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Bi g governnent the danger

BUSINESS SCHOOL by EDWIN LAI LUN-CHEUNG

The Chief Executive's Policy Address has been faulted by
many critics. Mdst notably, people have criticised Tung
Chee-hwa' s new econonic initiatives as being way too weak
to give any substantive help to neet the needs of the
peopl e, especially the unenpl oyed and those with negative
assets. They expect nore help fromthe Government.

I think these new economic policy initiatives are by and
| arge wi se ones. And | believe nbst of ny econom st
col | eagues woul d agree with ne.

To see why, we mnmust | ook at the econonmic role of the state
in a nodern society as viewed by nmai nstream econoni cs.

Most economi sts believe that the market is usually the
nost efficient way to organi se econom c activities. Supply
and demand determnmine the price, which serves as a market
signal to individual buyers and sellers to let them
det er mi ne whet her and how rmuch to buy and sell

When the nmarkets are conpetitive, this nechanismallows
efficient allocation of resources in the various sectors
of the econony. The narket gives incentives to innovative
firnms to introduce new products and create new i ndustries
to replace old firms and old industries in a process naned
"creative destruction" by Austrian econom st Joseph
Schunpeter. The governnent is quite powerless in these
processes, except to act as a referee and an enhancer of
the functioning of the nmarket.

But there are exceptions, due to "market failure". One

i nportant kind of market failure is caused by the presence
of "externalities", where buyers or sellers fail to
capture all the benefits or bear all the costs fromtheir
mar ket acti on.

In this case, there is a role for the governnent to play
as a co-ordinator. Government investment in

i nfrastructure, education and research, and provision of
rule of law, conpetition policy, protection of property
rights and protection of the environnent are exanpl es of
this role.

Recent acadenic research indicates that government

i nvestrment in "human capital" formation and know edge
creation (education and research) can have benefici al

i mpacts on econonmic growh of a country. The experience of
Taiwan is a case in point.

Judgi ng fromthe above criteria, it is correct for the
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CGovernnment to focus on investing in education, life-1ong
| earning, training and re-training of workers, building
roads to the Pearl River Delta, and so on. Indeed, in the
I ong run, the Governnent should do nore to enhance the
proper functioning of the market.

For exanple, it should introduce conpetition laws to
outl aw col | usi on between firms so as to allow nore
conpetition in the various sectors. It should nake it a
goal to all ow 24-hour border crossing.

In the long run, the Government shoul d consi der

relinqui shing the building of |owincone housing and
replacing it with cash subsidies; subsidy-receivers should
be allowed to live north of the border if they so choose.

I n higher education, the CGovernnent can convert one or
nore universities into private ones to introduce nore
mar ket elenments in the sector. In the | abour market, the
Gover nment shoul d continue inporting talent from abroad.

In industrial policy, the Governnment should not favour any
particul ar i ndustry by picking the wi nner, unless the

i ndustry clearly provides "spillovers" to the rest of the
econony.

Ni ne years ago, the MKinsey dobal Institute conducted a
study on the productivity of the |eading econonies of the
worl d. They found that the United States was a distinct
productivity | eader in both the manufacturing and service
sectors.

For exanple, US overall nanufacturing productivity was 25
per cent higher than those of Europe and Japan. As a
result, the living standard in the US was the highest
anong the countries.

The primary reason for the high productivity of the US was
that the market worked nost efficiently there. Europe's
productivity was hurt by |laws that discouraged |ay-offs of
wor kers and protected job security, while Japan's
productivity was hurt by the many protectionist measures.

This study | ends support to nmy point above that the narket
is usually the best way to organi se econonic activities,
and the governnent should only have a limted, albeit

i nportant, role to play.

This is not to deny that the governnent should re-
distribute inconme for equity reasons. Society, however,
has to understand that there is a trade off between
econom ¢ efficiency and equity, since any incone
redistribution is bound to distort the narket in some way.

The extent to which society should trade efficiency for
equity ought to be decided by a denocratic process. The
building of a civic society and a well-inforned citizenry
is the key to the success of this process. This, again, is
the co-ordinator role the governnent should play.

This is a very difficult tine for Hong Kong. We are hit by
a concurrence of unfavourable events. The open-door policy
of China, together with its nuch cheaper |abour and | and,
led to structural transformation of the Hong Kong econony
at an unprecedented rate.
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The Asian financial crisis followed by the current US
recession is another blow to Hong Kong. We are suffering
from "doubl e jeopardy"”.

It isindifficult tines that people are tenpted to ask
the Governnent to do this or that to revive the econony or
gi ve handouts. The fact is, in a snmall open econony with a
currency board |Ii ke Hong Kong, the Governnent can do very
little to reverse the structural transformation or fight
agai nst busi ness cycles. Market forces are too powerful to
resist.

There is not very much a government |ike Hong Kong's can
do to relieve people fromsuch a "doubl e jeopardy", except
to offer sone tenporary assistance and to ensure that a

m ni mal social safety net for households is functioning
wel | .

| fear that when people ask too much fromthe Governnent,
we woul d gradual |y devel op an "entitlenent" culture, and
possi bly a big governnent. This can be a dangerous trend.

Edwi n Lai Lun-cheung is associate professor in the
Depart ment of Economnics and Finance at City University of
Hong Kong.
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