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Between April and June 1989, the world’s attention was riveted by the political 
crisis in China, culminating in the massacre of civilians in Beijing on June 4. It is not 
generally recognized, however, that this political crisis came on the heels of a 
profound economic crisis into which China stumbled during 1988. In response to 
mounting economic problems, a new leadership group gained control of economic 
policy making in China in September 1988, several months before the eruption of the 
political conflicts of June. This group adopted a rigorous set of antiinflationary 
policies, which were carried out throughout 1989, slowing growth and cutting 
inflation sharply. The events of June did not cause fundamental changes in these 
economic policies. Indeed, it appears that both the political crisis of June and the 
tough economic policies that preceded it were responses to the breakdown of the 
previous policy regime which had become manifest during 1988. 

The immediate cause of the new set of economic policies begun in September 
1988 was the eruption of serious inflation, and virtually all of the measures adopted 
during 1989 are readily explicable by the need to control inflation. But the economic 
crisis of 1988 was not the result solely of the outbreak of inflation; it came about as 
well because of the unraveling of a particular strategy of economic reform. Begin- 
ning in 1984, China had moved boldly forward with a set of reforms that had led to 
the expansion of markets in virtually all sectors of the economy, and had experi- 
enced remarkable economic growth as well. But by 1988 it was clear that this reform 
strategy was foundering, victim of accelerating inflation as well as inherent short- 
comings in the strategy itself. As a result, the contractionary policies of 1989 do not 
mark simply a pause in the progress of reform, but rather the end of a distinctive 
period of reform and of a specific reform strategy. 
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The first section below describes economic policy during 1989, stressing the 
antiinflation effort and the need to break serious bottlenecks in the economy. These 
policies have been successful in achieving their immediate objectives of controlling 
inflation. The following sections describe briefly the macroeconomic and economic 
reform strategies that were followed between 1984 and 1988. The design of the 
dual-track reform policy is described, and its implementation in practice is traced. 
The gradual erosion in the effectiveness of that strategy is emphasized. The final 
section describes the dilemmas that Chinese policymakers face today, after the 
accomplishment of their initial objectives. The fundamental problem is not that the 
current regime is hostile to reform, but rather that it has no clear model of reform to 
put in the place of the previous strategy which is now discredited. 

THE NEW POLICY REGIME 

The set of economic policies adopted in September 1988 were primarily aimed at 
fighting inflation and rectifying imbalances in the economy. They explicitly called 
for a pause in the further implementation of reforms, and individual antiinflation 
measures often worked to the detriment of reforms that had already been carried out. 
By 1988, inflationary pressures had been gradually building in China for a number 
of years. Clear evidence of increased open inflation began to be apparent in mid- 1987, 
and the summer of 1988 a major inflationary crisis was unfolding. Monthly inflation 
rates are given in Figure 1. ’ From April 1988 inflation shot upward, fueled by panic 
buying and culminated in annual rates near 60% in August. This rapid eruption of 
inflation virtually compelled a response from policymakers, and in September 1988, 
a wide-ranging program of economic contraction was announced, and economic 
reforms were placed on hold. 

A package of emergency measures to control inflation was promulgated. The 
rate of credit creation was slowed abruptly by strict quantitative controls on new 
lending; price controls were imposed on a range of urban consumer goods, particulary 
nonstaple foods; and new administrative controls were slapped on investment. These 
measures rapidly checked the acceleration of inflation, as Figure 1 shows. The 
change was particularly dramatic in urban food prices, the most volatile component 
of inflation. By imposing ceilings on food prices, the regime quickly controlled one 
major source of consumer price inflation, though at the cost of a significant increase 
in subsidies to state commercial organs. 

At the same time, the regime gradually formulated an industrial policy. This 
policy called for administrative and economic interventions to channel resources to 
agriculture, and to producers of energy and raw materials (including steel). These 
were the most important bottlenecks that had emerged during the preceding period of 
super-heated growth. Shifting resources to agriculture called for long-run changes in 
prices and investment allocation, since Chinese agriculture is now based on house- 
hold production. however, planners thought they could quickly direct resources to 
energy and raw material production because these commodities are primarily pro- 
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Figure I. Urban consumer price index. Three month moving average: annual rate 

duced by large state-owned enterprises. They announced a policy of preferential 
access to scarce credit for these enterprises, including preferential interest rates. For 
the new conservative leadership, this policy had a double benefit: while supporting 
producers of bottleneck commodities, it would also serve to prop up the state sector, 
which had performed sluggishly during the preceding growth phase. 

These measures were reasonable short-run responses to an emergency situation. 
But they were carried out with little attention for the opportunity to use market forces 
in pursuit of macroeconomic objectives. Most strikingly, while sharply reducing 
credit growth, the regime failed to raise interest rates sufficiently to allow them to 
restrain credit demand (although deposit rates were increased to stabilize household 
saving). In general, the regime fell back on tried-and-true stabilization instruments 
familiar from the days of the planned economy. While these administrative controls 
could check the inflationary spiral, underlying inflationary pressures could not be 
controlled until aggregate demand was thoroughly controlled. As the new year 
began, the regime was struggling against considerable resistance to further reduce 
investment and keep wage increases below the rate of inflation. 

During the first phase of contractionary policies, in late 1988 and early 1989, a 
leadership struggle was taking place in Beijing, and the contours of future policy 
were unclear. Contractionary policies, and the disruption they caused to embryonic 
market relations, were regularly criticized by the reformist press. Several times in 
the past, similar contractionary policies had been announced, but had been aban- 
doned as soon as they began to bite into the growth of output. It was unclear if a 
divided leadership could make a credible commitment to a sustained contractionary 
policy, once the costs of that policy began to be apparent. Ultimately this question 
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was resolved by the political crisis of June 1989. With the fall of Zhao Ziyang and 
many of the committed reformers around him, conservatives had a free hand to set 
policy, and they quickly moved to intensify contractionary policies. The June crisis 
did not lead to a change in economic policy, but rather to a consolidation and 
intensification of policies already in place. 

This outcome is somewhat surprising. Some observers predicted that the gov- 
ernment of Li Peng would be a weak government-because of its absence of popular 
support-and would attempt to buy back support among urban workers by moderat- 
ing contractionary policies. In fact, the government showed itself more than willing 
to impose the burden of adjustment on the population. Hard-line political policies 
were matched by hard-line economic policies. During the summer of 1989, factories 
facing declining sales revenues were forced to transmit economic stress to their 
workers: Bonuses were cut, and many workers were sent home with partial wages. 
Wages in August 1989 were only 8% over those a year earlier, which given the 
cumulative increase in urban consumer prices of 13%, translates into a 5% decline in 
real wages. Investment cutbacks also began to take hold: Successive campaigns to 
cancel projects under construction achieved some results, and by the end of Septem- 
ber the total budgeted volume of investment projects in progress had declined by 
about 10%. The flow of state investment during the first three quarters of 1989 de- 
clined by 7% in current prices compared to the same period in 1988. Given that prices 
of investment goods had risen about 18%, real investment declined by 25%. 

During the third quarter of 1989, these measures to control the components of 
final demand began to have an effect on the entire economy. Enterprises that had 
been constrained primarily by credit availability in the early stages of contraction 
now began to face weak market demand for their output. Changes in market condi- 
tions were intensified by changing household behavior. Relative price stability virtu- 
ally eliminated precautionary or ‘ ‘panic’ ’ buying, while household expectations of 
future income gains were sharply scaled back. Households recognized that the new 
ruling group was far less sympathetic to their consumption aspirations than the 
previous group had been. With price stability and declining permanent income, 
consumption purchases dropped. In August, retail sales of consumption goods fell 
15% in real terms, compared to a year previous. The sharp drop in effective demand 
for consumption goods soon had an effect on consumer prices (see Figure 1). 
Inflation had been moderate but persistent since initial implementation of contrac- 
tionary policies; in August price increases fell to zero, and from September through 
November the price level actually dropped. Inflation had been controlled. 

Declining final demand suppressed production. Factories caught with increas- 
ing inventories of consumer goods were particularly hard hit because bank credit 
was not available to finance stockpiles. Industrial production reached its peak during 
the second quarter, then dropped and stagnated for the remainder of the year. By the 
fourth quarter of 1989, central planners began to recognize that inflation was under 
control, and became worried about the continuing stagnation of production. In 
response, they began to relax credit policy which had been the policy most directly 
constraining industrial production. The original credit plan for 1989 had called for 
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extension of 160 billion yuan of new credit during the course of the year, of which 
60 billion was to be granted during the first three quarters and 100 billion during the 
fourth quarter. This plan reflected normal seasonal variation, given that the bulk of 
credit goes to finance agricultural procurement after the fall harvest. In practice, 
credit extension during the first three quarters was held exactly to the planned figure, 
showing the rigor with which contractionary policies were applied. Fourth quarter 
credit extension, however, amounted to 12.5 billion yuan, representing a 25% increase 
in the original target. Some relaxation of the initial tight policies had been accepted. 

By the fourth quarter of 1989, the Chinese leadership had reached their short- 
run goals. Intending to bring inflation down below lo%, they had in fact brought it 
down below zero. From an economic standpoint, contractionary policies were proba- 
bly implemented too strictly, in the sense that a large cost in foregone output and 
consumption was paid in order to obtain a falling price level. But China’s leadership 
had to demonstrate that they had the political will and ability to impose a rigorous 
and credible policy of economic contraction. In order to prove this, it was probably 
necessary to overshoot their targets somewhat. In any case, by year-end, rigorous 
application of contractionary policies had clearly bought the leadership some breath- 
ing space. The international environment also began to improve as modest new bank 
credits were extended to China for the first time since the June 4 incident. 

How will the Chinese leaders use the relative freedom of action they have pur- 
chased through rigorous belt-tightening? Can we expect to see a resumption of 
economic reform and movement toward a more market-oriented economy? Now that 
the immediate inflationary crisis has been overcome, will there be a return to more 
liberal policies ? To answer these questions, we must consider the record of the 
previous period of reforms. Those reforms helped generate vigorous-though ulti- 
mately unsustainable-growth and fostered whole new sectors of the economy. But 
the current leaderhsip will not return to the specific reform strategies of the past. In 
part, this is due to the more conservative orientation of the current leadership; but it 
is also due to failings in that reform strategy that are widely recognized in China. 
That reform strategy had already unraveled before the hard-line faction accumulated 
enough power to lay it to rest. 

THE ECONOMIC REFORM STRATEGY 

During 1984, China embarked on a strategy of accelerated economic reforms. Rapid 
growth in the agricultural sector following the return to family farming permitted 
reformers in the leadership to assemble a proreform consensus. The reform strategy 
adopted can be characterized as a dual-track economic system, used as a transitional 
form in the creation of a market economy. The defining characteristics of the 
dual-track strategy were that the planned economic system-including compulsory 
output targets and material balance planning-remained in place, but its overall size 
was roughly frozen. Enterprises, including state-owned enterprises, were then free 
to buy, sell, and organize production outside the plan at market prices. Output plans 
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were set at levels that provided nearly all enterprises with sufficient slack capacity to 
enable them to begin market activity. 

This strategy had many apparent advantages. First, it was simple. Complex 
price adjustments and financial restructuring could be postponed, while enterprises 
quickly got a taste of market demands and opportunities. Second, it provided a 
promise of stability. The existing production and allocation plan could be harnessed 
to the priority needs of the central government, especially the priority investment 
plan. While the plan would shrink as a proportion of total output, it would be 
sufficient to ensure the completion of priority investment for many years. The 
danger that reform-induced instability would obstruct the most fundamental objec- 
tives of the government was thereby reduced. Third, and most fundamental, it 
promised a feasible path to a market economy. Growth of the economy would be 
concentrated in the marketized sector: Rural industries, urban private and collective 
industry, and various joint ventures would be given free reign, and even the growth 
of state-owned enterprises would be channeled outside the plan. At a further stage, 
market prices could be used to adjust planned prices, and the planned sector could be 
merged into the growing market sector. Ultimately, the economy would “grow out 
of the plan.” During this transition period, the central government would learn to 
guide the economy through indirect macroeconomic controls and would have time to 
design new institutions and laws to assign property rights to pensions, banks, and 
state-run corporations. (For a description of this strategy in its early phases, see 
Naughton, 1986). 

This strategy implies that enterprises face two sets of prices, plan and market, 
during the transition. Given that putput plans were to be fixed in size, relevant 
marginal prices should be market prices. As Byrd (1987) argued, if enterprises are 
profit maximizers (this can be ensured by various profit retention schemes), resource 
allocation incentives should be approximately correct on the margin. A number of 
requirements must be met for this to be true. For instance, the commitment to keep 
output plans unchanged must be credible, so that plan allocations are not manipulable; 
financial incentive mechanisms must be consistent and not subject to ad hoc 
adjustments; arbitrage between plan and market prices must not be permitted, etc. 
While these conditions are unlikely to hold precisely, moderate deviations from 
static efficiency would not be important if the strategy provided a feasible transition 
path to a market economy. 

In practice, this reform strategy broke down. The reform strategy was carried 
out under a highly expansionary macroeconomic policy regime, and inflationary 
pressures gradually undermined the reform program. Increasing differentials between 
plan and market prices made arbitrage irresistable, and encouraged planning authori- 
ties to reintervene in enterprise pricing and allocation decisions. Inherent flaws in 
the dual-track strategy that would have been acceptable in a rapid transition to a 
market economy became more significant as that transition stalled out. 
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MACROECONOMIC IMBALANCE AND INFLATION 

Dramatic changes in the economic role of the government provide the background 
for substantial changes in macroeconomic policy. Between 1978 and 1988, budget- 
ary revenues (including subsidies to urban consumers and loss-making enterprises) 
declined from 36% to 20% of GNP. The overt budget deficit was controlled at 
reasonable levels, amounting to 1.9% of GNP in 1988, by a reduction in military 
spending and by the removal of most investment outlays from the budget. Never- 
theless, the sharp decline in budgetary revenues has led to a nearly continuous fiscal 
crisis. The budget has been strapped for cash for civilian current outlays (which have 
declined slightly as a proportion of GNP).2 The macroeconomic impact of budgetary 
stringency has been felt primarily in the way in which state-mandated investment is 
funded. Unable to provide direct budgetary grants for state investment, but unwill- 
ing to shrink the scope of the central investment program, planners turned increas- 
ingly to the banking system to fund fixed investment. It can be estimated that central 
government borrowing requirements for its investment program grew steadily from 
almost zero in 1978 to slightly over 5% of GNP in 1987 and 1988. Thus, total 
government borrowing for both budgetary outlays and central government invest- 
ment amounted to about 7% of GNP by 1988. This large deficit put pressure on the 
supply of domestic savings. 

In the early 1980s credit growth was controlled at moderate levels, so that 
central government borrowing tended to crowd out decentralized investment. Begin- 
ning in 1984, however, growing government borrowing requirements were fully 
accomodated through a policy of rapid credit creation. From 1979 through 1983, 
total annual credit creation had amounted to 9.1% of annual GNP, while from 1984 
through 1987, this jumped to 17.6% of GNP. National income growth has acceler- 
ated as well: during the 1979-1983 period Chinese figures show real GNP growing 
at 7.8% annually; while after 1983 real GNP growth accelerated to 11.6% annually. 
Nevertheless, the acceleration in credit creation caused a gradual build-up of infla- 
tionary pressures. 

REFORM STRATEGY IN AN INFLATIONARY ENVIRONMENT 

Reforms were severely undermined by the combined impact of inflation and intensi- 
fied administrative intervention in enterprise decision making. Unable to stabilize 
the economic environment, administrative superiors increasingly resorted to ad hoc 
interference in enterprise operations. The actual environment in which industrial 
enterprises operated began to deviate increasingly from that envisaged in the reform 
strategy. Three differences in particular are noteworthy. 

First, compulsory output plans could not credibly be fixed at constant levels. 
As a result, output plans, and the crucial allocation of low-price inputs that generally 
accompanied output plans, were partially manipulable by the enterprise. Table 1 
reports results obtained from 256 enterprises surveyed during 1988. On average, 
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TABLE 1. Change in Compulsory Plan 

QUUf?fik 1987 output plan as percent of 1986 output plan 

90 129 
15 112 
50 102 
25 88 
10 5s 

Source: Collaborative research on state-owned enterprises carried out jointly by the Chinese Academy of Social Sciences Institute 

of Economics. University of California San Diego. and Oxford University. which surveyed 403 enterprises in the fall of 

1988. For this Table. n = 256. 

their compulsory output plans were virtually unchanged, growing just 2% for the 
median enterprise (well below the growth of output). But more than 50% of enter- 
prises experienced changes in their compulsory plans that were greater than lo%, in 
either direction. If changes in the plan were completely exogenous to enterprise 
decision making, they would simply serve as unpredictable lump-sum taxes, with no 
impact on enterprise behavior. In practice, though, enterprises were aware that 
changes in their compulsory plans were partly the result of their outside-of-plan 
behavior. Instead of facing exogenously given market prices, enterprises faced 
complex manipulable environments, in which their ultimate rewards were deter- 
mined by strategic behavior vis-a-vis their administrative superiors. 

Second, administrative interventions prevented outside-plan transactions from 
developing into broad markets with market-clearing prices. Early in 1985, the gov- 
ernment abandoned ceiling prices on outside-plan transactions, but under the pres- 
sure of accumulating inflation, those ceilings were gradually reimposed. Initially, 
ceiling prices were reimposed by local governments or industrial bureaus, but a 
central government policy decision in January 1988 called for across-the-board 
limits on outside-plan prices in key sectors (Chen Fubao, 1989). That these restrictions 
were effective at the enterprise level was confirmed in a series of enterprise interviews 
conducted by the author in mid-1988, before the shift to a contractionary policy. Of 
15 enterprises interviewed, only one claimed to face market-clearing prices on the 
margin; the other 14 sold above-plan output at a price that was higher than the plan 
price, but controlled below market-clearing levels. Not surprisingly, these efforts at 
price control prolonged shortages and created a flourishing arbitrage business, as 
hundreds of wholesale companies sprang into existence in order to generate paper 
transactions on which commercial margins could be legally claimed. In this manner, 
after multiple transactions, prices of marketed goods might converge to the market 
price for the ultimate user. 

Third, financial reward systems became ad hoc. A variety of reformed financial 
incentive systems were introduced into state-owned factories, but all had the charac- 
teristic that enterprise retained profits were tied directly to realized profits. However, 
under the pressure of rising consumer prices and slow-growing state industrial 
profits, these systems were increasingly subject to ex post adjustment by administra- 
tive superiors. In the 400 state enterprises studied by the CASS collaborative research 
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project, increases in retained bonus funds bore no systematic relation to increases in 
realized profits once increases in output and changes in consumer prices and national 
policies were included in the regression analysis. As in the old system, enterprises 
were rewarded for expanding output, not for increasing profitability.3 

The fact that planned output and remuneration systems were manipulable, 
while outside-plan prices faced by the producing enterprises were not true market 
prices, meant that the actual incentive system facing enterprises diverged substan- 
tially from that envisaged by the dual-track system. Enterprises were enmeshed in a 
complex bargaining environment, in which their ultimate rewards depended as much 
on their ability to obtain favorable treatment from superiors as on their ability to 
respond to market signals. The ultimate result was that the market forces were 
insufficiently strong to compensate for distortions created by the plan and plan-based 
distortions in pricing. The Chinese economy has long been plagued by bottlenecks in 
the energy and transport sectors, ultimately traceable to the low plan prices for these 
commodities. As industrial growth accelerated, market signals were not strong 
enough to channel investment to bottlenecks sectors, and imbalances intensified. 
During 1988, industry grew by 17.7%, and electricity output increased 9.3%, but 
primary energy production grew only 4.8%. Production of other raw materials 
stagnated as well: Iron ore production grew only 3.2% and lumber output declined 
by 4.7%. Intensified bottlenecks reinforced the determination to undertake rigorous 
contractionary policies. 

While the dual-track system had not been able to create an adequate growth of 
market forces, it did create substantial arbitrage opportunities between plan and 
outside-plan prices. 4 These opportunities, inherent in a system of multiple prices for 
the same commodity, created opportunities for individual enrichment, and this form 
of corruption became a major source of popular discontent. Moreover, as price 
differentials between plan and outside-plan prices widened, the government’s ability 
to enforce the circulation of commodities within the plan eroded. A striking example 
of this comes in the supply of materials to the central government’s priority invest- 
ment projects, which enjoyed the highest level of priority of any use within the state 
plan. During 1987, priority investment projects received allocation orders (in essence, 
ration coupons) for 100% of the steel that they needed. While these allocation orders 
are supposed to entitle the bearer to purchase steel at the low, planned price, in 
actual practice, these investment projects were able to contract for only 90% of the 
ordinary structural steel to which they were entitled, and 60% of light specialty 
steels. Moreover, in both cases: slightly under 90% of contracts signed were actually 
fulfilled; and of contracts signed and fulfilled, in fully one-quarter of all cases 
supplying enterprises were able to insist on “negotiated prices” that were higher 
than the planned prices, though not necessarily equal to market prices. Thus, only 
about 60% of ordinary steel and 40% of specialty steel was actually obtained at 
planned prices by the highest priority projects (Liu Huimin, 1989). 

By the time the inflationary crisis of 1988 erupted, the dual-track strategy of 
economic reform initiated in 1984 had virtually collapsed. Market forces had not 
been given sufficient scope to transform the incentive environment in industry, and 
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the ability of planners to insure their priority objectives had been undermined. 
Moreover, the system seemed to guarantee the creation of corruption on a scale 
unprecedented in China. In September 1988, the focus of central planners shifted to 
an antiinflation program that paid scant attention to furthering reform objectives. 

CURRENT DILEMMAS OF ECONOMIC POLICY 

We are now in a position to examine the impact on economic reform of the most 
recent set of economic policies. It is not surprising that the conservative leadership 
was willing to subordinate reform objectives to macroeconomic stability in the short 
run. In practice, those stabilization policies have had complex and contradictory 
effects on market relationships in the economy. One set of policies has clearly been 
inimical to previous reform measures. The traditional central planning function was 
to be strengthened: The number of commodities directly allocated by central govem- 
ment agencies was to increase from the 30 that prevailed in recent years to betwen 80 
and 90 (still far below the several hundred commodities characteristic of the period 
of central planning). Moreover, the commitment to price ceilings for outside-plan 
transactions was intensified, and the dual-track system was rejected in principle. The 
first commodity to be subject to recontrol by planners was coal. Beginning in 1990, 
all interprovincial transfers of coal are to be administered by central planners, and 
while higher prices are to be tolerated for shipments not directly controlled by those 
planners, the prices must be less than a specified percentage of the plan price. 

Nevertheless, other aspects of the current policies have more positive effects. 
Adjustments of in-plan prices, neglected during the dual-track reform program, 
reappeared on the agenda. Substantial increases in coal, cotton, grain, and transport 
prices were carried out in 1989 or announced for early 1990. While these adjust- 
ments barely returned relative prices to the preinflation levels, they do indicate a 
new willingness to realign long-distorted plan prices. Moreover, as inflation has 
fallen (at least temporarily fallen below zero), interest rates have gradually become 
positive in real terms. Indeed, nominal interest rates for long-term investments in the 
1 l%-14% range might begin to exert some real impact on enterprise decision 
making. Even the new concessionary interest rates for large state energy producers 
are now higher in real terms than general interest rates were during the inflationary 
period. High real interest rates combined with continued credit stringency will go 
some way to hardening the “soft budget constraint” characteristic of enterprises in 
the previous period. 

Ultimately it is impossible to evaluate the impact of individual measures on 
economic reform. Reforms have coherence only to the extent that they contribute to 
a transition to an economic system in which resource allocation decisions are 
predominantly guided by market forces. With the collapse of the dual-track reform 
strategy, though, China is left without any reform strategy at all. The official 
position of the government is that reforms are not being reversed, but are simply in 
suspension. Through the end of 1991, government policy is to focus on control of 
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aggregate demand and restructuring output to relieve bottlenecks. In the meantime, 
the nominal commitment to reform and economic opening to the outside world is to 
be maintained. 

However, the lack of commitment to a clear reform path virtually compels the 
government to employ a series of ad hoc administrative interventions to attain the 
objectives they seek. This appears to place the Chinese government on a slippery 
slope: progressive interventions can only increase the level of centralization in the 
economy and the degree of administrative control. Creeping recentralization is almost 
certainly the outcome of this configuration of forces. Moreover, the legitimacy 
given to market forces in the previous reform period had led to the emergence of 
many new forms of cooperation and exchange, many involving long-term contracting 
and based on legitimate property rights accorded to private and cooperative business 
organizations. Current policy, by asserting the virtually unlimited right of the govem- 
ment to intervene in the economy, strips away that legitimation and undermines the 
incentive environment in all sectors of the economy. 

Yet it is not clear that the government will be able to carry out the restructuring 
it seeks with the clumsy tools at its disposal. The Chinese economy has already 
become decentralized to a degree unprecedented in socialist countries, and a very 
substantial proportion of production takes place completely outside the direct control 
of central planners. The economy is now dependent on the output of these sectors, 
and no reasonable economic policy can ignore the contribution they make. The 
result is an ambivalent attitude to the new sectors in the economy. One example, 
where the ambiguity of policy is especially clear, is the rural enterprise sector. 
Generally conceded to be the most marketized and fastest growing sector of Chinese 
industry, it would seem that current policies would strongly discriminate against this 
sector. Yet that is not necessarily the case. First, current policy, worried about 
servicing a substantial foreign debt, continued to stress export promotion, and rural 
industries, because of their heavy concentration in coastal regions, are deeply involved 
in exporting. Overall, rural enterprises contributed 13% of China’s manufactured 
exports, a substantial contribution that can hardly be overlooked. Second, rural 
enterprises are tightly linked to local government officials who depend on them 
directly for revenues and indirectly for their entire economic development strategy. 
For example, the county of Shaoxing, in an area where rural industry is highly 
developed, derives 70% of its revenues from rural industries, and the province of 
Zhejiang as a whole derives a remarkable 36% of provincial fiscal revenues from 
rural enterprises (Yu Guohui et al, 1989). Finally, precisely because rural enter- 
prises function in a comparatively marketized environment, they have access to 
financial and material resources outside the control of planners. Thus, while plan- 
ners could reduce credit from the state banking system to rural enterprises, those 
enterprises could tap the rural credit cooperatives for additional funds (see Table 2). 
The rate of growth of credit to rural enterprises has slowed to about one-third of its 
1988 pace, so that rural enterprises have been affected somewhat more than state 
enterprises, but the difference has not been great. Moreover, rural enterprises have 
greater access to funds from households and local organizations through informal 
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TABLE 2. Credit to Rural Enterprises 

State banks 

Rural credit co-ops 

Total 

Source: People’s Bank of China 

End 1988 

41.1 

45.6 

86.7 

September 1989 Increment 

38.0 -3.1 

53.1 +8.1 

91.7 $5.0 

credit markets. Thus, in spite of the lack of enthusiasm the current regime evinces 
for rural industrialization in general, and in spite of their renewed stress on the state 
sector, the regime is simply not in a position to squeeze out the rural enterprise 
sector. 

Limitations on the ability of central planners to control rural industries are a 
single indication of daunting problems they face. The chronic fiscal crisis remains 
unresolved, and conservatives have no clear program to increase budgetary revenues. 
China also faces an intensifying energy crisis which is reflected in stagnant produc- 
tion and increasing costs for primary energy. Most fundamentally, productivity 
remains low in Chinese industry, and only further reforms are likely to produce 
substantial improvement. 

The dual-track strategy of economic reform has now been derailed for the 
foreseeable future, and the current leadership has no clear model of reform to put in 
place of the dual-track strategy. The vast and unruly Chinese economy creates 
pressures and problems that will seriously impair attempts to recentralize the economy, 
and it is unlikely that current leaders will blindly proceed in that direction regardless 
of consequences. But the difficult tasks of economic reform require a much broader 
commitment to the objectives of reform than the current leadership displays. For 
several years, Zhao Ziyang and the economists and advisers grouped around him 
displayed a creative and open-minded approach to reforms and an impressive com- 
mitment to the ultimate objective of a market economy. The real impact of the 
political crisis of June 1989 was in removing those people from positions of influence. 
As a result, it will be difficult for China’s fossilized political system to generate and 
act on innovative ideas for further economic changes. It appears that substantial 
future progress in economic reform must wait until after further changes in China’s 
unstable political structure. 

NOTES 

1. In Figure 1, official data on increases in the price level compared to the year previous period 
are converted to three-month rolling averages of monthly inflation, expressed at annual rates. Monthly 
data are from China Statistics Monthly, various issues. Because markets are highly imperfect, and price 
controls have different impact on different sectors, there is no single rate of inflation in China. 
Consumer price indices are relatively accurate and their construction is well understood, but they 
cannot serve as general GNP deflators. 
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2. Chinese budget data have been converted to internationally comparable definitions, primarily 
by adding subsidy outlays, and deducting loans and loan repayments. 

3. These are preliminary results, in which changes in the bonus fund were regressed on changes 
in total profit, output, and year dummies (proxying for changes in prices and policy). The coefficient on 
changes in total profit was insignificantly different from zero, while the explanatory power of the 
regression, as measured by R2. was high. 

4. If arbitrage opportunities had been sufficiently widespread, the system would have functioned 
as a market economy. But the arbitrage opportunities were only partial, though sufficiently widespread 
to create the problems discussed here. 
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