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ABSTRACT

This book is a theoretical and policy study of subsi-
dies, with great care and attention given to a socialist
economy, particularly the Chinese economy. Through
probing the definitions, economic rationale and effects of
subsidies, the author tries to formulate a framework of
systematic analyses and, through analysis of a number of
relevant policies, suggest the basic principles for resolving
China’s existing problem of excessive scale of subsidizing.

The contents of the book can be summarized as fol-
lows:

1. A subsidy is a kind of transfer payment by a gov-
ernment that can change the relative prices of goods and
services or the relative rewards to the factors of produc-
tion. Regarding the production of certain commodities,
subsidies have both income effects and substitution
effects. Thus. subsidies can be distinguished from other
kinds of transfer payments that have only income effects,
such as a system of universal social dividend. The
category of subsidy, therefore, can be defined as the kind
of transfer payments which can directly change the



system of relative prices and which have both income effects and substitution
effects.

According to the definition, subsidies in China not only include, as re-
vealed in official statistics, price subsidies, subsidies to state enterprises for
covering planned losses, import and export subsidies, tax expenditures, and
subsidies to urban population for non-staple food consumption, but should
also include government outlays in the name of social welfare such as urban
rent subsidies, medicaid, transport and education subsidies.

2. In spite of many sorts of classifications of subsidies, none of them
could meet the multi-sided requirements of an economic analysis of
subsidies. A set of classifications at three levels is suggested in the book. At
the first level, with focus on the policy objectives, subsidies can be classified
into price subsidies, subsidies to state enterprises, rent subsidies, etc. At
the second level, with focus on the economic subjects that receive subsidies,
they can be classified into two broad categories: subsidies to enterprises and
subsidies to individuals. Such a classification is useful not only for study of
the behavior of enterprises or individuals after receiving subsidies, but also
for analysis of the impact and effects of subsidies. Just as the payer of the
tax in indirect taxation may be quite different from the bearer of the tax bur-
den, the receiver of subsidies may not be the one who gets the benifits. As
the benefits of subsidies can be shifted, subsidies paid to enterprises are
often to stimulate certain consumption, while subsidies paid to individuals
can sometimes encourage certain activities of production. Therefore, at the
third level, while focus may be on what kinds of economic activities are to
be affected, subsidies can be classified into those for consumption and those
for production. It can be seen that, along such a set of classifications, it
would be possible to develop a considerably broad and also fairly deep analy-
sis of the effects of subsidies on the working of the national economic
system.

3. Analyses in this book show that subsidy is a means of the demand-

expanding policy. It is not because the subsidy makes the disposable income



of the micro-economic agents larger — the increase of their income has to be
offset by the corresponding decrease of the disposable income of the public
sector; rather, it is because subsidies tend to soften the budgetary restric-
tions to those micro-economic agents so that they would seemingly possess
an amount of purchasing power that has not realized — nor can it realize —
the purchase at the markets of subsidized goods and services, while the gov-
ernment is under pressure to expand its expenditure, thus most probably it
would go into budgetary deficits. It is obvious that the demand-expanding
effects of subsidies would be detrimental to a socialist economy of which the
usual pattern’is of shortage in supplieis.

4. Tt can be shown that during the economic reform, socialist
economies witnessed a rapid expansion both in scale and in coverage of sub-
sidies. To explain this, the author starts with an analysis of the subsidies in
those economies before reform. Such an analysis shows that the relatively
low prices of agricultural products, characteristically prevailing in those
economies, actually have the element of subsidies to industrial enterprises
and to urban population; it does not assume the name of a subsidy, just be-
cause the peasatry, not the state, silently carry out the duty of providing
the funds. Once the prices of agricultural products are raised for any reason,
the concealed element of subsidy would be immediately tranformed into a
budgetary expenditure of subsidies. Besides, there are also two other
reasons for the rapid expansion of subsidies: (1) As the system of relative
prices is usually not orderly in the transitional period, micro-economic
agents — enterprises and individuals — could have innumerable reasons that
are legitimate enough for requesting subsidies; (2) The ‘kindred’ relation-
ship between the state and the micro-economic agents has not yet been se-
vered, so the governments could not entirely refuse the demands of
subsidies from enterprises or individuals.

5. Although the price subsidies to agricultural products have always
been the largest item in socialist economies, the development of the agricul-

tural sector has often been lagging behind, and the shortage of agricultural



products has always been a drag of the development of national economies.
The immediate cause of such phenomenon is the overly low relative prices of
agricultural products; whereas the underlying cause is the one-sided devel-
opment strategy of industrialization. Subsidies provided under such
conditions tend to produce two side-effects: on the one hand, they would
soften the budgetary restraint of the agriqultural sector; on the other hand,
they would deprive the agricultural sector of any significant amount of effec-
tive investments in a long period of time.

6. In spite of the fact that rent subsidies constitute the largest item of
concealed subsidies in socialist economies, the shortage of residential houses
is still one of the most serious problems for the present. The three main
causes are: (1) Since the residential houses were not recognized as com-
modities in the past, construction and distribution of houses were (and, to a
certain extent, still are) treated as some sort of welfare, and administered
accordingly; (2) Since in the primary distribution of national income the
share of wages and the wage rates are regulated and set at lower levels, resi-
dents are unable to pay out of their own income the full amount of rent, or
the full value of their house, even if residential housing becomes commer-
cialized; (3) The industrialization strategy of giving priority to industries
has been even further distorted into a doctrine and arrangement of *setting
production ahead of living” , so that the housing problem has not been given
due attention by governments at various levels. It is concluded in the book
that without the effective enforcement of the commercialization of housing
(and at the same time an increase of wage rates), any attempt to solve
housing shortage simply by building more houses is bound to fail and would
perhaps intensify the shortage problem.

7. The subsidy to enterprises ought to be coordinated with the adjust-
ment program of industries and industrial structure. Otherwise, the
subsidies as a whole would soften the budgetary restraints of enterprises,
lessen the efficiency of allocation of resourses, and hinder the course of eco-

nomic reform. Only when the enterprises become fully self-supporting pro-



