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An attenpt to reformthe classic centrally planned system in essence,
is an attenpt to change the role of the state in the econony. Characterized
by state nmonopolization, omnipresent regul ation, and centralization, the old
system was a conmand econony (Wang, forthcoming). Reformthus has to start
wi th reducing the scope of state intervention. G ven the deep-seated
i deol ogi cal hostility to the market that prevailed in the pre-reformera, the
substitution of market coordination for bureaucratic coordinati on woul d never
be an easy task. It would take a long tine for the people as well as policy-
makers of a state socialist country truly to appreciate the virtues of the
mar ket .

However, they may go overboard, stressing the advantages of the narket
in stimulating flexibility, innovation, and efficiency without realizing its
deficiencies. Disillusioned with central planning, they may uncritically
enbrace the currently fashi onabl e neo-cl assic econom ¢ doctrine and join its
aficionados in calling for unqualified "state-shrinking." Perhaps a consensus
may never be reached on the question of "how nmuch and what kind of state
intervention is necessary for the proper function of market." Nevertheless, a
nation in transition would sooner or later realize that it is dangerous to run
to either extrene.

The search of the ideal range of state intervention is a learning
process. The reformleadership may | earn how to redefine the scope of state
intervention fromthe negative and positive experiences of its own nation
other socialist countries, and mature narket economies. They may also |learn
through trial and error during the course of nmarket transition. Lessons drawn
fromthe past, fromothers, and fromcurrent practice, however, cannot speak
for thenselves. Rather, they are always subject to dispute. Debate thus is
unavoi dabl e.

This essay deals with such debate in China. Indeed, as a nunber of
studi es have shown, every step of reformin China was acconpani ed with sone
furious debates and the key point in all those debates has centered on the
rel ati onshi p between the state and market (Chen, 1990; Hsu, 1991; Hua, Zhang,
& Luo, 1993; Fewsnmith, 1994). Wiere did the debates fit into the policy
process?

Economi sts were nbst active in engagi ng thensel ves into such debates,

but few took part in thempurely for academ c reasons. Many participants of
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t he debates hel d positions on advisory bodies |ocated directly under certain
deci si on- maki ng organs, and sone had respect and trust of top | eaders. Even
t hose who had no personal connections with political |eaders hoped sonehow to
i nfluence policy-making. Watever their backgrounds, those econonists were
policy advocates when they were involved in such debates. The nane of the
gane they played was "conpetitive persuasion:" each side attenpting to
fornul ate persuasive argunments about appropriate course of future reform in
conpetition with other sides offering alternative advices (Hal pern, 1992).
D fferent schools of thought energed fromthose debates did not exist
i ndependently of the political process. Political |eaders who had conflicting
vi sions of reform needed econonmists to provide rationales for their own policy
preferences and to refute their adversaries'. And, whichever faction
prevailed in politics, it needed economi sts' help in selling its programto
policy inmplenentors and the public. Therefore, top | eaders often incited
their favorite econonmsts to fight in a debate on their behalf. Econonic
debates thus were inextricably intertwined with the struggle for power.
However, those debates were not conpletely mani pulated by politica
| eaders. While the political process set the franework in which econonic
i ssues were debated, debate participants had the desire and ability to push
the paraneters of the debates in directions that were different from what
political |eaders had chosen, and thus to affect the policy-naking process
according to their own reformagendas (Fewsmth, 1994). As policy advocates,
econoni sts possessed sone propensities that policy nakers generally |acked.
First of all, political |eaders had to count on econom sts theoretica
proficiency to conceptualize reformand clarify its goals. By interpreting
econom ¢ changes and offering broad cognitive naps of transition for the
| eadershi p, the econom sts were in a unique position to influence the way in
whi ch central |eaders thought about reform Moyreover, their historic and
conparative perspectives enabled themto float "fresh" ideas and introduce
"new' ways of thinking for policy-nmakers, which could significantly expand the
range of policy options. Finally, political |eaders had to rely upon
econom sts' technical training and relatively long termhorizon to assess the
i kely consequences of various policy options and thus elimnate certain
harnful alternatives fromfurther consideration. Although policy-nmakers

rarely accepted particular proposal put forward by any individual or group



debat es anbng economi sts did exert inperceﬁtible yet substantial influence on
policy process in sone |ong-range fashion.*

This essay traces the nain |ines of debate over the state-narket
relations in China since the inauguration of reformin 1978. The next section
exam nes how the nmarket has becone gradually legitinated in the sociali st
country. The follow ng section focuses on Chi nese economi sts' current debate
on how to redefine the economc role of the state. The discussion shows that
t he debate has radically changed the conceptual frameworks of Chinese
econom sts and policy-nmakers, which is likely to circunscri be what | cal

China's "zone of future reform™
The Legitinmatization of the Market (1979-1991)

China's econonic reformsince 1978 has | ong been called a "narket-
oriented refornt' by outside observers, but the Chinese governnent didn't
formal |y accept the conception until late 1992. |In other words, it took China
14 years finally to get rid of the dogmatical interpretation of socialism
The concept of "market" had been treated as "the enbodi nent of capitalism and
the antithesis of socialism in the pre-reform China all along (Hsu, 1991).

It therefore was not surprising that such an attitudinal change took so |ong.
The legitimatization of the nmarket went through several stages.

When China's reformbegan in 1978, even the nost radical reformm nded
econoni sts believed that the purpose of reformwas to inprove the centrally
pl anned systemrather than to replace it with sonething else. Neverthel ess,

t he past experience with central planning had denonstrated that "when you try
to plan everything, you plan nothing." Thus, increased voluntary transactions
anong econom ¢ agents were regarded as an antidote to the rigidities and
excesses of Soviet-styled planning. To provide a theoretic or ideol ogical
basis for this pragmatic need, sone Chinese econonists began to argue, by
reinterpreting key Marxian econonic categories (commodity, value, price,

etc.), that the market was not inconpatible with socialism By the early
1980s, this view had becone wi dely accepted (Lin, 1989).

At that tine, however, nobst econonmists still didn't have nuch faith in
the market. In their view, the utilization of the market was a tenporary
concession only to be justified by the immaturity of the socio-econonic

conditions for real socialism And they believed that the restricted use of
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the market nechani smwas sufficient for elimnating planners' inperfections.
That explains why the prevailing policy slogan in the early 1980s was "central
planning is primary, market nechani sm supplenentary.” It then was widely held
that the conbination of the plan with the market could bring about "the best
of both worlds," and that what was crucial to China's reformwas to find the
optimal boundary |ine between the planning and the market. Many suggesti ons
were made. Sone econoni sts mai ntained that current production should be

regul ated by the market, and investnent by the planner (Hua, Zhang, & Luo,
1993). Ohers contended that the state sector should be subject to state

pl anni ng, and the non-state sector left for the market. Still others insisted
that key products (like coal, steel, and nmachine building) that were vital to
the econony should be kept under state control, and nbst consuner goods and
sone producer goods freed fromstate control. Most held that product narkets
shoul d be open, while factor nmarkets should be barred (Hsu, 1991).

The search for the optinmal separation |ine between the planning and the
mar ket turned out to be nuch harder than initially expected. As the reform
proceeded, it becane increasingly evident that none of suggestions nentioned
above was viable. To increase efficiency and econom ¢ output, reforners found
it inmperative successively to enlarge the role of the market and further
weaken state intervention. In 1984, the Party put forward a new reform
gui del i ne--"soci ali st planned comobdity econony"--to replace the old one--
"central planning is primary, market mechani sm suppl ementary.” Mreover, the
Party's Thirteenth Congress of 1987 defined the "socialist planned commodity
econony" as an econony in which "the state regul ates the market, and the
mar ket guides firms." Unlike the old nodel in which the narket was supposed
to be domi nated by the state, the new nodel seenmed to suggest that the narket
shoul d beconme the center of gravity in the econony, though it still needed to
be bal anced by the plan

However, "socialist planned comobdity econony" was a rather equivoca
formul a, which caused a great deal of confusion. Arguing that there could be
no production and exchanges of commodities in the absence of markets, sone
econoni sts asserted that the commpdity econony in essence was a narket
econony. But others disagreed. They insisted that planning should be the
main attribute of a socialist econony even if it legitimted commodity
exchanges. The former group advocated that the concept of the market should

be expanded to include producer goods market, technol ogy narket, capita
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mar ket, and | abor narket, whereas the latter group was only willing to all ow
m nor products to be regulated by the market (Wi, 1993).

The first group prevailed from1984 to 1988. Econonic policies of Zhao
Ziyang, then the Prime Mnister and Party General Secretary, were heavily
colored by the thoughts of this school (Hua, Zhang, & Luo, 1993). After the
Ti anannen of 1989, however, Zhao was disnissed fromhis post, and the second
group gai ned the upper hand. A return to an all-enbraci ng command econony was
not what the group desired. But those theorists didn't trust the market.

Bl ani ng "excessive marketization" for having created the "neither narket nor
pl an" chaos witnessed in the |late 1980s, they called for a neasured
reinstatement of the role of state planning in the econony (Liu, 1991; Wi, &
Huang, 1992; Ning, 1992; Luo, 1992).

The conservative current did not last long. During his tour of South
China in the spring of 1992, Deng Xi aopi ng made a conment on the plan-narket
controversy: "Planned econony is not tantanmount to socialism as capitalism
al so has planning; and the market econony is not tantanobunt to capitalism as
there are markets in socialism too" (Wi, 1993). Due to Deng's persona
intervention in the debate, the anti-nmarket backlash that had energed after
1989 faded away in no tinme. No |longer was there anyone who dared openly to
argue that "the market econony is a patent of capitalism"™ |In October 1992,
the Party declared at its 14th national congress, for the first tine, the
establ i shnent of a "socialist market econonmic systeni as the object nodel of
the country's reform | n March 1993, China even anended its Constitution to
acconmmpdate to the conceptual change. For a country where not |ong ago even
m nor nar ket exchanges were condemed as the "tails of capitalism" such a
conceptual change is by no neans trivial. Rather, it signals that China is
entering a new age, an age in which the market needs no nore justification.

The official sanction of "socialist market econony" conveys the
followi ng i nportant nmessages: 1) The object nodel of reformis no |onger an
i mproved planned system but a full-fledged market system 2) The narket,
rather than the plan, should becone the principal nmechani smof resource
al l ocation. 3) Product markets should be further perfected and factor markets
liberalized. 4) The donestic market should be connected with the
international market. 5) The governnent should |l eave to the nmarket what can
be best handl ed by the narket and only concern itself with what the nmarket

cannot acconplish. 6) The governnent should use econonic |evers rather than
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adm nistrative orders to steer the econony. 7) Existing soci oecononic
institutions should be renoul ded and new institutions established to
facilitate the proper function of the market. In sum the concept of narket

has by now becone fully legitimzed in China.

Table 1: Changes in China's Pricing System

1978 1985 1989 1990 1991 1992 1993 1994

Overall Retail Sales

Pl anned Price 97.0 47.0 31.3 29.8 20.9 10.0 5.0 5.9
Negoti ated Price - 19.0 23.2 17.2 10.3
Mar ket Price 3.0 34.0 45.5 53.0 68.8

Sal es of Agricultural Products

Pl anned Price 92.6 37.0 35.3 25.0 22.2 15.0 10.0
Negoti ated Price 1.8 23.0 24.3 23.4 20.0
Mar ket Price 5.6 40.0 40.4 51.6 57.8

Sal es of Producer Goods

Pl anned Price 100 - - 44,6 36.0 30.0 15.0
Negoti ated Price - - - 19.0 18.3
Mar ket Price - - - 36.4 45.7

Sources: Zhang, 1992; National Pr
Daily, Cctober 27, 1994.

ce Bureau, 1992; Chen, 1993; People's

The gradual legitimtization of the market has profoundly changed the
node of resource allocation in China (Ma & Lu, 1994). Before the reform the
country had a highly-centralized system of resource allocation, under which
the allocation and pricing of alnpbst all consunmer goods and production factors
were determ ned by the governnent. Since 1979, China has perceptibly reduced
the scope of the mandatory plan and expanded the scope of market all ocation
Wil e the governnent set production targets for over 95% of industrial

products in 1979, the figure has dropped to about 5% today (People's Daily,

Cct ober 27, 1994). 1In 1980, the governnent directly controlled the allocation
of 837 categories of production materials, but it controls only 11 now
(People's Daily, Novenmber 20, 1993). Meanwhile, the governnment has lifted

nost price controls. As Table 1 indicates, the share of planned price has

8



steadily declined in all categories of sales. By 1994, the planned price only
applied to about 5% of the nation's overall retail sales, 10% of the sal es of
agricultural products, and 15% of the sal es of producer goods. It is

concei vabl e that China's product narket will soon becone conpletely free.

Mar kets for technol ogy, capital goods, |abor, and even property rights have
al so been rapidly developing in the | ast several years. Seen in this |ight,
no one can deny that China has traveled a great distance in its economc
reformsince 1978. Although many still hesitate to call China a narket
econony, at |east sone observers believe that "China al ready beconmes an
essentially narket econony" (Chow, 1993). Most probably prefer terns |like
"m xed systeni (Dernberger, 1992) or "hybrid system (Shan, 1992). No matter
what terns are chosen to describe China's econom c system one thing is

i ndi sputable: it is not a centrally planned econony any nore.

The Legitinmatization of the Role of the State (1992-7?)

After "socialist market econony" was declared to be the ideal, the
di scourse has changed in discussing the relations between the state and the
mar ket. \What now needs to be justified is no | onger the narket but government
intervention. In the 1980s, reformm nded econoni sts concerned thensel ves so
much with how to legitin ze the market that their attention was focused on
restricting political and adm nistrative interference in the operation of the
econony. Although they generally admtted that the state should have a role
in the econony, few gave serious thought to specifying the areas in which the
state ought to play an active part. |In other words, there were only nebul ous
argunents for "nore" or "less" state intervention but no theories.

After the official sanction of "socialist market econony," the attention
has shifted to defining the appropriate role of the state. Mst Chinese
econoni sts now agree that the state should | et nmarkets work where they can

and step in only where they cannot (Gao, 1993). Beyond this genera

principle, however, their views are very divergent. \Wat problens can be
resol ved by the market? What problens cannot be resolved by the narket?
Shoul d t he governnent intervene where the market fails? Wat are the nost
efficient instrunments for the government to conduct its interventions? Those
are anong the questions that Chinese econom sts and policy-nakers have been

debating. The problemis that npbst Chinese acadenics' exploration on this
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subj ect has just begun. Therefore, their argunents are still relatively

rudi mental, and only a very small nunber of them have advanced sone systematic
t houghts. For the sake of discussion, | categorize views expressed in the
debate according to the range or areas of state intervention various authors
woul d prefer to see. Broadly speaking, three schools of thought can be
identified.

Mar ket Fail ure School

"Market failure" is a rather new concept in China. It is only in the
| ast few years that the concept has begun to gain currency on | eading
econonmi cs journals. Many Chinese econonists have found the concept appealing
and useful in justifying state restriction of narket conpetition. They forma
| oosely defined school of thought. The school, as its nane indicates, relies
on the theory of market failure elaborated in Western wel fare econonics to
det erm ne where governnent intervention is appropriate. Presunably, a
functioning market is generally able to provide for the efficient allocation
of goods and services. However, narkets may fail to achieve socially
desirabl e outcones in some areas for one reason or another. Those perceived
ills of market sol utions cannot be adequately addressed by voluntary
collective actions. Therefore, the state should step in where markets fail.

This school of economnmists often cite instances of narket failure from
standard Western econonics textbooks to identify the areas in which they
bel i eve the governnent shall intervene (Zhang, 1992; Wi, 1993; Song & Zhang,
1993).

Public goods Included here are such itens as national defense, roads

and bridges, pollution control, etc. Characterized by their broad use,
indivisibility, and nonexcludability, "public goods" cannot be provided for

t hrough the market system i.e., by transactions between individual consuners
and producers.

Macroeconom ¢ stabilization is considered a "public good." Market
econoni es have been characterized by fluctuations in the business cycle, by
peri ods of boom and bust. Although all econonic agents would benefit from
macr oecononic stability, feware willing to nake contribution to its
realization. Therefore the government has to use various policy instrunents

to manage the | evel of aggregate denand in hopes of nmintaining high
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enpl oyment, a reasonabl e degree of price stability, soundness of foreign
accounts, and sustai nabl e econonmi c growth.

Externalities Werever externalities exist, the actions of an economni c

agent (individual or firm inpose costs upon or provide benefits to third
parties who are unlikely to receive conpensation or to be charged through
mar kets for what they get involuntarily.

Increasing Returns Where econonic activities are subject to increasing

returns (and/or decreasing narginal costs), a free market will result in
nonopoly. Facing no conpetition, a profit maxim zing nonopolist tends to sel
a |l ower output and charge a higher price than would pertai n under perfect
conpetition.

I nconpl ete Markets and I nconplete Infornmation The forner refers to

situations in which goods and services are not provided because infornmation
about themis unattainable. Future market is an exanple. The latter refers
to asymmetric distribution of infornmation between agents involving in econonic
transacti ons.

Moreover, even if a conpetitive nmarket m ght generate a Pareto-efficient
al l ocation of resources, the resulting distribution of resources (welfare)
needs not be socially just. According to the second theoremof welfare
econonmi cs, for any Pareto-efficient allocation, there exist a set of prices
that support that allocation as a market equilibrium but each with a
different distribution of welfare. The problemis to decide which Pareto-
efficient allocation conforns to the society's notion of distributive justice.
Qovi ously, the nmarket cannot do it. The social welfare function is sinply not
a market construct; it nmust evolve fromthe political process.

In sum the rule of thunb for the narket failure school is pretty
sinple: Markets should be given as nuch | eeway as possible to function
efficiently, free fromundue interference. However, when they fail to provide
socially desirable goods and services at optimal |evels, or when they
mal functi on, producing socially undesirable results, the governnent should

take action to correct such market fail ures.

Neo- cl assi cal Schoo
Since the m d-1980s, hundreds of Western econom cs books have been
translated into Chinese, among whi ch probably npbst can be safely categorized

as belonging to the neo-classic school of the West. As a result, sone Chinese
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econom sts, especially younger ones, have becone ardent disciples of the
West ern neo-cl assi ¢ school

Just like their counterparts in the West, the Chinese neo-classica
econom sts' catch word is efficiency. They tend to have a nuch stronger faith
in the efficacy of the narket than do the econom sts of the market failure
school. In their view, if the government |eaves the private sector alone,
unfettered conpetitive narkets woul d generate efficiency. The state in this
theory is a source of unwanted interference that nmay create deviations from
perfect conpetition. |Its role thus should be restricted to naintaining order
and setting the "rules of the game" in the econony (e.g., providing defense,
defining property rights, enacting and inplenenting a system of |aws, and
enforcing contracts). "N ght watchman" is an anal ogy t he neo-classic
econoni sts often use to describe their ideal type of governnent (Sheng, 1992;
Jiang, 1993a).

The neo-cl assic econom sts do not deny that the narket may fail, but
they contend that market failure is not necessarily an argunment for governnent
intervention. Their reason is that the government could fail, too. They can
poi nt out nany instances of col ossal government failure in China's recent
past. In their judgnent, governnment failure is generally far worse than
mar ket failure. Conparing to governnent failure, market failure thus is a
| ess evil (Jiang, 1993b).

"Public choice" theory of the state strikes a strong chord in those
econom sts. Pervasive corruption in the Chinese society has led themto
beli eve that incumbents in public office, like all other social actors, are
just rational maxinizers. |In their witings, therefore, the comuni st
government is no |longer portrayed as a benevol ent social guardian. Rather, it
consists of a nultitude of actors: politicians, bureaucrats, technocrats, and
so on, all of whomare as concerned with their self-interest as those in the
private sector. Although there are selfless politicians and civil servants
who care about the public good, nobst of governnent officials are prinmarily
concerned with survival, pronotion, and other rewards. Mreover, they tend to
use the authority of government to distort economc transactions for their
personal benefit whenever chances arise (Jiang, 1993b; Yang, 1994; Zhang,
1994). Fromthis nodel of governnent notivations, the Chinese neo-classic
econonm sts conclude that intervention with the nmarket by the largely predatory

state is bound to make nmatters worse. Governnent action is not the solution
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it is the problem Therefore, state intervention ought to be reduced to a

m ni num

Structuralist Schoo

By the structuralist school | refer to those econonists who refuse to
accept any given rel ations between market and state control as ideal or
optimum The diversity of opinion exists anobng those econonmists, but they al
share a strong belief that the range of state intervention should vary
according to the nonment and the situation.

Li ke the market failure school, the structuralist school has a profound
doubt about the neo-classic assunption that whenever there is disequilibrium
in the sense of a demand and supply inbalance, it can get corrected by the
self-correcting mechani sminherent in the market system It also concurs in
the market failure school's two prenises: Markets may fail in sone
circunstances, and market failures should be corrected through appropriate
state interventions. By tw sting the neo-classic econonists' logic, the
structuralists argue that government failure is not necessarily an argunent
for unfettered markets either

However, the structuralist school differs fromthe market failure schoo
on two points. First, while the narket failure literature characterizes
mar ket failures as exceptions to the general rule that decentralized markets
lead to efficient allocation, the structuralists tend to accept the findings
of sonme nore recent studies that reverse the presunption: It is only under
exceptional circunstances that markets are efficient (Geenwald, & Stiglitz
1986). If markets are never constrained Pareto efficient and narket failures
are pervasive (Stiglitz, 1991), then there is little point to identify narket
failures. Although the pervasiveness of nmarket failures doesn't warrant the
state in thrusting its nose into everything, the "optinal" range of government
interventions is nevertheless much larger than the market failure schoo
recogni zes.

Second, the standard nmarket failure arguments assune that narket
econonm es are all the same, and thereby there exists a common nodel of state
i ntervention that can solve market failure problens for all countries, at al
times. This is apparently a fal se assunption. Take Japan and the United
States, two highly devel oped market econom es, as exanples. The two countries

differ significantly in their perceptions of what constitute "market failures”
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and what steps should be taken to deal with such failures. The United States
prefers to | eave the market al one unless there is tangi ble evidence of a
breakdown. Japan, by contrast, is skeptical that a strictly hand-off posture
will yield outcones that coincide with sectoral priorities, public interests,
and national goals. Hence, the visible hand of the state has worked in
conjunction with the invisible hand of the market in Japan nuch nore than in
the United States. Moreover, as the tinme goes by, the range of state
intervention in Japan has changed considerably (Ckinmoto, 1989).

From the viewpoint of the structuralist, the contrast between the United
States and Japan and the changi ng boundary between the state and the market in
Japan itself cannot be explained by purely perceptional differences. Rather
they indicate that the market nay fail in different ways with respect to goals
that a nation is pursuing, |evel of devel opnent, geographical |ocation
i nternational econonmic and political environnent, size of country, culture,
and nmany other factors. |If this is true, a theoretically optinmal boundary
between the market and the state can never be found. Different countries nmay
have to deal with different kinds, and different degrees, of market failure,
which requires themto devise different institutions to overcone such narket
failures.

The structuralists believe that the necessary | evel and desirable form
of state intervention should vary according to circunstances. For this
reason, they enphasize the distinctive features of China and its nmarket
transition, and try to specify the role of the state in this context (Chen
1992; CGuo, 1992; Wi, & Ling, 1992; CGu, 1993; Wei & Zhang, 1993; Liu, 1994;
Wang, 1994a). So far, the npbst systenatic expression of the Chinese
structuralist school can be found in Wang and Hu (1993). Their argunents are
based on the foll owi ng three observations.

China is a devel oping country. According to the neocl assic economc

theory, the market is good at achieving Pareto efficiency. But the notion of
Pareto efficiency is essentially a static one, which concerns only about the
al l ocative efficiency of given resources. Fromthe standpoint of

under devel oped countries, dynam c value creation is far nore inportant than
static value allocation. However, |ong-run devel opnent involves nany "big"

i ndustrial decisions that cannot automatically flow from decentralized,
optimal decision naking in the short run. Even in devel oped economnies, the

structure and level of long-term |arge-scale investnments (including R&D,
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education, job training) are not entirely guided by the market, for two good
reasons. First, the markets that are necessary for such investnents to be
efficiently allocated, nanely future markets and risk nmarkets, are far from
conplete, if they exist at all. Second, such investnents tend to generate
positive externalities so that even were future and ri sk narkets to exist,
mar ket - det ermi ned i nvest nents woul d be socially subopti nmal

Typically, in the initial stage of econom c devel opnent, sources of
capital are scarce and diffused, and private entrepreneurs with the will and
capacity to invest are few and far between. However, countries that prepare
econonmi ¢ take-off have to build up a solid infrastructure and alleviate
structural bottlenecks, both of which by definition involve big investnents,
externality-intensive type of investnents. Direct state investnent is
necessary during this phase of industrialization, because only the state has
the ability to extract required capital fromthe society through forced
saving. In Britain and France, two early developers, for instance, the state
pl ayed an inportant role in supporting the process of prinmtive accunul ation
inthe first stage of capitalism-the mercantilist period. State and |oca
governments of the United States al so nade sizable direct investnents in
infrastructure projects in the early econom c devel opnent (Goodrich 1968).

For | ater devel opers, things are nore conplicated. To junmp into the
nodern industrial sectors, they often confront production technol ogies with
capital requirenments in excess of what individual investors are capabl e of
amassi ng. Gerschenkron has established that the later the industrialization
takes place in relation to the first industrial countries, the nore directly
t he governnent tend to becone involved with the extraction and allocation of
resources (1962). Germany and Japan at the end of last century and Korea and
Taiwan in the recent past are the well-known cases of successful state-I|ed
i ndustrialization.

A devel opi ng country needs not only to nobilize resources for
devel opnent, but also to use those resources wisely. Historically, no country
has entered into nodern economc growth w thout strategic targeting. Japan
and the East Asian NICs are the npbst recent exanples. Strategic targeting is
their secret weapon in beating conpetitors on international markets. Their
cases show that conparative advantages are not always naturally endowed.

I nstead, they can be created, if right industries are targeted and right

policies applied to strengthen their international conpetitiveness (Amrsden,
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1989; Wade, 1991). The nmrket al one cannot pronote a right structura
conposition conpatible with the strategic goals of a nation. |Industrial
policy is a tool for the state to stinulate particular |ines of economc
endeavor by willfully shifting the industrial structure.

China is in transition froma comand econony to a nmarket econony. By

definition, narkets are not conplete in the process of transition. Oherw se,

the transition would be unnecessary. Leibenstein envisages the econony as a

"network of nodes and pat hways." The perfect narket nodel woul d be
represented by a conplete net, a net in which all its pathways are well marked
and well defined, and all its nodes deal with each other on equal terns for

the sane comodity (Leibenstein, 1978). Due to the long history of conmmand
econony and to the low | evel of devel opnent, however, there are countl ess

"hol es" and "tears" in China's "net." Market inperfections can be seen al nost
everywhere. Neo-classic econonm sts believe that markets can perfect

t hensel ves wi t hout government action. structuralists doubt. Even if nmarkets
can spontaneously enmerge fromvol untary transacti ons between econom ¢ agents,
in structuralists' view, they will at best work increnentally. The
elimnation of ubiquitous nmarket inperfections will take decades to finish
That is too slowto neet the present urgent needs of everyday life and

devel opnent. Governnent intervention therefore is needed to alleviate major
soci oeconom ¢ probl ens during the market transition caused by narket failures
and nmar ket inperfections.

Mor eover, the market econony has its political, ideological, and nora
bases, which are what a econony in transition is generally |lacking. Econonic
i nterests aside, people's behaviors are influenced by habits, conventions,
ethics, inertia, and the like. They often find it hard to adapt. 1In the case
of market transition, people would not accept narket val ues and behave
according to market rules sinply because the governnent has announced that
their country has adopted the nbdel of narket econony.

An effective governnent is a precondition of transition to market
econony. There are three reasons. First, the devel opnent of a nmarket econony
is by no means a spontaneous process. Polanyi, in his classic study of the
rise of the market in England, concluded: "The road to the free market was
opened and kept open by an enornous increase in continuous, centrally
organi zed and controlled interventionisnt (Polanyi, 1957). State coercive

power is needed in nmarket devel opnent because the practices that are nost
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consistent with market rationality tend to violate the "noral econony" that
preexi sted the market econony, which are likely to cause politica
di sturbances (Thonpson 1993). The comand systemin a sense was a nora
econony characterized by what Chinese call "iron rice bow" (life-tine
enpl oyment) and "everyone eating fromthe same pot" (equal incone regardl ess
of effort). To create a narket econony, the "noral econony" has to be
destroyed and a new ethic cultivated or inposed, which is bound to trigger off
protests against the logic of market. Market devel opnent thus requires an
ongoi ng process of "legitinmatization" supported by the arnor of coercion

Second, the narket transition involves not only the transfornmation of
norns and institutions but also social dislocation and the redistribution of
resources and power. Many studies have shown that "whatever their |ong-term
consequences, in the short-run reforns are likely to cause inflation
unenpl oyment, and resource nisallocation as well as to generate volatile
changes of relative incomes" (Przeworski, 1991). |In the best scenario, as in
the case of China, where everybody benefits, sone people will gain nuch nore
than others. Mre likely, in the process of transition, some will benefit at
t he expense of others. The issue then becones who will benefit and who wll
bear the costs. The governnent can of course use its coercive power to inpose
the costs on certain social groups. |In order to have a relatively snmooth
transition, however, the state is better to adopt neasures for alleviating
transition pains by establishing new "safety nets" and sonehow conpensati ng
those whose interests are threatened by the market. This is a very expensive
undertaking. The state has to be strong enough to amass sufficient resources
for redistribution.

Third, the fate of the transition depends as nmuch on its direction as on
its sequence and pace. Only a strong (and wi se) governnent is able to guide
t he econony through desired sequence and control the pace of change. Sone
econoni sts have pointed out that the transition fromconmand econony to narket
econony cannot proceed under the adverse nacroecononic environnment (MK nnon
1991). Unfortunately, when (forner) socialist countries began their reforns,
none of them had established satisfactory econonic equilibriumto support the
mar keti zation of their econonmies, and the first waves of their reforns,
wi t hout exception, further danaged macroecononic stability. Under such a
condition, how reforns are sequenced is of critical inportance. M ndless

liberalization would only do harmto marketization
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China is a large country in which there are enornous gaps between

regi ons, and whose population are rapidly aging. Generally speaking, the

| arger the size of a country is, the bigger investnents are needed to instal
infrastructure in general, and comuni cations in particular. Geographically,
China is the third largest country in the world, after Russia and Canada.
However, conpared with the United State, a country that is about the sane
size, China's railroads and hi ghways are only one-fifth and one-seventh of the
latter's, respectively. Even India's railroads and hi ghways are nuch | onger
than China's, though China is three tinmes India's size (CIA 1992). The

| agged comuni cations sector has |ong been a major "bottleneck” in the Chinese
econony, which not only inpairs the overall efficiency but also contributes to
t he perpetuation and even wi dening of the gap between the devel oped eastern
regi on and the vast poor western region. Mrreover, the persistence of

bottl enecks coul d jeopardize China's future econonic devel opnment and even
political stability. Only the governnent could break those structura
barriers, for individual econom c agents have little incentive to provide
"public goods" on a voluntary basis.

For historical and geographic reasons, there exist great variations in
the | evel of econom c devel opnent anbng China's provinces. By conparison wth
many other countries, regional disparities in China are large. The per O
capital GNP of the richest province is 7.5 times that of the poorest in 1991.°
The corresponding ratios for the United States and Canada were only 1.43 tines
(1983) and 2.3 tinmes (1988), respectively (Wang, 1995). Market forces cannot
be counted on to narrow down such large regional disparities. Only the
government is able to help backward areas to catch up by enploying fisca
transfers and other policy tools.

I n absol ute nunber, China has already had the | argest aged population in
the world: There are 100 mllion people over 60. Mbre inportant, the speed of
popul ation aging in China is the fastest in the world. It took sone 50 to 90
years for the proportion of people aged above 65 to grow from 10%to 20% of
the total population in European countries, but it will only take sonme 20
years in China. It is estinated that by 2040 there will be 300 to 320 million
el derly people (Chinese Acadeny of Science, 1990). To raise funds for the
social welfare of the aged will be one of the gravest challenges for the
Chi nese governnent. Private nmarket for ol d-age i nsurance may not be adequate.

That is why devel oped countries all have government-nmanaged soci al security
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prograns. As a matter of fact, the growth of governnent in those countries
can to a great extent attributed the aging of their societies. Japan is a
good exanpl e (Noguchi, 1987). As a self-clainmed "socialist country,"” China
will not be an exception to this rule

For the reasons di scussed above, apparently, the Chi nese governnent
cannot afford to be nerely a "night watchnman." Nor should its role be limted
to correcting "market failures" defined by standard wel fare econom cs
t ext books. Since the degree and range of "optimal" state intervention are
likely to vary in different countries and at different stages of devel opnent,

it would be foolish to rigidly adhere to certain predeternined formul as.

Concl usi on

The role of the state is one of the oldest topics in Wstern econonics.
Now, it is becom ng one of the hottest topics anpong Chi nese econom sts. The
very fact that Chinese econonists begin to debate on a "Wstern" issue
signifies that two profound changes have taken place in the |argest conmuni st
country. First, Chinese econom sts have becone increasingly Wsternized. The
di ffusion of Western anal ytical concepts and tools anong Chi nese econoni sts
has gradually transformed the discourse of public debate over the state-narket
rel ationships. Fifteen years ago, the debate centered around whether or not
the market should be used as an instrunent of the planning at all. But now,
the term"planning" rarely appears on econonic publications. Fifteen years
ago, the debate was conducted entirely in Marxist |anguage. Econom sts as
well as top leaders had to justify their every action in terns of orthodoxy

i deol ogy. Today, however, "property rights," "allocative efficiency," "market
failure," and other Western econom cs jargons are dominating the discussion
As far as the econom c | anguage i s concerned, differences between China and
t he West have been rapidly di m nishing.

Second, and nore inportant, China's econom c system has been |argely
mar keti zed. The change of econonmic |anguage is a reflection of real changes
taking place in the economc system As China's econony cones to bear nore
and nore resenbl ances to Western market economies, it is natural for Chinese
econoni sts to share sone comon interests with their Wstern counterparts
Under the classic centrally planned system the econonic role of the state was

never questioned, because people were used to its omipresence. In the early
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years of reform econonists and policy makers began to realize that the state
was not ommi potent. So, they nmde attenpts to enploy the market as a

suppl ementary nechani smfor resource allocation. At that tinme, however, the
central position of the state in regulating the econony was still beyond
doubt. Therefore, the economc role of the state did not arouse nuch
interest. This issue began to attract a great deal of attention in China only
after the concept of market had became fully legitinm zed and narket
institutions officially postulated to be the principal nmechani smof resource
allocation. In a nmarket econony, every instance of government restriction of
conpetition needs to be justified.

In the West, two centuries after Adam Smith, controversies over the role
of the state still rage with simlar passion. Therefore, the debate that has
just begun in Chinais not likely to result in consensus any tinme soon
Per haps, no such consensus will even be reached. That is not inportant. The
inmportant thing is that China is learning howto strike a bal ance between
mar ket and state intervention by practicing and debating. The country's
growi ng experience with market econony will nmake Western witings on the
virtues and defects of the narket nmechani sm nore neani ngful to Chinese
econom sts, thus enriching their on-going debate on the role of the state.

G ven econom sts' increasing influence on policy-naking, the debate no doubt
will make a powerful inpact on the future direction of China's transformation.
No natter which of the three schools discussed above will prevail, one thing
is certain: China's reformhas passed the point of no return. |If the role of
the state in the econony is to be nmeasured al ong two di nmensions--the
proportion of resource allocated by the state and the proportion of the neans
of production owned by the state, the position of the Chinese state has
shifted frompoint Ato point Bin Figure 1 in the course of the last fifteen
years. Future changes will take place only in the gray area, which | cal
"the zone of future reform" because it is very unlikely for either the size
of non-state seﬁtor or the scope of market allocation to contract fromthe

*
current levels.?
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Figure 1:
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Endnot e

Ni na Hal pern (1986) found that Chi nese econom sts al ready had sone

i nfluence on policy-naking in the early 1980s. At that time, in her
jugenent, certain weaknesses in the economics discipline were the mgjor
barrier to economists' increased influence. Over the course of the |ast
decade, much progress has been nade in the sophistication of economc
analysis. In the neantine, as the econony becones nore and nore
conplicated, top |eaders can no longer rely upon their own intuitions or
advi ces fromthe bureaucracy in fornulating econom c reform neasures.
They have to recogni ze the inportance of econom sts' inputs. As a result,
what economi sts say carries nmuch nore weight in policy-nmaking today than
it was true a decade ago.

I f Shanghai, Beijing, and Tianjin--three netropolises--are excluded from
China's 30 provincial units, the gap drops to 3.2 tines.

For a discussion of the shrinkage of China's state sector in the |ast
fifteen years and a parallel on-going debate on the conpatibility of

public ownership and the market econony, see Wang, 1994b
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