
1

Industrial Policy with Chinese Characteristics: The Political
Economy of China’s Intermediary Institutions
 

In this article, the term ‘industrial policy’ refers to the aggregate of all policies undertaken by the state to
influence the development, catch-up, and innovation of specific industries. According to this definition,
industrial policy is a selective policy that focuses on specific industries, rather than a universal or functional
policy applied broadly to most industries. The origins of this definition can be traced at least as far back as the

theory of the developmental state.1 In contrast to this definition, some argue that industrial policy
encompasses universal or functional policies such as strengthening infrastructure, promoting human capital
investment, maintaining fair competition, and creating an efficient market environment. This alternative
definition has two drawbacks: First, it tends to blur the boundaries between industrial policy and other
policies such as investment policy, export policy, human resources policy, and even macroeconomic regulation.
Second, it is susceptible to being co-opted by (neo)liberal economics, using the guise of universal policies to
oppose selective industry policy.

In a 2023 working paper published by the US National Bureau of Economic Research (NBER), several
scholars, including the renowned economist Dani Rodrik, defined industrial policy as ‘those government
policies that explicitly target the transformation of the structure of economic activity in pursuit of some public
goal… a key characteristic is the exercise of choice and discretion by the public authorities, as in “We promote

X but not Y”, though the latter part of this statement is typically left implicit’.2 In effect, what these scholars
highlight is the role of selective industry policy in reshaping the division of labour within society. Similarly, in
a speech delivered at the Brookings Institution in spring 2023, US National Security Advisor Jake Sullivan
interpreted the Biden administration’s industrial and innovation strategy through the lens of selective industry
policy: ‘A modern American industrial strategy identifies specific sectors that are foundational to economic
growth, strategic from a national security perspective, and where private industry on its own isn’t poised to

make the investments needed to secure our national ambitions’.3

The formulation and implementation of industrial policy are critical aspects of economic governance in
China’s socialist market economy. Industrial policy is essential in achieving socialist production objectives,
addressing market failures, and promoting high-quality economic development. On the surface, industrial
policy appears as a system that integrates specific goals and means. However, a deeper examination reveals
that this system consists of particular institutional forms collectively comprising the institutional framework of
industry policy. These institutional forms can be analysed from two perspectives. The first perspective is the
general institutional foundation, which includes the fundamental leadership system (the leadership of the
Communist Party of China [CPC]) and the basic economic system during the primary stage of socialism.
The second perspective includes specific institutions, referred to as intermediary institutions. Four
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intermediary institutions are particularly noteworthy: constructive markets, the socialist capital market with
Chinese characteristics, intra-government competition, and inter-local government competition. These four
institutions are interconnected, with constructive markets occupying the central position. The socialist capital
market with Chinese characteristics serves constructive markets, and the integration of the two markets
reflects the behavioural patterns of the state economy under the conditions of a socialist market economy.
Similarly, the two forms of competition – intra-government competition and inter-local government

competition – are premised on and directed toward developing constructive markets.4 Examining these
intermediary institutions helps us understand how China’s industrial policy has evolved into a nationwide
system for mobilising resources while fully leveraging the decisive role of the market.

I. Constructive Markets

Constructive markets represent a unique form of markets that emerge in strategic and foundational sectors. In
theories of market formation, two contrasting perspectives exist. The first is Friedrich Hayek’s view that
markets emerge through spontaneous evolution and cannot be rationally constructed by the state. The second
is the Marxist view that markets are created through the state’s active intervention. Karl Polanyi further
argued that although markets have a tendency for self-expansion, the notion of a completely autonomous and

self-regulating ‘disembedded’ market has never existed in reality and remains a utopian ideal.5 This article
adopts the latter perspective. In strategic and foundational sectors, the state acts as the architect of the market,
guiding its developmental trajectory and coordinating the division of labour in society through various means
and to varying degrees.

Figure 1: The Dual Integration Within the Basic Economic System in the Primary Stage of Socialism.

The analysis of constructive markets must start from the basic economic system in the primary stage of
socialism. In previous research, the author of this paper proposed that in the socialist market economy, state
economic governance and market regulation are distinct yet interconnected mechanisms of resource allocation
and economic coordination, and their relationship forms the core of the basic economic system at the primary
stage of socialism. This system comprises three dimensions: ownership, distributive relations, and the socialist
market economy to organise social labour. These three dimensions are vertically integrated, interconnected,
and mutually inclusive (Figure 1). At the same time, a dual structure exists within each dimension,
representing a horizontal integration. This horizontal integration reflects the combination of state economic
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governance – characterised by public ownership, distribution according to work, and a well-functioning
government – and market regulation mechanisms – represented by non-public ownership, distribution based
on production factors, and efficient markets. Through this integration, both state economic governance and
market regulation combine, with the state operating outside the market and also actively participating within
it through state-owned capital and state-owned enterprises (SOEs).

Scrutinising the state’s economic role requires further analysis of the principles governing state economic
behaviour. Under the socialist planned economy, Stalin proposed that state economic behaviour is governed
by the fundamental economic law of socialism and the law of planned proportional development of the

national economy.6 The fundamental economic law of socialism is the allocation of resources according to
social need. The law of planned proportional development refers to state-defined strategic objectives to plan
and adjust intersectoral relationships. These two laws represent a relationship between goals and means.
Under market economy conditions, the fundamental economic law of socialism continues to operate through
mechanisms such as national development plans. Meanwhile, the law of planned proportional development

evolves into two distinct dimensions.7 The first dimension is state coordination of markets, where the state
engages in macroeconomic management to balance the national economy. This includes addressing supply-
side bottlenecks in areas such as population, land, environment, and knowledge production; while on the
demand side, it involves mitigating insufficient effective demand to stabilise short-term growth and
employment. The second dimension is state construction of markets, whereby the state assumes the role of
market creator and leader by altering proportional relationships between targeted sectors or creating new
sectors through long-term investments to fulfil national strategic objectives.

It is worth reflecting that when Stalin proposed the two aforementioned laws of state economic behaviour, he
also stated that the object of socialist political economy is the relations of production. However, for Stalin,
these relations of production were no longer the civil society or the free-market economy studied by Karl
Marx in Das Kapital but the state itself. In other words, by examining the laws governing state economic
behaviour, Stalin regarded the state as possessing a dual character. On the one hand, the state remains part of
the superstructure. On the other hand, it also constitutes part of the economic base, becoming an object of

political economy. Recognising this duality represents a significant theoretical contribution by Stalin.8 In the
socialist market economy, the law of state behaviour in constructing markets is a new manifestation of this
duality.

Viewing the constructive market as a product of the laws governing state economic behaviour helps to
conceptualise industrial policy as a subject of socialist political economy. Constructive markets in the socialist
market economy have two main characteristics. First, the state assumes the task of constructing markets on
both the supply and demand sides, often acting as a special agent embedded in the market in various ways to
continuously guide market development and coordinate the division of labour. Second, the state’s
development strategy introduces a use value goal into the market which interacts with the exchange value

objectives pursued by enterprises, placing the former in a relatively dominant position.9 Such a constructive
market embodies the integration of the state and the market, serving as a critical institutional intermediary for
achieving industrial policy objectives.

It should be noted that in the concept of a constructive market, the term ‘market’ is derived from Volume II

of Das Kapital.10 Unlike the mainstream view of the market as merely a system of transactions, Marx defines
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the market (or circulation) as the sphere of capital movement, characterised by the unity of production and
exchange. This market comprises the circuits of many individual capitals (here limited to industrial capital),
expressed by the formula: M – C… P… C’ – M’, where M – C (buying) and C’ – M’ (selling) represent the

process of exchange, and P represents the process of production.11 Due to the repetitive nature of this circuit,
the stages of production and exchange not only condition and mediate each other but also occur sequentially
in time and coexist spatially. Marx’s formula simultaneously expresses the movement of individual capital and,
when abstracting factors such as differences in capital turnover time, can also represent the unified movement
of all capital within the market. In other words, it can express the movement of capital in a constructive
market. Since the circulation of capital of each market mediates that of others, when the capital of one market
is in the M – C stage, the capital of other markets must be in the C’ – M’ stage and vice versa. This implies
that each individual market transcends itself through such interconnections, joining the general market and
becoming embedded in the overall division of labour. In this sense, the state’s construction of markets is also a
process of reshaping the division of labour and its internal connections.

II. Intra-Governmental Competition

The state is not an abstract concept but an entity comprising a series of institutions and their structural
relationships. As British Marxist political scientist Ralph Miliband suggested: ‘These are the institutions – the
government, the administration, the military and the police, the judicial branch, sub-central government and
parliamentary assemblies – which make up “the state”, and whose interrelationship shapes the form of the

state system. It is these institutions in which “state power” lies’.12 This view leads to two conclusions.

First, the state system is defined by its internal relationships, which can be roughly divided into two
interconnected dimensions. The first is the vertical dimension, which includes the central decision-making
bodies at the top of the socialist party-state pyramid, the various ministries, and the hierarchical or
administrative relationships between central and local governments. The second is the horizontal dimension,
which contains two types of relationships: the relationships among various ministries within the central (or
local) government and the relationships between local governments. These different dimensional relationships
delineate the state system.

Second, this state, defined by its internal relationships, undergoes various stages of change in the course of
reform. As a result, the state, as the main body implementing industrial policies, is not a fixed entity. Not only
does the adjustment of central-local relations affect internal relationships, but the changes in the relationships
between local governments and among government departments also continually redefine the distribution of
power and responsibilities within the state, thus influencing the state system itself. Based on this
consideration, this article introduces the concepts of intra-government and inter-local government
competition to provide a more detailed analysis of the state’s role in implementing industrial policies. This
section briefly introduces intra-government competition, while the next section will address inter-local
government competition.

A considerable body of literature in economics and political science that examines intra-governmental
competition. These studies generally analyse intra-government competition from the perspectives of resources
and autonomy, which influence the motivations behind government agency behaviour, resulting in two
complementary viewpoints. One viewpoint suggests that government departments, driven by the need to
maximise power and resources (including internal and external resources), will seek new functions and
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compete with other departments over related resources. The other viewpoint posits that, in addition to
competing for more resources, government agencies’ motivations are also related to administrative autonomy
(i.e., autonomy relative to other government agencies, rather than the economic autonomy emphasised by
developmental state theory). This is because, in many cases, acquiring more resources often leads to increased
oversight or evaluation by higher-level departments. In general, government agencies’ pursuit of autonomy is
more intense than their pursuit of resources.

It is important to emphasise that while the above viewpoints help us understand the motivations for intra-
governmental competition, they also have limitations. These viewpoints abstract the relationship between the
government and the market. In other words, they express the broadest common denominator of different
factions’ views on the issue. As a result, these viewpoints only define the motivations for intra-government
competition in an abstract sense without connecting the government’s relationship with the market to define
these motivations further or outline the behavioural patterns of intra-governmental competition. To better
understand intra-governmental competition, we need to develop the above model to reflect both the
particularity of the relationship between the government and the market in the socialist market economy and
the specific content of intra-governmental competition in this context. To this end, I have proposed that the
intra-governmental competition that emerged during the autonomous innovation process of high-speed rail
has more direct motivations – specifically, the pursuit of leadership and organisational power within the
industry. To obtain this power, relevant government departments promote institutional reforms, implement
corresponding industrial development strategies, and, in doing so, achieve both decision-making autonomy
and resource maximisation.

Intra-governmental competition revolves around leadership and organisational power within the industry.
This proposition implies the following: First, this competition is ultimately a manifestation of the national
coordination and market construction laws discussed in the previous section. Intra-governmental competition
does not occur solely within the political superstructure; it spans both the political and economic domains.
Second, this competition has both deviation and constraint effects. On the one hand, due to the need for
departments to acquire resources and autonomy, the competitive behaviour of individual departments may
deviate from the development goals initially set by the central decision-making bodies, which reflect the
socialist production purposes for the relevant industry. On the other hand, intra-governmental competition
also constrains this deviation effect, ultimately steering it back toward the goals set by the central decision-
making bodies.

In a previous article, I analysed the competition between the Ministry of Railways (China Railway
Corporation) and the Ministry of Science and Technology, which manifested as competition between

different government departments through their respective strategies.13 This competitive process of
differentiated strategies is also a process of autonomously ‘interpreting’ industrial policy, and therefore, it may
trigger corresponding knowledge production. Therefore, this competition can be viewed as a mechanism for
the production of ‘local knowledge’. This local knowledge is in contrast to the ‘collective knowledge’ which is
possessed by the state and underpins all industrial policy. During the evolution of industrial policy, if this local
knowledge can be effectively coordinated and used to produce new collective knowledge, it will become an
important factor influencing industrial policy performance.

III. Inter-Local Governmental Competition
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In a socialist market economy, local governments are critical economic entities and, together with enterprises

and the central government, form the ‘three-dimensional market economy’.14 Local governments have become
economic entities with independent behaviours and goal-setting models, based on the devolution of fiscal and
administrative powers between the central and local governments in the reform process. Under the socialist
system, fiscal and administrative powers often have dual characteristics, serving as political power in the
superstructure and economic power within the economic base. Therefore, the fiscal and administrative
devolution inherent in China’s tax-sharing system implies the political and economic power of adjusting

production relations.15 This adjustment in the vertical dimension of production relations further changes how
local governments acquire and use surpluses, shaping horizontal competition between local governments.
From an income perspective, non-tax revenue, such as land transfer fees, has become an important form of
local government revenue. From an expenditure perspective, local governments provide public goods while
engaging in regional strategic investment and formulating and implementing industrial policies, the latter two
of which overlap. This overlap means that the rules governing market construction by the state are not only a
central government phenomenon but also apply to local governments. However, at the local level, this rule is
often mediated through local government competition.

Local governments’ strategic investments have two implications. First, local governments engage in strategic
investments, under the banner of operating cities, to attract investment. The costs incurred by local
governments for attracting investment can themselves be seen as investments. On the one hand, government
spending has a significant incentivising effect on fixed capital investment by enterprises. On the other hand, it
increases government revenues through methods such as tax growth, equity appreciation, and land value
increases. In this sense, local government spending is an investment to obtain expected returns. Second,
beyond operating cities, local governments also play a more direct role as strategic investors. This refers to
local governments using local state-owned capital and enterprises to invest in strategic, foundational
industries. Local governments have certain advantages in making such strategic investments because,
compared to higher-level governments, they possess more knowledge and information relevant to local
development, and compared to non-public investors, they are more willing to bear investments with higher
uncertainty and longer time horizons.

Given the above roles of local governments, industrial policy must be examined in conjunction with central-
local relations and local government competition. Wan-wen Chu has pointed out that, unlike the two-tier
system of East Asian developmental states such as Japan and South Korea, China’s industrial policy system is
a multi-tier system. The so-called two-tier system refers to the central government as the maker and
implementer of industrial policy, with local governments typically not involved in the industrial policy process.
As a result, officials from central government economic departments directly engage with the industrial
sector. This relationship between the central government and the industrial sector is often referred to as

‘embedded autonomy’.16 On the one hand, decision-making departments have relative autonomy when
engaging with the industrial sector or enterprises, while on the other hand, they maintain channels of
communication with enterprises to gain timely information on the actual situation of industrial development,
thus having the ability to formulate and implement feasible policies. Due to China’s large scale, implementing
a two-tier industrial policy system is difficult. China’s system can be described as a multi-tier model where the
central government sets the policy, and local governments implement it. Since local governments have their
own strategies for implementing central policies, modifying or even violating these policies to varying degrees,
this creates an experimental space for assessing industrial policy performance. Without sufficient market



7

information at the central decision-making units, the practices of different regions enrich the policy’s content
and expand its potential options. In response to the experimental results from local governments, the central
government will actively or passively select the best practices, leading to a multi-tier industrial policy system

characterised by ‘local experimentation and central selection of the best results’.17

The policy changes in China’s automotive industry around 2004 were an important empirical foundation for
the formation of the above concepts. In 1994, China introduced its first Automobile Industry Policy,
encouraging large state-owned automobile enterprises to form joint ventures with foreign automobile
companies. The policy also strictly defined the qualifications of automobile manufacturers and models
through a production catalogue, focusing on supporting the ‘Big Three’ (China FAW Group, Dongfeng
Motor Corporation, and SAIC Motor Corporation) and the ‘Small Three’ (BAIC Group, Tianjin
Automotive Industry Group, and Guangzhou Automobile Group), all of which are state-owned. Under this
industrial policy, models like the SAIC-Volkswagen Santana, FAW-Volkswagen Jetta, and Shenlong’s
Fukang dominated the domestic car market in the 1990s. Enterprises outside the production catalogue could
only produce cars labelled as micro-cars. Therefore, some companies sought ways to enter the production
catalogue to grow, with Chery Automobile being a typical example.

Chery Automobile Co., Ltd. was established in March 1997 as a state-owned enterprise invested in by the
Anhui provincial and Wuhu municipal governments. In December 1999, the first Chery Fengyun sedan
rolled off the production line. By 2000, Chery’s production had exceeded 2,000 vehicles. However, despite
the production of cars, Chery faced a major issue: it lacked a car production licence and could not be listed in
the national passenger car production catalogue, meaning it could not legally sell cars nationwide. To resolve
this issue, Chery affiliated itself with SAIC Motor. In early 2001, Chery transferred 20% of its registered
capital (approximately 350 million yuan) to SAIC Motor without compensation, officially joining SAIC
Motor through a share transfer and obtaining a car production licence. The company was renamed SAIC
Chery. After the partnership with SAIC, Chery’s Fengyun quickly gained market acceptance, rapidly entering
mass production and competing at a price one-third lower than that of older models like the Santana. In
2001, Chery’s sedan sales reached 28,200 units (3.9% market share), with a sales revenue of over 2 billion
yuan. By 2002, sales had increased to 50,200 units (4.45% market share), with revenue exceeding 4 billion
yuan.

The development of domestic brands like Chery and Geely has played a significant role in promoting the
evolution of national industrial policies. In 2004, the National Development and Reform Commission
introduced a new Automobile Industry Development Policy to support the growth of domestic, independent
automotive brands. Prior to this, in June 2003, Chery exited SAIC Motor; in September, the National
Development and Reform Commission announced its approval for SAIC-Chery Automobile Co., Ltd. to
produce all products listed in the Announcement on Road Motor Vehicle Manufacturers and Products, and
the company name was changed from SAIC-Chery Automobile Co., Ltd. to Chery Automobile Co., Ltd.

The changes in the national automotive industry policy exposed significant flaws in previous policies. Chu
pointed out that using the catalogue to limit automobile manufacturers reflected the planning mentality of
policymakers. Achieving economies of scale for production efficiency was the policymakers’ primary goal at
the time. As a result, factors such as the number of manufacturers and industry concentration became key
policy constraints, and approval rights became the main policy tool. However, as Chu correctly emphasised,
the number of manufacturers and the high concentration of industries are characteristics that emerge in a
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mature market. For an emerging industry that is still developing, restricting the number of manufacturers

before market competition has fully taken effect is ineffective.18

The shift in China’s automotive industry policy around 2004 highlighted the important role of local
governments in implementing and formulating industrial policies. Central-local interaction in the multi-tier
industrial policy system can largely be seen as a collective knowledge production and coordination mechanism.
Under the constraints of old planned-economy thinking and policy tools, central government decision-makers
often lacked the necessary knowledge to formulate rational industrial policies. This gap has now been filled by
the practices of local government competition. The diversity of new phenomena or behaviours within the
industry brought about by local government competition is accompanied by the production of ‘local
knowledge’. If this knowledge is respected and utilised, it can help overcome subjectivity in industrial policy
formulation. From this perspective, the recent debates on the effectiveness of industrial policies between Lin
Yifu and Zhang Weiying are largely irrelevant, as both sides fail to incorporate the multi-tier industrial policy

system and the intra-governmental competition discussed in the previous section into their analysis.19

IV. Socialist Capital Market with Chinese Characteristics

A constructive market refers to a market where production and exchange are unified. Correspondingly, the
capital market serves the constructive market. As early as 2010, China’s State Council issued the Decisions on
Accelerating the Cultivation and Development of Strategic Emerging Industries, which encouraged the
government to establish industry-guided funds (such as special funds and industrial investment funds) to
support the development of strategic emerging industries, including new electric vehicles (NEVs). This
decision emphasised the role of multi-tier capital markets in expanding investment in emerging industries and
directing social funds to innovative enterprises in the early and middle stages of entrepreneurship. The
Outline of the 12th Five-Year Plan for the National Economic and Social Development of the People’s

Republic of China, released in 2011, reiterated these policy directions.20

From its inception, China’s capital market has been tasked with financing basic strategic industries. After
multiple major reforms, especially the establishment of the SSE STAR Market (Shanghai Stock Exchange
Science and Technology Innovation Board) in 2019 and the pilot implementation of the registration-based
system, the focus of China’s capital market has further shifted towards innovative enterprises related to the
new technological revolution. The development of new finance capital forms, such as venture capital, private
equity, and state-owned capital investment platforms, has attracted and encouraged more entrepreneurs and
innovators to engage in foundational industries aligned with the country’s major strategic goals. This has
played a crucial role in promoting the development and innovation of these industries. As Yi Huiman,
chairman of the China Securities Regulatory Commission, pointed out ‘The capital market’s mechanism of
shared risk and shared benefits not only provides financing support but also plays an important role in

improving corporate governance and motivating entrepreneurial spirit’.21

It is important to emphasise that the development of China’s capital market in recent years is closely linked to
the reform of state-owned capital and SOEs. The Third Plenary Session of the 18th Central Committee of
the CPC, held in November 2013, marked the beginning of a new stage in deepening SOE reform. The
related reforms mainly include: promoting the classification of SOEs based on function, improving the state-
owned asset management system with a focus on capital management, reforming the state-owned capital
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authorisation system, and reorganising state-owned capital investment and operating companies. Moreover,
these reforms also aimed to strengthen the comprehensive leadership of the CPC over SOEs, integrate CPC
leadership into all aspects of corporate governance, clarify and implement the statutory status of Party
organisations in the corporate legal structure, and ensure the implementation of national policies and major
decisions.

Following the 2013 reforms, SOEs were divided into two categories: commercial SOEs and public welfare
SOEs. Commercial SOEs were further divided into two subcategories: Category I includes enterprises
operating in competitive sectors and Category II includes enterprises operating in strategic sectors related to
national security and the national economy. The category-based reform of SOEs was necessary for clarifying
the role of China’s SOEs. In a socialist market economy, state-owned capital and SOEs are tools for
economic governance, helping the nation achieve the following important functions. First, SOEs provide
public goods and services that meet societal needs. Second, SOEs coordinate the relationships within the
national economy to overcome market failures such as overproduction or insufficient effective demand,
thereby maintaining economic stability and full employment. Third, SOEs make strategic long-term
investments in foundational industries to build and lead the development of the market. This function is
especially necessary for latecomer nations to achieve economic catch-up and ensure national economic
security. The category-based reform of SOEs was significant as it helped to optimise the organisation of
state-owned capital and establish a modern corporate system with Chinese characteristics.

The 2013 guidelines also proposed improving the system for state-owned asset management and supervision.
To that end, it encouraged establishing state-owned capital investment and operating companies, which
would exercise shareholder responsibilities and bear limited liability up to the amount of their investment.
These companies would be responsible for improving the distribution of state-owned capital, improving the
performance of state-owned capital operations, and maintaining and increasing the value of state-owned
assets. Essentially, these guidelines were about using the operating principles of modern finance capital to
strengthen and optimise the state-owned economy.

The implications of drawing from and using the principles of modern finance capital to promote reforms in
the management of SOEs and state-owned assets have profound consequences for China’s capital market.
From a political economy perspective, finance capital is the capital of financial institutions operating in the
capital market and a special form of capital arising from the fusion of finance capital with functional capital

(such as industrial, merchant, and platform capital).22 Finance capital represents a power relationship in
controlling social production. According to Rudolf Hilferding and Vladimir Lenin, finance capital tends to

dominate functional capital.23 In the institutional environment of the primary stage of socialism, the state uses
state-owned finance capital to influence or even control production and achieve major national development
goals. The Chinese capital market is, in essence, a socialist capital market with Chinese characteristics.
Through this market, the relationship between the government and an effective market is deepened, the
position of SOEs in strategic foundational sectors is consolidated and strengthened, and the basic economic
system in the primary stage of socialism is reproduced in a new form.

As the focus of China’s capital market shifts to technologically innovative enterprises and the capital
management-oriented reform of SOEs, this will inevitably transform state-owned finance capital into a
bridge linking industrial policy with the capital market. Through the capital market, state-owned finance
capital integrates with functional capital to form a new type of state-owned finance capital, which plays a
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significant role in guiding the development of constructive markets and shaping industrial chains and the
social division of labour. However, a capital market dominated by state-owned finance capital also has dual
implications. On the one hand, this market can become a tool for national economic governance, playing a
significant and positive role in driving the development of constructive markets. On the other hand,
developing a capital market with Chinese characteristics must also address and prevent the new contradictions
and issues it might bring. One prominent issue in finance capital operations is that the circulation of
functional capital, such as industrial capital (M – C … P… C’ – M’), is integrated into the cycle of finance
capital (M – M’). The former becomes a means of maintaining and increasing the latter’s value. In this
context, finance capital may focus on boosting the short-term profitability of functional capital, potentially
harming its ability to conduct long-term collective learning or innovation, which would hinder the realisation

of national development plans and strategic objectives.24 To address this, it is necessary to guide and regulate
the behaviour and goals of state-owned finance capital to ensure that it serves national development and
socialist production goals effectively.

In works such as Extraordinary Growth: China’s Economy from 1979 to 2049, published in 2013, the author Shi

Zhengfu analysed the role of state-owned finance capital.25 He argued that in a socialist market economy,
promoting long-term growth and overcoming economic crises is achieved by leveraging the state’s macro-
strategic investments. These macro-strategic investments focus on strategic foundational industries and
related production factors that benefit long-term national economic development. The state can coordinate
and deploy such investments through medium- and long-term development strategies and plans, with the
government and state-owned capital investment companies jointly establishing national development strategic
funds to carry out these investments. The National Development Strategic Fund is backed by national credit,
with various specialised sub-funds under its umbrella operating in a market-oriented manner.

Figure 2: Number and Scale of Industry Guidance Funds Set Up by All Levels of Government (2013–2022)
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Over the past decade, we have witnessed the role of state-owned finance capital and the capital market in
implementing industrial policies for strategic foundational industries (Figure 2). The state’s role in utilising
the capital market to construct markets is a common feature in the history of global industrial development.
British evolutionary economist Mariana Mazzucato has studied practices in developed capitalist countries and
noted that the role of public sector investment goes far beyond fixing market failures. By being more willing
to participate in Knightian uncertainty and invest in the early stages of technological development, the public

sector can actually create new products and related markets.26 Here, Mazzucato deliberately distinguishes
between the state’s role in overcoming market failure and its role in constructing markets, emphasising the
latter’s importance. The state’s role in constructing markets means that the state itself takes on the functions
of an entrepreneur. Mazzucato calls this an ‘entrepreneurial state’, whose role includes: making choices about
the direction of technological innovation, being willing to bear the investment risks and uncertainties related
to market creation, and building a reasonable distributional relationship between bearing risks and obtaining
rewards. Mazzucato particularly emphasises the last point, stating that public investment in innovation must
also obtain public returns. However, under the capitalist system, this distributional relationship is often

difficult to achieve, thereby weakening the role of the entrepreneurial state.27 The socialist capital market with
Chinese characteristics, as an institutional intermediary serving industrial policy, has largely validated
Mazzucato’s views.

The successful operation of state-owned finance capital outlined above can be summarised using the
relationship between finance capital and functional capital mentioned earlier. When these two types of capital
combine, the following cyclical formula emerges:

M – {M – C… P… C’ – M’} – M’ (1)

The capital movement summarised by this formula has the following characteristics:

First, it reproduces the finance capital (the fusion of banking capital and industrial capital), examined by
Hilferding and Lenin. The distinction lies in the fact that in the case of China, finance capital is socialist
state-owned capital, which reflects state-owned production relations. When combined with non-public
capital, it recreates the ownership relations in the primary stage of socialism, i.e., a symbiotic structure
between public and other forms of ownership.

Second, the relationship between the two types of capital movements also reflects the relationship between
the constructive market and the capital market with Chinese characteristics. State-owned finance capital and
the other social capital it leverages bear the uncertainty of investments, ultimately serving the development of
the constructive market. Unlike the banking capital examined by Hilferding and Lenin, state-owned finance
capital does not necessarily seek to dominate functional capital. Its leadership and coordination roles are
primarily reflected in its influence on the industrial value chain and social division of labour.

Third, the finance capital cycle is a realisation of the rule of the constructive market, reflecting the
combination of use values set by national development plans and the exchange value objectives of enterprises.
When state-owned financial institutions invest in emerging industries, they need to be able to exit with a
reasonable profit to invest in new projects. This cyclical nature reflects the predictable behaviour of the
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constructive market.

It is worth emphasising that although this cycle achieves the maintenance and appreciation of state-owned
capital, making profits is not the primary goal. The primary goal of state-owned capital is to implement the
objectives of socialist production and fulfil the tasks set by the national development plans and strategies. The
above formula suggests that the cycle must simultaneously achieve the dual objectives of use and exchange
value.

V. Embedding and Institutions

Industrial policy in a socialist market economy often means that the state is embedded in the economic
structure in some form. This embedment is not only a characteristic of socialist market economies but also of
modern market economies. However, in a socialist market economy, the state’s embedment is more universal
and intentional, leading to the national economic behavioural rule of state coordination and market
construction discussed earlier.

At this point, it is necessary to further explore the theoretical meaning of the concept of embedding or
embeddedness. The term ‘embedding’ was introduced by Polanyi, who pointed out that pre-capitalist
economies were never independent but ‘embedded’ within other systems such as politics, religion, and ethics.
The rise of capitalism brought about a trend to free the economy from these systems, making it increasingly
autonomous and self-regulating. In his terminology, this was a process of ‘disembedment’. However, Polanyi
also pointed out that this trend toward disembedment was utopian, because disembedment was predicated on
the emergence of a series of fictitious commodities such as labour, land, and money. The existence of these
fictitious commodities would bring the risk of social disintegration, ultimately leading to crises, wars, or even
revolutions, which could threaten capitalism. Therefore, in Polanyi’s view, modern market economies are
always under the dominance of two tendencies: one is the disembedment favoured by liberalism, which is the
tendency for the market to expand infinitely, and the other is what Polanyi calls the ‘social protection’, which

is the tendency to re-embed institutions into the market to limit the latter’s endless expansion.28

In his study of industrial policy, American scholar Peter B. Evans used the concept of ‘embedded autonomy’
to describe the role of developmental states in East Asia. Evans, as part of the second generation of
developmental state theorists following Chalmers Johnson and others, argued that in studying the role of the
government, scholars should not focus solely on the relative autonomy of state decision-making and its
sources. Instead, attention should be paid to the relationship between the government and the business sector.
According to Evans, state autonomy refers to the government’s ability to make independent decisions free
from the economic influence of special interest groups. However, in policy matters, the government must rely
on the assistance of economic interest groups to ensure smooth implementation. Therefore, the government
remains autonomous while maintaining close links with businesses to gather information and make informed

decisions.29

It is worth noting that while Evans’ concept of embedded autonomy adopts Polanyi’s terminology, it does not
fully utilise the entire content of Polanyi’s concept. This point seems to be rarely mentioned by researchers.
Evans’ notion of embedding tends to emphasise the epistemological function of the government-business
connection, specifically for the purpose of acquiring relevant industry information, but overlooks the broader
implications of Polanyi’s concept of embedding. French anthropologist and Marxist Maurice Godlier
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borrowed, interpreted, and developed Polanyi’s thought from a Marxist perspective. For Godlier, embedment
can be understood as a certain institutional form outside the realm of social production that performs the
functions of production relations, determining the ownership of production materials and the distribution of
products, and coordinating the social division of labour, thus becoming a component of the economic base.
As for modern market economies, although their initial development displayed a clear trend of
disembedment, in later stages of development the state’s embedment became inevitable again. Keynesianism

is a theoretical expression of this trend of embedment.30

From the discussion in this paper, the formation and development of China’s industrial policy also represent
the process by which the state is embedded in the economy. However, this embedding is not limited to Evans’
understanding, but carries the deeper implications endowed by Polanyi and Godlier. Based on the cases
discussed in this paper, we attempt to categorise the state’s embedding into the following types (Table 1).

Table 1: Types of State Embedment in the Implementation of Industrial
Policy

 

Category Method of Embedment Case Conceptual
Category

Embedment in the
production or value
creation process.

Direct establishment of state-owned
enterprises; using market power to
coordinate the division of labour.

Role of the Ministry of
Railways (China Railway
Corporation) in the
independent innovation of
high-speed rail.

Polanyi-Godlier
style embedment.Embedment in the

investment process.

Using state-owned finance capital to
participate in the functional capital
cycle to alter industrial chains and
the regional division of labour.

State-owned finance capital
leveraging capital markets
to develop strategic
emerging industries.

Embedment in the
exchange and
consumption process.

Altering relative prices, restructuring
demand systems and the social
division of labour.

Various financial subsidies
supporting the purchase
and use of NEVs.

Establishing
communication channels
with industry.

Coordinating policy
recommendations and consultations. China EV100 Forum. Evans-style

embedment.

As shown in Table 1, the different types of state embedment form a spectrum, varying in modes and the levels
at which they occur. Polanyi-Godlier style embedment always involves a deep engagement with production
relations, as the state is tasked with performing certain production functions. In the first of three types of
Polanyi-Godlier style embedding, the state takes on a more comprehensive role in production relations,
manifested in its deep involvement in value creation within the production process. In the second form, the
state changes the social division of labour or value chain patterns in a region through investment (also a form
of production relation), without directly engaging in the value creation within the production process itself.
The third type, commonly found in East Asian developmental states, is characterised by reshaping demand
systems and social division of labour by altering relative prices of factors or products to achieve dynamic
economic efficiency.
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Compared to the aforementioned forms, Evans-style embedment does not necessarily require the state to take
on the functions of production relations. Evans-style embedment seeks to address the issue of information
asymmetry in industrial policy formulation and implementation. However, the issue is that, for Evans, the
coordination mechanisms within embedded autonomy primarily involve the communication of information,
without necessarily requiring the production of local knowledge through Polanyi-Godlier style embedding,
which would provide knowledge and information sources to verify policies and expand policy options. The
successful implementation of industrial policy needs to be based on appropriate knowledge production and
information sources. If the guiding agencies in a leading role lack the necessary information, they cannot
successfully implement industrial policies. However, according to China’s experience, this issue is not simply
resolved through pure information exchange but rather through creating a knowledge production and
coordination mechanism that includes local knowledge. The formation of this mechanism, in turn, is
predicated on the state’s embedment in the economy and its role in regulating production relations. On the
surface, this may seem like a paradox of the chicken and the egg, but this paradox is ultimately resolved
through practice or ‘learning by doing’.

VI. Conclusion

The four intermediary institutions discussed in this paper – constructive markets, the socialist market
economy with Chinese characteristics, intra-government competition, and inter-government competition –
are formed on the basis of the basic economic system in the primary stage of socialism. Specific institutions
serve as intermediaries for the reproduction of the basic system. These four intermediary institutions are
interconnected and sometimes overlap, collectively forming an intermediary system that defines industrial
policy with Chinese characteristics. The system of industrial policy with Chinese characteristics has three
main features.

First, the constructive market occupies a core position within the system. Various state institutions guide and
coordinate the division of labour within the constructive market, combining use value goals that reflect
socialist imperatives and the exchange value goals of enterprises. In this sense, the constructive market is the
concrete form of the basic economic system. The organic combination of market and state, as well as public
and private ownership, is part of the basic economic system. The other intermediary institutions serve the
formation and development of the constructive market.

Second, the state as the main body for implementing industrial policy presents an inclusive, decentralised
system, based on unified leadership. The term ‘inclusive’ here refers to the state’s intentional promotion of
decentralisation within its structure and institutional arrangements, while maintaining centralised and unified
leadership. Inter-government competition and intra-government competition are the main institutional
expressions of this system of decentralisation. This system determines the features of industrial policy with
Chinese characteristics. On the one hand, from the perspective of local government competition, this is a
multi-level industrial policy system. On the other hand, from the perspective of intra-government
competition, the state agencies responsible for guidance and coordination also exhibit a diversified nature.
With the rise of state-owned finance capital in the socialist capital market with Chinese characteristics, this
inclusive decentralised system has gained further momentum for development.

Third, the industrial policy system with Chinese characteristics introduces a unique mechanism of knowledge
production and coordination that combines local knowledge and collective knowledge. This avoids the
inherent shortcomings of the lack of local knowledge under the planned economy system, thus creating
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conditions for the state to reasonably formulate and revise industrial policies. This mechanism consists of two
levels: First, differentiated strategies formed within the two types of competition give rise to a mechanism for
producing local knowledge. Second, based on this, the issue arises as to whether and how local knowledge can
be coordinated at the central level to create collective knowledge (or organisational knowledge). This
collective knowledge is the knowledge that state agencies responsible for formulating industrial policies may
possess and apply.

Unfortunately, there is a lack of comprehensive and systematic discussion on the knowledge production
mechanism mentioned above, especially the mutual transformation between local and collective knowledge. In
the existing literature, only a few scholars have recognised this issue and analysed it from specific dimensions.
For example, Chu proposed that coordination at the central level requires a certain social value consensus as a
prerequisite. She referred to this consensus as the ‘catch-up consensus’, which is ‘the ultimate goal gradually
formed by the Chinese people since the Opium War’. Chu’s insight is profound, but it neglects the fact that
the catch-up consensus is also the core of the CPC’s ideology. Lu Feng has pointed out a deeply rooted
political correctness in China about the need for technology to be primarily developed independently in order
to be regarded as an outstanding achievement This stems from the fact that the CPC relied on the popular
demand for independence to seize power, and that political independence was a pre-condition for establishing
China’s industrial system Therefore, whenever industrial development faces fundamental strategic choices, the

CPC’s ideology will guide policies back toward independence.31

Lu Feng’s perspective highlights that in the Chinese context, the state as the primary entity in the industrial
policy process is not an ordinary state, but a socialist party-state. The leadership of the CPC over the state
results in the homogeneity between the party’s organisation and the various state agencies in terms of
hierarchy, and the party’s leadership in terms of core values and ideology. The CPC is a mission-oriented
party with special significance and its leadership is the most fundamental coordinating force in the evolution

of industrial policies.32 The CPC’s centralised and unified leadership is the basic premise of the knowledge
coordination and inclusive decentralisation that characterises the industrial policy with Chinese
characteristics. There is currently a lack of empirical research and comprehensive analysis on this critical issue.

CPC General Secretary Xi Jinping has described the characteristics of this system as follows: ‘We need to
improve the new type of national system under the socialist market economy, fully leverage the role of the
state as the organiser of major technological innovations, support strategic scientific plans and scientific
projects with long cycles, high risks, great challenges, and promising prospects, focus on systematic layout,
organisation, and cross-sector integration, and combine the forces of government, market, and society to form

a collective advantage for the future’.33

The intermediary institutional system centred on the constructive market is a part of the primary stage of
socialism. This system should also be understood as a tool for reproducing the fundamental leadership system.
Understanding this relationship is key to grasping why the industrial policy with Chinese characteristics is a
novel system that aims to fully leverage the decisive role of the market for socialist modernisation.
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