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I understand that this book is an outgrowth of his lectures at F[E&ESE A IE 4
e, PEREBRIESER. R AZEEESEE, but its significance and impacts
undoubtedly extend far beyond the new generation of economic students, as well as
teachers, scholars, government bureaucrats, businesspersons and general readers
in China. It is a book that can provide foreign readers, seriously interested in
China, with a comprehensive, insightful, and scholarly-credible picture of the
contemporary Chinese economy. As far as I know, there has never been an
important book in economics like this before.

The Chinese economy has been an enigma for people in the world. In the
1980s they already knew that China had started to experiment on gradual
market-oriented economic reform in 1979, but its contents and outcomes were not
fully understood yet in substance, because its impacts on the world economy were
still minimal. In the aftermath of the unfortunate event in the late 19980s, people
in the world sort of lost clear sight about where the Chinese economy 1s heading for.
Then around 1993 China started earnest efforts to establish market oriented
institutions and entered into the new era of “BE{KHExE, 228", People in the
world became gradually aware that these efforts were producing profound and
positive changes in China particularly in contrast to the poor performance of the
former USSR in the transition. This is the time when people talked about merits of
the so-called #idE ¥ 28 (gradualism) vis-a-vis KFEHIE (shock therapy) or big bang
approach. But this debate was more or less limited to among experts and
specialists in the transition economy. However, the world soon became recognizant,
sort of all of a sudden, of the inescapable fact that China not only had engineered to
escape the currency crisis in 1997 without scar, but rather started to function as a
new engine of the recovery and further growth of the world economy. In some

corners of the world, China was even beginning to be seen as a threat to the



economic order established by existing economic powers and interests. However,
this kind of sentiments, which may lead to economically inefficient protectionism
and politically unwise national rivalries, will not contribute to a search for a more
integrated world economic order. For this, all of us, Chinese and non-Chinese
people alike, need to have a clearer and deeper understanding of how the Chinese
economy has been developing, how it works and interacts with the world economy,
and in which direction it will, and is desired to, further develop. To this end, the
Professor Wu’s new book will undoubtedly make an extremely timely and welcome
contribution. I sincerely hope that the book will be soon translated to English,
Japanese, and other languages and become accessible to wider audiences

worldwide.

I view that the book is essentially organized in a sandwich-like manner. One
part is composed of the first two chapters and the last two chapters, which are
devoted to clarifying the Professor Wu's vision about what the essence of socialism
{or an ideal socio-economic order in general) is and how it is to be achieved. The
middle part, composed of 8 chapters, is devoted to discussions of reforms in each of
major sectors (such as agriculture, enterprises, business and public finance, social
securities and foreign relationships) and the macro —sphere of the economy. Each
chapter in this middle part is basically sub-divided into four sections. The first
section succinctly summarizes basic points of modern economic theory in relevant
fields on which the following discussions rely upon as an analytic framework. It 1s
followed by the history of reforms in 1958-1978 (fT B 7 #8244:) and 1979-1993 (I
B, then detailed descriptions of more fundamental institutional reforms since
1994 till now, and finally assessments of reform achievements so far and discussions
of remaining reform agenda. These chapters are written with cooperation of
Professor Wu's former students-cum-research partners specialized in respective
fields so that their contents are dense and professionally written within the
framework set by Professor Wu. The first two chapters provide grand historical and
philosophical backgrounds for the middle part, while the middle chapters provide
actual and analytical backgrounds for discussions in the final two chapters
regarding the assessment of current status of reforms as a whole and a direction for
further reform to be taken place. In this way the two parts are organically
integrated and mutually complementary. [ very much respect the intellectual and
academic leadership of Professor Wu who organized and brought this intellectual

teamwork into such a fruitful outcome.



From reading the general part composed of the beginning and concluding
chapters, 1 sensed that Professor Wu's vision of the ideal socio-economic order
(whether it is called Socialism or not) is the one in which"ft &2 EFIELFIER" is
being earnestly pursued (GEX), although nobody can know exactly what it got to be
and how it got to be realized. The socialist states were created for the purpose of
realizing such an order in the twentieth centuries, but it became clear towards the
end of the century that such enterprises failed by being degenerated into inefficient,
socially unjust state-led planned economies. Why? Referring to the so-called “2 0
fhfd 2 0 — 3 O FARAEFERFERE “L2EFTRE" as well as the classic work of
Hayek (1945)!, Professor Wu rightly points out the inability of the central planning
to collect and process the vast amount of information relevant to an efficient
allocation of resources in the increasingly complex economic world. Indeed, a
system of competitively determined market prices may be thought of as being able
to process and summarize information necessary for the purpose of achieving an
efficient allocation of resources in the most economical manner, provided that there
is no externalities (i.e., if there were not goods for which prices cannot be formed in
markets by technological and other reasons). It can be represented only by the
numbers of dimensionality equivalent to the number of goods. In that sense, a
system of competitive prices is said to be analogous to “sufficient statistic” (4%t 3t
=).2

In reality, however, there can be many efficient allocations of resources
corresponding to different initial assignments of property rights, some of which may
not necessarily be thought of socially unjust. Also, in the real world there can be
many kind of externalities (e.g., pollution, education, contagion), to be coped with by
some kind of collective actions or otherwise. Also, as recent development of
economics of information shows, individual agents may strategically not reveal true
information they possess to their own advantages, when they are engaged in
economic transaction. Then allocation of resources may be distorted. Thus, the
market mechanism per se may not provide simple cure-all. Yet, the most
fundamental virtue of decentralized market mechanism may lie in the fact that,

since no single entity knows what allocation of resources is just and efficient and

I FAHayek (1945), “The Use of Knowledge in Society,” American Economic Review
35: pp.519-530

2 For this, readers may be referred to T. Koopmans (1957), Three Essays on the State of
Economic Seiences, Par [, N.Y.: McGraw Hill and L. Hurwicz, (1973), “The Design of
Mechanisms for Resource Allocation,” American Economic Review 63: pp. 1-30.



can design how to achieve it, the trial and error approach made possible through
decentralized experiments in markets may prevent us from beihg trapped In a poor
allocation and help us search for a better allocation in ever-changing, complex
economic environments. Therefore, Professor Wu seems to argue that just “JHEE
Fl is not enough in the transition, but the provision of stable, credible and just
framework for the market mechanism is crucial. I consider such evolutionary
(rather than rationalist) view of the market system is consonant with an extremely
important classic by Hayek in his late professional career, Law, Legislation and
Liberty: Rules and Order.

From such perspective, Professor Wu considers that the focus in the mid
1990s on the gradualism vs. Big Bang as the major difference in transition strategy
was rather misleading and missed the point. He now considers Janos Kornai's
distinction between strategy A or H#Z EBELRE (its major task is ... quote from line
14, page ii) and strategy B or ITi#EFAFE {LHREE (its major task is ....quote line 16-7 on
page ii) more relevant. He argues that since the early 1980s the China’s actual
reform process was more along the line of Kornai’s strategy A. This strategy 1s
undoubtedly responsible for the remarkable performance of the Chinese economy in
the transition, as the following chapters amply document and analyze. However,
Professor Wu is not comfortably satisfied with present achievements of the reforms.
He now regards the Chinese economy at crossroads. Toward the end of the book he
points out that the success of Chinese transition in terms of raising the average
living standard (F£[F'E #)is also accompanied by the increasing disparity of incomes,
accelerated by rent-seeking (ZF#i)behavior of the powerful, unjust stripping of
public assets by the vested interests, and pursuit of F# in the absence of proper
market governance and ethics (#&#2/A1E) . This situation may create some
resentment against the market mechanism and sentimental nostalgia for central
planning among the disadvantageous group of the population. The social forces who
made fortunes in the confusion caused by the dual existence of the old and new
systems, whom Professor Wu calls as % 3 #Ef£ & 57 &, may then find it
advantageous to collude with them as an excuse to intervene in markets to their
further advantages, making the road toward a more fair and transparent market
economy blocked and evolutionary social selection of good practices derailed. [ will
come back to this point toward the end of this review, but I dare to note at this point
that this is indeed a courageous and timely warning, which can be credibly made
only by a wise mind who experienced ordeals of central planning and has been

working earnestly for the country to find the road to the present achievement.



Let me now turn to very brief discussions of each chapter in the middle
parts. As these chapters are prepared by experts on respective subjects under the
general framework and orientation laid by professor Wu, I have learned quite a lot
from them. I consider that the only thing I, as a theoretical economist interested
in institutions and the Chinese economy, can do with these chapters is to suggest
further theoretical readings of relevance and ask a few general questions.

Chapter 3 deals with Agricultural Reform. As the sources of accumulation
for the initial economic development under the Communist China was largely
supplied by the transfer of surplus generated in agriculture and as the transition to
the B EWH was also initiated in agriculture, opening discussions of sectoral
reforms with agricultural sector seems to be quite appropriate. I personally liked
this chapter very much. It explains lucidly with the tools of incentive theory and
knowledge of history dated back even to the pre-Communist period how FEERERE
Bl in the early 1980s worked well as a step toward the trnasition. I was also
intrigued by the discussion of the debate regarding possible route for the transfer of
surplus labor from agriculture; the absorption by the development of rural industry
vs, that of regional urban centers.

Indeed, one of important differences in initial conditions of the transition
between China and the former USSR is found in agriculture. After a half century
since the forced collectivization of farming in the USSR, the trace of the peasant
class almost disappeared in Russia. In China as well there was the unproductive
and abortive experiment of collectivization, but it ended in a relatively short period
without uprooting the historical tradition of peasant management of farming under
multi-layered land ownership (p.95). Indeed, as Professor Lin Yifu argued in the
context of Chinese farming, as well as Professor Yujiro Hayami (EAK#KER) did in
the context of rice farming in monsoon Asia, the large scale farming organization,
either collectivized commune or plantation, is relatively unproductive vis-a-vis
individual peasant farming, because of its difficulty of monitoring
collectivized/hired labor, especially when faming requires constant care of plants,
irrigation system and so on in response to changes in season, climatic conditions,
etc.? By reverting to the household management, the productivity of Chinese

agriculture increased at the impressive rate . This created favorable conditions for

3 K yi FH(1994), HIE, HiFS P EBEARE, EEARBRE, YHayami BEAHRE
(1994), “Peasant and Plantation in Asia,” in G. Meier {ed.), From Classical Economics
to Developmental Feonomics: N.Y.: 5t. Martin’s Press, pp.121-134.



the transition in comparison to the former USSR. Increased agricultural
productivity was able to generate surplus for accumulation both in urban and rural
industries. By this way, the Chinese economy may be regarded as finally coming to
bear a somewhat common feature of development with other East Asian economies,
Japan, Korea, and Chinese Taiwan, rather than with the transitional Russia.

This observation, if correct, may pose an interesting comparative research
agenda regarding its implications to the political economy. In the mentioned
economies, the forced transfer of the surplus required the mediation of a more or
less “strong”™ government. However, as the urban industry grew, at some stage the
government converted to compensate the rural sector in various forms, such as price
supports, protection of markets, investments in public works such as irrigation and
s0 on for the stability of the society as well as the security of markets for industrial
products. Through this process, the authoritarian nature of the gbvernment
became gradually transformed into that of more moderate and pluralistic
interest-mediation. One wild speculation that may be drawn from this
comparative observation could be that the increasing attention of the Chinese
government for remedying the enhanced disparity of economic conditions between
urban and rural areas may be indicative of reaching a turning point somewhat
similar to the ones which other East Asian countries had gone through in the past.

Chapter 4 and 5 deal with the reform of the old state-owned enterprises and
the entry of new enterprises of diverse ownership arrangements respectively.  The
transition of a planned economy to a market economy cannot be achieved simply by
abandoning planning and “H # 38 #]’ to the enterprises which have been
administrative units. Markets have to be created and governed in such a way that
contracts can be expected to be observed (to this I will come back later). Further,
enterprises need to be transformed or created, and governed so that they make
profits by supplying goods in response to market signals. For both of these two
purposes, the assignments of property rights of production assets accumulated in
the state-owned enterprises need to be clearly made.

However, this 1s an extremely complex and challenging task. The
assignments need to be made in such a way that they are to be used for productive
purpose. From the perspective of fairness, it may be desirable that, since
productive assets of the large state-owned enterprises were accumulated in the
planned economy largely by the transfer of surplus from the traditional sector such
as agriculture (borrowing of capital from abroad was minimal in the early stage of

the Communist China except for aids from USSR}, a large proportion of those assets



may be desirable to be publicly appropriated for funding social securities reserves of
the people as a whole.* This may be possible, for example, by transforming the
old-state owned enterprises into the stockholding companies and transferring some
portion of stocks to the state pension funds. The funds in turn may be managed by
competitive agents, which may generate market-oriented governance mechanism.
Some may argue, on the other hand, that at least some portions of stocks (asscts)
may need to be placed in the hands of insiders, such as the managers and workers,
of the transforming enterprises so that the transition is made smoothly without
destroying their productivity and their incentives are attuned to market signals.
Even if an enterprise is insider controlled in the normal state of affairs, if there is a
credible expectation that in the event of its financial difficulty due to suspected
moral hazard or incompetence of the insiders a particular outsider would step in to
resolve the problem (punish the insiders), then it would be run OK.®* Such outsider
could be a bank or public restructuring organization (such as % F A&
experimented in Japan recently).

However, what I said in the previous paragraph is an ideal picture reflected
on the clean water of theoretical realm. The reality is much more complicated by
political and other reasons. A solution for social securities funding has not been
found, although problems are set clarified (see Chapter 9). Even though the ex-state
owned enterprises have been corporatized, a large proportion of the stocks of
important (the so-called) strategic enterprises are yet owned by the government
machineries and it is not clear that the insiders are properly controlled from the
viewpoint of economic efficiency and controlling their moral hazard behavior. For
the worse, a non-negligible proportion of the assets of the ex state-owned
enterprises may have been privately appropriated {B7K#If by the insiders in
collusion with some in the government machinery by various illegitimate methods
as described in the book (particularly in pp.384-6). However, there is no final and
ideal solution to the corporate governance, as the recent incident of Enron in the
United States (discussed in page 161). One may say that each economy has
somewhat unique corporate governance problems, depending on how the
institutional framework for corporate asset ownership and organizational

architecture has been evolving over time (path-dependence). The loss of control

3 A somewhat similar proposal was made by @/, E£# (1 99 3), #SRE  &F
o GAHIRERR, fASED  BRHERFENREEELS SRR hRERE, 211-2 5 8
E.

5 This is what I called the contingent governance mechanism. See A& (200 1), %
11 %=,



due to the insider control ( “PIEBATEH]” &3%E)  can become particularly acute in the
transitional economy. Notwithstanding the actual problems and challenges facing
China, chapter 4 may be of great value in identifying these problems and providing
theoretical and formal legalistic perspectives for resolving them.

The traditional theory of the firm as summarized in the beginning of
chapter 4 has been mainly focusing on the ownership structure (and its contractual
arrangements) of the firm. However, in my view, the firm has another important
aspect which has been relatively under-studied: that is, the organizational
architecture. Just as the market mechanism may be viewed as one kind of
information system using prices as media, the organizational architecturc of the
firm may also be viewed as a kind of information system using natural language as
media. Indeed, as mentioned already, the market mechanism as an information
system is not perfect, when there are externalities, economies of scale and strong
statistical correlation among decision variables. They may be dealt with the firm
instead of the market.

The firm operates on the basis of information sharing within and its
organizational architecture may be distinguished by ways how it can be done. The
organizational architecture of the traditional Anglo-American firm may he
characterized relatively more by vertical, hierarchical flow of information among
specialized tasks, whereas the Japanese firm may be relatively more by hortzontal,
as well as vertical, information sharing across tasks, with the German firm lying
somewhere between. As I showed in my recent book, different organizational
architecture may be accompanied with corresponding, complementary corporate
governance structure and may have different comparative advantages in the use of
different technology and competition in different markets. For this, I will discuss
more shortly. In any case, Chapter 5 of Professor Wu's book emphasizes the merits
of diversity in ownership structure in the Chinese economy. I agree that it is quite
a reasonable prescription, as various experiments need to be done in the transition
process to select which organizational form and corporate governance have the best
fits in which industry.

One important emergent industrial architecture is the modularity (%£1%{b)
discussed in Column 5.2. This type of architecture has emerged as a response to the
increasing complexity of technology of the contemporary age. The idea is to
decompose the design and production of a complex system into semi-independent

modules, which are themselves complex, but can be combined with clear interface

6 HAEEZ(2001), LESHIBESHT, LEEEEMME, 4 &,



rules. Also, an entirely new complex system may be constructed anew from
combining semi-independent modules. The new phenomena such as Silicon Valley
clustering of small entrepreneurial firms specialized in the product development in
particular niche markets, outsourcing, and supply chain, etc., can be understood in
this light. In order to cope with the increasing complexity of technology and the
increasing diversity of markets, a more flexible industrial organization may have
merits and fits. The book points out that there is a tendency among the Chinese
firms toward 8 H % 55fk (p.286). It can be paraphrased to say that there is
tendency towards HEE K1k,

Generally, institutions in various sectors of the economy may not evolve
independently from each others. They are likely to co-evolve, mutually reinforcing
their functions and robustness. We may call such phenomena as institutional
complementarities.” Thus, institutions as developed in corporate governance
domain and those in the financial transaction domain may not be independent, but
mutually reinforcing. Chapter 6 thus turns to the financial system reform
following the discussion of corporate governance. Economic analysis indicates that
there are strong institutional complementarities between the development of
managerial markets (and the firm organized on the basis of functional
specialization) and the capital market-oriented governance structure. However, if
insider control of the firm has become prevalent either because of
information-sharing among the insiders as a result of the transformation of the
state-owned enterprises or some other reason, it needs to have some kind of outside
discipline in order to curve the moral hazard of insiders. In particular, it is
important that general expectations prevail such that the insiders would be
punished if the firm fails because of moral hazard as mentioned above. Who can
exercise such control? One candidate could be the bank. This is why the bank
reform has been such an important agenda for the transition, combined with
corporate governance reform. As described in Chapter 6, much has been done in
China in making the banking system more modernized in terms of legal regulations.
However, as everybody readily recognize, there is a further problem of how to
govern the bank themselves. In this sense, the banking reform in China is still too
far away to go, particularly because major banks are still state-owned and their
strategy for resolving bad loan problems has not been made transparent yet. The

book correctly emphasizes the importance of bank competition that can be brought

7 For a rigorous analytical treatment of this concept, see BEAREZE, HLEIHE 4T,
particularly Part I1.



about by new entries of private banks as a measure of laying more solid foundation
for the banking system. Needless to say, it is also important to have efficient and
transparent securities markets through which equity control is exercised on the
firm. However I agree with Professor Wu who seems to regard the role of
securities markets still as secondary, because markets in China may be still prone
to “bubbles” which may have grave social damages in the process of the transition (p.
234-5).

Chapter 7 deals with public finance and tax system reform and chapter 9
with social securities reform. Detailed discussions of the trial and error efforts of
reforming the public finance and its achievements, as well as those of debates over
the desirable design of social securities systems, are quite useful and I learned quite
a lot. The problems lying in these areas are still paramount, because China is not
only in the process of transition, but also is facing the problems of rapid changes in
demographic composition and the transfer of surplus labor in the rural sector.
However, economic reasoning and learning from international experiences as
represented in these chapters will help a rational search of solutions to these
problems.

Professor Yingyi Qian has done a series of interesting theoretical studies
regarding the public finance relationships between national and local governments
in China and pointed its nature as fiscal federalism.® If there 1s a credible
commitment on the side of the central government not to bail out local governments
because of its inability to do so by the fiscal constrain or otherwise, it would place
hard-budget discipline over the local governments. From this perspective, the
1996 People’s Bank Act that prohibited lending of the central government to local
governments may be considered as an important mile stone to fill possible loophole
in this respect. However, how bout the relationships between the provincial
governments and the governments at lower levels and so on? Is there a
mechanism of hard budgeting operating between them? Or, on the contrary, is the
certain degree of fiscal health at the level of provincial governments achieved at the
sacrifice of fiscal health at the lower levels? What about rural social securities

system (this is discussed to some extent in page 342-3)?

8 See for example Y. Qian and G. Roland (1998}, “Federalism and the Soft Budget
Constraint,” American Economic Review, 88: pp.1143-62; and. Y. Qian and B. Weingast
(1997), “Federalism as a Commitment to Preserving Market Incentives,” Journal of

Feonomic Perspectives 11: pp. 83-92.



Chapter 8 discusses %f#+FEH%. It describes the impressive records of trade
expansions and foreign direct investment. One interesting question is why such was
possible for China, but not so much for the Eastern Europe? As I mentioned earlier,
markets cannot be created autonomously. As Nobel laureate Hicks once said,
“even the simplest exchange is a kind of contract.” It is composed of (1) The
making of an agreement to exchange, (2} the delivery one way, and (3) the delivery
the other. Trading is trading in promises. There must be reasonable assurance
that the promises will be kept. This is the question of the “governance of contract”,
or that of “contract enforcement”. How China has resolved this problem in the
area of foreign trades and imports of foreign direct investment when she opens the
economy toward the world market is an interesting question from the perspective of
comparative institutional analysis. In this regard, it is suggestive that the large
flow of trades and investment came from, or mediated through Hong Kong. The
presence of institutional infrastructure for market transactions and contract
enforcement in Hong Kong, as well as its ability of attracting associated human
competence, may have played non-negligible roles in the process of the transition.

Chapter 10 provides an over-view of macro-economic policy since the 1990s.
The reforms of institutions will not be possible without stable macro-economic
environment. In that sense, stable macro economic policy frame 1s complementary
to the reforms. Not only that, the impact of the Chinese economy on the global
markets has become so great, the Chinese macro economic performance 1s becoming
an object of intense global interests. This chapter also refers briefly to the long-term
risk factors brought about by the liberalization of foreign baking and capital flow,
the aging of the population economy and so on. They are certainly important.
However, if the sustainability of growth trend is t o be examined, the resource
constraints in the area of natural environments and energy sources may also pose a
serious problem, particutarly because the Chinese industry is not particularly
efficient in their uses.

Over-all, these chapters in the intermediate part of the book provide useful
information about the reform processes in each economic sector, as well as fair and
balanced diagnosis of reform achievements based on modern economic analytical
tools, and present unresolved reform agenda. Putting together, they provide a
coherent and integrative view about the Chinese economy. By reading carefully,
readers will become aware of complex, but systematic interdependencies of reforms

and evolving institutions across different sectors. Because of such

9 J. Hicks (1969), A Theory of Economic History. Oxford: Oxford University Press.



interdependencies, or institutional complementarities, the completion of reforms
will not be an easy one. But the book will undoubtedly make an important
contribution for the Chinese people to identify and prioritize unresolved problems
and search a better way to resolve them with cool analytical mind and hot passions
for #HERNEMLFEFH.

Chapter 12 is more than just a chapter dedicated to a particular sector, 1.e..
the government sector. There the reader can find a passionate warning against
the great risk of the degeneration of the reform process into the #E&EARTE “ or
“BEEAETE" which the Chinese people are now facing. As the transition to a
market economy is an extremely complex social task and no single mind can design
the blueprint of the society which would realize the ideal of #E& /A TEFIHLFEEH#, it
cannot proceed as anything but a trail and error process. In this process. the
disparity of incomes may be inevitably created and misery may be placed on some
people. On the other hand, people with vested power may be engaged in
rent-seeking (F:fH)activities by intervening market activities, stripping public
assets (O ADH), making ¥ by taking advantages of the imperfection of
markets, etc. As already noted, Professor Wu finally warns that the =fEt &/ &
who had built illegitimate wealth through such process may be a great obstacle
toward fair and transparent market competition to their own advantage. The virtue
of fair and transparent market competition is that ingenious experiments can he
tested and selected for common benefits of the society. If arbitrary and
discretionally interventions in the market economy and rent-seeking activities by
the powerful and rich are left unchecked, then, he argues, that the outcome will be
an even greater losses of social justice and national wealth (the book quotes a study
which shows that the loss due to rent-seeking corruption amounts to 15 percent of
GDP in 1999-2001). The major task of the government should be rather to help
create the framework for fair and efficient market competition based on the rule of
law and provision of social securities particularly geared toward the correction of
unwarranted income disparity. For this to be realized, the government itself needs
to be subjected to the rule of law.

Indeed, democratic politics and market competition based on the rule of law
are institutional complements'®. The rules of law need to be applied neutrally and
objectively. If this rule is expected to be systematically violated by the government.
then the people cannot expect material rewards and spiritual satisfaction from their

earnest endeavors for better life. Therefore, when the rules of law are violated by

10 See HEAREE, HEIRIE 24T, & 6 E, Theorem 6.1 for a theoretical proof of this claim.






