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ch�na started �ts trans�t�on from a planned economy to a market economy at 
the end of 1978. in the past 28 years, ch�na’s average annual gross domest�c 
product (GdP) growth rate was 9.7 per cent and the trade growth rate averaged 
17.2 per cent. ch�na’s GdP, measured by the offic�al exchange rate, now ranks 
fourth and, by purchas�ng power par�ty, second �n the world. ch�na’s trade 
volume �s currently the th�rd largest �n the world and �ts fore�gn reserves, wh�ch 
exceed Us$1.2 tr�ll�on, are the largest. 

in the first 12 years of reform, from 1978 to 1990, ch�na’s GdP grew by 9 per 
cent annually and �ts trade volume at 15.4 per cent. dur�ng th�s per�od, urban 
per cap�ta �ncome grew 5.9 per cent annually, wh�le that of rural areas grew 
at a spectacular rate of 9.9 per cent (Nat�onal Bureau of stat�st�cs 2002:17, 94, 
148). l�v�ng standards �n ch�na �ncreased s�gn�ficantly and d�spar�t�es between 
urban and rural areas decreased.

in the late 1980s and early 1990s, however, the reform process was poorly 
understood by the econom�cs profess�on and many econom�sts had l�ttle 
confidence �n ch�na’s transformat�on.1 most econom�sts bel�eved that a market 
economy should be based on pr�vate property r�ghts—a feature that the ch�nese 
economy apparently lacked at that t�me. ch�na’s state-owned enterpr�ses were 
not pr�vat�sed; a dual-track resource allocat�on system was prevalent, w�th state 
plann�ng st�ll play�ng an �mportant role alongs�de markets �n resource allocat�on. 
These pess�m�st�c econom�sts thought that although ch�na’s econom�c 
trans�t�on was blessed w�th benefic�al �n�t�al cond�t�ons,2 the dual-track system 
would soon lead to effic�ency loss, rent seek�ng and �nst�tut�onal�sed state 
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opportun�sm (Balcerow�cz 1994; Woo 1993; sachs and Woo 1994, 1997; Q�an 
and Xu 1993). some econom�sts even cla�med that, desp�te �ts �n�t�al success, 
ch�na’s dual-track approach to econom�c trans�t�on would eventually lead the 
economy to a d�sastrous collapse (murphy et al. 1992; sachs et al. 2000).

At that t�me, most econom�sts were opt�m�st�c about the trans�t�on �n the 
former sov�et Un�on and eastern europe due to the fact that those countr�es 
were follow�ng pol�cy recommendat�ons based on the bas�c pr�nc�ples of ex�st�ng 
modern econom�cs—that �s, neoclass�cal econom�cs.3 The most representat�ve 
of these pol�c�es was the ‘shock therapy’ �mplemented �n Poland, the czech 
republ�c and russ�a. such an approach had three pr�mary components: pr�ce 
l�beral�sat�on, rap�d pr�vat�sat�on and macroeconom�c stab�l�sat�on through 
el�m�nat�on of fiscal defic�ts (l�pton and sachs 1990; Blanchard et al. 1991; 
Boycko et al. 1995). These components are cons�dered to be the bas�s of an 
effic�ent econom�c system �n neoclass�cal econom�cs.

econom�sts recommend�ng shock therapy also knew the trans�t�on from 
one econom�c system to another took t�me and that �t was costly to cast as�de 
vested �nterests. Nevertheless, they pred�cted opt�m�st�cally that the econom�es 
would grow after s�x months or a year, after an �n�t�al downturn result�ng from 
�mplementat�on of the shock therapy (Brada and k�ng 1991; korna� 1990; l�pton 
and sachs 1990; W�les 1995). Accord�ng to the�r arguments, the former sov�et 
Un�on and eastern europe would soon out-perform ch�na, even though the 
first two had �nst�tuted the�r reforms much later than ch�na. ch�na’s progress 
would be l�m�ted by �ncons�stenc�es �n �ts econom�c system exacerbated by 
�ncomplete, dual-track reforms.

As descr�bed, however, ch�na’s average annual GdP and trade cont�nued 
to grow at h�gh rates—10.3 per cent and 15.2 per cent, respect�vely, �n 1991–
2000—the former at h�gher rates than �n the early reform per�od. inflat�on, as 
measured by the reta�l pr�ce �ndex, was 5.5 per cent per annum �n the same 
per�od (NBs 2006). in the same 10 years, the countr�es that �mplemented shock 
therapy exper�enced ser�ous �nflat�on and econom�c decl�ne. russ�a’s �nflat�on 
rate reached 163 per cent per annum, wh�le Ukra�ne’s reached 244 per cent per 
annum �n 1991–2000. The cumulat�ve output decl�ne �n countr�es �n central and 
southeastern europe and the Balt�c states reached 22.6 per cent; �n countr�es 
of the commonwealth of independent states, output fell 50.5 per cent. in 
2000, russ�a’s GdP was only 64 per cent of what �t had been �n 1990, wh�le �n 
Poland—the best perform�ng economy �n the former sov�et Un�on and eastern 
europe—GdP �ncreased only 44 per cent, compared w�th 1990. 

meanwh�le, the G�n� coeffic�ent of �ncome per cap�ta—a measurement of 
�ncome d�spar�ty—�ncreased from 0.23 �n 1987–90 to 0.33 �n 1996–98 �n countr�es 
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of central and southeastern europe and the Balt�c states, and from 0.28 to 0.46 
�n countr�es of the commonwealth of independent states (World Bank 2002). 
overall, the countr�es that �mplemented shock therapy exper�enced great 
d�fficult�es �n the�r reforms—�n contrast w�th the opt�m�st�c expectat�ons of 
most econom�sts. Poland’s econom�c record �s the best among the countr�es 
of the former sov�et Un�on and eastern europe, however, �t d�d not �mplement 
shock therapy completely. Although pr�ces �n Poland were l�beral�sed, most of 
�ts large state-owned enterpr�ses have yet to be pr�vat�sed (World Bank 1996; 
dabrowsk� 2001). 

in the 1990s, the ch�nese economy d�d suffer myr�ad problems, as pred�cted 
by those econom�sts who favoured shock therapy. For example, the state-owned 
enterpr�se reforms �n�t�ated �n the early 1980s have yet to be completed. inter-
reg�onal and urban–rural d�spar�t�es �ncreased after the decl�ne �n the 1980s. 
The financ�al system rema�ns weak. As noted above, however, ch�na’s GdP and 
trade cont�nued to grow. moreover, l�v�ng standards �mproved rap�dly, espec�ally 
�n urban areas. econom�c development �n ch�na not only promoted the welfare 
of the ch�nese people, �t contr�buted greatly to the world economy. dur�ng the 
east As�an financ�al cr�s�s �n 1997–98, the ch�nese currency (the renm�nb�) d�d 
not deprec�ate, wh�ch played an �mportant role �n the qu�ck recovery of the east 
As�an econom�es from the cr�s�s.

ch�na’s econom�c transformat�on d�d not follow the standard pol�cy 
prescr�pt�ons based on ex�st�ng modern econom�cs, and performed outstand�ngly. 
Those countr�es that followed the standard pol�cy recommendat�ons �n the�r 
trans�t�ons performed poorly. Th�s dramat�c contrast �nd�cates that there �s 
an �nherent l�m�tat�on �n establ�shed modern econom�cs—represented by 
neoclass�cal econom�cs—�n analys�ng the problems �n econom�c trans�t�ons. 
Th�s chapter suggests d�rect�ons for �mprovement of neoclass�cal econom�cs. 

Neoclassical economics, the viability assumption and the 
formation of a planned economy

Theor�es are used to expla�n and pred�ct real-world phenomena. if they fa�l to 
do so, the theor�es must have some fundamental flaws and should be rev�sed 
or abandoned (Fr�edman 1953). ex�st�ng neoclass�cal econom�c theor�es have 
performed reasonably well �n expla�n�ng what happens �n the econom�es of 
�ndustr�al�sed countr�es, but they have been less successful �n expla�n�ng what 
happens �n trans�t�onal econom�es and develop�ng countr�es.

Neoclass�cal econom�cs has a well-known assumpt�on of rat�onal�ty: g�ven the 
cho�ces ava�lable to a dec�s�on maker, he or she w�ll choose what �s cons�dered 
to be the best opt�on. There �s, however, another assumpt�on—the ‘v�ab�l�ty’ 
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assumpt�on—that �s �ncorporated �mpl�c�tly by neoclass�cal econom�sts �n the�r 
analyses. The term ‘v�ab�l�ty’ �s defined w�th respect to the expected profit of a 
firm �n an open, compet�t�ve market. if a normally managed company �s expected 
to earn a soc�ally acceptable normal profit �n an open, compet�t�ve market, �t 
�s v�able. For a non-v�able company, �ts establ�shment or cont�nu�ng operat�on 
�s poss�ble only �f �t rece�ves external subs�d�es or protect�on.4 

By �mpl�c�tly assum�ng that all firms are v�able �n the�r analyses, econom�sts 
w�ll conclude that a firm that does not earn acceptable profits �n an open, 
compet�t�ve market must lack normally effic�ent management. They �nfer 
that problems must stem from corporate governance, �ncent�ve mechan�sms, 
property r�ghts arrangements or other market �ntervent�on that �mpede the firm’s 
management. Problems �n corporate governance, property r�ghts arrangements 
and so on d�d ex�st �n soc�al�st econom�es. Therefore, under the �nfluence of 
ex�st�ng neoclass�cal econom�c theor�es, �t was bel�eved that the success 
of state-owned enterpr�se reforms and the trans�t�on to a market economy 
depended on the el�m�nat�on of those factors that �mpeded a company’s normal 
management. shock therapy �s based on th�s theoret�cal foundat�on.

s�nce the �ncept�on of neoclass�cal econom�cs, econom�sts �n �ndustr�al�sed 
countr�es have conducted most theoret�cal explorat�ons. The�r research, 
however, focuses ma�nly on �ssues relat�ng to �ndustr�al�sed countr�es. it �s 
reasonable for them to assume that firms are v�able, s�nce—except for those 
�n a few sectors—governments �n �ndustr�al�sed countr�es rarely prov�de 
subs�d�es and other types of support d�rectly to compan�es. if a company w�th 
normal management �s not expected to earn acceptable profits �n the market, 
�t w�ll not be set up �n the first place. if a non-v�able firm �s establ�shed due to 
m�slead�ng �nformat�on or m�stakes �n judgment, �nvestors w�ll w�thdraw the�r 
�nvestments and close down the firm. consequently, firms that can surv�ve �n 
an open, compet�t�ve economy must be v�able: that �s, they are expected to earn 
acceptable profits under normal management. it �s therefore appropr�ate to 
have an �mpl�c�t v�ab�l�ty assumpt�on �n neoclass�cal econom�cs for analys�ng 
phenomena �n �ndustr�al�sed countr�es.

As argued by l�n (2003), however, many firms �n trans�t�onal econom�es and 
develop�ng countr�es are not v�able—that �s, they cannot earn acceptable profits 
�n an open, compet�t�ve market even though the�r management �s normally 
effic�ent. The non-v�ab�l�ty of these firms ar�ses from the fact that the sector 
�n wh�ch they operate, the products they produce and the technology they use 
�n product�on are �ncons�stent w�th the economy’s comparat�ve advantage as 
determ�ned by the factor endowment structure—namely, the relat�ve abundance 
of labour, cap�tal and natural resources.
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F�gure 20.1 �llustrates the �dea of v�ab�l�ty �n an open, compet�t�ve market 
that produces only one product w�th two factors: cap�tal and labour. curve ‘i’ 
�s an �soquant. each po�nt on the �soquant represents a spec�fic technology 
or comb�nat�on of cap�tal and labour requ�red to produce a g�ven amount of 
product.5 The technology represented by ‘A’ �s more labour �ntens�ve than that 
represented by ‘B’. in an open, compet�t�ve economy, the least-cost technology 
�s the best. if ‘c’ �s the �socost l�ne �n the economy, the adopt�on of technology 
‘A’ costs the least, wh�le the adopt�on of any other technology w�ll make the 
firm �ncur losses �n an open, compet�t�ve market. For example, �f a firm adopts 
the technology represented by ‘B’, �t �s expected to �ncur a loss equ�valent to 
the d�stance from ‘c’ to c1. market compet�t�on w�ll make firms that adopt 
technolog�es other than ‘A’ non-v�able. Therefore, �n an open, compet�t�ve 
market w�th g�ven relat�ve pr�ces of labour and cap�tal, the v�ab�l�ty of a firm 
depends on �ts cho�ce of technology. only the firm that chooses the least-cost 
technology �s v�able.

Whether the economy’s �socost l�ne corresponds w�th ‘c’ or ‘d’ depends 
on the economy’s endowment structure. When labour �s relat�vely abundant 
and cap�tal �s relat�vely scarce, the �socost l�ne w�ll have the flatter slope of ‘c’ 
rather than ‘d’. When cap�tal becomes relat�vely abundant and labour relat�vely 
scarce, the �socost l�ne w�ll change to someth�ng l�ke l�ne d �n F�gure 20.1. 
Therefore, the v�ab�l�ty of a firm �n an open, compet�t�ve market depends on 
whether �ts cho�ce of technology �s cons�stent w�th the comparat�ve advantage 
of the economy’s endowment structure.

Th�s conclus�on can be extended to mult�-product and mult�-�ndustry cases. 
That �s, �n an open, compet�t�ve market, whether a firm �s v�able depends on 
whether or not �ts �ndustry, product and technology cho�ces are cons�stent w�th 
the comparat�ve advantages determ�ned by the economy’s endowment structure.6 
if a firm’s cho�ces are not cons�stent w�th th�s cond�t�on, �t cannot earn acceptable 
profit �n an open, compet�t�ve market even under normal management and �ts 
surv�val requ�res government subs�d�es and/or protect�on. 

A good example that �llustrates the v�ab�l�ty concept �s the agr�cultural sector 
�n Japan. The major�ty of farms �n the Japanese agr�cultural sector are small and 
owned by �nd�v�dual owners/operators. There are, consequently, no problems 
of property r�ghts and corporate governance.7 Japan �s, however, a country 
endowed w�th only l�m�ted arable land and �t has no comparat�ve advantages �n 
land-�ntens�ve agr�cultural products such as gra�n. it �s also a h�gh-wage country 
w�th no comparat�ve advantages �n labour-�ntens�ve agr�cultural products such 
as vegetables and fru�t. Although Japan’s agr�cultural sector �s famous for �ts 
del�cate, �ntens�ve cult�vat�on, the surv�val of Japanese farms rel�es on h�gh 
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levels of government fiscal subs�d�es and tar�ff protect�ons, w�thout wh�ch most 
Japanese farms could not surv�ve.8

many state-owned enterpr�ses �n trans�t�onal econom�es face the same 
v�ab�l�ty problems as Japanese farms, due to the fact that these enterpr�ses—
espec�ally large state-owned enterpr�ses—are establ�shed by governments w�th 
the a�m of compet�ng w�th �ndustr�al�sed countr�es �n cap�tal and technology-
�ntens�ve sectors, even though the�r econom�es are st�ll low �ncome and cap�tal 
scarce. These strateg�es clash w�th the comparat�ve advantages of the countr�es’ 
part�cular econom�es.

in fact, the trad�t�onal centrally planned systems �n soc�al�st econom�es 
were formed endogenously to support and protect these non-v�able heavy 
�ndustr�al firms that were not cons�stent w�th the economy’s comparat�ve 
advantages.9 soc�al�st countr�es—�nclud�ng russ�a and ch�na—were cap�tal 
scarce, backward, agrar�an econom�es before they adopted a centrally planned 
system. in a cap�tal-scarce, agrar�an, low-�ncome country, the establ�shment of a 
firm �n a cap�tal-�ntens�ve heavy �ndustry must overcome numerous d�fficult�es. 
F�rst, construct�on of the firm takes a long t�me. second, the key equ�pment 
and technolog�es necessary for the firm must be �mported. Th�rd, the �n�t�al 
�nvestment �s daunt�ngly large. At the same t�me, �n a low-�ncome agrar�an 
country, the econom�c surplus from each per�od of agr�cultural product�on �s 
very small and scattered w�dely and th�nly across numerous small rural farms. 
As a result, such an economy has three d�st�nct character�st�cs. 

F�gure 20.1  Relative price of production factors and technique choice
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F�rst, cap�tal �s relat�vely scarce due to the lack of econom�c surplus, mak�ng 
market-determ�ned �nterest rates extremely h�gh. second, exportable goods are 
l�m�ted �n var�ety and quant�ty. consequently, fore�gn exchange �s scarce and 
market-determ�ned exchange rates are h�gh. Th�rd, the mob�l�sat�on of resources 
for a project that requ�res large, lump-sum �nvestment �s d�fficult due to the fact 
that the econom�c surplus �s l�m�ted and scattered w�dely across the economy. 
The confl�cts between the three character�st�cs of a low-�ncome, agrar�an 
country and the three character�st�cs of �nvest�ng �n cap�tal-�ntens�ve heavy 
�ndustr�es �n the country requ�re the government to adopt spec�al �nst�tut�onal 
arrangements to make such �nvestment feas�ble. 

spec�fically, to make long-gestat�on �nvestment projects feas�ble �n ch�na, 
russ�a and other soc�al�st countr�es, governments art�f�c�ally depressed 
�nterest rates; to lower the costs of �mported equ�pment and technolog�es, 
governments d�storted exchange rates by art�fic�ally overvalu�ng the domest�c 
currency; and to mob�l�se enough surplus for the large, lump-sum �nvestment 
projects, governments gave the firms monopol�es �n the�r output markets and 
art�fic�ally depressed pr�ces of all k�nds of �nputs—�nclud�ng wages—so that 
the firm could accumulate enough surplus for �ts own �nvestment. As wage 
rates were suppressed, governments were requ�red to prov�de workers w�th 
low-pr�ce l�v�ng necess�t�es. The d�stort�ons �n �nterest rates, fore�gn exchange 
rates, wage rates, �nputs and the pr�ce of necess�t�es resulted �n shortages of 
cap�tal, fore�gn exchange, raw mater�als and necess�t�es. To ensure that these 
scarce resources would be allocated to firms �n the pr�or�ty sectors, plann�ng 
and adm�n�strat�ve allocat�on of resources accord�ng to the state plans were 
requ�red. Th�s was the log�c for the emergence of a trad�t�onal, centrally planned 
system �n soc�al�st econom�es.

Furthermore, �f the firms were �n pr�vate hands, the state could not ensure 
that the surpluses mob�l�sed through these d�stort�ons would be �nvested 
�n heavy �ndustr�es accord�ng to the state’s plans. Therefore, the firms were 
nat�onal�sed so that the state could d�rectly control the r�ghts to �nvest the 
surplus. in add�t�on, even though the firms were owned by the state, the state 
could not overcome the problems of �nformat�on asymmetry and �ncent�ve 
�ncompat�b�l�ty. if company managers had d�scret�onary powers, moral hazards 
would ensue, result�ng �n a reduct�on of the surplus ava�lable for �nvestment. To 
prevent the eros�on of the surplus, the government depr�ved managers of any 
autonomy �n �nput, output and market dec�s�ons and �n personnel appo�ntments, 
wage sett�ngs and other manager�al d�scret�ons (l�n and Tan 1999).

in fact, the var�ous �nst�tut�onal arrangements—such as d�stort�ons �n �nterest 
rates, fore�gn exchange rates, pr�ces of raw mater�als, wage rates and commod�ty 
pr�ces, the replacement of the market mechan�sm w�th plan allocat�on, and the 
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depr�vat�on of manager�al autonomy—are all endogenous to the fact that the firms 
�n the government’s pr�or�ty sectors are not v�able �n an open, compet�t�ve market 
(l�n et al. 2003). in the jargon of neoclass�cal econom�cs, these arrangements are 
‘second best’. They are requ�red for the max�mum mob�l�sat�on of surpluses �n 
d�fferent sectors for �nvestment �n the pr�or�ty sectors. W�th such arrangements, 
a backward agrar�an country such as ch�na could develop nuclear bombs and 
launch satell�tes w�th�n a short t�me. The resource allocat�on, however, was 
poor, due to �nvestments be�ng made �n non-v�able firms. The �ncent�ves for 
workers and managers were low due to the manager’s lack of autonomy and 
the d�sconnect�on between performance and reward. As a result, the whole 
economy was �neffic�ent.10 moreover, w�thout the government’s �ntervent�on, an 
economy w�ll �mport the goods produced �n �ndustr�es �n wh�ch the economy 
does not have comparat�ve advantages and export goods �n �ndustr�es �n wh�ch 
the economy has comparat�ve advantages. 

Under the comparat�ve advantage-defy�ng (cAd) strategy, however, 
�mports w�ll become smaller due to efforts to produce goods that �ndustr�es 
are supposed to �mport, and exports w�ll become smaller due to the fact that 
resources are d�verted from �ndustr�es �n wh�ch the economy has comparat�ve 
advantages to �ndustr�es �n wh�ch �t does not have comparat�ve advantages. 
Therefore, the trade-dependent rat�o—measured by the total value of exports 
and �mports as a share of GdP—under the cAd strategy w�ll be much smaller 
than �n a country that follows the comparat�ve advantage-follow�ng (cAF) 
strategy. The case of ch�na �s a good example. The trade-dependent rat�o �n 
1978 was 9.75 per cent. After ch�na made the trans�t�on from the old strategy, 
the rat�o �ncreased to 64.1 per cent �n 2005.

most d�stort�ons �n the soc�al�st planned econom�es were formed 
endogenously by the government for the purpose of fac�l�tat�ng the development 
of non-v�able firms �n sectors that were not cons�stent w�th the economy’s 
comparat�ve advantages. s�nce many ex�st�ng firms were not v�able, �t �s not 
surpr�s�ng that ex�st�ng neoclass�cal econom�c theor�es—w�th the�r �mpl�c�t 
v�ab�l�ty assumpt�on—cannot prov�de adequate solut�ons for problems �n 
soc�al�st and trans�t�onal econom�es. if the problem of non-v�ab�l�ty �s not 
el�m�nated, and �f the government �s unw�ll�ng or unable to let the non-
v�able firms go bankrupt, el�m�nat�ng d�stort�ons and reform�ng �nst�tut�onal 
arrangements accord�ng to the ex�st�ng neoclass�cal econom�c theor�es are 
l�kely to turn the arrangements from second best to th�rd best. Therefore, 
the reforms, at best, w�ll not ach�eve the �ntended effects and, at worst, w�ll 
exacerbate the s�tuat�on.
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Neoclassical economics and policies of economic transition

The model of the world we have �n our m�nds w�ll shape our understand�ng of the 
real world (North 2002). ex�st�ng neoclass�cal econom�c theor�es—formulated 
�n �ndustr�al�sed market econom�es—have proved that �neffect�ve corporate 
governance, defic�ent property r�ghts arrangements and government �ntervent�on 
�n resource allocat�on are harmful to econom�c effic�ency. econom�sts tra�ned 
�n neoclass�cal econom�cs tend to th�nk that ex�st�ng neoclass�cal econom�c 
theor�es are appropr�ate models for the analys�s of problems �n trans�t�onal 
econom�es when they observe fam�l�ar problems �n corporate governance, 
property r�ghts and government �ntervent�on. They fa�l to see the endogene�ty 
of these problems to the non-v�ab�l�ty of firms �n the government’s development 
strategy. inv�ted by governments �n the former sov�et Un�on and eastern 
europe to des�gn the�r trans�t�on pol�c�es, neoclass�cal econom�sts reached 
a remarkable consensus about the need to el�m�nate the d�stort�ons and 
government �ntervent�on �mmed�ately (summers 1994:252–3).11

The most prevalent reform pol�cy adv�ce accord�ng to neoclass�cal 
econom�c theor�es �s the ‘Wash�ngton consensus’, wh�ch calls for strengthen�ng 
fiscal d�sc�pl�ne, �ncreas�ng publ�c �nvestment �n areas w�th ‘publ�c goods’ 
character�st�cs to �mprove �ncome d�str�but�on, enlarg�ng the tax base, un�fy�ng 
exchange rates, l�beral�s�ng trade, remov�ng fore�gn d�rect �nvestment (Fdi) 
barr�ers, pr�vat�s�ng state-owned enterpr�ses, l�ft�ng regulat�ons on market entry 
and protect�ng pr�vate property r�ghts (W�ll�amson 1997). The shock therapy 
proposed by econom�sts for the trans�t�onal econom�es �n the former sov�et 
Un�on and eastern europe was based on th�s Wash�ngton consensus (kolodko 
2001). Therefore, we can understand why, �n the 1990s, econom�sts w�th 
neoclass�cal tra�n�ng were more opt�m�st�c about reforms �n the former sov�et 
Un�on and eastern europe, wh�ch �mplemented shock therap�es, than about 
the p�ecemeal, gradual, dual-track reform approach be�ng taken �n ch�na.

Neoclass�cal econom�c theor�es not only have an �mpact on econom�sts 
work�ng on �ssues related to �ndustr�al�sed market econom�es, they �nfluence 
econom�sts work�ng on �ssues related to other econom�es. For example, �n the 
famous debate on soc�al�sm �n the 1930s, econom�sts such as oscar lange, 
who bel�eved that the soc�al�st planned economy could ach�eve the same 
allocat�on effic�ency by s�mulat�ng markets, and Fr�edr�ch hayek, who bel�eved 
that the soc�al�st economy was doomed to fa�l due to �nformat�onal problems, 
took the v�ab�l�ty of firms �n a soc�al�st economy as an �mpl�c�t assumpt�on �n 
the�r analyses.

Neoclass�cal econom�c theor�es also �nfluence econom�sts l�v�ng �n soc�al�st 
countr�es when they analyse the problems of the�r own econom�es. Janos korna� 
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of hungary �s one of the most em�nent econom�sts spec�al�s�ng �n soc�al�st 
econom�es. one of h�s most �mportant contr�but�ons �s the concept of the 
‘soft-budget constra�nt’ (korna� 1986). in many soc�al�st countr�es, state-owned 
enterpr�ses suffer�ng from poor performance can ask for preferent�al treatment 
and subs�d�es, wh�le pr�vate firms �n market econom�es have no cho�ce but to 
go bankrupt. korna� proposed that the soft-budget constra�nt was the ma�n 
reason for a lack of �ncent�ves to �mprove effic�ency and for the prevalence of 
moral hazards �n state-owned enterpr�ses. he attr�butes the ex�stence of the 
soft-budget constra�nt to the paternal�sm of soc�al�st governments towards 
state-owned enterpr�ses. Therefore, he argued that reform �n property r�ghts 
and the severance of firm–state connect�ons must be carr�ed out �n order to 
el�m�nate the soft-budget constra�nt and to promote company effic�ency. 

in korna�’s theoret�cal framework, state-owned enterpr�ses are �mpl�c�tly 
assumed to be v�able. however, the soft-budget constra�nt �n soc�al�st econom�es 
emerges essent�ally from the v�ab�l�ty problem of state-owned enterpr�ses. 
in an open, compet�t�ve market, these firms would not be able to attract 
�nvestment �n the first place and, �f they had �nvestment due to m�sjudgment 
or other reasons, �nvestors would not cont�nue to support the�r operat�ons 
once the m�sjudgments were clar�fied. To establ�sh these non-v�able firms, 
soc�al�st governments must protect and subs�d�se them. Because of �ncent�ve 
�ncompat�b�l�ty, the managers of state-owned enterpr�ses have �ncent�ves to 
attr�bute the�r losses to �nsuffic�ent government support or protect�on, even 
though the losses ar�se from �ncompetent operat�ons and poor manager�al 
d�scret�on. Because of �nformat�on asymmetry, governments cannot know 
what levels of protect�on and subs�dy are adequate. Therefore, governments 
cannot res�st the compan�es’ requests for more support and the compan�es’ 
budget constra�nts become soft (l�n and Tan 1999). Therefore, the soft-budget 
constra�nt of state-owned enterpr�ses results essent�ally from the problem 
of non-v�ab�l�ty rather than from the paternal�sm of soc�al�st governments. 
s�m�larly, even �n non-soc�al�st countr�es, the soft-budget constra�nt w�ll ex�st 
�n non-v�able firms �f the government �s respons�ble for the establ�shment of 
those firms. The large chaebols �n korea are �llustrat�ve of th�s fact. 

if the v�ab�l�ty problem �s the root of the soft-budget constra�nt, we can 
pred�ct that �f the v�ab�l�ty problem �s not solved, the soft-budget constra�nt w�ll 
not be el�m�nated, even though the soc�al�st government �s overthrown and all 
firms are pr�vat�sed. in fact, that �s what happened �n the former sov�et Un�on 
and eastern europe. in these countr�es, democrat�cally elected governments 
replaced soc�al�st governments and shock therapy and pr�vat�sat�on were 
�mplemented, but the soft-budget constra�nt st�ll ex�sted and �n many cases 
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�ncent�ves for pr�vat�sed company managers to barga�n for more support and 
protect�on became s�gn�ficantly h�gher than the �ncent�ves for state-owned 
enterpr�se managers.12 Accord�ng to the World Bank’s stud�es, after full-scale 
pr�vat�sat�on �n the former sov�et Un�on and eastern europe, the subs�d�es that 
firms rece�ved from governments d�d not decrease—�n some cases, they even 
�ncreased (World Bank 1996, 2002).13 At the same t�me, taxat�on capac�t�es were 
weakened s�gn�ficantly after shock therapy. Th�s, comb�ned w�th h�gh subs�d�es 
to compan�es, led to extremely h�gh �nflat�on �n these countr�es.

it �s not only that the shock therapy formulated accord�ng to neoclass�cal 
econom�c theor�es d�d not work �n the former sov�et Un�on and eastern 
europe, many reform measures based on such theor�es or on the exper�ences 
of �ndustr�al�sed econom�es created problems �n ch�na.14 The reform of state-
owned enterpr�ses �s an example.15 At the beg�nn�ng of the reforms �n the 
early 1980s, �t was bel�eved that the root of the problems w�th state-owned 
enterpr�ses was the lack of autonomy of managers, w�th d�sconnect�on between 
performance and rewards. Therefore, decentral�sat�on reforms were �n�t�ated 
to �ncrease manager�al autonomy and to allow state-owned enterpr�ses to 
reta�n a certa�n share of the�r profits to be used at the�r own d�scret�on. These 
measures were effect�ve �n p�lot exper�ments, but were �neffect�ve when 
they were �mplemented nat�on-w�de. emp�r�cal stud�es found that the reform 
�ncreased state-owned enterpr�ses’ product�v�ty but the�r profitab�l�ty decl�ned 
(l�n et al. 2001). 

many scholars thought the d�screpancy arose from the arrangement of 
property r�ghts because the firms were owned by the state but were operated 
by managers, who were not the owners and d�d not have �ncent�ves to �ncrease 
returns to the equ�ty owner—the state. Based on th�s d�agnos�s, the reform 
measures, start�ng �n the late 1980s, promoted modern corporate governance 
�n state-owned enterpr�ses w�th the establ�shment of boards of d�rectors and 
superv�s�on boards to del�neate clearly the owners’ r�ghts. A publ�cly l�sted 
company was cons�dered to have the best corporate governance and property 
r�ghts arrangements, s�nce the value of the firm would be evaluated before �t 
went publ�c and, after be�ng l�sted, equ�ty would be held by the state and non-
state �nvestors. in add�t�on to mon�tor�ng by the board of d�rectors, non-state 
shareholders would have �ncent�ves to mon�tor the company’s management 
and operat�ons s�nce they would care about the returns on the�r �nvestment. 

Nevertheless, �n real�ty, after a few years, the financ�al performance of the 
major�ty of l�sted compan�es d�d not d�ffer from those of non-l�sted compan�es 
(l�n 1999). in the beg�nn�ng, the poor performance of l�sted compan�es was 
attr�buted to the fact that only small, �nd�v�dual �nvestors owned the non-state 
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stocks and these �nvestors had l�ttle �ncent�ve to mon�tor the managers because 
the returns for the�r efforts would be negl�g�ble. These small shareholders were 
thought to be �nterested �n the short-term pr�ce changes �n stocks, wh�ch made 
stock-markets h�ghly speculat�ve, w�th h�gh turnover rates and short hold�ng 
per�ods. 

in �ndustr�al�sed countr�es, �nst�tut�onal �nvestors play an �mportant role �n 
equ�ty markets. An �nst�tut�onal �nvestor has the capac�ty to hold a substant�al 
port�on of a l�sted company’s shares and thus has greater �ncent�ve to mon�tor the 
�nvested company’s management than does an �nd�v�dual �nvestor. in add�t�on, 
an �nst�tut�onal �nvestor can h�re profess�onals to analyse the l�sted compan�es’ 
reports and operat�ons. if an �nst�tut�onal �nvestor dec�des to hold the shares of 
a company, that �nvestor �s l�kely to hold the shares for a long t�me. 

ch�nese researchers thought that the �ntroduct�on of �nst�tut�onal �nvestors 
would stab�l�se ch�na’s stock-markets, so �nvestment funds were �ntroduced 
�n 1998; however, speculat�on �n the stock-markets d�d not stop. mak�ng th�ngs 
worse, many �nvestment funds not only speculated �n the stock-market, they 
man�pulated stock pr�ces. how could th�s happen? The reason l�es �n the 
problem of the non-v�ab�l�ty of these l�sted compan�es. W�thout the ab�l�ty to 
earn acceptable profits �n an open, compet�t�ve market, these compan�es cannot 
afford to d�str�bute d�v�dends to shareholders, wh�ch means that small �nd�v�dual 
shareholders as well as �nst�tut�onal �nvestors can profit only through speculat�on 
on stock pr�ces. W�th large amounts of money at the�r command and a small 
port�on of stocks �n c�rculat�on for each l�sted company,16 �nst�tut�onal �nvestors 
resorted to man�pulat�on of stock pr�ces to make profits (l�n 2001, 2004). 

in conclus�on, for firms to surv�ve �n the markets of �ndustr�al�sed countr�es, 
they must be v�able. Therefore, v�ab�l�ty �s an acceptable �mpl�c�t assumpt�on 
�n neoclass�cal econom�c theor�es for expla�n�ng phenomena �n �ndustr�al�sed 
countr�es. Pol�cy reforms based on neoclass�cal econom�c theor�es or the 
exper�ences of �ndustr�al�sed countr�es have fa�led to ach�eve the�r �ntended 
goals �n trans�t�onal econom�es because most firms �n trans�t�onal econom�es 
are not v�able. 

The prevalence of the viability problem and the expansion of the 
neoclassical framework

compan�es’ v�ab�l�ty problems and the result�ng �nst�tut�onal arrangements 
not only appear �n trans�t�onal econom�es, they are w�despread �n develop�ng 
countr�es. on see�ng the dec�s�ve role of �ndustr�al�sat�on �n promot�ng the 
econom�c and pol�t�cal powers of �ndustr�al�sed countr�es, many leaders of 
develop�ng countr�es that ach�eved �ndependence after World War ii attempted 
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to develop advanced �ndustr�al sectors comparable w�th those �n �ndustr�al�sed 
countr�es aga�nst the�r own comparat�ve advantages (chenery 1961; krueger 
1992).17 They d�d so by �nterven�ng �n factor pr�ces, the financ�al system, 
�nternat�onal trade and �nvestment—w�thout real�s�ng that the �ndustr�al 
structures of �ndustr�al�sed countr�es were determ�ned endogenously by the�r 
own part�cular factor-endowment structures. Through such efforts, develop�ng 
countr�es were able to establ�sh compan�es �n advanced sectors. Those 
compan�es were not, however, v�able �n an open, compet�t�ve market, and 
government �ntervent�on on pr�ces, resource allocat�on and market compet�t�on 
were requ�red to ensure the�r surv�val. such �ntervent�on led �nev�tably to the 
prevalence of rent seek�ng and crony cap�tal�sm, wh�ch resulted �n unequal 
d�str�but�on of �ncome, low effic�ency and soc�al and econom�c �nstab�l�ty 
(krueger 1974; l�n 2003).18

Th�s phenomenon also ex�sted �n some newly �ndustr�al�sed econom�es. 
korea’s s�tuat�on serves as a good �llustrat�on. Ta�wan has h�gher per cap�ta 
�ncome than korea, but the chaebols �n korea are more technolog�cally advanced 
and cap�tal �ntens�ve than comparable firms �n Ta�wan.19 dur�ng the east As�an 
financ�al cr�s�s �n 1998, Ta�wan’s fore�gn exchange rate devalued by only 15 per 
cent and �t was the only economy that ach�eved pos�t�ve growth �n east As�a—
except for ma�nland ch�na, wh�ch was �nsulated from the cr�s�s by �ts currency 
�nconvert�b�l�ty and control of cap�tal accounts. Ta�wan grew by 4.5 per cent �n 
1997 and 5.7 per cent �n 1998, wh�ch was remarkable cons�der�ng the terr�ble 
external env�ronment at that t�me. Ta�wanese firms man�fested themselves as 
be�ng compet�t�ve and v�able. The korean economy collapsed dur�ng the east 
As�an financ�al cr�s�s and korea had to borrow heav�ly from the internat�onal 
monetary Fund (imF). After the el�m�nat�on of state protect�on and subs�d�es to 
large firms—�n accordance w�th the cond�t�ons of the imF’s rescue package—20 
out of 30 korean chaebols went bankrupt, wh�ch showed that these firms were 
not v�able and could not surv�ve w�thout government protect�on.

in market econom�es, the protect�ve measures prov�ded to non-v�able 
firms are s�m�lar to those �n soc�al�st econom�es: depress�on of �nterest rates, 
adm�n�strat�ve allocat�on of bank loans to prov�de cheap funds to non-v�able 
firms and establ�shment of var�ous �mport barr�ers to prevent compet�t�on 
from �ndustr�al�sed countr�es. The protected firms are �n sectors that clash 
w�th the economy’s comparat�ve advantages and produce l�ttle econom�c 
surplus. The firms, cons�stent w�th the economy’s comparat�ve advantages, 
face d�scr�m�nat�on and eventually exper�ence d�fficult�es. As a result, the 
funds that could be mob�l�sed for development purposes dry up. if external 
borrow�ng �s not allowed—as was the case �n ind�a, Pak�stan and most soc�al�st 
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countr�es—econom�es stagnate. if external borrow�ng by firms or governments 
�s perm�tted—as �n lat�n Amer�ca, korea, Tha�land and indones�a before the 
east As�an financ�al cr�s�s—debt cr�ses ensue (krueger 1992).

When debt cr�ses occur, countr�es have to seek rescue packages from the 
imF under ex�st�ng �nternat�onal financ�al arrangements. such packages usually 
come w�th cond�t�ons, requ�r�ng a ser�es of reforms and structural adjustments 
�n the rec�p�ent countr�es. The concept of such cond�t�ons �s �tself based on 
the Wash�ngton consensus, wh�ch requ�res that macro-pol�cy d�stort�ons be 
corrected, that governments cease �ntervent�on �n banks and compan�es and that 
corporate governance be �mproved. The Wash�ngton consensus—reflect�ng the 
bas�c pr�nc�ples of neoclass�cal econom�c theor�es—�mpl�c�tly assumes that firms 
are v�able. Therefore, the cond�t�ons a�m to el�m�nate protect�on and subs�d�es 
w�thout any attempt to solve the compan�es’ v�ab�l�ty problems. if non-v�able firms 
const�tute only a small share of the economy—as �s the case �n Bol�v�a—shock 
therapy �s poss�ble and growth can resume qu�ckly when �ncreases �n effic�ency 
offset the shock of bankruptcy suffered by non-v�able compan�es �n the wake 
of Wash�ngton consensus measures. if, however, non-v�able firms const�tute a 
large share of the economy—as �s the case �n trans�t�onal econom�es—shock 
therapy would lead to an ‘l’ curve rather than a ‘J’ curve �n the pattern of GdP 
growth after �mplement�ng the therapy (l�n 1998).20

s�nce the ex�stence of non-v�able firms �s a common real�ty �n soc�al�st, 
trans�t�onal and develop�ng econom�es, �t �s �nappropr�ate to assume �mpl�c�tly 
that compan�es are v�able �n the analys�s of the econom�c problems �n these 
econom�es and to formulate reform pol�c�es based on such assumpt�ons and 
analyses. Problems of v�ab�l�ty should be taken �nto cons�derat�on �n analys�ng 
econom�c development and trans�t�on.

on reflect�on, neoclass�cal econom�cs has been enr�ched through a process 
of abandon�ng unreal�st�c and �mpl�c�t assumpt�ons. The bas�c framework 
of neoclass�cal econom�cs was la�d down �n Alfred marshall’s Principles of 
Economics �n 1890. Among others, marshall’s framework had several �mpl�c�t 
assumpt�ons, �nclud�ng perfect �nformat�on, zero transact�on costs and the 
v�ab�l�ty of firms �n an open, compet�t�ve market. 

econom�c theor�es are �nstruments to help people expla�n what has been 
observed and to pred�ct what w�ll happen. Accord�ng to Fr�edman (1953), the 
acceptab�l�ty of a theory depends not on whether the assumpt�ons of the 
theory are real�st�c, but on whether the �mpl�cat�ons drawn from the theory 
are cons�stent w�th emp�r�cal observat�ons. marshall’s framework �s very 
powerful �n expla�n�ng and pred�ct�ng a number of econom�c phenomena �n 
market econom�es. For example, when the pr�ces of certa�n products �ncrease, 
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purchases of those products w�ll generally decl�ne. The assumpt�ons �n 
marshall’s framework, however, also l�m�t �ts explanatory power on certa�n 
�ssues. For example, under the assumpt�on of perfect �nformat�on and zero 
transact�on costs, there w�ll be only one pr�ce for a product �n a compet�t�ve 
market, allow�ng l�ttle room for pr�ce d�fferent�at�on. 

one of the ma�n contr�but�ons by George st�gler at the Un�vers�ty of 
ch�cago was to abandon the �mpl�c�t assumpt�on of perfect �nformat�on and to 
�ntroduce the concept of �ncomplete �nformat�on �nto econom�cs, w�th the added 
cons�derat�ons of the value of �nformat�on and the cost of �nformat�on collect�on 
and process�ng. h�s contr�but�on makes �nformat�on an �mportant var�able �n 
modern econom�c analys�s. other econom�sts—such as Joseph st�gl�tz, George 
Akerlof and m�chael spence—further emphas�sed that not only �s �nformat�on 
�ncomplete, �t �s often d�str�buted asymmetr�cally among producers, consumers, 
pr�nc�ples and agents. Furthermore, accord�ng to marshall’s framework, 
resource allocat�on by markets �s the most effic�ent opt�on. know�ng th�s, �t �s 
d�fficult to expla�n why there are firms operat�ng �n accordance w�th non-market 
allocat�on mechan�sms. ronald coarse contr�buted to neoclass�cal econom�cs 
by abandon�ng the zero transact�on cost assumpt�on and �n�t�at�ng research 
on contracts, property r�ghts and non-market �nst�tut�ons.

econom�c theor�es are l�ke maps. A map �s not the real world; �t �s a 
conven�ent tool to help us understand the surround�ng env�ronment and what 
w�ll be seen �n d�fferent d�rect�ons. maps, by nature, must be s�mpl�fied, but �f 
some �mportant landmarks are �gnored or �ncorrect, the maps w�ll m�slead us. 
When we d�scover m�stakes �n a map, and s�m�larly �n a theory, correct�ons must 
be made. due to the prevalence of v�ab�l�ty problems �n soc�al�st econom�es, 
trans�t�onal econom�es and develop�ng countr�es, the �mpl�c�t assumpt�on of 
v�ab�l�ty should be relaxed �n analys�ng the econom�c problems and des�gn�ng 
pol�c�es to solve problems �n these econom�es. Trans�t�on and reform pol�c�es 
should be des�gned accord�ng to the understand�ng that many firms are 
not v�able. The success of trans�t�on and reform depends on the creat�on of 
cond�t�ons that make non-v�able firms v�able, �n l�eu of follow�ng shock therapy 
and Wash�ngton consensus reforms uncond�t�onally.

in add�t�on, the object�ve pursued �n nat�onal development must be 
reformulated. Trad�t�onally, pol�t�cal leaders, econom�sts and the soc�al él�te �n 
develop�ng countr�es a�med to develop advanced technolog�es and �ndustr�es 
s�m�lar to those of the most �ndustr�al�sed countr�es w�th�n the shortest 
t�me. The structures of �ndustry and technology that are cons�stent w�th an 
economy’s comparat�ve advantages are, however, determ�ned endogenously 
by the economy’s ex�st�ng factor endowment structure. ignor�ng the ex�st�ng 
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d�fferences between �ts own endowment structure and that of �ndustr�al�sed 
countr�es, the government �n a develop�ng country often tr�es hard w�th 
good �ntent�ons to develop the same �ndustr�es and technolog�es as those �n 
�ndustr�al�sed countr�es. in effect, the government’s efforts make compan�es �n 
the pr�or�ty sectors non-v�able because they lack the ab�l�ty to surv�ve �n open, 
compet�t�ve markets. Therefore, the government has to subs�d�se and protect 
these compan�es through pr�ce d�stort�ons, �ntervent�on �n resource allocat�on, 
and so on. rent seek�ng, the soft budget constra�nt, macroeconom�c �nstab�l�ty, 
�ncome d�spar�t�es, stagnat�on and cr�ses are the consequences of the 
government’s development attempts �n sp�te of the �n�t�al good �ntent�ons. 

Based on the concept of v�ab�l�ty, the object�ve of nat�onal econom�c 
development should be to upgrade the economy’s endowment structure. W�th 
such upgrad�ng, compan�es �n open, compet�t�ve markets w�ll upgrade the�r 
�ndustr�al, product and technolog�cal levels accord�ngly �n order to ensure 
the�r compet�t�veness �n the market (l�n 2003). s�nce the endowment of land 
(and natural resources) �n a country can be treated as g�ven, the upgrad�ng of 
the endowment structure means an �ncrease �n the amount of cap�tal to each 
worker. cap�tal comes from the accumulat�on of econom�c surplus. To upgrade 
the endowment structure rap�dly, a max�mum econom�c surplus should be 
produced �n each per�od, and a large proport�on of th�s surplus should be saved 
for cap�tal accumulat�on. if a country develops �ts �ndustr�es, technolog�es and 
products along the l�nes of �ts ex�st�ng comparat�ve advantages, �ts economy 
w�ll be most product�ve, produce the max�mum poss�ble surpluses, create 
the h�ghest poss�ble returns to cap�tal and have the h�ghest �ncent�ve to save. 
consequently, the upgrad�ng of the factor endowment structure �n the economy 
w�ll proceed at �ts max�mum speed. compan�es’ dec�s�ons w�ll be based on 
product pr�ces and product�on costs, but not on the factor endowment structure 
�n the economy. Therefore, the government should ma�nta�n openness and 
suffic�ent compet�t�on �n the market so that the pr�ce structure w�ll reflect the 
relat�ve abundance of the factor endowment structure.21

Viability and economic transition

compan�es �n heavy �ndustr�es pr�or�t�sed by the government �n trad�t�onal 
centrally planned econom�es are not v�able �n open, compet�t�ve markets. The 
object�ve of the trans�t�on from a trad�t�onal centrally planned economy �s to 
establ�sh an open, compet�t�ve market economy. in the process of trans�t�on, 
however, the v�ab�l�ty problem of those firms �n the sectors �ncons�stent w�th 
the economy’s comparat�ve advantages turns from �mpl�c�t to expl�c�t. Whether 
the trans�t�on w�ll be stable and successful depends very much on how the 
v�ab�l�ty problem �s solved.
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Non-v�able firms cannot surv�ve �n open, compet�t�ve markets w�thout 
government subs�d�es or protect�on. The shock therapy adopted �n the former 
sov�et Un�on and eastern europe attempted to el�m�nate all d�stort�ons and 
government �ntervent�on s�multaneously, or �n a short per�od. if �mplemented 
forcefully, shock therapy �nev�tably led to large-scale bankruptcy and 
unemployment, thus prompt�ng econom�c collapse and soc�al �nstab�l�ty. 
such results are, understandably, not acceptable to a funct�on�ng government. 
consequently, many governments �n the former sov�et Un�on and eastern 
europe had to find ways to prov�de protect�on or subs�d�es cont�nuously to a 
large number of non-v�able firms, result�ng �n the embarrass�ng s�tuat�on of 
shock w�thout therapy (Galbra�th 2002).

ch�na has adopted a gradual, p�ecemeal, dual-track approach s�nce �ts 
trans�t�on started �n 1979: on one hand, the ch�nese government has relaxed 
�ts str�ct control of resource allocat�on and has allowed new entr�es to sectors 
�n wh�ch the economy has comparat�ve advantages; on the other hand, the 
government has cont�nued to prov�de protect�on and support to firms �n 
trad�t�onal sectors to buffer them aga�nst the threat of bankruptcy, wh�le tak�ng 
measures to reform them. The first track enhanced the effic�ency of resource 
allocat�on, created a new stream of resources and resulted �n rap�d econom�c 
growth and trade expans�on. The second track prevented the collapse of the 
economy dur�ng the trans�t�on process. Th�s dual-track approach has ma�nta�ned 
soc�al and econom�c stab�l�ty, ach�eved dynam�c growth and ensured the 
trans�t�on has been a Pareto or kaldor �mprovement (l�n et al. 1996).

ch�na’s trans�t�on towards a market economy depends, however, on a 
final solut�on to the v�ab�l�ty problem of firms �n trad�t�onal sectors. s�nce the 
v�ab�l�ty problem �s not yet solved, the ch�nese government has been requ�red 
to cont�nue �ts �ntervent�on �n markets �n order to protect or subs�d�se non-
v�able firms—and such �ntervent�on comes w�th consequences. For example, 
along w�th ch�na’s rap�d econom�c growth �n the trans�t�on process, the share 
of non-perform�ng loans �n the four b�g state-owned commerc�al banks has 
�ncreased sharply, corrupt�on �s w�despread and reg�onal �ncome d�spar�t�es are 
w�den�ng. To a large extent, these problems ar�se from the fact that state-owned 
enterpr�ses st�ll depend on government subs�d�es and protect�on to surv�ve. 
After 1983, the form of ch�nese government support to state-owned enterpr�ses 
changed from d�rect fiscal appropr�at�on to offer�ng low-�nterest loans from the 
four state banks. Unt�l now, more than 70 per cent of loans from the four state 
banks went to state-owned enterpr�ses, but due to the�r poor performance, 
many state-owned enterpr�ses have been unable to repay the loans. Therefore, 
the banks have accumulated large amounts of non-perform�ng loans. 
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The government also l�m�ts the market entry of pr�vate �nterests �nto certa�n 
sectors to g�ve state-owned enterpr�ses �n those sectors a monopoly pos�t�on. 
Therefore, rent seek�ng to obta�n preferent�al loans or market-entry l�cences 
�s prevalent among state-owned and non-state-owned enterpr�ses, add�ng to 
w�despread corrupt�on. in add�t�on to subs�d�s�ng state-owned enterpr�ses, 
the government art�fic�ally depressed the pr�ces of agr�cultural products and 
m�nerals under the trad�t�onal plann�ng system. such pr�ce d�stort�on has 
cont�nued s�nce the reforms as a means to subs�d�se the non-v�able state-
owned enterpr�ses. 

The comparat�ve advantages of eastern ch�na l�e �n manufactur�ng 
�ndustr�es; those of central ch�na l�e �n agr�culture; and those of western ch�na 
l�e �n m�nerals and natural resources. s�nce the reforms began, the eastern 
reg�on has made huge progress �n the development of manufactur�ng �ndustr�es 
by tak�ng advantage of the super�or geograph�cal and market cond�t�ons and has 
�ncreased substant�ally �mports of low-pr�ced agr�cultural and m�neral products 
from the central and western reg�ons. in essence, the relat�vely poor central 
and western reg�ons have been subs�d�s�ng the development of the relat�vely 
r�ch eastern, �ndustr�al reg�on. reg�onal d�spar�t�es are w�den�ng as a result. 
if the v�ab�l�ty problem of state-owned enterpr�ses �s solved, there w�ll be no 
reason to cont�nue subs�d�sat�on and protect�on through low-�nterest loans, 
monopol�st�c pract�ces and the depress�on of pr�ces for agr�cultural and raw 
mater�als. The rema�n�ng d�stort�ons and government �ntervent�on can then be 
el�m�nated (l�n et al. 2001).22

The v�ab�l�ty problem of state-owned enterpr�ses can be solved accord�ng to 
four d�fferent strateg�es, depend�ng on the nature of the state-owned enterpr�ses’ 
outputs (l�n et al. 2001). The first group �ncludes ma�nly the defence-related 
state-owned enterpr�ses, whose product�on—wh�ch �s cap�tal and technology 
�ntens�ve—runs aga�nst ch�na’s comparat�ve advantages, but whose outputs 
are essent�al for nat�onal secur�ty. For th�s group of state-owned enterpr�ses, 
d�rect fiscal appropr�at�on �s necessary for the�r surv�val and the government 
should d�rectly mon�tor the�r product�on and operat�on. it �s reasonable to expect 
that there are only a few state-owned enterpr�ses �n th�s category. 

The second group also requ�res �ntens�ve cap�tal and technolog�cal 
�nputs for the�r product�on, but the�r outputs are not sens�t�ve to nat�onal 
secur�ty and they have large domest�c markets. examples of th�s category 
are the telecommun�cat�ons and automob�le �ndustr�es. For th�s category, the 
government can adopt a ‘market-for-cap�tal’ approach to ga�n access to cap�tal 
from �nternat�onal markets and remove the adverse �mpact of the domest�c 
endowment structure on these firms’ v�ab�l�ty. There are two ways to ach�eve th�s 
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goal: one �s to encourage state-owned enterpr�ses to go publ�c on �nternat�onal 
equ�ty markets; the second �s to set up jo�nt ventures w�th fore�gn compan�es 
and ga�n d�rect access to fore�gn technolog�es and cap�tal. ch�na mob�le, ch�na 
Telecom and ch�na Petroleum have followed the first approach and many 
automob�le makers �n ch�na have followed the jo�nt-venture approach. 

The th�rd category of state-owned enterpr�ses has l�m�ted domest�c markets 
for the�r products and thus th�s group cannot adopt the market-for-cap�tal 
approach. The way for them to solve the v�ab�l�ty �ssue �s to make use of the�r 
eng�neer�ng and manager�al capac�t�es and to sh�ft the�r product�on to labour-
�ntens�ve products, wh�ch have large domest�c markets and are also cons�stent 
w�th ch�na’s comparat�ve advantages. The most famous example of a firm 
follow�ng th�s approach �s the colour-telev�s�on maker changhong. Th�s firm 
used to produce old-style m�l�tary radar. After sw�tch�ng to the product�on of 
colour telev�s�ons, the firm has dom�nated the ch�nese market and �s very 
compet�t�ve �n the �nternat�onal market. most state-owned enterpr�ses have 
advantages �n eng�neer�ng and manager�al personnel. if they are g�ven the 
opportun�ty to sh�ft the�r product�on l�nes to labour-�ntens�ve products, many 
of them can become v�able. The fourth group cons�sts of non-v�able firms that 
lack eng�neer�ng capac�ty and are thus unable to sh�ft the�r product�on to new 
markets. These state-owned enterpr�ses should be allowed to go bankrupt. 

After the v�ab�l�ty problem of the ex�st�ng firms �s solved, whether or not a 
firm can earn acceptable profits �n an open, compet�t�ve market becomes the 
respons�b�l�ty of the firm’s managers. The performance of a firm w�ll depend 
on the corporate governance, �ncent�ve mechan�sms and other factors—as 
�dent�f�ed �n neoclass�cal econom�cs. The government w�ll no longer be 
respons�ble for a firm’s performance. only then can the reform of �nst�tut�ons 
that are �nher�ted from the trad�t�onal centrally planned system, w�th the 
funct�ons of subs�d�s�ng and protect�ng state-owned enterpr�ses, be carr�ed out 
thoroughly and the trans�t�on from a planned economy to a market economy 
be completed.

Conclusion

in th�s chapter, i have shown that modern neoclass�cal econom�cs d�d not play 
a d�rect role �n help�ng ch�na’s formulat�on of successful trans�t�on pol�c�es to a 
market economy and that those countr�es that followed trans�t�on pol�c�es based 
on modern neoclass�cal econom�cs performed poorly �n the process. The reason 
for the fa�lure of neoclass�cal econom�cs to prov�de useful pol�cy gu�dance for 
trans�t�on �s because �ts current framework, beg�nn�ng w�th marshall, �mpl�c�tly 
assumes that a company ex�st�ng �n the market �s v�able: that �s, the company 
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�s expected to earn a soc�ally acceptable profit �n an open, compet�t�ve market 
as long as �t �s under normal management. W�th th�s �mpl�c�t assumpt�on, the 
focus of econom�c research has been on the problems of corporate governance, 
the compet�t�ve env�ronment, the arrangement of property r�ghts and other 
factors that can obstruct a firm’s normal management. 

many firms �n trans�t�onal econom�es and develop�ng countr�es are, however, 
not v�able because, due to the�r governments’ amb�t�ous development strateg�es, 
they are �n sectors that are �ncons�stent w�th the�r econom�es’ comparat�ve 
advantages. in an open, compet�t�ve market, these firms, even under normally 
effic�ent management, w�ll not be able to earn acceptable profits. To set up 
these firms and to ma�nta�n the�r cont�nuous operat�on, governments prov�de 
them w�th protect�on and subs�d�es through pr�ce d�stort�on, l�m�tat�ons on 
market compet�t�on, adm�n�strat�ve allocat�on of all k�nds of resources, and 
so on. The results of such �ntervent�on are �nadequate compet�t�on, lack of 
effect�ve corporate governance, rent seek�ng, d�spar�t�es �n �ncome d�str�but�on, 
�neffic�ent resource allocat�on and, qu�te poss�bly, econom�c cr�s�s. 

Under the rubr�c of ex�st�ng neoclass�cal econom�c theor�es, when 
des�gn�ng pol�c�es for econom�c trans�t�on or cr�s�s management, econom�sts 
and government offic�als are l�kely to focus on strengthen�ng property r�ghts, 
�mprov�ng corporate governance, remov�ng government �ntervent�on �n resource 
allocat�on, and so on, to �mprove the effic�ency of the market. They are not 
aware of the fact that such market-�mped�ng d�stort�ons and �ntervent�ons are, 
�n fact, endogenous to a company’s v�ab�l�ty problem. When a major�ty of the 
compan�es �n an economy are non-v�able, the �mplementat�on of these reform 
and trans�t�onal pol�c�es somet�mes leads to an awkward s�tuat�on of shock 
w�thout therapy, as �n the former sov�et Un�on and eastern europe, and the lost 
decades �n other develop�ng countr�es (easterly 2001; l�n and l�u 2004). 

s�nce many ex�st�ng compan�es �n soc�al�st centrally planned econom�es, 
trans�t�onal econom�es and develop�ng countr�es are not v�able, �t �s necessary to 
relax the �mpl�c�t v�ab�l�ty assumpt�on �n neoclass�cal econom�cs when apply�ng 
the neoclass�cal approach to study the problems �n those econom�es. The 
expl�c�t cons�derat�on of the v�ab�l�ty problem w�ll enr�ch neoclass�cal econom�cs 
and help to define the econom�c funct�ons of governments �n develop�ng 
countr�es, prevent�ng them from adopt�ng cAd development strateg�es to set up 
non-v�able firms and enabl�ng them to ach�eve convergence w�th �ndustr�al�sed 
nat�ons �n an exped�ent manner (l�n 2003).
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Notes

1 There were also econom�sts who held ch�na’s reform �n h�gh regard. They �nclude Jefferson 
and rawsk� 1995; mck�nnon 1994; mcm�llan and Naughton 1992; Naughton 1995; s�ngh 1991; 
harrold 1992; Perk�ns 1992; and murrell 1991, 1992.

2 The �n�t�al cond�t�ons that have been regarded as benefic�al to ch�na’s trans�t�on �nclude h�gh 
proport�ons of cheap rural labour, low soc�al secur�ty subs�d�es, a large populat�on of overseas 
ch�nese and a relat�vely decentral�sed economy, wh�ch helped to ach�eve some short-term 
progress.

3 The cr�t�que �n th�s chapter �s on the ex�st�ng econom�c theor�es, wh�ch assume �mpl�c�tly that 
the ex�st�ng firms �n a market are v�able, rather than on the neoclass�cal econom�c approach, 
wh�ch assumes that a dec�s�on maker �s rat�onal: that �s, he or she w�ll make a cho�ce cons�dered 
to be the best among h�s or her ava�lable cho�ces. i owe th�s clar�ficat�on to Gary Becker.

4 The term v�ab�l�ty was �ntroduced formally �n l�n and Tan 1999. The most comprehens�ve 
analys�s of th�s concept can be found �n l�n 2003. 

5 The curve can be cons�dered as the envelope of all d�fferent k�nds of technolog�es that can 
be used to produce the product.

6 For deta�led d�scuss�ons of a firm’s v�ab�l�ty �ssues �n a mult�-good and mult�-sector context, see 
l�n 2003. The term v�ab�l�ty refers only to whether a firm’s cho�ces of technology and product are 
cons�stent w�th comparat�ve advantage determ�ned by the economy’s endowment structure. 
it �s noteworthy that a v�able firm m�ght not be profitable �f �ts management �s poor.

7 The problem of corporate governance �s due to the separat�on of ownersh�p and control that 
leads to �ncent�ve �ncompat�b�l�ty and �nformat�on asymmetry between owners and managers. 
if the same person �s owner and manager of a firm, there w�ll be no problems of �ncent�ve 
�ncompat�b�l�ty, �nformat�on asymmetry and moral hazard.

8 The pr�ce of r�ce �n Japan �s about e�ght t�mes that �n the �nternat�onal market. Japan’s deflat�on 
has lasted for more than a decade, s�nce 1991. The format�on of the Free Trade Area of the 
Assoc�at�on of south east As�an Nat�ons (AseAN) Plus Three—�nclud�ng Japan, korea and 
ch�na—stands to �ncrease Japan’s exports and Fdi and w�ll help Japan get out of �ts current 
deflat�on. ch�na proposed the AseAN Plus Three Free Trade Area �n 2001, but Japan’s response 
was hes�tant due to �ts need to protect �ts agr�cultural sector.

9 on the log�c of the format�on of a trad�t�onal plann�ng system �n soc�al�st countr�es, see l�n 
et al. 2003.

10 For effic�ency �nd�cators for ch�na before the trans�t�on, see l�n et al. 2003:chapter 3. For a 
deta�led study of effic�ency �n the former sov�et Un�on, see desa� 1990.

11 certa�nly, there were except�ons. For example, murrell 1991 quest�oned the power of the 
neoclass�cal parad�gm to expla�n the d�fferences �n the econom�c performance of market 
and centrally planned econom�es and the appropr�ateness of us�ng neoclass�cal econom�cs 
to underp�n the reform of centrally planned econom�es.

12 Before the �ntroduct�on of shock therapy, firms were state owned and managers were c�v�l 
servants of the state. The subs�d�es they rece�ved from the government could not fall �nto 
the�r own pockets w�thout the managers fac�ng the poss�b�l�ty of corrupt�on charges. After 
pr�vat�sat�on, however, government subs�d�es could be channelled �nto the legal �ncomes of 
managers. Thus, the �ncent�ve to push for subs�d�es and preferent�al treatment �ncreased and 
the problem of the soft-budget constra�nt became all the more ser�ous.

13 Accord�ng to emp�r�cal research, some firms �ncreased the�r effic�ency after pr�vat�sat�on, but 
others d�d not (lav�gne 1995:175; djankov and murrell 2002). in my judgment, the key l�es �n 
whether or not the firm was v�able before pr�vat�sat�on. if �t was, then effic�ency would �ncrease 
after pr�vat�sat�on; �f �t was not, such firms would exper�ence a decrease �n effic�ency. After 
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see�ng that pr�vat�sat�on d�d not help solve the soft-budget constra�nt or �mprove effic�ency, 
many econom�sts real�sed the �mportance of �mprov�ng corporate finance and market 
compet�t�on. As former ch�ef econom�st of the european Bank and V�ce-Pres�dent and ch�ef 
econom�st of the World Bank, N�colas stern, commented, ‘[G]ood corporate governance of 
publ�c firms and sound compet�t�on pol�cy are at least as essent�al for recovery as pr�vat�zat�on 
and l�beral�zat�on’ (stern 1996:8). Poland’s former F�rst deputy Prem�er and m�n�ster of F�nance, 
Grzegorz kolodko (2000:ch.4), holds the same op�n�on. The fact that many sharehold�ng 
compan�es �n ch�na d�d not show s�gn�ficant d�fferences �n the�r financ�al �nd�cators from 
non-l�sted compan�es after five years of be�ng l�sted shows, however, that �f the problem of 
v�ab�l�ty goes unresolved, good corporate governance and suffic�ent market compet�t�on w�ll 
not come about unless bankruptcy �s perm�tted (l�n and Tan 1999; l�n et al. 2003).

14 s�nce 1978, when ch�na �n�t�ated �ts reforms, the two most s�gn�ficant changes—summar�sed 
by deng X�aop�ng as the two ‘unexpected results’—were the success of the household 
respons�b�l�ty system (l�n 1992) and the remarkable growth of townsh�p and v�llage firms 
(l�n and Yang 2001). These reforms were not des�gned by reformers ex ante, but adopted by 
peasants spontaneously �n pract�ce.

15 regard�ng academ�c debates and pol�cy measures on state-owned enterpr�se reform, see l�n 
et al. 2001.

16 in ch�na, about only 25 per cent of the total stock of a l�sted company was �ssued to non-state 
�nvestors and could be traded �n the stock-markets. The other 75 per cent was st�ll owned by 
the state and could not be traded �n the stock-market. Among the 1,200 or so l�sted compan�es, 
only a few have d�str�buted d�v�dends to stockholders (l�n 1999). 

17 The v�ew of former ind�an Pr�me m�n�ster Jawaharlal Nehru �s most representat�ve of th�s. in 
1938, before ind�a’s �ndependence, he was the Pres�dent of ind�a’s state Plann�ng comm�ss�on. 
he wrote: ‘[i]n the context of the modern world, no country can be pol�t�cally and econom�cally 
�ndependent, even w�th�n the framework of �nternat�onal �nterdependence, unless �t �s h�ghly 
�ndustr�al�zed and has developed �ts power resources to the utmost. Nor can �t ach�eve or 
ma�nta�n h�gh standards of l�v�ng and l�qu�date poverty w�thout the a�d of modern technology 
�n almost every sphere of l�fe’ (Nehru 1946:413, quoted �n sr�n�vasan 1994:155–6).

18 such tendenc�es character�se ind�a and lat�n Amer�ca. on ind�a, see swamy 1994. on lat�n 
Amer�ca, see cardoso and helwege 1992.

19 Take the �nformat�on technology (iT) sector as an example. Ta�wanese firms, such as Tsmc, 
ma�nly do or�g�nal equ�pment manufacture (oem), wh�le korea’s samsung and hyunda� 
electron�cs carry out �ndependent research and development and product �nnovat�on. 
For a comparat�ve study of iT development strateg�es �n Ta�wan and korea, see l�n 2000. 
Furthermore, �n the automob�le �ndustry, korea produces complete cars, wh�le Ta�wan �s 
renowned only for parts product�on.

20 The d�fference �n the shares of non-v�able firms �n the economy m�ght expla�n why the shock 
therapy recommended by sachs succeeded �n Bol�v�a but not �n the former sov�et Un�on and 
eastern european econom�es. Bol�v�a �s a poor, small economy and the resources that the 
government could mob�l�se to subs�d�se the non-v�able firms were small. Therefore, the share 
of non-v�able firms �n the economy must also be relat�vely small. st�gl�tz 1998 also quest�oned 
the un�versal appl�cab�l�ty of the Wash�ngton consensus, but d�d not cons�der the poss�ble 
�mpact of non-v�able firms �n develop�ng and trans�t�onal econom�es and the�r l�m�tat�ons on 
pol�cy cho�ces.

21 in a develop�ng country, the government can also use an �ndustr�al pol�cy to ass�st firms’ 
upgrad�ng of technology, product and �ndustry �n respond�ng to change �n the economy’s 
endowment structure by prov�d�ng relevant �nformat�on, coord�nat�ng requ�red �nvestments 
and compensat�ng for external�t�es of �nnovat�on. The �ndustry promoted by the �ndustr�al 
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pol�cy should, however, be cons�stent w�th the comparat�ve advantages of the new endowment 
structure and, as such, the firms are v�able �n an open, compet�t�ve market (l�n 2003).

22 Bes�des the v�ab�l�ty problem, state-owned enterpr�ses �n ch�na have a problem of soc�al 
burdens. Before the econom�c trans�t�on, the �nvestment �n heavy �ndustry prov�ded l�m�ted 
employment opportun�t�es. The government was respons�ble for urban employment and 
usually ass�gned several workers to a job, result�ng �n labour redundancy �n state-owned 
enterpr�ses. The workers also rece�ved low wages, wh�ch were enough only for cover�ng 
current consumpt�on. Before the trans�t�on, state-owned enterpr�ses rem�tted all the�r revenue 
to the government, and the government used fiscal appropr�at�on to cover state-owned 
enterpr�ses’ wages, the pens�ons of ret�red workers and other expend�ture. Therefore, the labour 
redundancy and pens�on expend�ture were not burdens on the state-owned enterpr�ses. After 
the reforms, state-owned enterpr�ses started to be respons�ble for the�r workers’ wages and 
ret�rement pens�ons. The newly establ�shed town and v�llage enterpr�ses, jo�nt ventures and 
other non-state firms are �n sectors that are cons�stent w�th ch�na’s comparat�ve advantage 
and they do not have the problem of labour redundancy and unfunded pens�ons for ret�red 
workers. i call the �ssue ar�s�ng from the v�ab�l�ty problem of the state-owned enterpr�ses 
the ‘strateg�c burden’ and the add�t�onal cost ar�s�ng from labour redundancy and pens�on 
expend�ture the state-owned enterpr�ses’ ‘soc�al burden’. Together, they const�tute the state-
owned enterpr�ses’ ‘pol�cy burdens’. As long as these pol�cy burdens ex�st, the government 
�s respons�ble for the firms’ losses and the soft-budget constra�nt cannot be el�m�nated (l�n 
and Tan 1999). There �s a consensus �n ch�na about the necess�ty for and the way to el�m�nate 
soc�al burdens. Therefore, the rema�n�ng �ssue �s how to solve the strateg�c burden.
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