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ABSTRACT

A THEORETICAL STUDY ON
INDUSTRIAL POLICY

he Japanese economists, who have a lot

of practical experiences and who have
made substantial theoretical study on in-
dustrial policy (IP), believe that the theoret-
ical bases of IP are on market failure of
resource allocation. The benefit of these
ideas is the limitation of government regu-
lations, so that the market can play the im-
portant role where their behaviors are ef-
fective. But there is also much insuffici-
ency in these ideas for most developing co-

. untries, such as China, for in most areas

of these countries the market structures
are very incomplete. Where there is no
market structure, there is no point of talking
about market failure. How then can the
government regulations or policies help to



allocate resourses? How can they help to
establish market structure? In this book the
author tries to set up new fundamental the-
oretical bases for IP. Four aspects are
salient:

1. The Supply Theory. The typical cha-
racteristics of developing countries is their
backwardness and their strong ambition to
change this backwardness. On the one hand
this ambition can become the motive to accel-
erate economic developments; on the other
hand, it can also become a fever that may
force the economy to slip off its own way.
There are some common behavior propensi-
ties in the supply developments of develop-
ing countries: (1) growth-rate propensity;
(2) imitating propensity; (3) centralization
propensity. Because of these three kinds of
propensities in the developing countries, the
actual supply is not equal to the total supply,
which appears always with the total demand,
but equal to the effective supply. When the
propensities are stronger, the effective supply



is much smaller than total demand and the
pressure to force the investment larger is
also stronger, so that thereis a vicious circle:
the stronger ambition to change backwardness
— the more investment — the more insuf-
ficiency in effective supply — the more in-
vestment. In this circle the policy to con-
tract the total demand will loosen its effects.
Therefore, the fundamental basis to set up
IP for developing countries is to control the
three above-mentioned propensities and to
strive for increase of the effective supply.

2. The Structure Theory. In the short
run, the resource supply for developing coun-
tries is inelastic, as the product structure
is decided by-demand structure. But, in the
long run, the resource supply can be changed
by technological progress and investment
structure, as new products can create new
consumers. So the industrial structure for
developing countries is decided not only
by the demand structure, but also by tech-
nological progress, resource endowment, and



‘government policies. In the development
process; structure change is inevitable for
.any country. There are always some sec-
tors where growth rates are higher than the
growth rate of total economy. The better
_choice for IP is to help the limited resources
_move into these sectors, and to help them
“overcome the entry barrier which appears
in most developing countries, because the
market structure is incomplete and the market
information is tortured.

3. The Organisation Theory. In mar-
ket competitions the major factors that in-
fluence market structure are scale economy,
merger, product differentiation, market entry
barrier, policy and so on. When productive
technology and management technolozy
achieve greater and greater progress, wien
market structure is going to be nearer and
nearer to perfection, the optimal scale for one
product, one plant or one firm has the ten-
_dencies to be bigger or smaller simultaneously.
Simply to qualify one scale as a standard



rational scale is unsuitable for market com-
petitions. An enterprise is not always more
profitable when it grows bigger, and market
is not always more efficient when its cen-
tralization ratio climbs higher. We can say
that the scale-decision and merger-decision
of a firm is a risk management art for en-
terpreneurs, and the government is in no po-
sition to play this role in their stead. For the
developing countries the important IP is
not to simply imitate the market structure
from the industrialised countries, but to form
a self-organizing system. Under this system
the market can be organized by itself to
move to a more effective level.

4. The Foreign Trade Theory. His-
torical experiences show that foreign trade
plays an important role in a country’s econo-
mic development. However, for developing
‘countries to increase the effective supply in
a certain period, they ought to carry out a
trade protective policy, and most often than
not this protective policy may induce a loss



of consumers’ benefit, more monoply and
other inefficiencies. And there would be a
danger of leading the country to greater
self isolation. So the IP must also try to
find an eflective balance between developing
foreign trade and protecting the native
industries.

The author of this book uses theories to
analyse the past experiences of IP both in
China and other countries and regions,
and to discuss the important parts of future
IP in China,

The author, having taken his MBA
in Belgium and Ph. D (for economics) in
China’s Academy of Social Sciences, is an
associate research fellow and deputy di-
rector of Industrial Economics Institute of
CASS. He has worked on industrial deve-
lopment and iridustrial policy for many
years, The preface of this book is written
by Professor Ma Hong, President of Develop-

ment Research Center under the State
Council of the People’s Republic of China.
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