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Since China started its econonmic reformin 1978, profound changes have
taken place in al nbost every aspect of its economc system But changes in one
aspect is nore conspicuous and nore significant: the conposition of ownership.
The non-state sector has grown trenendously in the last fifteen years. As
Table 1 shows, the state sector's share in industrial output fell from77.6
percent in 1978 to 52.9 percent in 1991, which was even |l ower than the |eve
of 53.8 percent in 1957 when the "socialist transformati on" had just been
conpleted. In terns of the total retail volunmes, the share of the state
sector shrank from54.6 percent to 40.2 percent in the same period. The non-
state sector's share here was only three percentage point |lower than it had
been in 1957. In China the state sector has never been in a dom nant position
in enmployment, due to large agricultural population. However, even in non-
agricultural enploynment, the share of the state sector has experienced a |arge
decline, from60 percent in 1978 to 43 percent in 1991. |In other words, the
non-state sector enployed nore people than the state-sector did in both urban
and rural areas. Table 1 suggests that the relative size of China's state
sector is currently at about the sane level as it was in 1957 and could
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dwindle further. In this sense, China has, in the course of its reform
"denationalized" what it had nationalized in the previous decades. Overall,
China's state sector generated only about a third of the country’s gross
out put value in 1991, which, according N cholas Lardy's cal cul ation, was
approaching the level "of both Italy and France, where state-owned firns

produce a third of national output" (Lardy 1991).

(Table 1 about here)

The rel ative decline of the inportance of the state sector in China's
econony has | ong been appl auded by sonme while deplored by other Chinese
econom sts. However, the conposition of ownership did not really becone a hot
i ssue until 1992, when the Chinese Conmuni st Party defined, for the first
tinme, the establishnent of a "socialist narket econony" as the object nodel of
the country’s reform The official sanction of the concept "socialist narket
econony" inplies that existing socioecononic institutions should be renpul ded
and new institutions established to facilitate the proper function of the
mar ket. Then many questions arise: Is the market econony is conpatible with
public ownership? |If the answer is "yes," what institutional changes are

necessary to nake public enterprises conpetitive in narkets? |If the answer is

no," how should China proceed its privatization progran? A great debate on
those issues is currently ragi ng anong Chi nese econom sts and policy nakers.
Al'l participants of the debate agree that the nmarket nechani sm woul d not
be able to allocate resources efficiently unless econonm c agents are willing
and able to respond to price signals "rationally.” |In other words, even if
prices correctly reflect the relative scarcities in the econony, the resource

all ocation could still be suboptinal if enterprises do not have incentives to
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maxi m ze their profits. Al of themalso adnit that China's state enterprises
have failed so far to act as profit naxim zers. No one denies the fact that
one-third of China's state-owned firms are insolvent, another third suffer

| arge hidden | osses, and only about one-third are profitable. Wat is at
issue is howto make a diagnosis fromthe "synptons" of the ailing state
sector and how to treat such institutional defects. Three distinct views on

this issue have energed.

Soci al i st Marketeers
By "socialist marketeers" | refer to those econonists in whose

under st andi ng of "socialist nmarket econony," the adjective "socialist" is nore

i mportant than the noun "market econony." Traditionally, socialismwas

beli eved to be based upon three "pillars:" state ownership, central planning,
and the elimnation of inconme fromproperty. Socialist marketeers are willing
to do away with the central planning, because they are convinced that what
caused low efficiency in the classic command econony was excessive
centralization, which exceeded the capacity of the central planners in
collecting and processing the flow of information. But they don’t want to
give up the remaining two "pillars" of socialism Especially, the state
ownershi p of the neans of production is seen as the cornerstone of the
soci ali st econonmic system Therefore, no conprom se should be nmade in this
regard (Hu 1993).

They have no objection to the growth of private businesses, nmuch less to
t he devel opnent of collective enterprises, as long as the state sector can

keep its dominant position in the national econonmy. By "dom nant," they nean
both "quantitative" and "qualitative" superiority. In other words, the state
sector needs not only to keep its control over so-called "commandi ng hei ghts"
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of the econony, but also to naintain its |eading position in industrial
producti on and comercial activities. For them it is an om nous sign that
the share of industrial output originating fromthe state sector has fallen to
just above 50 percent. |If the trend continues, they worry, China's econony
woul d soon becone indistinguishable froma capitalist system (GQuo, et al 1992,
Ni ng 1992, Luo 1992).

In their judgnent, abandoning the central planning and granting a greater
degree of autonony to state enterprises are sufficient conditions for the
vi gorous operation of a market. State enterprises are in financial trouble
not because they are inherently inefficient, but because they have borne a
di sproportionally | arge share of the social costs of systemtransition (He
1991, CQuo, et al 1992). Those costs include:

Mich heavier tax burdens 1) State enterprises have to pay seven to eight

different types of taxes, while its non-state counterparts only have to pay
three to four. 2) Both nominal and effective rates of corporate i ncone taxes
are higher for state enterprises than for non-state enterprises (see Table 2).
3) Township and village enterprises and foreign-funded enterprises are often
granted various forms of tax holiday, tax exenption, tax reduction. 4) Tax
evasion is much nore pervasive in the non-state sector than in the state
sector. In this sense, the state sector has been subsidizing the devel opnent

of the non-state sector (Hu, et al 1992).

(Tabl e 2 about here)

Much heavi er burdens of social responsibilities Chinese state

enterprises have undertaken many responsibilities that, in other countries,
are provided by governnents. Exanples are day care, health care, housing, and
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social security benefits. Collective enterprises have in general provided a
much narrow coverage, and private enterprises tend to cover nothing at all.

In particular, old-age pension is worth notice. Because nost of the |large and
medi unt si zed state-owned enterprises were set up in the 1950s and 1960s, they
now have a |l arge nunber of retirees on their payrolls. The nunber of retirees
has increased from2.8 mllion in 1978 to 17.4 mllion in 1990, and their
pensi on expenditure has grown from1.6 billion yuan to 38.2 billion in the
sanme period. The pension expenditure has now becone the single nbost expensive
itemin state enterprises' total fringe benefit expenditure. To the extent
that state enterprises are paying for nore than four-fifths of the nation's
total pension funds (National Statistics Bureau 1992, Labor Mnistry 1989), it
i s obviously nuch harder for themto nmake profits than their non-state-owned
counterparts.

The costs of "reforminsurance" 1In 1987, China passed its bankruptcy

law. If the law were to be rigorously enforced, an estimated 20 nillion of
state enpl oyees would have to be laid off. |If that had happened, the reform
process woul d probably not have been as peaceful as it has really been. To
mai ntain social stability, governnents fromthe Center to the grass-roots

| evel would rather have enterprises keep and feed their idle workers. As a
result, few state-owned enterprises have ever fired workers and even | ess have
gone into bankruptcy. It is an "insurance" for a peaceful narket transition
State enterprises alone bear the social costs of the "reforminsurance."

Less opportunities for making profits State enterprises concentrate in

sectors that produce capital goods and raw materials. Those sector are
general ly subject to nore severe price control. The prices of energy,
transportation, raw materials, for instance, have |long been kept artificially
low. As a matter of fact, a half of the total subsidies for state-owned
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enterprises have gone to energy and raw material industries (Xun 1992). Non-
state-owned enterprises, on the other hand, generally produce consuner goods,
the prices of which have been largely liberalized. Thus, non-state-owned
enterprises can capitalize on the pricing disadvantages of state-owned
enterprises, because the forner are given freedomof action while the latter
are not.

Soci al i st nmarketeers believe that state-owned enterprises have in a sense
been "di scrimnated against” in the course of China's reform They therefore
are calling for equal terns of conpetition for both state and non-state
sectors. More specifically, they suggest to set a unified corporate incone
tax rate for all enterprises regardless their ownership, to conduct a housing

reform to establish a national social security system _and to gradually

0
liberalize state price control over all producer goods.' In one word, al
enterprises should be allowed to benefit if the reform brings about gains; and
all enterprises should be required to pay if the reformincurs costs.

Soci ali st marketeers don't deny that state-owned enterprises need to be
refornmed. But they think that what needs to be changed is not the nature of
their ownership, but their "operational nechanism" At the core of
transform ng the operational nechanismof enterprises is to del egate nore
deci si on- naki ng power in production and nanagenent to enterprises. |In the
| ast decade, China has adopted nany forns of enterprise reformdesigned to
give enterprises greater autonomy. The donminant formtoday is the "contracted
managenent responsibility systeni (Lee 1993). Socialist narketeers are aware
that the results of the "separating-state-ownership-from nmanagenent-control "
experiments have been far fromsatisfactory. But they blanme |ocal governnents
for having refused to et go of the power they have over enterprises. In late
1992, the State Council promul gated the "Regul ati ons Concerning the
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Transformati on of the Operational Mechanismof Industrial Enterprises Oawed by
t he Whol e People," which del egated fourteen kinds of decision-making power to
enterprises. It was hoped that the newinitiative would be able to break
resi stance by local bureaucrats and invigorate state firms. This, however,
has not yet happened. Despite continuous pushing by the central governnent,
"there is still a considerable gap between the work of many localities and the
demands of the central authorities"” in this regard (Conmentator 1993).
Nevert hel ess, socialist marketeers still place their faith in the
creation of independent operated, yet government-owned, enterprises by
perfecting the existing contracted managenent responsibility system
Beijing's Capital Steel Corporation has been seen as a successive nodel (He

1993).

Privatization Advocates

Privatization advocates don't believe that state-owned enterprises are
capabl e of fully fl edged narket behavior. While socialist narketeers insist
that public ownership is the untouchabl e cornerstone of socialism
privatization advocates contend that private ownership is the indispensable
cornerstone of the market econony. Privatization advocates can be found in
al nost every governnment think-tank or academ c research institute that is
related with econonic reforns. |In China's political environnent, it is of
course still too sensitive for soneone to openly condenn public ownership and
glorify private ownership. Therefore, privatization advocates have to be not
too forthright in their publications. However, they have no | ack of forunms to
express thenmsel ves. Conferences and internal journals are where they can be
heard. The strength of privatization advocates thus is much stronger than it

appears to be.



Privatization advocates base their criticismof public owership, or nore
specifically, state ownership, on two grounds: theories of property right
econoni cs and the contrasting performance records of the state sector and the
non-state sector

To prove that a market econony is not conpatible with public ownership,
privatization advocates advance the followi ng argunents:

1. The market exchange is not nerely the transfer of things from one
person to another; rather, it is the transfer of the property rights
desi gnating the ownership of those things.

2. Wthout a well-defined and enforceabl e system of property rights,
third parties can receive sone of the benefits, or have to bear sone of the
costs, resulted fromecononic transactions. |In other words, externalities
woul d be pervasive if property rights are too obscure.

3. FEfficient markets cannot operate unless the costs and benefits of
transactions are internalized to a substantial degree by the agents engagi ng
inthem That is to say, an inmportant precondition for the efficient
operation of a market econony is that property rights are well specified and
enforced, and | odged in the hands of those who nake econonic transactions.

4. Property rights cannot be nade sufficiently clear unless there are
ultimate private owners. Private ownership thus is the only ownership formin
whi ch property rights are genuinely clear

5. The critical deficiency of state property lies in the
i mpersonlization of ownership: state assets belong to everyone and to no one.

6. The conmunal nature of state assets makes it inpossible for
i ndi vi dual econom c agents to "internalize" nmany of the costs and benefits of
econonmi ¢ transactions. People working for state enterprises, ordinary
enpl oyees and managers alike, thus have little incentive to nmaxim ze profits
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and mnimze costs. As a result, econonmic agents tend to ignore price
signals, no natter whether they are "right" or "wong."

7. The phenonmenon of "soft budget constraint,” the fatal weakness of
soci al i st econonic system is caused by the absence of well specified and
enforced property rights.

8. The separation of ownership from managenent control can be realized
only in an econony where the private ownership is predom nant (e.g. joint-
stock conpanies in the Wst), because there such a separation is in the fina
anal ysis backed up by an interest by ultimte private owners. It is not
feasi bl e, however, to separate managenent control fromownership in a
soci al i st econony, for property rights of state ownership are by definition
uncl ear.

The | ogi ¢ conclusion fromthe above argunents is two-fold: private
property rights are the foundation for a market econony; and it is a dead-end
to seek to salvage state ownership by trying to reformit (Fan 1992, Fang
1993, Wang 1993).

To support their theoretical argunments, privatization advocates often use
exanpl es to show that public ownership is really hopel ess and i ncurabl e.

Their favorite exanples are:

1. The non-state sector has grown faster. |In the twelve years between
1980 and 1991, the national average annual growth rate of gross industrial
out put was 16.7 percent, in which the state sector grew at 13.0 percent,
collectives at 21.2 percent, private business at 99.4 percent, and "ot her
types of ownership" (which include foreign-funded enterprises) at 46.9 percent
(Fang 1993).

2. The non-state sector is nore efficient than the state sector. To ny
know edge, there has been no empirical study on the efficiency differences
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bet ween the two sectors published in China. But a number of studies on this

i ssue done abroad are available to scholars in China. And, in fact sone

Chi nese scholars participated in sone of those research projects (Xu 1991
Chen, et al 1992, Xiao 1991, Jefferson, et al 1992, Wo 1993). The results of
those studies vary widely. Sone claimthat the annual growth rate of the
total factor productivity of non-state enterprises was as nuch as ten tines

hi gher than that of state enterprises (Qan and Xu 1993). Ohers concl ude
that the gap is as small as |less than one tine (Jefferson, et al 1992). |In
any case, those studies are oftne cited to support the assertion that the non-
state sector is nore efficient than the state sector

3. The non-state sector is full of vitality. The strongest evidence of
its vitality is that it is able to develop under difficult circunstances.
During the recent retrenchnent period of 1988-1991, whereas the state sector
stagnated, the non-state sector continued to grow at high speed.

4. The state sector has becone a burden of the econony. Two thirds of
state-owned enterprises are naking | osses overtly and covertly and can only
mai ntain their existence with "paychecks fromthe government." The tota
amount of subsidies to | oss-naking state-owned enterprises reached 50 billion
in 1991, which accounted for 2.5 percent of China's GDP (National Statistics
Bureau 1992).

Based on those observations, privatization advocates claimthat the rise
of the non-state sector is the nost inmportant achi evenent of the econonic
reformprocess so far. Most tangi bl e changes one has wi tnessed have been
brought about by this healthy part of the econonmy. Mreover, they contend
that disparities in the performance of the state and non-state sectors are due

to ownership differences and differences in incentives intrinsic therein.
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If their theoretical reasoning is sound and their enpirical observations
accurate, it is futile to expect that mnor nodifications of the state sector
woul d be sufficient to nmake state-owned enterprises spontaneous narket -
oriented econom c agents. As long as firns renain in state ownership, no
change could nmake themto act as if they were privately owned. To build a
mar ket econony, China thus has to privatize its econony rather than continue
foll owi ng Lange's nodel of "nmarket socialisnm (Wang 1993). It is interesting
to note that, in the witings of privatization advocates, the adjective
"socialist" is rarely used to qualify the noun "market econony." This is
probably not an accident. Cbviously, in the minds of those authors, a narket
econony cannot be conpatible with public ownership.

Whi | e advocating privatization, Chinese privatization advocates don't
favor a bi g-band approach, though. Nor do they recomend an outri ght
privatization programto denationalize existing state-owned enterprises. In
their view, the privatization of the econony doesn't have to take the form of
transfer to the private sector of state-owned enterprises, a formthat has
been adopted by Eastern European countries and the states of the former Sovi et
Union. An alternative way of privatization is to nurture non-state
enterprises and encourage themto conpete agai nst state-owned enterprises. As
far as state-owned enterprises are concerned, privatization advocates suggest
that different nethods are to be used to deal with different types of
enterprises. 1) State enterprises should be allowed to keep their don nant
position in areas where natural nonopolies are likely to exist or
externalities are pervasive. 2) The governnment should gradually "w thdraw'
fromareas in which state-owned enterprises are conpeting with non-state
enterprises by reducing and eventually stopping its investment in those areas.
3) Even in the areas where the governnent is obligated to provide public
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goods, it should try to contract out such publicly financed services to the
private sector, instead of solely relying upon state-owned organi zations to
performthose functions (Fang 1993).

The essence of this strategy is to do awmay with the dom nant state sector
not by "smothering" it, but by "breeding" new elenents to replace it. G ven
the allegedly contrasting perfornmance records of the state and non-state
sectors, privatization advocates are confident that if their strategy were to
be adopted, over tine, the state sector would fill a continually decreasing
share of the nmarket, while the non-state sector eventually beconme dom nant.
Once state enterprises becone "a snmall islands in the sea of the private

econony,"” they will be conpelled to behave |ike other econonic agents in the
market. Besides, this strategy is believed to be a | ess painful way of
transition to a real market econony (Wang 1993, Fan 1993). As for the

question if the end result such a transition would bring about is a "sociali st

mar ket econony, " privatization advocates would not bother to answer.

Mar ket Socialists

Li ke "socialist marketeers," "market socialists" are socialists in the
sense that they still stick to public ownership and "distribution according to
work," the remaining two pillars of "socialism" However, their witings
often give one an inpression that they put "market" before "socialism™" They
have no objection to fundanentally renoul di ng public ownership and to
redefining the principle of "distribution according to work," as long as such
changes are necessary for nmaking the econony nore efficient.

Mar ket socialists accept the criticisns of state enterprises nade by
privatization advocates, and they al so pay a great deal of attention to the
i ssue of property rights just as privatization advocates do. But they don't
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share the latter's conviction that conpetitive nmarkets cannot operate properly
in the absence of the domination of private ownership. |I|ndeed, privatization
advocates' faith in the superiority of private ownership is probably ill-
founded for a number of reasons.

1. The non-state sector should not been mistakenly represented as
predoninantly privately owned. |In fact, China's non-state sector is made up
mai nly by urban and rural collective enterprises.

2. So far there has no enpirical study conparing the performance
di fferences between the state-owned enterprise and the private-owned
enterprise in China. The assertion that private ownership is superior to
public ownership in China needs solid evidence to back up

3. The non-state sector’s faster annual growh rate of output and
productivity doesn’'t nmean that the non-state sector has attained higher |evels
of productivity than the state sector. Their low starting point mnmight be an
expl anation of their high growth rate. Even if the non-state sector had
surpassed the state sector in productivity, this, as Gary Jefferson points
out, cannot be automatically attributed to pure ownership differences
(Jefferson 1993).

4. The evidence that private ownership in a conpetitive environnent is
suf ficient to induce innovation, cost nmininzation, and the |ike does not
contradict the conjecture that conpetition nay be a nore inportant influence
on efficiency than ownership. |In fact, a nunber of studies done outside of
Chi na have shown that in situations in which publicly-owned firns were subject
to conmpetitive conditions sinmilar to those facing private sector counterparts,
their performance was not necessarily inferior (Caves and Christensen 1980,
Vernon and Aharoni 1981, Vernon 1987). In other words, public ownership is
not inherently less efficient than private ownership.
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Mar ket socialists apparently believe that conpetition rather than
ownership per se is the key to efficiency (Zhou 1993). Thus, China's task in
the 1990s is two-fold. On the one hand, a nore conpetitive environnment should
be created to build growi ng external pressures on state-owned enterprises. On
the other hand, efforts should be made to inject the conpetitive vigor that we
have observed in non-state enterprises into state-owned enterprises.

The key to creating a conpetitive environment is to forcefully devel op
the non-state sector of the economy. Market socialists advocate the
devel opnent of the non-state sector, not because they are convinced that
sector should replace the state sector to becone the | eading force of the
econony in the future, but because they hold that pressures fromthe non-state
sector are vital for pushing state-owned enterprises to throw thenselves into
mar ket conpetition. Wthout pressures from outside, state-owned enterprises
may never change their habitual behaviors.

Shoul d not-state enterprises' economc activities be confined within a
certain boundary? No, market socialists answered. |n their opinion, such
activities should be all owed and encouraged to conpete with state-owned
enterprises in all areas. Should a linmtation be set so that the share of the
non-state sector in the econony would not surpass that of the state sector?

To this question, again, market socialists give a negative answer. |In terns
of enploynent and gross output, the non-state sector already exceeded the
state sector 1991, and its share of industrial output topped the state sector
in 1992 (Gong 1993). |If a quantitative upper limt were to be set, there
woul d not be nmuch nore space for the non-state sector to grow. Market
socialists believe that the state sector should play a leading role in China's
"socialist market econony," but they refuse to accept the proposition that the
"l eadi ng role" should be understood in terns of quantitative superiority.
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I nstead, they suggest that the "leading role" is a qualitative concept. "The
superiority and guiding role of the state sector do not depend on its
proportion of total output(say, over 50 percent) in the econony, but on its
vitality and conpetitiveness, on its ability to influence the decision-naking
of economc entities in which the state holds some of the shares, and on its
control over a few strategically inportant industries" (Liu 1993).

Ext ernal pressures, however, are a necessary but not sufficient condition
for maki ng state-owned enterprises "profit nmaximzers." To inprove the
performance of state-owned enterprises, Chinese authorities have in the |ast
decade continuously tried to change their incentive payoffs so that they woul d
be willing to act as "profit maxim zers." |In the early years of enterprise
reform it was thought that the inefficiency of state-owned enterprises was
due to insufficient del egation of decision-naking power to nanagers and
i nadequate nmaterial incentives for workers. Early reforms thus concentrated
on devi sing schenes that allowed enterprises to retain nore profits and
expanded enterprises' operational autonony. The results of those reforns,
however, have been di sappointing. On the one hand, nanagers are stil
conpl aining that the anpbunts of retained profits are too small and their
deci si on-nmaki ng powers too limted. On the other hand, the retention of nore
profits and the expansion of enterprise autonony have not brought about
correspondi ng increases in productive effort (Aram and Wang 1991). There
seens to be a dilemma: if a manager doesn't have sufficient discretion, her
firmcannot act as a "profit maxim zer" in narkets; if she is given
consi derabl e di scretion, she may use the discretion to pursue goals other than
profit maxin zation.

I n principal -agent rel ationships, one expects that by prom sing the agent
a fraction of the full value of his performance, the agent would be induced to
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deliver productive effort. Wy hasn't this occurred in China's enterprise
reforn? There are three reasons. First, the partition of profits is
determ ned by ad hoc bargai ni ng between | ocal state agencies and enterprise
managers. Since none of themare residual claimants of the state properties
under their control, they are likely to collude to increase enterprises
profit retention regardless of the level of productive efforts. Second,

al t hough the governnment has regul ations on how to divide retained profits into
accumul ation funds, collective welfare funds, and bonus funds, due to

i nfornmati on asymetry, the real control over the division is in the hands of
enterprise managers. Because neither they nor the workers are residua
claimants, they are likely to collude to spent as rmuch as they can on worker
conpensation (Lee 1993). Third, the low I evel of accunulation funds doesn't
worry managers and workers. |If worst conmes to worst---their enterprises
suffer heavy | osses, they know that the governnent would bail them out.

Are there ways to break the two types of collusion and to harden
enterprises' budget constraints? To find an answer, Chinese econoni sts and
pol i cy-nmakers have in recent years turned to Western market econom es for
clues. Wiat they have been looking for is an institutional arrangenent under
whi ch enterprise managers could have sufficient autonony to take whatever
actions necessary for profit maxinization, but at the sane tine their
behavi ors could be nonitored by the state so that they would not be able to
abuse their power for pursuing other goals. Anbng various options, narket
socialists' favor is the shareholding system |In the Wst, the sharehol di ng
conpany energed as a device to pool capitals and to disperse risks. But
Chi nese nmarket socialists view the sharehol ding systemas a form of
organi zation in which ownershi p and managenent are separated but the latter is
responsible for the forner. |If such a separation is really possible, it is
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hoped, enterprises will act just like their counterparts in capitalist market
econoni es, despite the fact that they are publicly-owned.

However, the separation is by no neans an easy task. Market socialists
are aware that a nunmber of institutional innovations are required before the
shar ehol di ng system can function properly.

Property rights There can be no genui ne sharehol di ng conpani es w t hout

unanbi guously specified proprietary rights. Even if shares belong to the
state, the property rights over the assets that those shares represent stil
need to be specified.

Omership structure |If the state were to be the sole sharehol der, no

change woul d occur. Different authors have offered different solutions in
this regard, anbng which "cross-ownership"” is nost popular. 1In this scheneg,
state property rights are rearranged in such a way that the effective

owner shi p of each enterprise would be divided anong a nunber of different
public institutions that represent the state. 1In addition to the state
shares, the enterprise is allowed to use its accunul ation funds and ot her
sources to acquire a certain anpbunt of stocks, and private individuals my
al so buy shares as their personal investnent. The "cross-ownership" is
expected to create an external elenent of control and pressure for better
per f or mance.

Transferability of ownership rights and stock market The pressure and

control by sharehol ders would not be effective if they are not given the
freedomto invest and divest in the conpany's shares. Thus the
transferability of ownership rights through a stock market is crucial to the
heal th of the sharehol di ng system

Managerial | abor market The effectiveness of the discipline on managers

depends to a large degree on the threat of losing their jobs in case of bad
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managenent. |f managers were appoi nted for non-econonic reasons, the threat
woul d not work. The decisions about the appointnent and renoval of nanagers
t hus shoul d be solely based on whether they can operate the firmin the best
interests of the sharehol ders.

Bankruptcy This is also a kind of nonitoring device. |If profits decline
because of bad nanagenent, the stock price of the conpany will fall, which
woul d make the conpany an attractive target for a takeover. O the conpany
may go bankruptcy. Either way, the inept managers will |ose jobs, and the
i nefficient company will cease to exist.

Inconme fromcapital The sharehol ding systemis necessarily acconpanied

by various fornms of inconme fromcapital (e.g., dividend and capital gain),

whi ch categorically violate Marx's teaching that socialist distribution should
be according to | abor, but not property. Market socialists reinterpret
"distribution according to labor." They claim "that work results are
assessed and i ncones apportioned through the market can better manifest the
principle of distribution according to Iabor." Accordingly, they suggest that
i ncome fromlabor as well as fromother factors of production, such as capita
and | and, should all be legitinmated (Gao Shangang 1993).

Al'l those institutional arrangenents are alien to traditional socialist
canons, but Chinese narket socialists are willing to accept themfor the sake
of salvaging the troubling state sector. To convince their critics as well as
t hensel ves that they are still "socialists," they argue that it is because the
soci al i st market econony nust adhere to public ownership that "the basic form
of the public ownership nmust neet the needs of narket econony." "Q herwi se,
the vigor of the public ownership will not be brought into full play, and the
val ue of the state-owned assets will not be preserved and increased, and the
publ i c-owned econony will not be expanded and strengthened" (Gao 1993).
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It is one thing to cast off ideological constraints, but it is quite
another to work out a feasible way for rearrangi ng the state ownership.
Critics are still skeptical that the sharehol ding system can sol ve the
probl ens its advocates--narket socialists--have hoped it to solve.

First, market socialists have hoped that the process of establishing the
sharehol ding systemw |l work as a device to clarify property rights in China.
But critics call this an attenpt "to put the cart before the horse," because a
precondition of the sharehol ding systemis well specified and enforced
property rights (Xun Yi 1992). Rather than clarifying property rights, the
sharehol ding systemin fact nmay make wel| specified property rights obscure,
at least that was the case when pure private businesses turned into joint-
stock conpanies in the West. The nmi n advantages of the sharehol di ng system
are to pool capitals and disperse risks, not the clarification of property
rights (Lin and Shen 1992).

Second, in large sharehol ding conpanies, if its shares are concentrated
in the hands of a few owners, it is alnopst inpossible to separate ownership
from managenent. |n case that the few large owners all are the
representatives of the state, the rel ationshi ps between the governnent and the
enterprise will not be very different fromwhat we see now. Mreover, the
state pursues nmany goal s other than profit-naxinzation, including not just
macr oecononi ¢ stability or bal ancing of regional economc conditions, but also
a broad spectrum of social policies as well. Thus, it is doubtful that
institutions representing the state will behave in ways Wstern institutiona
i nvestors such as banks, pension funds, and nutual funds act.

Third, if the shares of a conpany disperse anong a | arge nunber of snall
shar ehol ders, on the other hand, it is not cost-effective for individua
sharehol ders to exercise their control power over the managenent. "Free-
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rider" problemthus would exist for shareholder nonitoring. O course, snal
sharehol ders can exert their power through the stock market, where they nay
"votes with their feet." For themto be able to do so, however, the

shar ehol di ng system nust be acconpani ed by a series of institutiona
arrangenents to nonitor managers' behaviors, such as effective accounting and
audi ting systens, stock market, managerial |abor market, mechani sns of

t akeover and bankruptcy, and the |ike. However, those will take years or ever
decades to develop. Wthout them the sharehol ding system nay cause nore
problens than it solves (Yu 1992, Liu 1993).

Fourth, even if the above-nentioned institutions are in place, there are
doubt about whet her the stock narket can nake conpany bosses accountable. In
theory, the stock market can work as a disciplinary device, but even in such
wel | -functioning nmarket econonies as the United States and Great Britain, its
record has been poor. That is why sharehol ders everywhere have recently
started to protest that bosses are not serving themas they should (Econom st
1994).

Fifth, even if the stock market can work as a disciplinary device for
solving the principal-agent problens in the sharehol der-nmanager rel ationship,
it is not clear how the principal-agent problens in the relationship between
the "state" as the ultimte owner and the public holding institutions that
represent the interests of the state can be solved. Woever take the
positions of state representative in the sharehol ders' neeting or the board of
directors were sinply agents for the state. There is no guarantee that they
will not collude with the nanagenent to pursue their own interests and agenda
(Lin and Shen 1992).

Finally, without a well-functioning stock nmarket in place, exactly how
buyers and sellers deternine the nmarket val ue of assets in the process of
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turning state-owned enterprises into joint-stock conpanies is unclear
Moreover, given the fact that two thirds of the state-owned enterprises are
| osing noney, it is questionable who el se besides state holding institutions
would Iike to be the owners of | oss-nmaking conpanies. One may al so ask what
is the point for the state to turn | oss-nmaking enterprises into joint-stock
conpanies, if they, fromthe econonic viewdoint, should have been decl ared
bankruptcy (Fan 1992, Mao 1993).

The Chinese market socialists have generally failed to realize that the
sharehol ding systemis not the only way of creating efficient and responsible
managenent. Japan, for instance, has used the bank to nonitor the firnms
managenent, and the results are obvious to all. Mre inportant, the
devel opnent of a well-working stock market takes nuch |onger tine than does
bank-centric nonitoring ((Barhan and Roener 1993). For those reasons, the
mar ket socialists should | eave their options w de open rather than sticking to
a single nodel.

It is, of course, not entirely fair to say that the Chi nese narket
soci al i sts have stuck to a single nodel for rearranging state ownership. They
have enphasi zed the i nportance of differentiation. They propose to sell and
contract out sone of small and medium sized state enterprises to private
citizens and foreign owners. The fornmer fornmula is pure privatization (mnyou
mnying), while the latter is call "owned by the state but managed by private
busi nesspersons"” (guoyou mnying). The shareholding systemis also a form of
"guoyou minying." As for state-owned enterprises in sectors where natura
nonopolies are likely to exist and externalities are pervasive, narket
soci al i sts suggest that those enterprises should be kept under the direct

control of the governnent (guoyou guoying). Nevertheless, the sharehol ding
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systemis what nmarket socialists believe would bring the state sector out of

t roubl e.

Concl usi on

The inportance of the state sector in China's econony has declined
considerably in the last fifteen years. Meanwhile, the discourse of
di scussi on on property ownership has made an about-face. In the pre-reform
China, private ownership was condemmed and only public ownership was
legitimate. When China started its reformin the |ate 1970s, whether or not
private property should be allowed to exist al ongside public property was once
a hot issue. Today, however, Chinese econonists, l|iberal and conservative
al i ke, have reached consensus at |east on the following five points. First,
any form of ownership that appears to hinder the devel opnent of narket econony
needs to be reformed. Second, the form if not the nature, of public
owner shi p needs to be changed to accomopdate to the country's narket
transition. Third, the existence of the non-state sector in general and the
private sector in particular is not only acceptable but al so desirable.
Fourth, China's future econom cal system should not be based upon a single
formof ownership. Rather, a m xed ownership system should be expected. And
finally, all necessary changes should occur in an increnmental rather than
radi cal way. What differs the privatization advocate fromthe sociali st
mar ket eer and nmarket socialist is their opposite views on which form of
owner shi p should be given the dom nant position in China's future econony.
The privatization advocate insists that the private ownership should replace
the public ownership to becone the base of market econony. The socialist
mar ket eer and the narket socialist both agree that the objective of reformis
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to make public ownership nore conpatible with market operation, not to abandon
it, but they cannot agree on what is the best formof public ownership. The
former mmintains that state ownership is basically sound and only its
operational nechani smneeds to be nodified, while the latter proposes to
transform state-owned enterprises into sharehol di ng conpani es.

Until 1992, the view of the socialist nmarketeer had been dominant both in
academn ¢ di scussion and policy-making, but its dom nant position began to face
chal l enges in the late 1980s (Hsu, 1991). The narket socialist's thesis is
prevailing now. China declared that it will carry out an experinment in 1994
to transform 100 | arge-scal e state-owned enterprises into sharehol di ng
conpanies. As it has been in the past, conducting such an experinent preludes
an overall orientation change in the governnent's policy concerning the form
of public ownership. Meanwhile, argunments for privatization have found
currency anmong nore and nore young economi sts since 1992. Gven the
constrai ned nature of academic freedomin China, it is significant that
privatization advocates now are able, for the first tine, to give voice to
their opinion through first-rate econonics journals (Wang 1993, Fang 1993).

Is this a sign of limted political liberalization, or a sign that China is on
the way to eventually give up the donmi nance of public ownership inits
econony? Nobody knows. But one thing is certain: the era of Marxist
dogmati sm has ended and China's reform has noved beyond the point of no

return.
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Tabl e 1: The Expansion of the Non-State Sector

1957 1978 1991

Share of Gross Qutput Value (%

The State Sector 52. 4 35.2

The Non- St at e- Sect or 47.6 64.8
Share of Industrial Qutput Values (%

The State Sector 53.8 77.6 52.9

The Non- State Sector 46. 2 22. 4 47.1

The Private Sector 27.2 0. 00 11.4
Retail Sales (%

The State Sector 37.2 54. 6 40. 2

The Non- State Sector 62.8 45. 4 59.8

The Private Sector 21.5 2.10 29.8
Total Enpl oynment (%

The State Sector 10.3 18.6 18.3

The Non- State Sector 89.7 81.4 81.7
Non- Agricul tural Enploynment (%

The State Sector 60. 0 43.0

The Non- State Sector 40.0 57.0

Source: National Statistics Bureau, 1992.
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Table 2: Real Rates of Corporate Inconme Tax (%, 1990

St at e- Owned Ur ban Co-op Rural Co-op Private

38. 28 31. 39 24. 86 | ess than 20.00

Source: @uo, et al. 1992.
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Endnot es

' Al of those demands are high on China's reform agenda of 1994. For
i nstance, on January 1, 1994, China began to inplenment a new tax |aw that
stipulates that all enterprises pay their corporate incone tax at a universa

rate of 33 percent.
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