reform short of completely 
overturning the political economy of the socialist system is destined to 
failure.

Affinity 1
The first affinity is between the undivided power of a Marxist-Leninist 
ruling party and the predominance of state ownership. The argument 
for this affinity is that the ruling party needs to maintain strong control 
of the economy in order to consolidate its political control. Also, the 
official ideology of the ruling party advocates the superiority of state 
ownership. Both factors lead to the dominance of state property, which 
is implemented in different ways.

Affinity 2
The second affinity is between the predominance of state ownership of 
property and bureaucratic coordination. Kornai argues that the predom
inance of state ownership leads to a natural tendency for government 
officials who are in control of state assets to use direct administrative 
means, rather than market instruments, to settle economic affairs. More 
fundamentally, he explains that the 'owner' of state properties is gov
ernment officials, who are organized in a hierarchical structure, rather 
than horizontally. Market coordination is based on horizontal relation
ships, where market participants are equals and can act upon their free
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will. It is therefore impossible for those hierarchically structured govern
ment officials to act as peers in a marketplace, even though often various 
reform measures call for them to do so. Fundamentally, market mecha
nisms cannot prevail with the predominance of state ownership, whose 
controlling parties are ranked in a single hierarchy with the party and 
state hierarchies overlapping with each other (see Kornai, 1992: ch. 3).

Affinity 3

The third affinity is between bureaucratic coordination and the phe
nomena of soft budget constraint (SBC), investment hunger, shortage or 
inflation, and so on. Kornai argues that all these phenomena, which are 
often and rightly attributed to the poor performance of the former social
ist systems, are directly caused by bureaucratic coordination and are also 
indirectly induced by institutional arrangements; that is, a party state 
and predominance of state ownership. SBC refers to the phenomenon 
where an economic agent is not afraid of future economic losses because 
he expects to be bailed out by the supervising government agency. SBC 
is also a natural reason for the phenomenon of investment hunger since 
SBC implies that economic agents are not completely accountable for 
financial losses. According to Kornai, SBC is caused by the fact that, in 
a bureaucratic hierarchy, the supervisor is like a parent and the subordi
nates are like children. The parent needs to persuade the children to take 
many actions and thus has to take care of them. Kornai refers to this as 
paternalism in a bureaucratic hierarchy. Thus, when an economic agent 
(child) is in financial trouble, the supervising agency (parent) naturally 
has to come to the rescue.

Market socialism  in China

A most important implication of this analysis of the socialist system is 
that, without a fundamental change in the political system, it is impossi
ble to reform the socialist economic system and improve its performance. 
Put simply: politics and the economy are intrinsically and coherently 
related and therefore it is impossible to change one without the other.

However, China's experience of reform seems to constitute a set of 
contradictions to the theory and its predictions. For that matter, the same 
can be said about the Vietnamese economic reform experience. First, the 
first affinity -  between the undivided power of a Marxist-Leninist ruling 
party and the predominance of state ownership -  seems to have been 
seriously undermined in China. While, the institution of the party state 
is still in place, the share of state property has been declining steadily in
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the Chinese economy. The non-state enterprises, which have long taken 
over dominance of the state enterprise, include collective enterprises, 
Sino-foreign joint ventures, and purely private domestic enterprises. A 
set of statistics paints a clear picture of this. For example, in terms of total 
value added, the share of industrial output by state-owned enterprises 
has declined from over 70 per cent in 1978 to less than 25 per cent in 
2004. Parallel with this decline, there is a significant decline in the share 
of employment in state-owned enterprises. The same trend has been 
true in relation to tax revenues and fixed asset investment, although the 
extent of reduction in this regard is less dramatic.

The dramatic reduction of the share of state ownership, which, over 
time and de facto, has eliminated the predominance of state property, has 
happened without undermining the political dominance of the Party, 
which still has comfortable control of political power, the military force, 
and ideology. In fact, often in recent years, Chinese governments, espe
cially local governments, have actively advocated faster growth of private 
economic activity as a spur to faster overall economic growth and to 
provide employment.

The decline in state ownership in the economy renders the second 
affinity -  the close relationship of state ownership of property with 
bureaucratic coordination -  no longer that relevant in China. With 
the share of state ownership shrinking, more economic agents are no 
longer state employees and are no longer part of the bureaucratic hierar
chy. Thus, one expects decreased influence of bureaucratic coordination 
mechanisms in the economy. One prominent example is the recent 
round of macroeconomic adjustment programmes aimed at cooling the 
macroeconomy. In comparison to the previous rounds of similar efforts 
to combat accelerating macroeconomic tendencies, in 2004 the gov
ernment had to rely more on market-oriented instruments to achieve 
its goal, including interest rate hikes and higher reserve requirements 
for commercial banks. This is not to say that the government is com
pletely reliant upon market instruments. In fact, the government did use 
bureaucratic and administrative means to implement its goal, includ
ing a temporary suspension in approving changes of land usage from 
agricultural to non-commercial use. Many other examples of the dimin
ishing role of bureaucratic control followed; such as, in varying degrees, 
free entry into many industries including foreign trade, free currency 
convertibility for trade purposes, free labour mobility for employment.

It should be emphasized that all these actions have taken place after a 
lengthy process of piloting with the main objective of the government 
being not to lose overall political control of the system. In all cases,
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relaxation of control was ultimately achieved without jeopardizing the 
government's political control.

Finally, due to the changes discussed, the third affinity -  that 
between bureaucratic coordination and the phenomena of soft budget 
constraint -  has also become less relevant to China. Certainly, in China 
today SBC still plagues state-owned enterprises, as Kornai's theory pre
dicts. This creates macroeconomic problems for the economy, causing 
rounds of economic overheating and inflationary pressures. However, 
with the economy becoming less reliant on state-owned enterprises and 
on bureaucratic coordination, the phenomenon of SBC, although it still 
exists, is becoming gradually less damaging to the overall performance of 
the economy. The majority of enterprises are non-state-owned and face 
much harder budget constraints than their counterparts in the state sec
tor; they are, therefore, more prudent and cautious in their investment 
decisions. As a result, investment hunger has been less of a problem in 
China in recent years. Rather than shortage or inflation, in some years 
deflationary pressure emerged as a major macroeconomic challenge to 
China's macroeconomic policy-makers.

In summary, the history of China's economic reform has been 
somewhat different from that of former European and Soviet social
ist economies. So far, China seems to have avoided many problems 
that those other countries have experienced in their reforms aimed at 
establishing a market socialist economy.

Initial political conditions

To explain the reform experiences of China and Vietnam, we start with 
the two most important features of the Communist Parties in China and 
Vietnam in comparison with their counterparts in Eastern Europe and 
the former Soviet Union:

• The Communist Parties in China and Vietnam obtained national 
power through much more torturous, brutal, and longer military 
campaigns than their counterparts in Europe.

• The Communist Parties in China and Vietnam are rooted in a consid
erable less educated and poorer society than those of Eastern Europe 
and the former Soviet Union.

These two fundamental features have been critical in shaping the 
behaviour and performance of the Parties during reform, and make the
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Communist Parties in China and Vietnam not only more stable in politi
cal control, but also economically more efficient in maintaining political 
control than their counterparts in Eastern Europe and the Former Soviet 
Union.

The Chinese Communist Party was founded in 1921 and assumed 
national power 28 years later in 1949. During this extended period, 
the Party in the first few years played a supportive role in the Nation
alist Party's military campaigns. In 1927, the Party established its own 
independent military force and, since then, has led continuous military 
campaigns against foreign and domestic enemies. These military cam
paigns in most years were unnecessary, not only in terms of assuming 
political power, but also for the survival of the Party. The campaigns 
were often very intense and survival depended on a few critical bat
tles. From the early years, the military experience provided the Party 
with a strong survival instinct, making it ideologically adaptive, orga
nizationally strong and, naturally, militarily powerful by the time it 
assumed national power. For the 30 years following the Communist 
Party's assumption of national power, China experienced the three years 
of the Korean War in the early 1950s, the Taiwan Straight conflicts in 
the late 1950s and early 1960s, Sino-Indian border conflict in the early 
1960s, Sino-Soviet border conflict in the late 1960s, and Sino-Vietnamese 
border conflict in the late 1970s.

Vietnamese Communist Party military experience is comparable with 
that of the Chinese Communist Party in terms of its duration and bru
tality, and began during the Second World War, in order to end the 
Japanese occupation. After the Second World War, the Party's military 
struggle lasted a further 30 years; first, against the French and then, for 
approximately 20 years, against the United States and its puppet South 
Vietnamese government until the Party claimed victory in 1975.

By contrast, the Communist Party in the former Soviet Union and 
those in Eastern European countries had a history of much briefer mili
tary action before they assumed national power. The Soviets obtained 
their national power basically through a worker's uprising supported 
by mutinous military action. After claiming national power, it took the 
Soviets less than a decade to achieve fully consolidated political control. 
After the Soviets obtained full political power, they were tested militar
ily during the Second World War, which, for them, lasted less than five 
years. As for the Eastern European Communist parties, most of them were 
politically legitimate entities in national politics, occupying or vying for 
seats in parliament and not resorting to military means to claim polit
ical control. This is illustrated in Table 12.1. During the Second World
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Table 12.1 Years of military action by Communist parties in Eastern Europe, 
Russia and Asia before national power assumed

Country Starting date of 
military action

Date national 
power assumed

Years of 
military action 
before national 
power assumed

Albania 1941-11 1944-11 3
Bulgaria 1943 1945-11 1
Czechoslovakia 1944 1945 1
German Democratic N/A 1945 0
Republic
Hungary 1944 1945 1
Mongolia N/A 1921 0
Poland 1942-1 1944-7 <3
Romania 1944-8 1944-10 <1
Russian 1917-10 1921 5
Average of the
European and
Mongolian countries 1.67

China 1927-8 1949-10 23
North Korea 1932 1953 21
Vietnam 1944 1975 31
Average of China,
North Korea
and Vietnam 25

War, the national defence movements in these countries forged strong 
Communist parties. However, the military campaigns lasted, at most, 
five years. It is also a fact that in many of these countries, without the 
support of the former Soviet Union -  which negotiated with the UK and 
the USA on the post war geo-political configuration of the world -  it 
would have been difficult for the Communist parties to achieve national 
political power.

In sharp contrast to East European counterparts, the Chinese Commu
nist Party is an indigenous political entity. Founded by a dozen Chinese 
intellectuals, in its early years, the Party actively sought assistance from 
the Communist League for political and military advice. However, inter
national assistance quickly proved to be counterproductive, leading the 
Party into a sequence of deep military troubles and, consequently, in
fighting among the leadership. By the middle of the second decade of 
the Party's history, indigenous leaders secured their complete control 
of the Party and never fully trusted the advice of foreign Communist
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authorities. For example, the Party defied Stalin's instruction to follow 
the Korean model in order to obtain control over only half of the coun
try. Instead, the Party liberated the whole country in 1949, except for a 
few scattered regions. In Eastern Europe, without the direct and strong 
support of the Soviet Union, many former socialist regimes could not 
have been established.

It is clear from this brief historical review that both the Chinese and the 
Vietnamese Communist Parties had clear nationalistic agendas during 
their extended efforts to achieve national power. In the Chinese case, 
the agenda was to drive out Western powers that had invaded China 
following the Opium War in 1840. The peak of this campaign was the 
Anti-Japanese War from 1937-45. In the Vietnamese case, it was to drive 
out the French colonists and, later, the American imperialists.

Adding to the political strengths of the Chinese and Vietnamese Com
munist Parties is also the fact that they are both rooted in much less 
educated and poorer societies than their European counterparts. Illit
eracy was widespread in China and Vietnam. Until recent years, with 
per capita GDP only a few hundred US dollars a year, China and Viet
nam were among the lowest income countries in the world. These two 
countries were still traditional societies with agriculture being the most 
important sector in these economies. This fact was clearly factored into 
the Chinese Communist Party's political platform before they assumed 
national power. For instance, the Chinese Communist Party made it 
explicit that their military campaign in order to win national political 
power was no different to those endless peasant revolts in China's long 
feudal history. In fact, the majority of the Party members were from 
peasant backgrounds. The Party promised and, indeed, implemented 
land reform, dividing landlords' land and giving this to the peasants. 
This made the Party politically popular and deeply rooted in the society. 
Moreover, a poorer and less educated population is much less demand
ing with regard to political rights for the sake of political freedom, and 
is more focused on basic economic subsistence and the improvement of 
material life. This is in sharp contrast to most Eastern European coun
tries, which have a tradition of representative government. The value 
attached to, and the demand for, political freedom has been far greater 
in Eastern Europe since the bourgeois revolution in 1848.

There are direct and important implications following these funda
mental features of the Communist parties in China and Vietnam. The 
first is that the Chinese and Vietnamese Communist Parties were much 
more stable and secure in their political position at the onset of the eco
nomic reforms. They faced less threat of being overthrown by internal or
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external political or military forces than Eastern European Communist 
parties. Years of brutal military fights had rendered them politically and 
militarily strong.

Second, they are much more economically efficient in maintaining 
political control. Fewer economic resources are necessary to maintain the 
same level of political control due to a less educated population, whose 
concerns are mostly economic rather than political. Also, an indige
nous political party finds it easier to justify its legitimacy than a foreign 
imposed party. A nationalistic agenda together with a long history of a 
feudal political system make it easier to maintain political control using 
relatively fewer economic resources.

The m odel and analysis

We set up a model to be more precise in our analysis. The model consists 
of the mling party and the general public (the population) as two agents 
who have different preferences. The ruling party's preference puts a pos
itive weight on political control as well as total social wealth, while the 
general public cares about social wealth but dislikes political control.

The political PPF curve and threshold level of political control
There is a trade-off between political control and total wealth in the way 
that a higher level of political control leads to a less efficient economy 
and thus a lower level of total wealth in the country. This trade-off, plus 
the assumption of an increasing marginal cost of political control, gives a 
conventional concave curve similar to the production possibility frontier 
(PPF) curve.

For the ruling party in a socialist country to stay in power, a threshold 
level of political control, C = C*, is needed. When C<C*, the ruling 
party collapses and the level of political control becomes 0. Therefore, 
the feasible set of the choices for the ruling party is the point 0 plus the
set of (C*, oo).

The general public can incur a rebellion cost, R, in waging substantial 
resistance to the ruling party's control. Suppose that, once this cost is 
incurred, the general public can successfully change the government and 
the political system. We call this a drastic political reform. However, the 
general public compares the total cost R and the potential benefit of such 
a drastic political reform to decide what the gain is; that is, Δ u = um -  u*, 
where um is the level of the general public's welfare achieved at political 
control being 0 and u* is the welfare before the drastic political reform. 
This is shown in Figure 12.1.
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Figure 12.1 PPF-type trade-off between economic welfare and political control
Notes:
1 C* is the threshold level of political control in order for the ruling party to stay in power;
2 Co is the initial level of political control before reform starts;
3 Eastern Europe can achieve a higher level of economic welfare when political control is 

completely lifted;
4 For the same level of political control, China and Vietnam achieve less economic welfare; 

that is, they are more efficient in political control.

Initial conditions
Before the reform, the level of political control is at Co, which is above 
the threshold level of control C*. We assume that both China and 
Eastern Europe were at the same level of Co- The initial level of polit
ical control might not be optimal from the ruling party's perspective. 
In fact, we assume it is too high for the ruling party's own best inter
est; that is, the ruling party is sacrificing too much economic welfare to 
maintain this much political control. This is the starting point of our 
analysis.

For simplicity, the model focuses on one difference in initial political 
conditions between China and Eastern Europe, as illustrated by the two 
PPF's in Figure 12.1. Suppose that the PPF's are such that when political 
control is maximal, social wealth is 0 for both countries. However, in 
the other extreme, when political control is minimal at C = 0, Eastern 
Europe with a better educated population and better other initial eco
nomic endowments can achieve higher wealth than China. In between, 
at each level of political control, the slope of the PPF is steeper for Eastern 
Europe than for China, meaning that China has a more effective political 
control system and thus needs fewer resources to achieve a given level 
of political control.
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The decision by the governm ent to reform

In order to simplify the analysis of the ruling party's decision to reform, 
we reduce the potentially complicated game between the government 
and the general public to a simple optimization decision problem for 
the government. The government maximizes its own objective function 
by choosing a new level of control C subject to two constraints. The first 
constraint is that C must be either 0 or in the interval of (C*, oo), since 
any level of C between 0 and C* is not feasible.

The second constraint com es from possible resistance from the general 
public. The optim al choice o f C cannot be such that it invites the general 
public to rebel against the governm ent that is, the optim al choice must 
satisfy the condition that A U  =  Um — U(C, w) <  R. Otherwise, C cannot 
be optim al for the ruling party, since it causes the ruling party to lose 
power, forcing C =  0.

As a technical assumption to facilitate our analysis, we assume that 
the objective function of the government is in the quasi-linear form of 
G =g(Q + w, where g{.) is a concave function. The interpretation is that 
when the level of political control is low, the ruling party derives high 
marginal benefit from increasing it. Similarly, we also assume that the 
general public's preference can be represented by a quasi-linear utility 
function in the form of U(C, w) = u(C) + w. We need these technical 
assumptions in order to derive the following results in a convenient 
way. These assumptions are not necessary and can easily be relaxed. All 
we need is to ensure that the marginal utility from w does not decrease 
too fast.

To summarize, we have the government's choice of reform:

Predictions of the m odel
The purpose is to compare the optimal choices of the governments in the 
two groups of countries. In order to do this, we first analyse the problem 
without constraints (1) and (2). First, we observe that the government's 
optimal choice problem facing only constraint (3) is a standard one to 
be found in economics. It is well defined and should have a unique solu
tion under the assumption of strictly concave PPF. Furthermore, given

Max G = g(C) + w 

s.t. C = 0 or C > C* ( 1 )

(2)

(3)

u(0) + w* — u{C) — w<R  
(C, w) e  PPF
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Figure 12.2 Government's reform decision without the control threshold 
constraint
Notes:
1 In the figure, because the steeper PPF-type tradeoff curve, the Eastern European govern

ment's choice Cee is below the threshold level C*; this is without the constraint that C 
cannot be smaller than C*;

2 With the threshold constraint, the Eastern European government either chooses C* or 0;
3 The Chinese and Vietnamese government choose Cchina > C* due to their relatively flat 

PPF-type tradeoff curve.

the quasi-linear objective function of the government, the optimal deci
sion problem with only constraint (3) should have an optimal C lower for 
Eastern Europe than for China. See Figure 12.2 for an illustration. Intu
itively, the difference between the two groups of countries is roughly 
similar to the situation where w is a commodity that is cheaper in East
ern Europe than in China. Thus, the optimal choice for Eastern Europe 
is a higher w and lower C.

Second, let us add in constraint (1), which is the same for both China 
and Eastern Europe. Note that the problem facing only constraint (3) is 
standard, and the value of the objective function constrained to condi
tion (3) should be single-peaked. Thus, the problem with constraints (1) 
and (3) should generally be a higher optimal choice of C if the original 
problem with only constraint (3) is higher. Therefore, without consider
ing condition (2), the optimal choice of C of the ruling party in Eastern 
Europe should not be higher than China. Intuitively, the reason is that, 
without considering the threshold of control, the European optimal level 
of political control is lower than that of China. Since the threshold con
straint is the same for both sides, with the constraint, the optimal choice 
of C should have the same pattern.
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Figure 12.3 Population's decision to resist political control
Notes:
1 The two indifference curves of the populations are associated with political control at the 

levels of C and 0, respectively;
2 AU is the welfare gain the population can obtain by changing political control from C to 0;
3 If AU is bigger than the rebellion cost R, the population decides to resist political control.

Finally, we put in constraint (2). It is obvious that this constraint is 
automatically satisfied at C = 0, which is a feasible choice. Note that, by 
assumption, the efficiency of political control in China is higher, or, the 
slope of their PPF is flatter. This implies that w* -  w is lower in China. 
Thus, constraint (2) is more likely to be satisfied at any point of C > C* 
for China. Therefore, it is more likely for Eastern Europe to have C = 0 
as the optimal choice than China. Intuitively, since the general public's 
economic gain from political resistance is lower in China, the ruling 
party is more likely to choose C > 0 as its optimal reform choice without 
revoking resistance.

To summarize, we have the following two predictions:

• It is more likely for Eastern Europe to choose C = 0 as its optimal reform 
objective.

• It is more likely for China to choose C>C* as its optimal reform 
objective.

Interpretations

The theoretical analysis predicts that the Eastern European countries 
are more likely to choose C = 0; that is, drastic reforms to yield politi
cal control. In the model, this can either be a voluntary choice by the



David Daokui Li and Yijiang Wang 239

government without considering the resistance constraint (3) or this is 
due to constraint (3), which in this case says that any level of C > C* 
is unsafe for the government. This is consistent with the experience of 
these countries. In most European countries, the government gave up 
their power somewhat peacefully and, in many cases, almost voluntarily, 
without big military fights. Even in the case of the former Soviet Union, 
there was no blood shed during the 1991 crisis that led to the subsequent 
collapse of the Soviet Union. China and Vietnam, by contrast, have expe
rienced much lower popular resistance to continued political control 
by the ruling party than Eastern Europe and the former Soviet Union. 
In China and Vietnam, there have been no reports, by either domes
tic or foreign media, of large-scale protests for drastic political reform, 
let alone demonstrations for regime shifting change. The Tiananmen 
Square incident in the spring of 1989, which was by far the most dras
tic and dramatic popular political protest in the history of the People's 
Republic of China, cannot possibly be identified with those events such 
as the Prague Spring in the former Czechoslovakia and the Hungarian 
Event. The incident in Tiananmen Square was mainly caused by popular 
resentment against widespread corruption associated with the dual-track 
pricing reform and high inflation (by Chinese standards). Students and 
protestors who joined the cause throughout the whole process never 
demanded drastic political change. In fact, some even waved banners 
saying that they supported the rule of the Party. None of the protesters 
voiced calls for free political party registration or open political election.

The analysis based on the model also predicts that countries such as 
China and Vietnam are more likely to implement reforms that reduce, 
rather than completely eliminate, the ruling party's political control. 
This is also consistent with what happened in these countries. In either 
China or Vietnam, from the onset of reform, it was clear that reform 
would take place under the leadership of the ruling party. In the Chinese 
case, Deng Xiaoping made it the first of the four most important and 
most fundamental principles of reform that the Communist Party must 
maintain its leadership position. As a consequence, the government has 
been very cautious of organized protests, whether about pure economic 
interests or political demands. The Tiananmen Square incident was 
crushed by military force in order to eliminate any political instability. 
Similarly, organized religious activities not included on the government- 
approved list have been carefully monitored and, in principle, not 
allowed. In fact, in the Chinese case the central government's objec
tive of preventing any overt challenges to the existing political regime is 
shared by local governments, even though the latter often have distinct
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Table 12.2 The share of industrial output: state sector and non-state sectors (%)

Year State enterprises Non-state enterprises

1985 64.90 35.10
1986 62.27 36.63
1987 59.72 40.28
1988 56.79 43.21
1989 56.06 43.94
1990 54.60 45.40
1991 56.17 43.83
1992 51.52 48.48
1993 46.95 53.05
1994 37.33 62.67
1995 33.97 66.03
1996 36.32 63.68
1997 31.62 68.38
1998 49.63 50.37
1999 48.92 51.08
2000 47.34 52.66
2001 44.43 55.57
2002 40.78 59.22
2003 33.04 66.96

Source: Li (2006), table 1.

economic interests relative to those of central government, since the 
most important criterion for promotion or demotion of a local govern
ment official is whether or not s/he is able to maintain political stability 
in his or her jurisdiction.

While keeping the same political regime intact, China and Vietnam 
have implemented market-oriented economic reforms that have seen a 
significant reduction of government control in major economic deci
sions. A set of statistics paints a clear picture of this. In terms of total 
value added, the share of industrial output by state-owned enterprises 
has reduced from more than 70 per cent in 1978 to less than 25 per cent in 
2003. During the same period, the share of employment of state-owned 
enterprises decreased from 80 per cent to 25 per cent. See Tables 12.2 and 
12.3. In terms of tax revenue and fixed asset investment, however, the 
extent of reduction in the share of state enterprises is less dramatic.

The diminishing dominance of state property in the Chinese econ
omy is through a long and mixed evolutionary process. Some
times, the government is forced to privatize or liquidate state enter
prises in order to alleviate the fiscal burden. On other occasions,
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Table 12.3 The contribution to industrial growth: state sector 
and non-state sectors (%)

Year State enterprises Non-state enterprises

1985 64.86 35.14
1986 62.27 37.71
1987 59.72 40.28
1988 56.79 43.21
1989 56.06 43.94
1990 54.60 45.40
1991 56.17 43.83
1992 51.52 48.48
1993 46.95 43.05
1994 37.33 62.67
1995 33.97 66.03
1996 36.32 63.68
1997 31.62 68.38
1998 28.24 71.76
1999 28.20 71.80
2000 11.10 88.90
2001 22.11 77.89
2002 17.73 82.27
2003 20.00 80.00

Source: Li (2006), table 2.

non-state enterprises happened to grow much faster than state enter
prises. On yet other occasions, the Chinese government advocated and 
actively supported faster growth of private economic activities in order 
to spur faster overall economic growth and to provide employment 
opportunities.

Conclusion

We have revisited the issue of China and Vietnam compared to Eastern 
Europe and the former Soviet Union and their approach to economic 
reform and transition. We have noted that China and Vietnam represent 
a fundamental puzzle for students of the former socialist economies.

We have resolved the puzzle by observing some fundamental differ
ences in initial political conditions between the two groups of countries, 
while existing works have focused on the initial economic and orga
nizational differences. The first fundamental difference is that the 
Communist parties in China and Vietnam had experienced long and
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extremely brutal military campaigns before assuming national power. 
The second fundamental difference is that the Communist parties in 
China and Vietnam are indigenous parties deeply rooted in ill-educated 
and poor societies with long feudal histories. These differences give rise 
to the fact that the Communist parties in China and Vietnam are more 
solid and more efficient in political control than their counterparts in 
Eastern Europe and the former Soviet Union.

Our view is that these fundamental differences in the initial political 
conditions determine the differences in the path of reform. In China 
and Vietnam, the government is much less inclined to give up political 
control and the general public's level of resistance to the existing polit
ical system is much lower than in the other group of countries. As a 
result, the ruling parties in China and Vietnam are much more likely to 
implement reforms that reduce, but not fundamentally alter, the polit
ical system; their European counterparts are more likely to give up the 
political system peacefully.

Our analysis suggests that the incompatibility between the political 
system of the former socialist systems and market economy need not be 
as restrictive as the Eastern European experience suggests. In countries 
with initial political conditions such as China and Vietnam, there is 
room to reduce political control without changing the political system 
and, at the same time, push for significant progress in market-oriented 
economic reform.
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One of the most important legacies of the twentieth century is the rise 
and fall of the socialist economic system. While countries in Central and 
Eastern Europe have abandoned socialism and embraced market and 
democracy, two Asian countries -  China and Vietnam -  appeared to  have 
followed a different path, and both econorres are growing fast.Yet, 
although both China and Vietnam are making a decisive transition to the 
market economy, they have also insisted on the official ideology of socialism. 
The reform experiences of these two countries have raised important 
intellectual questions: Are China and Vietnam practising market socialism? 
How has the 'market' emerged under the ideology of socialism? What is 
the meaning of the market in this context?

This book brings together a wide range of experts to  address these 
questions by studying some of the fundamental issues surrounding the 
relationship between the market, property rights and socialism. With fresh 
insights into these important and topical issues, this book contributes to  an 
understanding of how the market and socialist ideology coexist in China 
and Vietnam, while also drawing important conclusions which have 
implications beyond these regions.
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System (1992).

Yingyi Qian is Professor of Economics at the University of California, 
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