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Preface

Gradual versus Rapid Liberalization in Socialist Economies: Financial
Policies in China and Russia Compared is the tenth in ICEG's series of
Sector Studies. A Sector Study analyzes one country’s response o a
specific policy problem or compares the policies of several countries. In
this study. Ronald 1. McKinnon examines the experiences of Russia and
China to help explain the different outcomes associated with liberalization
of their cconomies.

China liberalized gradually from 1978 (0 1992, while Russia’s “hig
bang”” decontrolled prices within the state sector in January 1992, China
maintained a mordy stable price levet wih very rapid output growth: high
inflation and declining output characterized Russia's liberalization.

Dr. McKinnon argues that while there may be differences between
regions and countries, China's longer-term experience with making the
transition from a planned to a market economy can hold valuable lessons
for those socialist economies now embarked on this path. By examining
China’s financial policies in depth, he fooks at the problems that reform
governments face and how these can be resolved. He notes. however, that
the Chinese model is not perfect—inflation will require further restrue-
turing, putting the sustainability of its nicroeconomic policies in doubt.

In his concluding remarks, Dr. McKinnon suggests that Russia's
short-term outlook presents a policv dilemma. He argues that o attain
macroeconomic stability and to control inflation. the Russian government
should recentralize its control over money and credit. and reestablish a
state-controlled banking system—moves which run counter to the desired
direction for the long-rin liberalization of the Russian cconomy,

vii
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We are pleased to publish this study of gradual versus rapid liberal-
ization in socialist economies, which has important messages for econo-
mists and policy makers who face the challenges of developiag sustainable
market-oriented and institutional reforms in Eastern Europe and elsewhere.

Nicolds Ardito-Barietta
General Director
internationai Center for Economic Growth

Panama City, Panama
March 1994



Gradual versus Rapid Liberalization in
Socialist Economies: Financial Policies in
China and Russia Compared

From 1978 to 1992. China’s liberalization was gradual with a fairly stable
price level and extraordinarily rapid output growth. Since 1989 in Eastern
Europe and the former Soviet Union, rapid liberalizations attempted in the
face of falling real output generated much higher inflation. Yet. both
regions’ fiscal policies were surprisingly similar. Like its socialist coun-
terparts in Europe. the Chinese government’s revenue share in GNP has
fallen sharply: in 1991-1993, its fiscal deficit may be approaching 10
percent of GNP. How did China manage to avoid inflation when its
government was such a heavy borrower from the state banking system?

China avoided resorting to the inflation tax in four ways. It first
liberalized in arcas such as agriculture where subsequent productivity
growth was rapid. It imposed very hard budget constraints on. and gave
little bank credit (o, the newly liberalized nonstate sectors in industry or
agriculture. It did retain, however, itramarginal price controls on. and
(constrained) financial support for. traditional soft-budget state enterprises.
Finally. it set positive real interest rates on savings deposits. The resulting
cnormous growth in savings and stocks of financial assets allowed the
liberalized sector to finance itself, the Chinese governraent, and the deficits
of the slowly reforming state enterprises.

How the Chinese accomplished this remarkable financial feat s an-
alyzed in some statistical detail in this paper. The reader will quickly note
similarities with the high financial growth policies followed by Japan in
the 1950s and 1960s and Taiwan in the 1960s and 1970s (McKinnon
1991b, Chapter 3). Yet, there is an important difference in the Chinese
government’s failure to get control over the public finances at the outset
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of liberalization. Nevertheless, T shall argue that many important aspects
of China’s dualistic banking and pricing policies could well be adopted by
other transitional socialist cconomies in Europe and Asia. Indeed, China’s
dualistic system of financial controls is consistent with, and nicely illus-
trates. the gradualist approach to the transition from centralized controls
over prices and output to a more decentralized market economy.

China’s incredibly high real financial growth, however. is not feasible
in Russia and formerly socialist Europe where output growth is low or
negative and inflationary expectations are mete highly developed. Indeed,
such high real financial growth may not be sustainable for much longer in
China itself. To prevent inflation and stem financial decline in the liber-
alizing European economics, fiscal reforms should come much carlier in
their transitions than thev did in China’s.

On the fiscal side. China is an important, if temporary. exception to
our preferred order of economic hberalization (as outlined in McKinnon
19914, 1991b). Nevertheless. China’s other financial policies were more
or less right. Her interest rate, credit, and pricing policies. and step-by-step
foreign trade reforms, were fully consonant with the crucial need to sustain
macroeconomic equilibrium as liberalization proceeds—as we shall see,

This paper concludes with a brief analysis of the inflationary explosion
and sharp output decline in Russia in 1992 arising out of the Yeltsin-Gaidar
government’s *‘big-bang’" upprouach to economic liberalization. Did the
Russians get the order of cconomic liberalization wrong, or was this
unfortunate event the recult of adverse exogenous shocks beyond any
government’s control? Given the great receptiveness of the Russian gov-
ernnent to Western advice in 1991 and much of 1992, was this advice
lacking in important respects? The answers to these questions are not
obvious, but they will remain very important in any new stabilization
program the Russian governnent might undertake.

Graduai versus Rapid Liberalization in Socialist Economies

China is often cited as the leading example of a successful gradualist
approach to economic liberalization.' In 1978, the Chinese began to break
up traditional agricultural communes into small farm leases (now of ten
to fifteen years duration)—the so-called household responsibility system.
From 1979 te 1983, with over three-quarters of the population still working
in agriculture, farm output surged by 8 to 10 percent per vear (Johnson
1990). By 1984, the focus of rapid economic growth had shifted to rural
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light industry. which began to absorb much of the labor force released by
productivity improvements in agriculture. Although small-scale private
traders flourished. hundreds of thousands of the new manufacturing en-
terprises were owned largely by townships and villages (called township
and village enterprises or simply TVEs). In this so-called nonstate seclor,
the TVEs were market-driven and outside the web of ofticial price and
output controls that still circumscribed activity in the old heavy-industry
state sector,

In this traditional sector. the much-larger-scale state-owned enlerprises
(SOEs) remained under the ownership and control of the central or pro-
vincial government. with no attempt at some form of rapid privatization
or price decontrol. Step-by-step. the pricing and financial arrangements
facing the old SOEs were also rationalized, but at a more deliberate pace
lasting over a decade. Overall price stability in both the state and nonstate
sectors was surprisingly well maintained, with retail price inflation aver-
aging 6 to 7 percent per year since 1978 (sce Table 1).

The Chinese approach (o freeing forcign vade was also aradualist.
Instead of a big bang that suddenly opened up the whole economy to
international competition and world prices, special economic zones some-
what outside the control of the traditional staie trading monopolies were
started in Guangdong in connection with the Hong Kong trade. These then
became progressively more numerous and broader in scope. Inside such
i zone, exporters could retain all of their foreign exchange carnings while
having freer access to imported materials and foreign capital or trading
services,

By the end of the 1980s, an export and import boom had become
China’s new engine of cconomic growtil. Exports had risen from less than
8 percent of GNP in the early 1980s to about 20 percentin 1992, Real GNP
growth itself averaged almost 9 pereent per year from 1979 to 1992 (sce
Table 1). By the carly 1990s, however, the distinetion between a special
cconomic zone and the rest of the economy has eroded. Now. & wide range
of SOEs. TVEs. and private cnterprises participate with more equal access
to foreign trade. and the domestic cconomy’'s msulation from world mar-
kets has diminished.

Although this great economic transformation has been very rapid, it
seems fair to characterize the Chinese government’s economic policies as
being gradualist—with the possible exception of the **minimum bang’*?
necessary to get the ball rolling in agricalture in 1978-1979. In 1985, these
early Chinese successes encouraged Mikhail Gorbachev to embark on
perestroika, and in 1986 smaller Asian cconomies such as Laos and



TaBLE I China’s Main Economic Indicators, 19751992 (percentage rate of growth)

Real naticnai General retail Urban cost of Free market Money Exports as per- Foreign® reserves
income  Reul GNP price indes.  living index irdex (M2) centage of GNP (billions of dollars)

1975 8.3 0.2 0.4
1976 =03 0.3 0.3 4.0
1977 7.8 2.0 2.7 -24
1978 12.3 0.7 0.7 —6.6
1979 7.0 7.6 2.0 1.9 —4.5 9.7 531 0.84
1980 6.4 7.9 6.0 7.5 1.9 24.1 6.07 -1.30
1981 4.9 4.4 24 25 5.8 19.7 7.70 271
1982 8.3 8.7 1.9 2.0 33 13.1 797 6.99
1983 9.8 10.3 1.5 29 4.2 19.2 7.55 8.90
1984 13.4 14.6 28 2.1 -0.4 124 8.34 8.22
1985 13.1 12.7 8.8 11.9 17.2 17.0 9.45 2.64
1986 7.9 8.3 6.0 7.0 8.1 30.2 11.16 207
1987 10.2 11.0 713 8.8 16.3 253 13.01 292
1988 11.1 11.0 18.5 20.7 30.3 20.7 12.60 3.37
1989 3.7 4.4 17.8 16.3 10.8 18.7 12.29 5.55
1990 5.1 5.6 2.1 1.3 =57 28.9 16.88 11.09
1991 7.9 73 29 5.1 —0.9 26.7 19.30 21.71
Average 1979-1991 8.4 8.8 6.2 6.9 6.5 227
Preliminary 1992 12.8 54 8.6 31.0 20.00

Notes: Blank cells = not available.

a. Foreign exchange reserves are those held by the central bank (The People’s Bank of China). Large reserves held by the foreign trade bank (The Bank of China) are
excluded.

Dara: Intermational Monetary Fund, Internarional Finance Statistics 1992 Yearbook, for M2 date. Other data from China Statistical Yearbook 1992 (Chinese edition).
Sources: Christine Wong, Christopher Heady. and W. T. Woo, Economic Reform and Fiscal Munagement in China, Asian Development Bank, February 1993: Yingyi
Qian, “*Lessons and Relevance of the Main Bank System for Financial Reform in China.”” Stanford University, March 1993,
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Vietnam adopted their fairly gradualist “‘new cconomic mechanisms,”
which have been fairly successful® By 1989, the transition from central
planning to more market-based economies had become a political imper-
ative throughout Eastern Europe and the former Soviet Uninn (I-SU).

But this poses a paradox. If gradualism in Chinz and smaller Asian
cconomies was successful early on. why did the Eastern Europeans in
general. and Russians in particutar, later attempt more of a big-bang
approach to cconomic liberalization? Why were the Eastern Europeans so
enamored with more sweeping transfers of property rights (including
elaborate voucher schemes for tranuferring state property) and sudden
full-scale price and ontput decontrol in traditional enterprises? This big-
bang approa:h was often coupled with the intention—not always carried
out in practice—to swiftly open the whole cconomy to unrestricted foreign
trade with the hard-cnrrency industrial economics.

Atleastin the initial stages of these rapid liberalizations, abrupt policy
changes in Eastern Eurcpe were associated with economic disorganization,
sharp falls in output. and, in some cases, mflationary ¢xplosions (Aslund
1992). For the much bricfer time span of the transition processes in
Bulgaria, Czechoslovakia (before its dissolution). Hungary.! Poland, Ro-
mania, and the Soviet Union (before its dissolution), Tables 2 and 3 depict
the sharp decreases in output experienced by vinually all these economies
from 1989 to 1992. This falling output has been accompanied by high,
sometimes explosive, inflation—nowhere more evident than in Russia and
the Ukraine in 1992-1993. In contrast, Chinese output rose sharply after
1978, and throughout the carly 1980s price inflation remained very low
(sce Table 1).

Were Circumstances in Eastern Europe Essentially Different?

To explain the output decline in Eastern Europe. there were exogenous
political and ecotiomic circumstances that differed from those prevailing
in China (and in similarly agrarian economies such as Vietnam and Laos)
and that were largely beyond the economic control of individual reform
governments:

I. Eastern Europe was more industrialized and overly specialized in
heavy industry. Because agrarian populations were proportionally
smaller than in the Asian socialist economics, the possibility of, and
the immediate gains from, returning to small-holder agriculture were
more limited.
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TasLe 2 Gross Domestic Product (GDP) Growth Rates, 1989-1992
(percentage change in real GDP)

1989 1990 1991 1992°
Bulgaria -0.5 ~10.6 —-230 -3.0
Czechoslovakia 0.7 -0.4 —15.9 -5.0
Hungary —(0.2 —-43 =10.2 -5.0
Poland 0.2 —-11.6 -7.2 -1.0
Romania -58 =74 ~13.7 —-10.0
Soviet Union 3.0 =23 —17.0 N.A.

Notes: N.A, = not applicable.

a. Preliminary estinutes.

Sources: Anders Astund, Post Communist Revolutions: How Big a Bung? Center for Strategic and
International Studies, Washington D.C., 1992; International Monetary Fund, **Financial Sector Re-
forms and Exchange Rate Arrangements in Eastem Europe,” Occasional Paper 102, February 1993,

Tasce 3 Inflation, Unemployment, and Budget Balance, 1990-1992

General
Inflation Unemployment  government balance
(% change) (% in December) (% of GDP)

1990 1991 1992* 1990 1991 1990 1991 1992*

Bulgaria 26 400 49 1.6 10 -85 =37 =135
Czechoslovakia 11 59 10 1.0 6.6 o1 =22 -44
Hungary 33 3 22 1.7 8.5 04 --33 —-10.6
Poland S86 70 46 0.5 114 35 =56 =72
Romania 50 161 203 N.A. 43 —-05 =26 -19
Soviet Union 6 152 N.A. 0 0 -8 =26 N.A.

Nores: N.A. = not applicable.

a. Preliminary.

Sources: Anders Aslund, Post Communist Revolutions: How Big a Bung? Center for Strategic and
International Studics, Washington D.C., 1992; International Monetary Fund, **Financial Sector Re-
forms and Exchange Rate Arrangements in Eastem Europe,”” Occasional Paper 102, February 1993,
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2. The collapse of the Council for Mutual Economic Assistance (CMEA)
disrupted trade within the former Soviet oloc. and then trade among
the republics of the former Soviet Union was disrupted.

3. The precipitate decline in the power of the Communist party in most
of Eastern Europe and the FSU was coupled with the weakening of
centralized political control over the economy at large and the weak-
ening of decentralized party monitoring of state-owned CNLCTPrises.

In contrast to China. their heavy industrialization denies typical East-
ern European economies a substantial margin on which to Lberalize (o act
immediate increases in output. So pervasive has been this pattern of falling
output that many observers suggest (Gomulka 1991; Murrell 1990) that the
transition from socialism must naturally have to follow a 1" curve: outpuit
must fall before a long-term growth path more characteristic of a liberal
cconomy can be established. According to this J-curve view. liberalization
must first fargely destroy e old erder before economic resources can be
efficiently redeployed.

Countering this vizw., many argue (Brada and King 1992) that the trade
shocks due to the collapse of the CMEA were so enormous that some
decline in output was inevitable in any event—aiven the high degree of
specianization in the old CMEA trading regime. In the 1980s. CMEA trade
was about half the total foreign trade of Eastern Europe and the FSU. Then
in 1991, CMEA trade imploded with 60 to 70 percent of member countries’
trade with cach other suddenly drying up (Borenstein and Masson 1993).
Because this CMEA shock was so enormous, one could argue that a more
rapid opening of trade with advanced industrial cconomies was imperative
in Eastern Europe-—unlike in the carly stages of China’s liberulization.

Because of the decline of the Communist party and centralized con-
trols. the ability of the typical European reform government to control
resources centrally was so limited that rapid privatization and price de-
controt in the industrial sector were more essential in socialist Europe
than in socialist Asia. More crudely. ripoffs of the assets of the state-
owned enterprises had previously been prevented by the monitoring and
oversight of the Communist party. With the decline in the party’s power,
Jeffrey Sachs (1992) has argued vehemently for more rapid privatization
of both industrial and financial enterprises to stem the tide.

Without denying the great importance of these three reasons for what
happened in Eastern Europe in general and Russia in particular, 1 hypoth-
esize that China’s longer-running experience with the transition from a
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planned to a market economy still contains valuable lessons for Eastern
Europeans. But rather than trying to cover the whole liberalization land-
scape at the microcconomic level, this paper focuses on the problem of
macroeconomic control. Using China as a benchmark, what are the fiscal
and monetary problems that a reform socialist government will typically
face, and how can these be best resolved in way+ that encourage ouput
growth while maintaining price-level stability iii the liberalizing economy?

China is by no means a paragon of virtue, however. The sustainability
of its own macroeconomic policies, not all of which are transferabfe to
Eastern Europe, is now in doubt. If inflation is to be avoided in the
mid-1990s, China itself must undertake some radical fiscal and monetary
restructuring—as we shall see. But first 1 will review Chinese macroeco-
nomic policies since 1978 in order to point out what is generally feasible
in other transitional economies.

A Chinese Puzzle: Price-Level Stability
in the Face of Fiscal Decline

In the carly 1980s, how stable was the “*true’” Chinese price level in an
environment when most prices were still controlled? Figure: 1 (courtesy of
Gelb, Jefferson, and Singh 1993) shows that, as late as 1981, only about
10 percent of retail sales were free of price controls. By the early 1990s,
more than 70 percent of retail prices and 85 percent of the output prices
of the collectively owned enterprises (COEs) were market determined.
(Even the output and input prices of SOEs were 70 percent decontrolled
by 1991.) Consequently, three different consumer price indexes are pre-
sented in Table 1. From 1979 to 1991, an urban employee’s cost of living
index rose the most. averaging 6.9 percent r year; the more general retail
price index averaged 6.2 percent, and the free market index, made up only
of commoditics whose prices were decontrolled, rose by 6.5 percent.
Because of this relatively modest growth in the free market and other
price indexes, it appears that China began its liberalization in 1979-1981
without significantly repressed inflation. At the outset, no major macro-
cconomic adjustment was needed to work off a monetary overhang by a
one-time inflation (as planned in Poland in 1990 or in Russia in 1992) or
possibly by a currency retorm where outstanding cash balances were
cancelled (as in West Germany in June 1948). Thus for many years after
1978, official price controls in trade among the old state enterprises could
be effectively enforced with centratly determined deliveries at those prices.
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But price liberalization occurred at the margin. In the newly burgeon-
ing nonstate sector, the SOEs could sell their surplus output beyond what
the state contracted for at market prices. Fizure 1's lower ponel shows the
20 to 40 percent premium in prices charged in this free market. Fortu-
nately, the absence of a monetary overhang limited this price gap and thus
limited (but did not climinate) the tendency for supply diversion—illicit
transfers of scarce goods from the state sector to higher price nonstate
uses.” As general liberalization proceeded by rapid industrial growth in
the nonstate sector. the number of price-controlled goods in the state
sector was continually reduced. But even these pegged prices were ratio-
nalized as raw materials prices were increased in stages, and finished
goods prices were sometimes scaled down.

China does not caleatate a general producer price index (PPI). Because
a PPLexcludes services. it would show lower rates of price inflation- —once
the effects of price decontrol are removed—than do Table 1's retail price
indexes. Measured productivity growth in services is typically much less
than in agricultural and industria! goods. particularly in a rapidly growing
economy such as China’s. The upshot is that. since 1979, China has had
avery stable price Jevel in comparison to the often explosive price inflation
in Eastern Euiope.

Even without a monetary overhang at the outset. how was macroeco-
nomic control in China subsequently sustained through 19917 One cannot
look to Chinese fiscal policy for an answer. On the contrary, like all
communist countries. China depended on price controls and ownership of
state enterprises for generating and then collecting huge surpluses from the
industrial sector. By world standards. the domestic prices of industrial raw
materials and agricultural wage goods were kept down compared to the
prices of finished industrial goods. The resulting financial surpluses in most
SOEs were then deposited in the state bank in blocked accounts as de facto
government revenue,

In all socialist countries. however. this implicit revenue system begins
to unravel naturally as liberalization begins (McKinnon 19914, 1991b).
First, the government-owned share of industrial nssets begins to faii.
Second, price decontrol and industrial competition from both domestic and
foreign sources tends to shrink the profit margins in all industrial enter-
prises—whether owned by the governmert or not. Indeed, miny once
(artificially) profitable SOEs become loss makers. This tendency toward
fiscal deterioration was qualitatively the same in China as in Eastern
Europe or the FSU.

Table 4 shows the very sharp decline in the revenue of the Chinese
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TaBLE 4 China’s Fiscal Situation in the Reform Period, 1978-1991 (percentage of GNP)

Revenue Expenditure Budget deticit

Chinese  “*Standard””  Chinese  “*Standard™  Chinese Government borrowing Stock
definition definition definition definition definition  requirement definition  definition

1978 31.24 34.77 30.96 3449 —0.28 —0.28 -0.28
1979 27.66 31.69 31.94 36.86 4.28 5.16 5.16
1989 24.28 29.10 27.13 3291 2.85 3.82 3.28
1981 22.83 27.28 23.36 26.35 0.53 2.06 1.17
1982 21.64 27.14 22.21 29.32 0.56 2.18 1.41
1982 21.50 27.66 22.25 29.78 0.75 2.11 1.64
1984 21.57 26.47 22.21 28.22 0.64 1.75 1.51
1985 21.81 26.84 21.56 27.64 0.25 0.80 0.50
1986 23.31 25.23 24.04 27.39 0.73 2.15 1.85
1987 20.96 22.79 21.67 25.00 0.70 2.20 175
1988 18.68 19.93 19.24 2241 0.56 248 2.16
1989 183.43 20.41 19.01 22.75 0.58 2.35 2.09
1990 18.50 19.63 19.28 22.51 0.78 2.88 2.15
1991 18.13 18.52 19.30 21.88 1.17 3.36 N.A.

NOTES: N.A. = not available.

The “standard™ definition for revenue means subtracting borrowing from the Chinese definition and adding in the subsidies that were counted
as negative revenue, The **standard™ definition for expenditure meuns adding to the Chinese definition subsidies that were considered negative
subsidies.

The government borrowing requireraent (GBR) definition of deficit is “standurd”” expenditure minus “*standard”" revenue.

The stock definition of deficit is GBR definition minus principal repayments.

Source: Christine Wong, Christopher Heady. and W. T. Woo, Econcmic Refornt und Fiscal Mranagement in China, Asian Developnient Bank,
February 1993,
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TasLe 5  Consolidated Deficit of Chinese Government and State-Owned
Enterprises, 1988--1991 (percentage of GNP)

A conservative reestimate

Consolidated on assumption that hidden
Open Hidden deficit deticit is 70 percent of
defieit® deficit® () +(2) column (2)
(h () 3) )
1988 2.48 5.14 7.62 6.08
1989 2.35 5.22 1.57 6.0;
1990 2.88 7.55 1043 8.17
1991 3.36 6.76 10.12 8.09

Notes:

a. Government borrowing requircient as in Table 4.

b. Central Bunk financing for the deficits of the state-owned enterprises.

Sourcr: Christine Wong, Christopher Heady, and W. T. Woo, Feonomic Reform and Fiscal Man-
agement in China, Asian Developn ent Bank, February 1093,

(consolidated) government from about 34.8 percent of GNP in 1978 to only
18.5 percent in 1991, To be sure, the government also curbed expenditures
sharply, but the ambiguous financial position of loss-making SOEs makes
the net deficit hard to calculate. By including **policy loans.”” that is,
“forced’” lending to the SOEs by The People’s Bank of China. Christine
Wong, Christopher Heady, and W. T. Woo (1993) calculate that the *‘true™
consolidated fiscal deficit may have reached 10 percent of China’s GNP
in 1991, as shown in Table 5. And this fiscal deterioration continued in
1992 and 1993.

In summary, we have ongoing fiscal deterioration in China since 1978,
Increasing open and hidden deficits are largely covered by borrowing from
the state banking system. Obversely. broad money growth in China has
been very high—averaging about 23 percent per year for more than a
decade. Whence our puzzle: How did China succeed in containing this
inflationary pressure better than the socialist countries in Eastern Europe
facing similar revenue declines? (To be sure, China suffered significant
price increases in 1985 and again in 1988-1989—but successtully recov-
ered by disinflating.)

Self-Finance and Hard-Budget Constraints for Chinese Farmers

After 1978, China moved swiftly to dissolve the communes in favor
of small-holder agriculture—a change in incentive structures that
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immediately raised farm productivity. Equally important, but less well
appreciated, state marketing agencies sharply raised—toward world-mar-
ket levels—procurement prices paid farmers for compulsory quotas of
grains and other foodstuffs {Wong 1992). The remaining surpluses could
then be freely sold in private markets. Together with the increase in output,
this big improvement in the newly independent farmers’ terms of trade
greatly increased their cash flows. In the carly 1980s, this improved cash
position meant that farmers could self-finance their on-farm investments—
including residential construction—without borrowing significantly from
the state banking system or from officially controlled rural credit coup-
eratives. In effect. very hard budget constraints. but improved terms of
trade, were imposed on farmers as they entered (he market econonty.

Aslong as the price level remained relatively stable as it did in the carly
1680s (sce Table 1), the newly independent farmers viewed themselves as
being undermonetized for purposes of financing on-farm investments. In
part because farmers did not have access to bank credit, their desired stock
of liquid assets was too small relative to their current income flow. They
began building up their cash and savings deposits relative to their rising
incomes. More by accident than by design. farmers. who were over three-
quarters of the population in the carly 1980s., became big net lenders to the
government through the state banking system.

In showing this, the farmers’ financial position cannot casily be sep-
arated from that of the rest of the population. Compared to urban houscehold
deposits, Table 6 shows that rural houschold savings deposits—those
accruing in rural credit coops—initially grew proportionately faster. rising
from about 1.5 percent of GNP in 1978 0 6.2 percent in 1984, Never-
theless, the most imporrant part of farm financial assets in the undermon-
ctized state was probatly hand-to-hand currency. Table 7 shows currency
holdings also rising sharply in the carly 1980s, from about 6 to 11 percent
of GNP, and one suspests that currency is more heavily utilized than
sivings deposits in agricuitural pursaits. (A currency buildup amounts to
lending to the government tirough tne central bank.) Finally, in Table 6.
some unknown fraction of the urban houschold savings deposits—those
held in regular banks rather than in rural credit coops—is undoubtedly
owned by farm houscholds and smaller-scale rural enterprises. The rapid
rate of growth of rural income. combined with the buildup of farmers’
financial assets relative to their incomes, greatly augmented the lending
resources of the state banking system.

Also critically important for China’s macroeconomic stability at this
early stage was the relative absence of direct lending to the newly inde-



TaBLE 6 China: Household Bank Savings Deposiis. 19781991 (billion yuuan)

Increase Increas. Increase Total

over over over househoid

Total previous Urbun previous Rural previous deposits

household year househo!d veur household year (as percentage

deposits  (percentoge) deposits”  (percentage) deposits”  (percentage) of GNP)
1978 21.06 15.49 5.57 5.87
1979 28.10 3343 20.26 30.79 7.84 10.75 7.05
1980 39.95 42.17 28.25 39.54 11.70 49.23 8.94
1981 52.37 31.09 3541 25.35 16.96 44.96 10.97
1982 67.54 28.97 44.73 26.32 22.81 3449 13.01
1983 89.25 32,14 57.26 28.01 31.99 40.25 15.36
1984 12147 36.10 77.66 35.63 43.81 36.95 17.45
1685  162.26 33.56 105.78 35.21 56.48 28.92 18.96
1986  223.76 37.90 147.15 39.11 76.61 35.64 23.08
1987  307.33 37.35 206.76 40.51 100.57 31.28 27.19
1988  380.15 23.69 26592 28.61 114.23 13.58 27.12
1989  514.69 35.39 373.48 40.45 141.21 23.62 32.34
1990  703.42 36.67 519.26 39.03 184.16 30.42 39.66
1991  911.03 29.51 679.09 30.78 231.94 25.94 45.88

NoTES: Blank cells = not available.

a. Deposits held by households in the state banking system.

b. Depuosits held by bouseholds in rural credit cooperative only.

SOURCE: Yingyi Qian, “*Lessons and Relevance of the Japanese Main Bank System for Financial Reform in China,” Stanford
University, March 1993.
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TasLe 7 China: Monetary Aggregates as Percentage of GNP, 1978-1991

Savings
houschold

deposits Currency Ml M2
1978 5.87 591 28.0¢
1985 18.96 11.5 39.0 60.8
1986 23.08 12.6 +3.6 69.3
1987 27.19 129 43.8 73.7
1988 27.12 15.2 42.5 71.8
1989 32.34 14.7 399 74.7
1990 3977 14.9 43.0 86.4
1991 45.88 16.0 47.5 97.0

Nores: Blank cell = not available.

MI = currency + enterprise and instittion demand deposits,

M2 =M1 + houschold savings deposits (demand and time) + enterprise and institution time deposits,
In China, household demand deposits are not checkable, but enterprise and institution demand deposits
are checkable.

4. Preliminary estimate,

SourcE: Yingyi Qian, “Lessons and Relevance of the Jupanese Main Bank System for Financial
Reform in China,”" Stanford Universizy, March 1993,

pendent farmers. Table 8, courtesy of Yingyi Qian (1993), shows that the
total loans of the rural credit coops to farm houscholds. to TVEs, and to
collective agriculture remained about one-third to one-half of total deposits
from 1979 to 1984. (Even by 1991 these loans were still only two-thirds
of total deposits.) Farm houscholds borrowed less than half of this reduced
total of loans outstanding from the rural credit coops. What was not lent
out was kept on deposit as an informal reserve requirement with the
Agricultural Bank of China (ABC). Because the ABC was a division of
the state banking system, these funds were lent back to the government or
its designees. Also taking their unrequited currency buildup into account,
farmers were big ner lenders o the rest of the cconomy at the critically
important outset of liberalization between 1979 and 1984,

The Importance of Positive Real Interest Rates

From the mid-1980s (o the present, this dramatic and voluntary buildup of
savings by rural houscholds was replicated throughout the rest of the
economy as industry succeeded agriculture as China’s leading growth
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TasLe 8 China: Rural Credit Cooperative Activities, 1979-1991
{(billion yuan)

Total loans

Loans to as percentage

Total Loans to Loans to collective of total

deposits housetolds TVEs agriculture deposits
1979 21.59 1.9 1.42 2.24 22.0
1980 27.23 1.60 311 345 30.0
1981 31.96 2.52 3.55 .57 30.2
1982 38.99 4.41 4.22 348 311
1983 48.74 7.54 6.01 2.82 33.6
1984 62.49 18.11 13.5 31.84 56.7
1985 72,49 19.42 16.44 4.14 55.2
1986 96.23 25.80 26.59 4.46 59.1
1987 122,52 34.76 3593 6.45 63.0
1938 139.98 37.24 45.61 8.1 649
1989 166.95 41.57 57.19 10.73 65.6
1990 214.49 51.82 76.07 13.41 659
1991 270.93 63.14 160.73 16.99 06.8

Sormer: Yingyi Qian, “'Lessons and Relevanee of the Japanese Main Bank System for Financial
Reform in China,”” Stanford University, March 1993,

sector. Table 7 shows the enormous increase in broad money holdings
(M2) from about 28 percent of GNP in 1978 1o about 97 percent in 1991,
Because of the central government’s continued ownership and control of
the state banking system. it could offset its deteriorating fiscal position by
borrowing buck these rapidly rising financial surpluses of urban and rural
houscholds—or of the nonstate sector generally.

This government borrowing was not inflationary only because the
relatively liberalized nonstate sector—including the TVEs—was itself not
a4 major claimant on the state banking system. In Table 9, Qian (1993)
shows that in the lTate 1980s ioans to this nonstate sector—whether urban
or rural—were generally only about 20 percent of the total outstanding
loans of consolidated banking-type financial intermediaries. (This 20 per-
cent “*limit’" appears to be holding into the 1990s, as industrial output in
the nonstate sector now exceeds that of the traditional SOEs.) Without the
government having to resort to a substantial inflation tax, the remaining
80 percent was sufficient to cover the financing needs of the old SOEs and
the central government. This noninflationary mobilization of large-scale
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TasLe 9 China: Bank Lending to the Nonstate Sector as Percentage of Total
Outstanding Bank Loans, 1985-1991

Total
Urban Urban nonstate

collectives individuals TVEs Agriculture loans

1985 4.95 0.17 5.63 6.85 17.60
1986 Sl 0.13 6.82 6.68 18.74
1987 547 0.16 7.25 7.28 20.16
1988 5.58 0.17 71.59 7.19 20.53
1989 5.15 0.11 7.39 7.12 19.77
1990 493 0.09 742 7.17 19.61
1991 4.74 0.08 7.63 1.39 19.84

Source: Yingyi Qian, “'Lessons and Relevance of the Juapanese Muin Bunk System for Financial
Reform in China,” Stuntord University, farch 1993,

finance to cover the government's fiscal deficits, both open and hidden, was
the precarious keystone of macroeconomic stability in China in the
1980s—and remains so today in the absence of Mijor revenue-raising tax
reforms.

But why was the Chinese propensity to save in financial form S0
remarkably high? Price stability in China was (is) not perfect. Table |
shows inflationary episodes in 1985 and 1988-1989. and 1993 itself
showed a substantial cyclical upturn in the inflation rate. So China’s
interest rate policy—particularly on saving deposits—remains very im-
portant in preserving the incentives of houscholds and enterprises to build
up their financial asset positions. Table 10 shows that the authorities have
done a pretty good job of keeping savings deposit rates positive in real
terms—using annual iaflation rates in the national retail price index as the
benchmark. (As discussed previously, these real rates might look eyen
higher if one used & decontrolled producer price index as the deflator.) A
major problem arose in 1988-1989 when inflatior soared to 17 to 18
percent per year. This turned the standard fixed inte. it rates on deposits
and loans sharply negative (see Table 10). But the go sroment responded
by fully indexing some interest rates. Nominal rates ¢ 1 three-year house-
hold time deposits were increased into the range of 20 to 26 percent in
1988-1989 (see Table 11) and so remained strongly positive in real terms.
Once inflation fell back to a very low level in 1990-1991, indexing was
discontinued. But indexing was reintroduced in 1993 when inflation was
again high,



TaBLE 10 China: Selected Interest Rates, 1980-1991 (percent per year)

Nominal interest rates Real interest rates

National Household Household Household Household
retail price 1-year 3-year l-year 3-year
index time time Loan to Loan to time time

(% change) deposit deposit industry TVE deposit deposit

1980 6.0 54 6.12 2.52 2.16 -0.60 0.12
1981 24 54 6.12 2.52 2.16 3.00 3.72
1982 1.9 5.76 6.84 3.6 4.32 3.86 4.94
1983 1.5 5.76 6.84 7.2 432 4.26 5.34
1984 2.8 5.76 6.84 7.2 7.92 2.96 4.04
1985 8.8 7.2 8.28 7.92 10.08 —1.60 —0.52
1986 6.0 1.7 8.28 7.92 10.08 1.70 2.28
1987 7.3 7.2 8.28 7.92 10.08 =0.10 -0.98
1988 18.5 8.64 *9.72 9.00 10.08 —9.86 *—8.78
1989 17.8 11.34 *13.14 11.34 11.34 —6.46 *—4.66
1990 2.1 8.64 10.08 9.36 9.36 6.54 7.98
1991 29 7.56 8.28 8.64 8.46 4.66 5.38

NoyEs: *Cost-of-living adjustment allowance not included. See Table 11.

YEAR-END FIGURES.

LOAN TO INDUSTRY IS FOR CIRCULATION CAPITAL (ONE YEAR).

LoaN 1O TVE 1. "OR EQUIPMENT.

SOURCE: Yingyi Qian, **Lessons and Relevance of the Japanese Main Bank System for Financial Reform in China,”
Stanford University, March 1993,
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TaLe 11 China: Deposit Interest Rates with Cost-of-Living Adjustment
Allowance, 1988:1V-1990:1V (percent)

Annual rate of Effective
Household 3-year cost-of-living houschold 3-year
time deposit adjustment time deposit

(nominal) allowance (nominal)
1988:1V 9.72 7.28 17.00
1989:1 13.14 12.71 25.85
1989:11 13.14 12,59 25.73
1989:H1 13.14 13.64 26.78
1989:1V 13.14 8.36 21.50
1990:1 13.14 (.89 14.03
1990:2 13.14 1.46 14.60
1990:3 13.14 0 13.14
1950:4 13.14 1.42 14.56
1990:5 13.14 1.38 14.52
1990:6 13.14 0 13.14
1990:111 10.08 0 10.08
1990:1V 10.08 0 10.08

Nori: Roman numerals indicate quarters; Arabic numerals indicate mouths,
Sourct: Yingyi Qian, *“‘Lessons and Relevance of the Japanese Main Bank System for Financial
Reforny in China,” Stanford University, March 1993,

Thus did China preserve the incentives for the nonstate sector in
general, and houscholds in particular, to accumulate monetary assets—
including, in more recent years, government and industrial bonds. Because
potentially excess household purchasing power was soaked up. the supply
and demand of “*hard’* money in the nonstate sector remained more or less
in balance.

What about productivity growth in the nonstate sector? Although new
industry in the nonstate sector did not get much in the way of bank loans,
financial deepening through higher deposit rates could still contribute to
the nonstate sector’s high productivity growth observed by Gelb, Jefferson,
and Singh (1993). In line with the arguments and evidence put forward in
McKinnon (1991b, Chapter 2), having access to attractive liquid financial
assets inhibits bad physical investments with low or negative yields; at the
same time, such access encourages intertemporal arbitrage for making
good investments (McKinnon 1973; Burkett and Vogel 1991). In effect,
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attractive financial assets and productive physical capital are complemen-
6
tary.

The Macroeconomic Role of Price Controls
in China’s State Scctor

If there was no hard money overhang in Chinese houscholds in 1978~1979,
why then did the Chinese government retain (or only stowly remove) price
controls in the old state sector after 1978? Unlike Eastern Europe. China
did not attempt any sudden big-bang liberalization or privatization of
state-owned industry—which had been built up with distorted prices under
the umbreila of central planning. Traditional keavy industry—whether in
manufacturing, public utilities, or natural resources—remuined firmly the
responsibility of the central and provincial governmen:s.

The Chinese government recognized that parts of the old heavy in-
dustrial scctor would inevitably become unprofitable as prices were de-
controlfed or “‘rationalized.” State enterprises that became unprofitable
with. typically, thousands of workers, could not be aitowed to collapse just
because of & change in cconomic regime. The social consequences were
too dire. and the econemic costs would be too great. While slowly raising
the prices of raw matzrals relative to finished manufactured goods into a
better alignment with world-market prices. the central government con-
tinued to prop up much of state-owned industry by low-cost bank loans and
other subsidies. Because this perpetuated the syndrome of the *‘soft’’
budget constraint, state enterprises remained on a tight financial leash.

For example. at the outset of the liberalization in the carly 1980s. the
SOEs were not permitted to bid freely with each other for scarce domestic
resources or to bid unrestrictedly in an open market for foreign exchange.
Producer prices in transactions among statc-owned enterprises remained
under centralized control and were only gradually phased out as the decade
progressed. However, the government allowed a two-part pricing system
to develop. Once state enterprises had satisfied their delivery commitments
to cach other at centrally controlled prices. they could sell at the margin
any excess production to rapidly growing nonstate enterprises at market-
determined—and usually somewhat higher—prices. as we have already
seen in Figure 1. Similarly, the central government initially allocated all
foreign exchange at the official exchange rate and then gradually allowed
an interenterprise swap market to develop at a variable but modest pre-
mium over the official rate. Only by the early 1990s did this open swap
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market become dominant for allocating foreign exchange among enter-
prises.

Contrast this cautious approach with the big-bang price decontrol
followed by Russia on January 1, 1992. Suddenly state-owned enterprises
(with very soft budget constraints) could bid. and negotiate prices freely,
for all goods and services or foreign exchange purchased from each other.
Russian houscholds, however, remained somewhat wage and cash con-
strained. The result in 1992 was a price explosion at the producer level (see
Figure 2). This explosion was led by a tremendous increase in the tuble
price of foreign exchange—from about five rubles to the dollar at the
beginning of the year to about 500 rubles to the dollar at the end. (This
Russian experience is more fully analyzed later.)

Unlike in Russia, the Chinese authorities correctly recognized that
price controls are necessary to anchor the producer price level when (1)
enterprise budget constraints are still very soft, and (2) there isn't yet
sufficient competition in the provision of individual raw materials or more
complex producer goods from a hard-budget nonstate sector. Even if the
government succeeded in controlling both wages in SOEs and the stock
of “*hard"" cash in circulation among houscholds and the nonstate sector,
this by itself would be insutfficient to peg the producer price level. Although
the Chinese authorities slowly adjusted relaiive producer prices, they still
anchored the producers’ price level by pegging most of the nominal prices
of goods and services traded among state enterprises in the carly years of
their liberalization.

(In positing an optimal order of economic liberalization, I have argued
[McKinnon 1991b, Chapter 11] that a dualistic set of financial, fiscal, and
price controls should apply differentially to the traditional and the liber-
alized sectors in the early years of the transition. This industrial and
financial dualism corresponds loosely to China’s distinction between its
state and nonstate sectors. An idealized or model dualistic control mech-
anism is further elaborated in "able 12.)

Once the cash-constrained nonstate sector becomes big enough to
compete vigorously witl the old state secior in product markets, the
government can relax price controls in the state sector. Together, the TVES
and private industries in the nonstate sector broadly defined now rival in
size the aggregate industrial output of the old state sector. In 1978, col-
lective or private industry in China was officially tabulated to be 22 percent
of total output; but, mainly because of the growth of the TVEs, by 1991
this had risen to 53.7 percent (Perkins 1992). Because these new enterprises
operating with hard budget constraints now cempete vigorously with the
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TaBLE 12 Alternative Financial Arrangements for Enterprises in @ Model Transitional Economy

Liberalized enterprises

Traditional enterprises® (nonstate sector)
(state sector) Collective® Private
Taxation Expropriation of surpluses® Unitorm value-added tax Uniform value-added tax
Deposit money: domestic Restricted Unrestricted interest-bearing Unrestricted interest-bearing
commodity convertibility®
Credit eligibility State bank Nonbank capital market Nonbark capital market
Wages Government determined Collectively determined Market determined
Residual profits Accrue to government Dividends to collective; retained Dividends to owners;" retained
earnings for reinvestment earnings for reinvestment or lend-
ing to other private enterprises
Foreign exchange Restricted Current account only (swap market) Current account only (swap market)
convertibility
Producer prices Pegged with intramarginal  Market determined Market determined
delivery quotas’
NOTES:

a. Traditional enterprises are those whose output and pricing decisions are still furgely determined by a central government authority or planning burcau with centrally allocated
inputs and credits from the state bank to cover (possible) negative cash tlows. In China. traditional enterprises would be in the so-called state sector. while new entities outside
these traditional controls would be in the nonstate sector.

b. Collective can refer to uny level of government ownership or spogsorship a- with Chinese TVEs—township and viilage enterprises. For example, the value-added tax (VAT)
administered by the central govemment would apply equaily o liberatized enterprises owned or revistered in difizrent loval jurisdictions.

¢. Conunodity convertibility here meuns the freedom to spend for donestic zoods and services or 1o buy and hold domestic coin and currency—but need not imiply con entibility
into foreign exchange.

d. Dividends would be subject o the personal income tax when paid out to private owners. but retained camnins would not be taxed.

e. Although residual profits revert to the state, they could include a “*shadow™ VAT levy in order (o better anderstand the **true”” profitability of traditional enterprises.
f. After satisfying delivery commitments 1o other traditional enterprises. marginal cutput can be sold at free-market prices,

SOURCE: Author.
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Figuze 2 Russia: Wage and Wholesale and Consumer Price Indexes, in Percent
(December 1991 = 1(X) percent), January 1992-January 1993
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1992, p 15 Ministry of Labor data in bvestiia, February 9, 1993, p 2; Institute of Feonomic Policy
(Gaidar's) data in Moscow News Business, no, 10 (March 1993), p. 11,

old state sector, price controls within the latter could be almost entirely
eliminated in the early 1990s without upsetting the producer price level—
providing the amount of hard cash in circulation in the nonstate sector
remains under control. (Even iz the 1990s, however, the old SOEs still
need to be financially constrained from bidding for scarce resources—such
as foreign exchange—insofar as they are also recipients of soft loans from
the state banking system.)

‘Tax Reform and the Optimal Pace of Financial Liberalization
To be soundly financed and for the state banking system to stay profitable,

the reform government's high interest rate strategy for household deposits
requires even higher average interest rates on loans. China did not alway's
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manage this. Occasional’ - an inversion made some loan rates lower than
the equivalent deposit rates—particularly during the 1988-1989 pericd,
when nominal deposit rates were indexed (see Tables 10 and 11). Such an
inversion adds to the banking system’s and the government’s *“‘hidden’”
deficit—beyond the deficit associated with the nonrepayment of bad loans
to the SOEs. Nevertheless, Table 10 also shows that China did substantially
increase real loan rates in the mid-1980s to the present time.

Even without this inversion, this high-interest noninflationary finance
implies that the Chinese central government’s open and hidden debt,
through the state banking system to the nonbank public. is building up fast.
But measuring the size of this official debt is complicated and cannot be
undertaken here.

Moreover, as long as the government is leaning on the state banking
system as a crutch to cover its own fiscal deficits, the scope for liberal-
izing-—let alone privatizing—the banks is limited. At this stage, the gov-
ernment cannot afford a parallel system of independent banks, with
unrestricted deposit and lending privileges. to serve the TVEs or the private
sector. They would compete with the deposit-iaking capabilities of the state
banking system. (This may already be happening. The state banks them-
selves may be hiving off some of their activities to less highly regulated
and taxed finance and trust companies [Qian 1993).) If the Chinese gov-
erment threw away its financial crutch—by, say, permitting unrestricted
wildeat banking in the mode of the formier Soviet Union (McKinnon
1991b. Chapter 11)—an inflationary explosion would ensue.

Like Eastern European governments, the Chinese central government
failed to set up an effective internal revenue service for collecting revenue
in a decentralized market economy. Unlike Eastern Europe, however, the
Chinese resorted more effectively to various ‘‘second-best’” schemes for
revenue collection. After 1978, by retaining control over traditionally
profitable industrial enterprises, the central government could continue
collecting revenue (turnover taxes and residual profits) directly for itself.
Then, by the mid-1980s, as revenue from state-owned enterprises fell, the
central government began an elaborate system of tax contracting with local
governments to remit revenue to the center (Wong, Heady, and Woo 1993).

Still, thi left the Chinese central gover..nent with a serious revenue
shortfall for .inancing infrastructure investments, subsidies to loss-making
old-line industrial enterprises, higher agricultural procurement prices, and
so on. The salaries of high-level civil servants and educators have declined
sharply relative to those paid in the nonstate sector. This decline in the
fiscal position of the central government is clearly neither sustainable nor
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in the best long-run interests of Chinese economic development; among
other problems, officials become more easily corrupted when their salaries
are low.

The Chincese government cannot rely indefinitely on such heavy bor-
rowing because households are no longer “‘undermonetized’’—and the
M2/GNP ratio won’t rise to infinity. When the ratio of household liquid
assets to income peaks out, or even before, there could be a financial crisis
if state-sector borrowing continues. The great economic accomplishments
since 1978 would then be at risk-—and an Eastern European-style inflation
cannot be ruled out.

The solution is obvious economically but difficuit politically. The
Chinese central government must quickly institute an internal revenue
service capable of directly taxing all industries—central government, local
government, and private—as well as the agricu’tural sector. Domestic and
foreign trade should be covered uniformly sc that the rate of business
taxation can be kept moderate, as with a unifcrm value-added tax. At a
somewhat later stage, houscholds could be brought systematically under
a personal income tax, but that is only feasible as people get wealthier.
Aspects of how to implement this new tax regime are analyzed elsewhere
(McKinnon 19914, 1991b, 1993: Wong, Heady, and Woo 1993).

In the transition in Eastern Europe and the FSU, by contrast, the need
for fiscal reform is more inimediate than in China. The initial decreases
inoutput (see Table 2) and unfavorable inflationary expectations (see Table
3) make it much more didicult for these governments to obtain nonin-
flationary finance by borrowing from their banking systems in the Chinese
mode. The growth in the real size of their financial systems is too small—
and covld even be negative. Thus, if further inflaticnary explosions are to
be avoia=d, effective fiscal reforms must come much earlier in their
transitions.

Russia’s Economic Dilemma before the “Big Bang’’

It was a major mistake for the Russian Federation, in January 1992, to
suddenly decontrol virtually all prices within the state sector and to stop
trying to enforce normal patterns ol delivery within that sector. As we have
seen, this big-bang approach was very different from Chinese gradualism.
On the other hand, some conditions in Russia in 1992 were very different
from those prevailing in China in 1979. Moreover, the reform government
in Moscow was acting in good faith and seemed to be following the advice
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of international agencies such as the IMF and World Bank and of most
Western economists. So a carefual review of some of the arguments that
were presented, prior to that fateful January, in favor of the big-bang
approach seems worthwhile.

Two related arguments in favor of sudden liberalization in Russia can
be adduced. The first was mainly macro and, following the Polish pre-
cedent of January 1990, was directed toward climinating a monetary
overhang at previously controlled prices by a one-time inflation. The last
section of this book takes up this influential monetary-overhang argument.

The second argument was more micro in nawre «nd concerned with
the sieve-like character of the previous system of price controls. In 1990-
1991, a substantial fringe of unregulated activities had developed in Rus-
sia’s nonstate sector, where prices were free and hard money circulated.
Unlike China, there was more small-scale trade—Iegal and illegal—and
relatively little production in this nonstate sector, if only because Russia
had made little progress in liberalizing agriculture. Black-market activi-
ties were rampant. This second influential argument emphasizes supply
diversion.

A recent paper, **The Transition to a Market Economy: Pitfalls of
Partial Retorm™ (Murphy. Shleifer, and Vishny 1992), argues that partial
reform, where prices are decontrolled in the nonstate sector but not in the
state sector, 15 a mistake. (The authors had been to Russia and had written
their paper before January 1992). If controlled prices in the state sector are
set below those in the free market dominated by the nonstate seetor, scarce
inputs could be diverted from high-value to low-value uses—including
diversion into foreign trade. Such massive supply diversion from partial
price liberalization, they argued, provoked the fall in output in 1990-1991
in the FSU in general, and in Russia in particular.

The authors illustrate their important and influential argument with
several examples, one of which is worth repeating. Suppose an important
industrial input, say timber, can be used for the production of railway
boxcars in the state sector or for the production of family homes in the
nonstate sector. The demand for timber to be used for boxcars is relatively
inelastic, reflecting a high producer surplus within the railway industry for
providing general transportation. In contrast. the demand for timber in the
housing industry is relatively elastic, with consumer surplus being rela-
tively low. Like most raw materials in socialist economies, timber tradi-
tionally has been underpriced in terms of finished mznufactures. Suppose
such price controls are retained in the state sector that users of boxcars
cannot bid beyond a sct price, say P*, for timber.
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Ina partial liberalization, suppose now that a nonstate housing industry
can bid for timber from forestry enterprises in the state sector at free-market
prices. By bidding slightly above P*, the nonstate housing industry could
expand very rapidly at the margin. Unrestricted entry by small construction
firms could rapidly absorb this key raw material and cause a collapse of
the output of vital railway cars in the transportation network. (The same
output collipse of railway cars could also happen if the nonstate sector bid
away timber products for export.) When output fell in Russia in 1990—
1991, there were price controls on what state firms could pay for various
inputs it terms of quasi-blocked enterprise money, while nonstate {irms in
the “‘cash’’ economy sometimes had a much freer hand in the bidding
process—including bidding with more attractive household money.

This provocative paper does not refer to the different financial cir-
cumstances—including different monetary circuits—of state and nonstate
enterpriscs. It focuses only on the anomalies of the Lwo-part pricing system,
In this narrower context, the authors identify two solutions to this problem
of supply diversion:

I. Keep the two-part pricing system in place but strengthen the old
system of state orders for enforcing minimal deliveries of price-
controlled inputs in critical industries within the old state sector: or

2. Abandon two-part pricing within the state sector and thus eliminate
both price controls and bidding restraints on state firms competing
with nonstate firms for scarce inputs.

In assessing the first solution, the authors note that the Chinese gov-
ernment started oft its liberalization with an extensive two-part pricing
system in the traditional state sector. However, Christine Wong (1992)
notes that relative prices within China’s state sector were also realigned
to push them closer to those prevailing internationally.

During the first period in 1979-84, in agriculture state procurement prices
were raised substantially across the board. . . . In industry, the prices of
29 producers’ goods were raised during 1979-81, including those for
coul, pig iron, coking coal, cement, plate glass, and some steel products.
Other prices were reduced: those for machinery, instruments, and tools.
The prices of many consumer goods were also reduced from their initially
very high levels, including wrist watches, televisions, tape recorders,
radios, synthetic fabrics, etc.

Al the same time more prices were freed to market determination
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through two devices. The first was to reduce the scope of planned
allocation. In agriculture, the number of products was reduced from 46
to 22 in 1982, and furtkier to 12 in 1984, In industry, the number of
producers’ goods under plan allocaticn was reduced from 256 in 1979
to 30 in 1984. By 1984, virtually all **minor’* consumer prices had been
freed.

The second device was to allow some of the goods in the key sectors
that remained under state control to enter into market channels, a de-
velopment that gave rise to the *“*dual’ price system that emerged in the
mid-1980s . . . whereby the proportion of output under state plans would
continue to be traded at plan prices, while extra-plan output would be
traded at (higher) *‘extra-plan’ prices . . . to provide better (profit)
incentives at the margin (Wong 1992, p. 72).

For the Russian case, however, Murphy, Schleifer. and Vishny reject
the Chinese solution of partial liberalization with dual pricing (1992). They
claim that the different political circumstances in China, where the Com-
munist party retains centralized power, could foree state firms to deliver
their assigned quotas at below market prices, so that private buyers could
only buy surplus production at the higher prices. Because of the decline
of the Communist party in Russia, however, the authors claim that delivery
quotas for state enterprises have already been relaxed-—and it would now
be impossible to enforce delivery quotas even if the Russian government
wanted to. Therefore, they concluded that the gradualist approach based
on partial price reform—the first solution—should be scrapped in favor of
full price liberalization—the second solution.

The most natural implication of the analysis in this paper is that price
reform should take the form of a big bang, with all prices being treed at
once. . . . Fortunately, the Russian government moved to an almost
complete price liberalization in 1992 (Murphy, Shleifer, and Vishny
1992, p. 906).

Unfortunately, unrestrained bidding for scarce inputs by Russian state
enterprises in 1992 led to an even bigger inflationary explosion and sharper
fall in real output than under the partial price reforms of 1990-1991,

The Russian economic depression deepened dramatically in 1992 with
GDP falling 19% and NMP (net material product) produced down 20%.
Since reaching a peak in 1989, the level of NMP produced has fallen by
nearly 32%, with GDP falling slightly less. The major change in 1992
compared to 1990-91 is that consumption had to bear the brunt of the
decline in aggregate output—it fell by 15~16% compared to less than 3%
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drop in 1991. The level of net investment . . . in 1992 fell to less than
one third (!) of its peak 1988 level. . . .

Russia made no headway in controlling inflation last year. The end-
December level of consumer prices was up by a factor of 25.3 relative
to December 1991 while the industrial wholesale price index was up a
staggering 62.2 times for the same period. These figures imply average
monthly inflation rates of 31.3% and 11.1% respectively (PlanEcon
Report 1693, p. 1).

What went wrong? Was there some major flaw in the three authors’
persuasive argument for a big-bang price reform jointly encompassing both
the state and nonstate (household) sectors? Or, did Russian reformers again
simply not go far enough—a line of thought to which many influential
outsiders” still adhere?

Indeterminacy in the Producer Price Level with Unconstrained
Bidding by State Enterprises

The big-bang argument for total price decontrol is flawed if some of the
important actors bidding for scarce resources have soft budget constraints.
If Russia’s state enterprises are not financially constrained, no meaningful
equilibrium in producer prices exists. Until their budget constraints are
harden:d, unconstrained bidding by state enterprises will cause the pro-
ducer (wholesale) prire level to increase indefinitely—and thus also in-
crease relative to ruail prices facing cash-constrained houscholds. After
presenting some evidence on this point, | shall theu discuss the underlying
financial mechanisms.

Taking December 1991 as the base month just prior to the massive price
increases of January 1992 and using data from the Russian Ministry of the
Economy, Mikhail Bernstam of the Hoover Institution plotted Figure 2: the
course of Russian wholesale and consumer prices and wages on a monthly
basis from Jaruary 1992 through Janvary 1993. The key point to notice
is the explosive growth in wholesale prices relative to consumer prices or
wages in the initial months after price decontrol. All the increases are
astronomical, but, by October 1992, wholesale prices had risen almost 2.5
times as much as consumer prices. By the end of the year consumer prices
had risen twice as much as wages—so that wholesale or producer prices
had actually risen five times as much as wages!

In such a financiaiiy volatile context, however, data sources are hard
to reconcile. Because of the more or less complete decontrol of prices (but
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not wages) in January 1992, rates of growth in monthly time series data
in 1992 are particularly difficult to interpret. For example, in December
1991, the general retail price index stood at 282.6 (1990 being 100); it then
jumped to 941.0 in January 1992: an increase of 230 percent in just one
month. But this onc-shot outburst of extraordinary inflation was designed
to work off the large cash overhang that had been rapidly building in 1991
when retail prices were still partially controlled. (Although difficult to
measure. the overhang component of houschold cash holding might have
been as high as 50 percent of total wage and salary income in 1991.) But
nominal wages remained controlled and rose nly about 31 percent in
January 1992. So real wages fell very sharply in January 1992, a fall not
recouped by subsequent substantial, but controlled, increases in nominal
wages relative to retail prices.

Because the Russian government'’s power to tax the houschold sector
directly 1s very limited. these impzrfect wage controls are the prineipal
means by which the Russian government could restrict the supply of new
money—including savings deposits—in the houschold monetary circuit,
Indeed. houschold saving deposits as a share of retail sales turnover fell
dramatically, from 60 percent in 1991 to about 25 percent in mid-1992,
and virtually vanished by the end of the year. Similarly in this world of
imperfect statistics, the (ruble) currency to GNP ratio was about 10 percent
at the beginning of 1992 and had fallen to about 3 percent by the end of
the year. This 1s one reflection of the 1992 cash shortage in Russia and other
former Soviet republics.

(In great contrast to the financial deepening in China with M2/GNP
over 100 percent by the end of 1993, the purchasing power of money (in
rubles) held by the nonbank public in Russia had become very small—
probably on the order of 3 percent of GNP, with the houschold deposit base
of the banking system wiped out.)

Another data source showing the extraordinary pattern of price
changes in the Russian economy in carly 1992 is in various parts of the
PlanEcon Report (1992) that are collated and rearranged in Table 13.
Focus initially on just the price movements in the right-hand column. From
December 1991 through June 1992, ruble wages increased about four
times, retail prices between six and seven times, wholesale prices between
eighteen and nineteen times, and the ruble price of dollars about thirty-
three times!

To help interpret this incredible increase in the price of foreign ex-
change, PlanEcon Report estimated that the purchasing power pat iy (PPP)
exchange rate (using consumer price index [CPl] comparisons) was six
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rubles to the dollar when the commercial rate was pegged at fifty-five
rubles to the dollar in June 1992, Subsequently, this commercial rate was
further freed to be determined by market forces in the Moscow interbank
currency exchange (opened in 1991) and rose to 143 rubles to the dollar
in July 1992 and to 241 on Scptember 22, 1992,

At the end of trading, (the ruble) had sunk to 241 against the dollar—a
loss of 35.5 rubles on lust week's level of Rbs 205.5 to the dollar. The
volume of dollars traded was also a record, at $68.8m—au sign of the
willingness of Russian enterprises 1o use Rbs 15hn to buy the US currency
as a hedge against inflation Gralics added, Financial Times 1992),

What is going on here? As in the classical centrally planned socialist
economy, Russian enterprises are still on a soft money circuit—deposits
with, and credits from, the state banks. In contrast. houscholds and the
emerging nonstate commercial sector are on the relatively hard money or
cash circuit. This softness of financial constraints on the old state enter-
prises has two related aspects.

First, central government enterprises have traditionally had access to
low (nominal) interest-rate credits from the state banking system and from
other state enterprises. [n the face of rapid price inflation, which results in
almost complete debt forgiveness in real terms as in 1992, these bank
credits become a massive subsidy. In addition, by simply not repaying their
trade credits. state enterprises also borrowed heavily from cach other,
Although ostensibly commercial in nature, this credit is not subject to
ordinary commercial restraints and became a prime cause of softness in
enterprise budget constraints in 1992,

Second, enterprises had no hard deposit money or interest-bearing
assets denominated in rubles that they could hold either for short-term
liquidity or as a longer term store of value. Indeed, in the traditional Soviet
monctary system, enterprises were (are) enjoined from holding household
cash balances and had to hold noninterest (or trivially low interest) deposits
with the state bank in several categories of quasi-blocked accounts. Not
only are these ruble accounts not liquid, but in the past they have been
subject to arbitrary seizure and confiscation by the government as an
informal method of tax collection. (Residual profits of state enterprises
traditionally accrue to the central government anyway.) From the existing
explosive inflation, low nominal rates of interest, and the threat of con-
fiscation, enterprises saw very negative real deposit raies on any ruble
monctary assets they could not avoid accumulating.

In these circumstances, if state enterprises are given the option of



32 RoONALD I. McKINNON

bidding (with their soft money) for foreign exchange assets in virtually any
form, they will grossly overbid (McKinnon 1991b). Although imported
producer and consumer goods are in heavy demand, enterprises are even
more desperate to find a nondepreciating liquid financial asset that they can
legally hold through time. Apart from excess physical inventories of inputs
and outputs, foreign bank accounts or other foreign exchange assets are very
atcractive inflation hedges at this unfortunate juncture in Russia’s financial
affairs. Thus, in a market for foreign exchange dominated by state enter-
prises, the ruble price of dollars is bid up beyond any conceivable level
warranted by purchasing power parity.

The Role of Price Controls on State-Sector
Enterprises in the Transition

Before liberalization, price-wage controls in a typical socialist economy
have a dual economic function.

1. Government revenue depends implicitly on the structure of relative
prices. The government distorts relative prices in order to generate
surplus profits within the state-owned industrial sector (McKinnon,
1991a, 1991b). In comparison to world markets, domestic prices of
primary products, industrial materials, and money wages are delib-
eratcly kept low relative to the domestic prices of finished manufac-
tures. The resulting surpluses in cnterprise cash flows are then
deposited in blocked accounts with the state bank and become the
government’s operative tax revenue.

»

Price controls are also necessary to peg the absolute producer price
level, that is, to provide a nominal anchor for prices charged in trade
among state enterprises with soft budget constraints. Otherwise, if
open bidding was allowed, producer prices would be indetermi-
nate—as with the 1992 Russian price cxplosion. (If excess money
issue and price inflation existed at the consumer level, continual
movement—or indexing—of wholesale prices to ever higher official
pegs would become necessary.)

In an optimal order of liberalization for the economy as a whole, both
functions constrain the pace at which prices in the state sector can be safely
decontrolled. When liberalization begins, the government’s revenue po-



TaBLE 13 Key Russian Inflation Indicators, 1985-June 1992 (annual change in percent)

January—June 1992/  June 1992/
1985 1986 1987 1988 1989 1990 1991 January-June 1991 December 1991

Wholesale industrial prices — - —_ - 1.2 3.9 138.1 1360 1850
Consolidated retail prices 6 22 1.7 3 25 56 950 730 620

Food (excluding alcohol) . 6 2.1 A 7 4.9 1187

Alcoholic beverages 6.2 247 154 .0 . 1.9 266 780 600

Nonfood products -9 -9 -1l 0 3. 6.5 100.7

Prices for paid services —_ - —_ - - — 70.6 480 510
Retail prices in:

State and cooperative trade S22 1.6 2 24 5.2 895 790 660

Cooperative trade 1.2 34 24 .6 S 1 1117

Collective farms 52 L1 37 25 74 1321 1321
Nominal wages —_ - _ - = — 71.6 — 397
Commercial exchange rate —_ - —_ = = — — — 3290

Notis: Dash = not available.
SouUrces: Russian Goskomstat; PlanEcon Report, September 3, 1992,
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sition is undermined if competitive pressure undermines monopoly profits
in the industrial sector: Finished goods prices fall relative to material inputs
and wages. This fall in tax revenue could result in excessive hard money
creation in the household sector and inflationary pressure, first manifested
at the consumer level.

Consequently, without a satisfactory internal revenue service for col-
lecting income and commodity taxes on a general basis. liberalizing so-
cialist governments must retain wage controls as a second-best way of
taxing personal income. These wage controls maintain the protit position
of the state enterprises, on the one hand, and prevent too much soft
enterprise money from being converted into hard houschold cash—hand-
to-hand currency and savings deposits—on the other. For example. to
maintain the government’s revenue position and a modicum of monztary
control, Poland’s otherwise big-bang price liberalization at the beginning
of 1990 was accompanied by stringent wage controls. itially, money
wages in Poland rose more slowly than the final output prices that con-
sumers had to pay. Similarly, in Russia’s big-bang liberalization at the
beginning of 1992, wage controls led to a sharp fall in real wages as
inflation accelerated.

This draconian, albeit informal. system of personal income taxation
may initially succeed in curbing inflation at the retail-household level.
Hard cash in circulation may be effectively limited. as was true initially
in Russia in 1992, But by themselves, wage controls aren’t enough to
prevent an inflationary explosion in prices prevailing in trade among state
enterprises. including the price of foreign exchange. Whence the draniat-
ically unbalanced inflation process observed in Russia in 1992,

Consecquently, price and credit controls may have to be retained in the
old state sector even after a proper system of general taxation is putin place
and the revenue position of the central government appears to be balanced.
As long as the money and credit position of the old state enterprises remains
soft, direct price controls in this sector will remain necessary until a
cash-constrained nonstate sector becomes large enough to be an effective
competitor.

Choosing the Right Model of Inflation in Order to Disinflate
Efficiently: A Concluding Note

In designing an efficient program for ending price inflation in any econ-
omy. it is important to choose the right model of the inflationary process
itself. Consider three possibilities.
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1. Openinflation in market economies. The traditional textbook analysis
of open inflation starts with a unified monetary system and market-de-
termined prices. Excessive iending by the central bank to the government
or its designees causes cash or “*high-powered” money in circulation to
rise sharply. With a lag, prices then begin moving upward and eventually
catch up with the increased amount of nominal money outstanding. But the
money supply is the proximate causal variable for the increase in
prices—as in most Latin American inflations.

2. Repressed inflation with a cash overhang. In the now standard unal-
ysis of repressed inflation with general price-wage controls, cconomists
(see Barro and Grossman [1976] generally, or Lipton and Sachs [1990] for
Poland in particular) envisaged a single well-defined monctary overhang
interchangeably owned by houscholds and enterprises in an essentially
unificd monetary system. If the economy is to begin functioning properly.
however, the overhang must be eliminated by canceling much of the
outstanding nominal money in circulation—as in West Germany in
1948—or by open inflation. By removing price controls and devaluing the
currency in the foreign exchanges in January 1990, the Polish government
planned (fairly successfully) to intlate away the purchasing power of its
monetary overhang. In principle. by limiting new sources of cash injections
into the cconomy, inflation should come to a halt after a once-and-for-all
increase in the price level. and a one-time large devaluation in the foreign
exchanges. A new peg for the exchange rate then becomes the necessary
““nominal anchor™ to damp the inertia in ongoing price inflation. (Because
Poland’s fiscal policy remains weak. however. the Poles may not fully
succeed in reasserting monetary control.)

These two models—highly simplified—of either open or repressed
inflation assume a unified monetary system where households and enter-
priscs are on essentiatly the same monetary circuit and both have fairly hard
budget constraints. Was this a reasonable assumption for Poland on Jan-
uary I, 19907 In the 1980s. Poland had a history of attempted financial
liberalizations and banking reforms—uwith a jot of missteps—that tended
to obliterate the sharp distinction between househeld cash (ard savings
accounts) and the deposit or credit money owned by firms. Both could
traffic with cash and were subject to restraint in bidding for scarce re-
sources by their cash positions—if the government limited new credits or
other subsidics. Then, if the Polish governmem could get control over the
cash base within this unified monetary system, that would be sufficient for
bringing inflation under control.
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3. Producer price inflation in enterprises with soft budget con-
straints. Russia’s financial-monetary system—and that of other republics
in the Commonwealth of Independent States (CIS)—in 1991-1993 would
seem to be qualitatively ditferent from Poland’s at the beginning of 1990.
Russia had essentially retained the old socialist distinction between en-
terprises. which were not cash constrained in their abilicy to bid for scarce
resources, anu cash-constrained houscholds. Even so, Russia went ahead
and suddenly decontrolled all producer prices with disastrous conse-
quences. Although this Russian model of inflation isn’t yet in any textbook,
it soon will be.

How does Russia get the inflation genie back into the bottle? In the
short run, successful macrocconomic stabilization requires a major recen-
tralization of the government’s control over money and credit—and a
reassertion of the primacy of the state-controlled banking system with the
climination of independent wildeat banks. Because of the special char-
acteristics of socialist industry. price setting at the producer level—in-
cluding the exchange rate—may also have to be recentralized as part of
the stabilization package. So we have an unfortunate policy dilemma: To
secure macrocconomic stabilization in the near term, important banking
and commodity pricing policies may have to move counter to what most
of us would like to sce for the long-run liberatization of the Russian
economy.

But this dilemma between short and long run is less acute for fiscal
policy. A drastic improvement in the Russian government’s ability to
collect tax revenue is necessary for macro stabilization on the one hand,
and for sustaining the longer-term market-oriented and institutional re-
forms on the other.



Addendum on Financial
Reform in China: Highlights of the
Recent Sweeping Changes

After the body of this paper was typeset, high-level officials within the
Chinese government negotiated an astonishingly comprehensive set of new
financial reforms in December 1993, Ag of January 1994, these were only
available in the Chinese language press—and the list below relies heavily
on my colleague Yingyi Qian, who himself participated in aspects of the
reform process.

The reader will quickly note that these new reforms potentially rectify
the scrious revenue shortfall of China's central government that was
described in the preceding analysis. Morcover. if tax revenue does in fact
increase, the government can then more safely liberalize the banking
system and reduce implicit taxation in the forcign exchanges by making
the Renminbi (RMB) convertible—both of which are also listed in the
following sections.

Another appealing characteristic of the new reforms is the emphasis
on uniform financial treatment—in waxation, access to foreign exchange,
and other financial markets—of ali provinces and regions in China. The
privileges of the “*special economic zones™ (SEZs) are effectively re-
scinded by unifying the foreign exchange market and by introducing a new
internal revenue service for levying central government taxes uniformly
throughout the country. And in Chapter 14 of the second (1993) edition
of The Order of Economic Liberalization, | suggesied that this is precisely

37
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what the Chinese government should do once market-oriented interna-
tional trade passed through its ‘‘infant”’ stage.

Withcut further commentary and without much detail, the new reforms
are as follows:

Foreign Exchange

+  Full exchange rate unification with the abolition of the distinction
between the pegged official rate and the “‘free” swap rate for
enterprises. No more new foreign exchange certificates (FEC) for
tourists or other foreigners. Old certificates will be honored at the
old official rate of 5.8 RMB per dollar prevailing on December 31,
1993.

+ A nation-wide interbank market for forcign exchange is to be
established to replace regional swap centers and foreign exchange
allocations by the Bank of China. In the new regime there will be
a dozen or so designated banks for foreign exchange transactions.

- The unified exchange rate will be determined by managed floating
without official par value. As of January 1994, this unified rate is
about 8.7 RMB per dollar and close to the old swap rate. In effect,
the old official rate was devatued about 30 nercent.

- Progress toward current-account currency convertibility for all en-
terprises, in the sense of Article V1T of the International Monetary
Fund, is planncd. Using authorized commercial banks, importers
will be free to bid for foreign exchange subject to niinor restraints.
Exporters to sell all foreign exchange for RMB in the new market.

Taxation

- Separation of tax administrations. A central tax bureau (internal
revenue service) is to be set up to allow the PRC government to
collect revenue dircctly from businesses and individuals without
depending on subnational governments as tax collecting agents.
The provincial and local governments can have their own inde-
pendent tax collecting agencies.

+  Auniform value added tux of 17 percent is to be levied and collected
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by the centrai government on all products whether or not produced
in an SEZ. This will become the principal revenue source of the
central government. Additional excise taxes will be levicd on con-
sumer *‘luxuries”’—including cigarettes and alcohol. But individ-
ual tariff rates were lowered as of January 1, 1994,

+ The personal income tax has been integrated with the individual
(noncorporate) business tax, with a major reduction in marginal
rates of taxation for both. The maximum marginal rate is to be 45
percent.

- The corrorate profits tax is to be a uniform 33 percent for all
Chinere enterprises, whether or not in a special economic zone.
Prov.ncial governments will be able to collect this tax for enter-
pi.ses under their jurisdiction. Lower rates negotiated with foreign
joint ventures will still be honored.

Government Budgeting

» Central government budget to be partitioned into current and capital
accounis.

+ All central government deficits to be financed by selling bonds
rather than borrowing from the banking system. Competitive auc-
tions will replace mandatory allocations of government bonds.

- Because of the strengthened tax position of the central government,
additional funds—including tax sharing—will be transterred to
provincial governments,

+ Nationwide secondary market to be created for government bonds.
Short term treasury bills and notes, as well as a greater varicty of
maturities at long term, will be introduced.

The Banking System

- The old specialized banks will be converted into regular commer-
cial banks, and (soft) policy loans will be transferrer to soon-to-be
created development banks.,

« Commercial banks cannot own, or must divest themselves of,
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securities firms. Bank trust and investment departments are to pe
separately regulated.

The central bank (The People’s Bank of China) will use more
indirect methods of control over commercial banks instead of direct
credit allocations.

Central bank open-market operations in treasury bonds will be
initiated to control the overall nionetary base including the reserves
of the commercial banks.



Notes

1. Two highly readable overviews of the gradualist Chinese approach are provided
by Dwight Perkins (1992) and John McMillan and Barry Naughton (1992),

2. Terminology used by John Williamson (1991).

3. See recent studies done for the Asian Development Bank by Fforde and Vylder
on Vietnam (1993) and by Vokes and Fabella on Laos (1993).

4. Because Hungary has been liberalizing gradually for some time, one could
plausibly argue that Hungary does not belong in this group of rapidiy liberalizing tran-
sitional economies.

5. This problem of supply divetsion bedeviled the old Soviet economy in 1990-
1991, with price controls in the state sector and very high price premiums in the marginal
free or **black™ economy (Murphy. Shleiter. and Vishny 1992),

6. In the early 1990s, important new enpirical research for the World Bank over a
huge eighty-country, thirty-year (1960-1989) sample pooled in cross section and time
series provides further strong empirical support for the link between financial depth and
high productivity growth—see particularly Levine (1992) and King and Levine (1993).

7. See the commentary. **If Ie Goes®” in The Economist, March 13, 1993, pp. 17-18,
arguing for even more sweeping price decontrol in Russia,
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