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			Introduction

			There is no thing that we would not have.1

			Emperor Qianlong, 1793

			Getting rich is glorious. 
Let some of you get rich.

			Decree of Deng Xiaoping, 1978

			 

			After a long period of isolationism, China was technologically and economically backward with respect to Western countries. Exterminated by the failed strategy of a ‘Big Leap Forward’ and the Cultural Revolution, until 1978 it was one of the poorest countries in the world. The change in development paradigm introduced by Deng Xiaoping in December 1978 caused China to grow into an economic tycoon in the last 30 years. The expansion of the Chinese economy is watched anxiously by the previous leaders of the global market – the United States and Japan – who are rightly afraid of competition from the Middle Kingdom. The USA did not prove itself to be a world leader at the end of the twentieth century. Its irresponsible policy has weakened the system of international organisations and led to chaos on the financial markets. Recent years have seen intense changes in societies and the global economy, such as globalisation, the development of an information civilization, the development of a knowledge-based economy, the progressive diversification of the world, and the ‘green’ industrial revolution. The changes we are witnessing in China are part of this global process.

			The transformation of the Chinese economy has comprised several stages; the effect is a specific model characterised by a combination of central planning and dominant state ownership with elements of the free market and capitalism, i.e. a socialist market economy. The condition of the Chinese economy contradicts the thesis that without developing democratic principles and in the conditions of far-reaching state intervention, one cannot achieve success.2 The country today has more than 1.4 billion inhabitants, is the largest consumer market, and simultaneously is a labour market with huge reserves. The policy change of the Chinese authorities meant that appropriate conditions for the inflow of foreign direct investment were created, which contributed to the widespread urbanisation and industrialisation of the state. The Special Economic Zones played a major role in attracting foreign capital. Currently, there are five of them in the People’s Republic of China (PRC): Shenzhen, Zhuhai, Shantou, Xiamen, and Hainan. The Shenzhen zone is the most resilient and has the most development potential. China quickly transformed from a producer of low-value goods into a global player on the markets of advanced products and services. The country has become the driving force of the global economy, it dominates many industries, and Chinese goods and services flood the markets around the world. Today, more than 50% of the goods sold worldwide (including textiles, footwear, and toys) are made in China. Foreign markets are continuing to be drained, not only due to the attitude of many countries towards cheap production in China, but also thanks to the groups of Chinese emigrants spread throughout the world. Consequently, this leads to many threats to other countries, as huge trade deficits with China are created.3 

			The Chinese economy is a great example of how the right combination of cost control of the production of exported goods and services and exchange rates of one’s currency in relation to others (in particular, the US dollar) create opportunities to gain a significant competitive advantage on global markets. Cheap export production is an effect of not only low labour costs incurred by Chinese enterprises, but also of the ability to use currency market mechanisms. In December 2001, China became a member of the World Trade Organization (WTO), which facilitated further integration into the global economy. Since that event, many laws in China have changed and barriers to entering this market have been liberalised. Many Chinese companies adopt international standards and accept global business rules more quickly. Also, organising the Olympics in 2008 facilitated a huge leap in the organisation of China’s work and economic cooperation with the rest of the world. 

			The crisis which began in 2008 showed the scale of connections that exist in the global economy. The financial turmoil initiated in developed countries spread rapidly around the world. The Chinese authorities implemented a stimulus programme worth 4 trillion yuan (USD 586 billion), owing to which the Chinese economy remained stable. 

			We are currently witnessing a strong expansion of Chinese businesses in the form of direct foreign investment in the global market. It aims not only to support their exports and acquire new markets, but also to secure access to new sources of raw materials and energy. For example, in recent years, the goal of one great Chinese economic offensive is Africa, where Chinese companies are taking over raw material deposits and investing in key infrastructure. China, as a state, finances a number of economic enterprises in many countries.4 In 2010, China became the second largest economy in the world. Chinese companies also prospered during this period, and 61 of them are currently included in the Global Fortune 500 ranking.5 At the same time, wages increased in the whole country, which in turn caused an increase in inflationary pressure. One of the key undertakings of the Chinese authorities in the sphere of economic transformation has been currency reform, manifested in increasing the freedom of trading in Chinese yuan since mid-2010.6 China is currently facing serious challenges that will be brought to life by the next Five-Year Plan.7

			While discussing the dynamic development of the Middle Kingdom, it is also necessary to mention the many dangers that may undermine the foundations of this economy. Analysts forecast problems in the form of threats to the global energy balance. The huge increase in energy and fuel demand in the rapidly developing economy may exceed global supply, which will not be borne by the global market. The crash in China may shake the economies of developed countries; the direction of capital flow can rapidly turn around at any moment, as in the Asian crises of 1997 and 1998. 

			China is also facing the problem of regional development imbalances, which causes internal tensions. Chinese society is extremely materially stratified: there are huge disproportions in the distribution of income between urban and rural residents and among professional groups and regions. 

			A major obstacle to the implementation of reforms is the differences in regional development. The dividing line runs along the north–south axis and includes coastal regions and those in the interior of the country. It is difficult to eliminate the disproportions because the generally low level of economic development of the areas which lag behind and the lack of infrastructure effectively discourage foreign investors.8

			The main goal of this book is to present the role of Chinese Special Economic Zones (SEZs) in the systemic transformation of China on the example of the Shenzhen Special Economic Zone. Special economic zones as a policy tool for development and export-orientated growth have proliferated over the last four decades. Whilst already widely used in Asia and Latin America in the 1970s, over the last four decades they have become increasingly common in Africa and in transition economies. More recently, several large emerging markets such as China, India, and Russia have adopted new SEZ legislation in response to shifts in industrial and trade policies. Increasingly, SEZs not only cater for traditional manufacturing, but also target the services sector. More than 100 countries currently have some form of zone policy for the supply of goods and services to foreign markets. 

			Trade liberalisation and government initiatives to improve the investment and business climate are most beneficial when introduced on a country-wide basis. SEZs provide a combination of financial incentives, streamlined business administration, and trade liberalisation to a subset of the economy – often defined as a specific geographical zone and/or targeted towards a specific sector. Thus, this is a sub-optimal policy from an economic point of view since it benefits only a few and distorts resource allocation. SEZs as a policy tool touch on a range of issues, and this book primarily analyses its economic and trade rules aspects. 

			The review of the economic costs and benefits of SEZs reveals that whilst it is difficult to isolate the effect of any single policy, some SEZs have been successful in attracting foreign direct investment (FDI), promoting exports and generating jobs. In 2014 a limited global survey indicated that SEZs accounted for an estimated 18.3 per cent of exports of manufactured goods and 0.2 per cent of total manufacturing employment in countries with active SEZ programmes. However, not all SEZ programmes have been successful. Investment in infrastructure and generous tax incentives have not necessarily led to an increase in FDI; even where FDI has been forthcoming, the value added has often been low, and backward linkages and technology transfers quite limited. There is also a risk that a moderately successful SEZ may act as a ‘safety valve’, allowing a government to defer necessary structural reforms in the overall economy. 

			Nevertheless, SEZs can play a useful role in a country’s development and can act as a spearhead for reform if integrated into the overall national strategy and complemented with other policies. SEZs may be particularly useful for countries that undertake progressive trade liberalisation. SEZ may reduce an anti-export bias of high tariffs, facilitate the creation of an export industry, and improve a country’s trade balance. 

			The analysis in this book reaches the following conclusions:

			• SEZs are a suboptimal policy from an economic point of view. Improving the business environment on a national basis by liberalising trade and investment, establishing good infrastructure and rule of law, and simplifying administration remains the optimal policy option to promote investment, employment, and growth.

			• SEZs can provide an interim solution to countries with poor business environments where bridging deficiencies at a national level is not possible. This type of policy – with resources and market incentives focussed on a subset of the economy – may be less time-consuming and may require less political capital in the short term as it allows for continued protection of domestic industry. 

			• As an interim solution, SEZs should not be considered a substitute for general economic reform. While incentives may make up for certain deficiencies, governments should bear in mind that such incentives are made possible by taxing other parts of the economy, and thus should provide commensurate benefits to the economy. 

			• SEZs and similar policy instruments can logically serve – and in cases such as China seem to have served – as a stepping stone to trade liberalisation nationwide. They reduce the anti-export bias of high tariffs by allowing an exporting company to access inputs at global prices, and thus may facilitate the creation of an export industry and improve a country’s trade balance. 

			• Governments should consider all available policy options when examining strategies for export promotion, including general trade liberalisation, bonded warehouse schemes, duty drawback schemes, zone-type SEZs, and industry-type SEZs. Each scheme has its advantages and disadvantages. 

			• In designing an SEZ policy, a government should set realistic expectations and conduct a thorough cost/benefit analysis. In conducting the analysis, it should bear in mind that benefits are dependent on private investment, which is unpredictable and relies on external factors. Thus, governments should minimise upfront costs (e.g. infrastructure costs) whenever possible. 

			• The choice of location is critical for zone-type SEZs. Companies look for reliable infrastructure (electricity, logistics, or telecommunications), an adequate supply of labour, and a well-functioning legal environment, among other things. A good location will minimise the costs of putting these requirements into place. Tax incentives provided to compensate for deficiencies are costly and unsustainable. More importantly, access to local suppliers is the key to promoting technology transfers from foreign companies to domestic companies.

			• Whilst the use of financial and other incentives to attract foreign investors may be necessary in the short term, such incentives entail implications for government revenue and do not provide a substitute for policy measures that create a sound investment environment. Such incentives should be minimal and temporary. Long-term commitments create equity problems by discriminating an EPZ company and non-EPZ company, both of which are inherently equally important for the economy and go against the ‘temporary’ nature of SEZs.

			• Efficient legal services, enforcement of the rule of law – even designated courts for settling disputes – and streamlined procedures can significantly reduce business risks and can help attract investors. Bearing in mind that FDI may easily shift elsewhere when the incentives phase out, improvements in the business environment should be made expeditiously. SEZs can serve as a first step to such improvements by providing an avenue for consultation between governments and businesses. Improvements in the business environment achieved in this way should be extended on a nationwide basis.

			• Exemptions or relaxation of labour rules and other regulations have often been detrimental by creating double standards within a zone which may disadvantage certain classes of workers and contribute to economic distortions.9

			

			SEZs represent a policy instrument that is frequently used by governments to promote trade and FDI. They have become increasingly common as countries have shifted from import-substitution policies to export-led growth policies. According to the International Labour Office, the number of SEZs has increased exponentially from 79 in 25 countries in 1975 to some 2,700 zones in over 100 countries in 2005–2006. In 2005–2006, SEZs employed an estimated 63 million workers, 23 million of whom were employed in SEZs outside China. SEZs are found throughout the world and prevalent in both developed and developing economies. The proliferation of SEZs implies that growing shares of international trade, investment, and labour are affected by the various policies applied in these zones. It is therefore pertinent to monitor this trend and study its implications.

			The major reason for the proliferation of this policy tool is the seeming success of SEZs in some countries and the confluence of four trends: a) the increasing emphasis on export-orientated growth; b) the increasing emphasis on FDI-orientated growth; c) the transfer of production of labour-intensive industries from developed to developing countries; and d) the growing international division of labour force and incidence of global production networks.

			SEZs have evolved substantially since their first inception and have diversified both in terms of form and scope. Geographically, SEZs have evolved from fenced-in zones to include anything from single factory/company zones to zones encompassing a much wider area. While SEZs used to target foreign investors, increasingly both foreign companies and domestic companies coexist in the zones. The types of activities have also evolved: production of traditional goods such as textiles and clothing is still common, but many new zones specialise in particular goods sectors such as electronics and chemicals, or in services sectors such as IT and financial services. In addition, ownership patterns have changed. Initially SEZs were owned and managed by governments, but there is increasing private involvement. The requirement that all production must be exported has been relaxed in many new zones and the supply of goods and services is increasingly allowed in the domestic economy upon payment of duties. 

			In addition, the trade and investment incentives that are offered vary greatly and include, for example, exemptions from import and export duties, streamlined customs and administrative procedures, liberal foreign exchange policies, free repatriation of profits, tax exemptions, subsidies, and more flexible labour.

			As part of the main objective as formulated above, the following specific objectives were selected:

			• identifying the rules of operation of the SEZs in China compared to SEZs in other countries

			• demonstrating, using the example of the SEZ in Shenzhen, the role of SEZs in accelerating China’s economic development

			 

			The research hypothesis adopted in this work was that the originality and particular nature of Chinese reforms have changed the role and place of China in the global economy, and the experience of China indicates that the lack of democratic principles and active state intervention is not an obstacle to economic success. This main hypothesis is based on partial hypotheses, which are specified as follows:

			• SEZs have become an important element of the economic transformation of the PRC and an important channel for the inflow of new technologies and access to international markets.

			• Economic reforms do not have to be associated with rapid changes in the political system, at least in the first periods of rebuilding the state.

			 

			Research of a theoretical and empirical nature was used, mainly English-language literature on the development of the Middle Kingdom’s economy, with a particular emphasis on SEZs. The empirical part is based on data published by the European Union institutions, the Organization for Economic Cooperation and Development (OECD), the World Bank, the International Bank for Reconstruction and Development, the Asian Development Bank, the WTO, and China’s statistical offices, Polish and selected countries for analysis. The work uses the induction inference method and the synthesis method. Statistical and economic methods were used to assess statistical data: descriptive statistics, index analysis, and the comparative method. The main goal of the work and the research thesis determined the layout and content of the monograph, which consists of five chapters. 

			The chapter entitled ‘Models and paths for reforming economies’ discusses the theoretical foundations of economic growth and development. At the same time, the differences between development and economic growth are emphasised. Economic growth is a measure of quantitative changes in the economy and is accompanied by changes in the make-up of the national product and the entire economy; however, the growth rate of neither Gross National Product (GNP) nor Gross Domestic Product (GDP) fully reflects these changes. On the other hand, economic development – apart from quantitative changes in the economy, expressed by means of indicators of economic growth – also includes qualitative changes in the socioeconomic structure of the country. The main determinants of economic growth in theoretical models and types of economic growth are presented. In the analysis of the many factors of economic growth, special attention is paid to foreign trade and the role of SEZs.

			In the second chapter, entitled ‘Determinants of the transformation of the Chinese economy’, the Chinese economy is described in the light of the reforms of the Deng Xiaoping era. The issues raised in this part of the book include the history of the PRC, the course of transformation of the Chinese economy after 1978, and reforms of the country’s legal, fiscal, and monetary systems. 

			Economic data on the most important SEZs and open cities is included in the following chapter, entitled ‘Origins and functioning of Special Economic Zones in China’. In addressing the problems contained within it and in the previous chapters, the author presents and analyses the policy directions of the Middle Kingdom as the future largest economic power in the world. 

			In the fourth chapter, entitled ‘The origins and economic and social expansion of the Shenzhen Special Economic Zone over forty years’, the stages of development of the Shenzhen Special Economic Zone are described. The possibilities of developing this zone are also presented and the applicable legal regulations are discussed. The analysis covers the functioning of the zone in the period 1978–2014 and concerns in particular an assessment of the impact of the Shenzhen SEZ on the economic development of the region and the whole of China, as well as the increase of economic competitiveness of the region and the zone itself. It is indicated how the Shenzhen SEZ stimulated the development of economic sectors which are important for China’s development, including by stimulating the activity of research and development potential, which created demand for innovative solutions.

			The last chapter, ‘The directions of China’s economic development in the context of the impact of Special Economic Zones’, presents an analysis of SEZs in China – quantitative and qualitative – as well as the prospects for development and the possibilities for improving SEZs in China.

			The information contained in this book comes mainly from national scientific publications on SEZs and works on the systemic transformation in China and in Central and Eastern European countries, by both Polish and other authors, mostly from the Middle Kingdom.

			The work makes use of the most up-to-date data available in official statistics, data from surveys obtained from companies, and reports on SEZs. Due to the changes taking place in the Chinese and global economy, it covers data up to and including 2014, where it was possible to obtain such data. If it was not possible to obtain the latest data, it is indicated in the text or in the title and commentary on tables and figures. 
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			1. Models and paths for reforming economies – theoretical aspects of socioeconomic development in periods of systemic transformation

			1.1. Economic transformation

			Economic transformation, when it is a systemic transformation, means the transition from a centrally planned economy to a market economy. Its aim is to create market operating conditions for all economic entities whilst changing the political system. The starting point for understanding this concept is the definition from 1995 by Nasiłowski, who described the transformation process as ‘the transition from a centrally planned economy to a market economy involving a change in the political system and creating market conditions for the functioning of all economic entities, i.e. businesses, budgetary units, and households.’10

			Due to the change in the political system, economic transformation gives rise to new development processes in the economy, and thus enables the creation of a new economic system. For this to happen, transformation processes must lead to a change in the ownership structure of the economy (for which state-owned enterprises are privatised) and changes in the way the economy is regulated (e.g. by reducing bureaucracy). The economic transformation involved in defining economic goals is an element of economic policy. A systemic transformation is divided into a systemic and an economic transformation. The former is understood as a change in the political system, namely the transition to democracy, and thus the introduction of all freedoms (including the freedom of speech, of union activity, and of association), but it also concerns a change in human attitudes. Economic transformation is focussed on creating conditions for the functioning of enterprises going beyond the limits, resulting from behaviours and attitudes.

			In the case of Poland, the greatest ‘transformational power’, that is the ability to trigger transformation changes, had endogenous factors. However, in order for them to work, it was necessary to transform the Soviet bloc. The global trends also had a major impact on the shape of the transformation. The transition to the new system covered five phases in Poland: initial, intersystem, advanced, post-revolutionary, and the phase of ‘consolidation’.11 In the first phase, processes of ‘transformational power’ were activated, which started with the emergence of alternatives to the old system that had a real chance of becoming law. The second phase, the inter-system phase, began in 1990, when radical market reforms were introduced (these are discussed later in the dissertation). Then, the positive mood of society broke down as a result of the changes and the utopian vision of democracy faded. The advanced phase was the one in which, in the process of transitioning to a democratic system, returning to the old system became impossible. Although the public mood deteriorated owing to the political situation of the country, the assessment of the economic situation was improving. In this phase of transformation, Hanna Suchocka’s government collapsed, and the post-communist forces that seized power did not question the democratic principles of the functioning of the state. The beginning of the post-revolutionary phase was the takeover of power by post-communists. Society at that time wanted stability and an end to the reforms. In 1997, in accordance with democratic procedure, the post-communist forces gave power to the Freedom Union and the ‘Solidarity’ Electoral Action. The last phase, the consolidation phase, continues to this day and is characterised by stability of the system and observance of democratic rules.

			1.1.1. The Balcerowicz Plan

			An example of economic and political changes from the above-mentioned inter-system phase is the Balcerowicz Plan, introduced in Poland on 1 January 1990 and based on the idea of Prof. Jeffrey Sachs.12 It was adopted and published under the name ‘Economic Programme: Main Assumptions and Directions’. The Balcerowicz Plan was developed by a group of experts, including Stefan Kawalec, PhD, Stanisław Gomułka, and Wojciech Misiąg, PhD. It assumed macroeconomic stabilisation, mainly reducing inflation (the annual rate in 1989 had reached +639.6%) and the transition from a centrally controlled economy to a market economy. This plan is often called shock therapy because of its violent nature. It was also one of the first such programmes in the world to be implemented in accordance with the recommendations of the Washington Consensus.13 In addition to the hyperinflation that prevailed in Poland, foreign debt was also high (USD 42.3 billion14) and there was a threat of complete economic collapse due to the huge market shortages and the growing informal trade in the dollar.

			The Balcerowicz Plan consisted of 10 laws that were passed by the parliament on 27–28 December 1989 and signed on 31 December 1989 by President Wojciech Jaruzelski. The individual laws were as follows:

			• Act on amending the act on financial management of state-owned enterprises (Journal of Laws of 1989 No. 74, item 437) – this law stated that regardless of the financial results or production efficiency of state-owned enterprises, the guarantee of these enterprises’ existence will be removed, and it will be possible to carry out bankruptcy proceedings against these companies15

			• Act on amending the Banking Act and on the National Bank of Poland (Journal of Laws of 1989 No. 74, item 439) – prevented the issuance of unlimited funds without bank cover and forbade the central bank from financing the budget deficit16

			• Act on arranging credit relations (Journal of Laws of 1989 No. 74, item 440) – introduced the variable interest rate and repealed the bank preferences of state-owned enterprises17

			• Act on taxing wage growth in 1990 (Journal of Laws of 1989 No. 74, item 438) – adjusted the increase in nominal wages in companies to the real price increase using the one introduced five years earlier18

			• Act on amending certain acts on regulating taxation (Journal of Laws of 1989 No. 74, item 443) – increased tax rates, taking into account inflation, introduced a single tax for all sectors of the economy at 40%, and introduced a unified tax payment system19

			• Act on amending the act on the principles of conducting business in the field of small production on the territory of the Polish People’s Republic by foreign legal and natural persons and the act on economic activity with foreign entities – called foreign enterprises to resale, due to a rate determined by the central bank, exempted foreign exchange of foreign companies from paying any commission, and allowed the transfer of profits abroad

			• Act on amending the Foreign Exchange Act – ended sales in the so-called internal export, introduced the internal convertibility of the Polish zloty, and ended the state monopoly in foreign trade

			• Customs Act (Journal of Laws of 1989 No. 75, item 445) – unified the rules of imposing customs duties on imported goods for all economic entities

			• Employment Act (Journal of Laws of 1989 No. 75, item 446) – formally sanctioned the existence of unemployment20

			• Act on special rules for terminating employment relationships for reasons related to the workplace and amending certain acts (Journal of Laws No. 4, item 19) – provided protection for individuals laid off from work, as well as financial clearance and unemployment benefits21

			 

			The introduction of the above-mentioned laws led to a decrease in inflation and a reduction in the budget deficit. On the other hand, the unemployment rate drastically increased, reaching 16.4% in 1993, which was not disclosed previously.

			The Balcerowicz Plan is very often criticised; it has been accused of lowering the standard of living for employees of liquidated, unprofitable state-owned enterprises and state-owned farms, and of sparking a long-term collapse in many sectors of the economy. Another result of the plan was the inflow of imported production, which flooded the domestic market, collapsing internal demand and pauperising a majority of the society. 

			Table 1. Unemployment rate in selected countries (in %)
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							8.5

						
							
							6.6

						
					

					
							
							1992

						
							
							14.3

						
							
							11.8

						
							
							2.6

						
							
							10.6

						
							
							14.3

						
							
							11.7

						
					

					
							
							1993

						
							
							16.4

						
							
							12.9

						
							
							3.2

						
							
							13.9

						
							
							15.7

						
							
							16.3

						
					

					
							
							1994

						
							
							16.0

						
							
							10.9

						
							
							3.2

						
							
							14.5

						
							
							13.4

						
							
							16.6

						
					

					
							
							1995

						
							
							14.9

						
							
							10.9

						
							
							3.1

						
							
							14.8

						
							
							14.1

						
							
							15.4

						
					

				
			

			
			Source: Groningen Growth and Development Centre

			 

			Tables 1 and 2 present data for Poland and other countries of the Eastern Bloc for the period 1990–1995 in comparison with Finland, whose economy – despite targeting trade with the Union of Soviet Socialist Republics (USSR) – did not need systemic transformation, which would have generated huge costs. This juxtaposition shows how much of an external shock the collapse of the Soviet Union’s economy represented for these countries.

			 

			Table 2. Changes in GDP of selected countries, calculated by purchasing power parity (in %)

			
				
					
					
					
					
					
					
					
					
				
				
					
							
							Year

						
							
							Poland

						
							
							Hungary

						
							
							Czechia

						
							
							Russia

						
							
							Ukraine

						
							
							Belarus

						
							
							Finland

						
					

					
							
							1990

						
							
							–9.68

						
							
							–6.67

						
							
							–1.20

						
							
							–3.00

						
							
							–3.60

						
							
							–1.90

						
							
							+0.01

						
					

					
							
							1991

						
							
							–7.02

						
							
							–11.90

						
							
							–11.61

						
							
							–5.00

						
							
							–8.70

						
							
							–1.40

						
							
							–6.39

						
					

					
							
							1992

						
							
							+2.51

						
							
							–3.06

						
							
							–0.51

						
							
							–14.50

						
							
							–9.90

						
							
							–9.60

						
							
							–3.81

						
					

					
							
							1993

						
							
							+3.74

						
							
							–0.58

						
							
							+0.06

						
							
							–8.70

						
							
							–14.20

						
							
							–7.60

						
							
							–1.24

						
					

					
							
							1994

						
							
							+5.29

						
							
							+2.95

						
							
							+2.22

						
							
							–12.70

						
							
							–22.90

						
							
							–11.70

						
							
							+3.94

						
					

					
							
							1995

						
							
							+6.95

						
							
							+1.49

						
							
							+5.94

						
							
							–4.10

						
							
							–12.20

						
							
							–10.40

						
							
							+3.45

						
					

					
							
							1996

						
							
							+6.00

						
							
							+1.32

						
							
							+4.16

						
							
							–3.60

						
							
							–10.00

						
							
							+2.80

						
							
							+3.79

						
					

					
							
							1990–96

						
							
							+6.61

						
							
							–16.11

						
							
							–1.94

						
							
							–41.94

						
							
							–58.55

						
							
							–34.29

						
							
							–0.75

						
					

				
			

			
			Source: Groningen Growth and Development Centre

			Table 3. Changes in the number of employees in selected countries

			
				
					
					
					
					
					
					
					
					
				
				
					
							
							Period

						
							
							Poland

						
							
							Hungary

						
							
							Czechia

						
							
							Russia

						
							
							Ukraine

						
							
							Belarus

						
							
							Finland

						
					

					
							
							1990–1996

						
							
							–15.3%

						
							
							–26.2%

						
							
							–10.2%

						
							
							–12.3%

						
							
							– 8.4%

						
							
							–16.1%

						
							
							–16.4%

						
					

				
			

			
			Source: Groningen Growth and Development Centre

			 

			Based on the data from Table 4, one can see how the level of inflation in particular countries evolved between 1989 and 1993. It is clear that only in Poland was there a significant drop in inflation. 

			 

			Table 4. End-of-year inflation in selected countries

			
				
					
					
					
					
					
					
					
				
				
					
							
							Year

						
							
							Poland

						
							
							Czechia

						
							
							Slovakia

						
							
							Hungary

						
							
							Bulgaria

						
							
							Romania

						
					

					
							
							1989

						
							
							640.0%

						
							
							1.5%

						
							
							1.5%

						
							
							18.9%

						
							
							10.0%

						
							
							0.6%

						
					

					
							
							1990

						
							
							249.0%

						
							
							18.4%

						
							
							18.4%

						
							
							33.4%

						
							
							72.5%

						
							
							37.6%

						
					

					
							
							1991

						
							
							60.4%

						
							
							52.0%

						
							
							58.3%

						
							
							32.2%

						
							
							339.0%

						
							
							222.8%

						
					

					
							
							1992

						
							
							44.3%

						
							
							12.7%

						
							
							9.2%

						
							
							21.6%

						
							
							79.0%

						
							
							199.2%

						
					

					
							
							1993

						
							
							37.6%

						
							
							18.2%

						
							
							24.8%

						
							
							21.1%

						
							
							64.0%

						
							
							295.5%

						
					

				
			

			Source: Groningen Growth and Development Centre

			1.1.2. Privatisation as part of systemic reforms

			Privatisation is undoubtedly an integral part of systemic reforms that covers all the major spheres of economic, social, and political life. Its success is therefore conditioned by both an effective privatisation strategy and consistent implementation of that strategy, as well as by the effectiveness of reforms in the other spheres. 

			Privatisation is usually understood in a very narrow sense – it is defined as the transformation of the ownership of state-owned enterprises. This concept had appeared in Western countries by the early 1970s. There are six main interrelated variables that describe the initial conditions for the privatisation of economies in different countries:

			• the macroeconomic situation

			• the degree to which the capital market is developed

			• the size, proportion, and type of the state-owned sector

			• existing types of state regulations as well as their impact on the private sector

			• the state of the legal infrastructure and enforcement apparatus

			• the type of entrepreneurship regime and the scope of the private sector related to it

			 

			Based on these variables, one can distinguish up to five different privatisation scenarios that are related to five groups of countries. 

			The first one includes the OECD countries, which in the 1970s started privatisation. Moreover, these countries had an open regime of entrepreneurship and a capitalist ownership structure. Thus, the share of the privatised entity in the entire state economy was small – usually no higher than 20% of GDP. In addition, these countries had quite well-developed capital markets, as well as fairly strong legal infrastructure and law enforcement mechanisms. The economic situation in these countries was stable, which undoubtedly gave governments the opportunity to focus their attention mainly on the privatisation reforms. 

			The second group of countries includes some of the more economically developed countries, such as Chile, Argentina, or Mexico. The regime prevailing there, which was rather restrictive, meant that privatisation policy had to be based primarily on its liberalisation. This contributed to the inflow of foreign direct investment as well as the development of the private sector. The public sector was much larger than in the OECD countries, but the macroeconomic situation was much less stable. 

			The next group are less-developed countries. In this case, liberalisation was even more important than in the second group of countries. The capital market and its legal infrastructure are decidedly less developed than in the first two groups. Both these conditions and the size of the public sector in proportion to the economy meant that privatisation was much more difficult to carry out by conventional means than in the aforementioned countries.

			The fourth group of countries are Asian post-socialist countries – China since the 1970s and Vietnam since the late 1980s. They were primarily characterised by a closed regime of entrepreneurship and a socialist ownership structure. Both agriculture and trade were heavily nationalised. It is worth adding, however, that agriculture played a much greater role in these two countries than in other European socialist countries, and it was also much easier to privatise. In addition, China’s initial economic situation was more stable than even Poland’s, while Vietnam undertook its reforms under conditions of an unusually severe macroeconomic imbalance. 

			The last group is European post-socialist countries. As in the case of Asian post-socialist countries, the policy of liberalisation played a key role, as it paved the way for the development of a legal private sector. In fact, the economy started with a very large state-owned sector. Furthermore, the private sector grew much faster in the early post-breakthrough period than the legal apparatus was built.22

			1.1.3. China’s economic transformation

			China can serve as an example that the development of capitalism is also possible under authoritarianism. Certainly, the Chinese transformation has the same features of transformation taking place in Western countries. This is called ‘the empirical backbone of capitalism’, which consists of elements such as capital, labour, and markets. These elements determined development both during the Industrial Revolution in England in the 17th century and in other countries in later years during their industrialisation. The operation of these factors was also crucial for China after 1978. As a result of reforms, the Chinese economy received a capital injection, which in those years came mainly from the Chinese people. The wealthy Chinese living in different parts of the world invested their capital in their homeland. Another factor was the extremely cheap labour force that was engaged in export-orientated production. This factor has become the main source of China’s economic success. The largest recipients have been the European Union and the United States, which have been increasing imports of goods from China every year since. This export-orientated economic model was taken from Japanese practice, but China’s outstanding success is due to the scale and pace of reforms and the remarkable effectiveness with which they have been implemented.

			The reforms initiated by Deng Xiaoping primarily concerned the agricultural sector, owing to the characteristics of China’s economy at the time – China was an agrarian country. Changes in the countryside were necessary due to the defeat that resulted from the policy led by Mao Zedong. Reforms introduced an element of material motivation, that is, farmers were given the right to sell surplus harvests, which they no longer had to hand over to the state. The effect of these changes was a decrease in poverty and a significant increase in production. Economic privileged zones were created on the east coast, whose task was to attract foreign investors. They were to strengthen the functioning of the private sector, which in the future would become the driving force of the Chinese economy. In China – in contrast to Poland from the transformation period, for example – the privatisation of state-owned enterprises was gradually introduced by slowly limiting state interference in management processes. It was only later that the state sector was completely restructured.

			The example of China proves that there is no need for a democratic system to increase market forces. The effectiveness of modernisation depends on the will of leaders who want to implement reforms, and not on the system that is in force in the state. Deng Xiaoping managed to convince those who were opposed to the changes, which helped the reforms bring about the expected results; this symbolically culminated in the accession of China to the WTO in 2001.

			1.2. Transformation models

			There are therefore many transformation models, but for each of them there are certain rules, such as free prices, the freedom of businesses, or the freedom to conclude contracts. The literature on the subject assumes that the models of transformation are divided into those of a radical nature, otherwise known as shock therapy, or radicalism, and gradualism. Radicalism is characterised above all by speed. It can be applied in areas such as foreign trade liberalisation, full or partial deregulation of the public sector, or price liberalisation. Gradualism, however, is characterised by calmness and gradation. Most often, this approach concerns demonopolisation, privatisation, and the labour market. In addition, distinctions between these two forms can also be sought in such processes as macroeconomic stabilisation or economic liberalisation. The beginning of the transformation process is liberalisation. This results in destabilisation, which is associated with price increases, for example. The forms of systemic changes are usually accompanied by various stabilisation efforts, which can be implemented radically or gradually. If the economy is characterised by financial instability, the radical approach is undoubtedly a better solution. Unfortunately, there is no such choice in relation to institutional or structural reforms – the processes must be gradual. The same applies to the microeconomic restructuring of production capacities: it requires thoughtful action and wise decisions, not speed.

			Fast, or otherwise radical stabilisation is aimed at achieving a balance between supply and demand in the shortest possible time. It aims to ensure balance on the market of production, services, and goods. Mild stabilisation is characterised by a gradual balancing of the market. It should be mentioned that shock therapy was used even in Poland in 1990–1991. At that time, it was based on the reforms of Leszek Balcerowicz.23 Radical changes were also introduced in the German Democratic Republic, Croatia, Estonia, Lithuania, and Latvia, as well as in Russia, Ukraine, and most republics of the former USSR in the mid-1990s. All of these countries based their actions on the International Monetary Fund’s benchmark, focussing on stabilising the market for goods and services.

			It is worth noting that during the transformation processes many countries struggled with a number of political, economic, and social difficulties, regardless of the transformation.

			Figure 1. The model of transforming to a market economy

			[image: Figure1.jpg]

			Source: based on K. Starzyk, Zagraniczna polityka ekonomiczna w procesie rynkowej transformacji gospodarki. Przypadek Chin, Placet, Warszawa 2009, p. 31

			1.3. Practical implications of various concepts of systemic transformation in post-communist countries

			In most countries that experienced systemic change, the authorities met with rather unfavourable attitudes of citizens over concerns about the changes that were to come. People are usually reluctant to accept new products because they are used to the way the old system functioned. It is worth noting that transformation is connected with quite high costs; not only economic, but also social costs are incurred. They manifest themselves in such forms as income polarisation, mass unemployment, or widespread social pathology. 

			In the context of the analysis, we should look more closely at these phenomena. One of them is unemployment. In a centrally planned economy such a problem does not exist, at least officially; there is, however, the phenomenon of hidden unemployment. However, at the time of transformation, overt unemployment emerged and grew rapidly. As is well known, such events cause disorder of the social order prevailing in the state. The authors mention various types of unemployment, including rural (latent) or long-term unemployment. Moreover, more and more young people can be out of work. Bearing in mind all these aspects, it can be concluded that the transition from a centrally planned economy to a market economy is associated with a sharp increase in unemployment. In some countries which underwent systemic transformation, the rate of unemployment oscillated even around 15%.24

			The phenomenon of income polarisation is an undesirable effect that is associated with transformation. In general, it can be said that it involves the deprivation of part of society. This is expressed mainly through growth of the population whose incomes do not exceed the minimum subsistence level. In the economies undergoing transformation, the number of poor people in 1987–1993 increased by almost 15 percentage points (from 3% to 18%).25 It should be noted that poverty also acts destructively on the citizens themselves. This is often associated with a sense of harm and with a feeling of hopelessness. In many countries, there were various protests over this issue. In all countries undergoing transformation, the level of poverty increased significantly. This was due to the time lag that occurred between the recovery and growth and the improvement of the living conditions of the poorest social strata. This is due to the fact that first real income grows, then an increase in unemployment is noticeable, and only at the very end do the neediest families benefit.26

			Another problem that a state undergoing transformation must face is that of shifting the labour force from the public to the private sector. In the private sector, the payroll differentiation is greater than in typical state-owned sectors. It should be noted, however, that in transforming economies that undergo a transformation process where the market is still rigid, dependencies and earnings relations between professional groups are often perverted. In fact, the relationship between poverty and unemployment is greater and stronger in those countries where the unemployment rate remains high and the percentage of long-term unemployment is significant.

			It is worth mentioning that with the deterioration of the economic situation, the reluctance to privatise increases. The social disputes occurring in connection with this slow the whole process down. Restructuring is associated with mass redundancies, retraining and re-employing employees, and the fight for new markets. These are the challenges that the state must meet.27

			The next complication that is often visible is financial crises. This usually refers to such spheres of social life as science, culture, health care, or education. The reason for this situation is budgetary difficulties, which mainly result from a significant reduction in the state’s income, due to decreased production, among other things. It should be remembered that in a market economy state, a larger private sector is desirable. However – as everyone knows − this is not easy to accomplish. In the era of transformation, there are also cases of pathology. Private entrepreneurs who develop their business often take part in criminal activities. This situation is quite difficult to overcome, mainly due to the insufficient functioning of the legal system. The issue of ineffectiveness of law enforcement is also significant. It also causes corruption to spread.28

			In taking the decision to enter the path of economic transformation, China decided to introduce a different model of market economy than was prevalent in Europe – both Eastern and Central. As far as the PRC is concerned, its transformation can be described as a gradual one and its crowning was to be the creation of a model that was referred to as a ‘socialist market economy’.29 However, through the reforms of the Communist Party of China (CPC), political and social upheavals and the collapse of the economy that occurred in Europe during its transition to a market economy were avoided.30

			1.4. Models for estimating the impact of Special Economic Zones on economic growth

			SEZs have a special impact on the economy of the country in which they operate. Their important role during the flow of investment capital is briefly mentioned below. 

			1.4.1. Theoretical models

			Although the emergence of the first SEZ took place in the 1960s in Latin America, the first model solutions in fact did not appear until the mid-1970s. They were mainly developed based on the effects of the SEZs operating in China, the USA, and in other Asian countries. 

			The first person to attempt to include financial models of SEZs was a Japanese scientist and researcher Koichi Hamada.31 In the following years, new solutions began to appear, which were later presented in the form of various models. They were created by Young, Miyagiwa and Copeland, for example. The model that most fully described the activities of the SEZs was the model by Peter Warr. It focussed on the impact of both microeconomic and macroeconomic factors, as they determine the accumulation of capital. The most important variables that are used to describe models include the value of goods, the number of enterprises operating in SEZs, the labour force resources, and income-generating foreign factors.32 Using such data, the authors of individual models described the economic relations between the host country and companies investing in the zone. In these models they were treated as aggregates. 

			1.4.2. Models of two sectors

			The model description of the functioning of an SEZ was evolutionary in nature. Thanks to the emergence of new empirical data, researchers have refined their models by introducing further variables to them. It should be noted, however, that they really only described the functioning of the SEZ in one particular economy. These models did not work in other cases. In 1974 Hamada published a model later called the model of two sectors. The first was to be the national economy, whilst the second was the SEZ with foreign capital. In this model, the labour force is mobile – it moves freely between the zone and other regions of the country. As for capital, it is mobile only between sectors. It is worth adding that the Hamada model is basically based on Chinese management experience. The researcher wanted to explain one of the most important differences between the national economy and the SEZ economy – talking about the differences in the prices of final goods. How well the industry is protected mainly through customs and tariffs, while producers in SEZs compete on the global market. The Hamada model does not fully explain why foreign capital should be limited to the domestic economy. It should be mentioned that in the 1970s and 1980s foreign investors in China invested there not so much because of the attractiveness of the region, but because there was no other choice. 

			In his model, Hamada used the theory of Heckscher and Ohlin, which is based on the assumptions of two countries, two goods, and two factors of production (2×2×2). The inflow of foreign capital increases the demand for work in SEZs, which is satisfied by the migration of employees from areas in the interior of the country. This migration causes the Rybczyński effect, which consists in the fact that the sector that uses the labour force shrinks and relatively capital-intensive production grows. Hamada’s model also shows that the national income, which is expressed in domestic prices, does not change even if the foreign sector develops and foreign capital receives a marginal profit. Moreover, the Hamada model reveals that the influence of foreign capital reduces national income in world prices mainly by increasing distortions, which is caused by tariffs. Therefore, the influence of foreign capital in the SEZ reduces the wealth of the country. 

			The model also describes two effects – the effect of the aspect ratio and the effect of subsidiarity. The former is created as a result of relocating the coefficient (the Rybczyński effect). Foreign capital, which is attractive to domestic employees, means that they move from the primary sector. This guarantees a new balance. There is also a transfer of domestic capital from the primary to the secondary sector, which results in a development of its production. The latter effect, subsidiarity, is caused mainly by differences between domestic prices and global prices. Foreign capital is accumulated by combining two goods. However, it should be added that the first good (which is cheaper on the domestic market) in this merger has a larger share and a higher value of the merger on the global market, together with a higher loss caused by foreign capital in the domestic economy. 

			In the Hamada model, the economy of SEZs is characterised by a lack of protection of consumption. For example, production takes place in a Chinese SEZ, whilst consumption is very limited. All income from remuneration for the work of people employed in SEZ is transferred to the national economy and is treated in the same way as any other import.33

			1.4.3. Models of three sectors

			When creating his model, Miyagiwa used research in which he took into account more variables occurring in the real world. In this model, the domestic economy operates with SEZs. Miyagiwa founded the production of another good, one that was not produced before. In his model he used a combination of two models: the Heckscher–Ohlin and Ricardo–Viner models. It includes foreign direct investment. It is assumed that production in an SEZ can be aggregated and represented by one good. Moreover, it is subsidised to be a sound income. SEZs achieve such production effects that are equivalent to subsidies (lower property fees and easier access to raw materials). 

			In summary, it should be emphasised that the protected sector in China can be aggregated and that production in an SEZ is more capital-intensive than production in the domestic economy. This assumption accurately describes the economic relations in China until 1997, when the economy was further liberalised.34

			1.5. Regional differentiation of Special Economic Zones in effectiveness modelling

			According to the assumption, the analysis should concentrate on the effects of reallocating factors between the SEZ and the national economy. Therefore, as a result, we assume measurements of the zone’s efficiency for the national economy. One should consider the aspects of properly locating the SEZ. Miyagiwa uses the Harris–Todaro model, referring to the question of whether the zone should be located in urban or rural areas. Establishing a zone in a rural area may halt the migration from cities by initiating an independent development process. It should be noted that the results obtained through the Miyagiwa model suggest that an SEZ should be in rural areas. Interestingly, however, this is quite a controversial fact, as other factors influencing the choice of investment location (e.g. infrastructure) should also be taken into account. Chinese SEZs constitute a good example: the Shenzhen zone is concentrated on international markets and has a lot of foreign capital, whilst the island of Hainan, which is more distant – although it has better investment conditions – does not achieve similar results anymore. 

			Peter Warr’s model of enclaves 

			One of the models for estimating the effectiveness of economic zones is that proposed by Peter G. Warr (see Figure 1).35 It describes the economic zone as a closed economy which cooperates with the national economy to a lesser degree. 

			Figure 2. Warr’s model of enclaves

			[image: Figure-2.tif]

			Source: own study on the basis of P.G.Warr, Jakarta Export Processing Zone: Benefits and Costs, Bulletin of Indonesian Economic Studies, pp. 28–49

			 

			One assumption that was made in the construction of this model was the aggregated finances of an SEZ for the region or country in which the zone operates. This model is based primarily on the theory of international capital mobility, developed in particular by Jones and Caves. It assumed the existence of three basic variables describing the fluctuations of international investment capital (medium-term receipts from trade, return on capital, and labour costs). 

			Economic environment of the SEZ

			The model of enclaves was based on specific economic zones whose operating conditions differ from each other. This means that it will be necessary to make small adjustments to the model depending on which economic conditions we face. The first issue is the import of duty-free materials. Raw materials necessary for production for export can be imported free of tariffs, regardless of the customs restrictions of the national economy.

			Another aspect is so-called tax holidays. Enterprises that operate within an SEZ often benefit from tax exemptions for 3–10 years. However, it is worth noting that such exemptions formerly were not very significant – especially for zones operating in the Far East – because they showed a net loss. Administration is also an important aspect. Companies that are investors in SEZs usually work with an agency, which manages the zone. Therefore, they do not have to comply with many company restrictions. Infrastructure is also an important element as SEZ areas are most often very urbanised, which means that the infrastructure for investors is better than the domestic alternative. 

			1.5.1. Characteristics of some variables in the model

			Exchange differences

			An SEZ is a place of foreign investment, mainly due to cash transfers. Due to the differences between the domestic currency and the investor’s currency, there are fluctuations in the exchange rate that may have a serious impact on the domestic economy. One can either lose or gain from these fluctuations. In the event that the main currency is weakened, purchases in an SEZ are favourable for the country due to the occurrence of positive exchange rate differences.

			Employment

			Investors in SEZs create new jobs. In the evaluation model, it is important to remember the costs of alternative employment (the difference between the amount of pay in an industry and the costs of creating a job and expenditures on wages in an SEZ). Interestingly, wages in SEZs are usually lower than the average domestic wage in an industry.

			Technology transfer

			Technology transfer is one of the main motivations for creating investment enclaves. However, it should be remembered that new technologies are not always used, mainly due to the types of industry. 

			Tax revenues

			Tax revenues from SEZs are limited to income tax, which is paid by companies, and tax paid on the income of employees working in the SEZ. Practice shows that in a country where these zones operate, one cannot count on very high tax revenues. 

			Domestic loans and interest

			Investors are sometimes forced to borrow money on the local capital market. These loans are usually provided with a state treasury guarantee. However, it is relatively common that a company is unable to borrow on the domestic market, so it lends to a foreign market.

			Rate and discount period

			The discount rate for analysing the effectiveness of investments is the cost of the capital for the project. However, in the case of SEZs, this is difficult to assess. Therefore, the discount rate is usually calculated from the interest rates in the global economy. The discount period is one of the basic problems to be solved. Particularly important is the fact that it is appointed for a limited time, not for an indefinite period. The period of discount that should be taken into account when calculating the NPV for the zone is its operating lifespan or the assumed period, which is from 20 to 25 years.36
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