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Using the Market for Social Development

An episode during an earlier visit to
China impressed me strongly with
the wide gulf of understanding. that
separates people immersed in different
economic institutions. That gulf makes
it extremely important to stress over
and over basic principles and ideas that
all of us simply take for granted with re-
spect to the system to which we are ac-
customed. The episode in question oc-
curred when my wife and I had lunch
with a deputy minister of one of the
government departments who was short-
ly going to the United States to ob-
serve the American economy. Our host
wanted help from us on whom to see.
. His first question in that connection
was, “Who in the United States is in
charge of materials distribution?”” That
question took my wife and me aback. [
doubt that any resident of the United
States, however unsophisticated about

Milton Friedman is a Nobel laureate in
economics and a senior research fellow at
the Hoover Institution. This article is based
on his remarks at the Cato Institute confer-
ence “Economic Reform in China”’

by Milton Friedman

economics, would even think of asking
such a question. Yet it was entirely nat-

‘ural for a citizen of a command econ-

omy to ask such a question. He is
accustomed to a situation in which
somebedy decides who gets what from
whom, whether that be who gets what
materials from whom or who gets what
wages from whom.

My initial answer was to suggest that
he visit the floor of the Chicago Mer-
cantile Exchange, where commodities
such as wheat, cotton, silver, and gold
are traded. This answer understand-
ably baffled our host, so I went on to
elaborate én the fact that there was no
single person—or .even committee of
persons—"“in charge of materials dis-
tribution.” There are a Department of
Commerce and a Department of the
Interior that are concerned with mate-
rials production and distribution in a
wholly different way. But they do not
determine who gets how much of what.
In consequence, I was forced to answer
in terms that my host found extremely
difficult to comprehend. Needless to
say, that is not a criticism of him. Given

Dozens of journalists and economists question Milton Friedman at his Shanghai news conference.
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his background, it is almost inconceiv-
able that he could have understood how
the market can distribute a variety of
materials among millions of different
people for thousands of uses untouched,
as an ad might say, by political hands.

The miracle of the market is pre-
cisely that out of the chaos of people
screaming at one another, making ar-
cane signals with their hands, and fight-
ing on the floor of the Chicago Mercan-
tile Exchange, somehow or other the
corner store always seems to have
enough bread, the bakery always seems
to have enough flour, the miller always
seems to have enough wheat, and so
on. That is the miracle of the way the
market coordinates the activities of mil-
lions of people, and does so in a wholly
impersonal way through pricing that,
if left completely free, does not involve
any corruption, bribes, special influ-
ence, or need for political mechanisms.

Let me now turn more directly to the
topic. In some ways, referring to “the
market” puts the discussion on the
wrong basis. The market is not a cow
to be milked; neither is it a sure-fire
cure for all ills. In literal terms, the
market is simply a meeting at a speci-
fied place and time for the purpose of

{Cont. on p. 10)
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Freedom, Peace, and Prosperity for China

Presidept’s (Ressage

L ast September the Cato Insti-
tute organized a major policy
conference in Shanghai, China,
which we cosponsored with Fu-
dan University. Most of this issue
of Cato Policy Report is devoted
to that conference, including this
page, where my opening state-
ment at a well-attended press
briefing appears. The liberaliza-
tion of China’s economy and so-
ciety is an enormously important
development for all mankind. It

S has proved to be a process of un-
even progress, of two steps forward and one step back. Re-
cently reported events indicate a diminution of Zhao Ziyang’s
relative power — clearly a step back. But it was the firm sense
of the Cato representatives who gathered in Shanghai that
the reforms have taken on a life of their own that is not
likely to be extinguished.

It is an honor for the Cato Institute to be cosponsoring
this event with the prestigious Fudan University. We are
particularly grateful to Prof. Xie Xide for her enthusiastic
and continuing support of the conference since the time it
was proposed, more than a year ago. We believe that this
conference and the proceedings, which are to be published in
both Chinese and English editions, could prove to have his-
toric significance as China continues the courageous process
of reform that is currently under way.

A unique confluence of events—both internal and external
to China’s experience —has presented a great nation with a
rare opportunity: to establish radical reforms that will ensure
a strong leadership role for China in the world community
as we approach the 21st century.

It should be obvious that public policy has three broad
goals, namely, to bring freedom, peace, and prosperity to
the people. Nations throughout the world have increasingly
come to realize the limitations of coercive state intervention
as a means of achieving those goals.

The initiation of coercion, after all, is the antithesis of
freedom.

Attempts to intervene in the affairs of other nations —par-
ticularly by the so-called superpowers—more often than
not have proved detrimental to the goal of world peace.
But the superpowers are beginning to recognize the wisdom
of China’s stated advocacy of sovereignty and self-deter-
mination for the nations of the world. The conference ses-
sion on Wednesday afternoon will explore that concept as
well as the value of free trade in the maintenance of peace-
ful international relations.

However, most of the conference is devoted to aspects of
economic reform. Given that virtually all observers now ac-
knowledge the failure of centralized economic planning—
even Moscow has come to recognize what some of the Chi-
nese economists participating in this conference refer to as
the “chaos of a closed society” —we will attempt to demon-
strate the difficulties and dangers of even decentralized gov-
ernment control of economic activity.

It is crucial to be cognizant of the information content of
prices that result from the tugging and pulling of capital
and labor in a free market. Total and rapid decontrol of the
economy, according to the outstanding scholars Cato has
brought to this conference, is the best course for China to
follow. Now is not the time to be timid.

Indeed, by joining the worldwide move toward privatiza-
tion and deregulation, China has become positioned to
avoid lingering interventions that have reduced economic
prosperity in many Western nations, such as high marginal
tax rates and government manipulation of the money supply.
In fact, China is positioned to join and lead the economic
miracle that is the Pacific Rim today.

In the course of this conference we will discuss the impor-
tance of private property, the privatization of industry, con-
tracts, entrepreneurship, and market-determined prices as
keys to China’s emergence as a major economic power. As
Nobel laureate Milton Friedman will point out in his address
on Tuesday, “Peace and widely shared prosperity are the
ultimate prizes of the worldwide use of voluntary coopera-
tion as the major means of organizing economic activity.”’

To repeat, the Cato Institute is honored and privileged
to have this opportunity to offer guidance to China’s en-
lightened and, I would say, heroic leadership as it under-
takes to achieve economic reform.

U Crns

—Edward H. Crane

Enthusiasm for Market Reforms

Friedman, Gilder a Hit at Cato's Shanghai Conference

441Q hould China reform its economy

step by step or all at once?—this
was the subject of a heated debate be-
tween top Chinese scholars and their
American counterparts at yesterday’s
first session of the conference entitled
‘Economic Reform in China: Problems
and Prospects.””

That’s how the front page of the
China Daily summarized the Cato In-
stitute’s September 1988 conference in
Shanghai. In the opening address,
Nobel laureate Milton Friedman said,
“The way to expedite the transition in
China is to proceed with privatization
as rapidly and on as wide a scale as
possible.” Friedman stressed the impor-
tance of private property rights in a
market economy.

For Cato staff members and other
Western observers, the most encourag-
ing aspect of the conference was the
fact that none of the Chinese partici-
pants disagreed with the goal of mov-
ing toward wider use of markets; the
disagreement was entirely over how fast
it was politically possible to move.

Western speakers and observers re-
ported the same enthusiasm for reform
among Chinese citizens that they en-
countered in shops and parks.

Author George Gilder gave a rous-
ing speech about the opportunities open
to China. He proclaimed that “the
greatest untapped resource in the world
is the Chinese people.” Gilder drama-
tized China’s economic potential by
pointing out that if the incomes of the
people of China had increased one-
third as fast over the past 40 years as
had the incomes of Chinese people out-
side China, China would be the largest
economy in the world and world out-
put would be 25 percent larger. Gild-
er’s speech received a prolonged ovation.

After the conference, Cato president
Edward H. Crane said, “We were tre-
mendously impressed by the positive
reception that free-market ideas got in
China. The enthusiasm of younger Chi-
nese scholars and economic policymak-
ers for Friedman, Gilder, and our other
speakers is very encouraging for the
long-run success of Chinese economic

Most of the conference participants gather for a group photo.

Jack Fay

Conference director James A, Dorn
reform.”

“The conference was a great success,’
said Friedman. “Cato is to be congrat-
ulated for having put it on.”

’

Milton Friedman makes a point at news confer-
ence as translator June Mei waits.

The conference, organized by Cato
Journal editor James A. Dorn, was de-
signed to bring together Chinese and
Western scholars to discuss the prog-
ress of Chinese economic reform and
the kinds of market mechanisms that
are essential for modernization and de-
velopment. The conference was cospon-
sored and hosted by Fudan University,
one of the most prestigious universities
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“in China.

Other Western speakers included
Cato chairman William A. Niskanen,
who discussed the lessons Chinese pol-
icymakers might draw from the U.S.
experience with deregulation; John P.
Powelson of the University of Colo-
rado and Jo Kwong of the Institute for
Humane Studies, who discussed prop-
erty rights and land reform; Peter
Bernholz of the University of Basel,
who discussed the need for monetary
stability; Thomas R. Dye of Florida
State University, who discussed regional
development; and Gabriel Roth of the
Services Group, who discussed privati-
zation. Alvin Rabushka of the Hoover
Institution contributed an important
paper on the economic successes of
Hong Kong, Taiwan, and Singapore but

Ed Crane and Ted Galen Carpenter, Cato's director of foreign policy studies, talk before news

conference at Fudan University.

Pu Shan of the Chinese Academy of Social Sci-
ences comments on Milton Friedman's paper.

was unable to attend the conference.
Several speakers from Hong Kong
helped bridge the gap between Chinese
and Western scholars. They included
Yun-Wing Sun of the Chinese Univer-
sity of Hong Kong and John G. Green-
wood of G, T. Management (Asia) Ltd.,
who discussed Hong Kong's role in Chi-
nese development; Richard Wong of
the Centre for Economic Research, who
discussed the lessons of the Pacific Ba-
sin economies; George A. Selgin of the
University of Hong Kong, who dis-
cussed the benefits of private alterna-
tives to the central bank; and Steven
N. S. Cheung of the University of Hong
Kong, who warned of the obstacles that
Chinese reformers are now facing.
Chinese speakers included Pu Shan
of the Chinese Academy of Social Sci-
ences; He Weiling of the Kang Hua
Development and International Coop-
eration Company; Bao Yifang of the

China Council for the Promotion of
International Trade; He Gaosheng of
the Shanghai Economic System Reform
Office; Liu Funian of the People’s Bank
of China; and Lu Yimin, Wang Xi, Chen
Wei-Shu, and Zhou Ming-Wei of Fudan.

Media representatives at the confer-
ence included the Beijing Review, the
Wen Hui Daily, the Economic Daily of
Shanghai, Shanghai television, the China
Daily, the Jiefang Daily, the World Eco-
nomic Herald of Shanghai (which
printed Gilder’s complete talk), the
Hong Kong Economic Journal, News-
week, the Los Angeles Times, and the
British Broadcasting Corporation.

The proceedings of the conference
will be published in Chinese by Fudan

Calo Policy Report

Ad Restrictions
Unconstitutional

trict new regulations proposed by

Congress and the media to cover
political advertising would violate the
First Amendment and would still fail
to achieve their intended purposes,
charges a new Cato Institute study.

Stephen Bates, a visiting scholar at
Harvard Law School and a project di-
rector of the Twentieth Century Fund,
contends that advertising—including
the much-maligned “negative advertis-

ing” —gives candidates the best op-

portunity to explain their positions and
show how they differ from their oppo-
nents. “Proposals to clean up commer-
cials would undercut that opportunity,
perhaps eliminate it entirely,” Bates
writes. “Voters would end up knowing
less about candidates....[And] the
proposed regulations would almost cer-
tainly be ruled unconstitutional.”

Bates argues that many of the pro-
posed restrictions would weaken chal-
lengers’ ability to run competitive
campaigns. He cites one study of a
1983 race that showed that a campaign
had spent “about .5 cents to reach a
voter by television. The cost for a news-
paper ad was 1.5 cents; for direct mail,
25 cents.” By limiting television access
and reducing TV ads’ cost-effectiveness,
the proposed restrictions would bene-
fit incumbents and well-financed can-
didates. An opponent of one such bill
derisively referred to it as the “Incum-
bent Protection Act.”

The report also documents the prob-
able unconstitutionality of the propos-
als. Bates observes that “the Supreme
Court has held that First Amendment
protections have their ‘fullest and most
urgent application precisely to the con-
duct of campaigns for political office ”

“Political Advertising Regulation: An
Unconstitutional Menace?” is no. 112
in the Cato Institute’s Policy Analysis
series. It is available for $2.00. [ ]

University Press and in English by the
Cato Institute. The large press run
planned by Fudan ensures that the ideas
heard at the conference will be avail-
able to virtually all interested policy-
makers and individuals in China. @
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Bennett Boosts Educational Choice

Mandated Benefits Are a Hidden Tax,

Cato €vepts

ugust 3: "Mandated Benefits: Will

Workers Pay a Hidden Price?” Cato
adjunct scholar Richard B. McKenzie,
an economist at Clemson University
and author of The American Job Ma-
chine (recently published by Cato and
Universe Books), argued that mandated
benefits—legal requirements forcing
businesses to provide a range of bene-
fits, including health and life insurance,
parental leave, day care, and plant-
closing notices—are counterproductive.
He charged that such schemes are re-
ally a “hidden” tax that will show up in
higher consumer prices, lower wages,
and lower company profits. In the
process, workers will be made poorer
through restrictions on their work-
related choices and income.

August 18: “The Future of Biotechnol-

ogy”” Fred Smith, president of the Com-
petitive Enterprise Institute, debated
Anne Hollander, director of the Con-
servation Foundation’s Biotechnology
Project. Smith contended that the po-
litical approval process has a severe
anti-innovation bias. He argued that
the risks of lost knowledge are greater
than the risks associated with techno-
logical innovation. He also stressed that
political rigidity is blocking the major
health, agricultural, and environmen-
tal gains that could be achieved through
further biotechnology entrepreneur-
ship.

August 24: "The Democratic Revolu-
tion in Mexico: Problems and Pros-
pects for the Future” Daniel James,
president of the Mexico—United States
Institute, contended that the recent
Mexican elections, in which an unprec-
edented number of votes were cast for
candidates of opposition parties, were
a turning point for that country. He
argued that despite the victory of the
ruling PRI, the closeness of the election
returns represents the end of Mexico’s
one-party system and means that Presi-
dent-elect Carlos Salinas de Gortari is
destined to be a transitional president.
James discussed the probable conse-
quences of the new political alignment
and looked at prospects for the three
main political parties.

Secretary of Education William J. Bennett speaks
on educational choice.

August 30: "Choice or Monopoly: The
Future of Education in America.” Sec-
retary of Education William J. Bennett
called for a system of educational
vouchers or tuition tax credits that

Fred Smith and Anne Hollander debate the future of biotechnology.

McKenzie Argues

would enable middle- and lower-class
parents to choose between sending their
children to public or private schools.
Bennett noted that such a system would
improve the performance of all schools,
public and private, because competition
would force them to improve or fold.

September 12—15: “Economic Reform
in China: Problems and Prospects.”
Among the speakers at the Cato Insti-
tute conference in Shanghai were Mil-
ton Friedman, George Gilder, William
Niskanen, and Steven N. S. Cheung.

Joel Kotkin (right) discusses his book The Third
Century: America’s Resurgence in the Asian Era.

September 28: The Cato Institute hosted
a book party for Joel Kotkin, coauthor
with Yoriko Kishimoto of The Third
Century: America’s Resurgence in the
Asian Era. Kotkin, the West Coast edi-
tor of Inc., presented a thoughtful re-
buke to those who argue that American
economic power is declining. He ob-
served that the entrepreneurial-based
American economy has a number of
inherent advantages, and he contended
that successful economic competition
can be had only through the exploita-
tion of those free-market virtues, not
through tariffs and quotas, subsidy pro-
grams, or European-style government-
business partnerships.

September 29: "Politics and Ideology:
Do Ideas Matter?” Tibor Machan, a
professor of philosophy at Auburn Uni-
versity, challenged the assertions of
some economists that all that matters
in political decisionmaking is self-
interest and the bargaining process. He
argued that ideas play an important
role in bringing about lasting political
change. |
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Economic Reform in China

Policy Rorum

'he Cato Institute and Fudan Univer-

sity recently cosponsored a confer-
ence, "Economic Reform in China,"” held
in Shanghai. Participants included schol-
ars and businesspeople from the United
States, Europe, Hong Kong, and China.
Cato Policy Report is pleased to pre-
sent excerpts from some of the papers
delivered at that conference. In 1989 a
complete set of conference proceedings
will be published in book form in both
English and Chinese.

Let a Billion Flowers Bloom
by George Gilder

We’re on the threshold of a new
economic era that will be a great
benefit for China, because China al-
most entirely missed the last economic
era. If the incomes of the Chinese peo-
ple in China had grown just one-third
as fast in the past 40 years as the in-
comes of Chinese in other countries,
China today would be the world’s larg-
est economy and the global economy
would be 25 percent bigger than it is.

Today’s new economic era is the age
of information. Forget oil, gold, land—
forget all those material things; the sin-
gle greatest untapped natural resource
in the world is the Chinese people.
Sometimes other people treat the Chi-
nese people as if they're mouths, but
the Chinese people are minds. And the
crucial issue of the next 25 years, when
the information economy will increase
its importance across the world, is
whether the minds of the Chinese peo-
ple are emancipated.

This new era involves a new tech-
nology —the microchip. The substance
of a microchip is the silicon in sand.
What matters is the content, the idea,
the design, the function of the device.
What this new technology means for
China is that one of Chairman Mao’s
great dreams can now come true: power

George Gilder is the author of The Spirit of
Enterprise.

to the people. Twenty-five years ago,
Chairman Mao launched a program of
steel mills in every backyard. This was
very stupid. Steel mills require huge
economies of scale and thousands of
regimented workers to produce effi-
ciently. However, the new chip tech-
nology is based on economies of micro-
scale. The smaller each device on the
chip, the more powerful the chip. Not
only can a single workstation create
value in the new economy greater than
that created by a huge steel mill, a
workstation can also transmit more
value around the world in microseconds
than a fleet of supertankers can trans-
port in months.

A former official of the Chinese central bank
makes a point at the conference.

To fulfill Mao’s dream of industrial
power distributed to the people, how-
ever, we must give up his other dream
of central planning of an economy. The
law of the microcosm—the law of the
microchip—is that the power of indi-
vidual workstations always grows much
faster than the power of large comput-
er systems. The long dream of socialists
that the computer will allow you to plan
the economy has been confounded at
the heart of the computer itself. The
power of the chip always grows faster
than the power of the larger system.

The previous technology of the in-
dustrial era to some extent favored
control —control over natural resources,
control over territory, control over tax
systems; governments could increase
national power by increasing their con-
trol. On the other hand the new tech-
nology favors freedom. Mao said, "“Let
a hundred flowers bloom. This state-

ment showed his incomparable misun-
derstanding of the powers of the Chinese
people. The rule of capitalism is “Let a
billion flowers bloom.”

I believe what will happen is an efflo-
rescence of entrepreneurship in China
that will make China the richest econo-
my in the world over the next 25 years.
How do I know this? Because every-
where else in the world the Chinese
people are in the forefront of the infor-
mation age. In the United States, thou-
sands of crucial companies have been
launched by Chinese entrepreneurs.
And now there are very favorable signs
within China itself. For example, one
of the fastest-growing computer firms
on the face of the earth is Stone Com-
puter, started by Won Runan. In just
four years this company outproduced
all the government computer compa-
nies in China. Today on a street in
Beijing there are 170 high-technology
companies, and 1,000 more such com-
panies are applying for licenses. They
should get those licenses very fast. Let
a billion flowers bloom. [ ]

Science and Political Economy
by Don Lavoie

Ideas about political economy, like
other products of human culture, are
likely to be profoundly influenced by
underlying conceptions of the nature
of science. Socialist political economy
was not just influenced by the 19th-
century view of science, it was mod-
eled on it. Marxism has been widely
interpreted as a "scientific socialism”
in a strictly Newtonian sense, a study
of the “laws of motion of the capitalist
system” analogous to the physical laws
of motion of planetary systems.

It would certainly be understanda-
ble if many aspects of the Marxian
system of thought were tainted by the
mechanistic model of the universe in
which 19th-century culture was em-

Don Lavoie is a professor of economics at
George Mason University and the author
of National Economic Planning: What Is
Left?

CatoPolicy Report

bedded. At that time the great suc-
cesses of Newtonian mechanics made
them a natural object for emulation in
the study of human society. But other,
non-Newtonian sciences have by now
been successful too. Even thermo-
dynamics and organic chemistry exhibit
features that do not fit well in the mech-
anistic Newtonian view of the universe,
If we consider biology, anthropology,
intellectual history, or psychology, we
find fields that have made enormous
accomplishments over the past century
without coming close to the Newtonian
model. The argument from success no
longer makes a good case for the mech-
anistic view of the world.

There is now a wide body of explicit
philosophical literature that, for want
of a better label, I will simply call the

really utter disorder but a new kind of
order. Scientists have found applications
of these ideas in a remarkably wide
range of phenomena that exhibit what
Erich Jantsch calls a “self-organizing”
process and what Ilya Prigogine and
Isabelle Stengers call “order out of
chaos.” Michael Polanyi coined the
phrase “spontaneous order” to describe
this kind of process, and elaborated on
how scientific discovery is itself a spon-
taneous order. Friedrich A. Hayek has
elaborated on this idea in reference to
the ordering processes at work in law
and the economy.

One thing all of these spontaneous
order theorists have in common is an
emphasis on the creative aspect of or-
dering processes. The processes are not
merely “equilibrating” in the Newtonian

Ed Crane talks with Cornelia and George Gilder at conference reception held at the U.S. consulate.

new view of science. This view devel-
ops a way of coming to terms with the
nonmechanistic nature of the universe.
(A useful popular summary of the new
view of science is James Gleick’s Chaos.)
The literature constitutes, among other
things, a radical re-interpretation of the
nature of order and a powerful critique
of the Newtonian vision. It carries im-
portant implications for a variety of
scholarly disciplines, from mathemat-
ics to the natural and social sciences, to
the humanities, and it has begun to
serve as an inspiration for practical pro-
posals in everyday life.

In the contemporary work on “chaos
theory” in mathematics, things that
would appear to be utterly disorderly
by Newtonian standards are seen nev-
ertheless to possess great intelligibility,
even mathematical elegance and beauty.
The theory is misleadingly named be-
cause what is being celebrated here is not

-

sense, where there is a deducible “tar-
get” toward which forces are pulling.
From the outset an equilibrating mech-
anism, like a clock winding down, con-
tains everything necessary to bring
about its conclusion. A spontaneous
order exhibits essentially novel changes
and needs to work itself out through
time. The direction things take may be
completely unpredictable, and yet an
overall pattern emerges and is system-
atically discernible.

Just as 19th-century socialists con-
structed a radical vision based on that
century’s view of science, so the eco-
nomic reformers in the People’s Re-
public of China are taking our century’s
views of science as their starting point.
The philosophers who seem to have
served as the inspiration for these re-
formers, such as Nobel Prize-winning
physicist Ilya Prigogine, are some of
the most articulate advocates for the

new view of science.

Chinese reformers have already used
this new view of science to revise their
interpretation of socialism into a more
humanistic and decentralized vision. In
my conference paper I will endorse the
humanistic revision of socialism and
will elaborate on how I think one of
the classic critiques of orthodox social-
ism is consistent with the new view of
science. I also will argue that the older
views of socialism have been subjected
to criticisms along essentially the same
lines as the older views of science. These
criticisms suggest that all the world’s
governments, whether called socialis-
tic or capitalistic, have been trying to
centrally control their economies in a
manner that is utterly futile. [ |

The Ossified Order
by He Weiling

ccording to the new view of science,

there are two kinds of orders: ossi-
fied and alive. Economic planning is a
kind of ossified order that cannot ac-
commodate the social division of labor
and intelligence needed for economic
development. Therefore, it is only a
primitive order, suited for a simple eco-
nomic system. This order will totally
collapse in the progress of new techno-
logical developments and new divisions
of labor. The chaos arising out of the
centrally controlled planning is self-
evident, especially during the process
of the economic reform.

As Don Lavoie points out in Na-
tional Economic Planning: What Is Left?,
it is not the unavailability of informa-
tion that leads to the ills of planning. It
is because the planning system cannot
do as the highly integrated market
mechanism does: It cannot make any
new adjustment for new economic con-
ditions. Such problems can be solved
only by the market mechanism, which
can automatically and spontaneously
adjust itself by using all kinds of eco-
nomic means. By adjusting, the collec-
tive or social intelligence can replace
individual intelligence, and the social

He Weiling is a senior fellow at the Na-
tional Economic System Reform Institute
of China.

(Cont. on p. 8)
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_economic structure can reach a higher-
level order that can stand the test of
time.

Theoretically and practically, the es-
tablishment of a market-oriented eco-
nomic system is the prerequisite for
modern economic development. Only
by openly acknowledging this sponta-
neous and self-organizing process can
we fully understand and accept the basic
law on our way to a higher order. B

Political Reform Is Needed
by Zhou Ming-Wei

The present political structure of
China isn't compatible with the
needs of economic growth. If the peo-
ple of a country are going to have
greater participation in the administra-
tion of society, they must have greater
and greater power to use assets and to
control them. Each and every person
must have some right to participate in
the political, economic, and social life
of the nation. This participation can be
ensured only if there is both political
and economic democracy. And so, be-
fore we talk about allowing more pri-
vate individuals or collective enterprises
to provide public services, we must look
at the more fundamental question of
political democracy.

As human civilization develops and
as societies become more complex, the
functions of government should become
fewer and simpler. Many Western coun-
tries have already experienced this proc-
ess. Our experience teaches us that it
is impossible for government to arrange
the detail of every sector of activity in
a society. Nor is it possible for a gov-
ernment to operate public services to
the benefit of tens of thousands of citi-
zens, all according to some sort of a
very finely detailed plan. To do some-
thing like that will only cause things to
get worse.

As we feel our way toward the direc-
tion of Chinese economic reform, in-

creasingly we find that a highly cen-
tralized government is the root cause
of a lot of administrative problems.
There are many reasons why such a
highly centralized system has come into
being. One problem is that people have
felt that a highly centralized, rigid ad-
ministrative apparatus is a key feature
of socialism. Without competition even
a service like weather forecasting is
going to be totally useless and mean-
ingless. But when we consider why in
the West the private sector has been so
much more able to participate in pro-
viding public services, we find that there
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is a higher level of material well-being,
a widespread system of private owner-
ship, and a democratic political process.

Certainly one direction that we feel
we should be undertaking is the “so-
cialization” of government functions.
But this process is going to take some
time. Even in the West this process took
a couple of hundred years, and there’s
no reason why it should succeed in
China in only three to five years. &

Privatization vs. Special
Interests

by Steven N. S. Cheung

hina has reached a point where

piecemeal tactics are not likely to be
effective in advancing her economic re-
forms. During the past decade this ap-
proach served China well, often bril-
liantly. While cadres and citizens alike
agree that the “common rice wok” and
the "iron rice bowl” are detrimental to
productivity and must be discarded,
those people have little understanding
of how a market system based on pri-
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vate property rights operates.

With the Marxian doctrine nearly
dead, there was, and still is, an ideo-
logical vacuum in China. The piece-
meal approach thereby adopted is
impressively pragmatic; it uses com-
mon sense rather than theory to cor-
rect the economic ills that have become
all too evident. Indeed as experts on
the shortcomings of a communist sys-
tem, the Chinese have no peers. Piece-
meal tactics guided by common sense
and the economic forces at work have,
by and large, been the policy guideline
for one decade. And in spite of the
political opposition and occasional
backslidings that have often occupied
news headlines, progress has been
phenomenal.

In the process, a substantial number
of comrades have lost their privileged
status. The more astute ones have
turned to trade and industry and have
done well because of connections, while
others have become ordinary citizens
and have gone into retirement. In areas
subject to intense competition, previ-
ous hierarchical rights based on rank
regardless of productivity have become
valueless. In other areas, these privi-
leges have been transformed into mo-
nopoly and regulation rights. An at-
tempt to protect a state monopoly is
an attempt to protect a rank.

I can cite numerous instances to sup-
port this view. But if we must single
out one example of prime importance,
the financial sector would be the natu-
ral choice because of the wide-ranging
implications involved, and because its
problems make the headlines almost
every day.

Take the city of Wenzhou, for in-
stance; any impartial observer must
stand in awe of its economic success. A
number of small private savings-and-
loan institutions cropped up to finance
small businesses and had brilliant suc-
cess. But this booming enterprise was
soon restrained by the banking author-
ity, which imposed interest and licens-
ing regulations. Again, in the area of
foreign exchange, the monopoly long
enjoyed by the Bank of China has
reaped handsome profits through ex-
change controls and rationing. But
when black market activity became
prevalent and hard to control, the au-
thorities themselves started exchange
centers dealing in near-free-market
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rates. It is difficult to say in what sense
exchange control now exists in China.
Certainly all arguments in favor of con-
trol have been flatly contradicted by
the government’s own behavior.

Indeed the pattern is replete that
where competition is severe and where
monopoly power can hardly be main-
tained, the authorities routinely opt for
a freer market and for more private
property protection. But where monop-
oly is protected, the policies adopted
always tend to benefit special interest
groups. Thus, along with price and
wage controls, the superiority of so-
cialist ownership is again upheld as
unquestionable.

Nothing is further from the truth.
The arguments, often heard from the
same authorities, for freer markets and
for the necessity of maintaining con-
trols reveal such glaring contradictions
that one must infer that the prime mo-
tivation of controls is to benefit privi-
leged groups. There is no conceptual
difference among the monopoly and
controls in silk, steel, machinery, for-
eign trade, foreign exchange, and bank-
ing. The problem is general, although
inflation and the difficulty of feeding
state employees (as well as students)
are placed in the spotlight, which tends
to obscure the nature of the problem.

Monopoly protects; state ownership
facilitates controls; the right to control
generates income to the privileged. This
is as true in the production of goods
and services as in the banking and fi-
nancial sectors. The piecemeal tactic of
decontrolling a few prices, of restrain-
ing the growth in money supply, or of
curbing government expenditure does
not get to the heart of the matter. A
general problem calls for a general so-
lution: Privatize state enterprises and
allow free entry for all.

More fundamentally, therefore, my
view is that whereas the formation of
private property by contracting has been
relatively smooth in areas subject to ac-
tive competition, the process fails in
areas where monopolies are fostered. It
is time for China to consider creating pri-
vate property by mandate. Then it may
follow one simple rule: For anything
that is salable, sell. This is the most
straightforward way to create private
property, and the selling prices may be
adjusted as special cases demand. The
proceeds may be used to compensate

individuals who suffer greatly from the
changes, to invest in the infrastructure,
and, above all, to establish a judicial
system based firmly on the principle of
equality before the law.

Learning from Hong Kong
by John G. Greenwood

Both management and technology
are attributes or skills that are them-
selves responses to a whole set of mar-
ket incentives and opportunities. It is
unlikely that they would have emerged
independently without the framework
of a free-market economy:. It is there-
fore questionable how far these attri-
butes can be imported into China and
applied without China making funda-
mental changes in its institutional
arrangements.

Let me illustrate my point with two
examples from Hong Kong. The first is
taken from my own industry, namely
investment management. In the invest-
ment management business we employ
skilled investment managers, invest-
ment analysts, economists, marketing
staff, accounting and computer staff,
and so on. Many of these individuals
work with computer screens that have
access to state-of-the-art software,
which provides financial information
and enables them to conduct rapid and
sophisticated analysis of newly an-
nounced financial data. The basic busi-
ness of investment management is the
investment of individual or institutional
savings and pensions in various finan-
cial instruments such as bonds, equi-
ties, and deposits in order to maximize
the return, and we derive our income
from a fee that is based on the value of
funds under management. We would
not employ all of these skilled individ-
uals in a whole range of activities
unless we thought that each person in-
dividually contributed to increasing the
returns to the funds we manage or that
each employee otherwise served the
needs of our customers and hence en-
hanced the income of the firm.

Now contrast our business with the
management of a government-run pen-

John G. Greenwood is chairman of G. T.
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sion fund, such as the Central Provi-
dent Fund in Singapore. The CPF
employs a mere handful of people, and
virtually all proceeds from the employ-
ees’ contributions are invested in Sin-
gapore government bonds. Besides a few
accountants, almost no technology is
required for this business. As a result
the returns from the CPF have been no
better than the returns on government
bonds, and certainly no technological
progress results from competitive pres-
sures in this industry in Singapore.

Another example concerns Hong
Kong’s postal system. In Hong Kong,
as in many other countries, the postal
system is owned and operated by a
government department. As a result,
there has been very little technological
innovation in the postal service over
the past 100 years. Aside from a few
improvements in sorting techniques, the
industry operates very much as it did
100 years ago.

Again, contrast that example with
developments in the private sector. In
recent decades we have seen the emer-
gence in the private sector of compa-
nies specializing in the delivery of
private packages and documents both
within and between countries. These
companies normally guarantee delivery
within 24 hours inside a country and
within 48 hours to almost any part of
the globe—something that government-
run postal systems have never been
able to guarantee. Furthermore, we have
seen an attempt in recent years to over-
come the inefficiency of government-
run mail systems by developing fac-
simile machines and computer-based
information networks that enable writ-
ten messages to be transmitted by tele-
phone line or data line virtually instant-
ly around the world. The incentive to
do this has been the prospect of profits.
It is inconceivable that this set of tech-
nological developments could have oc-
curred in the government sector.

What are the key elements of these
two examples? Both have three com-
ponents in common. First, both indus-
tries have private ownership that has
stimulated the introduction of sophis-
ticated management and improvements
in technology. Second, there is free pric-
ing in terms of setting wages, of setting
product prices, and the prospect as a
result of profits to the business owners.
Third, in both areas competition has

(Cont. on p. 13)



10

Using the Market (Cont. from p. 1) l

making deals. Needless to say, “meeting”

“and “place” are often euphemisms; they
do not involve physical getting to-
gether. As of the moment, there is a
market in foreign exchange that en-
compasses the world. People get to-
gether through satellites, telephones,
and so on. Moreover, the deals made in
or through a market are not restricted
to those involving money, purchases,
or sales. Scientists who cooperate with
one another in advancing their disci-
pline, whether it be physics, chemistry,
economics, or astronomy, are effec-
tively making deals with one another.
Their market is a set of interrelated
journals, conferences, and so on.

The market is a mechanism that may
be mobilized for any number of pur-
poses. Depending on the way it is used,
it may contribute to social and eco-
nomic development or inhibit such de-
velopment. Using or not using the
market is not the crucial distinction.
Every society, whether communist, so-
cialist, social democratic, purely capi-
talist, or what you will, uses the market.
Rather, the crucial distinction is pri-
vate property or no private property.
Who are the participants in the market
and on whose behalf are they operat-
ing? Are the participants government
bureaucrats who are operating on be-
half of something called the state? Or
are they individuals operating directly
or indirectly on their own behalf?

That is why, in an earlier paper de-
livered in China, I advocated the wid-
est possible use of not the market but
“free, private markets”” The words
“free” and “private” are even more im-
portant than the word “market.”

Many specific problems arise when
a society tries to replace a command
economy with the invisible hand of the
market, of which I shall discuss only a
few. Those problems are not restricted
to societies that have tried to use com-
mand as their basic economic mecha-
nism, such as China and Russia; they
also arise in Western economies such
as the United States, Great Britain, and
Germany, in which command elements
have become more extensive over time
and in which there are attempts to
reverse that process. Eliminating govern-
ment-owned enterprises in the West,

such as the postal service in the United
States and railroads and utilities in
other countries, raises problems that
are identical with those that arise in
replacing command and public owner-
ship by voluntary cooperation and pri-
vate ownership in China, Russia, and
so on.

Partial versus Total Decontrol

Introducing a greater role for private
market mechanisms in one sector of an
economy may be partially or completely
frustrated by the limited scope of the
change. Consider what has been re-
garded as a major move toward wider
use of the market, namely creation of
the European common market and the
attempt to achieve free trade among

“Why not make
public ownership a
reality rather than a
rhetorical flourish?”

the common market countries. It has
now been nearly 40 years since the
Schuman plan for a coal and steel com-
munity was adopted, yet no observer
will dispute that free trade within the
common market is still an ideal rather
than a reality. The latest bit of evi-
dence is the recent agreement to really
eliminate all barriers by 1992. Had the
initial common market agreement been
successful, that would have been
achieved many years ago.

What was the problem? Why is there
no real United States of Europe? In my
view, the answer is that decontrol was
adopted even in principle only for
goods and services but not for money.
The separate countries retained full au-
thority over their national moneys.
More important, they refused to adopt
a system of freely floating exchange
rates—that is, the free exchange of one
currency for another at whatever rates
of exchange were voluntarily agreed to
in free private markets. The refusal to
let the private market determine the
rates of exchange among currencies was
a fatal weakness.

Currently, China is faced with pre-
cisely the same problem. But my pur-

pose in discussing it here is not to
present again the case for a system of
freely floating exchange rates but rather
to give a striking illustration of how
limiting decontrol or privatization to
one area, while not extending it to
closely related areas, can largely frus-
trate the basic objective.

A second example is from the United
States. Although nominally private,
U.S. airlines were subject to extensive
government control with respect to the
prices they could charge and the mar-
kets they could serve. Deregulation of
the airlines in 1978 has resulted in very
much enhanced competition, wide-
spread and substantial reduction in
prices and increase in the range of ser-
vices, and, in consequence, major ex-
pansion in the volume of traffic. How-
ever, while airlines were deregulated,
or, as I would prefer to put it, priva-
tized, airports were not. They remain
government-owned and -operated. Pri-
vate enterprise has had no difficulty in
producing all the planes the airlines
find it profitable to use. The private-
enterprise airlines have had no diffi-
culty in finding pilots to fly them and
attendants to service them. On the
other hand, planes filled with passen-
gers are often delayed because facilities
or provisions for landing them at
government-run airports are inade-
quate. Naturally, the government re-
sponds by trying to blame the private
airlines: it has started requiring them
to report delays in meeting their sched-
uled arrival times and publishing sum-
mary reports on the on-time perfor-
mance of the several airlines. Repeated
proposals have been made that, even if
government retained the ownership and
operation of the airports, at the very
least rights to gates, with respect both
to number of gates and to the times at
which they are to be used, should be
auctioned off. Unfortunately, the op-
position of airlines that have vested
interests in the gates and times assigned
to them by government entities has pre-
vented the adoption of even such in-
complete reforms. Of course, a far
better solution would be to privatize
the airports.

A third example is privatizing some
areas of manufacturing while keeping
the production or pricing of the raw
materials under government control.

Let me cite some obvious examples
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for China. Introduction of a consider-
able element of privatization in agri-
culture has produced a remarkable
increase in agricultural output and
productivity —the most dramatic man-
ifestation of China’s success in widen-
ing the use of the private market. But it
is clear that the very success has cre-
ated a real problem. The overwhelm-
ing majority of the Chinese population
is employed in agriculture. Even a rela-
tively small improvement in agricul-
tural productivity obviously means
release from agriculture of labor that it
is no longer productive to employ. It is
in China’s interest to use that labor in
more productive areas, such as indus-
try. Yet the bulk of industry remains in
the command economy; it has not been
privatized, deregulated, or fully sub-
jected to the market process.

There has been a real attempt to
change the way government-owned en-
terprises operate. The people in charge
have been told to use market mecha-
nisms, and an attempt has been made
to provide incentives for them to do
so. However, as long as bureaucrats
run government-owned industries, their
ability to respond to market pressures
effectively will be severely limited. In
the case of China, the most serious
limitation is on their flexibility, their
willingness or ability to be venture-
some, to undertake risky projects that
have a likelihood of failure but a real,
if small, chance of spectacular success.
Again, the problem is universal. Every
study of the United States or the United
Kingdom demonstrates that small enter-
prises—not the megacorporations that
are household names—are responsible
for most of the new jobs. In China, the
scope for such private enterprises is
extremely narrow.

A much wider privatization of eco-
nomic activity would greatly reduce
the difficulty of absorbing the workers
released from agriculture. Private en-
terprises would then spring up all over
the place to absorb the workforce.

A second example for China is sim-
ilar to the problem I described for the
common market: the difference be-
tween the extent of freedom in the pro-
duction and distribution of goods and
services and in the production and dis-
tribution of money. The substantial
freeing of many prices, particularly
those of agricultural and similar goods,

has not been accompanied by the
privatization of the banking system.
As I understand it, the Chinese govern-
ment indirectly determines what hap-
pens to the money supply through the
credits it grants state enterprises. The
results include a rapid increase in the
quantity of money and, not surpris-
ingly, a rapid upward pressure on prices,
so that inflation, both open and re-
pressed, has reared its ugly head.
When should reform be gradual, and
when is radical and immediate change
appropriate? One alternative is illus-
trated by the tale of the tortoise and
the hare, when the “slow but steady”
tortoise reaches the finish line ahead of
the much speedier but more erratic
hare; the other is illustrated by the

“A greater role for
market mechanisms
in one sector of an
‘economy may be
frustrated by the
limited scope of the
change.”

maxim, there is no sense in cutting a
dog’s tail off by inches. This is one of
the most difficult problems encountered
in widening the scope of the market.
Let me illustrate with foreign trade.
Suppose a country that has had high
levels of tariffs decides to move to a
free trade position. The case for mov-
ing gradually is clear. Capital has been
invested in ways that will no longer
represent an effective use of private
resources under the new conditions.
Much of that capital is in the form of
machinery, buildings, human skills, and
the like. Is it not clearly both more
equitable and more efficient to reduce
the tariffs gradually? That would give
the owners of specialized resources the
opportunity to withdraw their capital
gradually and thus would reduce the
costs imposed on them by the change.

The case for eliminating the tariff in
one fell swoop, that is, for shock treat-
ment, is more subtle, yet at the level of
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economic efficiency, compelling. Inso-
far as it is economically efficient to use
the specialized resources in the absence
of a tariff, they will be used. If any
return over marginal cost can be ob-
tained by continuing to use the special-
ized human and other resources, it is
better to get that return than to get
nothing. The burden would be imposed
on the owners of the specialized re-
sources immediately, but technical dis-
investment would proceed only as
rapidly as the specialized labor and
other resources could be employed
more productively elsewhere. On the
other hand, gradual reduction in the
tariff makes it privately profitable to
continue using the specialized resources
at a higher level than is socially effi-
cient, thereby imposing unnecessary
costs on the community.

Ending an ongoing inflation raises
similar problems. Eliminating inflation
at one fell swoop, if not anticipated
long in advance, may cause widespread
capital losses. Long-term contracts en-
tered into with one expectation about
the likely rates of inflation may now
suddenly be rendered inappropriate.
The case on equity grounds for a grad-
ual transition is far stronger for mod-
erate degrees of inflation than for
tariffs. The effects of both the prior
inflation and its unanticipated ending
are more pervasive and affect more peo-
ple who have not only been harmed
rather than benefited by the prior in-
flation but would be harmed again by
its abrupt end. Reducing inflation grad-
ually eases the transition and reduces
the cost of achieving noninflationary
growth.

However, much depends on the height
of the inflation. If inflation is extremely
high—at annual rates in triple digits —
the situation is very different. Almost
all participants in the market will have
adjusted their arrangement so that any
longstanding commitments are fully in-
dexed. Abrupt disinflation will impose
few costs because financial and other
institutions have been adapted to radi-
cal changes in the rate of inflation—
indeed, such adaptations represent a
major cost of high and erratic infla-
tion. Gradual elimination is sometimes
not even feasible because there is not
time enough —the dog will be dead be-
fore its extra-long tail can be cut off by
inches.

(Cont. on p. 12)
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Direct controls over prices—whether
general or specific, e.g., on rents or
exchange rates — are almost always best
ended at once. Margaret Thatcher prop-
erly ended exchange-rate controls in
Britain overnight and completely. Grad-
ual adjustment only prolongs the harm
done by controls and provides unjusti-
fied benefits to “insiders.” The short-
ages, queues, and other distortions
produced by trying to hold prices be-
low their market level would continue
though they might be reduced, and ad-
ditional problems arise because gradu-
alism encourages speculation about
reversal and encourages opponents to
seek reversal. A similar proposition
holds for attempts to maintain prices
above market levels—as is so amply
demonstrated by the agricultural poli-
cies of the United States, Japan, and
the common market.

Overcoming Political Obstacles

This subject has already inevitably
intruded into the preceding section. The
general issue here is how to overcome
political obstacles to widening the mar-
ket. The danger is not alone that these
obstacles will frustrate the attempt to
free the market but equally that over-
coming political obstacles may destroy
the advantages of freeing the market.
The challenge is to find ways to over-
come obstacles that do not have those
effects. The West's experience with
privatization is particularly helpful in
this connection. Perhaps the most ex-
tensive body of experience and the ex-
perience that has been most widely
analyzed is the British experience with
privatization, and I strongly recom-
mend to our Chinese friends seeking to
widen the market that they examine
the evidence of privatization in Britain.

A simple case from the United States
that illustrates the problem is privatiz-
ing the post office. The U.S. Postal
Service has a monopoly in first-class
mail because of the private express stat-
utes, which make it a crime for indi-
viduals to offer common-carrier first-
class service. Various attempts to do so
have only succeeded in prosecution,
which has ended the attempts. Privati-
zation has been creeping in at the mar-
gin, first in the form of alternate parcel

service. The United Parcel Service and
other parcel delivery companies have
taken over the bulk of the Postal Ser-
vice's prior business. In addition, pri-
vate messenger services have developed,
of which the best known is Federal Ex-
press, which has been so successful that
numerous competitors have emerged.
Developments that technological ad-
vances would have encouraged no mat-
ter how postal service was organized
have doubtless been speeded up. Ex-
amples are electronic mail via comput-
ers and telephones and facsimile service,
again over telephones. These examples
illustrate the ingenuity of private mar-

“Using or not using
‘the market is not the
crucial distinction.
The crucial distinc-
tion is private
property or no

private property.’

kets in exploiting the opportunities of-
fered by the inefficiency of government
enterprises.

Repeated attempts have been made
to seek the repeal of the private express
statutes so that private individuals and
enterprises could compete with the
Postal Service. However, such attempts
always bring violent protests from the
postal employee unions, from the exec-
utives of the U.S. Postal Service, and
from rural communities that feel they
would be deprived of postal service.
On the other hand, few people have a
strong and concentrated interest lead-
ing them to favor repealing the private
express statutes. Entrepreneurs who
might in fact enter the business if it
were open to private entry do not know
in advance that they would do so. Hun-
dreds of thousands of people who
would doubtless obtain employment in
a privately developed postal system do
not have the slightest idea that they
would do so.

One way to overcome the opposi-
tion to privatization, widely used in

Britain, is, as described by Robert
Poole,

to identify potential opponents and
cut them in on the deal, generally
by means of stock ownership. Two
specific applications of the princi-
ple are (1) employee stock owner-
ship, and (2) popular capitalism. . ..

The opportunity to become share-
holders can dramatically change the
incentives of unionized civil ser-
vants, as illustrated in the case of
British Telecom. Union officials de-
nounced the planned privatization
of Telecom, telling their members
not to purchase the shares which
were being offered to them at a
discount. Yet in the end, sensing
the chance to make money, some
96 percent of the workforce bought
shares.

Poole also uses British Telecom to
illustrate the second technique, popu-
lar capitalism:

To encourage telephone customers
to buy shares, they were offered
vouchers granting them a discount
on their phone bills if they held
their shares for at least six months.
And to prevent institutions and
large firms from buying up the
lion’s share, initial purchases were
limited to 800 shares per buyer.

A pitfall to be avoided in adopting
such expedients is to sweeten the deal
by converting a government monop-
oly into a private monopoly—which
may be an improvement but falls far
short of the desirable outcome. The
U.S. Postal Service illustrates that pit-
fall as well as the fallacy that mimick-
ing the form of private enterprise can
achieve the substance. It was estab-
lished as a supposedly independent gov-
ernment corporation that would not
be subject to direct political influence
and that would operate on market prin-
ciples. That has hardly been the out-
come, and understandably so. It re-
mained a monopoly and did not develop
a strong private interest in efficiency.

My own favorite form of privatiza-
tion is not to sell shares of stock at all
but to give government-owned enter-
prises to the citizens. Who, I ask oppo-
nents, owns the government enterprises?
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The answer invariably is, “ The public.”
Well, then, why not make that into a
reality rather than a rhetorical flour-
ish? Set up a private corporation and
give each citizen one or one hundred
shares in it. Let them be free to buy or
sell the shares. The shares would soon
come into the hands of entrepreneurs
who would either maintain the enter-
prise, for example, the postal system,
as a single entity if it was most profit-
able to do so or break it up into a
number of entities if that seemed most
profitable.

A final example illustrates the point
in another way. The Russians have per-
mitted small private plots in agricul-
ture. Those private plots are estimated
to occupy about 3 percent of the arable
land in the Soviet Union, and roughly
one-third of all domestic food prod-
ucts in the Soviet Union are sold as
coming from those private plots. I have
chosen my words carefully. I did not
say that one-third were “produced on

those private plots,” because in my

opinion that would not be correct.
Much of the food sold as coming from
the private plots has indeed been pro-
duced on them, but I strongly suspect
that much has also been diverted from
collective farms.

For decades, it has been clear to the
rulers of the Soviet Union that they
could increase the domestic output of
agriculture substantially by increasing
the size and role of the private plots.
Why have they not done so? Surely
not because of ignorance. The answer
clearly is that privatization would tend
to establish independent centers of
power that would reduce the political
power of the bureaucracy. The rulers
regarded the political price they would
have to pay as higher than the eco-
nomic reward. As of the moment,
largely I suspect under the influence of
the extraordinary success of such a pol-
icy in China, President Gorbachev is
talking about a considerable expansion
in private plots. It is by no means clear
whether he will succeed.

Tyranny of the Status Quo

The problems of overcoming vested
interests, of frustrating rent-seeking, ap-
ply to almost every attempt to change
government policy, whether the change
involves privatization, or eliminating
military bases, or reducing subsidies,

or anything else. The resulting “tyran-
ny of the status quo,” as my wife and
I entitled a recent book discussing a
range of such cases in the United States,
is the major reason that political mech-
anisms are so much less effective than
free-market mechanisms in encourag-
ing dynamic change, in producing
growth and economic prosperity.

Few simple maxims exist for over-
coming the tyranny of the status quo.
But there is one that ties in closely with
the earlier discussion of gradual versus
abrupt change. If a government activ-
ity is to be privatized or eliminated, by
all means do so completely. Do not
compromise by partial privatization or
partial reduction. That simply leaves a
core of determined opponents who will
work diligently and often successfully
to reverse the change. The Reagan ad-
ministration repeatedly attempted, for
example, to privatize Amtrak (the rail-
road passenger service) and to elimi-
nate the Legal Services Corporation. In
each case, it settled for a reduction in
budget, achieving a fairly transitory
victory. On the other hand, the com-
plete abolition of the Civil Aeronautics
Board gives far greater hope that air-
line deregulation is here to stay.

In conclusion, there are better and
worse ways to privatize a command
economy, but there is no magic for-
mula for shifting painlessly from a com-
mand to a voluntary exchange economy.
Nonetheless, the potential rewards are
so great that, if the shift can be
achieved, transitional costs will pale
into insignificance. It is a tribute to the
current leaders of China that they rec-
ognize that the potential gains dwarf
the transitional costs and that they are
engaged in a serious effort to make the
transition. The Chinese people would
be the main but by no means the only
beneficiaries of the success of this ef-
fort. All the peoples of the world would
benefit. Peace and widely shared pros-
perity are the ultimate prizes of the
worldwide use of voluntary coopera-
tion as the major means of organizing
economic activity. [ ]

Interns Needed
The Cato Institute seeks interns for
spring and fall 1989. Please contact
Gordon Anderson at Cato for more
information.
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stimulated improvements in service to
the consumer.

My conclusion is that perhaps China
can import management and technology
at some levels and for some period of
time, but China cannot expect these
skills to develop and percolate in a
vacuum, i.e., in the absence of an appro-
priate institutional framework —namely,
the existence of private ownership, free
markets, and competition among pro-
ducers.

Reject Central Banking
by George A. Selgin

hina had a “free banking” era during

the Ch'ing dynasty from 1644 to
1911. This era was the only extended
period in China’s history during which
it did not experience substantial depre-
ciation of its currency: The Ming dy-
nasty abandoned the use of fiat money
midway through the 15th century, and
except for two brief episodes in the
1650s and 1850s, the Manchus also re-
frained entirely from issuing their own
paper money while leaving private
banks entirely free to do so. In some
places (such as in Shanghai and Fuzhou)
the private currency systems that de-
veloped were quite sophisticated.

It is still, as Prof. Bernholz says, “an
unresolved question why” China should
have temporarily abandoned resort to
the printing press. But what is resolved,
in my opinion, is that no present-day
government in China or anywhere else
will abandon resort to the printing press
unless the printing press is taken away
from it entirely and divided among
competing, private banks.

Various speakers at this conference
have stressed the need for China to
resist slavishly imitating economic ar-
rangements and institutions of the “cap-
italist” West. Central banking should
be high on the list of such institutions
of Western origin that policymakers in
China should unhesitatingly reject. B

George A. Selgin is a professor of econom-
ics at the University of Hong Kong and the
author of The Theory of Free Banking.
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Market Can Produce Public Goods, Book Argues
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he most important remaining argu-

ments for government intervention
in the economy are market failure and
public goods theory, the idea that the
free market is inherently unable to pro-
vide certain vital goods and services,
thus necessitating government provi-
sion of them. A new book from the
Cato Institute offers a persuasive cri-
tique of public goods theory.

The Theory of Market Failure: A Crit-
ical Examination, copublished by the
Cato Institute and George Mason Uni-
versity Press, is edited by economist
Tyler Cowen, a Cato adjunct scholar
and a professor at the University of
California, Irvine. In the book, authors
such as Nobel laureate James M. Bu-
chanan, Harold Demsetz, Kenneth D.
Goldin, and Robert Axelrod present
compelling arguments for revisions of
and limitations in public goods theory.

The volume offers a number of case
studies that refute traditional arguments
against private provision of allegedly
public goods. The case studies show how
entrepreneurs have successfully provided
services that are commonly thought to
be feasible only through government
provision. The examples here include
fire protection, lighthouses, natural re-
source protection, and education.

In one essay, economist Kenneth D.
Goldin writes, “The pure theory of pub-
lic goods is an elegant theory without
significant application. Furthermore, it
is a dangerously misleading theory if it
suggests to the unwary that govern-
ment services should be handled as if
they were public goods.”

Sam Peltzman of the University of
Chicago said of The Theory of Market
Failure, “This book is an important step
in the evolution of the economics of

‘market failure.” Until recently, econo-
mists have tended to view any depar-
ture from the textbook version of
perfect competition as requiring cor-
rective government intervention. We
have come to understand that many of
these alleged ‘market failures’ can be
and are corrected by market forces.
The essays in this book include some
of the classic articles in this intellectual
odyssey along with interesting exam-
ples of how market forces prevent mar-
ket failure” Thomas Gale Moore, a
member of Reagan’s Council of Eco-

nomic Advisers, shared Peltzman’s
praise, calling the book “invaluable”

The articles in this edited collection
include acknowledged classics along
with essays published for the first time.
Among the authors are Nobel laure-
ates Paul Samuelson and James Bu-
chanan, as well as Steven N. S. Cheung,
Ronald Coase, Robert W. Poole, and
Francis Bator.

The Theory of Market Failure: A Crit-
ical Examination is available from the
Cato Institute in a clothbound edition
for $21.75. [ ]

State Harms Environmental Firms

nvironmental protection could be
dramatically improved by allowing
and promoting more private sector con-
servation initiatives, according to a new
study from the Cato Institute.
Environmentalists Terry L. Ander-
son and Donald R. Leal argue that
“government often has proved negli-
gent in caring for the land and water
resources it controls. A growing list of
travesties on public rangelands, forest-
lands, and waterways raises questions
about whether government is the cor-
rect choice for resource stewardship.”
Entrepreneurial initiatives to provide
outdoor amenities would improve en-
vironmental protection. “As recrea-
tional and environmental goods become
increasingly scarce and [their] values

increase, individuals have an incentive
to try to capture these values by estab-
lishing private property rights. ... By
getting those who benefit from recre-
ation and the natural environment to
pay, entrepreneurs are eliminating what
has been perceived as a market failure.”

Because of the rising values of recre-
ation and environmental amenities, en-
trepreneurs will continue to develop
technologies and institutions for pro-
ducing and marketing them. The au-
thors conclude that “we must ensure
that the legal environment is not inimi-
cal to private ownership and provision
of these goods.”

“Inside Our Outdoor Policy” is no.
113 in the Cato Institute’s Policy Anal-
ysis series. It is available for $2.00. W

Wallace, and Karl Brunner.
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Military Costs
Reach New High

U .S. military spending has stayed at
unprecedented levels throughout
the cold war era, says a new study
from the Cato Institute.

Robert Higgs, the William E. Simon
Professor of Political Economy at La-
fayette College, writes, “The past half-
century has witnessed a new epoch in the
relation of military activity to the polit-
ical economy of the United States. Before
World War I, the allocation of resources
to military purposes remained at token
levels, typically no more than 1 percent
of GNP, except during actual warfare,
which occurred infrequently. . . . During
1948-86, military purchases cumulated
to $6,316 billion, averaging about $162
billion per year, or 7.6 percent of GNP

Higgs observes that “throughout the
cold war period increases in military
spending have tended to come at the
expense of the private sector rather than
of government nonmilitary spending,”
a fact that should give pause to those
who favor both a large-scale military
buildup and the preservation of the
market economy.

The paper argues that despite record
peacetime defense spending over the
past decade, “neither the overall force
structure nor the personnel strength of
the armed forces looks much different
today than it did when the buildup
began.” Many military analysts “suspect
that a large share of the additional
spending was simply wasted through
congressional patronage and microman-
agement, military intransigence and in-
efficiency, contractor mismanagement
and cost padding, and sheer bureau-
cratic bungling at the Pentagon.”

“Ultimately,” Higgs argues, “private
citizens in their capacities as consum-
ers, investors, and living human beings —
not the decision-making elite or the
beneficiaries of government’s nonmili-
tary spending programs—will bear the
costs of the military activities entailed
by policies of ill-considered global
interventionism.”

“U.S. Military Spending in the Cold
War Era: Opportunity Costs, Foreign
Crises, and Domestic Constraints” is no.
114 in the Cato Institute’s Policy Anal-
ysis series. It is available for $2.00. W

Dennis Named to Board
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Pilon, Ferrara Join Cato Staff

oger Pilon and Peter J. Ferrara have
been named senior fellows at the
Cato Institute.

Pilon, Senior Fellow in Constitutional
Studies, will coordinate the Institute’s
expanded efforts in the field of judicial
philosophy and constitutional interpre-
tation.

Roger Pilon Peter J. Ferrara

Pilon joins the Institute after serving
as the director of the Asylum Policy
and Review Unit at the Justice Depart-
ment.

“Roger Pilon has had an important
influence on the work Cato has al-
ready undertaken in the area of judi-
cial philosophy,” said Cato president
Edward H. Crane. “Cato chairman Bill
Niskanen and I are delighted that he
will now be working with us on a closer
level. This appointment reflects the In-
stitute’s commitment to playing a ma-
jor role in the debate over the constitu-
tional issues of our day.”

“As we move toward the bicentennial
of our Bill of Rights in 1991,” Pilon said,
“the importance of a rights-based juris-
prudence will become increasingly clear.
Calling neither for ‘judicial restraint’—
the majoritarianism of conservatives—
nor for ‘judicial activism’—the liberals’
jurisprudente of ‘evolving social values’
—this third position in the jurispru-
dential debate calls instead for judicial
responsibility —responsibility to the
moral, political, and legal theory that
stands behind the Constitution, alone
giving meaning and force to its broad
language. I am extremely pleased to be
joining the Cato Institute at this time,
to help further the reemerging juris-
prudence of the classical liberals, and
to build upon the vision they gave us.”

Pilon holds a B.A. from Columbia
University, an M.A. and a Ph.D. from
the University of Chicago, and a ].D.
from the George Washington Univer-

sity School of Law.

Ferrara, who has been a Cato ad-
junct scholar for five years, is also an
associate professor at the George Ma-
son University Law School.

He is best known for his seminal
work on Social Security, including his
three Cato Institute books on the sub-
ject: Social Security: The Inherent Con-
tradiction, Social Security: Averting the
Crisis, and Social Security: Prospects
for Real Reform. His innovative plan to
establish a system of super-IRAs to sup-
plement and eventually perhaps to re-
place Social Security has earned him
wide acclaim as one of the country's
most knowledgeable and insightful crit-
ics of the Social Security system.

In 1987 Ferrara, whom Crane calls
“one of the brightest and most ener-
getic policy analysts in America,” was
the John M. Olin Distinguished Fellow
at the Heritage Foundation. He has also
served as a senior staff member for the
White House Office of Policy Devel-
opment and as a special assistant for
the Department of Housing and Urban
Development, where he formulated the
Reagan administration’s policy propos-
als on urban enterprise zones.

Chicago commodities trader Rich-
ard J. Dennis has joined the Cato Insti-
tute’s board of directors. Dennis, a
well-known philanthropist and sought-
after speaker, is one of the most suc-
cessful traders in the history of the
commodities business. He has been a
major supporter of Cato’s NATO As-
sessment Project.

In welcoming Dennis to the board,
Crane said, “One of our fundamental
beliefs at the Cato Institute is that vir-
tually all Americans share the goal of
creating public policies that will lead
to peace, individual liberty, and wide-
spread prosperity. Therefore, it's im-
portant to us to have our policy studies
read by people all across the political
spectrum, and the makeup of our
board —which includes Republicans,
Democrats, independents, and even a
Libertarian—helps to ensure that. Rich
Dennis is a valuable addition to the
board because along with his own ad-
vice and support he can increase our
access to people in the Democratic
party” |
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In fact, per capita aid is increasing

The Reagan administration is not
considering cutting or re-assessing
economic aid to the minority Tutsi
government of Burundi, according to
the State Department, despite the re-
cent massacre of an estimated 20,000
people of the majority Hutu tribe.

— International Herald Tribune,
: Sept. 9, 1988

All encouragement flows
from the barrel of a gun

The IRS and others are fond of
noting that the U.S. tax system is ba-
sically voluntary—people compute
their own taxes and pay them. . ..

[IRS task force chairman Richard
C. Stark said,] “We're taking the per-
spective that the penalties are there to
encourage voluntary compliance.”

— Washington Post, Oct. 2, 1988

Leveraged liberalism:
a seven-letter word beginning with F
and ending with M

What Dukakis offers . . . is a version
of what [some] policy analysts have
come to call “leveraged liberalism"” —
the use of government leverage to di-
rect the energies of the private sec-
tor toward achieving public goals.

— Los Angeles Times, Sept. 11, 1988
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Find the dark lining
in every silver cloud

The Philippine government has
cracked down again on a controver-
sial import liberalization program. . ..

Apples, normally a special Christ-
mas-season treat which sell for 95¢
and up ... were selling for as low as
24¢ each.

The program . . . worried Philippine
economists because it was gobbling
up the country’s already low foreign
exchange reserves.

— San Francisco Chronicle,
Aug. 15, 1988

Socialism we can live with

The Communist Party of Great
Britain has launched one of the most
fundmental rethinks undertaken of
British Marxism. . ..

The new version of the Communist
Party’s guiding manifesto—the Brit-
ish Road to Socialism —[argues] that
the free market is certain to play a
continuing role in any pluralistic so-
cialist state “simply because it is the
best way to co-ordinate lots of eco-
nomic decisions, and to ensure that
production responds to consumer
choices.” . ..

On specifics, the paper advocates
the left form an anti-Thatcher coali-
tion around opposition to the poll
tax.

— Hong Kong Standard, Aug. 29, 1988
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Except in countries where they have it

Intellectuals . . . will never be satis-
fied with anything less than constitu-
tional democracy.

— New Republic, Sept. 26, 1988

To put it mildly

AU.S. appealscourt panel [in Wash-
ington] ruled that United Airlines must
turn over a lucrative Seattle-Tokyo
route to Continental Airlines. . ..

The 2-1 ruling was a blow not only
to United . . . but also to . . . American
Airlines. A senior Transportation De-
partment official recommended this
month that the route be awarded to
American. . . .

The three carriers have been fight-
ing for the route since October 31,
1985, when the Transportation Depart-
ment approved United’s purchase of
the Pacific routes of Pan American
World Airways. The department also
began a proceeding then over whether
United must give up the Seattle-Tokyo
route to preserve competition.

The proceeding has taken on a far-
cical air at times.

— Wall Street Journal, Aug. 28, 1988

The Reagan revolution goes global

While Denmark’s minority govern-
ment coalition is nominally right of
center, it is strongly committed to
maintaining the welfare state.

— Washington Post, Aug. 28, 1988
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