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ABSTRACT

Perspectives of the Study

This book features an empirical study of the Chinese
experience in pursuing the industrial policy and gives a
prognostication of the prospects of the industrial policy in
China in future.

China has had repeated recourse to the industrial pol-
icy since the advent of the period of reform and opening
up to the outside world in the late 1970s. This is because
the industrial policy offers a highly elastic means of gov-
ernment intervention, which may work in different direc-
tions: similar to compulsory plans, which enables the
government to directly intervene in the operation of enter-
prises or to indirect intervention of government in a
market economy. Therefore, the industrial policy is a
means of government intervention acceptable to either
proponents of the leading role of the planned economy or
those in favour of market—oriented reform according to
their own understanding.

The arguments that “the market mechanism is not

without its drawbacks” and that “as a latecomer China



needs the kind of development which enables it to catch up with and surpass
the developed nations” are the two main theoretical basis for the promotion
of the industrial policy in China. The two arguments alone are enough to
prescribe rather extensive space for the implementation of the industrial pol-
icy in China. On the one hand, where the market mechanism is flawed,
there is the need for the industrial policy to play its role; in China, the mar-
ket economy is still in its infancy and therefore flaws caused by imperfect
market mechanism are ubiquitous. On the other hand, there is a glaring gap
between the Chinese economic structure and those of industrialized nations
and newly industrialized countries and regions, and China needs to catch up
with them in so many fields. These two lines of thought have vindicated the
necessity of the industrial policy in China. Since the adoption of the policy of
reform and opening to the outside world China has, for varying reasons,
pushed a host of industrial policies which, if put together, can cover nearly
all the industries and products.

However, the Chinese experience over the last dozen years indicates
that the actual results of these industrial policies are far from being satisfac-
tory. Many such policies, despite their well-—defined goals and long—term
perseverance, have failed to provide the solution to lingering structural
problems—in some cases they have engendered new structural problems. As
befitting all problematic policies, it is difficult to pinpoint the reason why
these industrial policies have failed to work as anticipated. There are so
many possibilities: theories which are either wrong or do not fit; questiona-
ble designs; incorrect approaches to implementation; or some seemingly mi-
nor problems. Behind different interpretations lie contradicting opinions
about the industrial policies. If we believe that the problems stemmed from
such things as designing, choice of ways and means, and mode of imple-
mentation, then we can enhance the effect of these policies by improving the
way the industrial policy is designed and intensifying the process of imple-
mentation. If we believe that the problems originated in improper under-

standing and application of theories on which the industrial policy is based,



then we cannot but ask if it is feasible for such a policy to exist. In this kind
of disputes, economic theories and the experiences of other countries may
help, but they cannot provide the ultimate criteria for judgement. Because of
the fact that, theoretically speaking, there are always antagonistic view-
points, and that in terms of experience, the examples provided are pregnant
with contradictory implications, pros and cons can both obtain their
favorable theoretical and practical grounds. Therefore, to understand the is-
sues concerning China’s industrial policy, it is necessary to conduct, on the
basis of appropriate theories, and empirical analysis of the actual process in
which the Chinese industrial policy is implemented. It is fortunate that the
decade—long Chinese experience has provided us with the time span and
practical materials needed for making such an analysis.

To better understand the rationales for the existence of the industrial
policy during the period of economic transition and the workings of such a
policy, to gain a comprehensive picture of the implementation of the indus-
trial policy in China and the practical results, this book furnishes a number
of new angles.

1. Formulation and implementation of the industrial policy involve an
economic as well as political process.

The behaviours of the government have a profound impact on the in-
dustrial policy. The government’s decision—making process is a political
one, and therefore the issue of industrial policy need to be regarded as a po-
litical process in association with an economic issue. In the study of the in-
dustrial policy, the government is a most important factor in making and
implementing this policy; that is to say, the government itself is an object
of study and should not be simply interpreted as the representative of the
“interests of the whole”. The following questions should be asked: first, if
government policy—makers are willing and able to formulate a reasonable
industrial policy; second, if the government administrative system is willing
and able to effectively carry out the industrial policy; third, if it is more ef-

fective to solve the problems through the industrial policy than market



mechanism. However, the practice of China over the last sixteen years in
formulating and implementing the industrial policy has not offered enough
evidence for us to derive definite answers to these questions.

2. The industrial policy has the function of allocating resources as well
as the function to redistribute incomes.

Different from the situation under the market mechanism, the
industrial policy’s resource allocation function works by changing the way
the resources are allocated. The industrial policy performs its income redis-
tribution function by shifting the incomes from one group of people to an-
other. To spend money collected from all tax—payers on the construction of
projects to the benefit of only a group of people is one such example. The
two functions may manifest themselves in different policies, but more often
than not they exist in the same policy. Different criteria are applied to judge
them—efficiency for the resource allocation function, and fairness for the in-
come redistribution function. Therefore, to separate these two functions
may lead to different judgements on the same policy. In the past researchers
paid relatively little attention to the redistribution function of the industrial
policy despite its pronounced effect on the industrial policy.

3. Different tools to implementation may change the nature of the in-
dustrial policy.

The industrial policy has very few policy tools peculiarly its own. Most
of the tools employed by the government in regulating and controlling the
economy may be used to carry out the industrial policy. On the one hand,
some tools designed for direct control, such as the project examination and
approval system, may make the industrial policy look like a compulsory
plan; on the other, when only guidance methods with no binding force at all
are used, such as the distribution of information or project guidebooks, then
the industrial policy becomes a benign method which serves nothing but to
exchange information. Because of its highly selective tools, the industrial
policy has become an elastic phrase open to free interpretation. Because of

differences in the understanding of the industrial policy’s actual meanings,



when people show their approval or disapproval of such a policy, it is hard
to tell what kind of industrial policy(that is, what tools are employed) they
are really talking about. Thus those in favour of strengthening the
government’s intervention and those who want the market mechanism to be
beefed up may both demand that the functions of the industrial policy be
strengthened—different understanding of the methods employed is the cause
for this phenomenon.

4, The industrial policy brings in economic returns but also exacts a
cost.

When dwelling on the necessity of the industrial policy, one tends to
set his eye on its positive role. However, to push the industrial policy is a
costly proposition—there is a cost to pay for the implementation of this poli-
cy. First, while providing solutions to certain structural problems, the in-
dustrial policy may cause new problems. Government red tape in project ex-
amination and approval may interfere in an enterprise’s decision—making
process and cause efficiency losses—any industrial policy which works by
butting in the normal functions of the market mechanism is likely to cause
such problems. Second, when the government has reached an unreasonable
policy decision due to problematic motives or ability, it can lead to the for-
mation of an irrational industrial structure, thereby turning the industrial
policy into the cause of a lopsided industrial structure. Third, both the re-
sources at the government’s own disposal and the government’s administra-
tive abilities are limited; if too much is put into the issue of industrial
policy, it is bound to dig into the government —controlled resources and
prevent the government from concentrating what resources it can mobilize
on fields where the government’s role is more needed. In other words, it is
highly possible that the implementation of the industrial policy by the gov-
ernment will incur a rather high cost. The losses caused by these problems
may outweigh the economic returns gained from solving them. China’s prac-
tice over the recent years has shown that carrying out the industrial policy is

a costly government behaviour, and this factor cannot be neglected when



considering the reasonability of a given industrial policy.

To add the aforementioned perspectives to our study of the industrial
policy does not mean to negate the necessity of such a policy. Given the cur-
rent imperfect market mechanism and the need for China as a newcomer to
catch up with advanced countries, it is necessary to carry out the industrial
policy; however, with the addition of new perspectives, these two
conditions have changed from sufficient conditions to necessary conditions,
thereby reducing the applicable scope of the industrial policy and changing its
emphasis. Comprehensive, in—depth analysis of a series of concrete issues
is called for if we are to decide whether there are ample reasons for an indus-

trial policy to exist and under what conditions it can exist.
Structure and Gist of the book

A researcher is apt to seek to the generalization and regularity of the
object of his or her study. Having spent the last decade studying the issue of
industrial policy and observing the practice of China in implementing the in-
dustrial policy, I believe that various economic theories and analytical tools
are of great help for us to understand the issue of the industrial policy. For
this reason, thié book seeks, wherever possible, to place its analysis within
the framework of a certain theory. However, on the whole, the book does
not use the theoretical deductive method as the chief method. This is be-
cause, on the one hand, opposing theoretical viewpoints exist in the
academic world, and on the other, China is such a unique case that it is im-
possible to place the issue of Chinese industrial structure and industrial
policy within a ready theoretical framework which facilitates systematic
analysis and leads to a convincing conclusion. Thus a considerable part of
this book is devoted to dissecting China’s actual process and commenting on
different theories and viewpoints. Or else my research would -be'estranged
from reality and it would defeat the purpose of deepening our understanding
of the issue—China’s industrial policy during the period of economic transi-

tion.



In two chapters the first part of the book proceeds from a global point
of view and introduces the theory and background behind the
implementation of the industrial policy in China. In essence, the industrial
policy is a government measure to intervene in the distribution of resources
between various industries. Such an intervention has a different effect on re-
source allocation from market mechanism’s guidance. To justify the
industrial policy, it is necessary to show that the resource allocation method
resulting from government intervention works better in increasing social
welfare than if the resources are merely allocated by relying on the market
mechanism. Two types of theories are introduced in Chapter One. Those in
favour of the implementation of the industrial policy are arranged along two
lines: the theory on “market failure” and the theory on backward countries
seeking to catch up with and surpass advanced countries. The theory on
“government failure” provides the major theoretical ground for opposition to
the industrial policy. Chapter Two features a succinct account and analysis of
the experience of other countries in pursuing the industrial policy.
Considering the fact that similar Chinese publications are concentrated on
the postwar experiences of a tiny mumber of countries such as Japan and
South Korea, in this chapter I seek to cover a wider range of time and coun-
tries and provide a wider perspective. I have also paid attention to bringing in
controversial views, so as to acquaint my readers with as more criteria as
possible for judging the actual results of an industrial policy and help them to
see the influence of history, culture, developmental level, politics and eco-
nomic structure on the industrial policies and their actual results in various
countries.

The second part, Chapter Three—Chapter Six, looks into China’s the-
ory and practice in pursuing the industrial policy over the last sixteen years.
A series of empirical analyses of the implementation of the industrial policy
in China are provided to unveil the reasons why the industrial policy is
widely implemented in China, as well as the evolution and actual results of

such policies. Considering the fact that long—term practice and certain



standards are required to ascertain the actual results of a policy, the analyses
in this essay are concentrated on those industrial policies which had been
pursued for a long period of time and concrete targets. Chapter Three sums
up and classifies various industrial policies which have been carried out in
China. Although the term “industrial policy” did not officially appear in any
central government document until 1986, China was already widely
pursuing the industrial policy as early as the late 1970s for the purpose of
readjusting the industrial structure, thereby accumulating a world of experi-
ence that is worth summing up. Chapter Four examines the actual results of
various types of industrial policies. Some of these policies were crowned with
success, some basically did not work at all, but the majority of these
policies stood somewhere in between, having played their roles but failing to
achieve expected results. The chapter also explains why these policies
yielded dissimilar results. Chapter Five analyzes the behaviour of the govern-
ment in pushing the industrial policy by looking into the motives behind gov-
ernment intervention and the factors which decide or affect government be-
haviour. It further explains that in implementing the industrial policy the
government does not always appear to be the inevitable representative of the
“interests of the whole”, that the government cannot always work out
proper industrial policies, and that even if the policy is a good one, it cannot
always carry it out effectively. The theory of public choice has provided
helpful thoughts and methods for the analysis made in this chapter. By
taking the refrigerator industry as an example, Chapter Six offers a case
study of the relationship between the development of a highly competitive
industry and the industrial policy associated with it, pointing out that
market competition, rather than the government industrial policy, is the
prime mover behind the development of this type of industry.

The third part, Chapters Seven—Ten, features four chapters about the
mechanism for industrial restructuring, the key points of the industrial
policy and the choice of policy tools in coming years when the market econo-

my continues to grow towards near perfection. Chapter Seven points out



that with mature conditions for market competition to serve as the basic in-
strument for industrial restructuring, the industrial structure will readjust
itself under the guidance of the market mechanism. With limited funds,
time and managerial ability, the government should limit its industrial policy
to an appropriate scope if it wants to effectively carry out such a policy in a
number of key industries. Chapter Eight is about areas where the industrial
policy ought to continue. It points out that three types of industrial policy
cannot be done in areas where the “market failure” has become an outstand-
ing problem while the implementation of the industrial policy is unlikely to
render the “government failure”. These types are: (1) policies in support of
infrastructure projects with obvious externality as well as major projects
which call for huge investment and are highly risky; (2) policies designed to
protect some major industries; and (3) policies designed to control govern-
ment—monopolized industries. This chapter also dwells on the criteria for
the choice of key industries for government protection and the issue of lead-
ing industry. Critical analysis has also been made of certain popular
concepts. Chapter Nine talks about policies in aid of industrial restructuring.
This type of industrial policies should become one of key policies, the
chapter argues, but in the past they never drew adequate attention. High—
speed economic growth, drastic transition in the industrial structure, and
the obvious pounding from the outside world will keep China under the sus-
tained pressure of economic, social and political problems resulting from
structural readjustments. At a time when the market mechanism is still not
in a position to alleviate such a pressure, supportive government policies are
needed to guarantee smooth transition of the industrial structure, Chapter
Ten dissects the process in which the industrial policy is implemented and
the choice of ways and tools for carrying out government policies. It points
out that, wherever and whenever possible, policy methods having little or
nothing to do with direct government intervention should be employed so as
to minimize the interference of the industrial policy in the market’s normal

functions and ensure the smooth implementation of the industrial policy.



