Economics 508  Winter 2005

Professor Fleisher

Final Examination

35 points


1. (4 points).  Describe the nature of “Indicative Planning” as used in India?  What were the most important changes that occurred in India’s “planning” system when reform occurred?  What evidence can you cite regarding the success or failure of these reforms (name 2-4)? 
2. (5 points)  Discuss the role of the banking and monetary systems in the privatization process in Russia.  What impact, if any, did this role have on the emergence of a “middle class” of business people, the emergence of small business, efficiency of the business sector, and capital formation (investment)? 
3. (5 points) Describe briefly the characteristics of Township and Village Enterprises (TVEs) in China’s economic transition. What kind of budget constraint to do face—soft or hard?  How are profits distributed?  Is there any likelihood that TVEs could evolve into capitalistic, private enterprises, and what would be involved in this development? Who would gain and who would lose?  
4. (5 points) Discuss how Social Security (old-age “insurance”) worked under Communism (who funded it; who was eligible for it? what was the role of government?).  Can you think of reasons why a “private” type of social security system, such as adopted in Chile might work, or not work, in a country like China?  State 3 or 4 reasons supporting your claim. 
5. (3 points) Suppose that in the year 2000, total production in China consisted of 1 ton of rice and 1 ton of wheat.  The price of one ton of these two commodities in China was 2000 yuan for rice and 3000 yuan for wheat.  


a. If this was China’s total output in 2000, calculate China’s nominal GDP in 2000. 


b. Assuming that the exchange rate of the yuan for the U.S. $ was 8 yuan per dollar, what was China’s nominal GDP in terms of U.S. $?


c. Suppose that the U.S. price of these two commodities in the year 2000 was $1000 for rice and $2000 for wheat.  What would China’s PPP GDP have been in terms of U.S. $ in the year 2000?
6. (3 points) The following data are taken from the World Bank publication, Investment and Saving in China by Louis Kuijs (WB Policy research Paper 3633 June 2005) and slightly modified. All data are expressed as a % of GDP for the year 2003 (first quarter).

Non-Government Saving 


Households 16.6


Enterprises 18.9

Non-Government Investment 40.4

Assume that government surplus was zero.

Using the National Income saving-investment balance equation discussed in lecture, calculate whether China was a net exporter or net importer in the time period in question and by how much (as a percentage of GDP)?

7. (3 points) The following are excerpted from discussions of Land Reform in Wikipedia
The forced removal of the white farmers brought about sharp rises in the prices of agricultural commodities such as corn and sugar and led to the collapse of Zimbabwe's economy. Zimbabwe was formerly an important net food exporter to the region but now in recent years starvation has been widespread because of Mugabe's land reform policy, which redistributed land to political supporters of Mugabe who do not farm the land. This has left the large majority of landless blacks worse off, due to a catastrophic fall in productivity, a spectacular rise in inflation (600% in February 2006) and widespread unemployment [1].
The thorough land reform launched by the Communist Party of China in 1946, three years before the foundation of the People's Republic of China (PRC), won the party millions of supporters among the poor and middle peasantry. The land and other property of landlords were expropriated and redistributed so that each household in a rural village would have a comparable holding. This agrarian revolution was made famous in the West by William Hinton's book Fanshen
According to a CIA website, Zimbabwe’s form of government is Parliamentary Democracy.  Thus, is it true that land reform works only under Communism?  Explain your answer 
8.(3 points)   What does it mean for a country to “peg” its currency?  Why would a transition economy want to peg its currency?  Name two (or more) transition economies that currently peg to currency to the U.S. dollar or to the Euro or other “hard” currency. 

9. (3 points)  In a recent NPR program, a well known expert on the Chinese economy indicated that the Provincial chiefs (30 of them) appointed by the Chinese Communist Government are “graded” in their performance on the basis of how rapidly their provinces’ economy grew in the preceding year. In contrast, Hungary’s government is by and large democratically elected.  Can the difference in economic growth over the past several years be attributed to the different forms of government in China compared to Hungary?  What specific variables or relationships (3 or 4 at most) might you examine to support your explanation. 
Suggested Answers.
1.  Indicative planning did not impose rigid production quantities on firms or delivery quotas on farmers, which were required to be delivered to subsequent users.  Planning consisted of “indicated” targets for major industries.  At the same time, various desired goals of the economy, including self sufficiency and preferences for targeted industries were enforced to an extent by an large bureaucracy and the requirement for multiple licesnses/certificates, etc., to carry out many important business transactions.  The result was a very inflexible economy in which individual incentives were diverted by the bureacracy to non-productive ends.  There was considerable bribery and other forms of corruption resulting from attempts to circumvent bureaucratic controls.  Major reforms in the bureaucractic process were introduced in 1991 as foreign debt ballooned, inflation soared, and productivity growth stagnated.  The economy was opened significantly to foreign investment and to international trade.  Exports and imports soared as did FDI.  Productivity growth accelerated, as did employment and other indicators of prosperity. (159 words)

2.  The banking system in Russia was an important tool of the oligarchs in the second stage of privatization, following the initial issue of vouchers to the general public.  Government sought to finance itself by using the assets of  large state enterprises as collateral for loans issued by the central bank.  When the government defaulted, the banks foreclosed, the first step in de-nationalizng these enterprises.  Major political players (most of them former “executives” or apparatchiks and members of the nomenklatura) bought stock or assets of the foreclosed firms, using cash and credit.  Credit was supplied by the banking system, eseentially printing money which contributed to hyperinflation and wiping out the financial assets of the working class and “middle class” who had received vouchers and who may have had some monetary savings.  There was no competition for foreigners for these assets, because foreign investment was precluded by regulation and corrupt management of the privatization process..  Thus emergence of a financially stable middle class was slowed if not prevented. The “oligarchs” who obtained control of the former state enterpises had little incentive to make them efficient, because there was little competition for small business. (191 words)
3.  TVEs grew out of small enterprises attached to the agricultural communes.  They performed various services, e.g. repairs, local transportation for the farming sector.  These “enterprises” had a varied history under the planning system, sometimes having more freedom, sometimes less.  Under reform, after the household responsibility system began to grow, local communities (villages, townships, and higher administrative levels) used the existing framework as a starting point and expanded these local enterprises into new kins of production, beyond servicing the agricultural community.  In the densely populated agricultural areas near the major coastal cities, these TVEs grew rapidly producing goods for local consumption and export, and their growth constituted a major share of China’s GDP growth during the 1970s and 1980s.  They did not have access to soft-budget constraint financing and had to sink or swim based on their ability to produce efficiently.  Profits (after taxes remitted to higher government levels) were retained by local communities and were used for housing, infrastructure, etc..  Employment was mainly based on labor released from agriculture as farming productivity grew under the HRS.  The main factor limited privatization would have been difficulties in financing sale of assets, regulations that restricted or prohibited corporatization (issue stock).  However, has profitability grew, there would have been a tendency for existing management and others to find a way to take control in order to reduce distribution of profits to the community and retain more for owner/management.  The most profitable TVE’s would have been subject to the most pressure for privatization, and many of them have in fact been privatizaed. (258 words)
4,  Financial support of retired industrial workers was mainly the responsibility of their employers and was built into the planning system.  There was no such system for retired  farmers, who relied on family for food, housing, and medical care.  In those countries where privatization occurred suddenly (shock), even though the privatized enterprises remained responsible for support of pensioners, these obligations were often not honored, and to the extent they were paid in fixed nominal amounts, the purchasing power of pensions was sharply reduced by rampant inflation.  In China, where state ownership was slower to give way to privatization, pensionsers were protected more than in the countries formerly in the USSR sphere.  However, in the 1990s increasingly hard budget constraints forced changes in the pension system, with increasing taxation of workers and enteprises in a system with a large element of Pay as You Go, which is supposed to evolve into a funded system based on sound actuarial principals in which worker and enterprise payments into the system are invested in various assets, thus “fundiing” future pensions.  This has been a very slow process.  The agricultural sector is still largely unprotected, and to the extent that extended families no longer live together in farming communities, the social safety net of farmers has eroded.   A “private” system, as in Chile, is made more difficult in the formerly planned economies because of the relatively undeveloped state of their stock and bond markets.  A substantial financial infrastructure is necessary for a private social security system to work effeciently. (253 words)
5.    a.  5,000 yuan  b. US$ 625  c. US$ 3,000

6.  Net exports + Domestic Investment  = Private Saving (Y – T – C) + Government Saving (T – G)
     NX + I = S (private) + S (government) 

    NX = S(P) + S(G) – I.  Assume all enterprise saving is “household” saving.  This is the way it’s treated in the system of national accounts.  So, 

NX = 16.6 + 18.9 + 0 – 40.4         NX = -4.9    In other words imports exceed exports by 4.9% of GDP
7.  The Zimbabwe situation is characterized by massive corruption of the land-reform process.   In fact it could be compared to the system of Russian privatization in which politically favored cronies of the ruling party received the lion’s share of the privatized assets and the general public was excluded.  Both the Zimbabwe and Russian experiences show that democracy is no guarantee of fairness if the ruling party has the power to pay off its supporters with corruptly seized assets.  On the other hand, China did experience a redistribution of land largely to control of farmers. However under planning, in both China and the USSR, the agricultural sector was heavily taxed to support industrialization, so it’s hard to say that farmers prospered under Communism.  Moroever, in China today, lack of well-established property rights leaves farmers subject to capricous land grabs by muncipal and provincial governments.  (142 words)

8.  “Pegging” means that a country adopts a fixed exchange rate with respect to at least one other country, ususally to a “hard” currency such as the Euro or U.S. Dollar.  A transition (or other economy) might wish to do this for two reasons:  1.  To facilitate foreign trade, making foreign-currency transactions less risky (little risk of fluctuations in currency value). 2.  The major reason would be to signal a serious anti-inflation policy, because with a fixed exchange rate, the “peg” cannot be maintained if the pegging country allows itself to inflate faster than the country to which it pegs its currency.  This is because its supply of foreign-currency reserves would soon be exhausted and it could no longer honor its commitment to sell foreign currency at the pegged rate to anyone who demanded it for foreign-trade transactions. (137 words)
9.  The provincial party chiefs are autocrats and won’t lose power if they deliver a measure of economic prosperity, satisfying both the central government and many if not all of their local constitutents.  On the other hand, the political powers in democratic Hungary must respond to various demands that may conflict with rapid growth, e.g., allocation of resources to consumption, income equality, social programs, etc., that are not immediately growth-inducing.  In order to test this explanation, one would want to look at expenditures on health, pensions, education, infrastructure construction, and the like in Hungary compared to China.  Another area for investigation would be the possibility of arbitrary asset reallocations such as those occurring in China in which farmers are stripped of their land for use in industrial and commerical development, without fair compensaion.  This could be compared with Hungary’s experience in allocation of farm land, subsidization of industrial development, etc. (149 words)
