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Market socialism, by the definition of Wlodzimierz Brus, one of its exponentials, is a theoretical concept (model) of an economic system in which the means of production (capital) are publicly or collectively owned, and the allocation of resources follows the rules of market (product-, labor-, capital-markets).
 As a modified model to realize a transition of socialist economic system, it had some impact on the reforms in Hungary and Yugoslavia in 1960-1980s. This paper is an attempt to make some analytical comments on the theory based on the experience of China’s reform.

1. “Market socialism” and its leading exponentials 

1.1 Oskar Lange

During 1920s, soon after the Soviet-style command economic system, i.e., the “wartime communism”, had been founded in an awkward form, its malady of low efficiency was unveiled. Against this background, there was a debate on socialism between “oppositionists of socialism” and “sympathizers of socialism” in western countries in 1920s and 1930s. In this debate referred as "the socialist controversy”, Lange had brought forward his famous model of “market socialism”. Based on Enric Barone’s argument in his paper in 1908
, that an efficient resources allocation had nothing to do with the ownership of production factors and that in theory a planning committee by calculation would be capable of setting up the relative prices for the relevant resources which are essential to an efficient allocation, Lange suggested a model established on a public ownership (state ownership) in which the planning committee would determine the market prices in line with the supply and demand by stipulating a market system. In this market socialism model, the Central Planning Committee has three functions: (i) setting prices for the means of production according to supply and demand; (ii) making investment decision; and (iii) distributing social gains (rents and profits) from utilizing state-owned production resources. Guided by price signals, enterprises carried out production based on two principles: (i) to set output at such levels that the price of products equals their marginal cost; and (ii) to minimize production cost at the optimum output level. Families could freely decide the quantity of labor to supply and dispose personal income. 
1.2 Market socialism and Eastern Europe economic reforms

As a Polish economist with world fame and a Polish state politician, Lange’s influence in both theories and practice in East Europe had been undoubtedly significant. As the result, the market socialism theory had been playing a guidance role in the postwar economic reforms in then socialist economies and the theory itself had been further enhanced and developed. 

Wlodzimierz Brus (1921– ), the once Director for research in the Polish National Planning Committee and Vice Chairman of the Economic Committee of The People’s Republic of Poland, is an important successor of Lange’s thoughts, an exponent of the Polish school of market socialism and a representative figure of the Eastern European school of reform, which rose in the 1960s and 1970s and advocated for combining plan with market mechanisms. He put forward the model of central planning with regulated markets”, often referred as “decentralized model” for short. His decentralized model had great influence on reforms in all socialist countries. In this model, the decision-making powers of the three tiers, i.e., the macro level, the enterprise and the family, were distributed as the followings. The top tier was the central government, which sets prices for the means of production, and distributes social gains (rents and profits) from utilizing state-owned production resources and makes investment decisions. The middle tier comprises of enterprises, which conducted production according to “economic parameters” like prices, wages, credit, and taxes set by the Central Planning Committee to pursue maximized profits while maintaining among themselves free contract relationships between buyers and sellers via the market. The bottom tier involves of families, which could freely choose jobs and dispose of their incomes.
 As Brus said later, this model he designed, “strove for a compromise solution, spinning macroeconomic central planning with autonomy of market-regulated state enterprise”. 
 

Yugoslavia, and Hungary after the “new economic mechanism”, were the relatively typical economies that bore the resemblance of a market socialism. However, none of them made a successful case following the market socialism thoughts. Even the author himself had to rethink of the theory in late 1980s.
。
Brus’ rethinking on “market socialism” was focused on the question that if the market socialism that requires independence of firms and true entrepreneurship is compatible with the dominant public (state) ownership of the means of production. To be specific, the questions include: (1) Whether the state and the SOEs, and the SOEs each other, could be separated completely. State ownership means a full control by state over the enterprises. While this power was denied, the ownership would be meaningless. Furthermore, the relation among the independent SOEs must be of competition. With such a separation, the ground for advantages of the state ownership would diminish. A state with coordinating function would actually destroy the market and let in the command system by the back door. After all, it would be very hard to realize such a separation. (2) Even if the separation was accomplished, the SOEs could not act as a fully-fledged market player, because the managers are the agents who have no material foundation of responsibility for risks if the venture fails. They, as emphasized by Hayek, make it highly probable that they will err either on the side of recklessness or on the side of overcautiousness. An autonomous enterprise with independent power to select its managers could be a resolution, but such independence would make the notion of state ownership meaningless. Therefore, the chances of bringing the behavior of SOEs closer to the requirements of an effective market mechanism would be greater if such enterprises were removed from state ownership in its traditional sense.
 Brus then realized that a complete market system would require an abandon of any ownership doctrine. The only form of market socialism in the future would be a mixed economy. His redefined “real” market socialism is de facto diverged from the original one.

2. A Chinese edition of the market socialism and its impact on Chinese economic reform

Reform on a centralized system in China could be traced back to as early as the delegating decision making power and relinquishing in 1958 which featured an administratively decentralization from the central to the local authorities. The reform, similar to Nikita Khrushchev’s sovnarkhoz reforms in the Soviet Union in 1957, was emphasized on transfer from the central to local governments of the planning power, the control over enterprises, the power of material resource allocation, the power of reviewing and approving capital construction projects and the administration of credit, the labor management, the administration of finance and tax-collection。The decentralized planned system created by layer-upon-layer power-transferring to local governments at all levels within the overall framework of a planned economy and administrative resource allocation led to a serious situation including plummeting production, mounting losses in enterprises, widening shortages in supplies of daily necessities. As the result, the economy slid into abyssal difficulties. This led to a regaining of the central power and together with it the defects of the centralized system, which in turn caused another round of reform. However, the reform was not possible until after 1976 when the Cultural Revolution came to an end. During the Cultural Revolutionary years, market system was considered as an ideological and political equivalence as capitalism and as the result, it was suppressed as “reactionary revisionism”. After the ending of the Cultural Revolution, the appeals and advocates for market rules and autonomous rights of the SOEs were released to be heard.

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

It can be seen that Sun’s model and Brus’ model were essentially the same. I remember the meeting of Brus and Sun Yefang in Sun’s hospital in 1980 when Brus visited China. They seemed like old friends at their first ever meeting and talked cheerfully in Russian. 
Sun Yefang had criticized the strategy of transferring administrative functions to lower levels all along. In a direct letter to the top leaders in charge of the economic affairs in 1961, he pointed out that the core issue of the economic management system was not the relationship between the central government and local governments, rather, the issue was “the power and responsibility of enterprises as independent accounting units as well as their relationship with the state, or, in other words, the independent power of operation and management of enterprises.” According to Sun, only if an enterprise has power can the state arouse its enthusiasm to shoulder the responsibilities given to it by the state. He believed that unless this problem was solved, it would not be possible to resolve the issues of the relationship between the central government and local governments, or between line-ministries and regions. In his part, “the state can only mobilize the enterprises’ incentives to accomplish the state’s requirements when the latter have “rights”. The problem in relations between the central and local governments and between the lineal and regional administration could be solved only with the realization of the autonomy and independence of the SOEs for their operation.
。
This kind of inclination towards market socialism could not be accepted and allowed by the authority then. As the result, Sun was criticized as being “worse than a Soviet economist Ecsei Liberman who advocated for a market socialism reform” in 1964, and later in 1966, he was even put into prison labeled as “an reactionary revisionist” and even “a Soviet spy”. After the end of the Cultural Revolution, most economists and leaders agreed with Sun Yefang’s viewpoint that expanding enterprise autonomy and boosting enterprise vitality should be the core of reform. In such theoretical economic circumstances, decision makers made some responses. At economic working meetings—principle discussion meetings and planning meetings—held by the State Council in July to September, 1978, Li Xiannian, a then vice premier of the State Council, pointed out in his report that “a major mistake of the past 20 years of economic system reforms was putting too much emphasis on the division and transfer of administrative functions, leading to a vicious cycle of ‘decentralization- recentralization-decentralization.’ A certain degree of independence should be granted to all enterprises in future reforms, making them actively instead of passively carry out economic accounting and increasing overall economic efficiency.”
 Li’s idea appeared in the decision of the Third Plenary Session of the 11th CCCPC in December 1978. The communiqué of the session pointed out that “More power should be delegated to lower levels under unified leadership. Local governments as well as industrial and agricultural enterprises should have more autonomy of management under the guidance of a unified state plan,” so as to bring into play the initiative, enthusiasm, and creativity of central departments, local governments, enterprises, and individuals, thus resulting in “prosperity of all sectors of the socialist economy.”

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

Although a “market socialism” type reform that empowered autonomous rights to the SOEs under market regulation in late 1970s was a failure, the similar trial and error was repeated in later reform efforts in China. For instance, a “Provisional regulations on increasing autonomous rights to state-owned industrial enterprises” was issued in May 1984, which was also called as the “the 10 rights increasing” document for short. In July, 1992, the government made another regulation effective—“The Regulation of Transforming the Operational Mechanism for the State-owned Industrial Enterprises”, which stressed the autonomous rights of the enterprises on operation, sale, pricing, purchasing, import and export and even allocation of the assets.

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

Why had the reform of expanding enterprise autonomy failed to achieve the expected success? The mainstream arguments of the leading government departments in charge of SOE reform attributed the failure to insufficient power delegating and profit sharing. They then suggested adopting the “household contract system”—which in nature was a private farm system, and achieved a tremendous success in the rural sector in 1980s---into the state-owned industrial and commercial enterprises, that is, the “enterprise contract system”. There was an pilot project organized by the State Economic Committee, Ministry of Finance and other departments in as early as May 1979 in which 8 SOEs in Beijng, Tianjin and Shanghai including the Capital Iron and Steel Co., were selected to implement a reform with a profit retaining arrangement as the core. In 1981, the experiment in the Capital Iron and Steel Co. went as a progressive profit handover system, which fixed a 7% annual increase of the profit handover to the state, and the company retained the entire surplus. The sate in turn didn’t allocate investment to it. This method was in effect till mid 1990s. 

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

3. Non-State Sector Led: the reform strategy with Chinese characteristics

When the reform of expanding enterprise autonomy in the state sector fell into plight, the Chinese leaders headed by Deng Xiaoping shifted the focus of reform from the urban state sector to the rural non-state sectors.
3.1 The new reform strategy in China: a move initiating from the non-state sector

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

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

(1) Encouraging the growth of non-state enterprises

Together with the effort by the government to eliminate ideological and policy impediments to the development of non-state sectors, collective-owned and individual-owned township and village enterprises (TVEs) sprang up like mushrooms. Within the ten years between 1979 and 1988, the number of peasants working in industrial and commercial TVEs reached 100 million. Private enterprises also started to develop after 1983. For instance, in the late 1970s, although private merchants were allowed to export goods to distant places, it was proposed as an expedient for employment. Since 1980, the Chinese government has made a distinction between individual enterprises with fewer than eight employees and larger enterprises, and called the former “individual business sector,” as opposed to the then prohibited “private sector.” As the economic activities of non-state sectors were mainly market-oriented, local markets in some areas gradually came into being, and market forces began to play an increasingly important role in resource allocation.

(2) Integrating some regions into international markets by opening markets to the outside world

During the initial period of reform and opening up, loans from foreign countries accounted for a greater part of foreign capital than FDI. Since the 1990s, FDI has increased rapidly and become the major form of incoming foreign capital. In the first seven years of reform (1979–1985), total FDI was only US$7.4 billion, but it rose to US$18.6 billion between 1986 and 1991.

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

(3) Implementing “regional advancement” of reform and opening up by establishing experimental areas

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

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

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

Non-state sectors immediately displayed their advantages on their emergence and grew with each passing day. In the 1980s, the growth rate of industrial output of non-state sectors was about twice that of the state sector. In the mid-1980s, non-state sectors, including the collective sector, the individual business sector, and the private sector, came to occupy a decisive position either in industrial production or in the whole national economy. Their output in the industrial sector amounted to more than one-third of the total (see Table 1). They grew even more rapidly in the retail industry (see Table 2).

Table 1 Gross Industrial Output Value by Ownership (%)

Year





1978

1980

1985 

1990       

SOEs

              77.6 

76.0  
    64.9

54.6

Collective enterprises


22.4

23.5

32.1

35.6

Others*
 
    

    0.0


 0.5

 3.0

9.8          

* “Others” include private enterprises and foreign-invested enterprises.

Sources: The National Bureau of Statistics, China Statistical Yearbook (Zhongguo tongji nianjian), Beijing: China Statistics Press, various years.
Table 2 Total Retail Sale by Ownership (%)

Year





1978

1980

1985

1990       

SOEs

              54.6

51.4

40.4

39.6

Collective enterprises


43.3

44.6

37.2

31.7

Others*



  

 2.1

4.0


22.4

28.7        

* “Others” include private enterprises and foreign-invested enterprises.

Sources: The National Bureau of Statistics, China Statistical Yearbook (Zhongguo tongji nianjian), Beijing: China Statistics Press, various years.
Incremental reform over more than 10 years brought fast growth to the Chinese economy. During the 12-year period from 1978 to 1990, GDP grew by 14.6% annually, and the per-capita disposable income of urban residents grew by 13.1% annually.

Table 2.4 Economic Growth During 1978–1990

	Year
	1978
	1980
	1985
	1990

	GDP (RMB billion)
	362.41
	451.78
	896.44
	1,854.79

	Total industrial output (RMB billion)
	423.70
	515.40
	971.60
	2,392.40

	Total exports and imports (RMB billion)
	35.50
	57.00
	206.67
	556.01

	Total exports (RMB billion)
	16.76
	27.12
	80.89
	298.58

	Total volume of retail sales of consumer goods (RMB billion)
	155.86
	214.00
	430.50
	830.01

	Per-capita disposable income of urban residents (RMB)
	343.4
	477.6
	739.1
	1510.2


Sources: The National Bureau of Statistics, China Statistical Yearbook (Zhongguo tongji nianjian), Beijing: China Statistics Press, various years.
3.3 From “Incremental Reform” to “Overall Advancement”
Because the reform strategy failed to be switched in time, intense conflicts occurred between the invigorated outside-the-system sectors and the inside-the-system sectors that were still fettered by the traditional economic system. Many loopholes existed in the economic system, and stable economic development was constantly threatened. As Masahiko Aoki (1938– ) pointed out,
 because various institutions in a system are strategically complementary, when one or more institutions change, other institutions either change accordingly or obstruct the implementation of the new institutions due to their incompatibility with the new institutions. Therefore, system change should be of overall advancement in nature although the change can be implemented in steps. Otherwise, there will exit expensive reform cost.

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

A new upsurge of reform and opening up did not take place until the beginning of 1992, when Deng Xiaoping made his famous South China speeches to promote further reform and opening up. In October of the same year, the 14th National Congress of CPC set the reform target of establishing a socialist market economy. In November 1993, the Decision on Issues Regarding the Establishment of a Socialist Market Economic System was adopted in the Third Plenary Session of the 14th CCCPC, and important breakthroughs were made on the following issues:
First, the new reform strategy of “overall advancement with key breakthroughs” was explicitly put forward, demanding that the reform should not be confined to peripheral issues, but firmly carried out in the state sector. The socialist market economic system should begin to take shape by the end of the twentieth century.
Second, a blueprint was made for reforms in key areas, including the fiscal and taxation system, the banking system, the foreign exchange control system, the enterprise system, and the social security system.
From the beginning of 1994, the Chinese government took important measures to implement reforms in these five key areas. Meanwhile, the State Council ordered experiments with the aim of establishing a modern enterprise system according to the Company Law, experience from which could be transferred to other entities. Since then, Chinese reform has entered a new stage of overall advancement.

By the mid-1990s, China’s reform had progressed to establish a market economic system and adjust the structure of ownership. The fundamental indicator of progress was that the state sector no longer dominated the whole economy, and its share of the national economy was significantly reduced. However, the bottleneck to reform—the establishment of the ownership foundation of a market economy—had not been broken. As late as 1993, despite the fact that scarce economic resources were still in the hands of the government and SOEs, the state sector accounted for less than half of GDP.
Another historic breakthrough of state sector reform occurred at the 15th National Congress of CPC in 1997 at which the Soviet viewpoint that “the higher the proportion of the state sector in the national economy, the better” was discarded.  Public ownership as the mainstay of the economy and allowing for diverse forms of ownership to develop side by side was stipulated as the basic economic system in the primary stage of socialism for at least 100 years. To achieve it, the following three adjustments on ownership structure are necessary: (i) to reduce the scope of the state sector and to withdraw state capital from industries nonessential to the national economy; (ii) to explore diverse forms of public ownership conducive to the development of productive forces and to develop diverse forms of public ownership; and (iii) to encourage the development of non-public sectors of the economy such as the individual business and private sectors of the economy and to make them important components of the socialist market economy.

In 1998, the this decision of the 15th National Congress of CPC was incorporated into the Amendments to the Constitution of the People’s Republic of China, specifically, “In the primary stage of socialism, the State upholds the basic economic system, with public ownership playing a dominant role and diverse forms of ownership developing side by side. ….The non-public sectors of the economy, such as the individual business and private sectors of the economy, within the limits prescribed by law, are important components of the socialist market economy. …The State protects the lawful rights and interests of the individual business and private sectors of the economy.”

Against this background, though it is still a question waiting for an answer as to how to establish the rule of law and constitutional democracy, an embryonic form based on a mixed ownership and market rules is developing before us.（See Table 4）。
Table 4 GDP by Ownership
 (%)

Year



State Sector

Collective Sector 
Private Sector*

1990



47.7




18.5




33.8

1995



42.1




20.2




37.7

1996



40.4




21.3




38.3

1997



38.4




22.1




39.5

1998



38.9




19.3




41.9

1999



37.4




18.4




44.2

2000



37.3




16.5




46.2

2001



37.9




14.6




47.5

*Private sector refers to the collection of rural and urban non-state and non-collective economic entities.

Sources: The National Bureau of Statistics, China Statistical Yearbook (Zhongguo tongji nianjian), Beijing: China Statistics Press, various years; Data from China International Capital Corporation Limited (CICC).
3.4 Nature of the incremental reform

It is worth for study that why the incremental reform strategy could lead to a success of the reform in China. Some studies discussed China’s strategy in the dichotomous framework of the Shock Therapy and Gradualism that were frequently referred to the transformations of the former Soviet Union and the Eastern European countries in 1990s. In this regard, I agreed with Professor Kornai’s criticize on the dichotomy. He pointed out that the only difference for labeling one approach, “Shock Therapy,” and the other, “Gradualism,” was speed, which was by no means a good criterion for measuring the success of reform. In his view, there are two pure strategies for transitioning to a market economy: Strategy A—organic development, which emphasizes on a healthy development of the private sector—and Strategy B—accelerated privatization. According to Kornai, the experience of the transitional economies showed that Strategy A that promotes a growth of private sector has been the right one with empirical support of Hungary and Poland. Strategy B, which suggests a rapid privatization of the SOEs is at the most the second best, and with potential harms if not managed well. The evidence came from the Russian experience.
Table 5 Main characteristics of the two transformation strategies by Janos Kornai

	Strategy A—organic development
	Strategy B—accelerated privatization

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

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

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

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

(v) The budget constraints on companies have to be hardened to ensure the financial discipline essential to operating in a market economy
	(i) The most important task is to eliminate state ownership as fast as possible

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

(iii) Dispersed ownership may actually be preferred

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

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


Source: János Kornai, “Ten Years After ‘The Road to a Free Economy’: The Author's Self-Evaluation (1999),” Paper for the World Bank’ Annual Bank Conference on Development Economy, April 18-20,2000,Washington D.C.

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

China’s political system is different from the former Soviet Union and the Eastern European countries and the shift to market--oriented reform was led top down by the CCP. The strategy China took has been Strategy A rather than B to the extent that the emphasis has been put on a healthy growth of the private sector other than a rapid privatization of the SOEs in the early years of the reform. The Chinese evidence also suggested that Strategy A has its advantages over Strategy B. As I said in the preface of the book Economic Reforms in Contemporary China, Strategy A has been an effective one because it could promote capital accumulation and development of the entrepreneurs and the market system. Without these accomplishments, Strategy B has been unable to increase efficiency and, if not managed well, could lead to a disorder of the market monopolized by a small group of the oligarch with endless harmful risks.

4. A brief Concluding remarks

In summary, China has been experiencing the reforms following the path of market socialism over a half century, decentralizing the autonomous rights to the enterprises, experimenting increasing their rights under a market regulation. However, none of these trials had been a success as expected.

The reform moved onto the right track in 1980s after the incremental reform strategy was taken. This strategy is similar to what Kornai called a Strategy A (Organic Strategy) which emphasizes on creating environment for a grassroots growth of the private sector rather than increasing autonomous rights of the SOEs. This has been the key for the success of the Chinese economic development. With such an arrangement, China’s reform broke up the Soviet doctrine and the warship towards the state ownership. It gradually established a pattern of a multi-ownership economy starting with which it moves towards a road of comprehensively transition to a full-fledged market economy.
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