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Abstract

In order for a "socidist market economy” to function smoothly, a modernized
macroeconomic control mechanism needs to be put in place in China In the 1980s, failure
to ensure macro-dtabilization was attributable to, among other factors, the continued
non-separation of palitics and economics, the lack of real progress in the enterprise reform,
irrtiondity in the price system, as well as questionable attempts at reforming the fiscal and
monetary systems. After more than a decade of changes, favourable circumstances have
emerged: (1) there is now a greater determination to extricate the economic gphere from
political interference; (2) the enterprise reform has entered a new phase; (3) the price
reform is amost near completion; and (4) opinions about the short-term and medium-term
reform grategies for the fiscal and monetary systems seem to be converging and mgor
rationalizing actions are being taken.

However, serious congraints remain obvious. Because of Chinas peculiar mode of
decentraization reforms in a farly rigid political setting, the conflicts of interests among the
centra government, the loca authorities, the enterprises, and the consumers have resulted in
a complicated web of entangled but unstable relaions. Factors such as historical legacy and
regiond diverdty are dso obstacles to sweeping rationdization. Only a drawn-out
gve-and-take process that skillfully arbitrates the interests of various parties, vested or
newly formed, stands a redlistic chance of success in indituting a macroeconomic authority
with sufficient legitimecy and adequate means in effectivdly managing an economy
undergoing great transformation. A key question is whether such an authority would be
forthcoming, given dl the frusrations and temptations of the Chinese reform. In so far as
"mudding-through” is a painful process, a"big bang" of some sort may be tempting, athough
the chance of its success is unlikely to be high, despite the "foundation” of 15 years of
gradudist reforms.
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1. Introduction

This is a strange time to write about the modernization of macroeconomic control in China
Yet again, only five years after 1988, and four from the June 4 tragedy, the Chinese economy
became so overheated that the centra government has been forced to step hard on the brake. Top
officids have repeatedly emphasized that the avoidance of a "hard landing” is given top priority.
Neverthdess, there islittle doubt that a good dedl of adminigtrative measures, quite dien to western
economies, has been and needs to be applied. Of the sixteen points in the augterity package unveiled
in early July 1993, more than eight could be regarded as nornmarket-oriented, bureaucraticaly
interventionist, in nature®  The replacement of the President of the People's Bank of China, Li
Guixian, by Vice Premier Zhu Rongji was on the other hand quite in line with the conventiona
wisdom among western economigts of engineering a change in inflationary expectations.

Higtory is of course not repeating itsedf mechanicaly. The Stuation in 1993 differs in a

'An earlier verson of this paper was presented in a pand sesson of the 34th
ICANAS (International Congress of Asan and North African Studies) Meeting held in
Hong Kong on August 22-28, 1993.

?See Sunday Morning Post, Hong Kong, July 4, 1993. According to the report, the
sixteen points were: (1) Cdl in loans diverted to speculative schemes, (2) Force workers
within two weeks to buy al government bonds that had failed to sdll; (3) Raise interest rates,
(4) Force non-financid indtitutions to repay funds borrowed from financid inditutions; (5)
Impose a 20% cut in government spending and a ban on new imports of cars; (6) Suspend
price reform measures, (7) Forbid the issuing of new 10Us to peasants, (8) End dubious
fund-raising schemes; (9) Control red estate fever in development zones, (10) Reduce the
scae of infragtructure projects; (11) Control how companies list shares on the stock market;
(12) Reform the export financing system; (13) Force banks to control the ways they
approve loans; (14) Strengthen the centra bank: (15) Clear transport bottlenecks that keep
goods piling up; and (16) Send ingpection teams to ensure provinces obey orders.
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number of ways from that in 1988 The market mechanism is now more entrenched, thanks to the
remarkable progress in price liberdization and the ingtdlation of market hardware and software n
the past few years. Supply and demand seem to have become more price-dadtic, partly as a result
of a more efficent flow of information and changes in enterprise and consumer behaviour.
Neverthdess, the fact that administrative measures are till heavily resorted to in amgor clampdown
shows that much remains to be degred in the inditution of an effective macroeconomic control
mechanism in China

In order for a "socidist market economy™ to function smoothly, there is little doubt that a
modernized macroeconomic control system needs to be put in place in China. This paper reviews
the problems encountered in the 1980s and looks at the prospect towards the year 2000. Section 2
probes into the firs decade of reform and identifies mgor difficulties in the trandtion from a
command structure to aflexi-mode of macroeconomic fine-tuning. Favourable factors for the 1990s
are discussed in Section 3, while the crux of the remaining problems is dissected in Section 4.
Section 5 offers some speculative remarks on the showdown that gppears to be unfolding between
the "gradudigts' and the "rgpidigts’ in China

2. Sour ces of I nstability in the 1980s

The relative success of the Chinese economic reform in the 1980s is undeniable, and well
documented.”  However, the macroeconomic fluctuations in that short time span were dso quite
extraordinary. Overheating occurred in 1980-1981, 1984-85, and 1987-88. In response, recession
had to be engineered in 1982, 1985-86, and 1989. We are now apparently at another cyclical peak.
Various factors can be cited for these ups and downs in the economy: supply-push, demand-pull,
dructural, behaviourid, and policy mistakes etc. However, the high frequency of these cycles enjoins
oneto look for more compdling and comprehensive explanations.

In away, falure to ensure macro-stabilization in the 1980s was attributable to the fact the
economic reform was far from completed. First, the continued nonseparation of politics and
economics posed agreat condraint on effective macroeconomic control. On the one hand, decison
making power was being decentraized. On the other, fiscal and credit alocations were still based on
politicad condderations, and units with politicd clout could exert pressure to gain funding for

®Indeed, | think that the unfolding events in 1993 show more similarities with those in
1985 than in 1988. See below.

“See for example Perkins (1988) and Chen, Jefferson and Singh (1992).
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ambitious projects. The Stuation was therefore theoreticaly worse than the pre-reform monalithic
Situation, as multiple centres of power vied for resources.”

Second, the lack of real progress in the enterprise reform weskened the microeconomic
foundation of effective macro-control. Given a higher degree of autonomy, the enterprises were
however 4ill dependent on the Treasury and the banking system for their ultimate economic viability.
This gave rise to an asymmetrical form of behaviour: the enterprises were keen to push any
economic boom to its limit in an effort to gain more resources and wdfare for their employees, but
had a rather distant sense of responsbility. They knew tha even in the worst case, the paterndigtic
State would till be around to save them.

Third, the irrationdity in the price system was another obstacle to macro-gtability. Profits
and losses were as much aresult of policy as that of actua efficiency and performance because of
the arbitrary nature of relative prices. It would therefore be difficult to enforce red discipline on the
enterprises. The double-track pricing system, introduced as a trangtiond measure, could on the
other hand be de-stabilizing in some cases because of the possibility of plan evason, hoarding and
profiteering activities®

Fourth, the attempts at reforming the Chinese fiscd and monetary systems in the 1980s
turned out to be hdf-hearted and questionable. The fiscd reform degenerated into the baogan
sysem, in the context of both State-enterprise and certral-locd reaions, which had serious
macroeconomic as well as industria repercussons.”  The monetary reform, on the other hand,
faled to establish a centrd bank with sufficient clout and atruly "commercid™ banking sysem. A key
problem was that of balance-sheet fragility in the specidized banks, as evidenced by the following
table for the Industrid and Commerciad Bank of China (ICBC)--the largest among the four.

°Fang Gang et d. (1990) have cdled such a stuation the "multiple-sovereignty
mechanism” under which direct compstition between subunits ("brotherly competition™)
becomes rife.

®See Cheng, Tsang and Chan (1993) for a theoretica anadysis of the problems of the
double-track pricing system for Chinese agriculture; and Tsang (1991) for the overdl
implications for monetary policy. Wu (1986) and Wu and Zhao (1987) provide earlier
andyses at amore concrete level.

’See Ping (1992) for a macroeconomic critique from the principal-agent perspective,
and Wong (1992) for an indudtria diagnosis.



Tablel
Sources and Uses of Funds of the Indudrid and Commercid Bank
Year-end, 1987
Unit:Rmb 100 million
Sources Uses
Deposits 3172.38 Loans 4448.17
(64.24) (90.07)
Capitd funds 184.35 Res. dep. at PBC 363.72
(3.73) (7.36)
Borrowing from PBC 1157.69 Dep. a PBC 98.23
(23.44) (1.99)
Other items 424.24 Vault Cash 28.54
(8.59) (0.58)
Totd 4938.66 Totd 4938.66
(100.0) (100.0)

Source: Almanac of China's Finance and Banking, 1988, p.67.
Note: Numbers in brackets are percentages. PBC--People's Bank of China, Res. dep.--reserve
deposits; dep.--deposits.

As the table shows, the ICBC was heavily dependent on the PBC for funding: net liabilities
to the Centra Bank amounted to Rmb 69.574 billion, or 14.09% of its total assets, and formed an
important source to support the huge loan-deposit gagp. Moreover, unlike its commercid
counterparts in the West, 90% of the ICBC's funds were lent out as loans, rather than diversfied
into a portfolio of assets with different degrees of liquidity, risk, and rates of returns. Thisis not to
mention the fact that a subgtantid portion of the loans was "policy loans' with very low liquidity and,
if any, returns---a problem to which we will later return.

Confronted with such a fragile financid Structure of the banking system, it would be very
difficult to implement effective monetary control. The evolution from the initid "gap control" to the
later system of reserve requirement and relending did little to change the Stuation. Any tightening by
the PBC would, given thiskind of lopsided balance sheet, have drastic impact on the banks as there
was very little liquid assats out of which they could switch. To restore baance, they had few
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dternatives other than limiting new lending and demanding enterprises to repay outstanding loans.
This would generate severe knock-on effects in the economy as a whole and was one of the key
reasons why the PBC was usudly reluctant to reign in unless things were really out of control.®

3. Emerging Hopes for 1990s

After more than a decade of changes, some favourable circumstances are emerging in the
1990s. Thereis now a greater determination, at least at the centrd and provincid levels, to extricate
the economic sphere from politica interference. In his report to the 14th Party Congress of the CCP
in October 1992,° Party Genera Secretary Jang Zemin propounded the basic concepts and
drategy of building a socidist market economy in China He dressed the importance of four
interrelated tasks:

@ The trandormation of the operation mechanism of lage and medium-sized
state-owned enterprises, the pillar of Chinals socidism. A key method is to enforce the separation of
government and enterprise functions.

2 Speed up the development of the market mechanism and the pace of the price
reform.

3 Deepen the reform in the didtribution system and the socia security system.

4 Speed up the trandformation of the functions of the government. The decentrdization
of authority and power to the enterprises will be consolidated by legidation and regulaions.
Bureaucratic intervention is to be avoided.

The enterprise reform has, on the other hand, entered a new phase. The cumulative effect of
the past decade seems to be bearing fruit on the behaviour of the enterprises in terms of
independence, rationdity, as well as efficiency. Rawski (1992) argues that even without privatization,
the Chinese reform has turned on sufficient competitive and financid pressure on the date
enterprises that change their behaviour fundamentaly. Jefferson, Rawski and Zheng (1992) even find
tantdizing scraps of evidence indicating the prevadence of "market-like forces', eg. "the margind
revenue product of materidsisvirtudly identicd in state and collective industry through the period of
1980-88" (1992, p.255-356). Our empirica research (Tsang and Cheng, 1993), based on a set of

®See Tsang (1990b) for a more detailed andysis of the dilemma confronting the
Chinese monetary authority.

°A full version of the report in Chinese was published on October 26, 1992 on Ta
Kung Pao, Hong Kong.
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pand data for 1984-88, suggests that unlike in the pre-reform period, the remunerations given to
workers by state industrid enterprises were congrained by their own profits. Although these findings
are open to scrutiny and further refinement,™ they do suggest that the reform is beginning to show
some beneficid effect on the behaviour of the enterprises.

Indtitutiondly, the Chinese government seems to be practicing the strategy of what 1 would
cdl parallelism, in the sense that non-state-owned sectors are alowed to grow faster than the state
sector, but a drastic shake-up of the latter, in the style of a"big bang", is to be avoided in order to
reduce socia costs.! The share of state-owned enterprises in industrial production, for example,
dropped from 77.6% in 1978 to 48.4% in 1992." Many economists in China are forecagting that
the contribution of the state sector to GNP will fall to less than 25% by the year 2000. Such a
"pardld" development will be smilar to Tawan's process, in which the public sector's share fell from
80% to 20% in more than three decades. The increasing importance of the nonate sectorsislikely
to produce profound changes in the way economic agents react to macroeconomic signas and
policies, making the latter more effective. On top of these developments, one has of course to pay
atention to the expanson of the stock system introduced to the State sector, and the plan of a
large-scde Hling-off of samdl-szed state enterprises.

The development of the enterprise reform has been buttressed by the most encouraging
aspect of the Chinese experiment: the price reform. Taking advantage of the rdlative supply-demand
baance in the aftermath of 1989, the achievement in price liberdization in the past few years has
been truly remarkable. The prices of most consumer goods are now determined by supply and
demand. As for means of production, the September 1992 reform further reduced the number of
items under administrative control to 89, from that of 737 at the end of 1991. Of the 89 items, only
34 were actudly under direct planning, the rest being targets of guidance. Many economidts in the
country are adso predicting that the double-track system in agriculture can be unified within one or
two years. A recent report puts the latest shares of goods whose prices are determined by supply
and demand as follows. 95% of the retail prices of socid commodities, 90% of the procurement
prices of agriculturd and related goods, and 85% of the sdes prices of means of production. The
report asserts that Chinas "openness' in price formation has surpassed the West, because even in

°Stepanek (1991) obviously thought that nothing much had changed for the better in
Chind's sate factories.

" have given a critique of the rapid privatization programme and other related
shock-therapy measures proposed for the economic trangition in Tsang (19924).

“The 1992 ratio is calculated from A Statistical Survey of China 1993, p.70.
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the developed countries, 20% of prices are controlled or regulated by the government.”® As to the
exchange rate, the Government has made a pledge to unify the multiple exchange rates within atime
span of five years, in an effort to speed up its re-entry to GATT."

The combined effects of enterprise and price reforms gppear to have led to some interesting
outcomes. There are Sgns that the price dagticities of supply and demand, at least in some sectors,
are on theincrease. An example is the movement of the prices of congruction materias in 1992-93.
Driven by the boom in the housing and red estate markets, prices went up significantly in 1992,
However, supplies were surprisingly forthcoming in an unprecedented way, and by the end of 1992,
prices actudly fell back and a stockpile emerged in Southern China™  This could only be good
news to any Finance Minister or Presdent of Centra Bank, since the economy has become more
sdf-adjuding.

Last but not least, opinions about the short-term and medium-term reform Srategies for the
reform of the fiscd and monetary systems seem to be converging. A series of reports by the World
Bank (The World Bank, 1990a, 1990b, 1992) on options of fiscd and monetary reforms are well
echoed, conscioudy or otherwise, by treatises and actions in China. Fiscaly, the consensus is to
move away from the dependence on circulationbased taxes (within which the dominance of the
product tax should give way to VAT) towards performance-basad taxes, to unify individud income
taxes and enterprise income taxes (the latter a the level of 33%), and to rationalize central-locd
relations by some kind of sharing scheme on the basis of tax types or tax bases on the other.® As
for the monetay sysem, a popular view is to rectify the bdance-sheat fragility and
non-independence of the specidized banks by transferring their "policy-loan" components to newly
established long-term credit, import/export, and agricultural development banks, or a least by
preparing two separate balance sheets for the two types of loans extended by the Bank."

Wen Wei Po, 17 September, 1993, p.6.

“There have been some recent changes to ideas about the pace of exchange rate
liberaization in China See below and Tsang (1993c).

YPrivate communication by the author with informed sources in Guangdong.

1°See the World Bank (1990a) and Ping (1992). There have been many press
reports on plans dong these lines. The latest one was Ta Kung Pao, Hong Kong, July 8,
1993, p.2.

"See the World Bank (1990b) for the latter, less ambitious proposa. Top leaders,
however, seem to be in favour of the more radica approach of setting up "policy banks'.
See Financial News March 21, 1993, p.1. Resistance to such a proposal ill remains. See
below.
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Reeased of the burdens of loans of low viability and returns, the "commercidized" banks will then
behave more rationdly, while the "policy banks' can carry on with their Srategic functions, befitting a
socidist market economy. The effectiveness of the centra bank should no doubt be strengthened
through the introduction of more monetary instruments, the liberdization of interest rates, and the
enhancement of its statusin the palitical hierarchy.

Magjor raiondizing actions aong these lines have dready been taking place. A "Leading
Committee on Reformsin the Fiscd, Taxation and Financia Systems' was reportedly formed by the
State Council recently, under the chairmanship of Vice Premier Zhu Rongji.*® The unification of
enterprise income taxes was launched in Tianjin for experimentation on July 1, 1993.° As for
monetary reform, it gppears that the Chinese has decided to set up a "government development
bank" (zhengfu kaifa yinhang), on the bass of the gx large investment companies of the State
Panning Commission. Its sources of funds will include fisca dlocations for capitd congtruction,
postal savings depodits, socid security baances, and State-guaranteed bonds, while its mgjor task
will be the financing of key investments on capitd construction and infrastructure development of the
government.® This will pave the way for the specidized banks to relinquish their policy loans for
capita congtruction. An import-export bank and an agricultura development bank are aso in the
pipeine. A "Temporary Regulation on the Management of PBC Monetary Bonds', on the other
hand, was issued™ and a trading system was launched in July 1993. The monetary bonds (rong zi
juan) are of 3-month, 6-month, and 9-month maturities. They are traded between the PBC and the
banks and financid inditutions in nine mgor financid centres in the country, namely, Beijing, Tianjin,
Shanghai, Wuhan, Shenyang, Chongaing, Xian, Guangzhou, and Shenzhen. It is a major step
towards the development of the open market operation of the central bank, so that it could have a
more flexible and effective means to influence the reserve postion of the financid sector.

4. Trangtion Muddle: Conflicts of Interests and Macroeconomic Authority

Despite these encouraging developments, the establishment of an effective, Western-type,

®Ming Pao, Hong Kong, June 17, 1993, p.9.

®Ta Kung Pao, July 8, 1993, p.2.

?’Capital Economic Information News, May 7, 1993, p.1.
?'Ming Pao, Hong Kong, June 18, 1993, p.7.

?Securities News (Financial News), February 21, 1993, p.1.
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macroeconomic control mechanism in China may not be plain salling in the coming years. The fact
that another round of overheating needs to be rectified by "a mixture of economic and administrative
means' shows how much gill remains to be done to achieve that godl.

Technicaly, the monetary reform seems esser than the fiscd reform as it involves less
conflicts of interests. However, serious problems still exist even for it. The separation of policy
banks and commercid banks, for example, is a task that would "require several years or an even
longer period", according to Premier Li Peng.”® A key issue is to ensure adequate capital base for
both types of banks after the re-gructuring. As much as one-third of the totd assets of the
gpecidized banks was regarded as "risky assets' because they were "doubtful” policy and
commercid loans® The loading of the policy loans to policy banks may ease the burden of the
gpecidized banks, but not entirely. The problem for the policy banks to be financidly viable will be
even greater. A graduad programme of separation is necessary, and the current thinking is to
establish cross-sharehol ding between the two types of barks, so that they could share the costs and
benefits of the trandtion. Even that may not solve the problem of capitd adequacy, and some
economists are now advocating a massve sales of small-szed State enterprises to raise funds for the
required capital injection.”® In any case, a recent press report said that the working conference on
finance held from late June to early July faled to endorse the separation proposd because of
resistance from conservatives.”

This points to the fact that the reform of macroeconomic mechanism involves a
complicated process of bargaining over the distribution of costs and benefits Its complexity is
only greeter for the reform of the fiscd and taxation system. It is one thing to unify the income tax
rates for enterprises, another to settle properly the relations among the central government, the loca
authorities, and the enterprises. A key problem is how to un-tie the locd government-enterprise
nexus, the crux of Christine Wong's (1992) dysfunction hypothess. Related questions are: How to
turn both loca governments and enterprises financidly independent in a Situation of fiscd decling?
How to avoid forced expansion by revenue-starved local governments?’And how to widen the tax

ZAs reported in "Separating Policy and Commercid Functions', Financial News,
January 15, 1993, p.1.

*See Tsang (19933).
*In private discussions with the author in avisit to Beijing in early July, 1993.
*Hong Kong Economic Times, July 9, 1993, p.2.

?’Ping (1992, chapter 13) provides a critique of such behaviour of the local
authorities.
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base from its industry- concentration? The revenue-expenditure digtributive relationship between the
centrd and the locd governments is, on the other hand, particularly explosive, in the era of
"economic warlordism" (zhuhou jingji).”® In a system as complicated and unstable as Chinds, it
would be very difficult, if not impossible, to use the tax rates (and there are many of them) as atool
for macroeconomic adjustment.

With hindsight, one could argue that macro-ingability in China, snce the launching of the
economic reform and including the present overheating, has been the result of a more fundamenta
contradiction: the lagged development of a new mode of macroeconomic control under a Stuation
of rapid systemic changes, which in turn is attributable to the basc philosophy and Strategy of the
Chinese reform. This actudly haslong-term implications for the prospect of the inditution of effective
macroeconomic contral in the country.

Deng Xiaoping's pragmatism, epitomized in the famous dictum of "cats', or that of "crossng
the river with a boulder in one's hands', is no doubt a crucid factor in ensuring short term success
and avoiding blunders. However, it dso runs the risk of unintentionaly making long-term mistakes,
which would be quite difficult to correct.

Deng's sequentid tactic of "dlowing some people to become rich firs" is laudable from the
perspective of generating demonstration effects and incentives. Nevertheless, the lack of along-term
drategy and effective re-digributive mechanisms (in the form of taxation and resource-dlocation
systems) has led to another result: "different people taking turn to get rich”. Moreover, the well-being
of different parties appears to be a function of the preferentia trestment given by the centrd
government. Once other parties receive smilar favourable terms, however, postions of rdative
superiority would change and former beneficiaries might become disadvantaged. This has happened
across different population sectors and geographica regions. The predicament of the Chinese
famersis aclassc casein point. They were the mgor beneficiaries of the first stage of the economic
reform in 1979-84. When the reform spread to the cities, ther relative comfort declined, and now,
in the third stage of reform (with the development of sociaist market economy formdly proclamed a
nationd goal), they have become the victims. In terms of per capita income, the urban-rurd ratio

®The World Bank (19908) has outlined three options for reforming Chinas
centra-loca fiscd arrangements. (1) limited tax sharing; (2) baanced tax-sharing; and (3)
base-sharing modd. Pragmatically, t favours the less radica "base-sharing” moded as a
medium-term god. The discussions within China have been rather vague on this issue,
reflecting its difficult nature. Even the latest pronouncement by the central authority was
imprecise on the reform plan. See Ta Kung Pao, July 8, 1993, p.2.
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was 2.37:1 in 1978, 1.72:1 in 1985, and 2.33:1 in 1992.%° In other words, their relative income
share is now back to the same level as that on the eve of the economic reform. The turn of fortunes
has been rather dramatic.

| have argued esewhere (Tsang, 1993b) that such a process of "different people taking turn
to get rich (or poor)" cregtes a genera climate of dissatisfaction as relative incomes twist and turn.
Moreover, because the fortunes of any party are seen largely as a result of "deegating power and
relinquishing revenues' (fongquan rangli) by the centrd government, any sense of gratitude is easily
ovewhdmed by that of favouritism, or the lack of it. Hence, the centrd government finds itsdf
caught in a politica paradox: it falls to score points for any achievement, as its only contribution is
perceived to be letting go its power, but is blamed for misfortune. In the extreme, it could be viewed
merely as an obstacle.

Under such a stuaion, different parties have competed for obtaining more autonomy and
authority from the centrd government, which, because of the absence of an overdl long-term
drategy, could only pacify these parties in turn by further decentrdization. Moreover, as paliticd
reform has moved a a snall's pace, the centra government has not re-congtituted its authority by
claming amore popular mandate and therefore lacks the legitimacy and credibility to enforce drastic
actions, unless the Stuation turnsinto near-criss, like the present one, or outright disaster, asin 1988,
when even the loca governments and enterprises themsalves fed a sense of guilt for pushing things
too far.

From another angle, the dilemma is aso the consequence of the wrong sequence of
economic reform. Wong (1992) has discussed the issue with regard to locd finance and
indudtridization. The problem is of course more pervasive, as | would argue (Tsang, 1993). The
poverty of Deng's pragmatism is clear from this perspective. Wu and Reynolds (1988) have
pointed to the problems of falling to set up a sysem of indirect but effective macroeconomic
management before groups of interest, vested or newly formed, become powerful. In the traditiona
command system, locd authorities and enterprises were passve agents with little sdf-interest.
Therefore, there should have been enough time in the early stages of the reform to revamp the
macroeconomic mechanism in a modernized fashion, with the agents offering too much resstance.
Most economic proposas on the trangtion have stressed the necessity of changing the fiscal and
monetary systems before the enterprise reform (e.g. Fei and Reynolds, 1988; McKinnon, 1991).%°

»Computed from the Satistical Yearbook of China, 1992 and A Satistical
Survey of China, 1993.

**Even the Big Bang theorists such as Kornai and Sachs empheasize the importance of
one-stroke "macroeconomic surgery™ as a pre-requisite to rapid and massive privatization of
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The reason why the Chinese government did not choose that sequence is an issue that
requires more elaborate gpace to discuss. Here | would only offer a speculative comment. Tsang
(1990a) has pointed out that the paramount objective of the CCP in launching the economic reform
was to survive and revive after the disasters of the Cultura Revolution. It understood how badly the
population had suffered, and how shaky its own legitimacy was. The top leaders, particularly Deng
Xiaoping, viewed the economic reform as a way to compensate and pacify the masses, and to
regain credibility for the Party. Hence they looked for quick, and observable, results "letting some
people get rich firg" was a reflection of that mentality. Nothing would be more encouraging to the
people, and the party, when supplies were abundant and when farmers and urban residents ate and
dressed better.

The establishment of macroeconomic control mechanism, in contras, is time- and
resource-consuming but tangible results are not easy to observe. No one would attach much vaue
to an effective Finance Ministry or centra banking system, or the lack of them, except when the
economy is severdly overheated or contracted, i.e. they get their worthy attention by default. Hence
the relative neglect of that aspect of the economic reform (Tsang, 1993Db).

5. Muddling-through versus Big Bang

Serious condraints and obstacles remain in Chinas march towards a modern market
economy with an effective macro-control mechanism. Because of Chinds peculiar mode of
decentrdization reforms in a farly rigid politica setting, the conflicts of interests among the centra
government, the loca authorities, the enterprises, and the consumers have resulted in a complicated
web of entangled but ungtable rations, which is the focus of an endless process of bargaining. The
problematic sequencing of the reform, caused by historicd-palitical as well as economic factors,
means tha the inditution of a modernized macroeconomic authority will meet a great ded of
resstance from various parties which have a much strong sense of sdf-interest and are prepared to
do everything to defend it. Factors such as historica legacy and regiond diversity in a big country
with long tradition dso hinder sweeping rationdization based on idedigtic formulas.

Experience in 1989-92 shows that the central government could still muster enough strength
to overcome oppostion and force through mgor price reforms. Some economists would argue,
however, that the price reform is easer to implement in the sense that it is more generd in nature and

state assets. See Tsang (19924).
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hence intrudes less into specific interests (Ld, 1990). Reforms of the monetary and fiscal systems,
particularly of centrd-loca fiscd relations, are unlikely to be so smooth.

It appears thet only a drawn-out give-and-take process that skillfully arbitrates the interests
of various parties, vested or newly formed, stands a realistic chance of success in establishing a
macroeconomic authority in China with sufficient legitimacy and adequate means in effectively
managing an economy undergoing greet transformation, while avoiding traditiona crude methods
which are showing diminishing margind returns. A key question is whether such an authority would
be forthcoming, given dl the frustrations and temptations of the Chinese reform.

However, There is gpparently a growing number of commentators as well as decision
makers who think that ingead of continuing the muddling-through China should attempt something
dragtic. A big bang after 15 years of gradudist reforms seems worthy of at least a try. Of dl
arguments againg a "big bang", the cost to pay as a result of the macroeconomic surgery and the
unemployment effect of privatization is a key issue. Some would say that Chinds Stuation now is
much better than that in Russa and Eastern Europe, and therefore the cost is likely to be
substantidly lower (see Tsang, 1993c).

A "big push”" in China can dso be motivated by frudration rather than by confidence or
far-aght. Indeed, Chinas "gradudist" reforms have been punctuated by adventurist moves from time
to time, when the top leadership grew impatient or ft a alossin dealing with the complicated mess
of redity. Outstanding examples include the ill-fated attempts of radica liberdization of 1985 and
1988 (Tsang, 1990a). In the latter case, top leaders including Deng Xiaoping and Zhou Ziyang
actudly wanted to gate-rush in the price reform, but were held back in the last minute because the
macroeconomic Stuation was too bad. In 1993, China seems to have entered a new deadlock as
the macroeconomic control mechaniam falls to catch up with the free-wheding deveopments in
magjor sectors of the economy, particularly the property, financial and services sectors.

As | andyzed above, it is now even more difficult than in the past to work through the
complicated web of rapidly emerging and entrenched interests. This observation may, ironicdly, lead
to the opposite conclusion: that the government should try something drastic, say rapidly changing
the fiscd and monetary systems and freeing the Renminbi by fiat and then force every party of
vested interests and non-interests to adjust behaviourdly to the new circumstances. It is essentidly a
coup intended to enable the central authority to rise above the increasingly dirty mess of loca
powers. The freeing of the swap rates for Renminbi in June 1993, which was reversed soon after the
launching of the audterity programme, might be the tip of the iceberg as an expresson of the
indination and the power of the "rapidists’. More decison-makers could lose their patience, or their
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nerve, in the near future® The possibility that China might take a gamble, not just in foreign
exchange liberadization, cannot be ruled out. In August- September 1993, there were many sgns that
the top leaders were drafting a comprehensive reform package on macro-control. Premier Li Peng,
in his speech on the eve of the 44th Anniversary of the PRC, said tha "big reform steps’ will be
taken shortly in the spheres of public finance, taxation, money and banking, trade and investment
management (Wen Wel Po, October 1, 1993).

It remains to be seen how big and comprehensive these reform initiatives would turn out to
be, and whether they would condtitute a "big bang” in any sense. Nevertheless, to talk about reform
s0 loudly at theinitid stage of a macroeconomic adjustment programme isto me a strange tactic. As
andyzed above, various vested interests would harbour a certain sense of guilt for the excesses in
the economy around a cyclica peek, s0 the baance of (bargaining) power would swing in favour of
the centrd authority. That is the bads for any auderity package involving a good ded of
adminisgtrative measures. However, it is one thing to ask these parties to comply to the tightening in
credit, the clampdown on investment and the anti-corruption drive. After dl, they should not have
over-expanded and got corrupt in the firgt place. It is quite another to demand them to go dong with
dragtic reform steps involving the whole macroeconomic system, and to adjust rapidly to the new
rules of behaviour. The cydica power of the centrd government may not be enough to sudain it
through a reform process of the "big bang” type, whose costs may be very high and very unevenly
distributed.

The tak about reforms could, on the other hand, send out the wrong signds to the locd
governments and enterprises if they do not take it serioudy. They may interpret it as away for the
centra authority to climb down because of the difficulties in forcing through the augterity programme
this time. The assartion, made by many high-ranking officids indluding Zhu Rongji and Li Peng, that
"preliminary success' has been achieved in macroeconomic readjustment would only add to such a
belief. While it is cetanly true tha without further reform the effectiveness of Chinds

%! For example, the liberalization of the foreign exchange system has become a battle
ground for radica reformers and the gradudists. Recently, Chinas Vice Minigter of Finance,
Mr. Jn Renging, alegedly reveded that the officid and the market exchange rates will be
unified next year (Ta Kung Pao, September 16, 1993, p.4). This is a dramatic shift from
the previoudy sated time frame of five years, and an officia from the SAEC sad tha he
was "not aware of a change of policy” (SCMP, September 17, 1993, Business 2).
Unfortunately, Mr. Jin did not specify to what scope of transactions the unified rate would
apply. In other words, he did not define the degree of convertibility that would accompany
the unification of the exchange rates (Tsang, 1993c). Interestingly, Hongkong's Financia
Secretary Hamish Macleod said after an IMF meeting in Washington that it would take five
to ten years for China to complete "the unification of the swap market, black market and
officd rates' (Hong Kong Standard, October 1, 1993).
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macroeconomic control would remain very low, cydlica contraction and macroeconomic reform are
two very different animas. To argue that macroeconomic contraction can be achieved through
reform is quite absurd. It is just like a doctor who attends to a patient suffering from high fever and
discovers that because of alack of exercise the latter is weak and gets Sck easly. He then tells the
patient: "Giving you medicine to aool you down is no red solution. Now would you get up and do
50 lgps outsde. Afterwards, go swimming. Sport hel ps to strengthen your body and you won't beill

s0 eadly." If you were the unfortunate patient struggling with atemperature of 103 degree Fahrenheit,
how would you respond to such advice? The Chinese experience of 1989-92 clearly points to the
wisdom of a proper sequentid gpproach. Mgor reform initigtives were not taken until the
inflationary pressure in the economy redly subsded. Any responsible doctor should undoubtedly

ingg that the patient do more exercise, after heis cured!

There is a chance that 1993 would turn out to be like 1985. Overhegting then led to
readjustment, which was aborted in the second hdf of 1986 as Zhou Ziyang turned soft in face of
protests from the locd authorities. As the root problems of imbaances had not been solved, they
accumulated, worsened, and in 1988 findly exploded. In trying to lure parties of vested interests to
participate in a comprehensive reform process, the centrad government may have to loosen the rein
again this time. Indeed, there are dready signs that credit is being rdaxed, to dleviate the problems
of "triangular debts',* if not for any other consideration.*® Macroeconomic relaxation ould be
traded for reform compliance. The trouble is. unless the macroeconomic reforms so very successtul
that the underlying inflationary is eradicated a the same time, the loosening designed as an incentive
could brew further problems down the road. We might see a "second leg" of the present cycle and
dangers could lie ahead in 1995-96.

As to a possble big bang for China in 1994, | remain a sceptic about its red chance of

*In the last macroeconomic cycle, "triangular debts' emerged largely as aresult of the
readjustment programme launched in late 1988. This time round, the issue became seriousin
the first haf of 1993, even before the dlampdown. The proliferation of "white dips’, "green
dips’, "red dips' ec. was a clear 9gn of the serious shortage of funds and the
over-expanson of investment and excessive commitments of working and fixed capitals. The
"new three heats' (xin san rue)--euphoria over economic development zones, the housing
and the stock markets-- focussed on investments that required funds of long maturity and
therefore contributed to the monetary draught and, because the principle of economic
viability was not observed in the circuit of lending and borrowing, the debot trap.

*For a more comprehensive discussion of the possible factors resulting in a half-way
abortion of the augterity programme and some counter-arguments, see my interview as
reported in Hong Kong Economic Times, September 24, 1993.
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success. A big bang after 15 years of graduaism is of course different from a big bang in Year zero,
and | would support any move tha ams a achieving a breakthrough, particularly in establishing
effective macroeconomic control. However, as | andyzed above, 15 years of improperly sequenced
graduaism have brought both hopes and obstacles. These obstacles are no less, if not more, difficult
to overcome than those in Year zero. Any grand blue-print could easily be watered down beyond
recognition in the practica redlity of hard bargaining among so many parties of different interestsin a
country as hig as China (one fifth of mankind).
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