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ABSTRAct

The purpose of the study is to investigate the

comparative dynamic properties of processes of transition

from a centrally planned economy (CPE) to one with a

substantial degree of market orientation. Alternative models

of a CPE with Leontief technology are defined. The

authorities in the CPE are assumed in these models to have

full control over output or factor prices and to set the

prices so as to· optimize a social welfare function that
.

takes into account both the benefits of reform and the

social costs associated with changes from the old economy to

the new one.

In Chapter Two, we analyze a two-sector model with only

one primary input, labour. The optimal time path of some

control variable (the labour share in one of the sectors,

for example) is monotonic and that the discount factor plays

a crucial role in determining the curvature of the path.

Comparative analysis indicate that, in most cases, a

parameter change will produce an intuitively reasonable

effect on the optimal trajectory.

Chapter Three investigates a two-sector model with both

labour and capital as primary inputs, while Chapter Five
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analyses a three-sector model with one labor and two types

of capitals as primary inputs. Simulation experiments are

carried out with these models using the MINOS nonlinear

optimization program. The study reveals the following: (l) A

lower population growth rate yields a higher steady-state

level of consumption, and a higher initial capital stock

gives higher consumption over time, which may justify family

planning policy in a CPE, and the controlling of investment

so as to effect a rapid accumulation of capital; (2) a

change in a parameter has an employment and substitution

effects. The overall effect depends on the signs and

relative magnitudes of the two; (3) five-ten year planning

period seems to be able to provide most of the benefit of

the economic reform; (4) a greater penalty for structural

change will smooth the time path of production of each

sector; (5) attention should be paid to the objective

function, since its specification does affect the results to

certain extent.

Chapter Four focuses on the stability of a three-sector

Leontief model with portfolio conditions imposed. Unlike a

neoclassical model, there is no saddlepoint instability

problem in our model, since Leontief function introduces a

friction from the supply side.
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CHAPTER ONE

INTRODUCTION

1-1 Background

In the 1950's, following the Soviet model, China

collectivized its agriculture, nationalized its industry,

and instituted a centrally planned economy. The Chinese

government controlled almost every aspect of the economy:

production levels, resource allocations, and the prices of

goods and factors of production. The purpose of all this was

to ensure a high rate of growth through high investment.

state control over wages and prices ensured that firms

earned high profits, which were then transferred directly to

the central planning boare· to fund new investment.

Similarly, the state1s ability to procure necessary

agricultural products at fixed prices enabled it to extract

large amounts of resources from rural areas at low cost.

Despite staggering human costs, the Soviet-type command

economy was initially successful in the Soviet Union and in

China as a method for bUilding an industrial infrastructure

in what were basically non-industrialized societies. Command

economies at later stages of development, however, seem

1
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inevitably to suffer from problems such as unsatisfied

consumer demand, queues and waiting lists, chronic shortages

and forced savings. 1

Recognizing t~at the rigidities inh~rent in central

planning have seriously inhibited the efficient allocation

and use of resources arId have not provided adequate

incentives for productivity gains, China, like many other

countries with centrally planned economies, has initiated

major reforms. It has moved to enhance freedom of choice for

economic agents in decision-making and strengthen the role

of market forces through the gradual removal of

administrative controls and the fostering of competition. 2

1-2 How Should Price Reform be Carried Out ?

There are three questions facing any socialist

country undertaking economic reform: (1) What changes should
.,.c.~~

be instituted initially? (2) What should be the ultimate

goals? ( 3) How fast and in what manner should reform

proceed towards the ultimate goals, i •e., how should the

transition be effected?

After ten years of economic reform and theoretical

1. Davis and Charemza (1989)

2. Blejer and szapary (19B9)
discussion of the reforms in
economies.

discuss this in depth.

provide references for the
other centrally planned
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analysis, it is widely recognized that Chinese reform is

still in a quite primitive state. In large measure this is

a reflection of the low level of China's productive forces

with 80% of her population live in the rural area ( Gong

Shiqi (1988».

The aim of the Chinese reform is to build up an

economic system that can properly reflect relations between

supply and demand, and thus make the market the automatic

regulator in the economy. This is in confirmity with the

principle that lithe state regulates the market, and the

market guides the firms". (See Jin Qi (1988).) Hence,

although the impetus to reform is the prospect of increased

productivity, the measure of success is more the ability of

the state to achieve economic and political restructuring of

the system than to improve short-run economic performance.

Increases in economic output, and especially in supplies of

consumer goods, are important as incentives to sustain
. "

public support for further~>'eforms and as tangible evidence

that reform will bring material benefits, but the central

objective is to change the basic character of the economic

system. (See Van Ness (1989), p.1S.)

Unlike research on the initial-state and final-state

models, research on the transitio~al model, as Chinese

econoJTlist He Jiacheng (1988)' pointed out, has not so far, '

received much attention. what is needed is the specification
.... ~:
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of an appropriate reform path that will realize the ultimate

goals. The present study is concerned with the theory of

transi tional processes that would lead an economy such as

that of China from an initial stage of reform to the desired

ultimate stage.

The socialist economic system is an integral entity.

One cannot accurately explain one part of it without taking

account of the rest. Nevertheless, from the perspective of

the functioning of the economy, it is possible to identify

its nerve centre as the price system. Ossified pricing

mechanisms in China have led to an irrational system, which

has provided a set. of incorrect signals ~nd decision-making

incentives and thus brought about the overall distortion of

the economic structure.

Although prices have been adjusted and decontrolled

for some farm products since the early 1980·S, China's

seriously distorted price system has not been fundamentally

changed. Enterprise reform, price reform and wage reform are

the most crucial elements in tile economic reform process.

Price reform will prOVide more rational pricing system so

enterprises can ':ompete more equally and fairly, whereas

revitalized enterprises and improved economic conditions

will facilitate price and wage refonn~ •. (See Jin Q1 (1988).)

Chinese economist Xue Muqiao ·put i.t that II the success of

China's economic reform hinges on rationalizing the price






























































































































































































































































































































