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   Preface



   This book grew out of an earlier book I had abandoned.

   Originally, I set out to write a book to explain why China could be a developmental (growth-promoting) state if it did not possess the Weberian (professional) bureaucracies necessary for effective growth promotion. On the surface, this was a good question, or so I thought.

   But soon I realized the question was wrong.

   First of all, are Weberian bureaucracies really a precondition for economic development? If good institutions like Weberian bureaucracies are necessary for market success, then where do these preconditions come from? Aren’t they themselves dependent on the level of economic growth?

   Second, is China indeed a developmental state and does it lack Weberian bureaucracies? Many observers credit China’s local governments for strongly and proactively promoting growth. Yet others lambaste the same actors for the opposite problems: ineptitude and corruption. So who’s right and who’s wrong? In fact, depending on where and when you look within China, you can find every variety of political economy, from developmental to predatory, Weberian to patrimonial, modern to backward. In a country that changes so rapidly and varies so widely across regions, no single description is completely right.

   Acknowledging that every part of the story was moving, I felt momentarily paralyzed.

   Traditional concepts and tools of analysis work well when something can be held constant. In a simple example, when comparing a wealthy and a poor country, we look for variation in the two cases. If they are nearly identical in all respects except one, say, the quality of governance, we may infer that this factor is a likely cause of their economic variance.

   Yet what if the cause is a consequence of the outcome? Clearly, institutions and governance are deeply influenced by the level of economic development. One may apply statistical techniques to isolate the causal effects of institutions on the economy (also known in technical parlance as “treat endogeneity”). But such techniques do not “resolve” the fact that the two variables are intrinsically interdependent.

   Furthermore, what if both the cause and the consequence are moving targets that change over time? For instance, Shanghai was poor, messy, and corrupt in the 1980s, but by the 2010s it approximated the modern, developmental states of East Asia. Was it institutions that changed the economy or vice versa?

   Analysts may try to get around these “problems” by tracing causation back to some deep causes that are presumably constant, such as geography or shocks that occurred in the past. But if factors like geography or history are primarily what determine present-day outcomes, then it suggests that successes and failures are predestined. If a country lacks the right geography or historical legacy, is it doomed? How can we explain the reversal of fortunes among some places that inherited poor geography or a traumatic past?

   The more I thought about these questions, the more I wondered if we should—and could—study the world in a different way. The reality of political-economic development is that almost everything moves. Can we understand this reality without trying to hold things constant?

   Thus I cast aside my original inquiry and restarted with a basic question: How did development actually happen? If we embrace reality as it is and simply follow the moving parts from point to point, what will we learn?

   This book reports what I discovered from my detour into unfamiliar but ultimately more fruitful territory.
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   Introduction



   HOW DID DEVELOPMENT ACTUALLY HAPPEN?

   Providence has not created the human race either entirely independent or perfectly slave. It traces, it is true, a fatal circle around each man that he cannot leave; but within its vast limits man is powerful and free; so too with peoples.

   —Alexis de Tocqueville, Democracy in America

   The greatest fever of all was aspiration, a belief in the sheer possibility to remake a life. Some who tried succeeded; many others did not. More remarkable was that they defied a history that told them never to try.

   —Evan Osnos, The Age of Ambition

   Imagine a pauper who turns to two finance gurus for advice. Not only is he broke, this pauper is poorly educated and lives in a rough neighborhood. The first guru urges, “Earn your first paycheck. Once you start making money, your circumstances will improve, and you will eventually escape poverty.” The second guru counsels differently: “Start by doing as my rich clients do: attend college, move to a safe town, and buy health insurance. You can only escape poverty by first creating the prerequisites for wealth.”

   The two gurus mean well, but the advice of both experts clearly falls short. The first guru provides no clue as to how the pauper might earn his first paycheck, much less how to sustain a stable income. Conversely, the second guru ignores the realities of poverty. If the pauper could afford to, he would have obtained the prerequisites for a better life long ago. Attaining such prerequisites is not the solution to poverty; the difficulty of attaining them is itself the problem.

   The parable of the pauper and two gurus reflects a fundamental problem of development in the real world. All wealthy capitalist economies feature institutions of good governance, such as protection of private property rights, professional bureaucracies, modern courts, formal accountability, and pluralistic participation, which all seem necessary for successful markets.1 Yet attaining these preconditions also appears to depend on the level of economic wealth.

   So how can poor and weak societies escape poverty traps? Which comes first in development—economic growth or good governance?

   Answers have been sharply divided. Modernization theory holds that “growth  good governance.” The argument goes that as countries grow rich, a burgeoning middle class will demand greater accountability and protection of individual rights, leading eventually to capitalist democracies.2 Similarly, others argue that countries succeed in modernizing public administrations and eradicating corruption only after they become sufficiently wealthy.3

   Mirroring the first guru’s shortfall, however, modernization theory does not explain the origins of economic growth. According to the Harrod-Domar model in classical economics, growth comes from capital investments. But how do impoverished countries secure investments? Economist Jeffrey Sachs argues that such investments should come from developed nations in the form of massive foreign aid.4 He believes that once the Third World economy is jump-started, “all good things” will follow.5 Yet many studies find the link between foreign aid and prosperity tenuous.6 Some even contend that foreign aid has actually worsened corruption and brought more harm than good to the poor.7

   A second widely embraced theory forcefully advances a reverse causal claim: “good governance  growth.” International agencies like the World Bank and IMF, joined by many Western policy makers and academics, maintain that it is necessary to “get governance right” before markets can grow.8 The logic is intuitive. All prosperous economies share a common set of strong, law-bound governmental institutions. Therefore, aspiring developers should first replicate the checklist of best practices found in wealthy democracies. Then, it is expected, growth will naturally blossom from good institutional soil.

   Reminiscent of the second guru, however, this paradigm ignores the problem of how poor and weak states can meaningfully attain good governance. The term “meaningfully” deserves emphasis, for it is one thing to adopt the formality of best practices but another to actually implement them.9 For instance, at the behest of international agencies, some developing countries have built courts and have written laws in books, but they have frequently lacked professional judges to adjudicate disputes, and citizens have routinely distrusted and avoided the legal system even after new laws were promulgated.10 If achieving good governance were a mere technicality of copying best practices from the developed West, then late developers would have accomplished it long ago. In fact, as Pritchett and Woolcock, two leading voices on international development, lament, the imposition of good governance standards has been “a root cause of the deep problems encountered by developing countries.”11

   Going further, a third school points to history as the underlying cause of good governance or state capacity. This approach may be abbreviated as “history  good governance  growth.” Following a path-dependent logic, several scholars posit colonialization as the root of present-day national inequalities.12 In Why Nations Fail, Acemoglu and Robinson trace the stark divide between North and South America to their contrasting colonial legacies.13 According to them, English colonizers founded settlements of equal opportunity and limited government on North American soil, paving the way for future capitalist success, whereas Spanish conquerors imposed unequal and exploitive structures in Latin America, stunting prosperity over the long term.

   Although this third school reminds us of the enduring effects of history, it does not point a way out of poverty traps.14 Rather, the authors of Why Nations Fail conclude that “different patterns of institutions today are deeply rooted in the past because once society gets organized in a particular way, this tends to persist.” And they add, “This persistence and the forces that create it also explain why it is so difficult to remove world inequality and to make poor countries prosperous.”15 Their conclusion raises a troubling question: If the seeds of national successes and failures were indeed planted long ago and became rooted over time, what can nations lacking the right history do today?16

   The observation that many poor nations fail because they suffer troubled histories and bad starts is correct, but by itself not particularly surprising. What is harder and more useful, instead, is to explain why some nations succeed despite ominous starting points and daunting odds, as witnessed most dramatically in China’s rise from a socialist backwater to a global powerhouse since market reforms began in 1978.17

   
   This book investigates how China escaped the poverty trap and made the Great Leap from a barren communist political economy into the middle-income, capitalist dynamo that it is today. More broadly, grounded in my analysis of China’s metamorphosis, this is a study about how development actually happens. Is it really the institutions of good governance so keenly proffered to developing countries today that launch markets? Or is it growth that enables good governance? Or is history destiny?

   My answer begins with a simple observation: development is a coevolutionary process. States and markets interact and adapt to each other, changing mutually over time. Neither economic growth nor good governance comes first in development. China’s experience provides an especially rich illustration of the coevolutionary process of development, but this process is not unique to China. As we shall see by the end of this book, the rise of Western societies, too, actually followed a coevolutionary pattern,18 as did the astonishing boom of the movie industry in contemporary Nigeria.

   Although development as a coevolutionary process is intuitively observed (in my experience, it appears that the less formal training one receives, the more intuitive it is), analyzing mutual changes among many moving parts is far from easy. To this end, I lay out a framework for systematically mapping the coevolution of states and markets. This approach reveals surprising insights into the causal sequence of development and raises new questions about the sources of societal adaptation.

   My answers to how China—and poor and weak societies in general—escaped the poverty trap are twofold. The first: build markets with weak institutions. My analysis reveals that the institutions, strategies, and state capacities that promote growth vary over the course of development, among countries and even among localities within countries. Even more surprisingly, I show that the practices and features that defy norms of good governance—normally viewed as “weak” institutions—are paradoxically the raw materials for building markets when none exist. By contrast, the “good” or “strong” institutions found in wealthy economies are institutions that preserve existing markets.

   The idea that we can harness weak institutions to build markets carries tremendous political and practical import. Perhaps the one thing poor countries possess in abundance are so-called weak institutions. Examples of weak institutions featured in this study include the fusion of public and private interests (vs. bureaucratic professionalism), partial (vs. impartial) regulation, campaign-style (vs. routine) policy implementation, indiscriminate and uncoordinated (vs. selective) industrial promotion policies, incentives for petty fee extractions (vs. eradicating corruption), to name some.19 Normally, we believe that the way out of poverty traps is to “quickly” replace such weak institutions with strong institutions that define advanced industrialized economies.20 This book points to a different path. It illuminates the development potential that may lie hidden within apparently weak institutions.

   The second answer: create the right conditions for adaptation. History is not destiny. Although past encounters determine starting points, any given legacy may be reshaped for destructive or constructive ends. Instead of attributing national successes and failures only to history or geography,21 I emphasize instead the efforts of reformers to foster improvisation among ground-level agents, such that they may effectively utilize existing resources to tackle the problems of the poor, and thereby turn the typical problems of underdevelopment into the solutions to development.

   Yet while improvisation is essential to the development process, improvisation does not occur automatically and indeed often fails. Instead of dispensing obvious advice like “avoid mimicry,” “promote innovation,” and “embrace experimentation,” fashionable among some development pundits who invoke adaptive language,22 I underscore the inherent challenges of achieving these goals. By studying how China tackled these challenges, we’ll learn about some actions that may be taken to spur the coevolution of states and markets as well as the effects of particular measures deployed. Also, by unpacking the processes through which China escaped the poverty trap, we will also understand how China arrived at the particular problems that it faces today.

   How Did China Escape the Poverty Trap?

   Today, with news of China’s spectacular rise repeated ad nauseam, it is easy to forget the dire circumstances confronting its reformers following the death of Mao.23 It is also convenient to attribute China’s transformation to the mis-impression of a “strong state” or that China was perhaps not so poor at the start of reforms. So a basic reality check is in order.

   In 1980 China’s GDP per capita was only US$193, lower than that of Bangladesh, Chad, and Malawi,24 present-day “bottom-billion” countries.25 In practical terms, an income per capita of US$193 means that average food consumption fell below basic nutritional standards. The Chinese people did not eat more or better food during the 1970s than they had in the 1930s, before the Chinese Communist Party (CCP) took power.26

   Not only was China abjectly poor, the regime had oscillated between extreme dictatorship and political anarchy. In three decades under Mao’s rule, China suffered two major political disasters. The Great Leap Forward (1958–1961) was Mao’s frenzied scheme to accelerate economic production by political command, a campaign that culminated in mass starvation and claimed an estimated thirty million lives. Mao then tried to reconsolidate power by unleashing the Cultural Revolution (1966–1976), also nicknamed “ten years of madness.”27 Young red guards loyal to Mao went on a purge against alleged class enemies at all levels of government, including national leaders like Deng Xiaoping. In many official yearbooks, statistics during the period of the Cultural Revolution are missing,28 for the bureaucracy was so devastated that it literally stopped counting. Mass killings spread to society and descended into what Walder describes as “virtual civil wars.”29 An entire generation of young people was deprived of formal education. Reflecting on the state of anarchy, MacFarquhar and Schoenhals conclude, “For a decade, the Chinese political system was first turned into chaos and then paralyzed.”30

   Granted, China was at least unified under the CCP when Deng and his reformist team took power. Nonetheless, the state apparatus they inherited hardly fit the description of a strong state. Add the fact that China was poorer than bottom-billion countries like Chad, and the starting point in 1978 bode ill.

   Now, fast forward thirty-five years. China has become the world’s second largest economy, the world’s largest exporter, and America’s largest foreign creditor. By 2012 China’s GDP per capita had jumped thirty-fold from US$193 to US$6,091, leaving other bottom-billion countries far in the dust (in Malawi, GDP per capita nudged up by only $50 in thirty-two years, a typical case of being stuck).31 Undergirding these impressive growth statistics is a radical restructuring of the economy. China today boasts legions of private firms, Fortune 500 companies, multinational investors, a booming middle class, and capitalist institutions like securities, e-commerce, and corporate governance standards.32

   Politically, power remains firmly and solely in the hands of the CCP. Yet the absence of multiparty elections does not mean the absence of political change. Inside the dictatorial regime, the bureaucracy has undergone several makeovers that have altered the role of the government, its delivery of public services, and citizens’ daily encounters with the state. In particular, although the reform-era bureaucracy remains notorious for corruption,33 it is equally famous for being adaptive and entrepreneurial. China ranks among the world’s most decentralized administrations. Local governments embrace capitalism, advance policy innovations, and compete to produce economic results. Under Mao, the bureaucracy was ossified and doggedly anticapitalist. But, today, as one Chinese official declared with a dash of irony, “Our nation cares about businesses. In fact, I feel that no capitalist state can match our devotion to the capitalist sector.”34

   For mainstream political economists, China’s great transformation—both economic and bureaucratic—is intriguing but also troubling.35 In Why Nations Fail, Acemoglu and Robinson struggle to make sense of China’s rise. According to them, growth is preconditioned on the establishment of nonextractive and inclusive institutions, essentially, democratic institutions. But even today China is not a democracy. National elections are barred. Members of the judicial and legislative bodies are handpicked by the ruling party. Extractive practices are still rife in parts of China. During the early phase of reforms, there was no formal protection of private property rights.

   In defense, Acemoglu and Robinson surmise that sooner or later, China’s hyper-growth will run out of steam.36 Yet even if growth slows, which is expected for any economy that reaches middle-income status, the burning question remains: how did China come this amazingly far? Their reply is that “a critical juncture,” namely Mao’s death, followed by Deng’s efforts to build a reform coalition, turned China around. Furthermore, they claim, growth under extractive institutions was possible because an extremely poor country like China had plenty of “catching up” to do. Finally, they sum up: “Some luck is key, because history always unfolds in a contingent way.”37

   Luck, of course, influences any outcome. But assigning three decades of sustained economic and institutional remaking to luck is hardly satisfying. Moreover, all poor countries have ample room for “catching up,” so why didn’t they catch up the way China did?

   Looking beyond luck and easy explanations, specialists of China have proposed a wealth of theories to account for its astonishing turnaround. All of these theories are valid and valuable, but, as we shall see, they form only parts of the grand picture of China’s political-economic transformation that has been missing thus far. Let us first review some pieces of the puzzle.

   For a start, some credit China’s boom to loosened restrictions on capitalism in an economy that possesses basic growth factors, for example, abundant cheap labor and coastal cities poised to export.38 There is no doubt that inputs like capital and labor are necessary for growth, but to conclude that such factors on their own will produce an economic miracle is like believing that eggs, sugar, and flour will turn into cake if left overnight in a mixing bowl.39 Especially in a late-developing, communist context, how basic inputs are mobilized and distributed by the state is critical to the rise and shape of markets.

   Shifting from economic to political factors, another set of explanations cites changes in bureaucratic incentives as the key to China’s growth spurt. Under Deng’s reformist agenda, local leaders who delivered prosperity were promoted,40 and local governments were allowed to retain a sizable share of revenue earned.41 These changes in incentives, it is argued, sparked local officials nationwide to pursue growth. These incentives, however, did not work equally throughout China. It is well-known that while some localities, concentrated on the coast, grew rich and built competent administrations, others remained poor and predatory.42 These geographically limited theories not only mask wide variation in local outcomes within China, but more significantly, they underplay the role of regional inequalities in China’s national reform success. As my study will show, unequal rates of political-economic coevolution across regions served to accelerate early takeoffs on the coast and late takeoffs among inland locales.

   Still a third explanation looks to the incremental quality of China’s reforms. As is well-known, Chinese reformers rejected the shock therapy approach of the former Soviet Union and instead chose to modify pre-existing institutions on the margins, such as by creating dual-track pricing and a system of hybrid property rights.43 Some argue that such “second-best” and “transitional” institutional forms are sufficient to stimulate markets in the beginning.44 Then, as predicted, once markets mature, early institutions “should eventually be replaced by more conventional, best-practice institutions.”45 My book extends this crucial idea that conventionally good institutions may not be necessary for early growth. But whereas the previous literature stopped at asserting that initial institutions “should” eventually be replaced,46 this study presents historical evidence to identify when, why, and how institutional replacement occurs.

   Yet a fourth body of literature lists various adaptive actions taken by the CCP-state as a cause of “authoritarian resilience” and reform success.47 Examples include policy experiments,48 eliciting and incorporation of social feedback,49 party co-optation of private entrepreneurs,50 bureaucratic initiatives in generating revenue,51 and efforts to study the experiences of other countries.52 This abundant literature describes various adaptive or entrepreneurial actions,53 but it does not explain why China displays such exceptional inventiveness, especially in contrast to many other stagnant postcommunist systems and failed states. Moreover, China’s apparent adaptive capacity cannot explain authoritarian resilience because such adaptability itself needs to be explained.

   One notable effort to trace the sources of China’s adaptability is Heilmann and Perry’s Mao’s Invisible Hand. They propose that post-Mao leaders inherited “guerrilla” norms of flexibility from the CCP’s revolutionary past and applied these norms to market reforms.54 I completely agree that the Maoist legacy has contributed to the current leadership’s cache of rhetoric and tools.55 Still it doesn’t explain why reformers were persistently keen to reconfigure various elements, whether from the past or the present, to formulate new solutions and why many of these solutions successfully propelled change. A revolutionary legacy can lead down many paths. And the particular path China has taken—with distinct steps, achievements, and pains—is not neatly dictated by the past.

   In short, existing accounts each highlight a different piece of the grand puzzle: basic growth factors, bureaucratic incentives, incremental reforms, historical legacies, and more. Every piece is essential, yet none can explain how the other pieces interacted and aggregated to remake an entire political economy within the span of a single generation.

   Nor can existing theories account for three distinct patterns of China’s capitalist revolution. First, the changes are broad. China’s reforms are famously incremental; yet they culminate in a drastic economic and bureaucratic restructuring nationwide. Second, the methods are bold. State actors seemed unfazed by the use of extreme and unorthodox methods to achieve goals. Third, local outcomes are uneven. Coastal locales like Shanghai and Shenzhen sped ahead, growing markets and modernizing governance ahead of others. In China, national success is coupled with sharp regional inequalities not seen in East Asia or in other large countries like the United States.

   Evidently, numerous factors were simultaneously at play in China’s great transformation. A dynamic and comprehensive account, however, will have to go further to consider the underlying conditions that allowed multiple factors to interact and coevolve and to explain the distinctively broad, bold, and uneven patterns of change. To draw generalizable lessons from China’s unique experiences, we must also answer this question: What is exceptional and not exceptional about the nature of adaptation in China?

   Building this new and integrative account of how China escaped the poverty trap requires that we rethink some of the foundations of traditional social science analyses.

   Complexity: An Alternative Paradigm

   Development is more than a problem of growing from poor to rich. As the scholarship on poverty traps emphasizes,56 the poor are simultaneously beset by problems of instability, corruption, patrimonialism, and weak policy enforcement that arise from and deepen poverty. No doubt, wealthy nations have their own share of problems too, such as obesity and aging populations, but these are problems that stem from material abundance. Cast more precisely in game theoretic terms, development is a problem of making the transition from one self-reinforcing equilibrium (poverty traps) to another equilibrium (rich and modern), a process that may be termed the Great Leap.

   Existing frameworks and tools in social science are extremely useful for answering certain questions where endogeneity (mutual causation) is irrelevant, but they do not take us very far in understanding an inherently interactive and complex process like political-economic development.

   Take for instance a state-of-the-art study by North, Wallis, and Weingast, which tries to explain how underdeveloped societies can make the transition to capitalism and modernity. They argue that this process requires several “doorstep conditions,” including rule of law among elites and centralized control of the military. Once such doorstep conditions are in place, they hold, it is possible but not inevitable that “a transition proper ensues.”57 Needless to say, we must first arrive at the doorstep before we can step past any door. Although North, Wallis, and Weingast take us one major step back in the causal chain, their conclusion is still critically missing insights into the “incremental changes” that led to the doorstep or,58 in Krasner’s term, “the empty middle.”59

   Then consider the abundance of quantitative analyses that attempt to prove either the modernization theory or good governance as the primary cause of growth.60 A debate between Kaufmann, Kraay, and Mastruzzi (creators of the Worldwide Governance Indicators or WGI) and political scientists Kurtz and Schrank is especially instructive.61 Kaufmann and his colleagues have used the WGI, the most widely accepted measure of governance in the world, in many regression analyses to prove that “governance matters, in the sense that there is a strong causal relationship from good governance to better development outcomes.”62 Kurtz and Schrank refute this claim. Running regressions using the same data but with different empirical specifications, they reach the opposite conclusion: “good governance is in all likelihood a consequence, rather than a cause, of economic growth.”63 So who’s right and who’s wrong?64

   Both conclusions are partial. The big, commonsense picture is lost in debates about whether growth or good governance comes first in development, as Przeworski acutely underscores in his sweeping review of the literature. He writes, “In the end, the motor of history is endogeneity. From some initial circumstances and under some invariant conditions, wealth, its distribution, and the institutions that allocate factors and distribute incomes are mutually interdependent and evolve together.”65

   My book takes the reality of “mutual interdependence” between growth and governance as the starting point and pursues two objectives:

   1. Develop an analytic template and data-collection strategy to systematically map the coevolution of states and markets over time and across space.

   2. Explore the conditions that allow and foster coevolutionary processes of radical change.

   I adopt a paradigm that is different from the one we currently embrace. Our conventional paradigm (meaning the way we view the world) assumes a complicated—rather than complex—reality. The terms “complicated” and “complex” are often conflated in daily language, but in fact they describe two completely different worlds.66 In a complicated world, collectives are made up of many separate parts that do not interact and change with one another, of which a toaster is a good example. A toaster is a machine made up of many separate parts. Press a button and it will produce a predictable action: toasted bread pops up. To study complicated worlds, we can parse out the different parts into separate categories of cause and effect and then try to pin down the linear effects of a hypothesized independent variable on a dependent variable. Much of our analyses have proceeded as if social worlds are complicated. In this view of the world, it makes sense to debate whether it is growth that causes good governance or the reverse.

   Yet we all know that social worlds are not complicated; they are almost always complex. Complex systems comprise many moving parts that interact with one another and change together, triggering outcomes that cannot be precisely controlled or predicted in advance. Human bodies are an example of complex systems. Political economies, comprising many players, many institutions, and many interactions, are complex.

   Traditional assumptions of causality and tools of analysis serve us well when studying complicated worlds, but “using these same tools to understand complex worlds fails,” state Miller and Page, two leading theorists of the booming and interdisciplinary field of complex adaptive systems (which I term “complexity”). Why is that? They elaborate with an apt metaphor: “Because it becomes impossible to reduce the system without killing it. The ability to collect and pin to a board all of the insects that live in the garden does little to lend insight into the ecosystem contained therein.”67

   Fortunately, just as we don’t always have to kill insects in order to study natural habitats, we don’t have to reduce complexity in order to make sense of complex worlds. This book applies some concepts and tools from complexity studies to the political economy of development.68

   Mapping Coevolution

   My first and easier—but not easy—task is to develop a method for systematically mapping the coevolution of states and markets. As Pierson observes, “contemporary social scientists typically take a ‘snapshot’ view of political life.”69 For example, those who follow China may be inclined to draw conclusions from the most current events. The present, however, gives only a temporally limited view. Hence Pierson urges researchers to “shift from snapshots to moving pictures” by “systematically situating particular moments (including the present) in a temporal sequence.”70 My work extends this emphasis on time, and I seek to enrich this agenda by adding several new dimensions.

   Without going into methodological details that will later be elaborated, here is a sketch of my approach. (1) I select two institutions or domains of activities (e.g., markets and bureaucratic functions, markets and state development strategies). (2) I specify the significant time periods of analysis, since we cannot obviously regress infinitely to the starting point of human development. In the case of China, the year of 1978, the official launch of market reforms, is a clear place to start. (3) I collect data to track the institutional traits of each domain studied. For example, to trace the market conditions of a city, I examine not only quantitative but also qualitative patterns, such as industrial makeup and the focus of economic reforms, at each significant time period.71 My approach of recording state and market features over time generates a qualitative panel dataset for each case (observations of multiple dimensions repeated over time), rather than cross-sectional snapshots of several cases. (4) My final step is to locate and trace evidence of mutual feedbacks, where relevant, among the domains of concern in each case.

   In examining mutual feedbacks, I focus on three signature mechanisms of coevolution:72

   1. Variation: generation of alternatives

   2. Selection: selection among and assembly of alternatives to form new combinations

   3. Niche creation: crafting of distinct and valuable roles among heterogeneous units within a system

   Each of these mechanisms raises concrete questions that guide our mapping of coevolutionary paths, as follows. Variation: Were new options and strategies being produced, and by whom? Selection: What shaped the motivation for selection at a given juncture? Was an adaptive choice retained or abandoned for a new selection, and why? Niche creation: Was a unit in question trying to differentiate from other members of the system or blindly replicating the strategies of others? Are their roles competitive or complementary? By attending to these signature mechanisms, we have a grounded basis for examining whether—and exactly how—states and markets coevolve.

   One key distinction between my approach and the seminal work of Thelen, Mahoney, and other historical institutionalists on “institutional evolution” and “gradual institutional change” is my focus on mapping sequences of mutual adaptations.73 I start with a precise understanding of evolution as an adaptive process that occurs through the mechanisms outlined above. As Holland, another leading complexity theorist, defines, adaptation is the process by which an agent “fits itself to its environment,” including other agents.74 A process of gradual change may not involve adaptation. For example, aging occurs gradually, but it is not the result of our adaptive responses to the environment. Nor are evolutionary processes always slow-moving;75 microcosms can adapt and evolve within minutes. My analysis examines the processes of mutual adaptation—coevolution—among two or more populations or institutional domains in political economies, a process that is not synonymous with gradual or slow changes.

   My empirical approach generates multiple snapshots of reciprocal feedbacks between states and markets. When these snapshots are strung in sequence, it reveals a causal logic that integrates and yet departs sharply from the conclusions of conventional theories. To get a feel for what I mean, consider five snapshots taken from my historical study of one coastal county in China,76 reviewed in reverse order from its most current status.

   Snapshot 1: Around 2002, the county government planned the construction of a central business district (CBD) and relocated businesses into state-designated zones. This forceful effort paved the way for an unprecedented economic boom.

   For proponents of the developmental state, this snapshot illustrates the indispensable role of strong and autonomous states in accelerating growth among late-developing economies.77

   Snapshot 2: During the late 1990s, as local industries flourished and the county became congested and chaotic, there was an increasing demand for urban zoning.

   Now we learn that county officials initiated an aggressive zoning program in response to an earlier economic contingency and bottom-up demand for state interventions to address the problem, not because autonomous state planners came up with the initiative on their own.78

   Snapshot 3: Between 1993 and 1995, collectively owned enterprises were privatized en masse. The state, at that time, limited its role to facilitating the creation of private property rights. It did not pick winners (favor some industries over others) nor had it conceived the idea of constructing a CBD.

   This evidence would cheer the proponents of good governance, who advocate limited government and private property rights protection.79 Looking at this snapshot in isolation, we would mistakenly conclude that the developmental state school was proven wrong.

   Snapshot 4: Prior to 1993, the county achieved an initial growth spurt, but the expansion of existing collective enterprises were constrained by vestiges of state control and the lack of clear private property rights.

   Again, proponents of good governance would cheer. Even prior to privatization, though, industrial production had already grown at a phenomenal rate (thirty-three-fold since 1978!), which disproves their assumption that private property rights are necessary for growth.

   Snapshot 5: From 1978 onward, the county promoted the establishment of collectively owned township and village enterprises (TVEs), which sparked rural industrialization and early growth.

   This snapshot illustrates that early growth can occur in the absence of private property rights and that “small initial changes can have a large impact.”80 With the benefit of hindsight, however, we know that such “small initial changes” were soon replaced by new institutions and development strategies.

   So, depending on when (which year) and where (coastal or inland) we look in China, there is evidence for a whole variety of competing explanations for successful reforms: developmental vs. minimalist states, private vs. collective property rights, orthodox vs. unorthodox institutions.

   What happens if we string the five snapshots in sequence, starting from 1978? Generically expressed, we obtain this causal sequence of mutual feedbacks: Pre-existing “weak” institutions (e.g., communes rather than private individuals and centralized states as political units)81  creatively adapted to build markets (e.g., creation of hybrid enterprises based on collective property rights)  market emerges  generates new pressures and resources for institutional change  market consolidates  generates new pressures and resources for institutional change again  market takes off and matures.82

   Compressing the causal chain above, we arrive at a succinct three-step formula:

   harness weak institutions to build markets  emerging markets stimulate strong institutions  strong institutions preserve markets.

   Although the particulars vary wildly from case to case, this is the long-term pattern of political-economic coevolution that I find at the national and subnational levels in China. And as I will explore in the concluding chapter, such a pattern also emerges in the expansion of trade in late medieval Europe, the revolution of public finance in the antebellum United States, and the flourishing of Nollywood in contemporary Nigeria. To be clear, the causal pattern that emerges from my analyses does not suggest a teleological process that converges at the same end point. As is already well-known, even among advanced economies, good governance and strong institutions do not function and look the same.83

   Rather, the value of extracting a coevolutionary causal chain lies in making clear what the study of development has critically missed. The third step of “strong institutions preserve markets” has been firmly established by the work of North,84 North and Weingast,85 Weingast,86 and Acemoglu and Robinson,87 among other leading political economists. The second step of “markets stimulate strong institutions” constitutes the domain of modernization theory.88

   By comparison, with few exceptions,89 we know woefully little about the first step of the causal chain: build markets with weak institutions. Even less is known about how these three essential steps connect in sequence. These are the gaps I seek to fill through a coevolutionary approach to development.

   Fostering Adaptation

   Mapping the coevolution of states and markets is the easier part of the book. Addressing the harder question comes next: What are the conditions that enable a continuously adaptive process of coevolution? Do these conditions result from exogenous forces or can they be created? In his thought-provoking book Understanding the Process of Economic Change, Douglass North raises a similar question: “It is not sufficient to describe societal change; rather we must attempt to find the underlying forces shaping the process of change.”90 He dubs these underlying forces “adaptive efficiency.” In his words, “Put simply the richer the artifactual structure the more likely are we to confront novel problems successfully. That is what is meant by adaptive efficiency; creating the necessary artifactual structure is an essential goal of public policy.”91

   What does this “necessary artifactual structure” look like? And how can we go about creating it? North proposes a causal link between individual beliefs at the cognitive level and adaptive efficiency at the societal level, but he does not indicate how we can bridge the overwhelming gap between the extremely micro and the extremely macro levels. Nevertheless, North’s probing ruminations clearly indicate that the quest for understanding the underlying sources of adaptive efficiency is not wishful thinking. It marks the next frontier of development theories and practices, waiting to be explored.

   To embark on a new intellectual journey to explore the creation of adaptive efficiency, we must find a different guide. Axelrod and Cohen’s Harnessing Complexity provides an especially useful and concrete framework. Two founding thinkers of complexity, Axelrod and Cohen begin with the observation that adaptation is “both promising and problematic.”92 Not everyone would immediately agree with this observation. Normally we are inclined to think about adaptation itself as the solution to all problems. Thus popular literature readily invokes buzzwords from complexity and adaptation to accessorize slogans: “Embrace experimentation! Muddle through purposively! Promote innovation! Celebrate diverse solutions! And above all, don’t fear change!”

   Although adaptation is universally desirable, people often fail to adapt, and even if they try they may still fail. Experimentation and muddling through may not produce useful solutions or indeed any solution. Bottom-up participation may degenerate into shouting matches and gridlock, as is sometimes seen in democratic settings. And if promoting innovation were easy, then we would all have done it long ago, and all our problems would have been magically solved. Obviously it is easier said than done to adapt and to adapt effectively.

   What precisely are some obstacles against effective adaptation? And what can we do about them? Drawing on the complexity paradigm, this book highlights three universal problems of adaptation, grouped into the themes of variation, selection, and niche creation. Interpreted in the context of reform China, these problems manifest as follows.

   Variation: Central reformers want local agents to flexibly implement central mandates according to local conditions. But too much leeway may generate chaos. So one enduring problem in China’s policy making and implementation is how to strike a balance between flexibility and conformity, variety and uniformity.

   Selection: How agents adapt to particular situations is shaped by their criteria of success. In the corporate sector, success is defined by financial performance, so corporate agents adapt to make profits. Governments, on the other hand, typically have to cater to multiple and even conflicting goals and demands.93 So how does the CCP state clearly define and reward success in the bureaucracy?

   Niche creation: Diversity provides raw material for innovation and allows for niche creation.94 In China, however, the sheer diversity of conditions across regions also leads to huge disparities that may impede national economic progress and foment political discontent. This generates a third problem of how regional diversity may be turned from a liability into a collective advantage.

   China is not exceptional in the adaptive problems it faced; rather it is unique in the way it tackled these problems. Each of the remaining chapters in the book will be devoted to examining how the Chinese state, national and local, responded to the three adaptive problems named above.

   Through this analysis, we will arrive at a dynamic picture of how China escaped the poverty trap. We will also understand why its transformative process has displayed three distinct patterns: systemic changes despite incremental reforms (broad), unusually entrepreneurial but also corruption-prone bureaucrats (bold), and wide regional disparities coexisting with national prosperity (uneven).

   The Argument in Brief

   Authors are often asked to give a one-line summary of their argument. Here is mine: Poor and weak countries can escape the poverty trap by first building markets with weak institutions and, more fundamentally, by crafting environments that facilitate improvisation among the relevant players.

   It is tempting to search for a single “model”—a package of particular institutions and policies—that can be replicated across all contexts and believed to produce equal success. If such a model were to exist, it would be delightfully convenient. But this is a search for a mirage. In fact, whether in the capitalist-democratic West, the East Asian developmental states, or China at different periods of reform, no particular solution is universally effective or ideal. Particular solutions work only when they fit the needs and resources of particular contexts and the success criteria of the players involved.

   Instead of aspiring to copy the exact actions taken by others, what is fundamentally needed for development are conditions that spur a productive and sustained search for solutions that fit different and evolving environments. Stated in North’s terms, such conditions are “the necessary artifactual structure” that enables economic and political agents to “confront novel problems successfully.”95 And as Axelrod and Cohen emphasize, this process of confronting novel problems may produce endless possible solutions, “even without knowing in advance just what will change, or just what will be learned.”96

   China escaped the poverty trap by constructing a set of underlying conditions that fostered an adaptive, bottom-up search within the state for localized solutions. As China is a late-developing, single-party authoritarian regime, the state plays an oversized role in shaping adaptive processes and outcomes. Condensing various elements of its adaptive approach into a pithy maxim, I call it directed improvisation. Central reformers direct; local state agents improvise. The center does not direct by precisely dictating what local agents must do. Instead, it directs by tackling the problems of adaptation earlier outlined: authorizing yet delimiting the boundaries of localization (variation), clearly defining and rewarding bureaucratic success (selection), and encouraging mutual exchanges between highly unequal regions (niche creation). Within these centrally drawn parameters, local authorities improvise a variety of solutions to locally specific and ever-changing problems. It is this paradoxical mixture of top-down direction and bottom-up improvisation that lays the foundation for coevolutionary processes of radical change.

   In other words, generalizable from China’s market reforms are insights into the process of building markets with weak institutions and the strategies of directing improvisation, not the particular solutions that were improvised to solve particular problems at various times and places. Furthermore, such lessons need not apply only narrowly to other countries. Numerous organizations and groups share similar challenges of improvising with existing resources and making adaptation work.97

   This book will focus on the processes of state-and-market coevolution and the conditions that enabled adaptive efficiency in the first thirty-five years of reform, starting from 1978. By the time the new leadership under Xi Jinping took office in 2013, China had ascended to middle-income status. Domestically and internationally, China also inhabits a different political environment. By exploring the adaptive processes that have taken China this far, we can better understand the origins of the particular challenges it faces today and assess whether its leadership can continue to tackle them in years to come.

   Road Map

   Here’s how the rest of the book proceeds. Part 1 lays out the building blocks of my analysis in two chapters. Chapter 1, “Mapping Coevolution,” introduces and previews my approach to mapping coevolutionary paths of development. In the style of a mini–analytic narrative, this chapter zooms in on the mutual emergence of industrial markets and professional bureaucratic traits in a modeled Chinese locality. As this chapter shows, a coevolutionary approach reaches sharply different conclusions about the causal relationship between growth and governance compared to linear and path-dependent theories.

   A preview of how states and markets coevolve provokes the deeper question of why such processes could occur the way they did in China. Chapter 2, “Directed Improvisation,” locates the answer in the way Chinese reformers tackled three key obstacles to effective adaptation, following the themes of variation, selection, and niche creation. The remaining chapters flesh out each of the three themes outlined in chapter 2.

   Part 2 explores the role of central authorities in setting directions. Chapter 3, “Balancing Variety and Uniformity,” investigates how the leadership empowered local authorities to boldly pursue change and flexibly tailor reforms to local conditions, while at the same time delimiting the boundaries of localized policy implementation. It locates the answers in the design of national reform packages and the articulation of central directives.

   Chapter 4, “Franchising the Bureaucracy,” examines how market reformers tackled the problems of weak incentives and muddled goals common to public organizations. Their solution, I show, is to run the bureaucracy like a franchised corporation, where local leaders are evaluated like CEOs and regular cadres (employees of the public administration) are paid like corporate employees. In combination, chapters 3 and 4 illuminate the strategies for influencing the amount of local variability and the selection criteria of bureaucratic agents.

   Part 3 shifts to the improvising role of local governments. Working as a pair, chapters 5 and 6 chronicle the coevolutionary paths of three locales that are each defined by different geographic conditions and starting points. Chapter 5, “From Building to Preserving Markets,” tells the life story of a city in Fujian province with a mixture of growth advantages and constraints. Applying the analytic template introduced in chapter 1, this chapter maps the reciprocal changes among markets, property rights, and developmental strategies from the 1980s to 2014. It documents the unfolding of a three-part causal sequence in thick details: harness weak institutions to build markets  emerging markets stimulate strong institutions  strong institutions preserve markets.

   Chapter 6, “Connecting First Movers and Laggards,” compares the coevolutionary paths of two unequally endowed locales: a coastal county in Zhejiang (a first mover) and a landlocked county in Hubei (a laggard). Expectedly, this analysis finds divergent speeds and outcomes of political-economic coevolution between the two cases. Unexpectedly, however, it also uncovers the different ways that first movers and laggards contributed to each other’s economic takeoff at early and late periods of reform. Finally, I bring the central state back into the picture again, this time focusing on its role in regional niche formation and the evolution of its policies toward regional development.

   The concluding chapter addresses the comparative question: Are coevolutionary processes of development unique to China? Extending my empirical approach, I retell accounts from late medieval Europe, America following independence, and Nigeria since the early 1990s from a coevolutionary perspective. These snippets provide further evidence that development is a coevolutionary process, not only in contemporary China but also in other national and temporal settings. Drawing on the cases analyzed, I summarize six lessons for constructing an adaptive environment. I also discuss some core obstacles that China must overcome in order to stay adaptive in the twenty-first century.

   Through this book, I hope to show that we can study political economies as complex systems in coherent and constructive ways. Confronting the basic question of how development actually happens compels us to revise the theories we build, the analytic methods we use, and the actions we take to improve human lives.
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   MAPPING COEVOLUTION

   We do not need to be complex, however, just for the sake of being complex, but we do need to get over our simplicity hang-ups. Obviously, our theories will always be simpler than the worlds we study, or we are trying to reproduce these worlds rather than a theory of these worlds.

   —Elinor Ostrom and Xavier Basurto, “Crafting Analytical Tools to Study Institutional Change”

   My interviews with local bureaucrats in China deliberately included a question that has long been debated in academic circles: In your locality, do you think it was effective governance that led to growth or growth that enabled the government to improve? The bureaucrats were consistently astonished by the naiveté of this question. To them, the answer is obvious: causation runs both ways. One regular cadre in a city-level agency, who had no scholarly training whatsoever, gave a memorably insightful reply:1

   The economy and the bureaucracy interact and change together. If the economy is poor, then, inevitably, it will be difficult to improve governance. . . . In reality, we do what we must and then adjust as we go along. . . . There must be a process. It’s impossible for a government to reform overnight.

   More bluntly, another bureaucrat griped that the question posed was flawed. In his words, “To say that we should grow the economy and then improve the business environment or vice versa are both misguided. Obviously, we must pursue both at the same time, like the pursuit of material and spiritual development.”2

   These replies suggest that development as a coevolutionary process is a plain reality to many practitioners and probably lay observers too. It is no wonder that they dismissed the question as academic. I concurred heartily with their practical insights and then pressed further: “Could you tell me, from the beginning, how did this process of interaction unfold? How did growth affect the bureaucracy, and in turn, how did bureaucratic reforms affect the economy?” This time, even seasoned bureaucrats were stumped. “It’s too complicated!” was the usual, exasperated response. Instinctively, the practitioners knew that the process of development is interactive and coevolutionary, but laying out and making sense of this entire process step-by-step is anything but easy.

   The purpose of this chapter is twofold. First, I preview the steps I will take throughout this book to map coevolutionary processes of development. In order to chronicle exactly how states and markets coevolve, we must first spell out the steps of analyses. Second, I highlight new and important insights we can learn from a coevolutionary perspective that are obscured in standard linear and path-dependent accounts. At the outset, let me underscore three key insights:

   1. Conventionally good institutions like formal property rights and professional bureaucracies are institutions that preserve markets after markets have already been built. Building markets, however, calls for drastically different institutions.

   2. Market-building institutions typically look “wrong,” that is, inconsistent with best practices, seemingly backward, and prone to corruption. Their developmental potential or role is therefore easily missed or even dismissed.

   3. Institutions, once established, do not always self-reinforce. If initial institutions succeed to spur markets, increased wealth changes preferences and resources, which in turn motivate further institutional adaptation.

   Before we survey the coevolution of states and markets across thirty years of reform and in thick contextual details, it helps to preview this complex process in a small and stylized setting. Following the style of analytic narratives,3 I will apply my empirical approach to map the steps of a particular case of coevolution—the mutual emergence of industrial markets and professional bureaucracies—in a modeled local polity that I nickname Glorious County (in salutation to Deng’s famous maxim “to get rich is glorious!”). Given the deliberately narrow scope of my analysis in this chapter, I call this a mini–analytic narrative. From this exercise, we’ll extract general patterns of state-and-economic coevolution that will play out on a much larger scale in the remainder of the book.

   Four Steps of Mapping Coevolution

   The words “evolve” and “coevolve” are frequently invoked in social science analy-ses.4 Coevolutionary narratives, however, are more than just statements that things evolved together or that incremental change occurred. These are intuitive statements that any lay observer can make, as my interviews with the local bureaucrats suggest. Coevolutionary narratives with teeth strive to reveal mutual causal influences between two (or more) domains of interest: for example, how a particular bureaucratic adaptation affects the economy, how subsequent economic changes feed back to the bureaucracy, so on and on, in a zigzag causal chain.5 In particular, a useful coevolutionary account should pinpoint why particular institutions or strategies were selected at given junctures and whether or not these selections continued to fit the environment at later periods.

   For the benefit of a general readership, I keep my methodological discussion in this chapter brief. For an elaboration, appendix A details my procedures of data collection, highlighting the design of fieldwork and interview questions to document changes across multiple institutional domains and over time.

   The logic of coevolutionary analysis is straightforward: array the traits of selected domains over multiple time periods and then examine the influence of change in one domain on change in the other domain at each juncture. More concretely, I follow four basic steps:

   1. Identify two (or more) domains of significance.

   2. Identify significant time periods of analysis.

   3. Identify dominant traits of each domain in the significant periods.

   4. Identify the mechanisms of mutual influence at significant junctures.

   While the logic of analysis is straightforward, the hard work lies in implementing these steps and collecting data to map coevolutionary paths. For a start, measuring qualitative changes across institutional domains, across regions, and over time is a formidable task in any national context, not to mention in developing and authoritarian countries, where there are few ready-made and precise datasets to download. In my study of China, nearly all the data had to be collected from scratch through extensive fieldwork and interviews, which generated more than a thousand pages of transcripts in Chinese (for more details, see appendix B). Using this cache of historical-qualitative data, I propose causal links on the grounds of plausibility. Precise testing of each of these numerous links is beyond the scope of this book, but the paths I sketch here lay the necessary groundwork for future ambitious efforts at collecting fine-grained panel datasets that may allow us to test more precisely each proposed link in each causal chain.

   Any historical study in search of long-term interactive patterns will run into challenges of data collection. Such challenges are magnified when attempting to trace multistep and multidirectional—rather than linear—paths of change. Nevertheless, these obstacles should not stop us from reaching for a dynamic theory of development. My efforts at systematically mapping the coevolution of states and markets using the qualitative data I collected, I hope, suffices for readers as an essential and worthwhile step toward revisiting the fundamental question of how development actually happens.

   The Norm: Good Bureaucracies and State-Led Growth

   Studying the coevolution of states and markets is an exceedingly complex task. Both states and markets are large cluster domains, each containing multiple attributes. To preview a coevolutionary approach to the study of development, it makes sense to zoom in on one strand of each cluster. On the state cluster, I prioritize the bureaucracy. More specifically, I will focus on the emergence of professional bureaucracies organized along Weberian precepts or popularly regarded as “good” bureaucracies. Then, with respect to the economy, I will focus on the industrial sector, setting aside other higher-order spheres such as financial markets and corporate governance.

   Especially in the study of late-developing economies, there is good reason to focus on good bureaucracies and industrial growth. This is because in poor and rural economies, the conversion of agriculture to industry is a (if not the) principal source of growth. And among late developers, interventionist state policies are crucial for accelerating the process of industrial catch-up, as persuasively argued by the developmental state school.6 But in order for state intervention to successfully foster markets rather than breed corruption, proponents of developmental states stress that the right kind of bureaucracy must first be established.7

   So what is the right bureaucracy for state-led development? The answers can be traced a century back to Weber’s monumental essays, in which he spells out the characteristics of legal-rational, professional bureaucracies that depart fundamentally from—and more importantly are superior to—bureaucracies that prevailed in premodern times.

   Among the list of attributes Weber identifies, two stand out.8 First, professional bureaucracies perform specialized functions through technically qualified personnel. While nonspecialization was the norm in premodern and patrimonial settings,9 modern corporations and governments all embrace functional specialization as a norm. Thus, Herbert Simon states as a matter of fact, “The administrative organization is characterized by specialization—particular tasks are delegated to particular parts of the organization.”10 Indeed, in public administrations across countries—including in China—every office is formally assigned a specialized function with a delineated scope of expertise and responsibilities (for example, the Commerce Bureau regulates commercial affairs, the Education Bureau administers education services, the Environment Protection Office enforces environmental regulations, and so forth). That specialization is superior to nonspecialization seems uncontroversial. Offices should be more efficient if they specialize in well-defined tasks than if they juggle multiple, overlapping responsibilities. Weber’s observations are aligned with Adam Smith’s emphasis on efficiency gains from the “division of labor” in capitalist economies.11

   Second, inseparable from specialized functions is impersonality. Impersonality refers to the conduct of duties and exchanges with parties with whom we are not personally acquainted or related. When we say “keep it professional” in modern parlance, we mean such norms as not recruiting family members into workplaces and not discussing private affairs while at work.12 For public agents, impersonality is associated with integrity. Public agents are expected to conduct their work on the basis of formal rules that are applied equally to everyone rather than in favor of particular individuals. Impersonality is a distinctively modern concept, premised on the meaningful separation of public and private spheres, which arises in communities large enough that people live among strangers.13 From this modern perspective, we have come to mildly interpret the lack of separation between the two spheres as unprofessional, or worse as corrupt.

   The Weberian traits of specialization and impersonality are taken-for-granted norms in Western public administration. Among East Asian developmental states, such characteristics are seen as indispensable for state effectiveness.14 Chalmers Johnson’s classic study of the developmental state in Japan features MITI (the Ministry of Trade and Industry) as the star. Staffed by top recruits from Japan’s elite universities, MITI is a central ministry vested with sole authority to craft and execute national industrial policy. As Johnson observes, “[the] concentration of [vital powers] in [this] one ministry and the ministry’s broad jurisdiction” accounted for its remarkable efficacy.15 In another seminal study, Evans adds a social dimension to the character of East Asia’s developmental bureaucracies, arguing that these agencies had combined Weberian coherence and discipline with collaborative state-business relationships, aptly captured in the label “embedded autonomy.” Through this hybrid, Evans proposes, technocratic qualities may shield bureaucracies from corruption and direct capture by interest groups.16

   Among the many tasks of growth promotion, recruiting foreign investment stands out as a top priority that must be delegated only to the most competent agents. In East Asia, the central assignment of investment promotion is assigned to specialized, elite agencies that are professionally equipped to woo investors as well as to coordinate investment policies for the entire economy. In Singapore, this specialized investment agency is the EDB (Economic Development Board), and in South Korea, the equivalent body is the KOTRA (Korea Trade-Investment Promotion Agency). At a speech delivered in Timor-Leste, Kishore Mahbubani, one of Singapore’s leading diplomats, urged the officials of this newly independent state to emulate the efficacy of the EDB. In his words, “The EDB has been instrumental in Singapore’s success by bringing in FDI [foreign direct investment]. . . . This is something which Timor-Leste can do as well. By setting up a one-stop specialized agency that focuses on foreign direct investment, Timor-Leste will also signal to the rest of the world that it means business when it comes to attracting FDI.”17

   Weberian bureaucracies like the EDB are clearly desirable, but how are they achieved? All developing countries want to have good bureaucracies, yet many fail to create them. Some observers credit the “political will” of strong leaders in East Asia,18 such as Singapore’s late prime minister Lee Kuan Yew, who forcefully stamped out corruption and installed a highly efficient civil service. Others, on the other hand, trace East Asia’s remarkable bureaucratic capacity to the region’s colonial legacies.19 Indeed, Mr. Lee himself conceded that the British had left Singapore with “an administration that worked.”20 Despite disagreements about the origins of effective bureaucracy in East Asia, one consensus is clear: state agencies organized along Weberian precepts are universally ideal and a prerequisite for state-led economic success.

   China’s Anomaly: “Wrong” Bureaucracies and State-Led Growth

   After reviewing the conventional wisdom, the surprise comes when we shift from East Asia to China. Whereas the states of East Asia are small and centralized, China is big, multileveled, and highly decentralized. In this context of extensive decentralization, developmental action in China is diffused across subnational bureaucracies, extending from the province down to the lowest level of village, rather than concentrated in a handful of powerful central ministries. Similar to their counterparts at the national level in East Asia, local leaders and even regular cadres in China are known to aggressively promote economic growth and industries in their locales. Their probusiness measures include drawing macroeconomic plans, constructing infrastructure, providing loans and subsidies to domestic firms, and even organizing promotional events for local industries. As Oi concludes, China showcases “a qualitatively new variety of developmental state,”21 with “local governments in the lead role.”22

   Given their developmental qualities, are China’s local states structured like the national states of East Asia, with professionals in economic agencies performing specialized roles? Although there are numerous references to the developmental behavior of China’s local states,23 surprisingly little is known about precisely which agencies conduct investment promotion and how targets and credit are allocated among them. If we read formal organizational charts, it appears that the structure of China’s local states is similar to East Asia’s national developmental states. Every locality (from province to county) features an Investment Bureau, whose nominal task is to attract investors and to craft investment policies. Based on the experience of East Asia, one expects China’s local investment bureaus to be like Singapore’s EDB or South Korea’s KOTRA.

   But in fact they are not.

   Through my fieldwork, I uncovered the fact that local investment bureaus in China do not (or did not, depending on location) actually bear sole responsibility for investment work. Instead, all party and state offices, regardless of nominally assigned functions, are required and rewarded for participating in courting investors. Each agency has to perform its formal functions (e.g., environmental protection, law enforcement, personnel management), but at the same time they are all enlisted to prospect for investors for their home states. In some places, statewide efforts to woo investments is (or was) dubbed “the beehive campaign,”24 and in others the slogan is (or was) “let all members join in courting investments.”25 In local China, the crucial developmental work of investment promotion is (or was) conducted by bureaucracies of all stripes; surprisingly, it is not specialized.

   That’s not all. Local governments make (or made) extensive use of the personal connections of public agents to attract investors. Instead of “keeping it professional,” which we think should be the proper way to conduct official duties, the Chinese method of investment promotion fuses private and public spheres; it is deliberately not impersonal.

   The Anomaly Up Close: Upstart County

   To view the anomaly of en masse, personalized investment promotion in action, let me detail my findings from Upstart County of Jiangxi Province.26 Among the five formal levels of government, the county is especially important. Not only do counties account for half of China’s gross domestic production,27 they also supply essential public services like education, health, and urban infrastructure.28 Jiangxi is nestled between the coastal provinces of Fujian and Zhejiang and the central provinces of Hubei and Hunan. In terms of GDP per capita, Jiangxi ranks among the poorest provinces.29 Hence the situation in Jiangxi is roughly representative of that in China’s poorer inland regions.

   The basic bureaucratic structure of local governments is nearly identical throughout China. Ministries at the central level are replicated at each administrative level and across all locales. The party and the state form two parallel hierarchies. In terms of formally assigned functions, party organs are generally responsible for political affairs (e.g., cadre appointments and propaganda), whereas state organs are in charge of regulation, economic management, and delivery of public services. In contrast to the formal separation of political party and state administration in democracies like the United States, party and state are deliberately fused in China’s political system.

   So in Upstart County, which organizations in the bureaucracy are in charge of investment promotion? First of all, consistent with previous studies,30 my research finds that investment promotion targets are assigned to all townships and subdistricts within the county, which is the next lower level of administration.31 This is not surprising as townships and subdistricts are levels of government and are therefore supposed to serve a variety of functions within their jurisdictions, including economic promotion. Instead, what I found surprising is that in addition to townships and subdistricts, virtually all agencies within the county party-state are also assigned targets to bring investors into the locale each year. To see the anomaly of this arrangement up close, see the translation of an official document in Table 1.1, issued in 2013 by the county Party Committee and State Secretariat, which lists the assignment of investment targets.

   The list makes apparent that the Investment Bureau is only one among many agencies assigned the role of pursuing investors. Moreover, the assignment of investment promotion is not only limited to agencies with economic functions. Even agencies that obviously should not have economic functions are tasked to court investors, including the county Family Planning Bureau (in charge of enforcing birth policies), Audit Bureau (which audits the accounts of other departments), Department of Discipline (responsible for investigating corruption), and Department of Organization (which makes cadre appointment decisions). In addition to the agencies on the list, remaining county offices are “encouraged to court investors.” These include party-led social organizations, such as the Communist Youth League, Women’s Federation, Association for Culture, and even Association for the Handicapped. The names of these organizations alone clearly indicate that they should have no business in prospecting for investors!

   Along with the assignment of targets, departments that meet and exceed targets are awarded bonuses and those that fail are penalized. As an additional monetary incentive, Upstart County devised a deposit scheme, requiring all agencies to submit a deposit of 50,000 yuan each year to the county treasury. Organizations that fulfill their targets receive a refund of the deposit in the form of extra budget allocations for administrative spending. Those that fail surrender their deposit to the county as a penalty. Compared to the norms of public administration, this arrangement is peculiar because we expect public agencies to receive funding from the county based on reported budgetary needs,32 not on the amount of investments they attract. Submitting a deposit to the county and then receiving a refund based on performance makes these public agencies seem more like private contractors than bureaucratic subordinates.33

   Similar to other localities I have studied, the agencies of Upstart County rely primarily on the personal connections of bureau chiefs and staff members to draw investors.34 Local cadres tap connections with “friends, former classmates, and relatives,” which locals describe as a way of “fully exploiting productive networks.”35 An officer at the Personnel Management Bureau of another county related, “Basically we rely on personal networks to attract investors. Whenever we meet our relatives and friends, we urge, hey, come to my county!”36 Because Upstart County has a large outflow of migrants who left the county in search for work on the coast, some of whom succeeded as entrepreneurs, these natives form a promising source of investors.37 Elsewhere, local officers called upon friends from other cities and overseas relatives in Taiwan and Hong Kong.38

   
   TABLE1.1 Document on investment targets assigned to county agencies, Upstart County, Jiangxi Province, 2013
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   One might ask how credit is assigned if so many agencies are enlisted to court investors en masse. The answer lies in the highly personalized nature of investment courtship: investors can clearly identify specific individuals as their intermediaries.39 As one officer stated, “Our businesses are recruited by particular officials through affective relationships.”40 That is why in addition to awarding bonuses to departments, Upstart County also rolled out a bonus scheme for individual bureaucrats. Entitled “bonuses for intermediaries” (i.e., brokers), the policy is spelled out in fine detail in an internally circulated document. The program is divided by tier, and at the bottom of the bonus scheme are regular projects below a stipulated value, which entitles brokers up to 300,000 yuan (US$50,000) in bonuses.41 For mega-size projects, brokers may receive up to 5 percent of the value of realized investments,42 which could amount to a colossal sum. The potential size of these performance-based commissions completely overshadows the official wages of civil servants, usually less than two thousand yuan per month (more in chapter 4).

   Such close personal ties between investors and bureaucrats, paired with a commission-based compensation system, can naturally breed special privileges and corruption. One official from Shanghai subtly acknowledged:43

   Recruiting investors requires good services but also affective relationships. The latter part operates within a black box, containing hidden promises of exchange between the investors and the recruiters. This process breeds corruption and tempts individuals to commit crimes.

   Another economic bureaucrat from Upstart County elaborated more bluntly:44

   Officials and bosses are closely embedded with each other, and gradually this relationship will produce plenty of grease. For example, if an official pays the boss a visit, surely the boss would have to show some appreciation. At the same time, if the boss comes to invest in the official’s locale, the official will lean toward this boss due to personal affective ties. It will be easier to negotiate preferential policies.

   Even in the absence of corruption, agencies confront a fundamental conflict of interest between recruiting investors and enforcing regulatory rules. Another officer said, “The environmental protection bureau is supposed to be a regulator. But if you assign targets of investment promotion to this agency, then it will easily let enterprises pass and underestimate the environment costs of their projects.”45 Moreover, when all agencies are recruited to prospect for investors, it is nearly impossible to align individual actions with a collective development plan. Hence the quality of investments attracted is likely to be spotty.

   The nonspecialized and personalized nature of investment promotion stands in sharp contrast to the professional economic agencies of developmental states in East Asia. Although elite bureaucrats in East Asia were criticized for snuggling too close to businesses,46 those investors were generally not family members or personal friends of state bureaucrats. Nor were bureaucrats in EDB (Singapore) or KOTRA (South Korea) remunerated by commissions pegged to investment value. By contrast, in Upstart County, personal networks and bureaucratic functions are enmeshed.47 Public agents deploy personal contacts and resources to perform official duties. And in doing so, they may obtain large bonuses and further solidify their individual connections with capitalist bosses.

   The Puzzle Deepens: Upstart County vs. Other Counties

   Just as you think the situation in Upstart County is odd, perhaps even disturbing, the surprise deepens. Comparing different localities, Upstart appears similar to some places yet different from others. Below are excerpts from two interviews conducted in 2012, the first in Fujian (a coastal province) and the second in Hubei (an inland province). Both quotes describe the current method of investment promotion in their locale.

   Quote from Fujian (coastal) province: We still have to promote investments, except, now, it is a routine. . . . Compared to ten years ago, we are more institutionalized, regularized. Investment promotion is a regular task, not a county-wide campaign like before. This is a change that happens as the economy grows. In the early stages, we went all out, en masse to pull in investments. Subsequently, our work became regularized, and the focus is now to guide and regulate investments.48

   Quote from Hubei (inland) province: Assigning investment tasks to all the departments can incentivize everyone to act together, fully utilizing everyone’s networks and resources. We are now in the midst of a county-wide campaign to promote investment. Our county is a small place, with no unique advantage in location or transportation. How can we develop economically if we don’t pursue investments en masse? Anyway, the whole country is doing this.49

   Comparing the two quotes, it appears that the two locations lie on different points of a shared timeline. The locality in Fujian has already transitioned from an earlier mode of nonspecialized, personalized investment promotion to “routine” work performed by the Investment Office, whose “focus is now to guide and regulate investments.” Meanwhile, the locality in Hubei is still “in the midst of a county-wide campaign.” The status quo in the second location mirrors what we currently find in Upstart County, which is also an inland county. The official in Hubei even incorrectly assumed that “the whole country is doing this” (en masse investment promotion). In fact, unbeknownst to him, parts of the country on the coast were already finished “doing this.”

   Findings from my fieldwork in China reveal a bureaucratic structure that is starkly inconsistent with Weberian norms of professionalism, of which specialization (each office is dedicated to an assigned function) and impartiality (separation of personal interests from official duties) are two defining traits. China’s anomaly is striking when compared to public administration in the West and even more so when compared to the professional agencies of classic developmental states in East Asia. And that is not all: this anomaly varies across space and changes over time. Although the status quos clearly diverge across regions, the divergent regions appear to share similar processes of change.

   A triple empirical challenge arises: What explains the origins of nonspecialized and personalized investment strategies among China’s local states? How did these structural features evolve over time? And why did the evolution process diverge across space?

   Limitations of Existing Explanations

   Compared to a coevolutionary framework, prevailing interpretations of the absence of professionalized investment promotion will arrive at very different—and ultimately static and partial—conclusions. First, for those who consider legal-rational qualities as the norm and other practices as abnormal, the conclusion is that China’s local bureaucracies “failed” to Weberianize.50 Explanations will then center on why China is inherently deficient at modernizing.51 For example, Lu argues that China’s local bureaucracies, “rather than evolving toward regularization and rationalization, [became] indefinitely patrimonial.”52 He asserts that “the Chinese regime inherited an undisciplined, ineffective, and arbitrary bureaucracy by the time reforms began.” Then, when market transition began, the bureaucracy became “more approximate to what Weber described as patrimonial officialdom, characterized by a lack of clear delineation of public and private spheres.”53

   There is no question that many practices of China’s bureaucracies violate Weberian norms, but Lu’s conclusion that these organizations are patrimonial and inferior does not square with the aggregate success of China’s local state-led development.54 Indeed, Upstart County, which we earlier saw, is currently in the midst of a growth spurt. This county started to court investments in an en masse and personalized fashion from around 2005, and it is also from this point that income and tax revenue rose (see figure 1.1). If this county failed to Weberianize, as Lu claims, then why has its failure coincided with an unprecedented economic boom? This is a paradox that those who equate deviations from norms of good bureaucracies with backwardness and corruption cannot resolve. Moreover, far from being “indefinitely patrimonial,” these bureaucracies in fact continue to adapt over time and at different paces across regions.

   Second, for those who adopt a more optimistic view, China’s departure from specialization could be interpreted as a quirky adaptation or experimentation with nonconventional practices. Some argue that such “unorthodox” arrangements can work sufficiently well at an early stage of development.55 Then, as Qian predicts, once market conditions mature, these second-best aberrations “should eventually be replaced by more conventional, best-practice institutions.”56 To Qian’s credit, part of this prediction has indeed played out in wealthier locales I studied, where en masse investment promotion was eventually replaced by routinized work assigned to one specialized agency. Yet in other parts of China, like in Upstart County, the practices that are already obsolete on the coast have only begun to germinate. Many have observed the diffusion of successful policy experiments from “point to surface” (that is, from a pilot location selected by central reformers to the rest of the country) within a short time frame.57 But what explains the lagged replication and replacement of practices across regions observed in my study, a process that does not appear to be centrally organized and planned? When and how did such a process occur? These are questions that those who noted the existence of “transitional institutions” have not yet asked, much less answered.
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   FIGURE 1.1 Economic growth and investment promotion in Upstart County. City and County Financial Statistics and Upstart County Yearbooks.

   

   Adaptation is certainly part of the development story, but it is not enough to stop at asserting that adaptation occurred. To quote Holland, a leading complexity theorist, “the ‘how’ of this adaptive process is far from obvious.”58 By definition, adaptation is a response to a contingency. If so, what are the contingencies? Put differently, what problems are the assigners of the agencies’ tasks responding to that may lead them to select nonspecialized and personalized investment promotion over other available options? What influences the range of alternatives in the environment? Over time, the practices I observed in some locales were not retained. Why not? What new economic contingencies triggered the modification of bureaucratic functions and practices?

   The above are the types of questions that a coevolutionary framework raises. Because my framework does not assign a priori normative value to outcomes—namely, that Weberian bureaucracies are the gold standard—it explains institutional divergence as divergence rather than as failure. Because my approach attends to the mechanisms of variation, selection, and retention, I do not assume that adaptation will automatically occur but instead look for specific pressures that trigger and shape adaptation. I also do not assume that institutional forms in transitional contexts are temporary aberrations that will necessarily fade “once market conditions mature,” because economic change is simultaneously dependent upon the existing matrix of institutions. Within China, so-called transitional institutions do not emerge and expire at uniform rates. To address the various new questions raised here, we need to map the process of coevolution step by step.

   A Mini–Analytic Narrative

   Part 2 of this book will chronicle the coevolutionary paths of three different localities in thick contextual detail. An initial encounter with so much detail, however, may overwhelm the reader and obscure the underlying logic of mutual change. Hence, in this section, I choose to strip away the details and instead pre-sent a coevolutionary path in abstraction, based on the modeled case of Glorious County. In mapping the development of Glorious County, the use of tense pre-sents a tricky issue. Depending on where and when you look within China, the processes I trace will either have taken place, are still occurring, have yet to occur, or, lastly, may never occur. For consistency, I use the past tense, but please keep in mind that different tenses apply to different places.

   Act I: The Starting Point

   Like many other locales in China prior to reform, Glorious County began as a poor, agrarian, and closed economy, run by a Maoist bureaucracy and lacking the core capabilities of conventional growth-promoting states. How could Glorious County make the leap from a vicious trap of poverty and backwardness to becoming rich and developmental?

   According to conventional wisdom, this transition might occur through two contrasting linear paths. Following the claim that good governance is necessary for economic success, Glorious County should “get governance right” before pursuing state-led development.59 The county must first replace its pre-existing Maoist bureaucracy with a brand-new fleet of professional agencies and follow the best practices of Weberian administration. As this logic predicts, once elite and skilled agencies vested with monopoly power in vital economic tasks are combined with market-friendly policies, an influx of investments and high growth should follow.60

   Conversely, according to arguments that it is economic growth that leads to improved governance rather than the other way around, what Glorious County needs is a massive injection of capital, such as foreign aid or central state investments.61 The expectation is that once the locale crosses a critical capital threshold, it will be able to afford and create professional agencies. These two competing theories are schematized in figure 1.2.

   The story I uncover, however, departs sharply from the predictions of either theory. Glorious County did not “get governance right” before pursuing growth. In fact, assessed in terms of Weberian standards, it got its structure of bureaucracy wrong as a first step. Glorious County also did not rely on handouts from the central or foreign governments to propel development. Instead, it pulled itself up by its own bootstraps. The coevolutionary path of development in Glorious County is summarized in figure 1.3.

   At a start-up stage of development, Glorious County was poor and backward in that the county lacked a professional team of economic technocrats. Instead, the bureaucracy was staffed by cadres bequeathed from the Maoist era, many of whom had scant exposure to market activities and foreigners. In fact, during the previous decades under Mao, cadres perceived to have any capitalist dealing were severely punished. In terms of formal structure, the pre-existing party-state apparatus was composed of various offices that were each assigned a particular nominal function (e.g., Organization Department, Finance Bureau, Family Planning Bureau, Statistical Bureau, Communist Youth League, etc.).
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   FIGURE 1.2 Two competing linear paths of development
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   FIGURE 1.3 Coevolution of economy and bureaucracy in Glorious County

   

   A new contingency arose when the reformist leadership at the central government gave the green light for local governments to pursue external investments. What changes could Glorious County make to capitalize on this new policy opportunity? Who in the county could do the job of attracting investments, which the county had not done before?

   Act II: Capitalizing on Market Opening

   At this point, county leaders mulled over two alternatives: either assign one agency to specialize in attracting investors, or get all agencies to seek investment en masse to maximize the chances of getting a hit. Under normal—ideal—circumstances, the county should of course choose to build a competent and specialized team of investment officers, modeled after Japan’s MITI or Singapore’s EDB. These technocrats would draw up macro-economic plans, design county-wide investment policies, and seek investment opportunities that were in line with the county’s long-term developmental vision.

   Being poor and backward, however, influenced the selection of bureaucratic traits in two significant ways. First, a poor county is hungry for investors and capital of any kind. Second, Glorious County lacked the personnel to form a professional investment agency. Under Mao, recruitment into the party-state apparatus was based on political qualifications over technical expertise. Moreover, during the Cultural Revolution, lasting a decade before market liberalization, a whole generation of young people from the cities was sent to the countryside and deprived of education. Making matters more difficult, Chinese bureaucrats are entitled to de facto lifetime employment, even today. In short, the existing cadre corps was nowhere close to being technocratic and could not be fired.62

   Yet although Glorious County lacked sophisticated know-how in market management, it had one key abundant resource: personal networks. An average county had more than twenty thousand cadres, each of whom had family members and friends, and even overseas relatives, who could supply capital and raw materials and provide a demand for manufactured goods.63 What a backward rural setting lacked in terms of modern markets and technical expertise could be compensated for by strong personal ties and the affective power of such ties.

   Now when the constraints and opportunities that define a start-up phase of development are reassessed, is it still obvious that a Weberian bureaucratic organization is the universal optimal strategy? In this context, en masse and personalized investment promotion—which some locals called the “beehive” campaign—actually presented a better fit than professional norms. Furthermore, I should stress that once the imperatives of early growth are underlined, the beehive campaign was not merely, as Rodrik terms, a “second-best” strategy that is not ideal but good enough for the time being.64 Rather, for a county trying to take off with little financial and human capital but a strong traditional base of personal connections, the beehive campaign was a first-best strategy.

   Unleashing an aggressive team of sales personnel to promote a county works, however, only if there is something credible to sell. Whether or not the agencies of Glorious County could recruit investors hinged critically upon the county’s basic endowments, especially its geographical conditions. If Glorious sat on a steep hill or in the middle of nowhere, then it would have been impossible to build factories and export products. In that case, no matter how ambitious the quotas assigned, how strongly agencies were incentivized, and how hard they tried, a miracle would not happen. Conversely, if Glorious was located across the straits from Taiwan, with a ready flow of Taiwanese investors, then aggressive, en masse investment promotion would quickly bring visible results. This observation reminds us that arguments about the growth-promoting effects of revised bureaucratic incentives, whether through fiscal or career avenues,65 are regionally limited and conditional upon the availability of feasible growth opportunities. (But the twist, as we’ll see, is that such opportunities are not entirely static.)

   Consider what would happen if Glorious County were located near the coast and therefore able to offer credible attractions to investors. A beehive mode of investment promotion would stimulate more than rapid growth. When every agency and cadre wooed investors without specialization, all types of investments arrived, some productive but others of low value. Also, without a central agency imbued with overarching powers to oversee the process, investments would be uncoordinated. For example, automobile factories might lack auxiliary producers of steel and tires, or polluting industries might locate alongside food manufacturers. In short, higher GDP was rave news, but the industrial structure was a mess. In evolutionary terms, a new bureaucratic trait (en masse and personalized investment promotion) would interact with the environment (coastal location) and trigger a new economic trait (high growth but a chaotic market).

   Act III: No Longer Starving

   Having kick-started early growth, economic change fed back to bureaucratic change. As capital accumulated, producing more industries and a larger tax base, the initial pressure to source investors indiscriminately subsided. As local cadres put it, during the start-up stage of development, their overriding impetus was to “eat,” that is, to satisfy basic material needs.66 When the county was no longer starving, however, it became pickier about what it ate. Consequently, a new contingency arose: how to restructure the economy to attract quality investments and to sustain growth. At this juncture, more sophisticated concerns about the complementarity of industries and the crafting of comparative advantages began to enter policy deliberation.

   Changes in market conditions prompted policy makers to recalibrate the pros and cons of existing bureaucratic traits and to explore alternative bureaucratic traits. Glorious County no longer sought investments only in quantity; rather, it now valued the quality of investments. In other words, the success criteria changed as a result of economic change. At the earlier stage of growth, investment promotion en masse was advantageous in bringing in investors quickly and in large numbers, but the drawbacks of the method amplified as income grew. It distracted agencies from conducting their proper functions, created a conflict of interest between attracting investors and enforcing regulations, and obstructed centralized coordination of investment policy.

   Moreover, there was a limit to the exploitation of personal networks to court investors. In particular, cadres in nonleading positions had only a certain number of friends and family members who were likely investors. Soon enough, they exhausted their familial networks and were drained by the beehive campaign. For these reasons, when the county sought to restructure and upgrade, rather than simply grow indiscriminately, specialized investment promotion now presented a better fit than the earlier beehive strategy.

   In this environment, a new success criteria (the pursuit of quality investments) and new constraints (exhaustion of personal networks among nonelite bureaucrats) motivated the selection of a new bureaucratic trait (a professional mode of investment promotion). Moreover, policy makers were not the only actors who changed their preferences and adapted; businesses did too. As markets grew, mature entrepreneurs made investment decisions less on affective and personal ties and more on whether a given location provided quality infrastructure, predictable policies, and industrial clusters and complementarities that were necessary for profitable and sustainable production.

   To supply these conditions for more sophisticated investors, the county leadership would require specialized economic agencies to plan and execute investment policies, this time placing greater emphasis on industrial coordination and selective investment promotion. In practical terms, this newly evolved imperative called for several bureaucratic reforms: redefine bureaucratic roles, remove en masse investment targets, and recruit more professionals. After shedding their role as a collective sales force, noneconomic agencies could better focus on the tasks of regulation and social services provision they were supposed to perform; they were subsequently able to build expertise in their specific domains. It was only by this juncture, several steps down the coevolution chain, that the bureaucracy began to acquire some of the characteristics of the Weberian ideal type.

   To be clear, though, even as the bulk of the bureaucracy acquired more professional traits, personal connections and corruption were not eradicated; instead they took on more sophisticated and even legalized forms. Economic growth fed back to the elite segment of the bureaucracy by generating new avenues to exchange power for money. At early growth stages, corruption took the form of what some social scientists call speed money, that is, payments to bypass red tape and speed up administrative processes.67 Then, as an economy matured, new opportunities to reap supersized profits by cashing in on emergent markets emerged, opportunities that were previously unimaginable when Glorious County was only a poor agrarian economy. One example is urban renewal projects that turned worthless parcels of land into pricey downtown properties; those given access to choice sites would later become billionaires. This structural conversion of the economy from rural to urban generated a new form of corruption that I call access money, that is, access to the game of fabulous wealth creation.68

   The emergence of urban and industrialized economies altered the direction of greed among political elites who controlled access to markets. For them, it would be foolish to repel businesses through arbitrary extractive practices when forging partnerships with a select group of capitalists presented a far more beneficial alternative. Working hand-in-hand with businesses ensured continued growth for the county, while elite officeholders along with their capitalist partners could harvest the cream of prosperity. In short, during the Great Leap from a poor and backward to a rich and modern political economy, the revolution of the bureaucracy involved not only professionalization, as Weber observes, but also a fundamental shift in the nature of corruption.

   Act IV: Regional Variation and Connections

   The preceding discussion traced the steps of a coevolutionary trajectory under the condition that Glorious County could feasibly attract investors. But what if Glorious County was deep in the central region? Obviously, even if this less privileged reincarnation of Glorious County pursued en masse investment promotion, it would not generate an economic boom. Its cadres were not likely to have relatives in Taiwan and Hong Kong, nor would they have ready access to a network of local entrepreneurs. Moreover, even if they had such contacts, foreign investors were unlikely to invest in a remote county of central China when they could do so in attractive coastal locations.

   In this scenario, if county leaders insisted that bureaucracies fulfill investment targets, regardless of whether they were realistic, this could backfire with disastrous outcomes. Local cadres would be pressured to falsify results in order to meet impossible demands. This was exactly what happened during the Great Leap Forward, where unrealistic targets for grain collection led to the starvation of millions of farmers. Again in the 1980s, we witnessed a similar fiasco when central and western locales joined a nationwide rush to set up township and village enterprises. Coastal locales succeeded spectacularly, but inland localities that lacked the basic endowments ended up deep in debt.

   Fortunately and intriguingly, this is not where the story ends for the two reincarnations of Glorious County. When the nation initially opened its market, it was no surprise that foreign investors flocked to the coastal regions but ignored the interior areas. Thus the coastal regions were not only the first to grow rich but also the first to adapt and then phase out early bureaucratic traits, including en masse, personalized investment promotion. Once these areas were able to overcome the constraints of poverty, they then moved on to pursue the higher goals of economic restructuring and bureaucratic modernization. In short, these geographically endowed regions led the way in the coevolution of markets and bureaucracies.

   When certain parts of China were no longer poor and backward in development, what happened next? In Deng Xiaoping’s term, coastal locales that “got rich first” morphed into a rich source of investors for their laggard peers. While an inland county with no international visibility struggled to attract foreign investors, it had a far better chance of drawing domestic investors from Shanghai and Zhejiang. As the coastal areas restructured, they sought to dispose low-end manufacturers in order to clear the way for targeted industries and services on the higher-end of the value chain.

   In a domestic flying geese pattern, the first-mover states turn to the neglected backyard in their country, belatedly bringing a new flow of investments into the inland regions. When these areas were able to attract domestic capital, the coevolutionary path that played out decades before in the coastal areas was then kick-started in locales that were previously left behind. These are some of the new dynamics in an evolving national system that propelled Upstart County in the interior of China to pursue en masse investment promotion today, a practice that coastal locales had abandoned many years before.

   A spoiler alert: The story, however, does not end with happily ever after. Whether international or domestic, development is a moving train. Those who hop onto the train later than others may finally celebrate a chance to catch up, but the scenery outside the train has already changed, sometimes drastically so.69 This analogy describes the present-day environment in China. Although many parts of the interior are experiencing late growth spurts, they face challenges and constraints of the twenty-first century that coastal first movers had avoided, such as restrictive national policies and regional competition from other low-cost manufacturing states like Cambodia. Whether and how laggards and first movers can adapt to evolving contingencies particular to their stage of development will collectively determine the sustainability of China’s economic miracle.

   Concluding Lessons

   What difference does it make to study development from a coevolutionary as opposed to a linear and path-dependent perspective? I suggest that it makes a lot of difference. To highlight the explanatory power of my approach, let’s compare the conclusions of my coevolutionary narrative of Glorious County—which is based on real-life cases that will later appear in chapters 5 and 6—to several tenets of conventional wisdom.

   Conventional Wisdom 1: Good institutions of governance lead to growth.

   Is it good institutions of governance (in this case, professional bureaucracies) that lead to capitalist growth? The answer is that it depends on the stage of development. When Glorious County reached a more advanced stage of development geared toward quality growth, it did require a bureaucracy consistent with Weberian norms of specialization and impersonality. When trying to build markets, however, the Weberian model did not fit best with the objective of achieving fast growth and maintaining political stability. It was not feasible to replace a Maoist bureaucracy with a technocratic fleet in one step. Equally important, a Weberian model would actually fail to take advantage of a unique and vital resource of preindustrialized communities, that is, the personal connections of county cadres, as well as the mobilization power of a communist apparatus.

   Conventional Wisdom 2: Growth leads to good governance

   Conversely, is it economic growth that leads to good governance and state capacity, specifically the formation of a Weberian-style bureaucracy? Indeed, once Glorious County was no longer impoverished, it had increased impetus and resources to restructure its bureaucracy toward specialization and impersonality. Modernization theory, however, does not account for the drivers of initial growth. Nor can it explain why higher income leads to bureaucratic professionalization in the absence of civic demands for political change.

   Mapping the coevolutionary process of development fills these crucial gaps. Contrary to the “Big Push” plans, Glorious County did not jump-start growth through massive foreign aid or central state investments. Neither foreign consultants nor planners from Beijing imposed comprehensive interventions. Instead, it was the bottom-up initiative of local governments in mobilizing existing resources that lured an initial wave of investors. We also learn that higher income led to bureaucratic professionalization not only because financial resources grew, but also because the preferences of policy makers changed. When poor, the goal of the local leadership was simply to “eat” (i.e., make ends meet). But when less poor, they aspired to eat better food.

   Elite preferences change as the economy changes. This revelation forces us to rethink the assumption of fixed preferences among players that is commonly employed in game theory and dominant theories of political economy. It also reminds us that political change need not only take the form of formal democratization.70 Within authoritarian regimes, bureaucratic change is political change.71

   Conventional Wisdom 3: Developing countries should settle for “good enough” governance.

   Acknowledging that it is not feasible to replicate an entire suite of good institutions within a short time, some development experts urge reforms in developing countries to settle for “good enough” governance. Grindle defines “good enough governance” as “a condition of minimally acceptable government performance . . . that does not significantly hinder economic or political development.”72 Krasner applies the same phrase when he proposes that American foreign policy should aim for “good enough governance,” rather than consolidated democracy, in fragile postwar societies like Iraq and Afghanistan. By “good enough governance,” Krasner similarly refers to minimal conditions like “the provision of basic levels of order,” “some basic services” and “corruption, in which political leaders accumulate wealth for themselves, would be constrained.”73

   At first glance, the above recommendations seem to mirror the lessons of Glorious County’s coevolutionary trajectory, but in fact they differ in significant ways. When experts like Grindle and Krasner say “good enough governance,” they mean government performance that is only “minimally acceptable.” Yet the story of Glorious County (and its real-life incarnations) clearly goes beyond the minimal. As we saw, the entire county bureaucracy, both elites and nonelites, was mobilized to promote growth, and they were all personally vested in the process of market building. These actors creatively reconfigured existing informal norms and communist institutions for the purpose of constructing capitalism from the ground up. Even though their initial strategies defied Weberian precepts, they worked spectacularly well for a takeoff stage of development. Hence it would be a mistake to reduce the unorthodox measures adapted in Glorious County to “good enough governance” that “[did] not significantly hinder economic development.” To be clear, the measures taken aided economic development.

   Without a doubt, the language of “good enough” and “second best” governance is a vast improvement over the one-size-fits-all assumption of good-governance reforms.74 But this literature lulls us into the misimpression that early development merely requires doing less, when in fact it demands doing things differently, that is, by improvising with existing norms and even defying conventions.

   Conventional Wisdom 4: Development is path-dependent, meaning that institutions and outcomes, once in place, self-reinforce and persist.

   Is the path of coevolution driven by path dependence? In my analysis of mutual adaptation, each step influences the next step, but the coevolutionary logic that I map is different from path-dependent arguments. The logic of path dependence is that an initial move generates self-reinforcing effects, precludes certain alternatives in future periods, and therefore becomes “locked in” over time. As Pierson states, in path-dependent analyses, the focus is on identifying the mechanisms that reinforce a given trajectory.75 By contrast, as illustrated through my narrative, a coevolutionary approach makes no assumption that a given path will be reinforced; instead it can account for both reproduction and replacement. It does so by providing an accounting of changes that occurred at each significant juncture, so that we know when and why choices are made, retained, or replaced. As Glorious County’s zigzag path sharply illustrates, an initial selection may modify the environment in ways that lead unintendedly to its demise and replacement down the coevolutionary chain. History does not always repeat itself.

   
   If we string the snapshots of Glorious County’s coevolutionary path from the beginning to the most recent, we find a three-step causal sequence: (1) harness pre-existing weak institutions to build markets (convert and combine personal connections and communist campaign-style enforcement into resources for investment promotion)  (2) emerging markets stimulate strong institutions (onset of early growth and chaotic markets spur the leadership to rethink the focus of development and to readapt the bureaucracy accordingly)  (3) strong institutions preserve markets (emergence of professional bureaucratic traits and replacement of petty corruption with institutionalized elite corruption provide a predictable basis for advanced markets). In sum, even within the same locale, the particular institutions and strategies that promote growth vary over the course of development with changing priorities and income levels.

   We also learn that the effects of initial unorthodox measures (such as the beehive campaign) do not work equally and at the same time across regions. Be it standard good institutions or initial unorthodox institutions, the effects of all institutions are conditional upon the availability of basic growth opportunities, such as distance from export markets. Such opportunities, however, are themselves dynamic.76 Although geography clearly plays a big role in determining any locale’s starting growth opportunities, new opportunities may arise (or decline) as neighboring economies evolve.

   Having reviewed the concluding lessons, we arrive at a final and important question: What allows coevolutionary processes of change to proceed in the way I traced in Glorious County? There is clearly plenty of improvisation involved. Central officials in Beijing did not dictate which specific bureaucratic practices and economic strategies should be enacted at various junctures of the county’s development. In the process of improvisation, how do local policy makers know what to do and what not to do? If no boundaries are placed and every county is free to innovate, the situation will surely be chaotic. And yet, looking at the cases I have reviewed, there appears to be an order to the way localities across China evolved and diverged. What is the source of this mysterious order?

   In addition, why might the officials in Glorious County care to adapt? Adaptation takes effort and thought; it even incurs risks. Why might these public agents not slack off or siphon off public funds into their private pockets without making any contribution in return? There are, of course, lazy and corrupt officials, but if the whole bureaucracy is run by such individuals, then China could not have achieved extraordinary state-led growth.

   All these questions boil down to one key puzzle: something about China’s environment makes on-the-ground agents seem unusually inclined and able to adapt. What is it? I turn to the answer in the next chapter.
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   DIRECTED IMPROVISATION

   It is not sufficient to describe societal change; rather we must attempt to find the underlying forces shaping the process of change.

   —Douglass North, Understanding the Process of Economic Change

   As for directors, one can only advise them not to foist anything on their actors . . . but to enthuse them. . . . Stimulate in an actor an appetite for his part. This preserves the freedom of the creative artist.

   —Constantin Stanislavski, An Actor’s Handbook

   Effective adaptation is something we all love to have, but how do we get it? This is the question to be addressed in this chapter.

   As the analytic narrative in chapter 1 suggests, states and markets coevolve through continuous responses among ground-level actors to ever-changing problems. Because China is an authoritarian, late-developing regime, state rather than social actors are the primary agents of adaptation. Nevertheless, the same questions may be asked of any context, be it states or societies that dominate: Under what conditions do agents adapt to changing circumstances? What defines and influences effective adaptation?

   In order to answer these questions, this chapter draws on concepts from complex adaptive systems (complexity) to first define adaptation.1 Rather than thinking about adaptation as a unidimensional process, it is better understood as a bundle of mechanisms (variation, selection, and niche creation) that collectively drives the process of evolution. Therefore, the conditions that foster adaptation are an assembly of measures taken to address certain problems inherent in each adaptive mechanism.

   Two other important points will be explicated in this chapter. First, I underscore the differences between adaptation in biological and social settings. Natural environments feature a universal and uncontroversial yardstick of success and hence of effective adaptation: survival and reproduction. Among humans, however, the meaning of success is subjectively defined and sometimes fiercely contested. Therefore, theories of biological evolution cannot be imported wholesale into the study of societal adaptation.2 The politics of defining success is central to the human evolutionary process.

   Second, I differentiate between exerting control and exerting influence. Conventional theories rarely distinguish between the two actions. Theories of politics, including in Chinese politics, are predominantly theories of control.3 This traditional emphasis on control, I propose, is predicated on a complicated world view, which assumes that those who seek to control know for sure what they want and take actions to achieve their goals. A world of complexity, however, is full of uncertainty. Even authoritarian leaders sometimes do not know what precise outcomes they prefer or what solutions may arise.4 In a complex world, as we find in political economies, influencing processes of change and empowering ground-level actors to find their own solutions promises to be more fruitful than trying to control exact outcomes.

   Focusing on the context of reform-era China, I will elaborate on three key measures taken by central reformers to influence adaptive processes, grouped under the themes of variation, selection, and niche creation. Briefly outlined, these measures include the following:

   1. designing national reform packages and articulating central mandates in ways to balance variety and uniformity in policy implementation

   2. structuring the cadre evaluation and compensation system in ways to clearly define and reward success within the bureaucracy

   3. allowing regions to tap their natural comparative advantages but also intervening to connect the economies of first movers and laggards

   Condensing these elements into a single label, I call it directed improvisation. Central reformers are most effective at fostering adaptation when they direct, not when they dictate. Akin to directors, the role of the central leadership is to construct a welcoming stage for improvisational responses from below. Then, as we saw in the analytic narrative of Glorious County, local state actors enter the scene and create their own stories.

   Defining Adaptation and Its Implications

   Like the word “evolution,” the word “adaptation” is frequently used but seldom defined in social analyses. Expressed in biological terms, Holland defines adaptation as “the process where an organism fits itself to the environment.”5 Axelrod and Cohen provide a more generic definition: “When a selection process [leads] to improvement according to some measure of success, we call it adaptation.”6

   What are the mechanisms by which agents in biological and social systems adapt, that is, fit themselves to the environment? In this book, I highlight three key mechanisms: (1) variation (generation of alternatives); (2) selection (selection among and assembly of alternatives to form new combinations); and (3) niche creation (crafting of distinct and valuable roles among heterogeneous units within a system).

   In chapter 1, I sketched these mechanisms in action through the analytic narrative of Glorious County. A quick review is helpful. Consider, for example, the processes by which the county officials adapted a pre-existing communist bureaucratic structure to attract capitalist investments.

   Variation: The process of adaptation began with generating and assessing alternative actions. For example, was firing the existing cadre corps inherited from the Maoist era an option? If not, could their targets be revised? What other existing sociopolitical features could be incorporated into investment promotion?

   Selection: Based on their initial criteria of success (i.e., achieve fast growth regardless of quality), county leaders selected and recombined campaign-style mobilization and personal connections to form a new investment recruitment strategy: “the beehive campaign.”7 After this selection was made, it was tested through practice. Where the strategy worked to attract investments, it was retained. But where it failed or when it became incompatible with evolved development priorities, the strategy was abandoned and replaced with a new selection: professionalization.

   Niche creation: Selections made by each locale can affect the performance of other locales and of the entire system. For instance, if all the locales competed head-to-head for the same investments, regardless of differing conditions, then, like monocropping, this could hurt the economy of each region and of the whole nation.

   The above example illustrates that adaptation is not a unidimensional variable (i.e., either you adapt or you don’t adapt); rather, it is a bundle of mechanisms. Collectively, these mechanisms drive the process of evolution. When two or more populations or domains adapt to each other, I call this a process of coevolution. Hence, importantly, evolution and coevolution should not be “confused with development, progress, gradualism, or indeed, any kind of change,”8 as Lustick points out. This is because evolution is a particular type of change involving adaptive mechanisms outlined above.9

   Social scientists have studied other types of institutional change that do not involve adaptive mechanisms. One variety is change via exogenous shocks. Traumatic events like wars and colonial conquest abruptly and forcefully disrupt existing institutions and replace them with new forms.10 Another variety is “gradual institutional change,”11 which, I must stress, may or may not involve adaptation. Aging, wear and tear, and obsolescence are all gradual changes, but these processes do not entail learning nor are they driven by efforts to fit changing environments (instead it is the other way around; people are forced to adapt to inevitable processes of aging and wearing).12

   Once adaptation and evolution are defined, two implications emerge. The first concerns the definition of effective adaptation in social contexts. As earlier mentioned, in biological settings, the definition of effective adaptation is straightforward; whichever selected strategy aids survival and reproduction is by definition effective. Through the mechanism of natural selection, selected traits that enhance survival and propagation in particular environments are retained and passed down to future generations, over time producing an astounding diversity of biological forms. Conversely, in social settings, quoting Axelrod and Cohen, “Clearly, different agents in a population may use different measures of success. So changes that are adaptations for some may not be for others.”13 Hence, analyses of societal adaptation must be prefixed by these questions: Who gets to define success? Is it the state, certain parts of society, interest groups, academics, aid agencies, foreign consultants, or others? And how do these different agents define success?

   A second implication concerns the nature of indeterminacy and human agency in complex social worlds where interactions among many adaptive agents produce tremendous uncertainty. We face risks in complicated worlds but uncertainty in complex worlds.14 Complicated systems like machines are made up of many separate parts that do not adapt to one another. Machines can be extremely intricate and pose difficult complications (try fixing even a simple machine like a broken toaster), but we normally do not expect the parts of machines to interact, recombine, and evolve into unexpected new entities, except in science fiction movies! Complicated systems pose risks, that is, the probability that certain anticipated outcomes may occur. For example, there is some likelihood that a toaster we buy today may break down a year from now; we may be annoyed when it does, but we would not be surprised if it happens.15

   On the other hand, complex systems, exemplified by natural ecologies, human bodies, and political economies, are made up of many moving parts that adapt to one another and the environment. Complex systems can evolve and generate uncertainty, that is, possibilities that are beyond the anticipation and planning of agents within the system. Some possibilities are terrible, such as stock market crashes and outbreaks of war. Yet some possibilities are marvelous, such as scientific breakthroughs, artistic innovations, and the information revolution that we are currently experiencing.16 To extinguish uncertainty is to extinguish possibilities, both terrible and marvelous.

   Risks may be predicted and controlled to a varying extent, but possibilities may only be imagined.17 Confronting risks in complicated worlds, we seek to exert control, to minimize the probability of undesired outcomes and to achieve specific desired goals. In the face of uncertainty in complex systems, however, control may be futile or even self-defeating,18 because in our efforts to reach targeted destinations through particular preferred routes, we may well be missing even better possibilities and paths to these possibilities. Hence, rather than exerting control, which presumes knowledge of certain ideal outcomes or effective solutions, an alternative course of action is to influence the processes of adaptation and change. Axelrod and Cohen apply the term “harnessing complexity,” by which they mean “seeking to improve without being able to fully control.”19

   Once the premises of complicated versus complex systems are clearly spelled out (summarized in table 2.1), it becomes clear that much of social science analysis is predicated on a complicated world view, with an accompanying focus on control over outcomes rather than influence over processes. Indeed, in his magisterial book Understanding the Process of Economic Change, Douglass North asserts on the opening page, “The central focus of this study, and the key to improving economic performance, is the deliberate effort of human beings to control their environment.”20 Control is not the right place to begin a study of adaptation. It is like a parent who aspires, “I want to help children unearth their potential and be creative. Let’s start by thinking how I can control their behavior and mold them to fit my ideals.” In order to explore the underlying conditions of “adaptive efficiency,” as North terms it,21 we’ll have to move away from the conventional focus on control and instead ponder the exercise of influence.

   
   TABLE 2.1 Complicated vs. complex adaptive systems
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   Three Problems of Adaptation

   A theoretically grounded understanding of adaptation is essential for advancing the implementation of adaptive approaches in international development. In recent years, there has been an encouraging shift away from “best practices” in the dominant good-governance agenda toward a localized “best-fit” approach in foreign aid and reforms.22 Experts like Rodrik, Pritchett, Woolcock, Grindle, Fukuyama, Evans, among others, have argued that solutions in developing countries should be tailored to “local contexts,”23 “local knowledge,”24 and “particular situations.”25 Andrews prescribes the following rules of thumb in an approach he calls “problem driven iterative adaptation” (PDIA): instead of selling solutions to aid recipients, identify local problems first; instead of imposing best practices, use step-by-step experimentation; instead of making top-down plans, engage broad stakeholders.26 Hardly anybody, I believe, would disagree with these prescriptions. The hard part, however, is how to put them into practice.

   Some development specialists have tried to “operationalize” the task of promoting adaptation by reducing it to a technical or even ideological problem.27 For example, Grindle tries to provide guidelines for achieving “good enough governance” by drawing up templates of “governance priorities” that allow practitioners to check off boxes and figure out what is good enough.28 Recently, the Harvard Kennedy School initiated the signing of a “DDD [Do Development Differently] Manifesto” based on the principles of PDIA described above.29 Those who sign the manifesto “pledge to apply these principles in our own efforts to pursue, promote and facilitate development progress.” It is no doubt laudable that one of the world’s leading public policy schools is actively enlisting practitioners to embrace an adaptive approach to development. Yet one cannot help, of course, but be reminded of Marx’s communist manifesto. Chinese cadres and citizens, too, were once enjoined to pledge allegiance to Marxist principles, but, as we all know, such promises were thrown out the window as soon as Mao exited the scene.

   The way to put adaptive ideas into practice is to begin by understanding that adaptation is “both promising and problematic.”30 Celebrating the promise of adaptation without appreciating its problems will lead nowhere. Embedded in the problems are clues to where and which appropriate actions may be taken to influence adaptive processes.31

   Let’s begin by exploring the first of three adaptive mechanisms highlighted: variation, that is, the generation of alternatives. As Axelrod and Cohen stated, “Variation provides the raw material for adaptation. But for an agent or population to take advantage of what has already been learned, some limits have to be placed on the amount of variation in the system.”32 If there are no alternatives at all, then no interaction and change can occur. Conversely, if there are too many alternatives, then the situation turns chaotic. Expressed in plain language, we experience option overload.

   The above problem may also be viewed as a trade-off between exploration (inventing new ideas or objects) and exploitation (building on existing options). Between exploration and exploitation, one possible extreme is “eternal boiling,” where agents switch too quickly from one selection to another, without sufficiently trying out and retaining inventions that work. The other extreme is “premature convergence,” where agents settle too soon on a given option without sufficiently exploring other alternatives.33 In short, successful adaptation requires a balance between uniformity and variety, that is, having some range of alternatives and experimentation, but not too much.

   The above concepts and tensions are readily observed in international development settings. On one extreme, the good-governance agenda is premised on the belief that there is a universal set of good institutions, namely, institutions found in the capitalist West. This belief essentially suffocates adaptation at the point of origin: no variation is permitted. International benchmarks further entrench the belief that there is only one best option and that the quality of institutions in developing countries is measured only by its distance from one ideal type. Predictably, when aid recipients are pressured by conditional aid and international norms to adopt a set of golden standards, they have no choice but to pretend to do so, even if these standards do not fit their contexts.34

   The converse of accepting only one option is to consider too many. This is commonly seen in the policy-making processes of young democracies, such as Thailand and the Philippines. When state leaders and bureaucrats are not insulated from popular pressures, they are pulled in every direction. Kohli describes a vivid example from India during the Nehru era.35 Despite inheriting an elite and educated bureaucratic apparatus from British rule, the Nehru government was unable to pursue a coherent policy of industrial promotion because it sought to be a popular party at the same time. The Congress Party’s espousal of nationalist and socialist values, as well as its accommodation of multiple ethnic groups within a federal system, fragmented state power and diluted developmental goals. This example reminds us that while buzzwords like “broad-based engagements” sound appealing, they do not always bring about effective adaptation.36

   Next, consider selection, that is, choosing among available strategies. Measures of success determine how agents respond to particular situations, which has serious consequences in the policy world.37 America’s war in Afghanistan provides a striking case.38 Should success in Afghanistan be defined as the wholesale transformation of this poor, war-torn country into a centralized and democratic state, complete with rule of law and protection of individual rights? Or should the attainment of a modicum of order suffice as a successful mission? In this instance, how success is defined affects whether the United States should hunker down for the long term or cut its losses short, shore up the central government in Kabul or strike bargains with regional warlords, continue to funnel billions of dollars and thousands of troops to Afghanistan, or withdraw American presence.

   Defining success can be hard, very hard. It can be hard because leaders sometimes do not know exactly what success should look like. Or they may envision success to mean something so broad and idealistic that when the vision is translated into operation, front-line agents simply do not know what to prioritize and what to do. For example, some lament the Obama administration’s “mission creep” in Afghanistan.39 Not only do the U.S. armed forces have to fight terrorists, they also assume responsibility for building schools, reforming prisons, and even promoting agriculture business. This example again cautions against sanguine recommendations about “finding and fitting relevant reforms [through] purposive muddling.”40 For muddling to be purposive, success must first be concretely defined, and in practice this is a political challenge.

   Finally, consider the third adaptive mechanism: niche creation, that is, the crafting of distinct and valuable roles among heterogeneous units within a collective. A niche refers to the relationship of a unit vis-à-vis other units within a shared environment.41 For example, when describing a business, we say, “this company’s product occupies a niche in the industry.” Niche creation is a function of diversity: the greater the diversity, the more niches are created. Diversity can provide many advantages for interaction and adaptation. Specifically, diversity can enable agents to amass collective knowledge to cope with uncertainty, insure against catastrophic failures, and provide a range of skills and resources to tackle collective problems.42 Given these potential advantages, it is no surprise that many organizations value diversity and champion it as a goal of personnel recruitment.

   Upon closer examination, however, diversity is a double-edged sword; it may sometimes hinder system performance. As Miller and Page underscore, when there is too much heterogeneity, “the system might be too complex, with a tangle of shifting growth rates resulting in an incoherent structure that is impossible for the agents to exploit in any productive manner.”43 Simply explained, picture a classroom. At the college level, graduate and undergraduate classes are usually taught separately because the two groups possess unequal abilities and knowledge. Imagine if one had to teach a class made up of both college freshmen and advanced graduate students. If instructors insist on a uniform curriculum and teaching method, the class will be too hard for freshmen but too easy for graduate students. In these situations, some educators have exploited heterogeneous student composition to the advantage of collective learning. One method, popularized by Vygotsky, an educational psychologist, is peer tutoring. By having advanced students mentor younger students, this method is believed to accord mutual benefits to both learners.44 In evolutionary terms, these students of uneven abilities each occupy a niche in the classroom, meaning a distinct role dependent on other roles.

   Moving to the policy world, niche creation may take several forms: international, regional, and intranational. National economies craft niches in the international or regional markets to stay competitive. Within large countries like the United States and China, subnational economies may develop specializations in certain products and services. Yet while the advantages of niches may seem obvious, creating them is by no means straightforward. For example, with the onset of globalization, many middle-income countries find themselves stranded without a niche; they boast neither the technological prowess to dominate in high-end sectors nor cheap wages to compete in low-end manufacturing. For these countries, economic liberalization and openness have threatened to erode industries and jobs rather than deliver the benefits of a globalized market.45

   In international aid policies, niche creation was even deliberately discouraged. Until the 1990s, the accepted wisdom had been that resource and factor endowments determined the comparative advantage of nations, which meant that developing countries should specialize only in lower ends of the production chain and leave skills and capital-intensive production to developed nations. Thus, as Evans relates, when South Korea requested a loan from the World Bank in the 1970s to build steel plants, the request was turned down on the grounds that Korea had no comparative advantage in steel production.46 The potential role of the government in crafting niches for their economies was not recognized until the rise of the developmental state school in the 1990s.47 These examples offer a sobering reminder that although diversity may seem universally desirable, leveraging intrasystem diversity for collective performance and staying competitive within a diverse environment are demanding challenges.

   In sum, why do adaptive traits seem rare among many developing countries? The obsession with best practices and international benchmarks suffocate the generation of alternatives (variation). Vaguely defined or conflicting criteria of success confound the selection of strategies (selection). And national and local development policies often neglect to leverage interdependent ties among members of a system (niche creation).

   Generically stated, the three problems of fostering effective adaptation are as follows:

   1. Variation: how to balance variety and uniformity within a system

   2. Selection: how to define and reward successful adaptation among agents

   3. Niche creation: how to turn heterogeneity across units into a system advantage

   These three problems are present everywhere, from small settings like classrooms to large and complex settings like countries. Once they are spelled out, it becomes clear that actualizing popular recommendations like developing best-fit reforms, engaging broad stakeholders, conducting experiments, muddling through, embracing diversity, and so forth, are themselves problematic, rather than solutions to building adaptive capacity.

   Crafting Meta-Institutions to Foster Adaptation

   The adaptive dynamics of variation, selection, and niche creation each presents a unique set of problems, but as Axelrod and Cohen indicate, “Organizations and strategies can be designed to take advantage of the opportunities provided by complexity.”48 In complexity thinking, the purpose of “design” differs markedly from that of standard political-economic theories and policy practices, in which institutions are designed to achieve specific expected outcomes. For example, in the late 1970s, World Bank consultants designed and implemented a modern irrigation system in Bali with the expectation of increasing agriculture production. But because this design was imposed upon a traditional cooperative system of water sharing among Balinese farmers, it ended up disrupting production.49 From a complexity perspective, institutional design is motivated by a different goal: to empower local communities to improvise solutions that fit the particular needs of their environments, rather than to dictate to them what to do.

   Stated differently, complexity theories point to the design of what I call meta-institutions. Properly defined, meta-institutions are higher-order structures and strategies that facilitate adaptive and learning processes. In educational psychology, the counterpart of meta-institutions is meta-cognition—the ability to think about and manage one’s thinking—which is identified as the most critical learning skill and perhaps unique to humans.50 Indeed, one of the distinct strengths of American higher education is that it prizes the nurturing of meta-cognition, more commonly known as “critical thinking.”

   My study is not the first to raise the idea of meta-institutions. Several prominent thinkers have pointed to deliberative democracy as a—or indeed the—meta-institution for channeling citizens’ inputs toward collective problem solving and development. Applying the term “meta-institutions,” Rodrik writes, “I would argue that the most reliable forms of such mechanisms are participatory political institutions . . . that elicit and aggregate local knowledge and thereby help build better institutions.”51 Similarly, Nobel laureate Amartya Sen proposes that societies choose their development goals primarily through public discussion and exchange of ideas. He states, “Processes of participation have to be understood as constitutive parts of the ends of development in themselves.”52 Concurring with Sen, Evans and Heller maintain that developmental states of the twenty-first century must learn to engage broad segments of society.53 Evans hails the promise of deliberative democracy in “engaging the energies of ordinary citizens, increasing their willingness to invest in public goods, and enhancing the delivery of those goods.”54

   While I agree that deliberation offers intrinsic benefits, my perspective departs from the preceding arguments in several ways. First, it must be stressed that the presence of civil society and public participation does not always produce successful collective decision making. Free-for-all participation can easily degenerate into chaos and deadlock. Indeed, Evans acknowledges, “a public administrative apparatus with the capacity necessary to both provide informational inputs and implement the decisions that result from the process is a central element in making deliberation possible.”55 Effective public participation requires a blend of top-down authority and bottom-up participation.56 Bottom-up participation alone does not magically produce adaptive results.

   Second, democracy does not equate deliberation, even though the two tend to go together. Deliberative processes exist within authoritarian regimes, and likewise, restrictions on public deliberation may sometimes be found in democracies. Even though public participation is restricted in authoritarian China compared to democracies,57 intense deliberation takes place within the bureaucracy.58 Also, even among democracies, deliberation is not always directly open to the public. Evans’ example of public participatory budgeting among village councils in India describes direct democracy.59 Another variety is representative democracy, where citizens elect officials who deliberate upon and make decisions on their behalf in Parliament, as practiced in Britain.

   Indeed, since antiquity, political theorists have debated the pros and cons of direct versus representative democracy.60 As students of American politics know well, James Madison recommended representative over direct deliberative democracy. In the Federalist Papers, Madison cautioned against the dangers of “factions” (groups of citizens whose narrow interests may be contrary to those of the nation) in fragmenting and distorting decision making. Thus America has an Electoral College system, whereby citizens vote for a slate of electors who then elect the president. As Madison argued, elected delegates can better serve to “refine and enlarge the public view.”61 Expressed in adaptive language, Madison envisioned that representative institutions may work to limit the amount of variation and filter the quality of ideas in the political system. Evidently, even America—the global beacon of democracy—chooses to restrict direct public deliberation in certain arenas of decision making.

   Third, direct public deliberation is not the only means of addressing the problems of adaptation earlier identified. Focusing on Western Europe, Katzenstein reveals a different set of mechanisms for limiting alternatives in political deliberation (the problem of “variation”). As he relates in Small States in World Markets, the small size of the Scandinavian countries renders them highly dependent on trade and hence vulnerable to international shocks. To adapt effectively to external turbulence, these countries “became convinced that they should pose strict limits on domestic quarrels.”62 To do so, the small states in Western Europe adopted a system Katzenstein calls “democratic corporatism,” which has three characteristics: a national ideology of social partnership, highly concentrated interest groups, and continuous bargaining among businesses, state agencies, and political parties.

   Turning next to the developmental states in East Asia, we find a different configuration of meta-institutions. To place limits on direct participation in politics, countries like Japan and South Korea relied on an elite bureaucratic apparatus that was insulated from populist pressures to make economic decisions.63 Within these elite agencies, intense policy deliberation took place. In this sense, appointed bureaucrats in East Asia substituted for elected delegates in Western democracies. Governments in East Asia also took care to define and publicize measures of personal success, which is crucial for recruiting the brightest talents into the bureaucracy and for channeling the energy of citizens toward the developmental goals of the state.64 For example, the government of Singapore awards state-funded scholarships to top academic performers, who are then required to return and serve in the public sector. By defining personal success as academic success, this system channels individual efforts toward formal schooling and scoring well in standardized tests. For better or worse, as state-sponsored scholars are selected based on academic ability and then trained in similar elite schools, the system churns out elites of similar types, which diminishes diversity and niches.65

   Having reviewed various examples of nondeliberative meta-institutions that influence a society’s capacity to adapt (generate alternatives, select strategies, and create niches), we may now turn to China. It is a mistake to think that leaders in a single-party autocracy can call the shots at whim and devise all the solutions necessary to govern the country. Autocracies can be dynamic, responsive, and open to change. But autocracies, too, have to tackle inherent problems of adaptation in order to harness complexity.

   Three Problems of Adaptation in China

   There are three basic conditions that define China, which in turn shape the problematic nature of adaptation and the available means to address these problems. First, both in terms of land mass, population, and the number of party-state functionaries, China is extremely large. Such large size implies wide heterogeneity in resources, constraints, and starting points within the country. By comparison, countries like Japan, South Korea, and Singapore are much smaller and highly centralized. They do not have to contend with issues of immense scale and heterogeneity as China does.

   Second, China is a single-party authoritarian state ruled by the CCP. Leaders and bureaucrats, whether national or local, are appointed to office by superiors at the next higher administrative level. Hence, compared to electoral democracies, state actors in a single-party hierarchical structure play an oversized role in improvising solutions and in shaping development. Social actors may exercise some influence too, but the power of the state far surpasses that of society. Moreover, in a single-party hierarchy, state actors look upward to their superiors rather than downward at voters for accountability. Local officials do face mounting pressures from an increasingly vocal civil society,66 but bottom-up pressures remain secondary compared to pressures exerted by the higher levels.

   Third, despite China’s top-down authoritarian hierarchy, it is highly decentralized, both administratively and economically. Rather than the central leadership dictating precise plans and directly remitting resources downward, local governments are tasked to steer their own economies, collect taxes, finance and supply public services, and maintain law and order. Furthermore, China has five levels of government: central, province, city, county, and township. Each level governs the next lower level. This means that decentralization happens not only between the central party-state in Beijing and thirty-one provincial units, but also between subprovincial levels of government, forming a long nested chain of delegation. As Landry points out, China holds the distinction and paradox of being a “decentralized authoritarian” regime.67

   These three basic conditions shape the nature of adaptive problems in China. I will elaborate upon three problems in the following order:

   1. Variation: how to influence the agenda of change and amount of local policy variation

   2. Selection: how to clearly define and reward success among bureaucratic agents

   3. Niche creation: how to leverage wide regional inequality for national development

   As discussed earlier, effective adaptation first requires striking “the right balance between variety and uniformity.”68 Theories of central-local relations in China have centered on problems of delegation and control, that is, how the leadership obtains local compliance with central directives.69 This focus on control, however, misses the fact that central leaders do not always want uniform compliance with central policies. They often prefer that their subordinates adapt central policies to fit widely variant local conditions. Indeed, this desire for variability is frequently expressed in policy deliberations and central documents via a Chinese term: “tailor your methods to local contexts.”70 For development experts like Rodrik who advocate fitting reforms to “local conditions” and “local knowledge,” there is no sharper illustration of this prescription than China.71

   Localized policy implementation is desirable, but managing it is tricky. Before localities can proceed to make adjustments according to local conditions, central commanders must first authorize a national agenda of change. Yet formulating such an agenda is no easy task. Should change be initiated in a few policy domains, or in many? Should marginal changes be made, or radical ones? From the central perspective, such questions must be carefully considered, because once a national agenda is pronounced, like an emperor’s edict, it forms the basis on which local adaptive actions are taken nationwide.

   A follow-up problem concerns the degree of flexibility in different arenas of reform within a national agenda. In certain policy domains, the central leadership demands uniform compliance, such as issues concerning national security and political stability. But in other areas where local initiatives are more effective than higher-level dictates, such as strategies of growth promotion and social services provision, varying degrees of local variability are preferable. Moreover, central preferences for which policies should be flexibly implemented and to what degree are in constant flux. As conditions on the ground change, so too does central assessment of the balance between variety and uniformity. Once the challenges of managing localized policy implementation are underscored, it raises a crucial question: How might the national leaders of a decentralized hierarchy influence the agenda of change and amount of local policy variation?

   The challenge of managing variation takes us to the next problem: influencing the selection criteria of bureaucratic agents. As earlier elaborated, how success is defined in any system powerfully shapes the choices agents make as they adapt. Because bureaucrats are the primary agents of adaptation in authoritarian China, the key problem of selection is one of defining and rewarding success within the bureaucracy. This problem is sharper in public organizations than in private corporations. As Wilson, an authority of American bureaucracy, asserts, “Whereas business management focuses on the ‘bottom line’ (that is, profits), government management focuses on the ‘top line’ (that is, constraints).”72 A typical public agency faces multiple principals (bosses who can impose demands) and constituents. As a result, goals in the public sector are usually “vague or inconsistent,”73 making the objective measurement of performance notoriously difficult.74 Furthermore, public agencies are normally forbidden from employing their revenue to reward employees. Bound by legal restrictions, these organizations also cannot easily fire weak performers. In sum, the norms within governments are that success is vaguely defined and rewards for taking initiative to adapt and innovate are weak.

   Once the general conditions that constrain bureaucratic adaptation are spelled out, the abundant observations of adaptive and entrepreneurial behavior among bureaucratic agents in China becomes deeply puzzling. In my own fieldwork, I have encountered numerous instances of creative, even audacious, methods of problem solving. Consider some examples: the chief of a county-level administrative services center pioneered a partnership with private service providers to help businesses complete complicated licensing applications; a school principal convinced his teachers to mortgage their private property to obtain a huge loan to finance the school’s refurbishment; the city of Chengdu was among the first to trade “land quotas” on the market (quotas provided by the central government to turn farmland for urban use), well before central authorities even conceived of such an idea. As these varied examples suggest, adaptive behavior is not limited to political elites. Even rank-and-file cadres are observed to proactively devise ways to overcome operational and budgetary constraints. This raises a second crucial question: Why do agents at all ranks of China’s bureaucratic hierarchy seem exceptionally willing to take initiative and even risks to solve problems?

   Finally, the challenges of managing vast regional diversity are apparent. Territorially speaking, China is a collection of First World, Second World, and Third World states. When Deng Xiaoping famously said “let some get rich first,” he in effect signaled the green light for what Miller and Page call “heterogeneous adaptation.”75 Concretely, Deng chose to let the regions tap their respective comparative advantages, a decision that completely reversed Mao’s policy of suppressing growth on the coast and funneling industrial projects to the central and western regions. Once markets were opened to the world, coastal regions were clearly advantaged by their location and long entrepreneurial histories (a proximate result of location). As reforms proceeded, they raced further and further ahead in competition, leaving large swaths of the country behind.

   Although regional disparities are widely regarded as a troubling issue,76 it is far less noticed that such inequality may offer certain advantages for national development. The conventional response to regional inequality is to redistribute income from the rich to the poor through fiscal transfers.77 Complexity theories, however, suggest a different approach: in any collection of diverse units, we must explore how “the system might develop enough structure so that the agents can find productive niches.”78 As an official from the National Development and Reform Commission (NDRC) remarked, unlike the smaller and more homogeneous East Asian economies of Japan and South Korea, China’s economy features “sharp tiers across the regions,” which provides “plenty of room for maneuvering.”79 This suggests that instead of trying to equalize disparities through redistribution, hold back rapid growth on the coast, or pit regions in competition against one another,80 pairing the rich and the poor could be an alternative avenue for central powers to exercise influence. This potential raises a third crucial question: What are some ways of leveraging wide regional inequality for national development?

   The underlying challenges of constructing adaptive capacity are not unique to China. What is unique about China is how these problems manifested in three major arenas of its political economy: national reforms, cadre evaluation and incentives, and regional development policies. Also unique is the ways in which state actors, national and local, responded to these problems. My next task is to examine their responses.

   The Hardware and Software of Adaptation

   Observations of the Chinese regime’s adaptive capacity abound. Summing up the early phase of reforms, experts hailed the success of China’s “muddling through” and incremental policy making over sweeping “big bang” reforms conducted in the former Soviet Union. As McMillan and Naughton observed, “The reforms have proceeded by trial and error, with frequent mid-course corrections and reversals of policy; the reformers were probing into the unknown. China has muddled through.”81 Even after the Tiananmen crisis in 1989, when the CCP regime perched precariously on the brink of collapse, the party bounced back. Surprising many observers, not only did the CCP leadership reconsolidate its power, it pursued capitalism with even greater fervor than before. This led Nathan to characterize China as an exceptional case of “authoritarian resilience,” where “increased institutional complexity, autonomy, and coherence . . . equip the regime to adapt more successfully to the challenges it faces.”82 Since the 1990s, more adaptive labels of the Chinese government and its economy have proliferated, including terms like “adaptive governance,”83 “adaptive informal institutions,”84 “adaptive authoritarianism,”85 “responsive authoritarianism,”86 “structured uncertainty,”87 and more.

   Although the adaptive qualities of the Chinese regime are widely observed, however, few have attempted to specify its sources. One notable exception is Perry and Heilmann, who sharply ask, “But why has China alone benefited from such [informal and adaptive] institutions?”88 The deeper source of China’s flexibility, they argue, is the CCP’s history as a revolutionary party, including its experiences in guerrilla warfare and in mobilizing the masses for support. My analysis in chapter 1 concurs with this argument. As we saw, local officials adapted campaign-style policy enforcement to the contemporary agenda of investment recruitment. Precisely stated, though, this does not mean that CCP’s revolutionary history is a cause of China’s adaptive capacity. Rather, it means that revolutionary language and practices have contributed to the variation of alternatives from which current-day leaders may choose. Following this logic, one may point to other sources of variation, such as China’s pre-1949 economic history and lessons that the CCP imbibed from studying foreign experiences.89 Contributing to a stock of raw materials for innovation, however, does not equate causing innovation.

   Another set of explanations for China’s adaptability turns from history to structure. This strain of scholarship claims that by combining political centralization with economic decentralization, China achieved an optimal outcome of control and flexibility.90 Politically, local officials are appointed by higher-level superiors in a nested chain of command reaching from the center down to the townships. Economically and administratively, ground-level agents are granted significant autonomy in making decisions and allocating resources. Landry concludes, “Each layer of local government is critically constrained by the capacity of a hierarchically superior unit to appoint, remove, or dismiss the leading officials in the locale in question. Personnel management is the glue that turns the fragments of the Chinese local state into a coherent—albeit colorful—mosaic.”91

   The combination of political centralization (through the personnel appointment system) and economic decentralization is certainly an enabling structural basis of China’s adaptive reforms. But, on its own, the structural explanation sounds too easy to be sufficient for effective adaptation. If mixing top-down hierarchy and the delegation of power was what it took for the Chinese regime to adapt successfully, then why did other authoritarian regimes not copy this structure? Could it be that only China’s leaders were smart enough to see the benefits of a mixed structure while other leaders failed to notice?

   In tracing the construction of conditions for adaptive capacity in China, my argument builds on earlier structural accounts, but I go beyond them in one important respect: I argue that structure provides only the hardware of adaptation. For a comprehensive understanding of whether and how adaptation works, the software—namely, how key agents respond to core problems of adaptation within a given structure—needs also to be specified.

   In terms of its hardware, I propose that not only is China a decentralized authoritarian state, but that it follows, more specifically, a franchising mode of decentralization.92 Different from directly owned firms, franchises are hybrid organizations, fusing hierarchical corporate relations (between franchisor and franchisees) with high-powered incentives (franchisees are entitled to a share of store profits). McDonald’s is a prime example of franchising; a central franchise leases the company’s brand name and business model to entrepreneurs willing to join the partnership.93

   A major advantage of franchised structures is that they are uniquely adept at adapting to diverse local environments while maintaining a unified brand and operational model. Anywhere we go in the world, we recognize McDonald’s because certain features of the company are consistent. Yet local menus vary according to regional tastes. Methods of procurement, operation, and marketing are also localized. In the case of the CCP state, the challenge of balancing a coherent national reform model with adaptations to highly variant local conditions bears striking similarities with the basic operational concerns of franchised companies like McDonald’s. But clearly, having the external trappings of a franchise alone does not ensure success; otherwise, all franchises would be profitable. It is the management practices—the software—developed within the hardware of a franchise structure that harnesses the advantages of franchising.

   China’s reformers combined top-down hierarchy with decentralization to tackle the three central problems of adaptation earlier identified. In broad strokes, I outline their responses to each of these problems, which will be elaborated upon in the next four chapters.

   First, how did national leaders influence the agenda of change and amount of local policy variation? They did so through the design of national reform packages and the articulation of policy directives. Reforms initiated by central authorities generated a template of alternatives for the entire nation. In this regard, China’s central authorities opted to design national reforms that were wide in scope (i.e., reforms happen simultaneously across multiple domains) but incremental in step (i.e., they build on the pre-existing system). This combination of qualities—wide and incremental—deserves emphasis because it is often assumed that incremental reforms are also narrowly targeted reforms.94 Contrary to this assumption, China’s experience suggests that a gradual approach may actually work better when it is comprehensive in coverage. Then, within a template of national reforms, central leaders fine-tune the degree of flexibility in selected policy areas by issuing a fluid mixture of clear and vague commands. Contrasting the legal and formalized system of rule making in matured democracies like America, where state mandates are inked unambiguously in parchment, central authorities in China’s command hierarchy deployed ambiguity to serve adaptive purposes. This argument will be elaborated in chapter 3, “Balancing Variety and Uniformity.”

   Second, how do higher-level authorities define and reward success among bureaucratic agents, bearing in mind that the Chinese public bureaucracy is a gigantic organization with more than fifty million employees? Answering this question requires, first and foremost, a disaggregation of the bureaucracy into two basic layers: a layer of elite bureaucrats (i.e., officials at the rank of county leaders and above), numbering about 500,000 individuals, followed by tens of millions of regular bureaucrats who work under these elites. Once the distinction is drawn, the answer to my second question may be clarified: the Chinese bureaucracy operates like a quasi-firm. The success of party-state elites is defined in concrete and primarily economic terms through the cadre evaluation system, a report card that lists the targets assigned to each locality and the points earned from achieving these targets. Like corporate CEOs, local leaders care literally about the bottom line. Regular cadres, on the other hand, who have few opportunities for promotion, care mainly about compensation. Like corporate employees, they are paid according to economic output, namely, the amount of revenue generated by their respective agencies and local states. Through these measures of corporatization, the Chinese bureaucracy overcomes the usual barriers of inertia and weak incentives in the public sector. Troublingly, however, it also engenders an excessive focus on making money. This second theme will be examined at length in chapter 4, “Franchising the Bureaucracy.”

   Third, what are some ways to turn wide regional inequality into a national competitive advantage? On niche creation, China has a decidedly mixed record. During the 1980s and early 1990s, China’s economy was plagued by duplicative industries and overcapacity across regions.95 In the end, it was not central policy interventions but the market forces of competition that eliminated weak copiers and prompted increased regional specialization.96 But I find that since the 2000s, regional development has evolved toward a new and unexpected direction. It is already well-known that coastal regions sprang ahead in development, growing wealthier and modernizing governance sooner and quicker than in the interior regions, thus widening regional disparities. It is little documented, however, that businesses on the coast started to invest en masse in underdeveloped inland economies, bringing new opportunities to areas that were previously left behind. Reactively rather than proactively, central authorities rode on this new wave by intervening to encourage—but not engineer—this twenty-first-century phenomenon of industrial relocation within China. These patterns form a domestic version of “flying geese,” a phrase originally coined to describe the tiered system of development among economically unequal countries in Asia.97

   Hence my comparison of the coevolutionary trajectories of locales across China in part 2 of the book yields an unusual story of both divergence and connection. A comparison of the status quo of coastal and inland locales will find marked differences in outcomes, not only in terms of income but also in the quality of administration, policy preferences, and actual practices within local governments. While wide divergence in outcomes across regions is no surprise, similarities in processes by which markets and bureaucracies coevolve are surprising, as previewed in chapter 1. Within localities, niche creation (i.e., the selective cultivation of targeted industries) only becomes a priority after initial growth has taken off. This sequence departs from the East Asian developmental model, where national governments selected winning industries and sought to craft niches for their economies as soon as they launched industrialization drives. This third theme will be laid out in chapters 5 and 6 through three historical cases.

   We may now summarize the ways in which Chinese reformers, both national and local, responded to the three key problems of adaptation inherent in the processes of variation, selection, and niche creation, as shown in figure 2.1. Collectively, these responses constituted the meta-institutions that fostered adaptation in China’s political economy. As we may see, meta-institutions need not only take the form of democratic and public deliberation. Rather, the design of national reform packages, methods of policy articulation, bureaucratic evaluation and compensation schemes, and regional development policies can also function as meta-institutions that shape the generation of alternatives, the selection criteria, and niche formation. Furthermore, these meta-institutions are not static structures. Over time, as economic and social conditions evolved, state responses to the essential problems of adaptation also evolved.
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   FIGURE 2.1 Meta-institutions that shape adaptive processes in China

   

   My analysis of the sources of adaptive capacity disaggregates adaptation into its composite processes, specifies their inherent tensions, and then examines state responses to these tensions. A key advantage of this analytically precise approach is that it sharpens our understanding of why China’s great transformation has exhibited three distinct patterns: transformative changes through gradual processes (broad); highly entrepreneurial but corruption-prone bureaucracy (bold); divergent regional outcomes paired with similar processes of coevolution (uneven). The remaining four chapters will systematically lay out how the distinct—yet connected—adaptive processes taking place in different domains combined to revolutionize China.

   
   We may now sum up the key lessons for the generic question that motivated this chapter: Effective adaptation is something we all love to have, but how do we get it?

   First and foremost, what is effective adaptation? The answer depends on how a society defines success and who gets to decide the criteria. What counts as effective adaptation in one society may not be effective in another society. In China, as power is concentrated in the hands of the CCP, the party decides what success means for the country. And in the reform era, the party understands success to mean principally material prosperity, which also constitutes the basis for its political legitimacy. Not everyone agrees with such a definition. Mao, who had dedicated his life to continuous class struggle, would be aghast. Sen envisions political freedom as essential to development. Social democracies in Western Europe prize equality as much as prosperity. Nevertheless, CCP leaders choose to view success as the accumulation of national wealth. From this vantage, the efficacy of adaptation is assessed in terms of the effects of selected strategies in enhancing economic growth and maintaining political stability.

   Having defined success in a society, the next issue concerns what assembly of measures may be taken to influence each process of adaptation, which I have grouped under the themes of variation, selection, and niche creation. My disaggregation of adaptation into its composite mechanisms differs in significant ways from others who trace the sources of societal adaptive capacity to past historical experiences or particular political structures. Past experiences add to a society’s variation of alternatives in the adaptive process, but history does not by itself address problems of adaptation; it is people who exploit and reconfigure past experiences to do so.98 Likewise, political structures may provide an enabling hardware for adaptation, but it still takes human intervention and constant tinkering to generate the necessary software for adaptation to work.

   The overall approach of fostering adaptive governance and development in China may be summed up as directed improvisation. At first blush, “directed improvisation” seems to be a contradiction in terms, as we normally think about “directed” as controlling and giving top-down orders and “improvisation” as decentralized and free-flowing. Indeed, these two polarized modes of action have each dominated ideas in development. On the one hand, some emphasize the role of the state in planning and exerting control to achieve specific desired ends. This perspective is evident in the good-governance paradigm (copy best practices from the West), Sachs’s Big Push proposal (combine massive foreign aid with comprehensive interventions), and the developmental state school (select winning industries and execute promarket policies). On the other hand, those who hail adaptive approaches urge deliberative democracy, decentralization, broad participation, experimentation, and so on. Whereas the former underscores the role of top-down planning, the latter champions the merits of bottom-up initiative.

   In fact, as this chapter argues, direction and improvisation are not substitutive actions but necessary complements. A skilled director is not one who dictates to actors what exactly they should do; rather, he or she enthuses and empowers them in the creative process. To be clear, I am not saying that the Chinese government never exercises control; of course it does. Examples abound. It seeks to exert control over restive ethnic minorities in Xinjiang and Tibet; it seeks to control information on the Internet through censorship; it also controls organized civic actions through policing. But when the CCP exerts control, it inevitably meets resistance. Conversely, when the CCP acknowledges the limits of its control and knowledge and instead tries to influence processes of problem solving within the vast bureaucratic hierarchy, it displays remarkable flexibility and resilience that are unmatched even by many democratic regimes.

   We can deepen the study of adaptation by grounding our analyses in a theoretical framework provided by complexity studies. The move toward localized, adaptive approaches in the development field is extremely promising, and such approaches are richly illustrated by China’s reform experiences. In order to move this agenda forward, we need to learn more about the ways of combining direction and improvisation. The next four chapters will elaborate on how directed improvisation is done in China.
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   BALANCING VARIETY AND UNIFORMITY

   When the central government makes a firm decision, that decision will trigger seismic changes across the country.

   —City official, Fujian Province

   No, absolutely not.

   —Central official, on whether the central leadership intended market reforms to turn out the way they did

   Reminiscent of emperors in dynastic regimes, central leaders in contemporary China wield awesome power. Huang’s biography of a village party secretary in The Spiral Road provides a sharp illustration of the momentous impact of central-level decisions. As the author recounts, in March of 1978, a village party secretary in Fujian Province named Ye proposed a bonus system to the commune party secretary, arguing that if production teams could keep the surplus of their production as a bonus, it would incentivize villagers to work harder. Not surprisingly, Ye was reprimanded by his superior, who threatened to fire him if he dared to raise such audacious ideas again. Then in December of 1978, Deng Xiao-ping, the newly anointed pre-eminent leader, announced the party’s decision to “reform and open” at the Third Plenum of the Eleventh Party Congress. As soon as the announcement was made, only months after issuing a stern warning, the commune party boss turned around and congratulated Ye for his enterprising proposal. The bonus scheme was promptly implemented with resounding success.1

   Yet as powerful as central leaders in a communist dictatorship may be, they suffer mortal limitations like everyone else. As the second quote above underscores, central leaders are not prescient. They are often surprised—sometimes even alarmed—when they learn about the unintended consequences of their decisions. Central leaders also lack knowledge of on-the-ground situations, especially in a vast and heterogeneous country like China. Sometimes leaders are even unsure about their own policy preferences. It is not uncommon for them to waver and fudge on difficult problems as the rest of the nation awaits their commands.2

   The purpose of this chapter is to provide a fresh reinterpretation of the role of the central leadership in China’s dynamic reforms. Following game theoretic and principal-agent models in political economy,3 the assumption of agency is that central leaders (or principals in general) have clear and fixed preferences. Therefore, to many, the central problem of a command hierarchy is basically a control problem: how to ensure that local officials (or agents) will faithfully follow and implement the preferences of the central party-state.4

   But this chapter stresses that central leaders do not always have clear and fixed preferences. Nor do they merely seek to control local officials and keep them strictly in line with central mandates. Instead, the reality in a complex environment is that higher-level authorities want their subordinates to exercise varying degrees of flexibility when implementing central goals. This is because ground-level agents typically know better than their superiors the particular problems of and possible remedies to problems in their localities. But in delegating problem solving to the grassroots, how did authorities at the top direct the process of local improvisation without exercising micro-control?

   By recasting central-local relations from a purely control to an adaptive problem, this chapter illuminates a different role of the central leadership in the reform process: namely, its role in agenda setting and in influencing the amount of policy variation within a vast command hierarchy. Specifically, I will examine two instruments the center uses to authorize and yet delimit the boundaries of localized policy implementation: the design of national reform packages and the articulation of policy directives.

   How Incremental Reforms Actually Work

   In a single-party hierarchical regime, reform packages designed by the central leadership determine a common agenda for change throughout the chain of command. Many have noted that local governments frequently initiate policy experiments within their jurisdictions,5 which may feed back to national policy making.6 But, as clearly illustrated by the opening anecdote of the village party secretary, local experimentation is only possible if the central leadership has already signaled a decisive ideological shift and kick-started a national restructuring program.

   As one local official explained in figurative terms, the entire Chinese bureaucracy operates like a stack of briquettes (a block of flammable materials with holes, as used in Chinese cookers). He said, “It is very difficult for a local government or department to initiate reform on its own. Air needs to flow from top to bottom, as in briquettes. If the top briquette has only 10 holes, but the bottom briquette has 12 holes, then air cannot flow.”7 This analogy implies that to launch a transformative path, central authorities must first decide the structure of the briquette—the configuration of reforms—and only then can local governments exercise autonomy and improvise within this authorized agenda.

   Given an understanding of the seismic impact of national reforms in China, it is essential to ask: What are the characteristics of these reforms? How were they formulated? One immediate answer that comes to mind is that China’s reforms are characteristically “incremental.”8 Contrasting the “big bang” reforms of the former Soviet Union that ambitiously sought to replace central planning with a capitalist system based on private ownership, China’s reforms “used and built upon the existing structures of society.”9 And instead of following a predesigned blueprint, Chinese leaders had “proceeded by trial and error” and “muddled through.”10 Such incremental qualities are aptly captured in one of Deng’s signature expressions: crossing the river by touching the stones.

   Hence, to many observers, China’s reforms compellingly testifies to the merits of incrementalism. More specifically, its success is widely interpreted to mean that the opposite of big-bang reforms—which were conducted “rapidly and on a broad front”11—is preferable. By this logic, incremental reforms should also be narrow in scope. Indeed, beyond China and postcommunist studies, there is growing consensus among development experts that reforms in developing countries should be taken step by step and, at the same time, should target only a few pressing issues. For example, Jomo and Chowdhury, both development experts at the United Nations, assert, “The only feasible and desirable governance agenda may be to incrementally improve developmental governance capabilities on a smaller scale.”12 Quoting a report by the United Kingdom’s Department of International Development (DFID), they add, “A more modest incremental approach involving a few important but feasible reforms . . . may be more pragmatic and likely to succeed.”13 Echoing these statements, Grindle, a leading advocate of “good enough governance,” advises,14 “It is unlikely that much can be accomplished when such countries are overloaded with commitments to change large numbers of conditions at the same time. From this perspective, it is better to . . . target fewer changes, and work toward good enough rather than ideal conditions of governance.”15 In similar language, Rodrik also calls for the “targeting of reforms on the most binding constraints.”16

   At first blush, the above recommendations are, of course, sensible. Facing many constraints, developing and transitional countries should be pragmatic. And to be pragmatic, we normally think, means to make gradual and few changes. But intuition can be deceiving. In fact, I argue, China’s reforms suggest a different lesson about how incremental reforms actually work. China’s reforms are incremental in the sense that changes are made on the basis of pre-existing structures rather than invented from scratch, yet, as I will demonstrate, they consistently spanned an ambitious scope of policy domains. Contrary to intuition, China’s experience suggests that incremental reforms may actually work better when they are comprehensive in scope.

   To stylize the characteristics of incremental reforms in China as compared to other approaches, picture a row of squares and the alternatives for changing it, as depicted in figure 3.1. The big-bang approach advances reforms that are abrupt, broad, and aimed at replicating a predetermined ideal: a capitalist system as found in the West. Pictorially represented, this mode of reform aspires to turn a row of squares into a row of circles with the wave of a policy wand (the top row). In practice, this approach falters because it underestimates the complexity of engineering a wholesale reconfiguration of multiple institutional arenas in one big leap. The whole irony of the big-bang reforms is that the reformers tried to plan a free market through top-down designs, and in doing so they faced constraints similar to the communist state planners they sought to replace.

   Given the failings of the big-bang approach, the intuitive alternative is to follow the direct opposite tack: conduct reforms that are both gradual and narrowly targeted. Pictorially, this method is equivalent to adding only one side to one square and leaving the other squares intact (the middle row).
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   FIGURE 3.1 Three approaches to reform

   

   

   China’s incremental reforms are represented neither by the top nor middle row but instead by the bottom row: all the squares are modified marginally at the same time.

   Why might a combination of gradual and broad changes work best to produce transformative results? The answer is embedded in the notion of “institutional complementarities,” a term invoked earlier by Aoki and later popularized by Hall and Soskice in their seminal volume Varieties of Capitalism.17 Hall and Soskice argue that even among mature market economies, we observe distinct complementary clusters of economic and governing institutions. According to their definition, “Two institutions can be said to be complementary if the presence (or efficiency) of one increases the returns from (or efficiency of) the other.”18 Extending their logic of cross-national structural variation to the dynamics of restructuring, one may reason that change in one domain is more likely to be effective if it is accompanied by complementary changes in connected parts of the system. Initially, conducting gradual reforms in narrow pockets may seem like the most pragmatic approach, but such reforms are unlikely to transform the system if other related pockets remain stuck. Indeed, in my interviews with central and local officials in China, they frequently invoke the Chinese word for “complementarity” when discussing reforms.19 The term implies that for a reform to work in one policy arena, it is essential to activate reforms in other coupled arenas.

   Below I trace the making of China’s national reforms, highlighting the incremental-in-step but wide-in-scope quality of these reforms, as well as the unintended consequences they produced. My purpose is not to give an exhaustive account of China’s reforms over thirty-five years of history. Instead, I will focus on the linkages and spillovers across three broad domains: the economy, the bureaucracy, and public finance. In terms of timing, my narrative will be divided into two distinct phases: before 1993 and after 1993. Prior to 1993, reforms under Deng consisted of market reforms on the fringes of the pre-existing planned economy. After 1993, the Jiang-Zhu leadership articulated and embarked on a bold vision to create a modern market economy. Even as a single national case, it is as if two different Chinas have evolved since 1978.

   Phase I: Growing Out of the Plan, 1978–1989

   The Chinese Communist Party (CCP), led by Mao Zedong, officially took power and established the People’s Republic of China in 1949. During the first thirty years of rule under Mao, economic, bureaucratic, and state financial institutions were structured on the basis of the command system. The economy was centrally planned. Rural households were collectivized into communes, which had to surrender their grain production to the state. In the urban sector, state planners dictated to the state-owned enterprises what to produce and at what prices. By deliberately suppressing the prices of agricultural produce and inflating the prices of urban commodities, state planners channeled resources from the rural to the urban sector, thereby feeding an ambitious heavy industrialization drive. Revenue was remitted upward by local governments to the central level and then reallocated to the localities based on a centrally designed budget.20 As the bulk of public revenue came from the profits of state-owned enterprises, there was little need during that time to construct a modern tax collection system.21

   Coupled with the planned economy and centralized budgeting was a Maoist bureaucracy. In terms of personnel selection criteria, Mao valued “red” (professed political loyalty) over education and expertise.22 As a result, unqualified opportunists were often placed in office,23 the most notorious instance being the Gang of Four. Mao and his radical followers condemned entrepreneurial activities and incentives as bourgeois capitalism. Those who were accused of having capitalist leanings, be it top leaders like Deng or the village party secretary in Huang’s account, were subject to persecutions, which culminated in the decade-long violence of the Cultural Revolution.

   Deng’s rise to power, following the death of Mao and the ouster of Hua Guofeng (Mao’s handpicked successor), marked a critical turning point. After securing the reins of power, Deng announced the historic decision to “reform and open” at the Third Plenum of the Eleventh Party Congress in December of 1978. But even prior to this announcement, Deng made several decisive moves to alter the political environment, paving the way for reforms. In evolutionary terms, no adaptation is possible without variation. Hence the first step Deng took was to activate the creation of new alternatives by urging his comrades to “emancipate our minds.” His call for emancipation was vigorously advanced through his speeches, party documents, and the state media.

   Once the process of variation was activated, the next important step was to decide who in the political system had the authority to propose new policy visions and reforms. One painful lesson the party elders, including Deng himself, had learned is that the concentration of power in one dictator—Mao—can lead to abuses and disastrous consequences. Thus, even though Deng was widely recognized as the new paramount leader, the party patriarchs, including Chen Yun (a cautious planner) and Ye Jianying (a top military marshal), reached an unspoken agreement to rule China as a small collective leadership.24 Even Deng would not have absolute power. Indeed, throughout his tenure, the highest offices Deng formally held were that of vice party secretary, vice premier, and chairman of the military commission. Instead of exercising power through titles, Deng appointed his trusted protégés to key offices, including Hu Yaobang as the general party secretary and Zhao Ziyang as premier. Vogel sums up the power structure in corporate terms: “Deng was the chairman of the board and chief executive officer, and under Deng, Hu and Zhao were the active presidents of the two separate divisions, the party and the government.”25

   Another key step taken by Deng was to advance a different set of criteria for evaluating societal success. Again, stated in evolutionary terms, effective adaptation and learning is premised on the definition of success. In his trademark straightforward style, Deng’s method of evaluating success was encapsulated in the phrase “to seek truth from facts.” If a given strategy relieves starvation, generates employment, and creates wealth for the country, it is successful. Expressing this logic in a folksy analogy, Deng famously said, “It doesn’t matter whether it is a black or white cat, as long as it catches mice.” Deng’s clear-cut and pragmatic criteria for judging success presented a radical departure from Mao, to whom success meant adhering to his political ideology of continuous class struggle.

   Once variation was activated and the selection criteria were redefined, Deng and his team proceeded to remake the economy. The reformers knew well that replacing a web of Maoist institutions with a web of alternative institutions was a politically delicate and complex task. They chose to implement economic reforms without political reforms as well as to “play to the provinces” by decentralizing power to the localities and ensuring that communist officials would benefit from the process of market reform.26 Additionally, they opted not to dismantle the pre-existing web of Leninist institutions, but instead to weave strands of capitalism onto the fringes of a centrally planned economy. Hence Naughton aptly labels Deng’s style of economic reform “growing out of the plan.”27

   During the 1980s, market mechanisms were injected into multiple realms of the economy. Among them, I highlight six: rural households, collective enterprises, state enterprises, the price system, small private businesses, and special economic zones. To be clear, Deng did not assemble this package of reforms in the manner of a grand master planner. Instead, he delegated his protégés to tackle particular problems that arose in their respective domains under the guiding principle of “seeking truth from facts,” that is, judging success by economic results.

   One of the first catalytic changes took place in the impoverished countryside, which Coase and Wang describe as “the weakest part of the socialist economy, where resistance to reform was non-existent,”28 Wan Li, who was appointed the party secretary of Anhui Province, spearheaded rural reforms. Years before the central leadership announced its decision to decollectivize communes and to contract rural production down to households, the poorest villages, driven by desperation, had already experimented secretly with private farming. In what later came to be known as the household responsibility system (HRS), after submitting grain quotas to the state, farmers were allowed to sell the reminder on the market, which incentivized production. The textbook case of private farming initiated by starving peasants happened in a village of Anhui Province. Wan’s job was to deliver and communicate proven results from this bottom-up experiment in order for Deng to endorse it as a national policy.

   Another astonishing development in the rural sector is the rise of township and village enterprises (TVEs), enterprises that were collectively owned and managed by township and village governments. The TVEs were neither state-owned enterprises under the charge of higher-level governments nor enterprises owned by private individuals. And it was precisely this hybrid status that allowed TVEs to thrive in a transitional economy. Because state enterprises remained shackled by state planning and controls, while private enterprises were politically ostracized, TVEs became the surrogate entrepreneurial force in vast areas of the countryside. By 1987, industry overtook agriculture as the main source of rural income, inspiring the oxymoronic phrase “rural industrialization.”29

   Deng expressed utter surprise at the proliferation of TVEs. He once said, “In the rural reform our greatest success—and it is one we had by no means anticipated—has been the emergence of a large number of enterprises run by villages and townships. . . . This result was not anything that I or any of the other comrades had foreseen; it just came out of the blue.”30 Commenting on TVEs at another occasion, Deng told a delegation from Yugoslavia that it was “as if a strange army had appeared suddenly from nowhere.” And he candidly admitted, “This is not the achievement of our central government.”31

   Although Deng did not take credit for directly creating the TVEs, he and his reformist team had in fact created the underlying conditions that facilitated the rise of these enterprises. The Deng-era TVEs were not totally new inventions. They were spun off from commune and brigade enterprises established in the 1950s as part of Mao’s drive for rural industrialization; many of these enterprises made up the “backyard furnaces” of the Great Leap Forward.32 Why did rural enterprises fail miserably under Mao but succeed spectacularly under Deng? One answer lies in the creation of positive fiscal incentives by the reformers.33 Under Mao’s centralized budgeting system, local governments had to surrender all their revenue to the higher levels. As soon as market reform was launched, the central government introduced fiscal contracting, wherein each level of government remitted a negotiated amount of tax revenue upward and was allowed to keep the excess. In addition, profits generated by TVEs could be kept entirely at the local levels. This part-plan, part-market logic mirrored the contracting arrangements of the household responsibility system in the farming sector, and it had the similar effect of incentivizing local officials to set up TVEs as a vehicle for maximizing revenue.

   Inseparable from the restructuring of public financial rules were changes in bureaucratic evaluation and rewards. The higher levels of the bureaucracy designed performance targets that assessed and rewarded lower-level governments based on their abilities to generate enterprise profits, collect revenue, and expand GDP.34 Bureaucratic compensation practices were also adjusted along a part-plan, part-market logic, as I will later detail in chapter 4. Although formal wages were centrally fixed at a pittance rate, supplemental compensation (e.g., performance bonuses and nonmonetized perks) soared as state actors dove headlong into entrepreneurial activities.

   Such new criteria and rewards of bureaucratic efficacy had a direct impact on local officials’ selection of particular production strategies. Under Mao, local cadres adopted “crackpot” methods propagated in the state media, such as packing seedlings tightly to increase yields and melting household pots into useless blocks of steel.35 These actions seem crazy, of course, but people chose to do crazy things because the political system under Mao defined good cadres as agents who demonstrated blind faith in Mao. At the launch of the Great Leap Forward, a front-page report in the People’s Daily trumpeted, “The more courage you have, the greater the yields.” By contrast, under Deng, success was judged by practical, material results. Thus local cadres chose to promote industrial production in rational ways,36 rational in the sense that they were guided by facts, not faith.

   On the urban front, Premier Zhao Ziyang took the lead in reforms. Like in other planned economies, the state enterprises in China had long been plagued by passivity, red tape, and inefficiency.37 Led by Zhao and his staff at the think tanks, in May of 1984 the State Council issued a document to “further expand the autonomy of state-owned enterprises.”38 To incentivize state enterprises to take initiative and to produce more efficiently, they were allowed to sell surplus goods on the market after meeting stipulated quotas. Once again, note that this part-plan, part-market contracting arrangement was also paralleled in the farming and public financial sectors. State enterprises, rural households, and local states each had to fulfill their roles in the planned economy—deliver assigned targets—but once they had done their part, they were free to engage in the market.

   A necessary corollary of the rural and urban reforms was a reform of the pricing system. After all, if prices were strictly controlled by state planners, disconnected from market demand, farmers and enterprises would have limited drive to sell on the market, even if they could. But instead of abruptly liberalizing prices across the board, as was implemented in Russia with destabilizing effects,39 China’s reformers devised a hybrid system of dual-track pricing: state planners fixed some prices but let the market determine the rest. As producers focused more on making goods that were sold profitably at market prices, state planners gradually liberalized price setting.

   Meanwhile, two other major experiments were simultaneously unfolding in the economy. Daringly, Deng’s reformist team proposed the revival of small private businesses, which were eliminated after collectivization in the mid-1950s. This proposal was the political equivalent of stepping into a minefield, given the lethal association of private businesses with capitalist exploitation under Mao. But Deng offered a compelling justification that even the party conservatives found hard to reject: job creation. In 1978 and 1979, an estimated 6.5 million “sent-down youths” had returned from the countryside to the cities. To avoid urban unrest, employment had to be created for these young people, and one easy solution was to allow private individuals to set up small businesses.40

   Simultaneously, as millions of private entrepreneurs started small businesses, big businesses starting brewing in the coastal cities. Reformers at the helm, in partnership with enterprising provincial leaders like Ren Zhongyi (governor of Guangdong) and Xi Zhongxun (party secretary of Guangdong and father of current president Xi Jinping) carved out special economic zones (SEZs) in selected cities on the coast, where special exemptions and greater autonomy were granted to encourage export-oriented foreign investments. The SEZs became China’s capitalist incubators, where cutting-edge economic practices and ideas were first innovated and then diffused to the rest of the country.41

   It is worth taking a pause at this point to reconsider the incremental qualities of China’s first decade of market transition. Looking at the scope of institutional changes, the reform package of the 1980s hardly fits the DFID’s recommendation of a “modest incremental approach involving a few important but feasible reforms” or Rodrik’s prescription of targeting reforms “on the most binding constraints.” One may counter that all six realms of reforms reviewed constitute “the most binding constraints,” but if so, they cover nearly all the economy, certainly not just “a few” changes! While it is clear that the reforms during this initial stage grew out of the pre-existing planned economy, they were expansive in scope. Importantly, too, the reforms across multiple arenas were complementary. For example, contracting arrangements could not have effectively spurred rural and urban production unless the pricing system was also partially liberalized. Nor could TVEs flourish unless the rules of public finance and cadre evaluation were also altered. In short, incremental reforms do not equal piecemeal reforms; the former works only when connected pieces of the system are simultaneously modified.

   As Vogel relates, Deng’s popularity peaked on National Day in 1984, when students at Peking University spontaneously greeted Deng on the streets with a banner that read “Hello, Xiaoping!”42 Riding on his popularity, at the Third Plenum of the Twelfth Party Congress in 1984, Deng proposed the slogan “socialism with Chinese characteristics” to sum up the theme of the reforms conducted to date. He emphasized that socialism should aim to achieve prosperity for the whole society, not egalitarianism at the expense of wealth creation. This slogan was endorsed by Zhao Ziyang, who had been promoted to general party secretary, at the Thirteenth National Party Congress in 1987.

   The first decade of reform boasted significant accomplishments. GDP per capita grew at an annual rate of 7.5 percent, and living standards visibly improved.43 The early successes, however, bore the seeds of economic problems that, to use Shirk’s phrase, “boomeranged, returning in the form of political resistance.”44 Rapid growth and investment sparked inflation, made worse by Deng’s haste to accelerate price liberalization. The unexpected boom of TVEs eroded the competitiveness and profits of the large SOEs, threatening the interests of the working class. The emergence of rich private entrepreneurs provoked social envy. Partial market reforms and dual-track pricing created tempting opportunities for public managers and bureaucrats to exploit their privileges for private gain, such as by procuring scarce products under the plan and then selling them at inflated prices on the market. Social discontent, goaded on by a loosened political atmosphere, motivated large-scale protests in the spring of 1989, which congregated in Tiananmen Square in Beijing but soon spread to other major cities. On June 4, fearing that protests would run out of control, the central leaders made a fateful decision to order military troops to clear the square by force. The troops fired upon the protesters, injuring and killing possibly thousands. The first decade of reform had lifted millions of people out of abject poverty, but it ended tragically in massacre in 1989.

   Phase II: Building a Socialist Market Economy, 1993–Present

   The first few years in the aftermath of the Tiananmen incident represent a harrowing interlude in China’s contemporary history. The killing of protesters tarnished China’s international reputation. Foreign investors fled the country in droves. The event empowered the conservative faction in the CCP, whose worst nightmares about Deng’s bold reforms had come alive. As powerful as he was, Deng, the paramount leader, was forced to take a back seat while the conservative camp pushed forth a series of retrenchment policies that threatened to reverse China’s promarket trajectory. At this critical juncture, China’s path could have taken a wholly different turn.

   Fortunately, Deng’s political will and ingenuity won the day. In 1992, Deng embarked on his famous Southern Tour, which was essentially a publicity campaign to rev up popular support for the continuation of capitalist reforms. On the pretext of a family vacation, the eighty-eight-year-old patriarch toured the southern provinces, where the stunning results of market reforms were widely broadcast on television. Along the way, Deng drummed up support from southern provincial leaders, the military, and the press. By the end of his tour, Deng had turned the tide of public opinion. The new CCP leadership assured that market reforms would not only continue but would deepen and expand.

   Described as a “watershed,” the year 1993 marked a structural break in China’s reforms.45 Deng officially retired from all his posts after the Southern Tour; Hu Yaobang had passed away; and Zhao Ziyang was placed under house arrest after Tiananmen. A new vanguard, led by Jiang Zemin, the general party secretary, and Zhu Rongji, the premier, took over the reins of power. Under Deng, the guiding tenet was to “cross the river by touching the stones,” which implied that the destination that lay across the river was yet unknown. The reforms of the 1990s, however, would depart markedly from the 1980s. At the Third Plenum of the Fourteenth Party Congress in November of 1993, Jiang announced the decision to establish a “socialist market economy.” The choice of words was deliberate and significant. The ultimate goal of the party was to achieve a market economy. The term “socialist” was an adjective appended to the market economy, rather than the objective of reform.46 This time, the vision of what lay across the river was specified.

   Whereas Deng and his team introduced market reforms only on the margins of a planned economy, the post-1993 reformers resolved to replace central planning with a market economy. To accomplish this structural overhaul, they recognized the need to construct a comprehensive institutional framework to support free-market activities. The 1993 decision was an extensive document that highlighted five pillars of reform: creation of modern enterprises, expansion of market mechanisms, enforcement of macroeconomic controls, redistribution of income, and construction of social safety nets. A commentary in China Reform, a leading Chinese business journal, raved, “These five pillars represent the finest of high-level designs and broad planning.”47 Evidently, the reforms of the post-1993 era were neither piecemeal nor narrowly targeted. Moreover, to enforce reforms in the economy, national policy makers also had to restructure public finance and the bureaucracy. Known for his authoritarian decision-making style, Premier Zhu Rongji was an ideal candidate to push through this massive restructuring program.

   In the realm of public finance, Zhu’s first order of business was to rein in the explosion of local revenue at the expense of central revenue. The particularistic fiscal bargains of the 1980s provided attractive incentives for local governments to generate revenue, spurring them to accelerate rural industrialization and growth. But the flip side of this arrangement was that local agents also tried to game the system by hiding revenue from their higher-level superiors. The lack of predictability and transparency in fiscal contracting exacerbated the difficulty of monitoring local tax collection. Hence, in 1994, the central government abolished fiscal contracting and replaced it with the tax-sharing system, which spelled out a uniform code of national, shared, and local taxes. The terms of sharing tilted sharply in favor of the center. To enforce the collection of central taxes, national tax collection agencies directly employed by the central government were established alongside local tax agencies. Through these measures, the 1994 fiscal reform effectively recentralized revenue, earning Zhu the reputation of “the great centralizer.”48

   Meanwhile, on the bureaucratic front, the central reformers simultaneously sought to revamp the bureaucracy into a modern regulatory organization capable of administering a market economy. To this end, Zhu advanced an ambitious program of reforms that spanned the areas of budgeting, auditing, accounts management, fiscal reclassification, extrabudgetary control, collection of fees and fines, licensing approvals, anticorruption, and more.49 To be clear, these technical advancements did not and could not obliterate exchange-based corruption between powerful officials and businesses seeking privileges. Yet their effects in countering petty theft and extortion among low-level cadres were palpable, as I will further detail in chapters 4 and 5.50

   Although China’s reforms in the 1990s may seem to exemplify comprehensive, top-down institutional design, its distinction from the big-bang approach in the former Soviet Union must be sharply drawn. Essentially, the big-bang reforms tried to leap straight from socialism to capitalism. Quoting Leszek Balcerowicz, who was twice the prime minister of Poland, the reformers in Eastern Europe had decided from the beginning that it was “better to take proven models,” namely, those found in the capitalist-democratic West.51 On the other hand, the ambitious post-1993 reforms in China were only possible because Deng’s team had already taken the first few steps of partial market reforms. In addition, thanks to Deng’s skillful maneuvers, the CCP had reconsolidated power and rebounded from a major political crisis, giving the new vanguard the mandate to move forward.

   Sequence matters. Transported back in time to the 1980s, the Jiang-Zhu leadership could not have accomplished what they aspired to do a decade later. For example, if the 1993 decision had been implemented in 1979, it would have meant that prices would suddenly have been liberalized across the board and that millions of SOE workers would have been laid off at a snap. Furthermore, even though the post-1993 leadership clearly spelled out the goal of building a “socialist market economy,” it did not intend to copy wholesale models from Western capitalist economies. The adjective “socialist” underscored the CCP’s commitment to building a market economy tailored to China’s social and political realities.

   Even though the 1993 decision was planned by bureaucrats and experts at the central level, the implementation of the program was not immune from unexpected downstream consequences. Inadvertently, the reforms of the 1990s planted the seeds of new problems and crises that we read in news headlines today. Most notably, the 1994 fiscal reform recentralized tax revenue without adjusting expenditure assignments. Local governments retained less revenue but had to continue to spend; in fact, they were compelled to spend more than they did in the 1980s as social demands for public education, health, pension, and infrastructure surged over the years. Budgetary pressures escalated after 1994, as the “fiscal cliff” in figure 3.2 clearly shows. But unlike state governments in most federal systems, China’s local governments had no authority to issue bonds or to enact local taxes. They were also constitutionally forbidden from incurring budget deficits. The central government did provide fiscal transfers, but they were far from sufficient to meet budgetary needs in most localities.52 Moreover, reliance upon fiscal transfers put local authorities at the mercy of higher-level superiors who distributed the funds. Crushed by growing fiscal pressures, local authorities had to find a new source of revenue, and there was none more attractive than revenue from land.
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   FIGURE 3.2 The post-1994 fiscal cliff of local governments. Author’s calculation from China Finance Yearbook 2010.

   

   

   The financial pressures wrought by the 1994 fiscal reform ushered in the rise of what came to be known as “land financing.” As a compromise, in 1994, the same year the tax-sharing reform was implemented, the central government decided to allow subnational governments to retain all revenue obtained from the leasing of land, which was previously shared with the national government.53 In principle, land in China is owned by the state. Developers and businesses may only “lease” parcels of land for a stipulated period of time. To lease land, they have to pay a one-time “land-leasing fee,” which may amount to millions of dollars or more in a single transaction. Thus, for local governments, the land-leasing fee presents an irresistible revenue windfall.54

   Land financing unintentionally spilled into the realms of state investment and the financial sector. As China’s local governments are not legally allowed to sell bonds to raise revenue, they adapted land financing for public borrowing. Using land revenue as collateral, local governments throughout the country scrambled to set up shell companies, known amorphously as “financing platforms” or “investment vehicles,”55 to borrow from state banks. These land-backed loans were then used to finance legions of mega-projects, which would otherwise be impossible to fund using tax revenue or land proceeds alone. Even a casual visitor to China will not fail to notice the scene of constant and rapid construction, as if Legoland has sprung to life on a supersized scale. Pointing to the gap in infrastructure development in China and India, Bardhan calls it “the dazzling difference.”56 Some mega-projects produced empty stadiums and half-finished parks that sit eerily abandoned. Yet other projects have increased public services provision and infrastructural amenities.57 Especially for inland locales, land proceeds are indispensable for financing transportation projects that improve accessibility and thereby enable these locations to attract investment.58

   Despite the benefits of an urban infrastructure boom fueled by land finance in the 2000s, both policy makers and experts agree that China’s model of rapid economic growth has become “imbalanced,” that is, too dependent on investments and prone to overcapacity.59 Even more worrisome, the financing platforms established by local authorities are nontransparent and virtually unregulated.60 As a result, hidden debts mounted as local states borrowed in disguise. This entire system came to be dubbed a “shadow banking” industry. Pessimistic reports abounded that banking defaults could threaten to wreck the Chinese economy.61 At the time of writing this book, the current administration is still mulling ways to clean up the debt mess.

   Before we jump to the conclusion that these are problems unique to authoritarian China, though, it is worth noting that this system of public finance bears some striking similarities to that of “taxless financing” in postindependence America (which I will discuss more in chapter 7). American state governments were reluctant to impose taxes on local populations for a different reason—they did not want to lose voters—but as a result, they too resorted to taxless sources of public finance to sponsor landmark infrastructure projects like the Erie Canal.62

   We have seen how national reforms in China were formulated and evolved over time. The reform package of the 1980s and later after 1993 pursued different objectives of reforms and used different approaches. The former was more experimental and bottom-up, whereas the latter was more designed and top-down. And whereas the reforms of the 1980s served to build markets, those of the 1990s aimed to expand and preserve emerging markets. Yet despite these differences, both periods of reform share the characteristic of building upon preceding systems and steps instead of skipping straight from one starting point to another idealized destination. This feature of making changes step by step is what qualifies Chinese reforms as incremental. Incremental reforms, however, need not be piecemeal, narrow, or slow. In fact, a review of China’s reform history suggests that incremental reforms are likely to work better when they are wide in scope and when complementarities across various policy domains are taken into account.

   Going back to the analogy of a local official I earlier quoted, the national reform package determines the structure of the “briquette,” how many holes and where the holes should be punched in the combustible block of the command hierarchy. Once the central authorities announce the configuration of reforms to be carried out across the country, this ideological framework will empower local officials to improvise within the authorized structure.

   Yet activating local action is only the first step. After deciding the structure of the briquette, the next step is to signal to local authorities which holes are firm and which ones could be stretched. In other words, in any given national policy package, some policies must be strictly enforced but others may be flexibly implemented. How can central authorities calibrate and signal the amount of local discretion in various policy realms? This takes me to the art of giving commands in a decentralized authoritarian regime.

   Issuing Variant Signals to Guide Variation

   In the United States, state legislation is clearly inked in parchment and sometimes exhaustively detailed, even running into thousands of pages. State laws and regulations are then posted in the U.S. Federal Register for public viewing. By contrast, in the Chinese political system, the leadership is well-known for pronouncing broad and even enigmatic guidelines. Vogel describes Deng’s slogan of “socialism with Chinese characteristics” as a “grand but marvelously vague expression.”63 Brandt and Rawski elaborate:

   Functionaries at all levels must study and discuss the speeches and writings of top leaders. . . . These guidelines become encapsulated in catchy slogans that gain wide currency in official circles and also among the Chinese public. These slogans, and the policy guidelines that inform them, direct the flow of policy implementation at all levels.64

   Although it is widely recognized that Chinese leaders rely on speeches and slogans to express their policy goals and preferences, how this system really works remains an underappreciated mystery. How can a vast developing country, facing daunting challenges, be governed and transformed through catchy slogans and vague expressions from the authoritarian leadership? Since China’s top leaders exercise supreme power, why do they not just dictate exactly what local officials are expected to do?

   In this section, I propose an adaptive logic behind policy articulation in the Chinese command hierarchy. I will first argue that instructions from the higher levels are in fact not always vague; rather, they come in varying degrees of clarity. Then I further argue that by adjusting the degree of clarity in its dictates, the leadership can influence the amount of discretion that local agents exercise when implementing different policy goals.

   Understood in a stylized manner, the directives issued by the Chinese leadership may be grouped into three colored signals: red, black, and gray. Directives that make clear what cannot be done by local agents are known in Chinese policy discourse as “red lines.” Red policies permit no variation. For local governments, red lines constitute binding constraints.

   A second, “gray” variety comprises policy statements where the leadership is deliberately ambiguous about what can and cannot be done. These policies permit local experimentation and variation because restrictions are not explicitly stated. Adaptive responses to ambiguous directives produce feedback that then informs the central authorities about how policies should be adjusted.

   The final category is what I call “black” policies: written and publicized instructions that clearly sanction a particular course of action. This form of directive empowers local agents to take bold action. Because of the potency of clear-cut mandates, a prudent leader like Deng would only issue them after careful deliberation. Hence, as I will show, black policies typically evolve from gray policies. The former serve to officially endorse informal practices or bottom-up coping strategies that had emerged under ambiguous gray directives. These three varieties of policy directives are summarized in table 3.1. Below I translate and quote from selected central documents to illustrate each variety.

   
   Table 3.1 Three varieties of policy directives
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   Signaling What Cannot Be Done

   Policy guidelines that are coded red usually relate to matters of national security or collective action problems that require central intervention. Land is one example of a common pool resource. In their myopic eagerness to sell land for revenue, local officials have been depleting the national pool of arable land. Hence the central government drew a bright red line to restrict the conversion of agricultural land to urban and construction purposes. According to central policy, encapsulated in a document issued by the Ministry of Land and Resources in 2008 titled “A Summary of Plans for National Land Use,” the country must preserve a minimum of two hundred million hectares of farmland nationwide.65 This quota is distributed across the provinces and then level by level down to the grassroots. Each locality is assigned a concrete numerical target in terms of the amount of farmland that must be retained within its jurisdiction at any given point in time. Local officials refer to this binding restriction that is imposed by the central government as the “1.8 billion mu (200 million hectares) red line.”

   The genesis of this red line can be traced back to the 1994 fiscal reform. As recounted earlier, the 1994 reform dramatically reduced the share of tax revenue that could be retained by subnational governments. To compensate for the shortfall in local revenue, the central government allowed local governments to convert agricultural land into land for urban use, which could then be leased to developers for lucrative land transfer fees. In a mad rush for revenue, local governments turned more and more arable land over to commercial hands for urban use. From 1997 to 2009, China lost about 123 million mu of arable land.66 For central authorities, the rapid loss of arable land posed a grave threat to China’s grain security. It also endangered social stability in the countryside,67 as evidenced by numerous media reports about mass protests against alleged land grabs by local officials. In response, the central authorities imposed tougher and more concrete restrictions on the conversion of arable land. The central document, titled “A Summary of Plans for National Land Use,” not only declared the aggregate amount of farmland that had to be maintained at any point in time, but it also went further to detail the allocation of quotas for varying land-use purposes in each province.

   Yet another example of a common pool resource is water. During the past decades, the feverish growth of China’s economy has rapidly depleted its natural resources, including water. Eleven of thirty-one provinces have less water per resident than the World Bank’s benchmark for water shortage.68 To address this looming crisis, the State Council issued Directive No. 1 in 2011: “Decision on Accelerating the Regulation of Water Consumption.”69 The document opens by declaring the urgency of controlling water usage: “In the face of rapid industrialization and urbanization and the growing impact of global climate changes, the problems of water management and use have become more severe than ever.” As in the case of the land-use restrictions, the State Council drew a bright red line in this document of 670 billion cubic meters for the total annual consumption of water. Quotas on water consumption were then distributed by region, industry, and product. On the heels of the State Council’s orders, the Ministry of Water Resources vowed to “formulate a string of regulations to implement the strictest management system.”70

   The Ministry of Water Resources was not trumpeting an empty promise. After the central government draws a red line, the policy is followed by a host of enforcement mechanisms to ensure that the restriction has bite. One of the first steps is to specify a national quota, which is then disaggregated and allocated to the subnational units. The quotas are integrated into the cadre evaluation system (more in chapter 4). For example, in terms of water conservation, the State Council’s decision required that all localities name specific departments and officials to be held accountable for implementing water-management policies.71 Also, the directives state that individual violations against red-line policies are criminal offenses.72 This implies that local leaders who violate red-line policies, such as by ignoring land and water quotas or by misappropriating land revenue for nonconstruction purposes, will not only risk their careers but could even land in jail on criminal charges.

   Personnel management mechanisms are further strengthened by efforts to construct a comprehensive infrastructure for data collection and audits. For instance, in order to enforce land quotas, China has developed a sophisticated monitoring and information system, including the use of GPS (global positioning system) technologies, to track land use across the country.73 A local land bureau officer admonished, “Even if the local government can attract investors, it is no use if there is no excess quota for land. No one dares to mess around. Nowadays there is a GPS system watching from above.”74 Another officer even hummed a rhyme that describes the enforcement of land quotas: “GPS runs in the sky, the city runs on the web [city-level inspectors monitor electronic records], and we run on the ground [county-level officers carry out on-site inspections].”75 Echoing the views of other local officials, the party secretary of a wealthy county lamented, “Industrial growth requires a large amount of land, but the national policy of ‘1.8 billion mu’ restricts our locale.”76 In short, when it comes to red policies, the instructions are clear and firm; there is little leeway to “mess around.”

   But, skeptics may counter, media reports about land grabs give the impression that China’s local officials blatantly violate central restrictions against land conversions and sales. In fact, what lies behind the headlines is a complex story of local adaptation to centrally imposed constraints that the media rarely notices or understands.77 Local governments are caught in a double whammy: on the one hand, they need to convert land to urban use in order to build factories, attract investors, and generate revenue; on the other hand, they must abide by the centrally imposed land quotas lest they risk personal liability for violating a red-line policy.78 Local officials discovered that one way of coping with this dilemma is to compact dispersed villages into apartments and then turn previously unused rural land into active farmland.79 This exercise increases the amount of farmland within a local jurisdiction, thus giving local governments extra room to legally convert more valuable parcels of land for urban use. Developers then bid to purchase these freed-up quotas. This has generated an unusual market for land quotas rather than for actual parcels of land. Chengdu was among the first cities to establish such a market; between 2008 and 2011, more than sixteen thousand transactions were made at an accumulated value of more than 11.5 billion yuan (US$1.9 billion).80 Through these strategies, each locality keeps within its quota, and the country on aggregate maintains the “1.8 billion mu red line.”

   The unintended consequence of such coping strategies, though, is that tens of millions of farmers have been and continue to be abruptly urbanized. Once farmers trade their farmland for apartments in suburban high-rises, they lose their traditional occupations and ways of life. During a field trip arranged by local governments, we visited several model residential communities that were truly impressive and equipped with centers dedicated to helping relocated farmers secure urban jobs. But beyond these models, I have witnessed other suburban high-rises that were shoddily built, looked like jails, and lacked social amenities. Social tensions triggered by this state-led wave of urbanization in the countryside will trouble China for years to come.
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   Compacted suburban communities for relocated farmers in a model site. Chengdu City, Sichuan.
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   Other suburban high-rises are less attractive and look almost like jails. Nanning City, Guangxi.

   

   

   From Signaling What Might Be Done to What Can Be Done

   In contrast to restrictive red policies, permissive black policies officially approve particular actions. Black policies are typically preceded by gray directives that are vaguely worded and deliberately ambiguous. In effect, gray policies give local agents room to experiment as long as they do not breach the red lines. As Kellee Tsai observed, such bottom-up adaptive efforts “may take on an institutional reality of their own.”81 When adaptive strategies are widely adopted and proven to work, central reformers are then motivated to turn previously gray signals into black signals, in other words, to shift from ambiguity to clear endorsements.

   For an illustration of a gray-to-black policy stance during the pre-1993 period, Deng’s handling of bottom-up experiments in private farming provides a useful illustration. As earlier discussed, the reformist leaders did not come up with the idea of decollectivizing communes and contracting production down to households. Instead, this was a desperate experiment initiated by starving farmers in the poorest parts of China. In the realm of agricultural reform, Deng had given Wan Li, who was then the provincial party secretary of Anhui, the autonomy to deal with the problems in his domain. Deng listened keenly to Wan’s feedback on the experiments carried out by farmers in Anhui, but he was careful not to publicly support decollectivization prematurely.

   Deng was cautious for several reasons. First, as Vogel acutely notes, Deng knew from experience that “signals from the top were studied very carefully by those below.”82 If the leadership sends a clear signal that a particular policy should and can be adopted, the entire country will march along. For a dictator, the power of central mandates to “turn heaven and earth upside down,” as it is said in Chinese, may seem enviable. But for the people, if the mandate is poorly formulated, the results will be widespread and disastrous, as witnessed in Mao’s campaign of the Great Leap Forward, which led to mass starvation. Hence, Deng “was careful about what he said.”83 He wanted to make sure that a local experiment or proposed policy worked before he officially supported it.

   Second, in order to overcome political resistance to change, central leaders must first build up public support for new policies. To this end, even before he formally endorsed Wan’s push for decollectivization, Deng “shaped the atmosphere” by widely publicizing the success of the proposal through high-profile party meetings and the media.84 Notably, this was an exercise in political influence rather than control. By the fall of 1978, Anhui reported bountiful harvests in places where private farming was practiced. At national conventions, other local officials chimed in to support the experiment.

   Once Deng assessed that political conditions were ripe, he made his position clear. In May of 1980, he publicly expressed his approval of the experiment in Anhui: “[It] has proved quite effective and changed things rapidly for the better. . . . It is extremely important for us to proceed from concrete local conditions and take into account the wishes of the people.”85 Shortly after, Wan Li was promoted to vice premier and a member of the party secretariat responsible for agriculture. In September of 1980, the central party issued Directive No. 75, officially permitting the assignment of rural production to individual households.

   Following this resounding endorsement, a wave of decollectivization swept across the country. Even collective farms that worked in some areas were pressured to close,86 validating Deng’s apprehension about overly eager local enforcement of clear central mandates. By 1982, communes were abolished. Five years later, the constitution was revised to guarantee household contracting rights. And by 1989, nearly half a century since the CCP took power, China finally produced enough grain to abolish grain rationing altogether.87

   Next, I turn to the important case of collective or township and village enterprises (TVEs). As in the case of rural household contracting, Deng and his colleagues had neither conceived nor approved of TVEs at the beginning of reform. A local official who formerly headed the Office of TVE Management in a county of Shandong recalled:

   The institutional precedent to the TVEs was the people’s communes. Each year from 1979 to 1984, the central government issued a Document No. 1 concerning rural economic development. These documents were called No. 1 because they signaled that they had crucial implications for all aspects of rural development. From 1979 to 1984, the TVEs were not completely politically permitted because it was not part of the plan. Nor were they politically acceptable because townships and villages were supposed to engage in agriculture. Back then, there was no plan for industrialization [at these two lowest levels of government].88

   Consistent with the above recollection, the central government’s ambiguous stance toward TVEs was evident in its policy statements. In Directive No. 1 issued by the State Council in 1979, titled “Guidelines on the Development of Commune and Brigade Enterprises,”89 the phrase “township and village enterprises” did not appear even once. Instead, the document referred to “commune and brigade enterprises.” The document urged local authorities to be entrepreneurial, but it did not say whether or not township and village governments could establish their own enterprises. The first section opens with a vague declaration: “Following the Party’s decision at the Third Plenum to accelerate rural development, commune and brigade enterprises are urged to make great progress.”90 But exactly what form of “great progress” the leadership expected was nowhere specified in the guideline. It merely listed some commonsense reasons for why making “great progress” would benefit rural development.

   The second section then emphasized that the collective enterprises must abide by socialist principles. But, again, how this was to be done was left blank. Instead, the guideline stressed two broad points. First, the formation of collective enterprises should “adapt to local conditions,” namely “the availability of local resources and demand.” Second, such efforts must be “self-independent,” that is, local governments should not expect to receive handouts from the central state. Throughout the guidelines, the terms “according to local conditions,” “for those localities that have the right conditions,” and “based on need and feasibility” were prefixed to the broad policy prescriptions.91 At the local levels, each of these terms for an action plan could be interpreted in multiple ways.

   In equally ambiguous language, the directive glossed over the potential for competition between the existing and notoriously inefficient state-owned enterprises and upstart collective enterprises.

   In places where the government has already established state-owned [agricultural goods] processing firms, the question of whether communes and brigades can also set up processing firms should be decided by the relevant departments in the respective provinces, cities, and regions, whose decisions will be based on their assessments of the pros and cons.

   The central state essentially deflected the thorny political problem of how to handle competition between collective and state-owned enterprises back to the local authorities. Additionally, note that the guidelines did not even specify who the local authorities were; instead it invoked the amorphous phrase “the relevant departments” (a term that, until this day, commonly appears in official Chinese documents). These “relevant departments” were advised to decide whether or not to set up nonstate firms “based on their assessments of the pros and cons.”92 In colloquial terms, the document essentially says: you (whoever you are) decide for yourself whether this works for you.

   Nevertheless, although much of the document was vague, it named a few red lines that could not be crossed. One major restriction was related to private ownership. It was emphasized that “commune and brigade enterprises” are “an economic institution under the socialist system of collective ownership, owned by the communes and brigades who run them.”93 It also stressed that commune and brigade enterprises were required to comply with national price controls. They were not allowed to charge prices beyond those ceilings set at the central levels.94 Hence, in the first few years of reform, local officials experimented cautiously with collective entrepreneurship. The earlier quoted official from Shandong recounted, “We tried to find whatever loopholes that existed at that time. If we were explicitly barred from doing something, then we would try something else that was not restricted.”95

   To the surprise of the central leaders, collective enterprises became hugely successful in parts of the country. This success emboldened the leadership to officially embrace this experiment. In 1984, the State Council issued Directive No. 1, titled “Guidelines on Rural Work in 1984.”96 Compared to the directive of 1979, this directive expressed greater optimism about the growth of collective enterprises. Sanctioning these institutions in stronger language, it specifically allayed political concerns as to whether collective enterprises constituted private capitalism.

   Currently, among enterprises that hire more employees than approved by the previous regulations, some have instituted practices that are different from those of private enterprises. For example, they retain a portion of the after-tax profits and use it as collectively owned capital. . . . This constitutes elements of a collective economy. So we should help refine and improve them. We can choose not to regard them as a capitalist form of enterprise that hires labor.97

   Indeed, when the central state’s ambiguity toward collective enterprises was expressed in starker, more approving language, local agents responded with enthusiastic initiative. As figure 3.3 shows, the number of industrial collective enterprises jumped dramatically after 1984.98 The absolute value of gross industrial output produced by collective enterprises took off in the 1990s, reflecting the deepening of market reforms. From the 1980s up until the early 1990s, the collective sector unexpectedly became the driver of China’s rural industrial boom.

   A third illustration of a shift in the central policy stance from gray to black is found in the development of the private sector. Throughout the 1980s and even well into the 1990s, the terms “private” and “capitalist” were taboo. After all, during the Maoist period, bourgeois capitalists were the prime targets of political persecutions. A major innovation of the Deng period was the revival of small private businesses, defined as businesses that employed fewer than eight employees. (The numerical stipulation was based on a literal interpretation of Marx, who described an exploitive capitalist with eight employees in Das Kapital.)99 Although small private businesses were at last allowed to operate, the owners continued to fear political reprisals and faced myriad restrictions. One way of circumventing these restrictions was for private entrepreneurs to obtain permission from township and village governments to register their firms as TVEs. This informal coping strategy came to be known as “wearing a red hat.”100
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   FIGURE 3.3 Change in industrial collective enterprises, 1980–2000. China Statistical Yearbook (1991, 1996, 2000), section on industrial sectors. “Collective enterprises” include township enterprises (xiangban qiye), village enterprises (cunban qiye), and urban-rural joint enterprises (chengxiang hezuo jingying qiye).

   

   Central leaders, it seemed, knew of such disguises on the ground,101 but they did nothing to forbid the trend. Nor did they approve of it with a single policy stroke. Instead, from the 1980s through the 1990s, the leadership kept its position ambiguous as it incrementally sharpened its endorsement of the private sector. Following accounts by Tsai and others, one of the first pivotal pronouncements on private entrepreneurship was made in 1987.102 Premier Zhao Ziyang announced at the Thirteenth National Congress of the CCP that the “cooperative, individual and private sectors of the economy in both urban and rural areas should all be encouraged to expand.” Then, in 1988, the State Council issued official regulations governing “private enterprises” with more than eight employees, essentially acknowledging the existence of these firms. The PRC Constitution was also amended to include an additional line in Article 11: “The private sector [can] exist and develop within the limits prescribed by law.”

   After the interlude of the Tiananmen incident in 1989 and Deng’s Southern Tour, the CCP stepped up its approval of private entrepreneurship. As part of the November 1993 decision to build a socialist market economy, the central leadership announced that state ownership is the “principal component of the economy,” while the private sector is only “supplementary.” Four years later, at the Fifteenth Party Congress in 1997, private ownership was labeled “an important component of the economy,” whereas the state sector was downgraded from a “principal component” to “a pillar of the economy.” Then, in 1999, the paragraph in Article 11 of the Constitution was revised to read, “Individual, private, and other non-public economies . . . are major components of the socialist market economy.” By 2004, Article 11 was amended again, and this time the private sector was endorsed in resoundingly black language: “The state encourages, supports, and guides the development of the private sector.”103

   As Qian and Wu incisively observe, “In Chinese politics, subtle changes in rhetoric reflect a big change in ideology.”104 Slight modifications in wording send powerful signals that will trigger seismic changes nationwide. As the private sector became less politically taboo, the relative share of TVEs in the economy declined. From the mid-1990s onward, many TVEs were either privatized or turned into shareholding companies. The private sector registered steady expansion, as seen in figure 3.4. Prior to 1989, only household businesses that hired  fewer than eight employees, known in Chinese as getihu, were recorded. The category of “private enterprises” did not appear on file until the central provision of 1988 permitted businesses with eight or more employees to register. In 1989, hurt by the Tiananmen crisis, the number of getihu dipped, but it rebounded after Deng’s Southern Tour in 1992. The number of private enterprises grew even faster than getihu, peaking at an annual growth rate of 82 percent in 1994. From 2000 onward, although getihu (small household businesses) declined, the number of private enterprises with eight or more employees (larger private firms) continued to rise, reaching 4.3 million by 2005.105 By 2012 private firms accounted for more than 60 percent of GDP, making China a predominantly private-sector economy.106 A recent study by Lardy affirms that the private sector is the main contributor of China’s growth.107
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   FIGURE 3.4 Change in number of private enterprises, 1980–2005. Zhang, Ming, and Liang, eds., Blue Book of Private Enterprise, cited in Tsai, Capitalism Without Democracy, 55. Geithu refers to small businesses that hired fewer than eight employees, while private enterprises are those that hired eight or more employees.

   

   

   The preceding narrative suggests that guidelines from the Chinese leadership are only sometimes—rather than always—broad and vague. By issuing instructions with varying degrees of clarity, the center signals which policies demand strict compliance and which policies offer room for experimentation and adaptation to local conditions. My account also helps us to understand the apparent obsession among party-state functionaries at all levels with reading signals from the top, or as one official puts it, “to completely digest documents issued by the higher levels.”108 The numerous study sessions organized to examine the slogans, speeches, and reports that flow from policy makers in Beijing cannot be entirely dismissed as an exercise in propaganda and pretension. Just as an astute stockbroker must learn to read between the lines of what the Fed chairman says, a shrewd bureaucrat must decipher the subtleties of central directives in order to “get along and get ahead” in the communist hierarchy.109

   
   This chapter focuses on the theme of variation—the generation of alternatives—the first of three adaptive dynamics I examine in this book. Generically stated, the core problem of variation is to “balance variety and uniformity.”110 Having too few or too many alternatives both impedes adaptation; effective adaptation requires a right balance of consistency and flexibility. Translated into the context of China’s political system, this brings attention to the role of the central leadership in setting a national agenda of change and in signaling the amount of discretion that may be exercised in different policy realms. My focus on the central leadership’s exercise of influence departs from the traditional focus on control, which presumes that principals have certain precise fixed preferences and want local agents to fall strictly in line. There are no doubt instances, as discussed, when the central authorities demand conformity. Yet the story of China’s reforms has largely revolved around those policy areas where flexibility was deliberately assigned.

   My interpretation of China’s national reforms yields broad lessons for tailoring reforms to local contexts. Again, I must reiterate that efforts to move away from best-practices toward best-fit and localized approaches in the development field are highly promising. One of my goals is to advance this agenda by unpacking the problems of localization and carefully revisiting China’s important experience for new insights.

   First, it is worth highlighting that “good-enough governance” may not actually be good enough to promote early development. As Grindle defines, good-enough governance “directs attention to considerations of the minimal conditions of governance necessary to allow political and economic development to occur.”111 Aligned with this minimalist view are others who advocate targeting reforms at “the most binding constraints” or “strategic bottlenecks.”112 To be clear, I do not think these recommendations are wrong. Instead, my point is that such strategies are not likely to produce systemic political-economic changes of the type witnessed in China. Being pragmatic and realistic does not mean to do less. Rather it means to do things differently.

   Second, in order for localization and experimentation to work, it is important to place limits on the amount of variation. This chapter is essentially a study of the adaptive function of political communication in a hierarchical context. I have illustrated this dynamic through central-local state relations in China’s case. But similar situations of delimiting flexibility may also be found in other hierarchical relationships, for example, between aid agencies and aid recipients, American policy makers and officials in Afghanistan, even Cosimo (the powerful patriarch of the Medici family in Renaissance Florence) and his clients.113 Instead of always dictating instructions in black and white, which is the norm in formal legal settings, the Chinese experience suggests that variegated signals and deliberate ambiguity can be useful for balancing variety and uniformity.

   Deliberate ambiguity can also be found in other countries, but the explanation for it is very different from what I propose. As Huber and Shipan relate in Deliberate Discretion,114 there is variation in the amount of procedural details specified in legislation among developed democracies. They advance a theory of political control to account for such variation: legislators who believe that the preferences of state agencies diverge from theirs are more likely to write detailed laws in order to restrain the bureaucracy. I agree that control is always a salient problem in hierarchical organizations, including in China’s political system. But I choose to look beyond control because, especially in developing and transitional contexts, fostering adaptation is just as important as—if not more important than—exerting control. Ambiguous directives allowed the Chinese leadership to “wait and see,” to incorporate feedback from the ground to adjust its policy positions in a highly uncertain environment, where they could not foresee the range of problems and possible solutions that may arise.115 The greater the degree of uncertainty, the more salient it is to study the exercise of influence than that of control.

   Authorizing and delimiting localized policy implementation is one major step toward effective adaptation. The next step concerns the definition of successful adaptation and its associated rewards. Why might local bureaucratic agents care to actively tailor central goals to local and changing conditions? And what shapes the particular choices they make in the process of adaptation? Chapter 4 answers these questions.
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   FRANCHISING THE BUREAUCRACY

   Bureaucrats don’t have as much control over their own salaries, offices, and budgets as do business people. For these reasons, or others yet to be discovered, it should not be surprising to find government agencies that actually refuse to take on new tasks or try to give up tasks they now perform.

   —James Q. Wilson, Bureaucracy

   Public schools are not a place where you would expect to find entrepreneurial bureaucrats. After all, these organizations rely on the government for funding, and there are legal and ethical limits on methods of fundraising. This is unless, of course, if you’re in China.

   Principal Zhou swelled with pride as he introduced me to the state-of-the-art amenities at the public elementary school he ran: a newly constructed multifloor campus extension, a rubberized running track, and projectors installed in every classroom. This was only the beginning of Zhou’s grand vision of refurbishment, captured in an architectural blueprint that he framed and displayed in his office like a prized work of art. To date, Zhou estimated, the school had spent eight million yuan (about US$1.3 million) on upgrading, for which the county government provided only partial budgetary support. He had already asked the county for authorization to spend another ten million yuan, bringing the total expected costs to a whopping eighteen million yuan.

   How was the school able to raise millions of dollars for refurbishment, a significant sum even by American standards?

   Zhou’s eyes lit up. “First, I appealed to the teachers to hand me their savings, and I promised to pay them back with interest.”

   In my head, I thought this was problematic. But, in good fieldwork manners, I made no expression and continued to ask, “What else did you do?”

   “I also borrowed from banks.”

   “But why would the banks lend to your school? What could you use as collateral?”

   “Ah ha, I came up with an idea!” Zhou replied, this time looking even more pleased with himself. “I asked our teachers for their property as collateral.”

   My encounter with Principal Zhou illustrates an abiding puzzle about the entrepreneurial behavior of public bureaucrats in reform-era China. Quoting Wilson, a guru of American bureaucracy, the stereotypical image of bureaucrats is that of “lethargic, incompetent hacks who . . . [go] to great lengths to avoid the jobs they were hired to do.”1

   In developing countries, signs of bureaucratic laziness and apathy are even more common. Take India for example. For Modi, the newly elected prime minister, the first order of business was to require bureaucrats to show up for work. The newly appointed minister of information and broadcasting lamented after making a spot check on his subordinates in the morning: “There were no people in their offices. They must come on time and they must work. This whole government mindset needs to be changed.”2

   China certainly has its share of lazy bureaucrats. Yet many of these bureaucrats are also widely observed displaying initiative, even audacity, especially when it comes to making money. Notably, such behavioral norms are not exclusive to top leaders in the political hierarchy like party secretaries and mayors. Entrepreneurial vibes infect even rank-and-file agents in the bureaucracy, from school principals (like Mr. Zhou), party propagandists, and state administrators, to street-level regulatory officers. Also surprising is the general lack of qualms with which these agents pursue financing strategies. Whether it is to generate income for local state treasuries, agencies, or public service providers, Chinese bureaucrats seldom balk at doing whatever it takes, even if controversial, to fill and enlarge organizational coffers. They behave literally like entrepreneurs.

   While many have previously noted the entrepreneurial and corporate-like features of the Chinese bureaucracy,3 this chapter seeks to go further to lay out the microfoundation of these behavioral traits. More importantly, I situate this inquiry in the broader quest of the book, which, to use North’s terms, is to uncover the underlying conditions of “adaptive efficiency” in China’s political economy.4 The preceding chapter explored the first of such conditions, namely, the ways by which the central leadership authorized yet delimited the boundaries of local adaptation. This chapter turns to a second theme: how to clearly define and reward successful actions.5 This condition is especially hard to attain in public organizations, where the criteria of success is typically vague and inconsistent and where incentives are weak. How did China tackle this problem?

   My answer is stark. China runs the party-state bureaucracy like a franchised corporation, dedicated to the financial bottom line. Franchised corporations (e.g., McDonald’s), different from directly owned companies (e.g., Comet Coffee in Ann Arbor, Michigan), are organizations that merge hierarchical structures with high-powered incentives. Franchisees own a share of profits generated by their stores; thus their incentives are high-powered (meaning they are strongly motivated to earn profits).6 The Chinese bureaucracy is a hierarchical organization in which cadres are appointed by higher-level superiors, but, as I will show, their incentives are also high-powered. Such an arrangement renders these agents more like franchisees than salaried public employees.

   This manner of public organization produces certain benefits: it powerfully motivates bureaucratic entrepreneurism and initiative. But it also has clear downsides. Public agencies are supposed to serve goals other—or more important—than making money. This chapter unpacks the Chinese bureaucracy into its elite and nonelite tiers and chronicles the evolving methods by which these agents are evaluated and compensated.

   Who Exactly Are Local Officials?

   The first step in studying any bureaucracy is to specify the bureaucrats who make up the organization. This is hard to do for the Chinese bureaucracy because to foreign observers it is an opaque, single-party autocracy. Indeed, the popular and scholarly literature typically refers to agents of the party-state using the blanket term “local officials.” This phrase is so broad that it captures nearly everyone in the public sector.

   To illustrate, consider a sampling of articles from the New York Times that contain references to “local officials.” This list of actors spans provincial party secretaries and governors,7 city mayors,8 economic planners in a city,9 family planning officers in a county,10 and leaders of a village.11 Translated into an American context, this is equivalent to a list of state governors, county commissioners, city planners, public service workers in a city department, and elected members of a township. No serious study of American bureaucracy would attempt to make generalizations about bureaucratic behavior without first distinguishing between elected governors and welfare workers in a city agency.12 Likewise, no serious study of the Chinese bureaucracy can advance theories of bureaucratic behavior and incentives without first unbundling the category of “local officials” into its vastly different components.

   China scholars are surely well aware of the distinctions among different levels of bureaucratic actors; my point is that we can benefit from making these distinctions more explicit. Baum and Shevchenko’s observations are instructive. Comparing the state of the literature to the parable of the blind men and the elephant, they ascribe the proliferation of conflicting labels about the Chinese state—from developmental, clientelist, entrepreneurial, to predatory—to observers taking different snapshots of the same massive entity. In their words, “Analysts probing different parts of China’s reforming political anatomy often produce substantially dissimilar sketches of the body politic.”13 To avoid such confusion, clarifying the anatomy of the party-state is a necessary first step.

   Three facts are pertinent. First, the Chinese bureaucracy is a giant matrix structure, composed of five horizontal levels of government (center, province, city, county, and township), and each level replicates the entire suite of party and state offices established at the central level. Second, unlike in a democracy, political party and public administration are fused. In principle, the bureaucracy is composed of two parallel hierarchies—party and state—but in practice many officials hold concurrent party and state positions and are transferred seamlessly between the two hierarchies. Within each level of government, the highest decision-making body is the party committee, led by the party secretary, who is also known in Chinese as the “first in command.” The chief of the state hierarchy is the “second in command.” Hence most analyses of bureaucratic incentives focus only on the party secretaries and state chiefs and ignore the remaining actors in the bureaucracy.14 Third, China’s bureaucracy comprises not only the party and state organs but also a sprawling extra-bureaucracy, which provides administrative support and delivers both public and charge-based commercial services. About 80 percent of China’s public employment is in the extra-bureaucratic segment.15 This basic anatomy is illustrated in the organizational chart of Liaocheng City in Shandong (figure 4.1).

   With five levels of government, a panoply of party and state organs, and a sprawling extra-bureaucratic extension, the Chinese bureaucracy is a massive organization. In total, this party-state apparatus is staffed by about fifty million public employees,16 as large as the entire population of South Korea. Given a bureaucracy that is as populous as a mid-sized country, we should take pause and ask: Who exactly are local officials?

   The terms “official/bureaucrat/cadre” are blanket labels for drastically different actors.17 One way to distinguish among elite and nonelite cadres is by administrative rank. Walder defines China’s “political elites” as “all cadres at the rank of county magistrate or division chief and above” or the directorate (chu) rank.18 Nationwide, there are roughly 500,000 political elites, making up roughly 1 percent of the entire bureaucracy. These officials at elite ranks are appointed by the next higher level,19 forming a national pool of appointees for lateral transfer and upward promotion.20 The remaining 99 percent of the bureaucracy are civil servants and public employees stationed permanently in one location. For an even more fine-grained disaggregation, I slice the bureaucracy at the local (provincial and below) levels into three layers: (i) rotated top leaders, (ii) quasi-stationary vice leaders, and (ii) stationary street-level bureaucrats.
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   Rotated top leaders. As stated on the official website of the Chinese central government, the “local leadership” comprises four members:21 party secretary (party), chief of state (state), chairperson of the People’s Congress (legislative body), and chairperson of the People’s Consultative Conference (policy consultative body).22 These top leaders are appointed for a term of five years, which can be renewed up to two terms.23 Borrowing Olson’s distinction between roving and stationary bandits,24 this tiny core of top leadership may be categorized as “roving” insofar as they are frequently rotated.

   Quasi-stationary vice leaders. Below the ranks of the top leadership are vice party secretaries, vice state chiefs, and members of the Party Committees and State Secretariat, most of whom concurrently head major party-state organs in the local government. This mid-tier group, usually ranked vice chu, is appointed by the Organization Department at the same level of government, rather than at the next higher level, through an internal nomination process.25 Unlike the rotating top leadership, the mid-tier is quasi-stationary. Vice leaders are not subject to term limits, and it is not uncommon for them to serve in one locale for a lifetime.26 Term limits also do not apply to department chiefs, who are rarely rotated to other locales and may be served by natives.27

   Stationary street-level bureaucrats. Lastly, the rest of the bureaucracy is not appointed through the party hierarchy but managed by local personnel departments as regular public employees. To use Lipsky’s famous term, this segment may be referred to as “street-level bureaucrats,” public officers who interact directly with citizens and firms on a daily basis.28 Unlike leading officials, street-level bureaucrats are not rotated but serve lifetime posts in one locale.29 In fact, many are native to the locales in which they work.30 This is a large and heterogeneous group that can be further disaggregated into finer layers. But for the purpose of this chapter, it suffices to draw a basic distinction between local leaders and street-level bureaucrats (whom I will also refer to as cadres).
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   FIGURE 4.2 Three layers of bureaucratic actors

   

   Once the distinction between local leaders and street-level bureaucrats is sharply drawn, it is apparent that many studies feature only the top 1 percent of the bureaucracy. For example, Lieberthal and Oksenberg’s classic book, Policy Making in China, is an account of bargaining between provincial leaders and elite officials in the central ministries.31 The flourish of statistical studies on the promotion and tenure patterns of local officials in the past decade feature exclusively party secretaries and state chiefs at the provincial,32 city,33 and county levels.34 These studies exclude local vice leaders, department chiefs, and everyone else in the bureaucracy. Media reports expose grand corruption among top political elites who wield immense power. One notorious instance is Bo Xilai, the former party secretary of Chongqing, who fell from grace in 2012 and has since been imprisoned on corruption charges. Petty corruption happens at middle and low levels too, but, as I will later elaborate, it is not of the same type and scale as Bo’s saga.

   Local leaders and regular bureaucrats exercise different powers, perform different functions, and are motivated by different goals. Their behavior impacts development in vastly different ways too. Local leaders are the ones who make macro-decisions: for example, should our locale give tax breaks to this industry? Should we build a commercial park? Should we relocate companies into designated zones? Meanwhile, even though street-level bureaucrats do not make macro-decisions, the cumulative effects of their actions cannot be ignored. Those in administrative roles provide counsel and policy suggestions and execute decisions made by leaders. Others enforce regulations, conduct inspections, collect taxes, and directly deliver public services to society. The perception of governance among citizens and enterprises is shaped jointly by the decisions of elite officials and the execution of these decisions at the street level.

   To clarify the incentives that drive local leaders and regular bureaucrats respectively, as well as their economic implications, I will divide my remaining discussion into two parts: (1) how the success of local leaders is defined and evaluated; and (2) how street-level cadres are compensated for their work and performance.

   Evaluating Local Leaders like CEOs

   To underscore the distinctive ways by which leadership is evaluated in China, consider the norms of bureaucracy elsewhere. As Wilson states in Bureaucracy, “Often we do not know whether a manager or an agency has achieved the goals we want because either the goals are vague or inconsistent, or their attainment cannot be observed, or both.”35 Corporations can measure performance concretely and noncontroversially in terms of profits, sales, and stock value. Governments and public agencies, however, have to juggle multiple and even contradictory demands, especially in democracies.36 Wilson illustrates this dilemma through the case of the welfare department: one senator may blame the agency for processing welfare payments too slowly, but another may chastise it for not double-checking applications. Even if the goals of bureaucracy may be agreed upon, the measurement of public-sector performance is notoriously elusive.37 In short, the evaluation of bureaucratic success hinges upon value judgments about the proper role of government, which is a political problem, not a technical one.

   Turning to China, the method of evaluating local leaders is starkly mechanical. Through the “cadre evaluation system,”38 each level of government designs a report card for leaders (party secretaries and state chiefs) at the next lower level. Each year, the higher level issues an internal formal document, typically restricted from public view,39 which specifies a list of targets that subordinated leaders are expected to deliver in that particular year. Points are assigned to each target, usually totaling one hundred points. To step up competitive pressures, local leaders are ranked relative to their peers annually.

   Surprisingly, despite abundant references to the importance of the cadre evaluation system,40 only a handful of studies have shown what such evaluation criteria actually look like.41 Filling in this gap, I will reproduce several evaluation documents that I collected in recent years, which will reveal the actual content of cadre evaluation, as well as the evolution of leadership evaluation criteria from the 1980s to the present day.

   Leadership Evaluation in the First Two Decades

   In the Chinese political system, the design of evaluation targets originated at the helm of power and then percolated layer by layer down to the grassroots. Breaking radically from Mao’s fixation on class background and ideological radicalism, the reformist patriarch Deng advanced an economic- and results-oriented criterion of cadre evaluation. At the launch of market reforms, Deng announced that officials would henceforth be evaluated on the criteria of “advanced management, technical innovations, productivity, profits, and income.”42 His own selection of new talent to the core of the central leadership, including entrepreneurial and reform-minded leaders like Zhao Ziyang and Wan Li, proved his commitment to the revised standards and set a new and compelling exemplar of cadre evaluation for the communist hierarchy.

   Going forward, the performance evaluation of local leaders was based on three targets: hard, soft, and veto. As Edin reports, “Hard targets tend to be economic in nature . . . [and] completion of hard targets is important both for bonus and for political rewards.”43 Similarly, Whiting finds that economic targets constituted the bulk of scores in the evaluation of local leaders. Based on a township-level document she collected in 1989, Whiting reports that economic tasks, including the management of TVEs and agricultural sales, constituted sixty-three out of one hundred points (see table 4.1).44 In addition, township leaders were sometimes required to sign “performance contracts,” that is, written pledges to deliver concrete, quantifiable results in industrial growth and tax collection. Soft targets were lower-priority and mostly noneconomic tasks, such as implementing village elections and political education campaigns. Veto targets were goals that must be satisfied; in principle, failure to meet these targets could negate all other targets. A classic veto target was maintaining social stability. If a mass protest erupted, this could cancel out a local leader’s achievements in that particular year and even provoke dismissal.45

   Throughout the 1980s and 1990s, evaluation directives specified results in concrete terms that local leaders were expected to deliver. This is evident from the township document, issued in 1989 and shown in table 4.1. Economic targets were expressed as quantifiable ends (e.g., gross value of industrial output, total value of exports). Even among noneconomic tasks, performance was assessed in terms of numerical output. For instance, success in delivering education services was measured as “scale of funds dedicated to education” and “completion rate for compulsory education.” Equally important, the allocation of points for each target unambiguously signaled the priority of tasks.

   In short, during this period, it was clear to local leaders what they had to prioritize and accomplish. It was equally clear which outcomes they need not deliver. Conspicuously absent from leadership evaluation were targets for environmental protection, energy conservation, cultural preservation, and other soft goals that were nonessential for—and even antithetical to—achieving rapid economic growth.

   Another advantage of defining success in terms of economic results was that they were easier to quantify than social outcomes. Local officials could of course falsify GDP statistics (after all, GDP is a concept), which continues till the present day. This is an open secret, and local cadres sometimes even joke about it. Partly to mitigate falsification, economic performance is measured not only as GDP, but also as tax revenue, actualized investments, and other monetary outcomes. Unlike GDP, tax revenue is actual funds deposited in banks. It was still possible to game the system, such as by “borrowing taxes” from local enterprises or other locales to decorate one’s record;46 but borrowed taxes would still have to be returned, and lending was not guaranteed. Moreover, excessive falsification of economic results came at a price. Each year’s targets and spending responsibilities were based on the preceding year’s reported statistics. If local leaders exaggerated too much, they would confront higher targets the next year. Thus I have encountered instances where high-performing locales deliberately underreported economic statistics in order to keep their targets from ratcheting up too much.47

   The specification of bureaucratic success in unambiguous and measurable economic terms was reinforced by career, financial, and reputational rewards. High evaluation scores improved the prospects of promotion, as evidenced by several statistical studies that report a tight correlation between economic performance and promotion.48 In addition, local governments were entitled to dispense bonuses using retained tax revenue. Leaders of top-performing locales were also crowned with honorary titles.49 In each locality, the ranking of subordinated units based on their evaluation scores were publicly announced. Competitive rankings bestowed prestige or what might be termed “face” in Chinese, which was valued not only by local leaders but also by local cadres and residents. This cadre from a township in Sichuan recounted:50

   Affectively speaking, the people of our township cannot accept being ranked number 2 [vis-à-vis other townships in the county]. Our cadres and villagers care deeply about ranking. For all our hard work, there should be a concrete result. I remember one day our party secretary asked me if I thought our township could be ranked number 1 that year. I told him it would not be easy. We were ranked number 2 last year. But we are determined to rank number 1 this year.

   When bureaucratic success was unambiguously defined and reinforced by powerful rewards, the behavioral and economic effects were tsunamic. Local leaders dove headlong into promoting industrialization and growth, primarily by setting up township and village enterprises (TVEs). Paired with central policy guidelines that firmly endorsed the creation of TVEs (as recounted in chapter 3), these enterprises flourished. But because the success of TVEs was evaluated primarily in terms of gross output, rather than innovation or productivity, TVEs were incentivized more to produce than to perform. Over the long term, the profitability of TVEs declined.51 Some even incurred heavy debts. This and many other unintended problems pushed the leadership toward the watershed decision in 1993 to shift gears from partial to comprehensive market reforms.

   Cadre Evaluation from the 2000s Onward

   The era after the 1990s presented a new policy environment that demands an update of earlier conclusions regarding the operation of leadership evaluation and incentives. In particular, I highlight two key changes. First, I argue that for local leaders (though not for street-level cadres), the appeal of performance-based bonuses to local leaders, as earlier described by Whiting, Oi, and Edin,52 has been vastly overshadowed by the potential gains from high-stakes graft.53 During the early decades of reform, bonuses that amounted to thousands or tens of thousands of dollars were attractive rewards, especially in rural townships and villages,54 where income was low. But since then, the situation has changed dramatically. After 1993, further market liberalization accelerated economic growth and also stimulated the exchange of money for preferential access to emerging markets, generating new avenues of grand corruption.55 These avenues were further inflamed by a housing boom and the rise of land-based public finance. In this context of accelerated capitalism, powerful leaders could exchange lucrative deals and prime land for colossal kickbacks. One officer related an instance wherein an enterprise had bought a piece of land for industrial use at thirty-five thousand yuan per mu but was later able to convert the land to commercial use, increasing its value nearly thirty times. “You can easily imagine the amount of grease involved in this transaction,” he said rhetorically.56

   Hence, in the twenty-first century, commanding power over thriving economies will probably be the primary incentive for political elites. This incentive overlaps with promotion, but being promoted to a higher rank in a “dry” office may not necessarily endow one with more power or rents. This calls into question the widely held assumption in statistical studies that all local leaders desire to be promoted. Nonetheless, this condition only applies to high-ranking officials who are positioned to dispense valuable favors. For the vast majority of the bureaucracy, which does not wield immense power individually, compensation is still the main source of rewards, as I will later discuss.

   Second, the growing list of demands on local leadership has spawned a new problem that Americans may term “mission creep.” In particular, during the past decade, environmental protection has been elevated in cadre evaluation. Previously, degradation of the environment and depletion of natural resources and energy were absent from the national agenda. By the 2000s, however, it became clear to the leadership that environmental damage not only threatened long-term economic growth but also provoked social unrest, as seen in the spread of mass environmental protests.57 Hence, following the eleventh five-year plan, carbon reduction and energy conservation targets were added to cadre evaluation, including in some regions as veto targets.58 In addition, adapting from the earlier practice of issuing performance contracts for economic growth, I found that some locales now also require local leaders to sign similar contracts for environmental targets.59

   Another area of growing emphasis is social stability. Since the 2000s, new sources of political tensions have arisen, including widening class inequality and searing conflicts between farmers and local officials over land. More generally, with a rising middle class that commands greater exposure to information and freedom of expression on the Internet, Chinese citizens are better armed than before in contesting the state. These rising tensions set the stage for the Hu-Wen administration’s emphasis on “building a harmonious society.” This stability-centered governance fed and was fed by the escalation of police forces under the charge of Zhou Yongkang, the power-grabbing security czar who has since been convicted for corruption and expelled from the party. In an increasingly paranoid political environment, higher-level authorities responded by demanding that their subordinates deal with all the tensions. As a result, more and more items were added to the criteria of cadre evaluation, a problem that surprisingly few have documented in the literature.60

   To illuminate the sprawl of cadre evaluation targets over time, I compare the national guidelines on the evaluation of local party and state leaders in 1991, as reported by Whiting, and in 2009, following a circular issued by the Central Organization Department (see table 4.1 and table 4.2 respectively). In 1991, eighteen items were listed for evaluation. By 2009, there were twenty-six items. In 1991, fourteen of the eighteen items listed were economic tasks, and the measurements were fairly straightforward (e.g., gross national product, gross value of industrial output, taxes and profits remitted). By 2009, we find twenty-six items grouped into six broad categories. Even in the category of “economic development,” economic performance was no longer measured in unambiguous quantifiable terms. Rather, it included conceptually vague items like “overall economic efficiency” and “development costs,” which are difficult to assess objectively.61

   
   TABLE 4.1 National guidelines on evaluation of local leaders, 1991

  [image: image]

   Source: Reproduced from Whiting, Power and Wealth in Rural China, 103. The original source was Central Organization Department, “Notice Regarding Implementation of the Annual Job Evaluation System for Leading Cadres of Local Party and Government Organs,” in China Personnel Management Yearbook (1991).

   

   
   Table 4.2 National guidelines on evaluation of local leaders, 2009
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   Source: Translated from Central Organization Department, Document No. 13, “Criteria of Comprehensive Evaluation of Local Party and State Leadership,” 2009.

   

   Whereas in the past local leaders were instructed to focus primarily if not only on the economy, by 2009 they were told that nearly every target is a priority. Leaders were expected to advance “social development” (encompassing education, employment, health care, culture, and community safety), promote “sustainable development,” support “livelihoods,” maintain “social harmony,” and enforce “party and cadre discipline.” Worse still, several of these targets are in tension with one another. For example, promoting economic growth—still the number 1 item on the evaluation circular—is in conflict with the goals of conserving energy and protecting the environment, at least in the short term. Within the category of “social harmony,” the tasks of according “civil rights protection” and facilitating “grassroots democracy” could undermine “public security” by emboldening civic protests.62

   When national guidelines percolate down to the grassroots level—that is, townships—the list of evaluation criteria grows even longer and incredibly fine-grained. Again, I compare a document on the evaluation of township leaders in 1989, from Whiting, and a recent document issued in 2009 that I collected, shown in tables 4.3 and 4.4 respectively. Although the documents are issued by two different townships (the former in Shanghai and the latter in Zhejiang), both townships are in prosperous parts of coastal China and hence comparable. In order to illuminate the extent of cadre evaluation sprawl, I reproduce the entire list of targets.

   Several differences between the targets in 1989 and 2009 stand out. In 1989, townships were evaluated based on one page of targets, in six categories, totaling 100 points. By 2009, the targets ran several pages long, in five main categories, which were further subdivided into sixty-six categories totaling 400 points. Some items were even graded in decimal points. For example, auditing village accounts was worth 0.5 points; upholding “civil service morality and ethics” was 5.6 points; and addressing “the root causes of corruption” (a task that even central leaders can scarcely claim to handle) was assigned another 8.1 points. What began as the evaluation of local leaders as CEOs, based on economic performance and in clear measurable targets, had by 2009 evolved into the evaluation of super-leaders who were expected to deliver nearly everything.

   What are the implications of these changes in leadership evaluation? First, as targets snowball over time, the ability of local leaders to effectively prioritize among multiple targets is compromised. In an earlier work, O’Brien and Li argued that local officials could resolve contradictions among various targets by prioritizing hard targets and exerting less effort to implement soft targets, a strategy they term “selective policy implementation.”63 Indeed, when there were only six main targets, as was the case in 1989, developing an internal ranking of priorities from most to least important was manageable. But when the list grows to five main categories and sixty-six subcategories, the “fine-tuning” and juggling ability of local leaders, or any agent for that matter, starts to flag.64

   
   Table 4.3 Performance evaluation criteria for township leaders, Shanghai, 1989
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   Source: Reproduced from Whiting, Power and Wealth in Rural China, 106. The original source was Jiading Party Document, Issued in 1989, Jiading County Yearbook 1988–1990.

   

   Second, with a creeping list of evaluation criteria, we can no longer assume that linking promotion to particular targets would incentivize local leaders to pursue these goals. Some believe that the solution to China’s environmental problems is to include environmental targets in cadre evaluation and to promote leaders for measurable improvements in the environment. One corporate report concludes that “China’s pollution problem can be solved only if measurable environmental targets are prioritized.”65 Another study focusing on air quality asserts that “explicitly rewarding cadres with promotions for improving environmental conditions in their cities and explicitly punishing cadres who oversee environmental catastrophes might lead to visible ameliorations of China’s environmental problems.”66 This recommendation ignores the fact that air quality is not within the direct control of government officials; pollution may flow in from surrounding regions even if a locale restricts air pollution within its jurisdiction. Assessing environmental outcomes is much trickier than measuring tax revenue and investments.67 Moreover, we must keep the full picture of cadre evaluation in mind, which is clear only if we view the actual sprawling contents of evaluation guidelines. Linking promotion to environmental outcomes might work if there are only a few items by which leaders are assessed, but it will not when so much else has also been included.

   
   Table 4.4 Performance evaluation criteria for township leaders, Zhejiang, 2009
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   Table 4.4 (Continued)
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   Table 4.4 (Continued)
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   Table 4.4 (Continued)
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   Table 4.4 (Continued)
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   Third and most important of all, the sprawl of cadre evaluation criteria implies that local leaders will continue to rank economic and fiscal growth as the highest priority, despite a growing number of additional mandates. This not only because growth promotion is still listed as the first item on the guidelines and constitutes the largest share of total scores, but also because economic outputs, compared to other soft targets like environmental protection, are more measurable and visible. More importantly, regardless of the points they contribute to evaluation and promotion, thriving economies bring numerous personal benefits to local leaders, including opportunities to exert power, command prestige, distribute patronage, and collect personal rents. Hence, even though local leaders are compelled to cater to more and more demands, they will behave first and foremost as CEOs and only secondarily as populists.

   My interview with the party secretary of a subdistrict government (administratively equivalent to a township) is illustrative.68 On the one hand, the party secretary bemoaned an “infinite” scope of responsibilities that is imposed on subdistricts:69

   The subdistrict government has to be responsible for everything: for example, traffic accidents, local crime rates, and mass incidents. And yet we do not have enforcement power; we cannot perform the work of the police or regulatory agencies [at the higher levels]. But as soon as something happens, we are held accountable for it. That is why I say we have infinite responsibilities!

   On the other hand, there was little doubt that his first and foremost concern was to promote the economy and grow the tax base.70

   In 2010 we generated 159 million in tax revenue, ranking first in the entire county. Next year, I expect they will raise our target to 200 million. The other day I was calculating in my head that we are still 6 to 7 million short of hitting the target. My pressures are intense! All the subdistricts and townships are competing hard. We have to think about creating attractive business conditions, and only then will investors consider coming to our locale.

   Taking office in 2006, this party secretary had replaced a low-performing predecessor and had turned the financial situation around. In 2006, the subdistrict was ranked last in the county in terms of tax revenue. Four years later, it rose to the top of the list. Despite this impressive turnaround, the party secretary had not been promoted, mostly because spots rarely open up for promotion, even when there are high performers.71

   Nevertheless, the benefits of a revived economy are obvious, even to an outside observer. At the time of my visit, the subdistrict had been newly renovated, equipped with a modern boardroom and computers for all the employees, a fresh break from the earlier “paltry work environment with bare offices and unpainted walls.” This remodeling was financed by an entrepreneur, who donated a hundred thousand yuan as an “affective reciprocation of our services,” the party secretary stressed. Further, armed with a larger tax base, the subdistrict leader could afford to pay his staff members more. Whether there were private benefits beyond these organizational benefits, nobody knows. What is clear, however, from the perspective of local leaders is that economic prosperity yields concrete rewards, including more resources at their disposal, respect from their colleagues, and friendly relations with the business community.
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   The newly renovated façade and boardroom of the subdistrict government, following a financial turnaround

   

   

   During the initial period of reform, when China was transitioning away from a Maoist system that had punished cadres for capitalist leanings, local leaders needed clear-cut directions from the higher levels that economic results were the new yardstick of success. Today, however, local leaders need not check their report cards to know what capitalism can bring for their people, their organizations, and for themselves.

   Paying Street-Level Bureaucrats like Corporate Employees

   The preceding section traced the evolution of the evaluation criteria and incentives of local leaders. In this section I move to the remainder of the bureaucracy: public administrative employees who are not party secretaries, state chiefs, or members of party-state committees. What motivates the remaining 99 percent of China’s bureaucracy?

   The incentives of street-level bureaucracy are distinguished from officials in leadership positions in two main ways. First, for regular cadres, promotion is not a relevant incentive. As most public employees have lifetime tenure, spots rarely free up for promotion, even among elite officials.72 For instance, two officers at a county-level Environmental Protection Bureau grumbled that they had worked in the same office and at the same rank for ten years. They acknowledged that their presence blocked the promotion of newcomers.73 Second, lacking the immense power of local leaders, street-level cadres do not expect to be handed huge bribes. Instead, for them, salary and benefits is of practical and pressing concern. As one civil servant stated, “Incentives for regular people [like me] are quite simply incentives supplied by compensation.”74

   Yet in China, like in many other developing countries, official salaries for public employees are low. Figure 4.3 provides an estimation of the formal basic wages for civil servants, which are set by the central government, compared to the average income of urban and rural residents.75 Rural residents, not surprisingly, fare the worst among the three groups, but formal civil service pay actually fell below average urban income after 1995.

   Consider a more concrete illustration. In a county of Sichuan that I studied in 2011, entry-level civil servants were entitled to formal basic wages of only 830 yuan a month (US$138), less than the county’s minimum monthly wage for workers, 850 yuan.76 To put this sum in context, it costs about 500 yuan a month to rent a room in an urban slum, which implies that in the absence of additional income sources, a college-educated civil servant would live no better than an unskilled migrant worker. Such a scenario fits Besley and McLaren’s description of “capitulation wages,” wherein governments “abandon any attempt to solve either the moral hazard or adverse selection problem via wage incentives.”77 More simply put, when formal public wages are that low, civil servants are expected to steal, extort, or take petty bribes to finance themselves.
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   FIGURE 4.3 Formal civil service wages vs. average rural and urban income. Author’s calculations from China Statistical Yearbooks and Organizational History Statistics.

   

   

   Although capitulation wages are commonly perceived as a problem unique to contemporary low-income countries, they were in fact the norm of public administration throughout much of human history, including in the West. As Weber observed, all premodern governments were characteristically prebendal. This means that public officials received little or no salary at all from governments. Instead, rulers assigned officials the right to extract prebends (or rents) from office, such as by extracting fees from local residents, conducting monopoly trades, or accepting gifts in exchange for services.78 Even in the United States, prebendal practices persisted well into the early twentieth century, as Parrillo described: “Judges charged fees for transactions in the cases they heard. . . . Tax investigators received a percentage of the evasions they discovered. . . . Clerks deciding immigrants’ applications for citizenship took a fee for every application.”79

   Prebendal practices of compensation, when understood in modern economic terms, are essentially profit-sharing schemes. Public agents took a cut, directly or indirectly, of income earned through the exercise of power, from adjudicating disputes, collecting taxes, to processing permits (in the Chinese context, we may add, attracting investments, promoting growth, and enforcing regulations). Weber calls such practices “owning the means of administration.” In the past, instead of directly collecting taxes from the populace, feudal kings and lords assigned local officials the right to harvest taxes from subjects in their jurisdictions. After surrendering a portion of taxes to the royal treasury, tax farmers were allowed to retain the surplus for their own profit. Hence, Weber sums up in entrepreneurial terms, “The tax farmer was a private capitalist.”80

   Tax farming and prebendal practices posed distinct advantages given the constraints of premodern environments. In the absence of fully monetized economies and stable tax collection systems, royal treasuries were “exposed to the vicissitudes of income fluctuation,” Weber wrote. In this context, it was a crushing burden for rulers to pay administrators regular wages in money. Instead, by allowing administrators to finance themselves by collecting fees or rents from office, “the lord can transfer the trouble of transforming his income-in-kind into money-income to the officer-farmer.”81 In modern language, it means that instead of running an in-house bureaucracy, rulers chose to outsource administration, allowing individual officials to collect rents from running their offices, akin to the way McDonald’s franchises its stores to individual entrepreneurs.82

   Yet although tax farming and prebendal arrangements presented certain advantages, they posed obvious risks. Granted the license to extract rents, public officials were inclined to overextract by applying coercive force.83 With weak monitoring mechanisms in place, it was extremely difficult for rulers to keep bureaucratic agents in check. They frequently did not know about the extent of extraction and abuses of power until revolts from overtaxed populations erupted. Facing the risk of predatory agents, as Weber observes, “The lord seeks to safeguard himself against this loss of control by regulations.” And ultimately, he adds, the modern bureaucracy has to eradicate prebendalism altogether and instead provide agents “fixed salaries paid in money.”84

   In other words, the process of modernization requires the transition of bureaucracy from prebendal and profit-oriented to fully state-funded and service-oriented. We know astonishingly little about how this transition occurs, despite its theoretical and practical significance. Tracing the coevolution of bureaucratic compensation practices and the economy in reform-era China helps to fill this gap. I will identify how the emergence of a dual-track compensation structure (fixed formal salaries alongside variable perks pegged to economic performance) provided an intermediate step between prebendalism and modernized administration. Figure 4.4 summarizes my account.
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   FIGURE 4.4 Coevolution of economy and bureaucratic compensation practices

   

   Bureaucratic Compensation in the 1980s and 1990s

   In China, prebendal practices were the norm for centuries throughout the dynastic periods. Hickey’s description of the Qing administration, which still bears uncanny similarities to contemporary China, is worth quoting at length:

   The inadequacy of salaries for government officials was one of the defining characteristics of the bureaucratic system of late imperial times. Because salaries failed to cover the real costs of obtaining and holding office, officials, as a matter of fact, resorted to collecting fees from their subordinates or the people in their jurisdictions.”85

   When the CCP took power in 1949, it did not root out prebendal practices. Cadre wages were centralized by the state and kept low and compressed, aligned with the party’s egalitarian ideology. The Maoist state meted out severe punishments against anyone who dared to profit from their positions. As one cadre recounted, “During the days following state establishment, people were summarily executed for even a bit of corruption. Nobody dared to be corrupt.”86 Mao temporarily deterred corruption through harsh punishments, and his suppression of markets also kept cadres and citizens equally poor.

   When Deng announced “reform and opening” in 1978, market reforms in effect reactivated a dormant legacy of prebendal bureaucracy. On the one hand, the central government maintained centralized control over formal wage setting, which it still does today. Official public salaries, termed “basic wages” in Chinese, are set by the Ministry of Personnel Management. Formal public wages are standardized by rank and length of service. As Xu Songtao, a former vice minister of personnel management, acknowledged, throughout the reform period, formal wages were highly compressed and fell woefully behind China’s rapid inflation.87 In addition, the nationally standardized wage scale failed to reflect widening economic disparities among regions and departments within regions.

   On the other hand, the provision of extra allowances and perks to public employees—over and above basic wages—was de facto decentralized. Market liberalization unleashed the inherently uneven capacity for revenue generation among different regions and departments within each region. Among local governments, fiscal inequality widened following the central policy of fiscal contracting, under which localities were allowed to keep surplus revenue after remitting prenegotiated quotas to the higher levels. Favorably located coastal regions raced ahead economically, generating and amassing more tax income than the interior regions. Meanwhile, within each locale, fiscal disparities also surfaced across agencies. Depending on their functions and targets of regulation, some agencies were better poised than others to generate revenue by collecting fees or charging for the provision of services through extra-bureaucratic subsidiaries.

   Wealthier local governments and agencies had more income at their disposal to dispense supplementary items of compensation. These items included bonuses, allowances, overtime pay, and a sprawling array of in-kind (nonmonetized) benefits, such as “daily necessities like rice and eggs, electricity, and gas,”88 “housing at greatly subsidized prices,”89 and “luxurious office buildings.”90 In one county I visited, cadres regularly took home gifts from their departments, such as seafood, skin care products, visits to salons, and even shopping certificates. Importantly, such supplemental compensation must be distinguished from corrupt monies, such as bribes, extorted payments, and embezzled funds.91 Whereas corrupt monies are illegal sources of income extracted by individual bureaucrats, supplemental compensation comprises pay and perks supplied by local governments and agencies to top up meager formal wages. Different from corrupt monies, supplemental compensation may or may not be illegal, depending on the context, and it is dispensed organizationally. Expressed visually, if centrally fixed formal wages are explicitly “white” (legal) and corrupt monies like bribes are “black” (illegal), then supplemental compensation occupies an intermediate gray category.

   As local states and agencies supplied extra pay and perks based on their revenue capacity, gaps in actual compensation widened progressively, even as formal wages scarcely budged. This impact was personally felt by all local cadres. For example, one cadre from a county in Tianjin complained about the inferiority of his pay compared to equally ranked cadres in a wealthier neighboring county: “Our compensation is only about half of cadres in County Y. Our formal wages are the same. The difference lies in the [locally paid] subsidies and allowances, which is a function of local tax finances.”92

   Within each locale, disparities in staff benefits across departments also sharpened. Offices that were empowered to extract lucrative fees, fines, and charges were nicknamed “greasy agencies,” whereas those lacking such income streams fell into the unenviable class of “distilled water agencies.”93 The Construction Bureau is a quintessential greasy agency that profits from its exercise of regulatory power over a booming construction industry. A finance officer described it: “The Construction Bureau collects so many fees! Inspection fees, construction fees, proxy fees, bidding fees, monitoring fees. Whenever a state agency can issue approvals, it is greased.”94 As the Construction Bureau had access to lucrative income, it could afford generous staff benefits that other agencies could not. Thus, as one officer remarked caustically, “Between the Construction Bureau and the Archive Office, even an idiot knows their gap in benefits!”95

   Stated in neo-institutional terms, the marriage of rigid formal wages and market liberalization spawned a hybrid product: a dual-track profit-sharing scheme within the bureaucracy. Essentially, regular cadres took a share of income generated by local governments and by agencies within local governments. One part of cadre compensation came from centrally fixed formal wages and another portion was variably dispensed based on financial performance. Minister Xu openly acknowledged the existence of this “dual-track” compensation structure,96 a term that also described the pre-1993 pricing system, wherein some prices were fixed by central planners and the remainder by market forces.

   This dual-track incentive structure stimulated rather odd and contradictory economic behavior among street-level bureaucrats. On the one hand, all the cadres had high-powered incentives to contribute to local business growth, such as by recruiting investors into their locales, because the wealthier their locales the higher their allowances. On the other hand, the same agents also had high-powered incentives to generate revenue for their departments, because the more income their departments earned the more benefits they received. Even Chinese journalists were puzzled by the contradictory behavior they witnessed, as the Southern Daily reported, “There exists a paradox: on the one hand, local governments devise a variety of preferential policies to attract capital and investments; on the other hand, high barriers to entry, a labyrinth of licensing rules and approval procedures make things difficult for firms.”97 This seeming paradox becomes sensible once the dual incentives of street-level bureaucracy are specified.

   Although its behavioral effects were not ideal compared to a purely business-promoting bureaucracy, dual-track compensation brought certain advantages in an environment of partial market liberalization and early growth. The central government retained control over formal wage setting, giving the entire bureaucracy a semblance of cohesion. Local governments and agencies could top up formal pay based on their revenue capacity, giving them the ability to reward entrepreneurial efforts. Also, by linking staff benefits to income, local agencies were motivated to be financially self-independent, which relieved the formal budgetary burden of local states. Despite vastly different settings, the essential logic is still aptly captured by Weber’s description of prebendalism in a feudal context: “the lord can transfer the trouble of transforming his income-in-kind into money-income to the officer-farmer.”98 In the context of post-Mao China, feudal lords and officer-farmers were replaced by local governments and agency-farmers.

   Yet the disadvantages of this compensation and incentive structure were just as clear. During the 1980s and through the 1990s, state control over the bureaucracy was weak. Even the most basic instruments of fiscal management were absent. For instance, China did not yet have a centralized system of state bank accounts. Instead, the norm was that agencies opened multiple bank accounts on their own to deposit collected monies.99 Weak institutional controls paired with the right to dispense staff allowances and perks from earned income naturally bred arbitrary and excessive extraction in cities and the countryside, triggering the problems of “business burden” and “peasant burden.” In the urban areas, local agencies frequently inspected and regulated firms for the purpose of extracting fees and fines, coerced businesses to pay for mandatory services, and even required them to attend fee-charging conventions and subscribe to magazines published by the agencies. Thus it is no surprise that many observers, including the Chinese public, instinctively equated supplemental compensation with “organizational corruption” and “small treasuries” (allegedly illegal bureaucratic accounts).100

   At an early growth stage, prebendal practices supplied high-powered incentives for local offices to self-finance. Long-term capitalist development, however, requires the “rational, predictable functioning of legal and administrative organs,” as Weber stresses.101 The predatory risks of a partially prebendal bureaucracy sharpened the central reformers’ resolve to advance comprehensive market and institutional reforms.

   Bureaucratic Compensation from the 2000s Onward

   After Zhu Rongji assumed the role of premier in 1998, he launched an ambitious and forceful program aimed at rationalizing the administration.102 From the 2000s onward, China’s bureaucracy entered a new era of institution building. Zhu and his team knew well that paying adequate salaries to public employees is one prerequisite—necessary but insufficient—for eradicating petty predation. Hence the central government raised the formal pay scale throughout the country five times between 1997 and 2006.

   The practical effects of these formal pay raises, however, were limited. For descriptive evidence, I draw upon an original dataset I created using the line-item budgets of county governments in Shandong Province, which provides a rare estimation of formal wages and the elusive category of supplemental compensation.103 Figure 4.5 tracks the rate of formal salary and supplemental compensation among these counties from 1979 to 2005. We can see that in 1979, when market reforms had just started, the majority of cadre compensation already came in supplemental forms, although in absolute terms the amount was meager. From 1979 to 1993, the early phase of reform, formal wages barely increased while supplemental compensation nearly doubled in absolute size. Then, from 1994 onward, the formal wage rate began to climb, reflecting nationwide pay raises made by the central government. Even by 2005, though, these raises were modest compared to the rapid growth rate and surging costs of living. Figure 4.5 makes it clear that it was the expansion of supplemental benefits that compensated for the growing gap between formal public wages and China’s phenomenal economic boom.

   The central government was politically and economically constrained when it came to raising formal wages. Public wage raises are contentious because of deeply ingrained perceptions among the Chinese public that public employees are already excessively privileged. This is a vicious cycle. Low formal pay and weak controls in the past spawned predatory bureaucracies, which entrenched public distrust of the government and in turn obstructed formal wage raises. Economically speaking, China is so large and heterogeneous that no single wage scale could accommodate such vast differences and fluctuations. If the national wage scale was too low, civil servants in prosperous locales would be underpaid; conversely, if the scale was too high, poor locales could not afford to pay even basic public wages. Thus, as figure 4.5 clearly shows, the bulk of compensation still came from supplemental components financed by the income of local governments and of local agencies. More precisely, my dataset of the Shandong counties estimates that only 26 percent of actual cadre compensation comes from formal salaries; the remaining 72 percent are allowances, bonuses, and various other in-kind benefits.
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   FIGURE 4.5 Formal wages vs. supplemental compensation, 1979–2005. From author’s dataset of line item spending among counties of Shandong Province.

   

   

   Nevertheless, even though supplemental compensation has not been eliminated even today, the processes by which agencies collect and spent revenue underwent a quiet revolution starting in the 2000s. This revolution becomes apparent when we disaggregate the life cycle of fee collection. During the 1980s and 1990s, fees and fines were simply “collected and then spent.”104 For example, an inspecting agency could accuse a producer of violating regulations and demand a fine; the inspector could privately pocket a bribe, collect the fine in cash and turn it over to departmental coffers, or do both.

   Today, however, the processes by which fees are collected, deposited, and spent are different. One major institutional reform undertaken by the Ministry of Finance in the 2000s was to replace the previously fragmented system of independent bank accounts with a centralized network of accounts, connected between and within levels of government, in collaboration with the banks.105 This reform vastly improved the ability of finance and audit offices to track the transactions of all the departments. The centralization of accounts was paired with the introduction of cashless payments of fees and fines. In order to collect a fee, regulatory officers are required to issue a “non-tax revenue collection certificates,” instead of collecting payments in cash, as was done in the past.106 Like official receipts, these certificates are issued at the provincial level and each is coded with a unique number,107 so that local agents cannot arbitrarily print a certificate and that every payment can be electronically traced. To pay the fee, a business then takes the payment certificate to a bank stationed at a one-stop administrative services center, established in cities and counties nationwide. Then the payer is issued an official receipt. The bank directly deposits the fee into a centralized system of public accounts.
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   A one-stop administrative services center, with representatives from various agencies stationed at booths to issue licenses and fee collection certificates. Chengdu City, Sichuan Province.
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   After collecting payment certificates from the agency representatives, fees can then be paid at an on-site bank that remits funds directly into state bank accounts.

   

   

   Now to be clear, local offices may still break rules and set up independent accounts without authorization, but compared to the past, such actions now count unambiguously as corruption, and agency chiefs who break the rules will personally risk criminal charges. In addition, with the centralization of accounts and digitization of transactions, it is much easier to detect hidden funds than in the past.

   These new institutional controls and technologies strengthened state control over bureaucratic finances on an unprecedented level. And yet, interestingly, I found that, in practice, local agencies still exercise rights to spend the revenue they earn. Indeed, in my interviews with local cadres, including with finance officers, they frequently use the term “spending rights.”108 In practice, during the internal budgeting process, the finance bureaucrats continue to allocate budgets based on each department’s revenue. Why? One budgeting officer explained that it was a simple incentive problem: “The financial burden of our county would be too large otherwise. If we agreed to fund all the departments fully, then they would have no motivation to generate revenue for themselves.”109 My fieldwork showed that some of the richest locales could currently afford to fully finance bureaucracy and supplement formal wages using local tax revenue, thereby obviating the need for individual offices to self-finance. But in vast areas of China, most local governments have not yet amassed sufficient wealth to afford adequate and stable salaries. In these places, prebendal practices persist, albeit in a more regulated fashion than before.

   In sum, over three decades, compensation practices in China evolved from a dormant prebendal system into a progressively regulated profit-sharing scheme. Thus understood, the present-day Chinese bureaucracy is neither purely Weberian nor recklessly predatory. This evolution of bureaucratic structure underlies the changing patterns of corruption. As Ko and Weng found in a recent study, the number of corruption cases related to embezzlement and misappropriation of public funds has steadily fallen, which reflects the sweep of administrative reforms implemented since the late 1990s.110 At the same time, bribery has grown in scale over time, involving grander sums, larger transactions, and higher-ranked officials. This particular combination of corruption trends approximates the Gilded Age in America, a time when high-stakes graft between politicians and businesses raged but petty corruption was gradually being brought under control.111

   
   The thesis of this chapter can be summed up in one line: Adaptive and entrepreneurial public bureaucracy is something we all love to have, but it comes at a price. So when we exhort bureaucracy to behave adaptively, as Andrews recommends, to “[respond] to locally defined problems” and use “step-by-step experimentation to solve such problems,”112 we must not neglect the deeper problem of actualizing such desirable behavior—namely, how can success be clearly defined and powerfully rewarded in the public sector?

   Underlying the unusually entrepreneurial and even audacious behavior so commonly seen in the Chinese bureaucracy is a franchised mode of operation. This franchised mode, as I have shown, operates in two different ways for two broadly distinguished sets of bureaucratic actors: a thin sliver of elite local leaders versus an enormous mass of street-level cadres. Local leaders, numbering about 500,000 individuals, were evaluated like CEOs for most of the reform period, based on quantifiable economic targets that were unambiguously spelled out in writing. Even though I show evidence of mission creep over time, which makes it increasingly hard for local leaders to prioritize among multiple tasks, pursuing economic growth is still the number one target that is most aligned with the personal interests of the elites.

   Then, turning to the forty-nine million remaining street-level cadres, I em-phasize that the incentives most relevant to this group come in the form of compensation, not promotion. Street-level cadres are paid partially like corporate employees, in a profit-sharing manner. Even though their formal salaries are fixed, they also receive a share of income earned by local states and by local agencies through supplemental allowances and perks. In this way, their incentives were divided between promoting local business growth and generating revenue for their particular agencies. Over time, this contemporary adaptation of prebendal practices was not eliminated but institutionalized through the incorporation of new technologies of bureaucratic control. The wealthiest locales in the country were among the first to be able to finance local agencies adequately through tax income (more in chapters 5 and 6) and thereby diminish prebendal practices.

   Running a public bureaucracy like a franchised corporation has its benefits and drawbacks. On the positive side, this mode of operation generates a pervasive organizational culture that almost worships money making. On the negative side, however, the very same corporate qualities that drove rapid growth and boldness are also a source of corruption and public discontent against the bureaucracy. As China grows wealthier and its citizenry expects more from government than just economic results, the bureaucracy faces the strenuous test of transforming from a profit-oriented to a service-oriented organization.113

   In combination, the previous chapter and this chapter have identified two meta-institutions that steer and motivate local improvisation within a national framework of reforms: first, measures that authorize and delimit local adaptation, and second, measures that define and reward bureaucratic success. With these in mind, we are now ready to move from the national perspective to the local levels. How do local officials adapt central goals of development to varied conditions in different parts of China and over time? In the next chapter, we will unpack the coevolutionary path of a city in Fujian Province to see how states and markets mutually adapted and transformed since reforms began.

   




   


   Part 3

   IMPROVISATION

   




   
   5



   FROM BUILDING TO PRESERVING MARKETS

   Needless to say, even within the same country the focus of [growth] promotion can—indeed has to—evolve over time with changing domestic and international conditions. Typically, the successful countries have been those that were able skillfully to adapt their policy focus to changing conditions.

   —Ha-Joon Chang, Kicking Away the Ladder

   The preceding two chapters have examined two ways by which the central party-state directed local improvisation. First, it authorized and at the same time delimited the boundaries of local adaptation in policy implementation (chapter 3). Second, central authorities defined bureaucratic success and structured rewards in the style of a franchise corporation, spurring entrepreneurial behavior from the highest to lowest levels of the hierarchy (chapter 4). Taken together, these meta-institutions empowered, guided, and incentivized local agents to adaptively pursue development.

   Part 2 of the book, comprising this and the next chapter, shifts from the top-down to the bottom-up perspective. We turn to how processes of local improvisation progressed within shared national parameters and the consequences produced by these processes across a variety of local settings facing vastly different opportunities and constraints.

   In this chapter, we unpack the coevolutionary path of one particular locale: Forest Hill, a city of about two million residents (about twice the population of San Jose, California, or a quarter of Hong Kong’s), tucked in the interior of the coastal province of Fujian. Like many other parts of China, Forest Hill has undergone dramatic economic and institutional transformation. Such development should not be taken for granted. Although this city is in a coastal province, it is hill-locked, surrounded by forests and hills, hence its pseudonym: Forest Hill.1 Without concerted and sustained efforts by local state authorities to bring industry and commerce into this hilly area, Forest Hill would have remained an idyllic—but ultimately poor and rural—political economy.

   How did development actually happen in Forest Hill? Did the city’s leaders heed the advice of international experts to establish good governance as a first step of development, namely, by furnishing secure property rights to private entrepreneurs and resolutely eradicating corruption?2 Or did it model itself after the developmental states of East Asia, by establishing technocratic state agencies and channeling resources toward targeted industries?3 Alternatively, did the city make do with “good enough governance,” delivering only minimal government performance and waiting until it had become sufficiently wealthy before improving governance?4 The answer to all three hypotheticals is no.

   To understand how development actually occurred in this locale, I map the steps of state-and-market coevolution, starting with the central decision to open markets in 1978. My analysis yields a simple but powerful conclusion: the institutions, policies, and state capabilities that promote growth evolve over the course of development, even within a single locale.

   More specifically, I distinguish between the tasks of building markets and preserving markets. Dominant theories in political economy are theories about good or strong institutions (such as professional bureaucracies, rule of law, private property rights protection) that are necessary to preserve markets that have already been built. But where markets barely exist, which is the situation facing most low-income, preindustrialized, and premodernized societies, building markets from the ground up demands drastically different institutions and strategies. Why is that? My answer is that the goals, constraints, and resources for development vary at low and middle levels of income; therefore, the selections that fit these different contexts must also be different.

   Institutions for Building vs. Preserving Markets

   The idea that early and late stages of development demand different institutions is not new. In the beginning of this chapter, I quoted Chang, who observes that “even within the same country the focus of [growth] promotion can—indeed has to—evolve over time with changing domestic and international conditions.”5 Taking a historical approach, Chang contends that Western developed nations, when they were developing, did not in fact use the “good” policies (such as limited government, deregulation, and labor laws) that they recommend to developing countries today. Instead, the West had deployed interventionist and protectionist measures to help their domestic industries take off. Similarly, Rodrik states that “igniting economic growth and sustaining it are somewhat different enterprises.”6 This opinion has been echoed by several others,7 who argue that reforms in developing countries should take into account “local context” and that “good government means different things in different countries.”8

   Borrowing Rodrik’s terms, how exactly is igniting economic growth different from sustaining it? The answers we give to this question will fundamentally affect our inferences about the particular institutional forms that fit different stages of development. One common response is that sparking growth is “easier” than maintaining it. As Rodrik asserts, “Instigating growth is a lot easier in practice than the standard recipe, with its long list of action items, would lead us to believe.”9 One policy implication of this perspective is that developing countries should not aim unrealistically to replicate the whole panoply of good governance at once. “Countries do not need an extensive set of institutional reforms in order to start growing,” Rodrik states.10 Instead, as others agree, they should take the more pragmatic route of settling for “good enough governance” or “second-best institutions” and “target fewer changes.”11

   The theoretical and practical question that follows is: How good must good enough be? And what should good enough (or second-best) governance look like in practice? Although the above literature points correctly to the unrealistic expectation of getting governance right in one step, it falters at spelling out concrete guidelines on alternative steps. For instance, let’s examine the response of Rodrik’s seminal work. In a section titled “An Investment Strategy to Kick-Start Growth,”12 he emphasizes the importance of measures that correct “government failures” and “market failures.” On the former, he lists these problems that must be tackled: “macro-economic instability and high inflation, high government wages, a large tax burden, arbitrary regulations, burdensome licensing requirements, corruption, and so on.” Then, on correcting market failures, Rodrik suggests some of the following measures: “crowding in of private investment through subsidization, jawboning, public enterprises, and the like.” Further, he adds that “the implementation of the market failure approach requires a reasonably competent and noncorrupt government.”

   In other words, according to Rodrik, what does it take to kick-start growth? Almost everything. And yet he maintains that “the requisite policies need not be wide-ranging” and furthermore, that “the most effective point of leverage for stimulating growth obviously depends on local circumstances.” He does not specify, however, what these “local circumstances” are or what institutions could evolve given these circumstances. So now his answer seems to be: it all depends.

   Clearly, we need a theory of differential institutions for early and late growth stages that is more than just a watered-down version of good governance or that it all depends. To build such a theory, we must first revisit the question of why building and preserving markets might require different institutions and methods. For a start, what are the goals and concerns of development at a start-up stage? Are they different compared to mature stages? Many theories in political economy do not make a distinction among the imperatives of development at low, middle, and high levels of income. Instead, the problems unique to already developed economies are posited as universal problems of all economies, whether developed, developing, or not developed at all.13

   Consider the argument, advanced by leading political economists, that the norms of limited government and private property rights protection are essential for economic growth. As North and Weingast propose in a seminal article,14 the central problem of development is how to constrain a powerful government from preying upon the private wealth of citizens. Using the case of the Glorious Revolution in England in 1688, they argue that once the power of the monarchy was constrained through the establishment of parliamentary institutions and an independent judiciary, bonds and stock markets flourished, and England was catapulted into modern prosperity.15 This is indeed a compelling argument and an illustrative case.

   But was the context of England in 1688 universal to all economies? Were English markets completely barren prior to the seventeenth century? According to Greif’s historical account, as early as 1275, centuries before 1688, England had already promulgated the Statute of Westminster I, which replaced a previous communal system of contract enforcement with institutions of “individual responsibility, territorial law, the central administration of justice, and personal collateral.”16 The Royal Exchange (the precursor of the London Stock Exchange) opened in 1571, and the East India Company was officially founded in 1600, eighty-eight years before the Glorious Revolution. By the seventeenth century, England had a sizable propertied class, large enough to press for political reforms, which led up to the events of 1688.

   Even on a superficial level, the conditions that prevailed in seventeenth-century England do not comport with what is generally found among Third World countries today and certainly not in China after 1978. Countries like Afghanistan and Malawi are nowhere close to having stock exchanges, a vibrant middle class, and centralized justice systems, much less their own versions of the East India Company. When the post-Mao leadership first launched reforms, markets and their associated institutions barely existed. The starting point was an autarkic, centrally planned economy, a bureaucracy devastated by the anarchy of the Cultural Revolution, and a society scarred by more than a century of foreign invasion and civil wars, followed by three decades of tumult under Mao. In these contexts, building (or rebuilding) markets is the first order of development. Indeed, Weingast’s famous term “market-preserving” institutions is revealing;17 institutions like secure private property rights, rule of law, and limits on government are ones that preserve markets. When markets have not yet been built, there is nothing to preserve.

   What are the imperatives of development when markets are being built from the ground up? While secure protection of private property rights is certainly desirable, it may not be the foremost concern of market actors in these situations. This is because some assurances of property rights may be worth taking risks and making initial investments,18 especially since the gains one can potentially reap in uncertain, emerging markets are potentially phenomenal (the biographies of present-day billionaires in China can attest to the axiom of “no risk, no gain.”).19 Moreover, at an early stage, there can be informal substitutes for formal property rights protection; for socially connected individuals, an uneven playing field actually benefits them. Hence, the first-order problem of kick-starting markets is not the provision of absolutely secure property rights, but rather, as a provincial economic bureaucrat from Jiangsu once told me, “to take care of the basics.”20 By which, he means providing the necessary hard (physical) infrastructure for operating businesses. For instance: Are there roads? Does electricity run? Are there banks?21 It is difficult—but not impossible—to set up factories in the absence of secure property rights. But it is impossible if there are no roads or electricity or even a basic financial apparatus to deposit funds.

   For governments in start-up economies, the primary concern is less to assure citizens of their individual rights than to attract an initial wave of investments, jobs, and growth opportunities. Chinese bureaucrats use a figurative phrase to describe this problem: how to earn “the first pot of gold”22 or, stated in Western terms, “start-up capital.” Also, before such governments can attempt to improve the status quo, they must first cope with various constraints common to impoverished environments, including financial constraints (scarce revenue to pay bureaucracy and finance essential infrastructure), institutional constraints (scarce capacity to enforce decisions, gather information, and monitor bureaucratic behavior), knowledge constraints (lack of basic knowledge about economic production and management), and human capital constraints (lack of public and corporate professionals). It makes little sense to constrain the power of governments before they have even acquired the capacity to perform basic tasks.

   Importantly, poor, rural, and premodernized societies do not only face constraints; they also possess certain unique advantages that wealthy capitalist ones may lack. This tends to be overlooked in the existing literature, which highlights the constraints but less the resources of developing countries. For instance, Grindle states that “well-institutionalized states” have more to build on, but among “some collapsed states and ones dominated by personal rule, there may be little to build on for improved governance.”23 In fact, I argue, even personalist societies have something to build on for development.24 In particular, this chapter will highlight the reconfiguration of pre-existing personal and informal networks and communist modes of political organization to stimulate capitalist investments. Chapter 4 recounted the harnessing of high-powered incentives embedded in prebendal practices (i.e., allowing public agents to collect a share of public revenue generated rather than paying them fixed formal salaries) to motivate bureaucratic self-financing and entrepreneurism. Chapter 7 will explore the role of communal affiliations, noncodified public financing, and rampant piracy in market building in other national and temporal contexts. Together these cases will provide concrete illustrations that start-up economies have something to build on; it is just that standard accounts have not registered these occurrences and possibilities.

   Once the defining imperatives, constraints, and resources in start-up economies are taken seriously into account, it becomes clear that the particular institutions, both economic and political, that would fit these contexts could not be identical to those that fit middle- and high-income economies. When we place goodness of fit at the heart of analyses, it is not even apt to think about market-building institutions as merely “second-best” or “good enough” variants of market-preserving institutions. This is because each bundle of institutions fits different functions. For example, would we think about hammers as second-best screwdrivers? We need hammers to hit nails and screwdrivers to loosen and tighten screws. Switch their uses around and these instruments cease to be useful. In the context of development, the methods that spark early growth may be supremely ill-suited to the tasks of economic restructuring and upgrading. Likewise, market-preserving institutions may do little good for start-up economies.

   As I have examined in chapters 3 and 4, central reformers in China crafted a set of meta-conditions that empowered local agents to improvise solutions to particular contingences specific to their locales and that evolved over time. Turning to the case of Forest Hill, our next step is to examine which particular solutions were improvised at various points of development in a location endowed with certain environmental features.

   Introducing the Protagonist: Forest Hill City

   Two pieces of background information are useful before I proceed to the case. First, it is worth reiterating that China is a highly decentralized state, both economically and administratively, even though it is a single-party authoritarian regime. Some economists characterize China as an “M-form” hierarchy, wherein each locale operates as a self-sufficient and autonomous unit.25 According to the World Bank’s China 2030 Report, subprovincial governments in China shoulder 59 percent of government expenditures, compared to 14 percent in other developing countries and 32 percent in high-income countries.26 Cities are a level of government below the central government and the provinces. I focus on a city in this chapter because this is a level of government responsible for the provision of important public goods like urban infrastructure and pensions. This is also a level of administration that features a mixture of macro planning and micro policy implementation, as this city mayor and former county chief described:27

   My work at the city level is a mixture of macro and micro. The center is super macro, at the level of grand strategy and direction. At the province, it’s still macro. Micro policy execution happens at the county level. Townships lack autonomy and power to solve problems entirely on their own.

   Each city is made up of several urban districts at the geographic core and suburban or rural counties that fan out into the periphery. My later discussion of developments in the city of Forest Hill applies mainly to the urban districts. Policies made by the city and usually implemented first among the districts guide the formulation of policies at the county level. But even among these counties, their speeds and outcomes of development vary.

   Second, since the party-state plays an oversized role in China’s adaptive and development process, the issue of agency—who decides and does what—deserves some elaboration. Agency is a deceptively simple issue; to avoid digressing, I clarify the relationship between the party and the state and the economic roles of various bureaucratic actors in a separate essay.28 To follow my narratives in this and the next chapter, it suffices to know a few organizational features. In any local government, the top decision makers are usually the party secretary (head of party), the state chief (head of state), and members of the party committee (comprising the party secretary, the state chief, and the leaders of several key departments within the locale, who are appointed by the party secretary).29

   Once decisions are made, they are implemented by the rest of the bureaucracy, which comprises an administrative civil service and subsidiary extra-bureaucracies that provide administrative support, public services, and charge-based services.30 The civil service is divided into tiers; officers on the higher tiers (such as department chiefs, deputy department chiefs, and section chiefs) are deeply involved in policy deliberations with the leadership body and craft the details of policies. On average, a city (excluding the districts and counties below it) and county party-state apparatus is made up of about twenty thousand public employees, with 20 percent in the core civil service.

   As outlined in chapter 4, while the top leaders are rotated on fixed terms, the remaining cadres are stationed in one locale and many are natives. Despite their limited tenure, party secretaries and state chiefs can and do exert strong influence on the focus and direction of development in their locales, as we’ll see in the case of Forest Hill (and also later in chapter 6). To distinguish their legacies, many of these leaders advanced their own signature programs and slogans. To avoid identifying my respondents, I assign pseudonyms to local leaders and a few officials who are frequently quoted.

   Like a person, every locale has a distinct story, shaped by its inherited conditions and past experiences. The life path of the protagonist in this chapter, Forest Hill City, is molded by three main factors. First, this is a city in Fujian, a coastal province that lies across the straits from Taiwan. In that sense, Forest Hill enjoys the privilege of being in a relatively prosperous region of China.31 Fujian and Guangdong were among the first provinces granted permission by the central leadership to welcome foreign investments.32 Second, although Forest Hill is in a coastal province, it lies deep in the interior of Fujian, lush with trees and flanked by hills. Third, also as a result of its geography, the city is endowed with natural resources, including wood, metals, and minerals.

   I refer to Forest Hill as my Goldilocks case. Because of its mixture of growth advantages and constraints, the pace of change in this city is neither too fast nor too slow, but just right, making it an especially apt case for mapping the steps of state-and-market coevolution.

   Although Forest Hill is not the most prosperous city in Fujian Province, the city has nonetheless undergone dramatic economic, infrastructural, and social transformation since the launch of market reforms. In 1979 Forest Hill’s GDP per capita was less than three hundred yuan (about US$60 by current-day exchange rates), only 0.5 percent of the income level in the United States.33 Thirty-five years ago, Forest Hill was a predominantly agrarian society. Today its downtown area is congested with mega-malls, bustling crowds, and heavy traffic. Recently, a large suburban area was cleared of farmland to make way for the construction of a new central business district. A skyline dotted by international hotels, condominiums, and office towers heralds the city’s future look.

   One of the leadership’s greatest sources of pride is that the city’s GDP had exceeded the benchmark of one hundred million yuan. Some officers were not afraid to admit that growth statistics could be manipulated, like everywhere else in China. “There’s water in the numbers,” said an officer from the Statistical Bureau. Nevertheless, he added, “the overall trend indicates real change,” and the surge of taxes and investments over the decades are also solid measures of economic growth.34 Moreover, another officer pointed out, “Development is most visible in the construction. In the past, a six-story building would be considered tall, but today, there are many skyscrapers.”35
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   The bustling downtown in Forest Hill

   

   

   Beneath the veneer of heady growth, the city has experienced—and is still experiencing—growing pains. The brutal costs of rapid industrialization were as conspicuous as the signs of emerging wealth. One of the oldest preserved villages in Forest Hill provided a peek into what the city might have looked like had it not industrialized. The village’s environment was pristine and its scenery absolutely breathtaking. A farming family welcomed me with utmost generosity in their home, serving rice they had cultivated in their fields. But as soon as I stepped away from the village, the scene turned uniform, drab, and gray. Mining and heavy industries ravaged the rivers and choked the air with smog. The level of PM 2.5 (small airborne pollutants) exceeded national safety standards. According to a recent pollution scandal, a mining company had allegedly spilled pollutants into a lake, killing fish and sickening residents.36

   Beyond the physical degradation of the environment, rapid urbanization has also disrupted rural traditions and family lives. Even young children were not spared from anguish. As part of an urbanization drive in the past decade, many village schools were forcibly closed, and children as young as five were made to attend boarding schools in the suburban towns. One of my students from the area recalled that she and her classmates were only allowed to take a bath and to eat something other than rice and pickled vegetables once a week, when they returned home, but only briefly. Yet this student was fortunate compared to her peers because her parents, who chose to remain in the farms, were home. Many other rural children were “left behind” with only the old and feeble and sometimes no one when all the adults left the countryside to labor in the cities.37
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   The idyllic countryside in Forest Hill

   

   

   When we speak about development in Forest Hill, these are the concrete outcomes experienced and witnessed. I wish to paint the picture as fully as I can because development is not just growth, a bloodless statistic of rising income.38 Rather, development—which we have come to regard as the attainment of factories, cities, automobiles, mass consumption, and all things modern—is an all-round transformation and a painful process, especially when this process is as hurried and as compressed as it is in China.

   How did Forest Hill make the Great Leap from a poor, agrarian, and socialist political economy to its current middle-income, heavily industrialized, and capitalist status? To illuminate the multifaceted process of development, I will divide my discussion into two overlapping sections: (1) the coevolution of property rights and markets; (2) the coevolution of development strategy and markets. While property rights provided an essential and basic foundation for entrepreneurial activities, it was the party-state’s development strategies that accelerated the building and subsequent preserving of markets. Hence the two dynamics proceed together and spill into each other. Table 5.1 summarizes the major political-economic changes from market opening to 2014.
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   The Coevolution of Property Rights and Markets

   The protection of property rights is a fitting place to launch an examination of the coevolutionary path of Forest Hill City. As standard economic theories tell us, economic growth requires the provision of secure private property rights and eradication of predatory state behavior. Defying expectations, China’s economy took off in the 1980s despite the absence of private property rights and rule of law and in the presence of widespread petty corruption. As richly documented in earlier literature, during the initial period of partial market reforms, China’s economy was stimulated by the assignment of partial property rights to collectively owned enterprises.39 But how did property rights structure continue to evolve from the early 1990s up until the present day?

   Extending earlier accounts, I will trace the coevolution of the structure of property rights and markets over three phases: (1) prior to 1993, the assignment of partial property rights to collective enterprises; (2) after 1993, informal property rights protection through personal relationships between bureaucracy and businesses; (3) from 1998 onward, state efforts to formally protect private property, promote the private sector, and rein in bureaucratic predation. Along the way, I will also outline the evolution of corruption patterns in Forest Hill since the 1980s, from decentralized petty corruption to the rise of grand corruption in a context of accelerated capitalism. Figure 5.1 summarizes my discussion in this section.

   Assignment of Partial Property Rights

   At the start of market reform, the priorities of the leadership were clear: feed the population and increase industrial production. Huang, the party secretary who presided over the reforms of the 1980s, was single-mindedly focused on industrialization. He coined a catchy slogan that conveyed the urgency of the task: “Finish your meals and hurry off to the factories.” Even though the objectives of development were clear, however, the menu of choices in the 1980s was constrained by two political imperatives. First, private ownership was still taboo and not endorsed by the central party. Second, the implementation of market reform required the political support and even enthusiasm of local communist cadres. Many of these cadres had monopolized the allocation of resources under central planning. If the introduction of markets eroded their traditional base of power and gave them no benefit in return, they would resist reforms.40 What structure of property rights would fit within these constraints, that is, is not private, could incentivize production, and would enlist local communist cadres in the process of industrialization?

   The answer is township and village enterprises (TVEs), collectively owned and managed by township and village governments rather than by private individuals. As discussed in chapter 3, central leaders had not anticipated the emergence of TVEs, much less dictated their specific forms. So why did these enterprises mushroom spontaneously across the country in the absence of central planning? Because TVEs fit the nationally defined priorities and parameters of the time: grow industries without going private.
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   FIGURE 5.1 Coevolution of property rights and markets in Forest Hill
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   FIGURE 5.1 (Continued)

   

   TVEs operated on the basis of partial property rights. As Oi and Walder clarify, property rights are actually a bundle of rights, comprising rights over control, income, and transfer.41 TVEs were aligned with socialist principles because the right of transfer was collectively held by townships and villages. At the same time, however, individual officials and TVE managers could exercise managerial control over daily operational decisions. They were also assigned rights over income flows. Profits earned by TVEs were classified as extra-budgetary revenue and could thus be retained entirely at the local levels. Oi and Walder argue that by assigning partial property rights to collective entities, the government created sufficient incentives for an impressive spurt of rural industrialization in the 1980s.

   The national dynamic described above played out in Forest Hill.42 Township and village officials played a lead role in setting up TVEs, which were mostly small paper and cement factories that later ventured into making plywood and alloys. Local cadres mobilized villagers to work in TVEs and used their personal contacts to scout for customers. During this period, some private managers seized the opportunity to operate in the disguise of TVEs. A long-time bureaucrat who worked in resource management, whom I will call Officer Tian, described how this practice, also known as “wearing a red hat,” worked: “Say an enterprising individual wanted to do business, but at that time he or she could not do so. This person could collaborate with township and village officials and start a TVE in the name of the local government.”43 It is impossible to know for sure how many TVEs were actually collective or privately managed or a mixture of the two. Regardless, these enterprises became “the major driving force of our industrial economy.”44 Locals characterized the 1980s as the decade of “a mini growth spurt.”45

   The initial success of TVEs, however, soon hit bottlenecks. Because of their hybrid (part-plan, part-private) status, TVEs were burdened by state-imposed restrictions, such as mandatory production targets. Officer Tian recounted, “I was there at a production meeting and witnessed the deputy mayor assigning production targets. During that time, targets that could not be completed [by state-owned enterprises] were turned over to the TVEs, requiring them to produce however much was planned.”46 In addition, the success of TVEs was defined by higher-level governments in terms of sales and output, rather than long-term profitability.47 Such criterion was emblazoned on performance contracts and circulars on leadership evaluation.48 In a revealing choice of words, a veteran economic planner, Officer Wu, noted that this overly narrow focus on output stimulated “industrial activities but not industries.”49 Elaborating on the TVEs’ short-lived success, another veteran, Officer Han, pointed sharply to the limitations of partial property rights:50

   The development of TVEs did not last long because collective property rights were still not clear enough; they were incompatible with modern enterprise management and corporatization. On the other hand, private property rights are clear. Mine is mine, and yours is yours. Both restraints and incentives are much easier to establish [under a system of private property rights].

   Yet despite knowing the limitations of collective ownership, local officials and enterprise managers had no authority to attempt outright privatization during the first decade of reform. Crossing the red line of privatization risked persecution and grave personal casualties. The decision to transform collective into private property had to come from the highest ranks of the party. This momentous shift finally came in 1993, when the post-Deng leadership led by Jiang Zemin announced the groundbreaking decision to establish “a socialist market economy,” that is, to pursue full-fledged market reforms.51

   Informal Property Rights Protection

   Referring to the 1993 decision, a former city bureaucrat and county leader, Chief Ma, remarked, “When the central government makes a firm decision, this decision will trigger seismic changes across the country.”52 The impact of ideological shifts at the center was felt deeply at the local levels, but each locale’s response to the opportunities provided by central-level changes was different, as Ma further explained:

   At the grassroots, our actions are broadly guided by central decisions, but not in a precise way . . . because work at the grassroots must be tailored to local conditions. Development succeeds only if we take advantage of the unique features of each locality. This is different from policy making at the central level.”

   The leaders of Forest Hill took the first step of observing how other economically advanced cities in Fujian Province responded to central calls for bolder reforms. “Our leaders took study trips to the coastal cities of Ocean View and Long Beach [both in Fujian], learned from their experiences and brought them back to Forest Hill,” Officer Tian recounted. The study trips emboldened the city’s leadership to go ahead with privatizing TVEs, even though they were still careful not to use the word “privatize.” Instead, he said, “We coined a nicer term: restructure.”53 Within a few years after 1993, scores of TVEs were restructured. Through this process of ownership transfer, “the individuals who started the TVEs earned their first pot of gold.”54

   Next, Forest Hill embarked on “state owned enterprise (SOEs) restructuring,” a code phrase for bankruptcy and closures. Many SOEs had long been inefficient and saddled with losses. The city government retained the large SOEs in the profitable sectors, primarily mining and tobacco, and proceeded to shut down the rest. Officer Tian also recalled the closure of a state-owned timber factory through the policy of “two transfers.” The status of thousands of employees was transferred from “state workers” to “free social agents” (a euphemism for unemployed) during massive layoffs. Property was then transferred from public to private hands. The city used the land occupied by the factory to pay its debts and workers’ severance. The remaining assets were sold at a fraction of their value to “budding private bosses,” who profited handsomely.55

   Importantly, the restructuring TVEs and SOEs germinated the first batch of local private wealth holders. “One part of our private economy sprang from TVEs, benefiting from the collective, and the other from SOEs, benefiting from the state,” Tian summed up. Bear in mind that only about a decade before, Forest Hill had no private economy and was a hill-locked location. Left to their own means, enterprising individuals could not easily accumulate the necessary capital, assets, networks, and experience to start factories. Nor might they have been willing to bear the risks of failure. Collective and public ownership provided a springboard and preparatory ground for private entrepreneurship.

   Along with the birth of a local private sector, another major shift after 1993 was the city’s enthusiastic embrace of foreign investments. A distinctive feature of China’s FDI (foreign direct investment) inflows were that they came predominantly from a Chinese business diaspora spread throughout East Asia, especially in neighboring Hong Kong and Taiwan.56 Fujian Province was among the first to welcome foreign investors; one of the first special economic zones (SEZs) was established in the city of Xiamen. But because Forest Hill is located in the interior of Fujian, it lagged behind its coastal peers and only began to court foreign investors aggressively from the 1990s onward. (In the next section, I’ll discuss in more detail its strategy of wooing investments.)

   Despite the central’s expressed commitment to full-fledged capitalist reforms, local business environments during the 1990s were far from predictable, much less friendly. Private and foreign businesses alike were prey to excessive red tape and widespread extraction by myriad local agencies, a problem known throughout China as “the three arbitraries” (arbitrary extractions, arbitrary fees, and arbitrary fines). Also, companies could not rely on the legal system to resolve disputes, as courts were in their infancy and patently not independent. In fact, prior to 1998 Forest Hill authorities made no formal commitments to protect private property rights. On top of these burdens, businesses were frequently compelled to entertain party-state functionaries at their expense:57

   Personnel from various party-state offices chose to hold meetings not at the government buildings but at the enterprises. Their pretext was to show concern for businesses. In reality, they went there to eat, drink, and stay, and the companies had to host them. . . . Throughout the 1980s and 1990s, this was a common practice. I once attended such a meeting at a major enterprise. Not only did it have to serve meals and beverages, it also had to prepare little gifts [like briefcases] for every bureaucrat at the end of each meeting. Every expense, big and small, was delegated to these enterprises, so for them, it was a significant burden.

   Bothersome hosting requests and arbitrary extractions made by local agencies, which Lu describes as “organizational corruption,” were not the only scourge in the 1990s.58 Petty corruption was equally common. In an environment of extensive regulatory controls and discretion, individual low-level officers could demand petty bribes in exchange for speeding up administrative approvals. Social scientists refer to such petty corruption as “speed money,”59 while Officer Tian termed it euphemistically as “lubricant.”

   Some licensing procedures were of course necessary, but it depended on how the bureaucrat chose to process them. Some take only two or three days to be completed. That would require some “lubricant.” You’ll have to prepare an envelope. Otherwise the process would be slow.60

   In short, throughout the 1980s and 1990s, which were two decades of impressive growth, apparent in figure 5.2, Forest Hill experienced all the problems of petty corruption and excessive red tape that debilitate poor and weak states elsewhere. So why did problems of weak property rights and predatory bureaucracy not suffocate growth here?

   The theory of “market-preserving federalism,” famously advanced by Qian, Montinola, and Weingast, provides only a partial and overly optimistic explanation of this puzzle. According to them, intense regional competition should deter local governments from engaging in harassing and extractive practices. In their words, “When a particular jurisdiction imposes an onerous restriction on its firms, the latter face a competitive disadvantage relative to competing firms from other jurisdictions that are not bound by the restriction. . . . Jurisdictions are thus induced to provide a hospitable environment.”61 While the idea that free competition deters predatory practices may have appeal, their theory rests on an unrealistic assumption: that firms can move freely. In reality, corporate mobility is constrained. When businesses are still deciding where to invest, they do enjoy plenty of choice and may even play local governments off against one another to extract favorable deals. But once businesses invest in a location and factories are built, it is costly to relocate. This is especially true in China given that the vast majority of investments are in manufacturing, not services.62 The costs of relocation are even higher in resource-oriented economies like Forest Hill.63
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   FIGURE 5.2 Forest Hill’s economic statistics, 1978–2010. Forest Hill City Yearbooks.

   

   Therefore investors could not pin their hopes on local governments to self-restrain due to competitive pressures. Instead, to adapt to a less-than-hospitable environment, the more effective means of protecting property rights was to cultivate close personal relationships with individual officials, who could help investors mediate disputes, navigate complicated regulations, obtain necessary approvals, and avoid onerous charges. This is why investment courtship during the 1990s was highly personalized (more in the next section); clientelist relationships between bureaucrats and investors substituted for formal property rights protection.64 The more highly ranked and influential the official to whom an investor was connected, the stronger the protection accorded. In some extreme instances, which are still seen in parts of China today, companies would prominently display state-awarded “protection plaques” at their factory gates to ward off inspecting and potentially predatory agencies.

   Tapping on ethnic ties provides yet another layer of informal property rights protection. Compared to business executives in Western multinational corporations (MNCs), returning émigrés and overseas Chinese entrepreneurs speak local dialects and know informal norms; many are related to the native populace by kinship or friendship. Owing to its coastal location and long emigration history, the facilitating role of ethnic ties to local communities is especially pronounced in Zhejiang Province (later illustrated in chapter 6, through the case of Blessed County). As a business owner in Zhejiang related, “Here in my hometown, I know many people. So if there’s any problem, I can find someone on the higher or lower levels to help. There’s bound to be someone who can help.”65 Forest Hill too benefited from returning émigrés. One of the city’s industrial titans, Phoenix Corporation, was founded by a native who migrated to Hong Kong in the 1980s and returned to Forest Hill in 1993 to set up a machinery factory. This founder is famously quoted as saying, “Love for one’s hometown is an essential virtue of entrepreneurship.”66 The diasporic business community played a significant role in stimulating early growth because of its unique advantage in navigating an environment of weak formal property rights.

   To sum up the developments thus far, if the 1980s was a decade of a “mini growth spurt” accomplished through partial market reform, then the 1990s was a Schumpeterian era of creative destruction. Collective ownership and mechanisms of central planning were dismantled and replaced by an influx of new business forms. GDP per capita grew from less than three hundred yuan in 1979 to five thousand yuan by 1996; the size of the economy grew seventeen-fold in seventeen years. As the seeds of capitalism were laid, these changes spawned new patterns of state-business relations in the latter half of the 1990s.

   Toward Formal Property Rights

   Forest Hill’s founding class of capitalists sprang out of the privatization of state-owned and collectively owned enterprises after 1993, as well as out of the inflow of Chinese diasporic investors. Seeing the rise of this promising class, city leaders responded by co-opting it.67 Party bosses invited entrepreneurial stars and the managers of local state-owned companies to participate in formal political institutions, most notably the city’s people’s congress (equivalent to the legislature) and consultative conference (a policy discussion forum).68 Participation in formal political institutions gave business leaders the opportunity to voice their concerns to the government and potentially influence policy making. Even more importantly, behind the scenes, political participation helped capitalist delegates strengthen connections with state bureaucrats and thereby enhance their own business interests.69 For state and business alike, it was a win-win arrangement.

   Such on-the-ground developments throughout the country quickly fed back to decision making at the central level. As Tsai observes, “The economic success of private businesses . . . offered reformers evidence (against ‘leftists’ or conservative leaders) that enhancing the scope of the private sector would be in the country’s political and economic interest.”70 To enhance the private sector, central reformers had to assuage private owners about their fears of political reprisals and widespread bureaucratic predation. In response, the central party took steps to progressively affirm the political status of private ownership. At the Fifteenth Party Congress in 1997, private ownership was elevated in a nationally broadcast speech to “an important component of the economy.”

   These central signals percolated powerfully back to the localities. In Forest Hill, Chen, the party secretary who took office in 1998, made “emancipating our minds and embracing openness” his governing motto. Under his charge, the city promulgated a series of directives that formally and concretely ratified its commitment to protecting private property rights. Issued in 1998, the first of these documents was titled “Implementation of the Decision to Promote the Private Economy’s Rapid Development.” The year after, the city government issued a more detailed directive that pronounced, “In accordance with the Constitution, all levels of government must seriously incorporate the private economy into local development plans.” The directive spelled out concrete measures to “protect the rights of private enterprises according to the law,” including prohibitions against “extortion, indirect extortion, forced purchases of services [by local agencies] . . . forced subscriptions of publications [published by local agencies], demands for free meals, and monopolies in services provision.”

   Such formal pronouncements were encouraging but would have little bite if they were not backed up by institutional reforms. The year 1998 coincided with Zhu Rongji’s arrival in office as premier. He forcefully advanced a nationwide program of administrative reforms to overhaul the practices of accounting, budgeting, fee collection, and more.71 The advent of administrative controls was accompanied by the adjustment of local public compensation. Recalling my discussion in chapter 4, nationally standardized salaries set by the central government were abysmally low. A civil servant in the Trade Bureau recalled that his formal wages during the early 1990s was only 117 yuan (less than US$20) per month.72 To top up formal wages, the Forest Hill government provided staff allowances and benefits by drawing on local tax income. In this way, operating like dividend payments, all cadres from the highest to the lowest ranks benefited from the city’s wealth. Reminding all the agencies of their personal stake in local prosperity, a deputy mayor once declared at a meeting, “Do not forget that taxes paid by our enterprises are closely and personally connected to your benefits. Taxes collected go toward paying your allowances. So serve our enterprises well!”73 As the tax base grew, the city government could better afford to pay the bureaucracy higher budgets and salaries and thereby reduce their reliance on extracting fees and fines.

   Reforms within the bureaucracy were reinforced by corporate demands for political change, not in the form of democratization but in the manner of what the businesses termed “release”;74 that is, the removal of administrative red tape and harassment. As businesses swelled and contributed to the political achievements of leaders and the material welfare of bureaucracy, they were emboldened to voice their grievances. As Officer Tian recounted, “Businesses were unhappy about the situation, so they complained, saying ‘Why should we pay for the government’s expenses?’ Once the top leaders took serious notice, those on the ground didn’t dare to mess around.”75 In practice, predatory practices were not eliminated in a snap by top-down commands. Nevertheless, the movement toward administrative rationalization that started in the 1990s continued into the next decade, paving the way for a new phase of market building.

   Petty Corruption Subsided, Grand Corruption Rose

   Locals characterized the decade of the 2000s as a “big growth spurt,” compared to a “mini growth spurt” of the 1980s. Indeed, if you look at the economic statistics in figure 5.2, income, investments, and tax revenue per capita inched upward during the 1980s, grew at a robust rate during the 1990s, and then galloped steeply in the 2000s. Underlying the impressive trajectory of the 2000s were several conditions laid down during the 1990s that provided a more predictable, rules-based environment for doing business. These conditions included formal commitments to property rights protection, a raft of administrative reforms, salary raises financed by a growing tax base, and an increasingly large and assertive capitalist class. Simultaneously, during the 1990s and into the 2000s, the city government aggressively courted investors and channeled significant efforts into improving the city’s transportation links (more in the next section).

   Whereas the decade of the 1990s was one of creative destruction, the 2000s was a time of economic coagulation around a few emerging industrial titans in the city. Such changes in the economy fed back to both the elite and nonelite tiers of bureaucracy. On the latter side, Forest Hill saw a steady reduction in individual-level petty corruption as well as agency-level predatory practices. Local businesses observed a discernible break in the behavior of street-level bureaucrats from the 2000s onward, as one manager related:76

   Before 2000, the business environment was not good. At that time, there were comparatively few enterprises. Bureaucratic personnel frequently came to patrol enterprises, dining and wining along the way. Nowadays, however, there are many enterprises, and the officers cannot eat so much. Moreover, people are more civilized today. I personally know some regulatory officers who really have no desire to harass businesses. Not to mention that there is so much food available these days. There are many occasions for dining and wining, and our society has become health conscious too, so local officers are not keen to “eat” anymore.

   Notice, as described above, that the decline of low-level predation stemmed from an ongoing growth process, which created more enterprises, more food, and new social mores emphasizing “civilized values” and “health consciousness.” At the same time, these economically motivated changes within the bureaucracy were buttressed by the introduction of new control mechanisms. For example, starting in the late 2000s, civil servants were required to make purchases using state-issued credit cards, so that transactions could be precisely tracked electronically. The city also created a one-step administrative center for issuing licenses and collecting regulatory fees, where cameras were installed to deter individual administrators from taking petty bribes or gifts.77

   Although accurate data on bureaucratic extractive practices are sparse, official reports about the collection of “unauthorized fees” in the education sector provide some clues about malfeasance trends over time. Nationwide, the problem of unauthorized school fees was a source of public outrage. Although Chinese citizens are entitled by law to ten years of free education, many public schools burdened families by charging additional fees. Figure 5.3 shows the trend of unauthorized fee collection in Forest Hill, based on my coding of reports in the city yearbooks. We can see that the number of penalized cases peaked around 2000 but steadily declined afterward. The reported amount of illegal fees also surged in the early 2000s but fell precipitously after 2007. From the descriptive statistics alone, we cannot tell for sure whether the spikes around 2000 reflect an actual increase in extraction or stronger state enforcement against such behavior. The onset of administrative reforms in the late 1990s, however, followed by a dramatic fall in the incidence and amount of unauthorized fees suggest that stronger institutional checks are more likely the reason for the trends observed in the 2000s.

   This snapshot in Forest Hill’s transition to a market economy suggests a major lesson: growth itself is a strong antidote to petty corruption;78 it enables the meaningful implementation of administrative reforms. The institution that spurred early growth, however, was not formal protection of private property rights, but rather a system of partial followed by informal property rights protection, paired with an unorthodox bundle of market-building strategies (more details later). Once markets took off, diminished economic scarcity and strengthened mechanisms of control worked together to extricate predatory practices at their roots. Seen in this light, recommendations that poor and weak states eradicate petty corruption as a necessary first step toward building markets have confused the causal order of corruption and growth.
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   FIGURE 5.3 Trend of unauthorized fee collection in education. Forest Hill City Yearbooks.

   

   

   The administrative improvements that started in the late 1990s and continued well into the 2000s laid a foundation for the next lap of Forest Hill’s development. From 2011 onward, the city’s leaders shifted the focus of development decisively from growing the size of the economy to industrial restructuring and upgrading. In 2014, Forest Hill was selected by the central government as a test point for strengthening intellectual property rights. The city incorporated the number of patents into its cadre evaluation targets, established a specialized legal aid center for intellectual property rights, and provided training programs to agencies and companies.79 As Weber-inspired scholarship correctly observes, for states to preserve and upgrade markets, a nonpredatory, rules-based administration is a minimum requirement.

   But even though petty corruption and agency-level malfeasance subsided over the 2000s, we would be seriously mistaken to think that all forms of corruption had diminished. Indeed, this is what Weber’s theory critically fails to notice: the march of capitalism is accompanied by administrative rationalization and the emergence of grand corruption in new guises. What are these guises? Examples abound in advanced capitalist economies, including in the United States: campaign support from super wealthy donors; ever-revolving doors between public and private sectors; companies that lavish perks on legislators in exchange for favorable laws and exemptions from taxes and regulations; and, not to forget, collusion among banks, regulators, and corporations that led recklessly to the 2008 financial crisis.80

   As it is still a developing economy, Forest Hill has yet to evolve the highly sophisticated and legalized guises of corruption commonly found in the most advanced capitalist markets. Nevertheless, as its economy boomed, instances of grand transactional corruption between political elites and influence-buying capitalists rose conspicuously to the surface. In the wake of Xi’s anticorruption campaign, several of Former Hill’s top officials “fell off the horse,” that is, were arrested for corruption. These toppled officials include a former city party secretary (the number one leader in the city), a deputy mayor, a chief of the city assets-management committee, and a county party secretary.

   Official reports shied from revealing the details of their crimes, perhaps because the central party feared that such information would stir public ire. Nevertheless, we know from available procuratorial and press reports that the crimes of these former top guns included taking bribes, engaging in profit-making activities, and keeping mistresses. Notably, different from Zairian-style predatory states, their crimes did not include extortion (demanding payments without providing benefits in return) and embezzlement (outright stealing of public funds). To be clear, theirs was corruption that greased access to markets for a small number of players who desired and could afford to pay for privileges.

   Available exposes of these fallen leaders reveal another important pattern of corruption: their crimes were inextricably intertwined with their economic accomplishments. A former party secretary, who has been sacked on charges of “illegally accepting huge bribes in exchange for favors,” provides a sharp illustration. During his reign, this party secretary oversaw a period of impressive growth, including an ambitious program of state-led urbanization. This scheme involved resettling thousands of rural families into newly constructed and densely packed suburban towns, thereby freeing up farmland for industrial and commercial uses.81 Before his arrest, this leader was praised for attracting multibillion-dollar investment projects. Locals remember him especially well for presiding over the construction of a high-end mall. Although official reports do not indicate who gave him bribes and for what, rumors swirling on online forums alleged that the party secretary’s family members had monopolized road construction projects. It was also rumored that developers bribed their way to constructing the many suburban towns that decorated his career. His developmental dazzle lasted until he fell from the horse.

   The Coevolution of Development Strategies and Markets

   Property rights are a necessary ingredient of development, but they are not the only ingredient. Especially for late developers, which do not have the luxury of time to build markets over centuries, state interventions are necessary to accelerate the process of economic catch-up. As the developmental state literature tells us, the East Asian economies succeeded through the formula of “market-conforming methods of state intervention,” the establishment of elite Weberian agencies, and the targeting of preferential policies and subsidies at industries of comparative advantage.82 Although some observers have characterized China’s local states as developmental,83 the city of Forest Hill did not in fact follow the standard developmental formula, at least not in the beginning. Figure 5.4 summarizes my account in this section.

   Capitalizing on Market Opening

   Rewind the timeline back to 1979, when central authorities had just announced the decision to reform and open. Given the green light to increase production but the red light against private ownership, the predominant mode of development in the 1980s was rural industrialization through TVEs. As earlier described, cadres in township and village governments led the drive to start up TVEs. In general, the methods used to spur production during this period were “coarse,” as termed in Chinese.84 Officer Tian described, “During the 1980s, the motto was ‘go wherever the water flows.’ This means if you can find any way to make money, do it. Dig up metals in the hills; disregard pollution.”85 This first decade produced a mini growth spurt, but he lamented in hindsight that “it also resulted in tremendous waste of human capital, assets, and natural resources.”

   Meanwhile, at the city level, the priority of development was stark and pressing: build railways and roads. Without basic transportation links, Forest Hill was a hill-locked city. No amount of strategizing or business-friendly services could lure investors to Forest Hill if goods could not be conveniently transported to the coast for sale and export. Thus in 1992 the city government established a special office to plan the construction of railroads.
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   FIGURE 5.4 Coevolution of development strategies and markets in Forest Hill
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   FIGURE 5.4 (Continued)

   

   

   Deng’s revival of capitalist reforms in 1993 emboldened local officials in Forest Hill to pursue growth opportunities beyond domestic borders. “Attracting capital and investments” became the hottest buzzword. Within Fujian Province, coastal cities like Xiamen had opened their doors to FDI as early as the 1980s and had prospered. Now Forest Hill wanted a share of these opportunities too. But how was it to stand a chance against formidable coastal competitors like Xiamen and Shenzhen? Following conventional wisdom, Forest Hill should follow in the footsteps of the East Asian tigers, that is, it must first create a corps of technocrats to design and execute investment promotion policies citywide. Additionally, as the theory of market-preserving federalism predicts, the way to beat regional competition is to eradicate corrupt practices and to entice investors with the most hospitable business environment.

   These ideal measures could have been taken if Forest Hill were already developed or had enjoyed an exceptionally good start. Alas, its conditions in the 1990s were far from favorable. Unlike Japan, South Korea, or Singapore, Forest Hill did not inherit a technically competent and foreign trained bureaucracy from colonial legacies.86 Instead, it had a communist bureaucracy barred from contact with the outside world and from engaging in capitalist activities for three decades. Attracting FDI was entirely new to the city. Eradicating petty predation would also have been ideal, except, prior to an economic takeoff, the city had neither an ample tax base to adequately finance its bureaucrats nor sufficient capacity to discipline them. Moreover, during the 1990s, the very idea of “serving businesses” had not occurred to the bureaucracy. Bear in mind that communist state planners were accustomed only to exerting control. As one planner explained, “Under the command economy, there was no private sector, only state-owned enterprises. These enterprises were all state controlled, and our job was to command them.”87

   The conditions facing Forest Hill shortly after 1993 added up to a paradox: Use the existing communist bureaucracy to court capitalist investments. Central reformers had signaled the green light to court foreign capital and investments, but they gave no specific instructions on how it was to be done. Instead, local leaders were left to capitalize on available opportunities on their own. In selecting a response, their first and practical consideration was: How might we make use of existing institutions?

   Although the existing communist bureaucracy was flawed in many ways (petty predation was common and local cadres were utterly lacking in cosmopolitanism and market savvy), it possessed certain advantages. The first was networks. In poor and agrarian political economies, people are deeply embedded in affective personal relationships, known in Chinese as renqing and guanxi. Whereas relationships in urban, industrialized societies are distant and impersonal, those in rural settings are rooted in familiarity and trust. On this important point, Fei Xiaotong’s incisive observations deserve to be quoted at length:88

   Modern society is composed of strangers. We do not know each other’s pasts. When we talk, we must explain things clearly. Even then, we fear that oral agreements are not binding; therefore, we draw up written contracts to which we sign our names. Laws arise in just this fashion. But there is no way for laws like this to develop in a rural society. “Isn’t that what outsiders do?” rural people would say. In rural society, trust derives from familiarity. This kind of trust has very solid foundations.

   As Fei’s quote underscores, the “market-preserving” institutions advocated in the dominant literature (e.g., rule of law, written contracts, and impartial administration) are institutions that undergird modern societies, which are “composed of strangers.” But pre-urbanized locales like Forest Hill—as well as many communities throughout the developing world—are distinctly societies without strangers. Indeed, the term “a society of familiars” continues to be used in China today.89 When I conduct fieldwork in townships and villages, even in counties, it is apparent that everyone knows everyone. Fei, an astute observer of Chinese society (and of rural societies in general), does not view personal connections through a rosy lens. He admonishes, “China is undergoing a rapid transformation that is changing a fundamentally rural society into a modern one. The way of life that has been cultivated in rural society is now giving rise to abuses.”90 In other words, we normally view personal ties and patronage as negative not because they are inherently bad, but because they present a poor fit with urbanized societies peopled by strangers. Prior to urbanization, however, personal relations were a vital social resource for building markets. And this is a resource into which Forest Hill tapped.

   A second advantage of communist bureaucracy is the power of mobilization. Mao’s revolutionary style of governance featured the use of campaigns, during which the entire society and bureaucracy was mobilized to channel their efforts and resources single-mindedly toward narrow state goals. Campaigns can be dangerous, as evident during the terrible famine of the Great Leap Forward. The application of extremely forceful methods like intensive propaganda and top-down targets could lead, in Perry’s words, to “coercive enforcement by over-eager cadres.” Yet, Perry adds, when directed toward development, campaigns are “capable of impressive achievements.”91 Indeed, a cadre from Forest Hill made a similar observation: “I feel that our system has its unique advantage, namely, that we can get things done quickly and achieve great results.”92

   Given the patent lack of technocratic personnel and the strengths of personal networks and mobilization, how could the existing bureaucracy be adapted to the current goal of “attracting capital and investments”? The method adopted was unorthodox but sensible in light of Forest Hill’s particular circumstances. Instead of a technocratic mode of investment promotion, all the city’s agencies, regardless of formal functions, were mobilized in campaign style to recruit investors. Locally, this was known as “the beehive campaign.” An official who worked in the commerce office recounted the situation:93

   The beehive campaign started around 1995. . . . First, the province set the investment targets, which were then distributed to the cities, and finally down to the counties and townships. The city ordered the assignment of investment promotion targets to all the agencies. These targets were included in bureaucratic evaluation. In some cases, such targets were even assigned to individual officials.

   Along with the assignment of investment targets to all agencies, bonuses were assigned collectively to high-performing departments as well as individually to department chiefs. Each agency activated the personal contacts of its chiefs and staff members to scout for business opportunities. Returning émigrés and overseas family members were an especially promising source of investors. To supplement individual recruitment efforts, the Investment Bureau stepped in by organizing investment conventions and speaking tours.

   En masse investment courtship went hand-in-hand with generous giveaways of tax breaks, electricity subsidies, discounted land, and other attractions to investment projects of all shapes and sizes. As the system of courtship was highly individualized, promises made and freebies given to investors were haphazard and uncoordinated. In one instance, the Forestry Agency, which was “assigned targets to recruit wood refinery companies,” attracted investors by “ensuring that they had ample access to raw materials.” This was done by “excluding our refineries’ extraction [of timber] from the official quota on deforestation.”94 In another instance, an investor was given land rebates, described as follows by Officer Wu, the industrial planner: “Say the enterprise auctioned a parcel of land for an official price of 200,000 yuan. In practice, the government took only half the price and refunded the remainder back to the enterprise in the form of bonuses.”95

   The beehive strategy was not so much a “policy” strategically hammered out by elite decision makers in boardroom meetings as it was a commonsense response to prevailing pressures, or what an investment officer termed “a widespread emergent phenomenon.”96 As he explained, “After Deng’s Southern Tour in 1992, markets opened and regional differences widened. At the same time, the 1994 fiscal reform spearheaded by Zhu Rongji heightened local fiscal pressures. If we wanted to eat, we had to expand the tax base by attracting new investments. This was the context that gave rise to the beehive campaign.”97 In Forest Hill, such aggressive efforts were not made in vain (though this was not the case throughout China, as we’ll later see in chapter 6). Within only two years from 1993 to 1995, investments doubled from about 700 to over 1,400 yuan per capita. Stated in the terms of the locals, the city earned its “first pot of gold” since the 1993 decision.

   This initial inflow of capital and growth opportunities fed back to development strategy by giving city authorities stronger impetus and more financial resources to realize an abiding goal: improve transportation links. Owing to a combination of familial ties and natural resource availability, Forest Hill was able to attract some investors shortly after 1993, but these initial gains were modest. A sustained economic takeoff would not be possible unless Forest Hill overcame its geographical barriers. To that end, Party Secretary Chen—aka “the Builder”—who took office in 1998, made infrastructure expansion the keystone of his administration. The year he arrived, the city achieved its first infrastructural breakthrough. After years of appealing to central authorities, they finally approved the construction of a railway from a county in Forest Hill to Guangdong Province. The project was slated for completion in 2001.
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   A railway network dramatically shortened travel time to Forest Hill and stimulated growth opportunities.

   

   

   Land finance provided a vital source of start-up funds for major infrastructure projects, such as the railway to Guangdong, which could not feasibly be financed through tax revenue alone. As a finance bureaucrat explained, “Our within-budget revenue [primarily taxes] is used to finance all the necessary public services, whereas land transfer fees are earmarked for urban and infrastructure construction. Fiscal transfers from the higher levels are definitely insufficient to meet our financial needs. Without land finance, it would be impossible to build up a city.”98 One of the earliest land sales in Forest Hill took place in 1993 for a parcel of land that was previously occupied by a farm equipment factory.99 A flurry of infrastructure construction continued from the 1990s to the 2000s, including highways, additional railroads, a county airport, and industrial parks.

   The prospects of improved transportation links fueled the beehive practices that started around 1995. This was because “once the basic infrastructure was in place, we had a solid basis to attract investors.”100 Forest Hill now became a credible attraction to a wide range of investors, not merely to overseas relatives or opportunists seeking to extract natural resources. Against this backdrop of infrastructure expansion under the charge of Party Secretary Chen, an ambitious mayor, Yang—aka “the Recruiter”—who took office in 2002 as the city’s second-in-command, launched an investment campaign that he labeled “3 100s.” Whipping the beehive campaign into turbo mode, he set a goal of attracting one hundred investment projects every year at each of the three stages of planning, negotiation, and execution. “Investment fever reached a peak under Yang,” Officer Wu said, “producing a big growth spurt.”101 This growth spurt was accompanied by some “early efforts at industrial adjustment,” focusing on scale but not structure. Small paper and fiberboard makers were closed, and cement factories were urged to step up production.

   Evidently, the aim of development from the 1990s to the early 2000s was to grow the size of the economy as quickly as possible. And city officials selected a market-building bundle of strategies geared toward this particular objective: en masse and personalized investment courtship, across-the-board giveaways, and physical infrastructural expansion. GDP per capita doubled within this five-year period. Yet the economic changes that occurred during this period were more than just rapid growth. As the city’s emphasis had been on achieving quantity—rather than quality—of growth, all types of investments arrived, leaving the market a miserable mess:102

   Back then, our commercial parks had no plan. A tofu factory sat beside another factory making fiberboards. How is that going to work? Previously, we had some toy factories. The production of toys demands a whole line of parts, like plastic molds, electroplates, and so on. But the toy industry failed to create an industrial cluster, so it was not sustainable.

   Up until this point, the development strategies we’ve seen in Forest Hill bore little resemblance to the East Asian newly industrialized economies, featuring technocratic agencies and coordinated policies that “picked winners” (i.e., targeted state support of valuable industries).103 In Forest Hill, there were few signs of selectivity or macro-industrial planning. Instead, County Chief Ma said, “In order to grow the economy, we welcomed all investors.”104 Thus far, the city seemed intent only on pursuing quantity of growth and paid scant regard to issues of quality of growth and sustainability. But this would soon change.

   No Longer Hungry

   By 2005, Forest Hill had evolved from a crude start-up economy, featuring mostly small factories in low-end manufacturing, into a booming but messy bazaar. The size and sophistication of its economy still trailed far behind those of Xiamen and Shenzhen, and despite robust growth, financial pressures were ever palpable because public expenditures rose in tandem with the economy. But at least Forest Hill was no longer hungry. With an expanding tax base and rising income, even street-level regulatory officers “were not keen to ‘eat’ [i.e., harass businesses for free meals] anymore.”105

   The condition of not being hungry feeds back to development strategy in a powerful way. Initial growth, even if modest, modifies elite and social preferences for the type of development. It also changes the mix of resources available to execute change. In the words of a forestry officer, “Once basic issues of food and shelter are resolved, people start to pay attention to other needs, such as environmental protection.”106 Furthermore, once the economy has reached sufficient size and stability, both residents and officials are no longer desperate for any investment. Instead, “As the economy grows and people are more environmentally conscious, we no longer welcome high-polluting and resource-consuming industries.”107 These evolving preferences drove a subtle yet unmistakable shift in the city’s development focus from 2006 onward, from the pursuit of quantity of growth only toward the simultaneous pursuit of quantity and quality of growth.

   This shift in gears was reflected in the language of the annual government work reports, delivered at the start of each year by the mayor, which reviewed the past and outlined current priorities. The word “quality” first cameoed in the 2003 work report, under the charge of Mayor Yang, the Recruiter.108 Yang mentioned “quality” in passing as he urged his comrades to “open and expand markets” and recruit more large-scale investment projects. Then, in 2005, “quality” appeared again, but this time noted for its absence. The work report openly acknowledged that “the quality of investments in the past years has not been high.” The following year, Mayor Yang was promoted to party secretary—the first-in-command of the city—and replaced by a new mayor named Lin.

   The address of 2006 was significant because it underlined a turning point: the need to pursue quantity and quality of growth at the same time. On the one hand, Mayor Lin declared a post-2006 economic policy that still aimed at developing everything. This policy, known as “10+3,” pledged to grow ten manufacturing industries (tobacco, machinery, steel, copper, construction materials, textiles, food processing, electricity, coal, tourism) and three new services sectors (pharmaceuticals, telecommunications, and logistics). On the other hand, he added an important qualifier: “Even as we aggressively pursue the policy of ‘10+3,’ we must also step up efforts to refine and upgrade our industries, and thereby improve the quality and efficiency of economic growth on a solid foundation.” The term “quality” was mentioned five more times. In addition, the report introduced a new phrase and idea: “the method of economic growth.” The word “growth” had always been sprinkled throughout official reports and speeches, but “method” debuted in the 2006 address. Among the methods of growth promotion discussed, the mayor highlighted the important of “channeling our resources toward leading enterprises and high-value industries” and “supporting our local corporate titans in implementing shareholding reforms and becoming listed on stock markets.”

   Then in 2007, the elevated significance of “quality” was signaled through its placement: The word appeared in the first paragraph that summarized the city’s principal economic achievements. “We have continued to strengthen our economic foundation and steadily improved the quality of development,” the report read. Repeating the previous year’s terminology, the phrase “method of economic growth” appeared again, this time twice. Shortly after in 2008, we see another subtle yet profound change of language. The phrase “method of economic growth” was replaced by “method of economic development.”109 The former term, a short-lived semantic innovation, never appeared again. By 2010, “method of economic development” was mentioned in specific marriage to the term “quality.” The report declared, “To upgrade the economy and speed up changes in our method of economic development, it is essential to alter the structure of our industries from dispersed to concentrated and their quality from weak to strong.”

   Although some observers may dismiss speeches as vacuous talk, these speeches heralded concrete policy changes, at least in Forest Hill. The period from 2006 onward was a time of intense deliberation, as the leadership, together with the administration, pondered new priorities for their development agendas, including the cultivation of comparative advantages, economic specialization, and technological upgrading. Officer Wu, who had served many years in the city planning commission, recounted valuable snapshots of the internal deliberation process. At one point, he urged his superiors and colleagues against developing every industry and instead to carve out niches that would exploit the city’s natural resource endowments and existing successes:110

   During the “10+3” campaign, the city wanted to develop everything, for example, food processing. I laughed. Where else do you not find food processing industries? What’s the point? I said, we should not think too wildly. Just focus on doing what we do best, like machinery parts.

   The search for niches (or comparative advantages) was not without incident. Outcomes could have been ambushed by excessive ambition and potentially disastrous decisions. In one instance, the reigning mayor aspired to promote aircraft manufacturing; on the surface, importing this cutting-edge industry could put Forest Hill on par with other prosperous coastal cities. But again Officer Wu demurred:

   I told the mayor that first, we don’t have the right talent. Second, the technologies of production are basically in the hands of foreign countries. Third, we are not on the coast. The wing of a plane is at least fifteen meters wide. How are we supposed to transport aircrafts if not by sea?111

   Fortunately, this mayor dropped his idea of producing aircraft, which was a literal and metaphorical attempt to defy gravity. In the case of Forest Hill, even though the choice of targeted industries was briefly debated, the ultimate choice of industries for state promotion (including mining, energy production, metallurgy, and heavy machinery) was made obvious by the city’s geographic limitations and its abundant supply of coal and metals.

   Also, by the mid-2000s, several enterprises in these advantaged sectors had grown to titan status and came to be known locally as “lead dragons.”112 Building clusters and supply chains around them was another obvious development strategy. Unlike the East Asian path, wherein winners were preselected and nurtured with foresight by developmental bureaucrats, the lead dragons in Forest Hill ascended by capitalizing on early opportunities and political connections just as markets were being built. One example was Phoenix Corporation, the city’s largest machinery maker. The founder was praised for his foresight in switching from cement to machinery production in 1993, at a time when few ventured into machinery. As his business prospered, the founder was invited not only to participate in formal political institutions at the city level, but also to become a delegate at the Fujian provincial consultative conference and the national People’s Congress.113 Small advantages at the point of market formation made huge differences later on because when the significance of selecting winners belatedly dawned on local authorities, they naturally gravitated toward the existing winners. The lead dragons were showered with generous support and attention that furthered their prominence.

   The shift in development preferences motivated the adoption of new bureaucratic practices and investment policies. During the 1990s to early 2000s, when the goal of development was simply to attract an initial wave of capital and grow markets as rapidly as possible, en masse investment promotion and indiscriminate giveaways worked. But when the priority shifted from quantity toward quality of growth, previous strategies became a poor fit. As the city set ever-higher standards for investments, regular cadres could no longer satisfy these elevated targets with their limited personal contacts. Moreover, they complained about being thoroughly burned out by the beehive campaign. Equally important, as businesses matured they evolved too: “Nowadays, foreign enterprises know China well. If they come to invest, they will look for the expert departments. For example, in paper manufacturing, they will go to the Forestry Bureau, the Development Commission, but surely not the Women’s Federation, right?”114 Demand from the business sector for state professionals sharpened the impetus for bureaucratic change.

   Thus, over the next few years, the bundle of development strategies was adapted in several ways. Campaign-style investment promotion resettled into a progressively technocratic mode. The assignment of investment targets evolved in several steps: every agency was initially evaluated by the absolute value of investments it recruited annually (regardless of scale or sector),115 then by the number of projects that exceeded a certain scale, and subsequently by the number of projects in state-selected sectors, such as high-tech or green industries. In a final step, en masse investment targets along with high-powered bonuses of the past were abolished altogether. Instead, investment work was turned over to a team of specialized economic agencies. Chief Ma, who also previously worked as a city planner, said, “We still have to promote investments, except now it is a routine, not a statewide campaign like before.” And instead of fixating on attracting investments, he added, “the focus is now to guide and regulate investments.”116

   Along with the specialization of investment promotion, indiscriminate giveaways were replaced by statewide policies of selective support for targeted industries, described as “a process from attracting to selecting capital and investments.”117 The selective allocation of state support was matched by a shift in emphasis from the provision of hard infrastructure like railroads and highways to soft infrastructure, namely, business-friendly services. During the 1990s and early 2000s, the focus of administrative reform was merely to reduce red tape and fight petty corruption, but now bureaucrats were expected to serve. The idea of a “service-oriented government” entered administrative discourse. “In the past, we stressed only regulation, but nowadays we care about services too,” a regulatory officer said.118 Examples of business-friendly services included the provision of research and development (R&D) grants, state-organized conventions to promote technological exchanges between local and foreign companies, and financial assistance for local businesses during the 2008 global financial crisis.

   This multipronged adaptation of development strategies had a visible impact on the city’s industrial makeup. Figure 5.5 shows a steady increase in industrial specialization from the 1980s to recent years. In 1987, four major sectors in Forest Hill (machinery, metallurgy, tobacco, and construction) made up 19.3 percent of GDP. Twenty years later, by 2009 their share jumped to 62.9 percent. The steep economic rise of the post-2006 era, seen in figure 5.2, does not merely indicate a larger economy; more importantly, it reflects a restructured economy.

   These changes that took place within a five-year period led up to an official shift in the city’s development stance in 2011. During the 2011 annual report, the mayor announced a new industrial strategy of “1+2.” Instead of aiming for “10+3” (developing thirteen new industries), the leadership dramatically narrowed its targets to growing one primary (machinery) and two supporting (logistics and metal refinery) sectors. The choice and rearrangement of numbers in these slogans—from “3 100s” to “10+3” to “1+2”—signaled the city leadership’s evolving priorities as markets grew and new aspirations and pressures arose.
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   FIGURE 5.5 Change in industrial composition, 1987–2009. Compiled from Forest Hill City Annals, Regional Yearbooks, and Yearbooks.

   

   

   My field research in Forest Hill concluded in 2014. From 1979 to 2014, this city experienced a radical economic and institutional makeover, everything from its income level, structure of property rights, prevalent mode of corruption, bureaucratic features, to the particular bundle of investment and industrial promotion strategies. Achieving such transformation is no easy feat. Yet the story does not end with happily ever after. Building markets is one challenge, preserving them is another. Officials in Forest Hill emphatically agreed that their city had only reached a “launching stage.” Their list of worries about the future ran long: exhaustion of natural resources, severe environmental pollution, vulnerability to global economic shocks, low-tech products, an anemic services sector, difficulties in attracting talent to a third-tier city, and so on. This list is broadly symptomatic of the new challenges of development facing China in the next decades. Although many parts of China, as illustrated here by Forest Hill, have escaped the poverty trap, overcoming the particular obstacles of the “middle-income trap” will require adapting an altogether different set of institutions and policies.119

   
   This chapter has provided a thick description of the coevolutionary path of one Chinese city. The particulars of any coevolutionary path will, of course, vary by context. Readers are urged not to fixate on whether the particular measures adopted in Forest Hill at particular periods may be replicated in other countries. Indeed, as we will see in the next chapter, even other locales within China could not replicate the same measures at the same time. What is useful and generalizable, instead, is the sequence of coevolutionary steps revealed through my narrative of Forest Hill’s thirty-five years of history. If we line up the snapshots taken over time, we arrive at a causal sequence of mutual feedbacks that unfold in three steps: harness weak institutions to build markets  emerging markets stimulate strong institutions  strong institutions preserve markets.

   This sequence is replicated across various policy and institutional domains within Forest Hill. For an illustration, let’s review its investment promotion strategy. Step 1: harness weak institutions to build markets (pre-existing networks of affective personal relationships and trust—which has uniquely strong roots in rural societies—and communist organizational traits are blended into a beehive mode of investment recruitment; personal connections between bureaucracy and business also substituted for formal protection of property rights)  Step 2: emerging markets stimulate strong institutions (emergence of growing but chaotic markets, along with capitalist demands for administrative improvements, spurred the leadership to shift its priorities from the pursuit of quantity of growth to quality of growth; correspondingly, it selected new bureaucratic traits and economic policies that better fit the evolved success criteria)  Step 3: strong institutions preserve markets (emergence of professional bureaucratic traits and replacement of decentralized petty corruption with grand elite corruption provide a predictable basis for markets and advantages for some connected and powerful capitalists).

   
   Table 5.2 Bundle of strategies for building vs. preserving markets
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   The beehive campaign of investment recruitment presents one concrete instance of building markets with weak institutions, but it is not the only one. Table 5.2 summarizes other instances that were reviewed in my narrative. Different from previous arguments, these examples are not merely “good enough governance” that delivered “minimal government performance.”120 Rather these were innovations that harnessed the unique sociopolitical traits of premodernized and communist environments to ignite capitalist growth. In my account, features that defy expectations of good governance and that we normally think must be eradicated before markets can grow actually constituted the raw material of market-building institutions.

   My conclusions thus go much further than earlier arguments that institutions should be stage-specific. For instance, Doner’s excellent study of modern Thailand argues similarly that “different levels of development require goodness of fit between the tasks involved and the capacities of institutions.”121 Unlike my theory, however, he interprets the differences in early and advanced development to be “additive” in nature, that is, the latter entails “more difficult problems,” which in turn “requires greater degrees of institutional capacity.”122 In his view, early development needs only good-enough institutions, while institutions at later stages become better.

   My argument is different. This chapter shows in thick details that the developmental tasks of building and preserving markets vary by type (from goal A to goal B), rather than by degree (from easy to hard). Any reader with some parenting experience may relate to this analogy: it is not “easier” to care for an infant than it is to raise a toddler or a teenager; the challenges of each parenting stage are categorically different. By extension, the strategies that best fit early and late growth stages do not run along a straight line from less good to good to best; rather, they are different types of solutions for different types of problems. Moreover, as I have also stressed, start-up and mature environments do not only vary by the challenges faced, but also by the type of resources available. Unless one gets this point, one will miss the alternative—often wacky—arrangements that successfully kick-start markets even when they occur right in front of our eyes.

   Aside from chronicling the coevolution of states and markets in one city, this chapter has also illuminated some underlying conditions, which I term meta-institutions (see chapter 2), that allowed the coevolutionary process to unfold the way it did. The political economy in Forest Hill was able to evolve from phase to phase because city officials selected particular institutions and strategies they thought fit their changing preferences and constraints. Reformers in many developing countries are often deprived of the autonomy to choose what fits, because they either must conform to international best practices or are bound by too many conflicting demands at home. State actors in Forest Hill, however, were not free to adopt any strategy or policy. Over the course of development, they selected responses to new opportunities and problems within broad parameters drawn by the higher levels. Bottom-up experimentation was bounded by top-down guidance. The trajectory of Forest Hill from 1978 is a microcosm of directed improvisation.

   As we have seen, local officials in the city first prioritized the quantity of growth and then later on pursued quality of growth. Not everyone would agree with this sequence of priorities; some may contend that low-income countries should try to aim for all things good and modern at once. But this is an ideological disagreement over goals, not methods. The Kingdom of Bhutan has an admirable alternative model of development; its rulers choose to pursue what they call Gross Domestic Happiness. Instead of focusing on brute capital accumulation, Bhutan cherishes environmental conservation, social inclusion, and other soft goals. Bhutan’s income, however, is among the lowest in the world; it was also one of the last countries to introduce television and the Internet to society. And in the event of foreign invasion, Bhutan probably lacks the capacity to defend itself against “guns, germs, and steel.”123 The CCP wants material wealth and power for China.124 And, given this definition of success, it follows a certain path of coevolution.

   Even in one modest local case, a city with only a quarter of the population of Hong Kong, we witness astounding complexity over thirty-five years of development, making it all the harder to believe that development among countries could really follow simple paths leading from good institutions to market success or the other way around. Forest Hill is a locale tucked in the interior of a coastal province and rich in metals and mineral resources. What would coevolutionary paths look like in other parts of China with more advantageous and less advantageous endowments than Forest Hill? And how might their paths connect? In the finale, we turn to a paired comparison of the development paths of two contrasting counties, one located on the coast of Zhejiang and another in the central province of Hubei.
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   CONNECTING FIRST MOVERS AND LAGGARDS

   I was deeply inspired by Comrade Deng Xiaoping’s statement to “Let some get rich first.” We should not be afraid of people getting rich. There is a limit to the private consumption of wealth. The rest of it will go toward society. We must be bold. We must take risks.

   —Bureaucrat, Blessed County, Zhejiang Province

   For us, the biggest challenges are that our industries are weak and tax revenue is scarce. Inland regions do not have the natural advantages of the coastal areas. Who doesn’t want to be a tax-contributing member? But currently, we have not reached that level of development.

   —Bureaucrat, Humble County, Hubei Province

   In the previous chapter, I mapped the coevolutionary path of Forest Hill, a hill-locked city in the coastal province of Fujian, focusing on the coevolution of markets, property rights, and development strategies. My analysis reveals that the institutions required to build markets were functionally and qualitatively different from conventionally good institutions (such as formal property rights and Weberian bureaucracies) that emerged only after markets had taken off. What patterns might we find in other parts of China with different starting points and geographical conditions?

   In this chapter, I chronicle the coevolution of markets and development strategies in two contrasting locales.1 My first protagonist, Blessed County in Zhejiang, sits directly on the coast and has a long entrepreneurial history stretching back to the Song dynasty. Thanks to Deng’s bold vision of reform, Blessed County was among the privileged “some” to get rich first after China opened its markets to the world. My second protagonist is Humble County, located in the central province of Hubei. Like many of its peers in central and western China, Humble has benefited visibly less from the national drive toward capitalism. “We lag behind the coast by at least twenty years and in every respect,” one official of the county said in exasperation.2 “Moreover,” he added, “although all of China is wealthier than in the past, our gap vis-à-vis the coast continues to widen. By now, the distance between us already exceeds twenty years.”3

   My paired comparison of the two contrasting paths reveals two surprising findings. The first surprise is that although the speed and outcomes of development in the two locales obviously diverge, they share many remarkable similarities in the process of state-and-market coevolution. Whether it is the most or least advantaged case, the path of development was never linear, that is, it was never either good institutions that led to markets or markets to good institutions. Nor did their experiences conform to the East Asian developmental model or standard accounts about the rise of the West. Both local cases took off through unorthodox measures, albeit of different varieties.

   The second finding is even more surprising. Although Blessed County and Humble County are clearly unequal and variant cases, their paths of development were in fact inextricably connected. Humble County had been stuck in a poverty trap for the first twenty-five years since market opening; its economy only began to take off in the mid-2000s, triggered by the migration of low-end industries from the coast (including places like Blessed County and Forest Hill). Once its growth engine was jump-started by new opportunities flowing from its privileged cousins, the processes of state-and-market coevolution, witnessed one or two decades earlier on the coast, was jump-started in this part of China, albeit in an altered national environment. On the other hand, the early takeoff of coastal locales like Blessed County had also benefited from the flow of cheap labor and raw materials from their laggard peers in the interior. Regional inequality as a consequence of market opening is already well-known; what is much less noticed and examined, however, is regional inequality as a driving force of China’s overall economic success.

   For comparativists, this chapter also suggests a new approach to conducting subnational analyses. The traditional goal of comparative research is to “account for variation in outcomes among political units,”4 as David Laitin writes in Political Science: The State of the Discipline. This traditional focus on variation fits the traditional goal in social science of positing and testing linear causal theories; in other words, we leverage variation across units to glean evidence of whether given independent variables cause given dependent variables of interest. In a complexity view of social realities, however, variables are interdependent; so are units of observation.5 My approach of comparing localities as moving trajectories suggests that we cannot study variation across subnational units without also attending to their connections. Changes in one regional path can spill over into changes in other regional paths and cumulatively impact national outcomes.

   First Movers vs. Laggards

   At Blessed County, I hopped into a taxi and asked the driver to take me to the most dilapidated place in the county. About twenty minutes later, we arrived at a town that would soon be razed. I stopped at a row of old brick houses that flanked a river, along which a few women were washing vegetables. It was a quaint scene that reminded me of old pictures of southern China. There was some rubbish strewn around, and houses spray-painted with the word “demolish” sat eerily abandoned, but it really wasn’t that bad. On my way back, the taxi driver boasted with genuine native pride: “Here in Blessed there are no poor people. Even the people living in the old houses you saw, don’t assume they are poor. They are sitting on assets worth hundreds of thousands of dollars.”

   Blessed County represents a class of local political economies that I term first movers. Many coastal cities, such as Shenzhen and Xiamen, were designated by the central government as special economic zones (SEZs) in the 1980s. Not only were they the first to embrace world trade and foreign investments, these locales also led the way in capitalist reforms, from privatization to the creation of stock markets. Among the coastal provinces, Zhejiang is further distinguished by its model of “bottom-up capitalism.”6 This province is famous for having a strong private sector and relatively laissez-faire local states.7 About 80 percent of Zhejiang’s GDP is generated by private firms,8 which excel in making light consumer goods such as “lighters, small hardware, shoes, and apparel.”9 By comparison, Jiangsu Province, an adjoining coastal powerhouse, follows a state-dominant growth model with a higher share of heavy manufacturing.10
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   A “dilapidated” part of Blessed County that would soon be razed

    

   

   

   Blessed County displays many of the quintessential qualities of the Zhejiang model. Geographically, this county has constraints. Unlike Forest Hill in Fujian, Blessed County does not possess natural resources. Historically its population has been dense and the supply of farmland has been tight. Yet precisely because of these limitations, “the people of Zhejiang were forced to take either one of two routes: study or trade.”11 Indeed, in Blessed County, you’ll find a park that memorializes the large corps of scholars since the Song Dynasty who have passed the imperial examinations. For centuries, locals traveled widely and traded with merchants from as far away as Japan and Indonesia. In sum, the most significant advantages of this county are its coastal location and entrepreneurial history.

   Turning to Humble County, in the central province of Hubei, we find a drastically different scenario. Prior to 1949, Humble County was an agrarian economy with almost no signs of industrial production.12 Locals recall small-scale trade of agricultural produce but not long-distance commerce of the type in pre-1949 Blessed County.13 Even today, as one official remarked, “Our urban residents don’t even have a proper place to take a stroll. Put bluntly, this is quite a desolate place.”14 Humble County represents a different class of localities, which, for lack of better term, I call laggard states. By laggard, I certainly do not imply that the locals were intrinsically deficient. The term simply reflects the reality of economic and institutional “backwardness” (a common Chinese term for under-development) in inland China vis-à-vis the coast.

   Compared to Zhejiang, Hubei Province is much poorer, more populous, and less industrialized. In 2012, Hubei’s GDP per capita was only about 61 percent of Zhejiang’s. Agriculture made up 13 percent of Hubei’s GDP, compared to only 5 percent in Zhejiang.15 Since the beginning of market reforms, central provinces like Hubei have been neglected like the middle child of a family. Provinces on the east benefited from their coastal location and early exposure to global capitalism. Provinces on the west received generous fiscal transfers from the center because their hinterland geography and large ethnic minority populations posed national security concerns. Sandwiched between the two extremes, central provinces were long “caught in an awkward position” of being “neither eastern nor western,” a state press report noted.16 As a result, many locales in the central region actually faced fewer growth opportunities than those in the far west.

   In terms of development, Humble County is constrained by disadvantages that are common to inland locales. Far from the coastline, landlocked counties have difficulty trading and exporting. Inland regions also lack entrepreneurial legacies and large networks of emigrant merchants found in Zhejiang. Moreover, because local markets in the central regions are small, it is difficult to cultivate home-grown entrepreneurs.17 Fortunately, Humble County has some advantages. The county is only an hour’s drive from Wuhan, the capital city of Hubei Province. It is accessible by three national railway lines constructed in the 1950s. Its topography has more flatland than hills, making it possible to build factories. The county also boasts an ample supply of wood and stone. In addition, during the socialist period, Mao chose to set up industrial bases in inland cities to ensure China’s self-sufficiency in the event of foreign invasions. Thus, even before market opening, the county already had a number of small, state-owned factories in operation. This industrial history distinguishes Humble County from other inland locales, such as Upstart County of Jiangxi (featured in chapter 1), which was a predominantly rural economy that saw minimal industrial growth until the 1990s.

   Figure 6.1 provides a stark illustration of the differences in tax wealth between the two counties. In Blessed County, tax revenue per capita, which started growing at a robust pace during the 1980s, climbed almost vertically upward starting from the mid-2000s. Commenting on the county’s economic status, Yan, a finance bureaucrat, coolly said, “We have a strong base of enterprises. For example, Century Corp [one of the county’s largest enterprises] generated 200 million yuan in taxes last year. Even in times when we were under financial stress, we were still relatively well-off in the whole province.”18 Next to Blessed, Humble’s fiscal growth looks almost completely flat. But that is because the phenomenal scale of Blessed’s growth completely dwarfs the changes in Humble. If we look at Humble’s fiscal statistics alone (on the right side of figure 6.1), we see a distinct upward swing from 2005 onward. As we will later see, the source of this belated takeoff can be traced to the impressive growth among first-mover states like Blessed County.
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   Table 6.1 summarizes the class of local political economies represented by each of the three cases featured in chapters 5 and 6, as well as the underlying conditions that define each case. Figure 6.2 shows their locations. On the surface, it may seem that given the vastly different geographic and historical endowments in Blessed County and Humble County, it is no surprise that the paths of the two diverge. If so, skeptics may ask: Why does it matter then if their paths were linear or coevolutionary? No matter what governments did or which changes occurred along the way, the two counties were destined to arrive at where they are today, right?

   Wrong. Starting points and endowments clearly matter for development outcomes; given similar policies and efforts, Blessed County will always race ahead of Humble County. Yet even in Blessed County, developmental success was not a foregone conclusion. The process of market building was politically fraught. Initially, there was no formal protection of private property rights, and both central and local governments even deliberately discriminated against domestic enterprises in favor of foreign companies. How local private enterprises managed to flourish under such initially trying circumstances is central to the county’s subsequent economic boom. Also essential to Blessed County’s present-day outcome is the state’s evolving economic role and its choice of developmental policies as new demands of governance arose. Turning to Humble County, local authorities were initially unable to engineer an economic miracle largely because of its locational disadvantages. The effects of geography, however, are not immutable; they vary situationally with the surrounding environment. As markets in neighboring regions evolved, opportunities that did not previously exist unexpectedly emerged.
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   FIGURE 6.2 Location of Fujian, Zhejiang, and Hubei Provinces. The exact locations of the local cases are not indicated.
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   The Coevolutionary Path of Blessed County

   To compare two cases in this chapter, my discussion of each case will not go into as much detail as I did for Forest Hill in chapter 5. Instead, I will focus on the coevolution of markets and developmental strategies from the early 1980s to the present day. One central pattern that emerges from mapping the coevolutionary path of Blessed County is the dramatic transformation of the economic role of the state before and after the 2000s. Before the 2000s, county authorities were relatively noninterventionist; their job was mainly to provide a supporting environment for the blossoming of an incipient private economy. After the private sector exploded, however, this early growth produced new bottlenecks, so from the 2000s onward, the county government took on a highly interventionist and sometimes coercive role to reshape local markets. The main lesson is this: Even in a locale blessed with exceptionally favorable geographical and historical conditions, the state did not simply sit back, relax, and let nature take its course.

   An Early Start to Market Opening

   For locales like Blessed County, whose immense capitalist potential was stifled by political restrictions, the reformist patriarch Deng was literally their patron saint. A memoir that reviewed the county’s thirty years of reform opened with a grand invocation of Deng’s signature mottos: “Grounded in the essence of new thinking in the party, namely, the ideas of ‘emancipating our minds’ and ‘seeking truth from facts,’ our cadres embarked on a course of intellectual innovation and changed the priorities of our work.”19

   Like in many parts of coastal China, the first and most visible changes in the economy of Blessed County were the proliferation of TVEs (township and village enterprises). Many of these TVEs “wore red hats,” that is, they were collectively owned in name but in practice were operated by enterprising individuals who “had relatives in various party-state departments,” noted Officer Yan.20 Recalling chapter 5, Forest Hill had also undergone a similar process of rural industrialization through TVEs. But even though both Forest Hill and Blessed County were coastal locales, there were striking differences in the type, scale, and success of TVEs. In Forest Hill, the TVEs were mostly small factories that produced paper and cement with minimal technology. On the other hand, the TVEs in Blessed County made a wide variety of products, primarily for exports, from electronics, apparel, textiles, and processed food to construction materials. In Blessed, industrial production grew a stunning thirty-three-fold between 1978 and 1992, while the value of exports more than quadrupled from 1988 to 1992, reaching over 800 million yuan by 1992.21

   One reason for the differences is that whereas the TVEs in Forest Hill could only start by exploiting the locale’s natural resources (trees and sand in the case of paper and cement manufacturing), Blessed County was poised for light export manufacturing. Its proximity to the metropolis of Shanghai provided important advantages in sourcing for early customers. Officer Luo, who manages human resources and is a native of the county, related, “During the early days, professionals like engineers and doctors would travel to Blessed County during the weekends [many of whom had family in town] and then return to Shanghai for work on Monday. Anyone from a village in our county can go to Shanghai and round up seven or eight people for any given business venture.”22 In addition to tapping kinship networks, many young people from Shanghai were “sent down” to the countryside in Blessed County during the Cultural Revolution. When markets opened, locals sought the help of these sent-down youths to bring business opportunities back from Shanghai. “Costs in the city were high, while over here we could process products like candy, biscuits, and boxes cheaply,” a former civil servant turned businessman named Song recalled.23 “Entrepreneurship runs in our blood,” he added.

   Another important difference is early efforts by state authorities in Blessed County to promote technological upgrading among TVEs, primarily through the transfer of physical and human capital from the local SOEs (state-owned enterprise). Officer Hu, who has served in both the county and township governments for many years, said, “Many of our county’s TVEs were paired with SOEs. Old equipment from SOEs was passed down to TVEs in a ladder-like transfer.”24 In addition, technicians from SOEs were invited to impart skills to TVE workers. Local cadres also organized young villagers to intern in the SOEs in order to bring knowledge back to the rural enterprises. In other words, as early as the 1980s, the county government began to nurture the collective—and incipient private—sector by tapping into the resources of the formal state sector. This was decades before the concept of upgrading even entered the minds of officials in Forest Hill.

   Blessed County also had a precocious start to property rights reforms. Even before the central party-state formally endorsed private ownership, officials in Blessed County had already begun to experiment with various hybrid management forms among TVEs, albeit short of explicit privatization. By 1988, nearly half of the county’s TVEs operated on a “contract responsibility system” (enterprises were contracted to individual managers), another 15 percent were “rented,” 4 percent tried an “assets rental system,” and the remainder carried out shareholding reforms.25 Then in 1992, the government of Blessed County undertook the task of “double accounting:” accounting first for the asset value of all the TVEs and second for their revenue and profits. It also introduced a standardized accounting system for the entire county.26 These measures provided the foundation for a remarkably rapid wave of privatization the year after.

   The Founding of Private Wealth

   Even though Blessed County boldly tinkered with property rights structures, state and market actors alike were at constant risk of political reprisals. Property rights were neither wholly private nor secure. That is why local cadres gushed with excitement when they recalled the significance of Deng’s Southern Tour and his “courage and strength” in calling for the deepening of capitalist reforms.27 As Officer Hu said, “the risks of enterprise restructuring were tremendous,” by which he meant the political risks.28 Without firm endorsement from the top leadership, it would not be possible for local experiments to go any further.

   Following the central government’s decision in 1993 to establish a socialist market economy, the changes that followed in Blessed County were swift and dramatic. The party committee issued a directive that stipulated concrete guidelines on the “transformation of management among TVEs.” Exceptionally large and promising TVEs were restructured into shareholding, private limited or conglomerate enterprises, while small-scale TVEs were auctioned off to individuals and turned into sole proprietary companies. Following the party committee’s guidelines, the county government established an ad hoc “TVEs restructuring office” to oversee the implementation of ownership transfers.29

   Within two years, between 1993 and 1995, more than ten thousand TVEs were privatized through various channels,30 an impressive feat for a county with only slightly more than 700,000 residents. This outcome stands in sharp contrast to Russia, where en masse privatization of state-owned enterprises enriched a tiny handful of oligarchs who came to monopolize natural resource industries like oil and natural gas. In this county, which occupied only a small corner of China, en masse privatization benefited a much larger group of entrepreneurs (even though they were still a minority of the whole population). Additionally, the transfer of ownership was concentrated in light manufacturing industries, where barriers to entry by new market participants were much lower than in oil and natural gas industries. In other words, in parts of coastal China like Blessed County, the fruits of private wealth were far more broadly distributed than in postcommunist Russia. This in turn may be credited to the earlier creation of TVEs, which provided market access to a large number of participants at the lowest grassroots levels.

   Just as TVEs were being privatized en masse, many party-state officials and state enterprise managers quit their jobs and took the plunge into private business between 1993 and 1995. This widespread phenomenon was known as “plunging into the sea.”31 Many former civil servants benefited from their prior work experience and personal networks in the government, but this should not be simplistically interpreted as corruption. Rather, this was a time of market formation where small initial advantages—of which political connections were especially salient—could later snowball into tremendous market advantages, sometimes in ways not even anticipated by their beneficiaries.

   The story of Mr. Song, a former civil servant turned entrepreneur, provides an illustrative example.32 Song “unintendedly” left government in 1992 out of spite that his supervisors had not promoted him. Initially, he did not dare tell his family that he had quit his job. Instead, he related, “I pretended to go to work every day, riding my bike around town from morning to 5 p.m.” He had no savings of his own, but three months later, he borrowed a hefty sum of 500,000 yuan from the county bank and started a real estate company, one of the first in the whole province. Why was the bank willing to lend so generously to him? Because when Song had been a township official, he had successfully helped the bank collect millions of dollars in bad debt, so the bank was both grateful to and trusted him. Upon setting up his company, Song set himself the personal goal of earning 500,000 yuan in profits over a lifetime, “which was a spectacular sum at that time,” he stressed.33 Surprising himself, he reached the goal within a year. Today he is a billionaire.

   Paradoxically, the germination of a private economy through en masse privatization of TVEs and a wave of “plunging” civil servants coincided with state policies that were, in hindsight, oddly discriminatory against Chinese private companies. In a bid to attract foreign investments, the county government provided preferential tax breaks and subsidies to foreign invested enterprises (FIEs), but not to locals. This was not unique to Blessed County. As Huang relates in Selling China, the national government advanced a political hierarchy of companies that stretched from large state-owned firms at the top, followed by FIEs, and then to private domestic enterprises.34 Nationwide, for example, FIEs enjoyed a lower corporate tax bracket of as low as 15 percent, while Chinese companies were taxed at the full 33 percent. Such discriminatory treatment was partly politically driven. As Gallagher observes, it was ideologically safer for Chinese officials to encourage capitalist investment from foreigners than locals.35 A private entrepreneur from Blessed expressed a similar logic: “Those who courted domestic investments risked being accused of stirring capitalism among natives. But foreigners are already capitalists, so it was safe to ask them to come and invest.”36

   In addition to offering a preferential incentive package, Blessed County attracted foreign investments through strong recruitment efforts. In the first few years of the 1990s, all the townships (but not the county agencies) were mobilized to enlist investors. A township cadre described the methods of investment promotion as follows:37

   That was a period of “all people join in courting investments.” If you could bring in an investor, you would personally receive 2 to 5 percent of the investment value as a reward. . . . One method of attracting investors was through hometown reunions. Another was to recruit competent individuals to serve in the township, meaning people who had personal connections overseas. During the socialist days, these people were attacked as “rightists” because they had relatives in Hong Kong and Taiwan.

   But this campaign ended quickly and was turned over to a team of economic offices and industrial park committees. Unlike Forest Hill, Blessed County did not embark on a prolonged, all-county “beehive” campaign to prospect investors because as one cadre plainly stated, “there wasn’t a need to do so.”38 The county already had an extensive network of emigrant merchants, spread throughout Shanghai, Hong Kong, and even further, who were eager to return home and invest in a promising market. Even more important, Blessed County already had a strong base of local private entrepreneurs.

   Facing discriminatory treatment, local entrepreneurs adapted simply by pretending to be foreign. This was phenomenon was known locally as “fake FDI.”39 One private entrepreneur related how it worked: “We prepared U.S. dollars, sent them to Japan, and then got someone from Japan to wire them back. That way, it’s possible to get preferential treatment. Everyone was achieving the same ends in a variety of ways.”40 In order to successfully disguise themselves as foreign firms, however, domestic firms needed county officials to “open one eye and close the other.”41 This context provided fertile ground for collusion and corruption, but it also allowed local private firms to survive and thrive in an otherwise taxing policy environment and uneven playing field.

   During the 1990s, Blessed County saw a Schumpeterian period of creative destruction, whereby intense competition among a large number of private firms weeded out weaker enterprises. Prior to 1998, the county government did not pick winners. Only by 1998 did it announce the industrial policy of “supporting the strong and excellent.” Departing from the national developmental states of East Asia, which picked winners at the outset, the Blessed government threw its support behind winners that emerged triumphant from an early period of market competition. One private entrepreneur related:42

   During the first ten years of my firm’s operations [1988–1998], neither the state nor society supported private enterprises like mine. We lived in the cracks, with SOEs and TVEs on top of us. We were left to survive and die on our own. . . . By 1998, our scale of operation exceeded a million dollars in revenue. . . . Well, once our enterprise grew big, the government would of course lend support. . . . When we bought this land for a new factory, the government provided assistance, along with some subsidies for product innovation.

   By 2000, Blessed County had built a vibrant bottom-up economy, with private enterprises spread out throughout the various townships. By this point, a new and compelling contingency arose: the market was a mess. Throughout its thousands of years of history reaching back to the imperial ages, the county had always been “a county without a city at its core.” There wasn’t a central location where state and commerce could congregate to do business. Nor was there coordinated zoning of various industries and of the secondary and tertiary sectors. Rural and urban overlapped haphazardly. As enterprising as they were, local businesses could not reorganize the economic geography of the county on their own. Such an effort required the coercive power of the state. In 1999 Cai took office in Blessed County as deputy party secretary. Remembered admirably by locals as a leader “who has left deep imprints on Blessed’s development,”43 Cai made the creation of a new central business district the keystone of his legacy.

   The Making of a Central Business District

   State planning for a new central business district (CBD) had begun as early as 1995. But growing pressures for coordinated zoning and Cai’s prioritization of this project accelerated its implementation. In 2002 Cai rose to the top seat of power as the county party secretary. That same year, the county demarcated a large area of more than seventy square kilometers as the CBD. Clearing this area for new construction proved an obvious challenge as it was filled with factories and warehouses. To remove the existing occupants, the county introduced a policy dubbed “retreating the secondary industry and advancing the tertiary sector.” Those who owned property in the demarcated area were required to relocate to industrial parks, which were newly and simultaneously constructed in the suburban zones, in exchange for compensation. Alternatively, they could retain ownership of the land in the CBD area but had to transform its use from manufacturing to services or lease it to new occupants. Through this policy, factories and warehouses were moved out and replaced with new party-state complexes, hotels, shopping malls, and office towers in finance, real estate, and other services.

   This process of exchanging industries for services did not, of course, happen without friction. In one instance reported in the media, an entrepreneur who had recently constructed a factory in the demarcated zone resisted state mandates to relocate. One day, officers from the county Urban Management Offices marched forcibly into her factory grounds and tried to demolish her property. The owner fought with them and set herself on fire in a fit of protest. Despite such incidents, the county government forged ahead with its urban renewal plans. As locals emphasize, timing was key to the success of the project. During the early 2000s, requisitioning land was still relatively affordable and not as politicized as it would become a decade later. Officer Luo concluded, “Our leaders seized the right moments.”44 Echoing the importance of strong leadership, a local entrepreneur similarly remarked, “Such reforms take courageous leaders, who dare to shoulder political responsibilities for taking bold steps.”45

   The completion of a CBD, inaugurated by the county offices’ relocation into the area, marked a turning point in Blessed’s development. This is evident from the fiscal chart in figure 6.1. Once the construction of the CBD was completed, tax revenue climbed vertically upward. This is because, as Officer Hu explained, “We evolved from industrialization only to the merger of industries and commerce, and then, further on, to a ‘virtual’ economy.”46 By “virtual” economy, he meant the rise of a financial market, with companies operating in banking, real estate, insurance, and so on. These are the service sectors that typically fetch the highest value in advanced capitalist economies. Also, once previously industrial land was turned into downtown commercial properties, many entrepreneurs saw their assets soar in value. As another official recounted, “There were two waves of private wealth creation. The first was en masse privatization of the TVEs. And the second came from the creation of the CBD.”47 Consistent with the pattern seen in Forest Hill, the lifting of political restrictions on entrepreneurial activities may initially stimulate a mini growth spurt, but a spectacular growth spurt, like the one seen in Blessed County from the mid-2000s onward, comes from the remolding of market structure.
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   The central business district of Blessed County

    

   

   The redoubled rise of the private economy fed back to the county’s policies for promoting FDI. In 2004 county officials introduced a policy innovation they named “mobilizing local private businesses to attract FIEs.”48 As we earlier saw in Forest Hill, local governments relied on local cadres to recruit investors because cadres typically had more connections and influence than regular citizens. But for Blessed County, given its stronghold of private entrepreneurs, recruiting market actors—rather than state actors—as the county’s sales force was a better fit, as an experienced economic bureaucrat explained:49

   From our perspective on the front line, the best way to attract capital and investments is to use investors to attract investors and foreigners to attract foreigners. The government sets up the platform, but businesses should be the ones putting up the show. . . . I learned through my experiences promoting the county around the world that people still don’t trust the government much. They rather trust enterprises. Ten thousand words spoken by the government does not even compare to a single good word spoken by a firm who has invested here.

   Whereas FDI in the past likely came predominantly in the form of “fake FDI” (local private companies disguised as foreign), “the real spring of FDI” arrived belatedly in Blessed County from the mid-2000s.50 By around this time, central discriminatory policies against domestic enterprises were also abolished. In 2006 the central government officially equalized corporate income taxes between domestic and foreign firms, ending decades of discriminatory policy. Domestic private companies no longer had to pretend to be foreign. As the existing domestic market was already developed, Blessed County was certainly not desperate for investments of any type. Instead, county officials started with a high bar for investments, selecting only those they deemed of high quality. Thus, whereas most locales typically attracted FDI from neighboring East Asia in low-end manufacturing, Blessed County in the 2000s lured many projects from the United States and Western Europe in high-value sectors. Today, of the more than 130 high-tech companies in the county, a third of them are foreign invested.51

   Figure 6.3 summarizes the coevolution of markets and development strategies, as mapped out in the preceding sections. As we clearly saw, the focus and type of development strategies evolved as markets grew. Before and when the private-sector economy was being built, the county government’s main role was to clarify property rights and to guide the process of ownership transfer from public to private hands. After the private sector had taken off and demand for economic restructuring and commercial zoning rose, the state shifted to a highly interventionist role, employing its top-down planning and coercive powers to relocate businesses into designated zones. Consistent with the core theme of chapter 5, the package of strategies required for building and preserving markets were different, even in an exceptionally blessed county.

   Compared to other locales throughout China, Blessed County is certainly in an enviable position. But its development challenges are far from over. Given its current level of GDP per capita, the county comfortably qualifies as a middle-income economy. Its journey toward becoming an advanced capitalist economy, however, is still long. Climbing the value-added chain requires design, innovation, and financial skills, which are only starting to develop. Much of Blessed’s economy is still powered by export-oriented, light manufacturers, who were hit hard by the 2008 global financial crisis (when orders from other countries abruptly shrank), and even more seriously, by steadily rising factor costs at home. To give an example, one apparel producer reported that it cost about 3,500 yuan per month, with social security included, to hire an average factory worker in the county, a steep rise from only 2,000 yuan five years ago. To cut costs, this producer turned to mechanization; already 40 percent of garment sewing at his factory was done by machines.52 Yet another option is simply to move away to cheaper locations. Where? This question leads us to the life path of a completely different locale.
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   FIGURE 6.3 Coevolution of development strategies and markets in Blessed County
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   FIGURE 6.3 (Continued)

   

   

   The Coevolutionary Path of Humble County

   If the coevolutionary story of Blessed County was a movie played on fast-forward mode, Humble County’s was put on pause mode for much of the first twenty-five years of reform. According to locals, the first signs of a growth spurt arrived in the county around 2005, which is reflected in the county’s income and fiscal statistics (see figure 6.1). What explains this belated takeoff? One of the first cadres interviewed replied that it was because “the local officialdom suddenly awakened to the fact that our county can develop.”53 But people do not suddenly awaken. What explains this awakening? After more digging, we soon arrived at a more concrete answer: “The reason for the post-2006 spurt is that industries from beyond our county transferred here. The takeover of these industries created many opportunities, resulting in rapid growth afterward.”54 In mapping the development of Humble County, one clear theme emerges: even though the laggard and first-mover regions are at least twenty years apart, economically and institutionally, their paths are interdependent. Neither could take off without the other.
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   FIGURE 6.4 Coevolution of development strategies and markets in Humble County

   

   

   A Slow Start to Market Opening

   In both Forest Hill and Blessed County, the 1980s was a decade of vigorous market building, propelled by the proliferation of TVEs. Humble County too had established TVEs, but the way these TVEs operated and the results they produced were worlds apart. The business manager of one of the few TVEs that survived in Humble County and was later privatized recounted the situation in the 1980s as follows: “Mobilized by the local government, several natives in our township started a small linen factory. . . . All property was collectively owned. The factory made losses because it did not adhere closely to the market. What the factory produced did not meet the demands of the market.”55

   TVEs on the coast benefited from their coastal location. With easy access to export markets and opportunities to take over low-cost, labor-intensive manufacturing from more advanced economies in East Asia, TVEs sparked a rural industrial boom in this part of China. Inland locales like Humble County, however, were too far from major cities and even farther from the coast. Moreover, decades of extreme poverty and socialist rule had shriveled consumer markets in the region. On top of these geographic limitations, Humble County also lacked a pre-existing stock of managerial talent that was abundant in Blessed County. “One of the most important factors of entrepreneurial success is the management skills of the leadership. In our county, these skills were generally lacking. Leaders were not able to successfully start and maintain enterprises,”56 said Fan, an economic bureaucrat who had served in the county for nearly thirty years.

   Thus even though local officials and natives in Humble County were as eager as their coastal peers to stimulate the economy through TVEs, their efforts proved disappointing and even disastrous. Pressured by top-down targets, local officials rushed to create TVEs despite the lack of feasibility. Many of these TVEs ultimately failed, leaving the county government to clean up a morass of debts. “Everyone wanted to join the drive to set up TVEs, but the reality was not on our side. Even assigning targets was useless,” Officer Fan stated.57 This instance makes it clear that the effects of fiscal and career incentives in spurring initial growth were geographically limited.58 Incentives could not create miracles in the absence of basic factors like access to export markets and the presence of locals with entrepreneurial experience, as abundantly found in Blessed County.

   The Lost Decades

   For much of coastal China, the central decision of 1993 (to establish a socialist market economy) opened a second bold chapter in its reform history. In both Forest Hill and Blessed County, TVEs and SOEs were privatized rapidly and en masse after the 1993 decision. In Humble County, however, the 1990s through early 2000s were lost decades. The county dragged its feet on the restructuring of TVEs and SOEs, which was not actualized until the early 2000s.

   Why was Humble County so slow to restructure? One frequently cited reason was the risk-averse mindset of local leaders. As Zhu, another bureaucrat who had been in office since 1990 and was also a native of the county related:59

   We waited until the national government gave orders before we restructured. Such reforms require strong leadership. Not everyone wants to be the first to eat crabs. Everyone is fearful of creating a political mess. Anything that touches on ownership must be explicitly approved by the national government before we dare move ahead. We are not as forward looking as the coastal areas.

   The list of political fears ran long. County leaders were worried that private individuals would not want to take over loss-making enterprises and that state workers would protest if they lost their “iron rice bowls” (lifetime employment). They also did not know how to clean up the enormous debts incurred by collective and state-owned enterprises.

   But what in turn explains the prevalence of conservatism among leaders in the inland regions? By contrast, as we saw in the preceding cases, leaders on the coast seemed much more daring at initiating reforms and went boldly ahead to make changes even in the face of political resistance. One reason for this regional difference is that the payoffs of risk-taking are high on the coast, given its huge market potential. If local leaders succeed in creating a private economy or bustling commercial downtown, such efforts will generate tremendous benefits for the county, the bureaucracy, and themselves. Additionally, as Officer Zhu pointed out, economic reforms tended to generate quick and visible results on the coast, thus generating momentum for further change:60

   Markets on the coast are large, so restructuring will likely turn around loss-making enterprises within a year or two. In this way, the results are persuasive. Over here, we tried for so long to restructure, but only a few enterprises made it. And even among those that did, they only recently begun to see some positive results. At the end of the day, our markets are small and consumption is weak.

   Indeed, whereas the privatization of TVEs produced a founding batch of private entrepreneurs in Forest Hill and Blessed County, the same reforms in Humble County forced many TVEs to go bankrupt. When these enterprises were collectively owned, they could at least rely upon the county government for subsidies and debt relief. But as soon as they were privatized, these enterprises collapsed en masse, leaving only a handful that survived. In other words, just as the growth-promoting effects of strong bureaucratic incentives were geographically limited, so too was the creation of secure private property rights.61

   Clear property rights can bring many benefits, but once state support was removed, our enterprises could not adapt to the market on their own and thus failed. Rapid growth on the coast rested not only upon the clarification of property rights, but also locational advantages. Today, Humble County does not have any state-owned enterprises, as they have all been restructured. But aren’t we still poor? Privatization alone does not guarantee success.

   While the restructuring of collective and state-owned enterprises dragged along, local officials did try in the 1990s to attract investments, as Forest Hill did. But throughout the 1990s in Humble County, “courting capital and investments was mostly talk but few actions were actually taken,” Zhao, a bureaucrat who worked on target setting, recounted.62 The simple reason was that “nobody knew this place,” said Liu, another official in charge of commercial promotion. “Businesses would not foolishly invest in a place they did not know.”63 Not only was Humble County remote and unheard of by foreign investors, it lacked basic physical infrastructure, such as transportation and electricity, to attract investors. So even when local leaders tried in earnest to recruit investors, they were snubbed, as economic Officer Fan recalled:64

   In 1996 I accompanied several of our county leaders to an investment recruitment meeting at Wuhan. A business owner had originally agreed to meet us there. But when we arrived, he made up some excuse and said he couldn’t come. Instead, he sent a few of his assistants to meet with our leaders. He obviously looked down on us. But what could we do? We indeed did not have the right assets to attract investors to our county.

   The county’s double failure to nurture homegrown enterprises or to attract investors fed a vicious cycle of poverty and weak governance. County finances were in terrible shape, and local agencies were severely underfunded (even today they are still pitifully underfunded compared to agencies on the coast). Officer Zhao related, “Back when we were poor, our situation could not even qualify as eating [rice] budget,” which refers to situations where local tax revenue was exhausted on paying cadre salaries. “It was more accurately described as ‘thin gruel budget’. . . . We had no extra funds left to promote development. The government could hardly sustain itself, and this had a negative effect on political stability.”65 During this period, Humble County epitomized poor and predatory states. Street-level bureaucrats extracted arbitrary payments from local residents and companies, both to supplement low office budgets and to line their own pockets. A disciplinary officer recalled, “During that time, society loathed our agencies. Incidents of ‘eat, extract, obstruct, and extort’ were frequent. But businesses had no recourse whatsoever.”66 In turn, the lack of credible growth opportunities reinforced a sense of hopelessness and laziness among local cadres. As Officer Liu, the commerce veteran, expressed, “Back then, we lacked an appreciation of markets. We could not imagine that markets could grow so quickly and be so dynamic.”67

   A Late Growth Spurt

   At long last, around 2005 locals reported a discernible break in the county’s path. Economic growth and investment started to climb steadily for the first time since market opening (see figure 6.1). Simultaneously, a wave of changes swept the bureaucracy, from the assignment of targets, structure of incentives, compensation levels, fee collections, and cadre training to administrative slogans. There were signs of a virtuous cycle sparked by this unprecedented growth spurt. As Officer Zhao described, “Economic development certainly benefits the bureaucracy; funding for the agencies increased. Consequently, the government is even more motivated to promote the economy, and in order to do so, we are in the midst of transitioning from a control- to service-oriented administration.”68

   A principal source of this growth spurt, as I earlier revealed, is the transfer of industries from the coast. The burning question regards timing. Why around 2005? Why not much earlier or later? These changes in Humble County stemmed from a long-term accumulation of incremental shifts in the national market and policy environment. To stay on track of Humble County’s trajectory, I will leave my discussion of the national government till later. For now, it suffices to know two key contributors to Humble’s late catch-up.

   First, in an effort to narrow widening regional disparities, the central state sought to accelerate economic growth in the central and western regions, primarily through infrastructure investments. In March 2004, Premier Wen Jiabao introduced the campaign of “The Rise of the Central Regions” in his delivery of the Annual Work Report of the State Council (similar to the State of the Union address in the United States). This initiative was subsequently elevated to the agenda of the CCP Politburo in 2006. A few years before Wen’s 2004 pronouncement, the central government had already started to channel fiscal transfers to the interior regions to finance the construction of cross-regional transportation projects, such as highways, railroads, and airports. These centrally funded, large-scale transportation networks greatly increased access to previously landlocked locales and facilitated commerce between the coast and the interior.

   One might ask: If central infrastructure investments could stimulate growth in the interior regions, then why did the central state not do so in the 1980s and 1990s? The answer is simple: it could not afford it then. Deng Xiaoping put it starkly when he told the leaders of Guangdong Province in 1979, approving their request to form special economic zones, “The party center has no money. So we will give you a policy that allows you to charge ahead and cut through your own difficult road.”69 During the founding decades, the coastal provinces received policy autonomy—rather than money—from the center. For locations like Blessed County, autonomy was sufficient to activate the tremendous capitalist potential in these places. After the coast grew rich and the center recentralized revenue through the 1994 fiscal reforms, the national government then had money to redistribute to the interior regions. Restated as an analogy of a family, the center was like a parent who first gave his abler children autonomy to leave home and make their own fortune, and after they succeeded, the parent then took contributions from the wealthier children to subsidize the poorer ones who had been left behind.

   Second, as first movers transitioned from low- to middle-income economies, they were hit by rising factor costs, such as labor, land, rental, and costs of living. Furthermore, industrial land has become a scarce commodity. Even when investors are keen to build factories in coastal locales, local officials complain that there is little land left to accommodate the demand. Compare the cost of industrial land on the coast relative to the central regions (including Hubei Province). As shown in table 6.2, in 2002 and 2007, the average price of land on the coast consistently exceeded the national average, while the cost in the central regions was only 70 percent and 80 percent of that on the coast in the two years.

   Next compare industrial labor costs. Table 6.3 shows gross payroll as a share of industrial value added in eight industries that are labor- or resource-intensive. In the coastal regions, the share of labor costs rose in nearly all these sectors from 2002 and 2007. In footwear and furniture production, previously the staple of Zhejiang producers, the jump in labor costs was especially high. In 2002, relative labor costs were lower in the central region than in the coastal region, except for in paper, and by as much as twenty-one percentage points lower in footwear and luggage production. By 2007, the relative labor cost advantage of central over coastal regions increased in all eight sectors. In addition, some of the sectors listed below are heavily polluting industries, such as tire and cement manufacturing. Recall that in the case of Forest Hill, the city jump-started its industrial economy in the 1980s with small paper and cement factories. But since the late 1990s and until today, the government has been trying to kick these “backward” (its own word) factories out of the city.

   
   TABLE 6.2 Comparison of average price of industrial land
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   Source: Adapted from Jiang, “Firm Relocation in East China” (2013, 201).

   

   
   TABLE 6.3 Comparison of gross payroll as a share of industrial value-add
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   Source: Adapted from Jiang, “Firm Relocation in East China” (2013, 199).

   

   Driven by these changing market conditions, factories on the coast started to search for alternative sites. Many started to migrate to the interior, inspiring the term “industrial transfer.”70 Pressures to move are especially intense among low-end, labor-intensive and resource-intensive sectors, no longer welcomed by wealthy local states that now prioritize quality of growth. To be clear, there wasn’t a sharp starting point to this migration. Nor did private producers on the coast wait passively for state directions before adjusting their business plans. Instead it was the opposite; planners in Beijing reacted belatedly to this gradual movement of industries from the coast to the interior, as I will later discuss. Indirectly, however, central investment in the expansion of physical infrastructure in the central regions, as earlier described, helped places like Humble County be shovel-ready to take over manufacturing from the coastal first movers.

   The emergence of domestic investors and central policy encouragement spurred the leadership in Humble County into renewed action. In 2004 Humble County began construction of its first industrial park, which would provide a dedicated space to house factories. Each locale was responsible for financing infrastructure projects, including industrial parks, within its own jurisdiction, as central grants were dedicated to financing cross-regional transportation like interstate highways. In this regard, like in other parts of China (including Forest Hill in chapter 5), land proceeds were an indispensable source of start-up capital for the county. The industrial park cost more than two billion yuan to construct. Higher-level governments provided partial budgetary support, but the bulk of finances came from leasing land to private capitalists.71 Emphasizing the contribution of land finance to local development, Liu, the commerce bureaucrat, said:72

   Without a doubt, land finance provided our county a large sum of capital for infrastructure construction, for example, new roads, treated rivers, and public parks. . . . Once our urban facilities were built up, we could start to promote tourism. . . . And it is especially important for attracting investments too. Our industrial park is fully equipped with manufacturing facilities, transportation links, water and electricity supply. Only with these facilities in place would investors be willing to come. Without capital to build an industrial park, Humble County’s development would be nowhere close to where it is today.

   Later, as we shall see in chapter 7, this reliance among Chinese local governments on using land proceeds to finance infrastructure closely mirrors the strategy of “taxless public finance” among state governments in America during the early nineteenth century.73 These states also resorted to using nontax revenue to construct canals, railways, and mega-projects that connected regional economies. Despite the risks and problems that stem from land financing (see chapter 1), the role it plays in building markets cannot be ignored or dismissed.

   Consistent with the approach of directed improvisation, central policy makers authorized major shifts but delegated local actors to fill in the details. As Officer Zhu, the economic planner, expressed, “The central did not order us to build an industrial park. Rather, based on our understanding of the ‘spirit’ of broad directions provided by the center, we made plans according to local conditions.”74 One benefit of being a late developer was that Humble County did not have to start from scratch; instead, it could learn from the past experiences of coastal locales. Local officials took study trips to Jiangsu and Zhejiang to “collect scriptures from them,” mainly in the areas of “management, design of industrial parks, and investment promotion policies,” Zhu elaborated. He emphasized, however, that blind copying was not possible because local conditions varied immensely. In his words, “Whereas Zhejiang had mostly export manufacturers, we didn’t have these. And their customer base and advantages were different from ours, so we were unable to transplant some of their investment promotion methods.”75 For example, Blessed County mobilized its stronghold of local private companies to recruit foreign investors from overseas, but Humble County was only to starting to cultivate its own private sector, which targeted mainly the domestic market. So even among locales, lessons from the coast had to be adjusted to fit realities in the interior.

   Following efforts to construct an industrial park, the next step was to recruit investors to populate the park. How? Starting in around 2005, Humble County launched its own version of the beehive campaign that began a decade earlier in Forest Hill. All the townships and county agencies were assigned targets to attract a certain amount of investment each year. Similar to practices adapted in Forest Hill in the 1990s through early 2000s, these assignments came with high-powered incentives. Agencies that successfully attracted projects worth more than thirty million yuan were awarded 0.1 percent of the investments in the form of additional budget allocations. On top of rewards for agencies, an additional bonus of 100,000 yuan (about US$15,000) was offered to individual cadres for bringing in large projects valued at more than 100 million.76 “The drive to recruit investors is led by the chief of each agency. But whoever has resources is also expected to contribute,”77 said Officer Zhao, who managed targets.

   To court investors, local bureaucrats relied, as their coastal peers had in the past, on personal connections, a method locally termed as “using intimate ties to court investments.”78 As Zhao elaborated, “The fact that [businesses] are here reflects a relationship of trust with particular officials, who will of course be willing to serve the businesses they personally recruited.”79 Again, reminiscent of Forest Hill in the 1990s, such personal connections provided a necessary substitute for formal property rights protection, especially since the bureaucracy in Humble County, still underfunded and underregulated, was rife with petty predation; this was a problem on which the leadership of a poor locale had to make compromises as much as it wished to eradicate it immediately. Realistically, only strong personal ties with particular officials gave investors sufficient confidence that they could overcome red tape and bureaucratic harassment.

   Unlike Forest Hill and Blessed County, Humble County attracted domestic, rather than foreign, investors after 2005. One group comprised low-end manufacturers from the coastal regions and moderately wealthier central provinces like Hunan. For example, a ceramics factory had relocated from Guangdong Province to Humble County to take advantage of its ample land and cheaper labor.80 Another source of investors was returning natives who had migrated to work in the coastal cities from the 1980s through 2000s. Some of these natives acquired technical skills and picked up entrepreneurial ideas after working many years in metropolises like Shenzhen and Shanghai. Emotionally attached to their hometowns and more adept than outsiders at navigating the local environment, these natives were eager to return to Humble County to start up new businesses. In recent years, several furniture companies have been started by this group of investors, who used to work in the furniture-making hubs of cities in Guangdong.81 This provides yet another interesting parallel with first-mover states like Blessed County, which kick-started investments in the 1990s by tapping their networks of emigrant merchants and the Chinese diaspora, spread throughout Taiwan and Hong Kong. Humble County did not have the privilege of accessing such a network in the early decades, but today it does, in the mutated form of returning migrant workers from the coast.

   Once credible growth opportunities came within reach, a coevolutionary chain reaction was belatedly triggered, reminiscent of what coastal locales had experienced one to two decades earlier. It changed mindsets, spurring among local cadres a desire not to be poor and backward anymore. Officer Zhao said, “From 2006, we charged ahead. Why is that? We were poor! Poverty forced us to change.”82 Spurred by competition within the province among late-developing locales, all yearning for a share of new domestic investors, growth promotion in Humble County today operates in a feverish mode. In 2012, the party secretary issued a directive on “Improving the Business Environment” to all the agencies. Its dedication to capitalism was enshrined in an almost religious-sounding slogan: “Investors are God; investment recruiters are heroes; bureaucrats are public servants; and those who harm business interests are sinners.”

   Comparing the coevolutionary paths of Forest Hill, Blessed County, and Humble County, my study reveals a pattern of lagged replication from richly to poorly endowed regions. This pattern is different from a vast literature on policy experiments and policy diffusion in China, which describes either the selection of “test points” by central reformers to try out certain policies before extending them nationwide (as in case of Special Economic Zones) or the diffusion of local innovations across regions, where economic preconditions are not relevant.83 In contrast, as my comparative analysis uncovers, the replication of certain institutions and strategies that were first adopted on the coast is conditional upon the level of economic growth. For instance, Forest Hill had by 2014 already replaced the beehive campaign with technocratic specialization and operations. But Humble County cannot yet skip to this step, as Li, an investment officer, explained:84

   The initial work of investment promotion among localities on the coast is almost complete, so they no longer need to mobilize the entire bureaucracy. These locales have already accumulated enough capital and experience, so their focus now is to select quality enterprises from the available supply. It is the investors who must meet standards set by the bureaucracy, rather than the bureaucracy that has to beg investors to come. For them, the demand-and-supply relationship has changed. But Humble County does not yet have enough enterprises, so we must continue to mobilize everyone in the bureaucracy to recruit investors.

   From this instance, we realize that it is one thing to observe and learn from what the first movers did, but another to have the necessary capacity and market conditions to replicate their strategies. Evidently, even within China, subnational laggards cannot blindly copy first movers; to succeed, they too had to adopt practices and policies that fit their stages of development and tasks at hand. This underscores the fallacy of recommending that Third World countries skip ahead and emulate the current practices and norms of developed nations.85

   Kicking Away the Subnational Ladder?

   In the future, will laggard states replicate the exact steps taken by first movers? It is unlikely. Even though the laggard states like Humble County appeared to have hopped onto the development train and have indeed begun to adapt both economically and institutionally, the national conditions that prevail today are drastically different from what coastal locales encountered in the 1980s and 1990s. So even though we observe many lagged parallels in the coevolutionary paths of the two regions, it is too simplistic to assume that the laggard will—or should—exactly copy the first mover’s history.

   Laggard states face several mounting challenges that may obstruct the sustainability of development in this region. First, even though factor costs are on average lower in the interior than in wealthy coastal cities, costs are nevertheless rising even in the former.86 A bureaucrat who manages Humble’s industrial parks noted, “Labor costs are rising, so we must move into high value-added industrial production soon.”87 Yet compared to Blessed County, Humble County has no advantage yet in high-end manufacturing; it is now merely taking over industries that the coast sought to discard. In Upstart County of Jiangxi (featured in chapter 1), also an inland locale, a bureaucrat from the Investment Bureau, Wang, expressed a similar worry. He said, “Labor costs are sharply rising, especially in the past few years. In our industrial parks, workers now cost at least two thousand yuan a month.”88 Worse, rising costs are not the only problem. As reports of labor strikes in recent years suggest, Chinese workers are becoming increasingly rights-conscious and assertive.89 As Officer Wang from Upstart County further noted, “It is hard to recruit workers these days. Our advantage in supplying cheap labor is quickly expiring. Moreover, the post-1990s generation is unable to bear hardship.”90

   Second, although the supply of industrial land is more ample in the central and western regions than on the coast, it remains a finite resource. Even worse, this finite resource appears to be rapidly depleted and in many instances wasted by speculative behavior. During the 1990s, when economies were just being kick-started in the coastal regions, land had only begun to be traded, and the real estate market had not taken off. By the 2010s, however, land is perhaps the hottest commodity in China, driving speculators to snap up parcels of land in the hope of making quick gains from its appreciation. In this context, intense economic competition among inland locales inadvertently exposed desperate local officials to “fake investors” who seek to “hoard land” for speculative gains, rather than to actually build factories, employ workers, and generate tax revenue.91 These opportunistic speculators demand that local governments grant them land with promises of making genuine investments. Then, upon receiving land titles, they leave, waiting to sell the empty plots for lucrative profits when prices spike.

   A manager of Upstart County’s industrial parks, Fu, elaborated on the plight facing inland locales desperate for investments:

   Our county has neither a port nor natural resources to attract investors. Over here, attracting capital and investments is a political assignment. Hence, many investors who are brought in only invest in name; in reality, they are empty. For example, an enterprise may only need 20 mu of land, but it will demand 150 mu from the county. Since land is cheap, it is given away. This can happen in three different ways. The investor asks for more land than he needs and then leaves it to waste; he constructs some production facilities for show; or he takes the land ownership certificate elsewhere and swindles others into thinking he has a big business.92

   Worse, whereas personal connections played a constructive role in recruiting productive investors and substituting for formal property rights in the 1990s among coastal locales, these connections today have become a major barrier among inland locales to evicting fake investors. Officer Fu elaborated, “There is nothing we can do about it. These enterprises came here through our leaders; there are affective personal relationships involved. We can’t afford to confront these enterprises. It’s quite obvious which factories are empty. Some occupy over 100 mu of land but have only a few workers.”93 The long-term consequence of speculative land hoarding is that the county may not have sufficient land to accommodate productive projects in the future. If that happens, as Officer Wang expressed, “We have truly wasted our land quota allocation.”94

   Third, there is the problem of environmental degradation, probably the most widely discussed controversy associated with industrial transfer. Some worry that industrial transfer is merely a disguised scheme of “pollution transfer” to underdeveloped and investment-hungry areas. One Chinese commentary writes, “For example, Guangdong Province has moved ceramics producers that heavily pollute air and water to Hunan and Jiangxi. . . . Backward regions have become the sanctuary of polluting industries.”95 In written guidelines, central authorities insisted that industrial transfer should not occur at the expense of environmental protection. Local officials, too, maintained that they forbade polluting enterprises from entry. For example, Officer Wang from Upstart County declared, “Dangerous and resource-intensive production, such as fireworks and chemicals, are required to pass an environmental assessment. Those who fail are universally barred from entry.”96 Upstart County also issued an internal circular to its agencies stating that polluting factories (e.g., brick, sand, and cement producers) would not count toward fulfilling departmental investment targets.97

   For start-up locales that offer few attractions, however, being selective about investments remains a luxury. A commerce bureaucrat from Humble County stated, “Our locale does not have a big population, is a small place and not yet urbanized. So how could we reject any investment project?” He added, “Honestly speaking, I think our county still focuses more on pursuing quantity than quality of growth. Having both quantity and quality is ideal, but that is very difficult to achieve in reality.”98 In this context, intense regional competition may have a perverse effect of accelerating a race to the bottom.

   The preceding discussions culminate in a basic observation: not all of China can become Shanghai. Further, I should add, perhaps not all of China wants to become Shanghai. This observation is adamantly expressed by cadres in Upstart County, which had the least attractive factor endowments among the cases studied (not only is this county landlocked, it was almost entirely rural up until the 1990s). One local cadre expressed, “I feel that every place should develop based on its own reality and not follow the same old path of industrialization. . . . We have to find our own comparative advantage and the beautiful natural environment we possess is our comparative advantage.”99

   First movers went through a wrenching process of economic and institutional change that ultimately transformed these localities from poor to middle-income and from rural to urban. As fields made way for factories, this great leap wrought tremendous environmental damage and sometimes untold human costs, but at least the great transformation was partially achieved in locales like Forest Hill and Blessed County. But some locales like Upstart County are not fundamentally suited for industrialization, and, as locals pointed out, a pristine environment is probably their greatest asset. The worry is that when pressured to conform to an industrial path of development, Upstart County may both destroy its environment and continue to stay poor.

   National and Domestic Flying Geese

   We may now take a few steps back to understand how several layers of regional interdependence fit together. China’s coastal development is inseparable from East Asia’s development. First coined by Japanese scholar Akamatsu, the theory of “flying geese” proposed a regionally tiered pattern of development.100 It is envisioned that Japan, like the first goose in a V-shaped formation, would lead a flock of lower-tier economies like Taiwan and Singapore. Then, as Japan successfully industrialized and moved up the value-added chain, it would pass down investment opportunities, technology, and know-how to the remaining geese. In many ways, this pattern has played out as predicted in the past three decades. During the 1960s and 1970s, the East Asian tigers took off by first undertaking labor-intensive export manufacturing. Then, by the 1980s and 1990s, facing rising factor costs at home, manufacturers in East Asia (primarily Hong Kong and Taiwan) chose to relocate low-end production to China’s coastal provinces to take advantage of their abundant cheap labor and weak environmental and labor protection. East Asian companies moved upward into higher-end manufacturing and services sectors.

   The takeoff in China’s coastal economies was fueled not only by a surge of investments from East Asia, but also by the supply of cheap raw materials and labor from the interior provinces. For example, Blessed County in Zhejiang had benefited from a vast flow of migrant workers from laggard states like Humble County in the central and western regions. Without this abundant supply of cheap rural labor, it would not have been possible for export manufacturers on the coast to be so competitive on the international market.101 Central regions also provided raw materials like agricultural produce, wood, metals, and coal at low prices to the coastal regions for processing. One estimate placed the annual losses that Gansu and Yunnan Provinces incurred from selling underpriced raw materials at 3.3 to 5 billion yuan respectively in the 1980s, more than half their income from industry.102 Quoted in The Economist, an official from the National Development and Reform Commission (NDRC) summed up: “The resource-rich cities have made tremendous contributions to China’s economic take-off, but the sacrifice they made is also huge.”103 As endowed as Blessed County may be, its economy could not have taken off without “sacrifices” made by laggard states.

   Then, by the mid-2000s, as we learned from the preceding narratives, a pattern of domestic flying geese unfolded within China’s national market. At present, coastal manufacturers have taken over the role played by East Asian manufacturers a few decades ago, while returning migrant workers from the coast substituted for Chinese diasporic businesses who built factories on the coast during the early years of market reforms.

   Putting the pieces together, we arrive at a picture of nested layers of regional interdependence. China’s economy is inextricably tied to those of its neighbors. And within China, the coevolutionary paths of subnational political economies cannot be studied independently from one another; their variations are as salient as their connections.

   Was the pattern of domestic flying geese intended by China’s central leaders? What was the role of the central government in regional development since market opening? What is especially surprising about the phenomenon of domestic flying geese is that it was not foreseen or engineered by any central planner, not even the visionary patriarch Deng himself. In fact, over the past thirty years of reform, central authorities sometimes blundered in their attempts to mold regional development in desired ways. Central efforts to promote industrial transfer in the 2000s were reactive rather than proactive.

   To understand the origins and evolution of central policies toward regional development, a cursory review of history is in order. Under Mao’s leadership, from the 1950s to 1970s, the center deliberately pumped resources into the central and western regions and suppressed market development on the coast, which Justin Lin would describe as “defying the comparative advantage (determined by the existing endowment structure)” of the respective regions.104 Mao’s policies were motivated by his anticapitalist ideology and his belief that propping up industries in the interior was necessary for national security defense.105

   When Deng came to power, he reversed Mao’s policy. Realizing that it made economic sense to harness rather than to defy regional comparative advantages, Deng pushed the coastal regions to leverage their geographic proximity to export markets and entrepreneurial legacies “to get rich first.” It appears that Deng already had a vision of domestic flying geese in mind, which was termed a ladder-stepped strategy of development.106 An official from Fujian described it as such: “The development of our country is sequential. The coastal areas develop first and then the process extends inward. Inland provinces will gradually be influenced by development in the more prosperous areas.”107

   In the 1980s, though, Deng’s vision did not pan out as he hoped. Inland regions did not want to give up precious raw materials cheaply to the coastal provinces for processing, which would allow them to reap higher profits. Consequently, a regional “commodity war” broke out. Each province erected trade barriers to block the outflow of raw materials to other regions and the inflow of processed goods into their borders.108 This period of duplicative industries and protectionism led some pessimists to predict a perpetual state of regional market fragmentation and even political breakdown.109

   Such naysaying predictions turned out to be premature. Although the central government could not curb local protectionism by command, market forces came into play. Following the 1993 central decision to further liberalize markets, competition stepped up, over time eliminating weak industries and firms.110 During the Seventh Five-Year Plan (1986–1990), the central party-state urged the coastal, central, and western regions to develop industries compatible with their respective endowments, namely “the restructuring of traditional industries, new industries, and consumer goods production” on the coast; energy, construction, and mining in the central regions; and agriculture and processing in the west. Economic and institutional disparities across the regions continued to widen throughout the 1990s and into the 2000s precisely because the coastal provinces dominated the valuable ranks of the national production chain. Contrary to the optimistic expectations of Deng’s ladder-stepped model, the geographic dispersion of wealth and progress did not appear automatic, at least not during these decades.

   Arriving in office in 2003, the Hu-Wen administration made balancing regional development a top priority. As earlier mentioned, Premier Wen officially launched the program of “The Rise of the Central Regions” in 2004, encompassing the provinces of Hubei (location of Humble County), Jiangxi (location of Upstart County), Henan, Hunan, Anhui, and Shanxi.111 This political agenda coincided with a trend of industrial transfer that was already emerging, so the central government chose to push it along. In 2006, the Ministry of Commerce was tasked to oversee the program of “ten thousand businesses advance westward.”112 The ministry provided market training to more than a hundred thousand technical workers, managers, and state personnel annually; it also organized an annual high-profile convention, known as the Expo Central China, to match coastal manufacturers with inland governments.113 In 2008, the NDRC, a powerful ministry, was enlisted to craft a set of policies to invigorate the central economies, signaling the elevated significance of this agenda.

   While the idea of promoting regional complementarities is not new to central policy, the emphases of the current decade is different from those of the past. During the Seventh Five-Year Plan (1986–1990), the central government urged different regions to “leverage their respective advantages.” At that time, the national goal was to “speed up development on the coast,” while the inland regions would “support and accelerate coastal development.” As the language indicates, central planners at that time envisioned a static geographic distribution of industries based on factor endowments, rather than a dynamic transfer of production and capabilities. Also, their policies were overtly biased toward benefiting the coast before the interior. By contrast, the State Council Circular of 2010 on “Guiding Principles on Industrial Transfer” eschewed a policy of asymmetrical sacrifice, stressing instead the merits of mutually beneficial exchanges between unequal regions:114

   The central and western regions offer an abundant supply of natural resources, low factor costs, and huge potential for market growth. The enthusiastic takeover of domestic and international industries will not only accelerate the process of new industrialization and urbanization in the interior and enhance harmonious regional development, but will also promote economic restructuring and upgrading on the coast. This will ultimately contribute to a refined division of labor in the national economy.

   The central government’s reorientation of regional development policy took China’s evolving niche in the international market into serious consideration. Explaining the motivations of the State Council Circular of 2010, an official from the NDRC commented at a press conference, “Industrial transfer is an irreversible trend of development under the influence of a globalized economy.”115 The Chinese leadership was especially shaken by the global financial crisis of 2008, which abruptly shrank factory orders and threatened to put many workers on the coast out of jobs. The center was forced to respond with an unprecedented fiscal stimulus package, totaling four trillion yuan.116 The crisis made it clear that continued reliance on cheap export manufacturing was not only unsustainable for the coastal locales, but would place China’s national economy and political stability at the mercy of global market fluctuations.117 Thus, whereas efforts to encourage regional cooperation used to be symbolic, uncoordinated, and underfunded,118 this agenda was now to be taken seriously. As a Xinhua (the state press) report declared, “ladder-step industrial transfer has been elevated to the status of a national strategy.”119

   As NDRC officials emphasized, China today is a market economy, and “the state cannot make firms relocate.”120 Nevertheless, central authorities can foster this process by sending affirmative policy signals to local officials and market actors. The changes in investment patterns are visible. Since 2004, the central provinces have seen a steady rise in domestic investment (i.e., investment from provinces within Mainland China, excluding Hong Kong, Taiwan, and Macau), as illustrated in table 6.4.121 In 2004, among the six central provinces, only Hunan and Anhui mentioned domestic investment in their annual provincial government work reports. By 2008, this statistic was highlighted in all the provincial reports, except for Shanxi Province, whose economy is dominated by coal and resource extraction rather than manufacturing. In Hubei, the value of domestic investment more than tripled between 2008 and 2011. To put these numbers in perspective, I compare them to FDI inflows in table 6.4. In 2008, domestic investment in the five central provinces combined was about 80 percent the value of FDI that flowed into all of China. Three years later, the two numbers were almost equivalent. Clearly, whereas FDI had fueled early takeoff on the coast, domestic investment has taken over as the new growth engine of the interior.

   
   Table 6.4 Domestic investment in five central provinces (billion yuan)
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   Source: Domestic investment from annual work reports of the provincial governments; FDI statistic from World Bank Indicators, converted from current US$ into billion yuan.

   

   Among the first movers, Zhejiang Province (the location of Blessed County) has been an especially rich source of industrial transfer to other provinces. According to the Zhejiang Economic and Technological Cooperation Office, Zhejiang businesses invested more than a trillion yuan across China in 2006, equivalent to the province’s entire GDP in 2005.122 Deng’s expectations about a ladder-step pattern of regional development were actually correct. Alas, he did not live long enough to witness precisely how his expectations would play out in the twenty-first century.

    

   In this chapter, I compared the coevolution of markets and development strategies in two contrasting locales. Then I situated their intertwining paths in the broader national and international contexts. My analysis generates three main lessons, highlighted below.

   Lesson 1: Endowments are situationally significant but not deterministic.

   For countries and locales alike, geographical conditions (such as location, topography, and availability of natural resources) and history (past experiences, pre-existing institutions)—broadly termed “endowments” here—are certainly important factors of development. Such factors, however, are situationally significant, rather than always deterministic.123 Take for example Blessed County, which has the privilege of a coastal location but completely lacks natural resources. In the context of a globalized market economy, the absence of natural resources did not constrain its development; if anything, it actually had the benefit of turning the county toward commerce and trade, rather than resource extraction. Another example is Humble County, which is landlocked and has some natural resources. For the first twenty-five years or so, Humble County’s development seemed doomed by its inland location and lack of prior experience in private entrepreneurship. Yet new and unanticipated opportunities arrived when the economy of its neighboring regions changed. After 2005, it was precisely its inland location that provided Humble County the attractions of ample industrial land and low factor costs.

   Lesson 2: Political economies (national or local) are moving paths, not static models.

   As we’ve learned from the three local cases I presented, even a single case can fit several competing descriptions depending on when observations are made. Proponents of minimalist governments that limit their role to protecting private property rights may champion Blessed County in the 1990s as their “model.” Yet those who privilege the activist role of government in accelerating growth processes may also invoke the same case in the 2000s as their “model.” Units of observation, therefore, cannot be characterized by snapshots taken only at certain points in time. Rather, they are better characterized by their evolutionary trajectories over an extended period of time.

   In other words, my analysis advances a different way of doing comparative analysis. The conventional approach to comparative politics or political economy is to first identify variation in certain outcomes and then test factors that cause or correlate with this variation. This logic has been extended in a growing literature on subnational comparisons within China, which Rithmire calls “new regionalism.” As she describes, this literature centers on how “local-level variables determine different local economic realities.”124 Yet whether at the national or subnational levels, variation must be understood in light of regional connections and not only “local-level variables.” Political units are almost always interdependent, and this is especially true for subnational units, whose paths unfold within certain shared national parameters. As this chapter shows, by studying regions as connected moving paths, rather than as static models, we may observe not only variation in outcomes but also differences and similarities in processes. In addition, the timing of changes is also interdependent; whether a particular adaptation is adopted or works in one area depends on the evolving conditions of its neighbors. By comparing paths, rather than snapshots, we are more likely to notice spillover across cases, which over and beyond “local-level variables” can also profoundly shape outcomes. I have illustrated this dynamic comparative approach at a subnational level in this chapter, but this approach can obviously be applied to cross-national analyses too.

   Lesson 3: Regional inequality is not only a consequence but also a strategy of development.

   Regional inequality as a consequence of market opening and development is well-known among observers of China.125 It is less noticed and understood, however, that regional inequality is also a strategy of China’s national development. As this chapter illuminates, a key element of China’s overall development success has been to exploit highly unequal endowments across coastal, central, and western regions. As an NDRC official pointed out, China’s large size and regional diversity distinguishes its constraints and alternatives from East Asia, where regional inequalities are not as salient. He said, “Conversely, in China, regional tiers are sharp, providing room for maneuvering and relocation.”126

   Indeed, in the developmental state literature based on East Asian states like Japan and South Korea, entire countries are treated as single and homogeneous observations. In China, on the other hand, regional inequalities present a double-edged sword, problematic but also potentially advantageous. Therefore, the study of China’s national development must take into account the issue of niche creation, the crafting of distinct and complementary roles for unevenly endowed members within a complex system.

   Whether China can effectively harness regional inequalities in the coming years will impact the repositioning of its niche in the international market. Can inland regions take over labor-intensive manufacturing from the coast? Can coastal China really scale the global value-added chain? Understood as such, even if we have never known about Blessed County and Humble County, we are each distantly connected to these corners of China.

    

   




   
   Conclusion



   HOW DEVELOPMENT ACTUALLY HAPPENED BEYOND CHINA

   One of the handicaps of the twentieth century is that we still have the vaguest and most biased notions, not only of what makes Japan a nation of Japanese, but of what makes the United States a nation of Americans, France a nation of Frenchmen, and Russia a nation of Russians.

   The study of comparative cultures too cannot flourish when men are so defensive about their own way of life that it appears to them to be by definition the sole solution in the world.

   —Ruth Benedict, The Chrysanthemum and the Sword

   Are coevolutionary processes of development unique to China? Looking at the existing literature, one would think that they must be. Most accounts of successful development are linear causal stories, usually of something done right followed by spectacular growth. For example, several influential political economists invoke the case of England after the Glorious Revolution in 1688 as evidence that formal limits on state power led to capitalist success.1 Similarly, in the case of East Asian NIEs, the establishment of Weberian state apparatuses is depicted as a necessary precursor to state-led economic boom.2 These accounts capture important but partial truths. They capture only snapshots of long zigzag paths, zooming in on one causal direction, thus reinforcing impressions that development indeed goes from good institutions to prosperity.

   In this concluding chapter, though, I present further evidence that development is a coevolutionary process, not only in China but also in other parts of the world and in recent and historical periods. Development means the radical and simultaneous transformation of states and markets, entailing many actors, many dimensions, and many steps. If such a complex process unfolds neatly in one direction, we should be surprised, indeed astounded.

   My discussion in this chapter will be divided into three parts. First, based on several existing accounts, I revisit segments of history in the rise of the West from a coevolutionary perspective. My analysis reveals that so-called good or strong (market-preserving) institutions that are widely embraced today as universal causes of economic growth were in fact not the institutions that built markets in early Western societies. Parallel to my findings in contemporary China, medieval Western Europe and nineteenth-century America sparked growth through particular market-building institutions (some of which were uncannily similar to those seen in post-1978 China), which subsequently evolved into market-preserving institutions. Next, I apply the coevolutionary approach to analyze the unlikely boom of the film industry in Nigeria since the early 1990s, also known as Nollywood. Despite vastly different circumstances and institutional innovations, we also find a consistent pattern of economic and institutional coevolution within Nollywood, as I have traced on a national scale in reform China.

   Finally, the chapter will conclude with what the China “model” really comprises and whether this model can last. My central message is that the underlying “cause” of economic development, if indeed we had to name one, is the construction of an adaptive environment that empowers relevant actors to improvise solutions to continuously evolving problems. Whether it is in Western Europe, the United States, East Asia, China, or Nigeria, particular solutions work only when they fit the particular demands of their environments. Therefore, it is futile and even self-defeating to search for one replicable model believed to work always and everywhere. The lessons to be learned from China’s capitalist revolution are not particular solutions, which were improvised at certain times or in certain parts of the country, but rather lessons on strategies of directing improvisation.

   Coevolutionary Dynamics in the Rise of the West

   Beyond China, we can trace coevolutionary paths of development most vividly in the history of political economies that are already developed; being developed indicates that political and economic systems had undergone significant mutual adaptations. If we look carefully, evidence of development as a coevolutionary process actually exists in the literature, but the relevant accounts are not identified as coevolutionary. Below I conduct an exercise in historical reconstruction. Applying the analytic approach I used in preceding chapters to map out transformative paths in China, I retell two scenarios of Western development in coevolutionary terms: the expansion of trade in late medieval Europe followed by the revolution of public finance in the antebellum United States.

   The Expansion of Trade in Late Medieval Europe

   Avner Greif’s research on the role of informal institutions in development, focusing largely on medieval European traders, has received much acclaim among economists.3 He is well-known for his ideas that informal reputational mechanisms can effectively substitute for formal mechanisms of contract enforcement at early stages of development. In a coauthored article with political scientist David Laitin, they extended these ideas into “a theory of endogenous institutional change,” arguing that in certain instances, self-enforcing institutions may actually undermine themselves in the long term.4

   Greif and Laitin point to a long-standing problem in the study of institutional change. According to game theory approaches, institutions are by definition equilibrium outcomes; they arise because “each player’s behavior is a best response.”5 According to this logic, once in place, institutions should self-reinforce and persist. Yet we know as a matter of fact that institutions sometimes change. Why and how do institutions change? Traditionally, social scientists have looked to exogenous causes (or shocks) as explanations. Greif and Laitin, however, argue that endogenous institutional change is possible. In their words, “It is appropriate to inquire whether the institution—which we analyze as a game theoretic equilibrium—endogenously affects aspects of the situation apart from behavior in the transaction under consideration. Such aspects should be considered as parametric in studying self-enforceability but as endogenously determined—and thus variable—in the long run.”6 While Greif and Laitin’s theory speaks usefully to game theorists, I would like to suggest a more straightforward expression of their logic. In the context of political economies, endogenous institutional change happens when an initial institutional adaptation successfully kick-starts markets and the resulting economic growth motivates further institutional change. In other words, states and markets coevolve.

   Below, I reconstruct Greif’s account of the community responsibility system in late medieval Europe by highlighting the feedbacks between contract-enforcement institutions and markets. A coevolutionary causal map is summarized in figure C.1.

   In premodern societies, commercial activities began on a geographically limited scale within the boundaries of home communities. Within villages and small towns, local residents bartered goods and later on used currency to buy and sell from one another. In these primitive settings, which are still seen among rural and poor communities today, exchanges are supported by personal reputations. For example, transacting farmers from the same village can generally trust one another because if one party cheats, the whole village will soon know and will avoid doing business with the cheater. In this way, concern for personal reputation deters players from dishonest behavior. Such mechanisms, however, work only in close-knit communities where everyone knows everyone. As Chinese sociologist Fei Xiaotong stresses, “These methods cannot be used with a stranger.”7 Transactions in modern markets occur among strangers who never have met and may never meet again after a transaction is made. Thus, according to standard institutional economics, modern markets require third-party enforcement of contracts by centralized regulatory states.8 But how does the transition from personal to impersonal exchanges occur? Greif’s study fills this gap.
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   FIGURE C.1 Coevolution of institutions and markets in medieval Europe

   

   Throughout the twelfth and thirteenth centuries, merchants across far-flung corners of Europe traded with one another despite the lack of strong centralized states at the time. According to Greif, these merchants were able to overcome transaction problems through an institutional innovation known as the community responsibility system (CRS). In this system, each merchant belonged to a self-governed commune, a social unit that “fell into a grey area between states and communities.”9 This is how the CRS worked. Imagine that a merchant from Commune A refused to pay for goods delivered by his business partner from Commune B. If this happened, Commune B had the right to punish all the members of Commune A, such as by impounding their goods. In this way, all communes had incentives to punish their own members for contract violations against merchants from other communes, not because the commune leaders were altruistic, but because they cared to protect their commune’s collective reputation. Through this “public-order, reputation-based” mechanism,10 distinct from personal reputation mechanisms of contract enforcement, impersonal exchanges across communities flourished in Europe.

   Over time, the boom of intercommunity trade fed back to the institution of CRS that brought about its birth in the first place. As communes grew in size and heterogeneity (i.e., some merchants became wealthier than others), two key changes occurred. First, the ease of cheating and the costs of verifying communal membership increased. Dishonest merchants could escape from one commune to another. Also, as the number of members increased, it became logistically more difficult to track down every member’s behavior. Second, wealthier merchants benefited progressively less from the CRS as they could rely on their own reputation to do business. Moreover, compared to smaller merchants, they had a lot more to lose from collective retaliations against their commune. Thus wealthy merchants began to withdraw their political support for CRS and instead lobbied for alternative institutions.

   By the end of the thirteenth century, signs of disintegration appeared in the CRS. For example, in England, more and more merchants opted to register their personal debt in the Close Rolls, under the common law. Individuals, rather than collectives, took responsibility for commercial exchanges. In 1275, the Statute of Westminster I officially abolished the CRS system and replaced it with “individual responsibility, territorial law, central administration of justice, and personal collateral.” Greif notes that this replacement process was not a clean, sharp transition but “took time to devise, implement, and perfect.”11

   Nevertheless, Greif asserts, the outgrowth of formal contract enforcement mechanisms from the CRS laid the foundation for an acceleration of trade over space (from short to long distance) and over time (from spot exchanges to credit and future deliveries). From this point onward, he declares, “international trade was born.” Even though the CRS system was eventually abolished and replaced by formal institutions such as courts and the rule of law, Greif concludes that “by supporting intercommunity impersonal exchange,” the CRS was “central to the development of Europe’s financial markets” and “the emergence and development of the first European multinationals.” Further, he stresses that “the modern European state’s involvement in contract enforcement was not a precondition to impersonal exchange.”12 Rather, it was an intermediate form of impersonal exchange—intercommunity exchange—that gave impetus to centralized state interventions, which then made international trade possible.

   This discussion reviews, in several zigzag steps, the coevolution of markets and contract-enforcement institutions in late medieval Europe. Note that this coevolutionary process, which laid down a skeletal foundation for the rule of law, financial markets, multinationals, and long-distance trade, preceded the Glorious Revolution of 1688 by more than three hundred years! The events of 1688 presented a structural break that pushed England’s economy from a market-building to a market-expansion stage.13 But as a coevolutionary remapping of Greif’s account makes clear, formal limits on centralized states and parliamentary institutions were not the institutions that built markets in Europe’s early history.

   The Revolution of Public Finance in the Antebellum United States

   Today, America is almost universally regarded as a beacon of democratic and capitalist success. Following Acemoglu, Johnson, and Robinson, the standard story asserts that English colonists had brought institutions of good governance with them to American soil, “providing secure property rights to a broad cross section of society” and thereby planting the seeds of long-term economic success.14 This story posits that “the European form of good institutions protecting private property” is the “root cause” of development.15

   But was this how development really happened in America? Setting aside the violent expropriation of other populations that simultaneously took place,16 did a democratic tradition prevent corruption and the extraction of economic gains by a minority of elites among the descendants of European settlers? Did America, upon the ratification of the Constitution in 1789, begin with a complete package of good institutions—ranging from legal systems, uniform taxation codes, and rules on corporate governance, to hard budget constraints on state governments—that is today celebrated as the foundation of modern capitalism? How did governments raise funds to build massive transportation projects that connected vast swaths of undeveloped land and thereby enable interstate commerce?

   John Wallis’s studies of the historical development of public finance in America shed nuanced light on these questions. Like Greif, Wallis never once used the word “coevolution” in his accounts, yet the coevolutionary logic he traces is unmistakable. In “Constitutions, Corporations, and Corruption,” Wallis opens with this rhetorical question: “Did state government efforts to provide the physical and commercial infrastructure lead to changes in, or follow from, existing economic and political institutions?”17 His answer is that causality ran both ways, just as we saw in the expansion of trade in medieval Europe and in the capitalist revolution of post-1978 China. Borrowing from Wallis’s accounts, below, I reconstruct a trajectory of mutual causal change between America’s state constitutional rules and markets during the antebellum period. This narrative is summarized in figure C.2.

   As Wallis points out, in 1790 American state governments did not pronounce constitutional rules on public debt issuance or the creation of corporations. Yet by 1852, eleven states revised their constitutions to include laws not only on public financing but also on corporatization, two issues that at first glance seem unrelated. To understand how this political change originated and interacted with markets, we must go back to the early 1800s and a fundamental problem: state governments were eager to spur rapid economic growth through infrastructure projects but could not raise local taxes. (This is a familiar problem for present-day China. As I related in chapters 3, 5, and 6, it mirrors the conundrum facing local governments after fiscal recentralization in 1994.)

   By the 1820s, Wallis writes, the expansion of democratic institutions and voting rights for white males intensified pressures on state governments to deliver visible economic results to their constituents. At the time, the most vital means of growth promotion was construction of cross-state transportation, such as canals and railways. Vast expanses of undeveloped land stood to appreciate many times in value once transportation was constructed.18 Moreover, if people could travel easily from coast to coast, commerce would surely boom.

   However, democracy posed a constraint on development ambitions. Local residents did not want to pay taxes for cross-state projects that would benefit other states. Exacerbating this free-rider problem was geographic mobility. If a state insisted on raising taxes, its residents could simply move elsewhere. In order to build massive infrastructure without taxing local populations, state governments came up with what seemed like a perfect solution; Wallis calls it “taxless finance.”
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   FIGURE C.2 Coevolution of states and markets in the antebellum United States

   

   Instead of raising taxes, state governments issued charters to private companies in exchange for ownership interest. Charters were essentially monopoly or exclusive rights to run certain businesses, among which banking was especially profitable. The value of charters rested on exclusivity, but the more exclusive the charters, the greater “the possibility of creating (and charging for) private rents by limiting charters against the benefits of wider public access to corporate forms and lines of business.” The issuance of charters became a breeding ground for grand corruption between state officials and private capitalists, as Wallis describes: “In New York, the Albany Regency headed by Martin Van Buren granted bank charters only to its political allies. In Arkansas, the state chartered a bank and capitalized it by issuing state bonds, and then allowed the bank to be controlled by two powerful families.”19

   Aside from charters, state governments also borrowed and then invested in infrastructure projects, either directly or through banks. Riding on public faith that governments would probably not default on loans, state governments could easily secure large sums of money for construction by issuing bonds, which were then sold to banks (which in turn brokered them on the London market) or reinvested in companies that constructed public projects. This method of public financing is highly reminiscent of current-day “investment financing platforms” in China, where local governments rush to set up shell companies for infrastructure projects and then borrow money using land as collateral to finance the operation of these companies.20 The problem of taxless financing in early nineteenth-century America, just as we see in China today, is that taxpayers bore “contingent liabilities.”21 If a construction project succeeded and generated sufficient revenue, the costs of the bonds could be covered. But if the project failed, the debt would fall on public shoulders. Early on, however, the American public received only rave news.

   The 1830s was boom time. The Erie Canal proved wildly successful and raked in large fortunes for the state of New York.22 Elsewhere, Ohio, Pennsylvania, and Maryland also started building canals. Land prices soared, and the economy surged. By 1836, state governments had chartered more than six hundred banks. Between 1790 and 1860, they spent $425 million on infrastructure improvements, outstripping federal spending of $54 million. Wallis sums up, “State governments, by any measure, played a central role in the promotion of financial and transportation investment and development.”23 This observation, again, exactly describes local state-led growth in present-day China.

   But boom soon turned into bust. Financial troubles struck in 1837, marking the start of “America’s first great depression.”24 In 1837, restrictive lending policies in Britain, combined with the decline of cotton prices, forced American banks to suspend payments. But as Wallis recounts, the economy quickly rebounded after the Panic of 1837. By 1839, prices and trade recovered to pre-1837 levels and land sales peaked. Driving this rapid recovery was aggressive borrowing and investment among state governments. Lured by the land boom, states continued to borrow heavily from banks to finance infrastructure projects, despite the financial panic in 1837. Canal and railroad construction increased the price of land, stimulating land sales as well as the economy and spurring yet more borrowing. This frenzy of construction and borrowing extended from commercial centers in the northeast to states in the south and west.

   A deluge of state bonds hit the market after 1836.25 In addition to debts issued by established states like New York and Pennsylvania, other new players borrowed through nascent investment banks. “This was an enormous amount of debt to put on the market in a very short period of time,” Wallis observes.26 As a result, it became increasingly difficult for banks to sell these bonds. In August of 1839, the Morris Canal and Banking Company, to whom the state of Indiana had sold bonds, became the first bank to default on payments to state governments. As construction projects came to a screeching halt, a downward spiral of falling land prices and more defaults followed. The depression lasted four years, and states fell into deep financial holes.

   The financial crisis stirred heated public and legislative debates about its causes, the scourge of corruption, and the need to restructure public finance. Wallis describes a process of critical self-reflection that strikes me as perhaps uniquely American. Instead of pointing fingers at particular individuals for the crisis, “states, in general, decided that bad institutions were the cause of the crisis.”27 States had gotten into this mess through taxless finance, so to prevent the problem from recurring, legislators changed their constitutions to limit taxless finance.

   Within ten years from 1842, eleven states changed their constitutions, enshrining in law a body of rules that are today hailed as quintessential market-supporting institutions. These included a general incorporation law that allowed free entry to all lines of businesses, restrictions on the amount and procedures of public borrowing, and uniform property tax codes. A general shift toward benefit taxation decentralized fiscal responsibilities so that by the 1900s, city rather than state governments took the lead in providing infrastructure for public utilities (water, gas, sewage). As Wallis stresses, the Crisis of 1839 was not an exogenous shock but endogenous to earlier methods of taxless finance. It was the onset of crisis that forced politicians to make a difficult transition from taxless to tax-based public financing. Through this winding journey, punctured by a major depression, America entered the twentieth century with an impressive fleet of physical infrastructure and a scaffolding of rules fit for a modern market economy.

   When viewed from a coevolutionary perspective, it becomes clear that the United States did not in fact acquire a complete package of market-supporting institutions upon independence. Instead, the components of this package were evolved following independence, propelled by the economic depression that grew out of a period of rapid market building. It would be too simplistic to equate democracy with good institutions and to draw a linear causal arrow from democracy itself to capitalist success. As we learn from revisiting America’s past, democracy offers certain benefits for development (e.g., public deliberation on mitigating corruption and financial risks), but it also imposes certain constraints (e.g., inducing politicians to provide public goods without raising taxes). American history presents a story about a collective of politicians and people who learn to make democracy work, not a statement that democracy always and by itself works. To recommend that other countries replicate the current-day institutions of America is to ignore the rich and dynamic lessons provided by American history.

   Coevolutionary Dynamics in the Unlikely Rise of Nollywood

   Do we expect to find coevolutionary dynamics in other parts of the contemporary developing world? Being underdeveloped or still developing by themselves indicates that states and markets have yet to coevolve. Developing countries are akin to Humble County in the Chinese context; we cannot trace extended coevolutionary chains in Humble’s history precisely because little change occurred in the first two decades and the first few steps of coevolution had only been recently taken. Nevertheless, if we look carefully within developing countries, we can find pockets of coevolutionary change in the most unlikely places, hidden in plain sight. One extraordinary instance is the rise of the filmmaking and creative industry in Nigeria—known as Nollywood—within a burst of twenty years.

   Social scientists typically associate Nigeria with poverty, state failure, endemic corruption, and oil-derived wealth for the few. It is rarely noticed that Nigeria has produced the second-largest film industry in the world, behind Hollywood and ahead of Bollywood in terms of production volume. From its humble beginning as low-budget movies produced by amateurs and sold informally in the Alaba market of Lagos, Nollywood has generated US$800 million in revenue as of 2013,28 making it the second-largest export sector after oil.29 Unlike the oil industry, the fruits of the movie industry are widely spread through job creation for millions of Nigerians, especially aspiring and creative young people. It is also prized among viewers throughout Africa and the African diaspora as a conduit for telling African stories. In recent years, the industry has attracted millions of dollars in foreign investment and even Hollywood actors. Half a Yellow Sun, which made its debut on global markets in 2014, starred Oscar nominee Chiwetal Ejiofor from 12 Years A Slave. The success of Nollywood has spread to other African countries, inspiring an emergent Gollywood in Ghana and Riverwood in Kenya.

   Nollywood succeeded despite seemingly impossible odds. During the early twentieth century, filmmaking was introduced to Nigeria by British colonizers and subsequently caught on among the local population. By the 1980s, however, the film industry had all but collapsed. The Nigerian economy was in shambles after currency devaluation in 1986. The spread of violence after the end of the civil war forced people to stay home, eliminating audiences at movie theaters. There was no institutional funding or formal training grounds for moviemakers, much less state subsidies. In an environment where basic law and order was lacking, the protection of intellectual property rights (IPR) was of least concern to the Nigerian authorities and people. How could a film industry emerge and thrive within two decades under such ominous conditions?

   In 1992 the moribund industry was unexpectedly revived by a confluence of regional technological shifts and one entrepreneur’s enterprising idea. The early 1990s was a time when markets in Asia were actively replacing VCDs and VHSs with new technological devices. These obsolete products were cheaply exported and sold to Nigerian traders, one of whom was named Kenneth Nnubue. After he purchased a large shipment of blank tapes from Taiwan, Nnubue thought that if content was added to the tapes, they would sell better. So, investing his own funds, he made a video titled Living in Bondage, a story about a man who sold his soul to witchcraft in exchange for wealth, described as “the first movie to ever depict modern Western Africa through Nigerian lens.”30 The video became a blockbuster, selling more than 750,000 hard copies, which Nigerians could watch in the relative safety of their homes. This success inspired numerous others to follow, launching a new era of film production in a home video format.

   Given rampant piracy and the absence of formal distribution channels, how could producers turn a profit on projects in which they had invested their own money? The answer was to make movies quickly and cheaply and then distribute them widely through informal channels. Even by the 2000s, Nollywood movies were produced with as little as $15,000 and churned out in approximately a week.31 Filmmakers sold their movies directly to traders (known as “marketers”) stationed in the major electronics markets. Movies were copied onto blank discs and then sold through the marketers’ informal networks, including to homes and small parlors, where movies were shown for minimal fees. Pirates ripped off releases in about two weeks,32 so movies had to be sold in large volume at great speed in order to outrun piracy. Another adaptive strategy was to immediately remake popular films into multiple sequels. Consequently, Nollywood movies were generally of poor quality and catered slavishly to popular tastes. A New York Times article described them as mostly “awful, marred by slapdash production, melodramatic acting and ludicrous plots.”33 Veteran Nigerian director Eddie Ugbomah agreed: “You don’t produce 20 films a week. You must be producing rubbish.”34

   Yet even though piracy forced moviemakers to produce low-quality movies hurriedly and cheaply, it served a constructive role in spurring an initial wave of demand for Nollywood movies, what in Chinese may be termed “earning the first pot of gold.” Rutschman describes the emergence of a “parallel circuit” of distribution where legal copies of the movies were simultaneously sold alongside pirated copies. Precisely because it was informal and ran at low costs, this wide distribution network reached out to tens of millions of consumers within a short time, which “catapulted [the emerging industry] to unprecedented levels of popularity, thereby increasing demand for both legitimate and illegitimate copies.”35 Arewa adds that widespread unauthorized distribution helped to build brand recognition “among a wide network of Africans on the continent and in the diaspora,” such that later on, “losses from sales were ameliorated by increases in the intangible value of the Nollywood brand.”36

   The emergence of a market triggered the gradual replacement rather than the reinforcement of the original operational strategies that germinated demand for films. In the 2000s, as Nollywood movies became more popular and profitable, moviemakers started to attract formal funding from external sources. One of them was the BBC World Service Trust, which collaborated with Nigerian filmmakers in 2004 to produce a soap opera series with an educational message on AIDS.37 Nollywood also evolved toward professionalization. At the founding stage, most participants were self-taught, like director Lancelot Imasuen, who proudly proclaimed in an interview: “I have no godfather. I am a product of myself and God. So I can categorically say today, I picked up the art of filmmaking from the street.”38 Over time, Nollywood developed a corps of full-time personnel and an array of acting, directing, and production schools. By 2002, the Actors Guild grew to five thousand members, a tenfold increase from 1996.39 Then in 2005, a powerful new technology was introduced to Nigeria: YouTube. Unauthorized postings of movies appeared, producing a new piracy threat but also a new business opportunity.

   As operations readapted to environmental shifts, Nollywood entered a phase of market bifurcation and consolidation. Rutschman points to the emergence of a two-tier consumer base, each served by a distinct production and dissemination model: “a low-budget tier, in which the paradigms and dynamics of old Nollywood persist; and a top-tier, which higher budgets and better technical quality leading to an aesthetic revision of cinematographic patterns.”40 The higher-end market led the way toward formalization, digitization, and globalization. One member of this vanguard was director Kunle Afolayan, whose 2009 movie The Figurine was screened in theaters alongside Hollywood features. The New York Times wrote optimistically that “people have begun to speak of an emerging movement—New Nollywood—that has captivated a new generation of would-be filmmakers.”41

   Moving on to the recent decade, we observe further state and market adaptations motivated by the emergence of a new Nollywood during the 2000s. The state, conspicuously missing from the industry in the previous twenty years, belatedly stepped in to offer a helping hand. In 2010 the government invested 200 million naira (US$1.23 million) in a loan program for filmmakers. Still more recently, the Nigerian president pledged more funds to sponsor a training program for Nollywood practitioners and subsidies for private institutions that offered training and certification services in film production. On the market front, Jason Njoku, an English entrepreneur of Nigerian descent, founded iRoko, the African version of Netflix, which streams movies to subscribers. After iRoko received a multimillion-dollar investment from an American company in 2011, it became the largest distributor of Nollywood movies, reaching a global online audience.42

   As Nollywood evolved toward formalization, demand for stronger enforcement of IPR stepped up among regulators and top-tier producers. While unauthorized distribution helped the industry take off at a founding stage, Arewa qualifies that “Nollywood has reached a point where higher levels of copyright enforcement would be beneficial to further development of the industry.”43 In 2006 the government transferred the Nigerian Copyright Commission from the Ministry of Culture to the Ministry of Justice,44 signaling the agency’s shift in function from cultural promotion to IPR enforcement. Today, the website of the commission prominently advertises raids on pirated goods and penalties against convicted pirates. Nollywood’s experience suggests that IPR protection was the product—rather than precursor and cause—of an emerging creative industry. Figure C.3 summarizes my analysis of the coevolution of operational strategies and markets in Nollywood.

   While the particulars of Nigeria’s industry-specific case and China’s political-economic transformation since 1978 obviously make up two different worlds, a comparison of the two reveals striking parallels in coevolutionary dynamics and market-building strategies. First, both the Nigerian and Chinese cases reveal a process of market coevolution that may be divided into three distinct stages: building, consolidation, and expansion. In Nollywood, the domestic market for a movie industry was built over the 1990s, bifurcated and consolidated over the 2000s, and then expanded to regional and international audiences in the 2010s. Recalling the coevolutionary paths of coastal locales in China (Forest Hill and Blessed County), we find a similar pattern. Markets were built during the 1980s and early 1990s; then chaotic markets settled around winners who had trumped competition and emerged dominant; and finally successful homegrown businesses began to invest outward. In each of these stages, functionally and qualitatively different institutions were employed to promote markets.
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   FIGURE C.3 Coevolution of operational strategies and markets in Nollywood

   

   Second, in both the rise of Nollywood and China’s capitalist economy, pre-existing weak institutions were adapted to build markets. In Nollywood, unauthorized distribution of films, regarded in developed economies as violation of IPR and a sign of weak state capacity, catapulted Nollywood films into unprecedented popularity throughout Africa, generating consumer demand where none previously existed. As Rutschman acutely sums up, “Low levels of intellectual property, when combined with a loose regulatory framework, may create an environment that best fosters the growth of incipient creative industries in the global South and ultimately pave the way for future formalization.”45 Weak institutions by themselves, however, do not build markets; it is the adaptive and ingenious responses of ground-level actors that activate their constructive potential. Nollywood filmmakers improvised their production and distribution strategies to fit changing environmental conditions. Likewise but in a different context, China’s local officials also adapted property rights structures and growth-promotion policies to suit evolving demands and resources as income levels rose.

   Third, regional connections spurred development in both the Nigerian and Chinese cases. Nollywood benefited from the transfer of outdated technology (VHSs and VCDs) from Asia to Africa. The abundant flow of cheap blank tapes from Asia provided an essential fuel for the Nigerian film industry, sparked by an entrepreneurial idea to put content onto the tapes. This dynamic parallels the migration of unwanted industries from coastal to inland China that stimulated late growth spurts in the latter. Additionally, as the case of Nollywood suggests, regional transfer of opportunities may actually work better than charity in helping locals make their own success. A case in point is 1 Million Shirts, a charity founded by American businessman Jason Sadler that asked for donations of old T-shirts to send to Africa. As the founder said in an interview with Time, his was an altruistic initiative “to motivate people to get off their butts, get off the couch and do something to help.”46 But instead of helping and earning the gratitude of Africans, Sadler’s good intentions drew outrage, especially from African businesses. Time explains, “Flooding the market with free goods could bankrupt the people who already sell them.”47 Another study also reports that the textiles industry in many African countries was hit hard by bales of free clothing coming from the West. In Zambia, textiles workers staged protests against the import of donated garments that threatened their livelihoods.48

   Why did donated T-shirts hurt the textiles market while exported cheap tapes sparked the film market? Because those free T-shirts were donated under the false presumption that Africans lacked shirts to wear or could not make their own shirts. As Olopade points out in her critique of charity-making companies like TOMS, which donates a pair of free shoes to poor communities for every pair of shoes bought: “Unfortunately, the model ignores the fact that plenty of poor people have shoes, both on their feet (like T-shirts) and available for local purchase. In the end, it exploits shoeless victims as a brand differentiator.”49 Asian exporters were not trying to “help” when they sold tapes cheaply to African markets; they were merely trying to get rid of obsolete products and earn some income from selling them. For African traders, the tapes they bought were cheap but not free. So like market actors everywhere, they were motivated to add value to the tapes to sell them for profits. This is why, ironically, while business as usual may stimulate growth opportunities, charitable gifts may end up inadvertently disrupting fragile markets in the Third World. In other words, no charity could be better than thoughtless charity.

   Summing up the three cases I have explored—medieval Europe, the antebellum United States, and Nollywood—we see further evidence that development is a coevolutionary process. As many developing countries feature highly fragmented state power and lack a single authoritarian party to launch reforms nationwide (as seen in post-1978 China, post-independence Singapore, and post-1961 South Korea), we are likely to find coevolutionary processes only in pockets of these political economies, as in the case of Nigeria’s movie industry. Aside from Nigeria, another example is Indonesia, where a local hail-a-ride business, known as Go-Jek (similar to Uber), has experienced “crazy growth,” in the words of its founder. This business succeeded precisely because of poor transportation, constant traffic congestion, and weak governmental regulation.50 Similar to the experiences found in Nigeria and China, which tapped upon unlikely resources to launch markets (weak IPR enforcement in Nigeria and a combination of patronage ties and communist political norms in China), the Indonesian case also illustrates the creative exploitation of weak conditions to tackle the distinct challenges of poor societies. With Indonesia, Nigeria, and China combined—three of the world’s largest emerging markets—one can scarcely claim that such experiences are exceptional.

   Acknowledging the reality that development is a coevolutionary process has far-reaching implications for the type of questions we ask, the methods we employ, the causation we trace, and the policies we make. On the theoretical front, it raises new questions: How do state and markets interact and change together over time? And what are the underlying conditions that enable and facilitate coevolutionary processes? These are the two main questions I have tried to address, as a first step of a larger and long-term agenda, through an examination of China’s capitalist revolution since 1978. In my attempt to answer these questions, I lay out the conceptual and analytic building blocks of a coevolutionary framework. This framework, as I suggest through the preceding narratives, may be broadly applied to other national and temporal contexts.

   What Is the China Model?

   What is the China model, if indeed there is one? And what should we learn from it? For a long time, pundits have searched for particular models of economic success; the common assumption has been that if the right model can be replicated in other settings, growth will follow. The Washington Consensus prescribed a list of policy recommendations that is presumed to work magic everywhere. In its heyday, Japan’s economic miracle motivated an eager search for the secrets of the Japanese model. Today, with China’s rise, attention has shifted to uncovering the China model or the Beijing Consensus, as some call it. This desire for a one-size-fits-all formula is understandable. The point of my book, however, is that this is precisely the wrong target of search.

   The universal model of success does not comprise particular structures and strategies found in particular contexts at particular times, be it the United States, Western Europe, Japan, or China. As I have shown in this book, particular solutions for market promotion vary over the course of development, within countries, and even within locales of a single country. In China, the list of particular policies, strategies, and institutions that evolved after 1978 runs very long, including everything from export-driven manufacturing, dual-track pricing, hybrid property rights, fiscal contracting, state capitalism through mega-SOEs, and capitalism from below to you-name-it (as James Palmer aptly notes, “because China is so vast, its successes can be attributed to whatever your pet cause is”).51 Yet all these features prevail only in certain times and in certain parts of China. If by “model” we mean a set of characteristics that are consistent over space and time, then none of these particular features make up the China model. One may cite single-party authoritarianism as a consistent structural feature, but this condition describes a regime type that is also found in North Korea, so it hardly serves as a useful model.

   Rather, what is consistent over time and across space in reform-era China is the adaptive approach of directed improvisation; this is the China model of the past thirty-five years. The post-Mao generation of central reformers, starting with Deng, crafted a set of conditions that empowered primarily local state but also market actors to pursue development adaptively. It is these ground-level actors who improvised numerous particular solutions to continuously changing problems, specific to their locale and income level, thereby fueling a coevolutionary process of development. These adaptive responses interacted with an unequal distribution of growth opportunities and endowments across regions, producing a variety of subnational coevolutionary paths. While some like Blessed County sped ahead economically and institutionally, others like Humble County lagged behind. These divergent trajectories of change spilled into one another and cumulated to revolutionize the entire political economy.

   That effective adaptation is desirable and ought to be encouraged is obvious, but this observation is not useful by itself. This study has gone further to identify the sources of adaptive capacity. Unlike several others, I do not attribute these sources solely to history. I agree that past experiences impact the starting points of nations and their arsenals of ideas and tools for problem solving. But history is not destiny. Nor does it cause or foreclose adaptive capacity. Like individual creativity, societal adaptability is not a gift endowed to some lucky few but an attribute that can be cultivated. The uplifting message of China’s story is that even when fortune deals a poor hand of cards, it is possible to shape conditions that foster adaptive responses to ever-evolving challenges.

   The conditions that promote adaptation are what I call meta-institutions, distinguished from institutions in general. Institutions are particular solutions to particular problems. For instance, one way to deter business partners from reneging on promises is to sign written contracts, backed by a formal judiciary. This is one possible remedy, but it is not the only or best one. There are many ways to resolve or mitigate any given problem. Meta-institutions are institutions that guide the processes and methods of problem solving within and across communities. Expressed in North’s terms, such institutions are “the underlying forces shaping the process of change.”52

   One essential step toward promoting adaptation is to distinguish control from influence. In complicated situations where the range of problems and solutions can be predicted in advance, principals seek to exercise control over agents in order to achieve desired outcomes. But in complex settings—exemplified by all political economies—the possible scope of problems and solutions and even preferences lies beyond human anticipation and planning. In these situations, seeking to exert full control is futile and may even foreclose useful solutions. Nevertheless, there is room to exert influence so as to direct bottom-up adaptation toward constructive and collective purposes.

   In the context of reform-era China, central reformers exercised influence by targeting three universal problems of adaptation, which I group under the themes of variation, selection, and niche creation. Each of these three problems manifests as follows: how to balance variety and uniformity in localized policy implementation (variation); how to clearly define and reward success within the bureaucracy (selection); and how to encourage distinct roles and beneficial exchanges among highly unequal regions (niche creation). Chapter 3 illuminates why seemingly modest incremental reforms nonetheless produced spectacular changes that revolutionized the entire political economy. Chapter 4 explores the micro-foundation of unusually entrepreneurial behavior among China’s public agents and explains why such behavior, though generally growth- and revenue-promoting, also incurred widespread public resentment. Chapter 6 underscores the time-variant contributions of unequally endowed locales to one another’s development, which in turn impacts China’s national competitiveness. By tracing the state’s responses to each of three main problems of adaptation, we arrive at a sharper understanding of why China’s great transformation has displayed three distinct patterns: broad, bold, and uneven.

   Stated in generic terms, my analysis of China and the other three national cases suggest six lessons on enhancing localization and adaptive output, summarized below.

   1. Delimit boundaries of experimentation and flexibility

   It is well-known that the Chinese leadership makes ample use of experimentation in policy making;53 what I further emphasize is that effective experimentation has to be bounded. Free-for-all experimentation invites chaos, not adaptability. As examined in chapter 3, central commands in the CCP hierarchy are usually but not always ambiguous. Vague commands allow local flexibility and improvisation, generating feedback for central policy adjustments. On certain important national prohibitions, however (e.g., enforcement of land quotas), commands are clear. And on affirmative endorsements of a particular course of action (e.g., privatization), commands are clear. The mixture of vague and clear commands from the top signals to local agents which lines they cannot cross, how far they can experiment, and when they can boldly march forward.

   2. Activate incremental changes across connected domains simultaneously

   Incremental changes mean modifications of the preceding state, for example, from complete price control to partial price liberalization, then from partial to full price liberalization. Incremental changes are not necessarily small changes; some can radically transform political economies, depending on the preceding steps already taken. Activating incremental changes across many connected domains simultaneously is more likely to stimulate systemic changes of the type seen in China.

   Recommendations that developing countries modestly target reforms in only one or a few areas may seem pragmatic, but they may not be effective.54 To illustrate, if state-owned firms are allowed to sell surplus goods on the market but prices remain fixed by plan, then the consumer goods market is unlikely to take off. In another example, if public wages are raised but little is done to strengthen disciplinary mechanisms, then higher wages alone are unlikely to elicit a less predatory bureaucracy. As this book shows, China’s reforms were multipronged even when they were carried out incrementally. Thus understood, what is needed for reforms in poor and weak societies is not replacement of the standard good-governance package with something “easier,”55 but rather with a different package tailored to the tasks and constraints of market building. The latter would likely involve improvising strategies that defy orthodox prescriptions.

   3. In the beginning, define success narrowly

   The Chinese experience suggests that in order to achieve visible and rapid results, start by defining success narrowly. Focusing narrowly on a few goals (i.e., ends) should not be confused with making a few changes (i.e., means). The post-Mao leadership launched market reforms by initially defining bureaucratic success narrowly as economic success, deliberately de-emphasizing other goals; achieving rapid economic results, however, required reforms across a broad range of issues. It should be noted that narrow definitions of success may come at a political price when applied to the public sector.56 Whereas companies may pursue profits single-mindedly, governments usually have to cater to multiple conflicting demands from society. Any reform program must thus consider who the primary agents of change are (e.g., government, companies, or nonprofit organizations) and whether success for these agents can be narrowly and clearly defined.

   4. Give everyone a personal stake in the development process

   States are massive organizations. Strong and motivated leaders cannot produce miracles by themselves if their teams are feeble and weakly incentivized. Distinctively in China, everyone in the bureaucracy, down to street-level regulatory officers and even schoolteachers, is given a personal stake in the development process. Their personal payoffs are linked to the fiscal performance of their locale and hiring unit. This is an adaptation of prebendalism, typically equated with corruption, to fuel bureaucratic entrepreneurism in the pursuit of profit-oriented goals. For local leaders, in addition to monetary rewards, career and reputational rewards are also tied to the development process.

   However, once markets flourish, as we’ve seen in many parts of coastal China, this economic change spawns a different incentive for maintaining growth, one that may be more powerful than top-down assigned rewards: local leaders can derive extravagant personal rents by commanding power over booming economies. When poor, state agents at all ranks are inclined to extort and steal. When capitalist markets successfully take off, more lucrative and smarter avenues to trade power for money also emerges. Indeed, advanced market economies like the United States are not in fact free from corruption.57 Rather, they are distinguished by grand and even legalized modes of corruption that provide some privileged players access to the game of fabulous wealth creation.58

   5. Let some get rich first but pair up the poor and the rich

   Opposite to Mao’s attempts to suppress coastal development and prop up industries in the interior, Deng chose to open markets and let the natural comparative advantages of the coast work their magic. First-mover coastal locales “got rich first,” coevolving larger markets and stronger institutions before the rest. They became the front engine of China’s phenomenal growth. But not to forget, the interior provinces were the rear engines that supplied cheap labor and underpriced raw materials to the coast for manufacturing and export to the world. Going forward, central reformers aim to promote the migration of low-end industries from the coast to the interior, while pushing the coast to go upmarket onto higher ranks of the global value chain.

   6. Harness weak institutions to build markets

   Whether in the cases of reform-era China, medieval Europe, the antebellum United States, or Nollywood, adaptive agents deployed pre-existing “weak” institutions—weak from the perspective of modern formalized standards—to build markets, producing unorthodox and surprising solutions. Through the case of Forest Hill, chapter 5 has listed and examined a variety of market-building and market-preserving institutions in reform-era China. Table C.1 summarizes the two institutional varieties found in the other country cases.

   The idea of building markets with weak institutions is counterintuitive, even paradoxical, because we normally think that weak institutions are impediments against economic development. Therefore, as this logic goes, we must first turn weak institutions into strong institutions that approximate those found in rich countries before it is possible to pursue growth. This logic then becomes entangled in a chicken-and-egg problem of how we can obtain strong institutions if growth is lacking in the first place.

   My comparative analysis of coevolutionary paths across contexts points to a consistent and (in hindsight) obvious way out of vicious cycles of poverty and weak state capacity: make creative use of whatever is available. We miss the obvious because standard binary labels of “weak/strong” and “good/bad” blinds us to the potential of nonmodern, nonformal, non-rule-of-law, and nondemocratic institutions. Our conventional and strongly rooted bias that the norms of the developed West are universally best leads us to regard any deviation from these norms only as weaknesses.59 Consequently, institutions in developing societies are routinely identified by what they are not rather than by what they are.

   
   Table C.1 Examples beyond China of harnessing weak institutions to build markets

  [image: image]

   

   Conventional theories that posit accelerated growth as a result of strong institutions are tailored to middle- and high-income economies. Poor countries begin with an abundance of so-called weak institutions; they need theories of development that occur through weak institutions.

   Despite vastly different time periods and particular circumstances among the earlier examined cases of medieval Europe, the antebellum United States, and Nigeria’s Nollywood vis-à-vis post-1978 China, we can trace some similar meta-conditions that facilitated or spurred adaptive responses. For example, after the financial crisis, American legislators chose to revise the constitutions across multiple connected domains, including corporatization, public borrowing, and taxation. It would not be possible to eliminate taxless finance by addressing only debt issuance without at the same time tackling complications created by the lack of uniform tax codes and the corruption inherent in chartering. This wide scope of legislative changes that swept American states from 1842 to 1852 does not fit the advice offered by some policy experts to present-day developing countries to limit reforms pragmatically to a few changes. Similar to the formulation of national reform packages in China (see chapter 3), America overhauled its public financial system in the early nineteenth century through multipronged reforms in intertwined domains. In both the Chinese and American cases, however, such reforms did not skip straight from one starting point to an ideal predetermined outcome. Systemic changes in both instances took place over multiple steps.

   Where interventions that foster adaptive processes cannot be provided, it helps to at least not have the wrong interventions. As the evolution of the CRS in medieval Europe and Nollywood in Nigeria suggest, the absence of hegemonic external interventions allowed local improvisation to take place. Imagine a scenario where foreign consultants traveled back in time to twelfth-century Europe and saw the CRS in action. Following standard policies prescribed to developing countries today, these consultants would tell the medieval European merchants, “Your system of communal contractual enforcement is primitive. We have come from the future and can tell you definitively that the best system for capitalism is secure private property rights and centralized regulatory states. So abolish what you have now and replace it with the system of the future.” The medieval merchants would probably stare at these well-meaning, sophisticated consultants with incredulity. How could they skip straight to centralized regulatory states in the twelfth century? And why should they abandon a system that is currently working for them?

   When foreign experts enter developing contexts and insist that there is one universal standard of good institutions—namely, that found in wealthy capitalist societies—this by itself imposes a lethal impediment against localized adaptation. Imagine “good governance” in medieval European communes being measured according to how closely they approximated institutions of the future. Then imagine foreign consultants dispensing praise and conditional aid to these European communes based on how well they score in good governance alongside contemporary countries; such an index could be titled “Worldwide and Timeless Governance Indicators” (WTGI). Further imagine medieval commune leaders and merchants being herded into classrooms to be taught about the technicalities of replicating institutions from the future in their current communities. Could this be an environment that empowers medieval actors to improvise fitting solutions for the needs of their time?

   Nollywood may have emerged and thrived in Nigeria precisely because this is a sector of the economy that neither foreign experts nor the government had expected to boom. Filmmakers, actors, and marketers were completely left to their own means. Initially, film producers defined success narrowly as selling movies en masse and quickly by catering to popular tastes (reminiscent of beehive campaigns launched by local officials in China to recruit investors of all types, regardless of quality). Early on, Nollywood movies were, as described by The New York Times, “awful.” But Nigerian moviemakers didn’t care because their consumers, mostly the poor, liked and bought their movies. After the film industry took off, the aesthetic preferences of suppliers and consumers evolved, and without needing advice or urging from outsiders, local production readapted to changing preferences. Imagine if foreign experts had introduced a program in the 1990s to help Nigerians produce quality films fit for a sophisticated audience, enforced IPR protection, and eliminated informal distribution channels. Would such a program have created a Nollywood? We may only speculate. But it is instructive to ponder the comments of a Nollywood director about Western-inspired movies shown in film festivals (which was the dominant mode of production during the colonial period):60 “It cannot be sold. No African will pay a dime to buy it.”61

   Indeed, the relevance of this book need not be limited only to other developing countries; it may also extend to the reform of foreign aid institutions. As reviewed in chapter 2, there has been a growing chorus in the policy and aid community for adaptive programs that value local knowledge and are tailored to diverse local conditions.62 A report by the Carnegie Endowment terms this shift a “second generation” of governance aid that “strives for best fit rather than best practices.”63 This promising agenda of localizing foreign aid and improvising fitting solutions is in essence similar to China’s localized and adaptive style of market reforms. Before foreign experts can effectively go local, however, they need to first acquire and accumulate deep knowledge of local contexts in the Third World (just as local cadres in China must first grasp the fine-grained details of their communities before they can adaptively implement central policies). Without such contextual knowledge, it is not possible for aid technocrats to know the solutions that might fit particular problems in the communities they seek to help.

   But while “going local” is widely embraced in principle, actualizing it is easier said than done. Aid professionals are long accustomed to prescribing best practices based on a universalistic assumption of good governance. They hail from similar backgrounds in finance and economics, trained at a small number of elite programs.64 Their careers do not rest on evaluations by local aid recipients. And even if sympathetic to local voices, technocrats are constrained by organizational deliverables, where large projects with visible and scalable results are preferred over localized initiatives with uncertain payoffs.65 All these conditions impede the adoption of adaptive approaches within aid agencies. The Harvard Kennedy School has tried to encourage adaptive approaches by urging practitioners to sign manifestos pledging support to “do development differently.”66 This is an important symbolic step, but actualizing meaningful change, as shown in this book, requires that we tackle concrete organizational impediments to change.

   In a separate essay titled “Making Details Matter: How to Reform Aid Agencies to Generate Contextual Knowledge,”67 I apply insights from this book to suggest some concrete guidelines for empowering and motivating aid agencies to care about the details of developing communities, a prerequisite for replacing best practices with best fit programs. This essay won the Global Development Network 2014 Essay Contest on the Future of Development Assistance, held in partnership with the Bill and Melinda Gates Foundation to “invite fresh thinking related to the future of aid.” I hope this effort further suggests that the most valuable lessons offered by the Chinese experience are lessons on directing improvisation, not on whether its particular measures can be copied. Furthermore, these lessons need not apply only to other countries. Crafting meta-institutions for effective adaptation is a universal problem of human development.

   Will China Stay Adaptive?

   On a concluding note, it is worth speculating on the momentous question of whether China can stay adaptive. Already China has risen from low- to middle-income status. This escape from the poverty trap ushers in a set of novel challenges, encapsulated in the term “middle-income trap.”68 During the past decades, China successfully adapted institutions to build emerging markets, attract foreign investments, and become the factory of the world. Moving on, to advance from middle-income to sustainable long-term prosperity, it would have to evolve its economic methods and at the same time coevolve its existing administrative and political institutions.

   Rather than to hazard simplistic predictions of whether China will succeed or fail, it is more useful to highlight some specific fault lines that have surfaced. One concern is whether the new leadership under Xi Jinping has the political muscle to pull off broad reforms necessary to address the range of problems that have accumulated since 1994. As I have argued, reforms in China were incremental yet broad in scope. The 1993 decision comprehensively tackled various distortions stemming from partial market reforms during the pre-1993 period. By now, new pressures have mounted to a near tipping point. Such problems include severe vertical fiscal imbalance, hidden debts incurred by local governments, overly rapid state-led urbanization, environmental degradation, a brewing real estate bubble, and, as I write this conclusion, an ongoing stock market meltdown that has wiped out stock values about ten times the size of Greece’s economy.

   As China develops a larger and more complex market economy, the problems that emerged have grown larger in stake and impossible to disentangle. An internal report distributed to Chinese leaders wrote, “There are so many problems now, interlocked like dogs’ teeth.”69 The analogy of interlocked teeth expresses the difficulty of tackling one problem without simultaneously tackling other intertwined problems. When China was poor and had yet to open its door to global markets, there was relatively little to lose in trying out reforms; failures could be contained. Today, however, reforming a complex and open economy is like playing an extremely high-stakes game of Jenga; the pieces are stacked very tall, and a wrong move could topple the whole system.

   Yet another concern is whether the Chinese leadership can evolve a new system of bureaucratic evaluation and incentives to suit an era of sprawling governing objectives. During the early decades of market building, the CCP state unambiguously defined bureaucratic success as economic success and lavished rewards upon those who delivered measurable results. This system worked to spur growth, but rising economic wealth forced priorities of governance to change. Today, local officials are expected not only to deliver material prosperity but also to maintain social harmony, protect the environment, supply public services, respond to public complaints, and even to promote happiness.70

   On the surface, these developments appear to signal a more responsive and multitasking authoritarian state. But when implemented on the ground, the effects may be paralyzing. Zhao Shukai, a researcher at the State Council, provides an insightful assessment. In the example of petitioning, he observes that higher-level governments hold subordinates firmly accountable to complaints and petitions lodged by citizens. Officials at the grassroots are subject to hard targets that assess their performance by the number of petitions lodged in their jurisdiction.71 But the higher levels pay little regard to “whether the grassroots governments have the responsibility or due power to deal with petitioning.” The result, Zhao concludes, is that “the assessment system for maintaining social stability not only damages grassroots governments’ trust for their superiors,” but also incites opportunistic citizens to “take advantage of this unreasonable assessment system.”72 In other words, if this trend continues, local authorities would become neither formally accountable to society nor free to act single-mindedly toward narrow goals. This political mutation combines the worst of authoritarianism and populism.73

   Moreover, President Xi’s unprecedented, forceful crackdown on corruption at all ranks has exacerbated a palpable sense of paralysis within the bureaucracy. As emphasized in this book, corruption goes hand-in-hand with growth promotion. For local officials, the most lucrative stream of corruption comes not from brute extraction of private wealth but from greasing access to emerging and booming markets. Cozy state-business ties and collusive deals are often what it takes to assure entrepreneurs of their property rights and to entice investments. Moreover, setting aside corrupt dealings, all policy innovations entail political risks; officials could easily be charged for corruption on the grounds of doing what has not been explicitly authorized. The crackdown on corruption as it is currently done indirectly stifles bureaucratic risk taking, innovation, and state-led growth.

   The challenges facing China in the coming decades differ from those of the past in that they undermine the very meta-institutions that have made China so remarkably adaptive since 1978. This implies that in the future China needs to find new sources of adaptability and innovation. Instead of relying on the bureaucracy as an agent of change, as it has done in the past, the CCP must release and channel the immense creative potential of Chinese society. It is simplistic to assume that such a change has to involve formal democratization. It would also be unimaginative to think that we have exhausted all possibilities of political systems, that is, either multiparty democracy or single-party autocracy. Aside from introducing elections, there can be other ways to activate social creativity. Academic freedom is a clear place to start. Resisting social change in a globalized, open age is futile; Chinese leaders may only move with it.

   If China fails to adapt to the twenty-first century, economic stagnation could stir domestic political instability that may in turn threaten international peace and order. The United States is unlikely to benefit from unrest in China given the inextricable ties between the two economies. If China succeeds, it will be a turning point in human history. For the first time in more than three hundred years, a non-Western nation may surpass the economic and political might of the West, and the balance of global power would be radically altered.

   We bear witness to this critical juncture.

   




   
   Appendix A



   Steps for Mapping Coevolution

   Coevolution is a particular form of change involving adaptive mechanisms among two or more parts of a system.1 In order to map this form of change, we will need to generate a panel dataset that captures institutional features in states and markets (or any pair of domains) over time. Generating such datasets poses significant challenges, especially in developing and authoritarian countries, where formally recorded data are sparse or guarded with secrecy.2 This appendix describes four basic steps I follow in collecting data to map coevolutionary processes of development and how I adapted my fieldwork and structure of interviews to fit this analytic objective. Furthermore, I offer some suggestions for combining this method of multistep process tracing with quantitative tests. I describe these steps based on my research in China, but the procedures suggested may also be applied to a broad class of problems and contexts.3

   1. Identify two or more domains of significance

   “Domains” can encompass two (or more) populations, institutions, or spheres of action, for example, teachers and students, businesses and bureaucracies, state and economy, repression and resistance. These two domains coexist within a larger environment, which is termed a “system.”

   Governance or state capacity has multiple dimensions. Throughout this book, I focus on the bureaucracy for a compelling reason: it is the bureaucracy that executes decisions made by power holders.4 Whether the bureaucracy has the incentives and ability to perform its assigned tasks, as well as how it interprets its tasks, is thus central to state capacity.5

   Bureaucracy itself is still a complex cluster variable with many attributes. My research disaggregates the domain of bureaucracy into finer strands. A few examples include the assignment of tasks and targets, rewards and penalties associated with performance, and the interpretation of rules and what constitutes rule-breaking behavior.

   Each of these subdomains is then converted into a template of semistructured interview questions. One needs to have sufficient contextual knowledge in order to translate abstract themes like “rules” into actual questions that respondents would be willing and indeed keen to discuss. For example, I studied the evolution of rules by focusing on the rules of bureaucratic financing (revenue generation and spending). I knew that this particular context would allow me to probe indirectly into extractive practices, such as fees and fines collection, and notions of property rights within bureaucracies, but it is not as sensitive as a conversation on corruption, which is normally out of bounds. Furthermore, by itself, bureaucratic financing is a neutral activity, neither good nor bad. When designing and asking questions, I focus simply on understanding what people do and why, rather than impose judgments that certain actions are by definition corrupt.

   On the economy, I highlight industrialization and investments, setting aside higher-order economic arenas like financial markets and corporate governance. This is because in start-up economies like China, capital injection and conversion of agriculture to industry are the primary avenues of economic development. Institutions of corporate governance and financing usually come later.

   2. Identify significant time periods

   The second step is to identify the significant time periods of analysis. At the national level in China, the first obvious starting point is 1978, when the central leadership under Deng Xiaoping opened markets. The second is 1993, when the post-Deng leadership announced the decision to transition from partial to full-fledged market reforms. A subsequent policy break occurred in 2003, when the Hu-Wen leadership, emphasizing “harmonious development,” took office.

   At the local levels, the significant periods are deeply influenced by policy breaks at the central level, but they are not always identical. As a former county leader explained, “At the national level, you can clearly demarcate distinct stages, because every stage is defined by important meetings and policy pronouncements. . . . But at the grassroots, our implementation of policies is continuous, flowing from one administration into another.”6 In other words, the phases of reform and development among subnational units should be seen as being divided by approximate, rather than clear-cut, markers.7

   To identify the significant periods of analysis for each local case, my research team and I began by asking several experienced cadres, “In your view, what are the significant periods of development in your locale?” We also asked about the characteristics of each period, whether and when watershed events or structural breaks occurred, the tenure and signature agenda of leaders, and so forth. These responses were checked against written sources, such as yearbooks, websites, and secondary accounts, and then used to guide the implementation of step 3, which is to document how the selected domains (step 1) manifested at each significant phase (step 2).

   3. Identify dominant traits in the significant periods

   My third step is to document the dominant traits of the selected domains at the significant periods of analysis. In undertaking this step, two points deserve elaboration. First, in political-economic settings, significant changes are often qualitative (or structural) rather than quantitative in nature. It is misleading to reduce different qualitative patterns to numbers on a continuous scale because such patterns constitute differences in type (A, B, C), rather than in degree (1, 2, 3).8 For example, Thelen’s How Institutions Evolve compares the sources of employee training, relationship between states and labor unions, and public policies toward the artisanal class across four advanced capitalist economies.9 Her study shows that Germany’s labor institutions are qualitatively different from those of the United States (A, B, C), not more or less good (1, 2, 3).

   Yet when comparing developing and developed countries, the differences between the two are widely assumed to be differences in degree, not in type. From this perspective, developed countries are held up as the gold standard, while developing countries are measured by their distance from this ideal. Perhaps the most well-known example is the Worldwide Governance Indicators (WGI), an international index of the quality of governance issued by the World Bank. Numerous other organizations also offer their own cross-national indices, all assigning a single numerical score to each country.10 Such indices lend themselves to rankings from the best to the worst and conveniently provide data for regression analyses. But such measurements assume the existence of one universal benchmark—as defined by the developed world—and by implication all variances from this benchmark are interpreted as deficiencies, rather than differences in functions and patterns.11 Such indices, while highly fashionable and useful in certain ways, impede our ability to register and appreciate qualitative differences in institutions across low-, middle-, and high-income nations.

   My work pays special regard to observing qualitative differences, that is, how particular arrangements function and operate in practice. I also collect statistical data (e.g., GDP, tax revenue, number of convicted corruption cases) where they are available and appropriate. But my primary focus is on structural features and dominant practices.

   Second, following on my previous point, one of the key contextual differences between developing and developed countries is that informal politics dominate in the former. In most developing countries, enforcement of formal rules is weak; instead, informal norms are prevalent and strong.12 Often it is the informal institutions that actually determine the distribution of power and outcomes of development. Unlike formal policies, informal politics are not neatly recorded in archives and ready-made datasets. The study of informal politics requires being deeply embedded in local contexts and gaining the trust of local respondents in order to find out, by speaking and interacting with them, what they actually care about, what they actually do, and how they do it.

   Taking the previous two points into account, I chart qualitative historical changes by relying extensively on in-depth interviews primarily with veteran local bureaucrats and secondarily with local businesses, approximating an oral history approach. Where available, I supplement the interviews with archival and written materials collected at local sites. One advantage of oral over textual accounts is that we are more likely to learn both about formal policies and informal practices from conversations. Also, oral accounts are dynamic; people can respond to questions of how and why. Appendix B describes my coverage, strategies, and procedures of interviewing. Here I lay out how my interview questions were structured in order to trace coevolutionary dynamics over time.

   Focusing on the bureaucracy and the economy, I design a general template of questions that elaborate on several dimensions of each domain, with examples listed below.

   1. Background: political and economic characteristics of the locale; salient historical legacies; growth opportunities and constraints

   2. Development focus and economic reforms: focus of development and reforms; creation of collective enterprises; process and outcomes of enterprise restructuring; origins of private sector

   3. Investment promotion strategy: targets of investment; methods of recruitment; attractions and incentives provided

   4. Industrial strategy: industrial composition; industrial promotion policies; efforts at selection, if any; process of transition to tertiary sectors

   5. Business environment: most salient problems faced by local businesses; efforts to improve business environment

   6. Bureaucratic practices and reforms: funding and salary levels; implementation of centrally initiated reforms; assignment of targets; anticorruption measures

   7. Other topics: patterns of industrial relocation, tax collection practices, land-based financing

   One innovation in my design of fieldwork is that instead of investigating the above dimensions only during the present period, which is the conventional practice,13 I ask the same questions over each significant period of history, identified in step 2. In Pierson’s terms, this approach generates a “moving picture” (that is, a sequence of snapshots over an extended period of time), instead of a single snapshot at one point in time. Or, expressed in statistical terms, it produces panel rather than cross-sectional data. This step is repeated for each subnational case, producing panels of qualitative-institutional data over the course of market reforms for the selected cases. Such data form the raw material for mapping out local coevolutionary paths, as seen in chapters 5 and 6.

   Before moving to step 4, I would read the oral transcripts and supplemental materials several times and then extract and display the dominant patterns in a table format. Table 5.1 (the chapter on Forest Hill) provides an example, but it is not enough to stop here. While the table summarizes the associated economic and bureaucratic traits at each period, it does not “move.”14 To explain the transitions from stage to stage, we need to take further steps to investigate how and why changes happened.

   4. Identify mechanisms of mutual influence at significant junctures

   After collecting data on the dominant traits of targeted domains over several periods, my fourth step is to identify whether and how an observed trait in one domain in an earlier period might have influenced the patterns of its coupled domain in the next period. Addressing this issue requires returning to the field sites again, sometimes many more times, this time targeting my inquiries on why certain changes occurred and how these changes related to changes in the previous and next periods. In investigating why, my questions center on the evolutionary mechanisms of variation, selection, and niche creation: Was a new alternative generated, and by whom? Was a new selection made or recombined with existing traits? Did the selection criteria change? Was a previous selection retained or abandoned? How did different regions relate to one another?

   Based on the information collected, the items initially arrayed in a table are then rearranged in a zigzag pattern (as illustrated in figure 1.4.), highlighting the direction and mechanisms of mutual influence between two domains of interest.15 Realities, however, are messy and do not always conform to an “ideal” zigzag pattern of mutual influences. Causality may run in multiple directions: simultaneous, reciprocal, and lagged.16

   My study certainly does not profess to have definitively proven each step of each coevolutionary chain I have mapped out. Nor is it my current objective to obtain precise point estimates of the causal effects of one particular variable on another.17 For certain micro-questions, with limited interactivity and complex dynamics, arriving at precise estimates of linear causal effects is of course valuable. But in order to understand the long-term process of political and economic development, as well as the underlying forces of adaptive change, it is more useful—indeed essential—to chart dynamic patterns of mutual adaptation over time. My study suggests and demonstrates an essential first step toward tackling this extremely important task.

   Each coevolutionary path traced in this study may be understood as a sequence of hypotheses between two interdependent variables, rather than a single hypothesis of a linear relationship between one dependent (outcome) and independent (explanatory) variable. In cases that successfully modernized, the economy changed not only quantitatively but also qualitatively over time, from emerging to established markets; political and administrative institutions also changed structurally over time, from one combination of functions and features into another. Both variables—states and markets—are moving targets that drive each other’s evolution.

   It would take an extraordinarily voluminous and fine-grained dataset to perform multiple tests of a connected sequence of steps,18 rather than just one test of a linear relationship. Nevertheless, one may take smaller steps to test a particular link in a proposed coevolutionary chain. For example, in chapter 4 I mapped out the processes of coevolution between the economy and bureaucratic compensation practices (see figure 4.4). One link I proposed was that pegging bureaucratic pay and perks to the amount of revenue created dual incentives for local cadres to both promote the economy and to self-finance their offices. This, I propose, was an intermediate step between purely prebendal and fully salaried, Weberian bureaucracies. In a separate analysis (Ang 2012a), I collected an original dataset that estimated actual bureaucratic compensation (formal and informal combined) across 136 counties and examined its association with revenue as an indirect test of the structure of monetary incentives within the bureaucracy. On its own, data collection for this analysis is already painstaking, and it provides systematic evidence for only one snapshot, though an important one, in a long-term coevolutionary process I have mapped out. Nevertheless, this example showcases one method of combining coevolutionary narratives with quantitative tests of larger-n data.19

   The efforts proposed here to combine process tracing with correlational tests relates to but departs from other multimethod approaches. A recent article by Humphreys and Jacobs proposes Bayesian integration of quantitative and qualitative data (BIQQ). My work shares their concern for integrating “causal inferences deriving from cross-case correlations . . . with causal inferences deriving from within-case evidence of causal processes.” Humphreys and Jacobs’ method, however, is still premised upon the existence of “a single, binary causal variable and a binary outcome variable,”20 which they illustrate with the example of the effects of a drug treatment on a diseased population. This is a classic instance in which reverse causality (i.e., the population affects the drug) is not relevant, and thus the methods they propose are appropriate and useful for their subjects of study. Where two complex variables mutually evolve, however, as in the case of political-economic development, we need to develop other multimethod approaches that capture this reality. My book aims to move this agenda forward by first tracing interactive processes within cases.

   




   
   Appendix B



   Interviews

   The most valuable source of data for this book is a collection of more than four hundred interviews conducted between 2006 and 2015. Most of my interviews were with local bureaucrats, but some were with business owners, managers, central-level officials, and state researchers. I focus on local bureaucrats because China’s development is distinctively state-centric and decentralized. This appendix describes the distribution of my interviews, how they were conducted, how I selected local cases, and how I managed and analyzed interview transcripts.1

   While this appendix reports my interviewing experience in China specifically, two approaches discussed here are relevant to qualitative researchers in general. The first is my hybrid interviewing approach that combines interviews conducted by myself and trained natives. I will elaborate on why I selected this approach and how I implemented it. The second is my emphasis on systematically transcribing conversations in order to capture spoken words as data. This is a basic procedure, but it has surprisingly not received much attention in the methodological literature.2

   My interviews are divided into three sets. The first was aimed broadly at understanding the politics and conditions that influence adaptive processes in China. I disaggregated this line of inquiry into three themes examined in the book: how central authorities interpreted national problems and issued directives to local authorities (variation); how bureaucratic evaluation and compensation worked and evolved over time (selection); how higher-level interventions reacted to and influenced regional patterns of development (niche creation). This set of interviews began as part of my research from 2006 to 2009, which at that time studied only the second theme of bureaucratic incentives and controls. Over the years, I collected more interviews, with the final round completed in 2015. Chapters 3 and 4 draw largely on this body of research.

   The second set of interviews centered on mapping the paths of state-and-market coevolution in four main localities: Forest Hill (Fujian), Blessed County (Zhejiang), Humble County (Hubei), and Upstart County (Jiangxi). The first three cases are featured at length. Unfortunately, because of space limitations, the fourth case appears only briefly in chapters 1 and 6. These interviews provide the raw material for chapters 5 and 6.

   In addition to these two main sources, I also tapped into interviews conducted for two separate projects. The first was a joint project with Xiaojun Li on regulatory discrimination, for which we collected semistructured interviews with forty-six street-level regulatory officers. We studied whether and why regulatory officers might target certain businesses for inspections. The second was a joint project between the China Program at Stanford University and the National Development and Reform Commission (NDRC) on the challenges of urbanization. I was privileged to join the team for fieldwork in the city of Chengdu, Sichuan, during the summer of 2012, which gave me valuable opportunities to hear the views of officials about urbanization from the central to the lowest village levels.

   Coverage of Interviews

   There are a total of 375 interviews in the two main groups described above. Table B.1 divides them by geographic region, levels of government, and functional sectors within the party-state. Geographically, these interviews span coastal (e.g., Fujian, Zhejiang, Jiangsu), northern (e.g., Shandong), central (e.g., Hubei), and western (e.g., Sichuan) provinces. They also cover bureaucracies across a variety of party-state functions, including economic management (e.g., investment bureaus, planning commissions, and industrial park committees), political affairs (e.g., publicity and discipline departments), provision of public services (e.g., education and health bureaus, public schools, hospitals), legislation (People’s Congress and consultative conferences), courts, and more.

   In combination, the wide coverage of these interviews provided an aerial view of China’s entire political economy, rather than only certain geographic regions or pockets of the bureaucracy, while the local case studies supplied deep and dynamic insights into the processes of state-and-market coevolution in different parts of China.

   
   Table B.1 Distribution of interviews
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   Table B.1 (Continued)
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   aOrganizations in this group include the Organization Department, Strategy Department, Discipline Committee, Publicity Committee, and Party School.

   b Organizations in this group include, but are not limited to, the Civil Affairs Bureau, Statistical Bureau, Agricultural Bureau, Culture Bureau, Price Bureau, and Labor and Social Security Bureau.

   

   Interview Channels and Strategies

   The vast majority of my interviews were arranged through institutional contacts in China, mostly university professors who introduced me to agencies or companies based in the particular city or province of the university. After a general introduction was made, I was given the contact information of various organizations I requested to meet. Then I usually proceeded to set up appointments myself and conducted interviews without the company of a third party from the university or government. I was accompanied by research assistants whom I personally hired as note takers. This local-institutional channel of access allowed me to speak to entrepreneurs or bureaucrats from a variety of departments while maintaining research independence and some degree of informality.

   Only my interviews in a county of Shandong Province were arranged through the Foreign Service Office. In this instance, a Foreign Service officer accompanied me to all the interviews. My first set of local interviews in 2006 was conducted in this setting. At the time, being a doctoral student with limited institutional and contextual knowledge of China, the experience was valuable, as interviewees were willing to patiently explain things to me. The limitations of such formal access, however, become apparent as one seeks to probe deeper into certain subjects, such as corruption or the politics of appointments.

   Other than local institutional contacts, a smaller share of my interviews were arranged informally through personal friends who had family members or friends working in local governments. In these instances, I normally could speak only to a few bureaucrats my friends happened to know, rather than to interview many of them in one research trip. I found, however, that the narrowness of scope in these informal settings was made up for by the depth and candor of discussions.

   For example, on investment promotion, a topic that virtually all officials welcome, the perspectives told varied by interview channels. In the most formal channel, such discussions would highlight the achievements of investment promotion, which were true but one-sided. Interestingly, respondents in formal settings sometimes spoke with innocent candor when they assumed their methods and practices must be perfectly “normal” and shared by others within and beyond China.3 Such “innocence,” however, was generally limited to cadres from low-level administrations (townships and villages) and less-developed inland regions, who had limited contact with foreigners. By comparison, through less formal channels, I learned both about the achievements and problems of investment promotion, sometimes even frank admissions about corrupt opportunities that accompanied growth-promoting activities.

   My experiences in interviewing led me to think how I could better make use of local personal connections to maximize the richness of interviews while maintaining breadth of perspective. Ethnographers typically spend months and even years immersing themselves in one small location to approximate native or “insider” status.4 I wanted to approach the wealth and depth of insights that one could gain from the ethnographic method. As a political scientist, though, I was equally interested in broad historical processes and comparisons across cases. Accumulating fieldwork experience no doubt enriched my contextual knowledge of China and sharpened my fluency in the subjects I studied. Yet no matter how immersed and fluent I strove to become, I—and indeed nobody—could be native (born, raised, and embedded in personal networks) to multiple particular locations at once.

   The method of matched proxy interviewing, which I first learned about from Cammett’s work in Lebanon,5 provided a partial solution. To overcome the challenges of studying an extremely politically divisive environment, Cammett trained Lebanese university students to conduct semistructured interviews with nonelite residents from their particular religious group (Christian, Druze, Shi’i Muslim, and Sunni Muslim). Variants of this strategy were also used in surveys that matched surveyors with respondents from their own ethnic group in order to elicit candid responses about sensitive issues like political violence.6 This literature gave me the idea of supplementing my own fieldwork and interviews with proxy interviews conducted by trained research assistants in their place of residence. This hybrid strategy would allow me to acquire simultaneously broad and deep perspectives into the politics of local development.

   Proxy Interviewing

   Adapting matched proxy interviewing to my study, I recruited and trained college students in China to conduct semistructured interviews in their home counties. For my doctoral research, I had some early experience in hiring students to conduct short interviews on specific questions with respondents they personally knew. Moving on, I wanted to refine this method and in particular to apply it to mapping local histories, as this is where the advantage of trained native interviewers lies. I conducted proxy interviewing in several waves over the years, both for the book and separate research projects. Through this process, I learned to improve my methods of recruitment, training, communication, and feedback, as well as the design of structured interviews. My joint project with Li also employed the proxy interviewing method, which provided a valuable opportunity to identify high-performing students. Out of the main body of 375 interviews, 130 were conducted by proxy and 77 contributed to the local history component.

   In order for proxy interviewing to work, it was essential to spend tremendous time and care in selecting, training, and guiding the assistants when they conducted interviews. After carefully reviewing applications and interviewing candidates, the selected students were required to participate in a formal training session, lasting one to two full days. Students were trained on research protocol, procedures to ensure confidentiality, research objectives, interviewing techniques, and note-taking techniques, among others. After the formal training, the students were tasked to conduct a few interviews based on a narrower set of questions, both to test their abilities and commitment as well as to provide learning opportunities. They returned to their hometowns and arranged interviews with targeted respondents through personal connections and chain referrals. Fieldwork and interviewing is hard work, so the drop-out rate was high. Finally, I settled on a core team of four students for the local history component of the book. They met me again for a briefing and additional training session.

   For the coevolutionary case studies, I designed a general template of interview questions (described in appendix A). When my assistants were on the ground conducting interviews, which typically took place over one to three weeks while they were home, they were required to inform me about their travel and interview schedule in advance. Every interview had to be typed up on the day it was conducted and sent to me (more on transcription in the next section). I usually read each transcript within a day of receiving it and marked detailed comments and questions on the transcripts. Where appropriate and possible, the students arranged follow-up interviews to address my questions.

   The local case studies required several rounds of interviews. During the first round, the students and I sought to outline the defining traits of the location and the broad strokes of its history. Then with each subsequent round, we narrowed more closely on particular historical periods and questions of interest. So while I had a template of questions for the team of students, each student’s questions would be revised and tailored according to the location’s particular characteristics and the stage of research. All this was extremely time- and energy-consuming work. Proxy interviewing provides the advantage of native access and depth, not convenience or time savings.

   Both the students and I collected written materials to supplement the interviews. These included local yearbooks, gazettes, government documents, websites, media reports, and secondary literature. To verify the accuracy of responses, portions of the interviews were repeatedly asked to several respondents and also checked against archival sources. Where interviews were conducted on my own and by my assistants in the same locale, this was deliberately done separately so that my presence as a nonnative would not affect the native’s access or interview experience. The information we gathered was different and complementary. For example, my student’s interviews with private entrepreneurs in one county consistently included references to “fake FDI” (domestic companies disguised as foreign companies to benefit from preferential tax breaks given to foreigners before 2006), which was an open secret among local businesses and officials. My interviews with private entrepreneurs in the same place were also informative, focusing mainly on the founding and history of these companies and industrial transfer to the interior, but never once was “fake FDI” mentioned. In another instance, my assistant’s research shed useful light on urban development in her hometown but said little about villages, partly as she grew up in the urban area. My trip to the villages gave me a firsthand look into rural life and changes that widened the picture.

   When the idea of mapping local coevolutionary paths dawned on me, I hoped to select cases that represented two extreme parts of China: the most prosperous places located directly on the coast and the much poorer ones in the interior provinces. I did not have the privilege of picking specific locations within these two regional blocs; instead, I took the pragmatic step of seizing whatever opportunities came along and pushing as far as I could go. In the end, taking into account my access, the availability of qualified research assistants, and the representative value of the cases, I settled on Forest Hill in Fujian (aka the Goldilocks case that coevolved neither too quickly nor too slowly), Blessed County in Zhejiang, and Humble County in Hubei as the three main cases featured in the book.

   Transcription, Analysis, and Citation

   In both the interviews I personally conducted and the proxy interviews, I paid particular attention to transcribing interviews as close to verbatim as possible. A lot of information is lost or distorted if the interviews are only summarily recorded and translated to English during note taking. Detailed transcripts are especially important for this study because every piece of recollection and response forms the raw material with which historical accounts are pieced together. In my experience, many pieces of data that did not seem salient during the interviews would later on become important at the analysis stage when more pieces of information were collected and compared. So if the interviews had not been recorded as they were spoken, such oral data would have been forgotten and lost.

   Native Chinese writers are generally able to transcribe a significant portion of the interviews because of their language skills. For a nonnative Chinese writer like me, however, this is difficult to do. Hence, for my interviews, instead of using a recorder, I trained and brought student note takers with me. This was a far better alternative than using a recorder because elite respondents, understandably, prefer not to be recorded. In the Chinese context, though, it was perceived as appropriate for professors to bring their students along, and the student’s note taking was seen more as an educational activity (like homework) than a recording. On some longer trips, I brought up to three note takers so that they could take turns and check one another’s transcription.

   I accumulated more than a thousand pages of interview transcripts in Chinese. How does one go about systematically analyzing so much data? I could spend an entire chapter answering this question. But my short response is that depending on the volume of transcripts and the objectives of research, the use of qualitative analysis software to code textual data can aid pattern recognition. All research, whether qualitative or quantitative, is about uncovering patterns. As David Apter comments, “Fieldwork is exciting. It is like working with the pieces of a jigsaw puzzle. One gradually discerns a pattern.”7 For a small amount of textual data, one may extract and display the dominant patterns simply on a Word document. But for more than a thousand pages of transcripts, I use Atlas.ti as a coding instrument. This software allows me to code the transcripts based on as many themes and subthemes as I choose; and it is able to output the quotations for each selected code (e.g., cadre bonus schemes in the 1990s). This device allows qualitative researchers to systematically search for and compare patterns.

   It is important to maintain the anonymity of my respondents, as repeatedly emphasized by other China scholars.8 This is especially the case for elite respondents like bureaucrats and entrepreneurs, who have been generous enough to share their valuable experiences that inform and enrich this study. I identify the interviewees by the year in which the first interview was conducted, followed by an ID. The letter B stands for bureaucrat, C for company, and REG for my joint project on regulation with Li. I also do not identify the name of the particular locations studied to avoid identifying individuals. Instead, I gave pseudonyms to the local cases and individual leaders mentioned in these cases.9
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   Introduction

   1. Different disciplines employ different but overlapping terms in reference to the quality of governance and institutions. Most economists adopt the term “institutions,” defined by North as “rules of the game” that structure social behavior (North 1990). Three common measures of institutions used by economists are “risk of expropriation by the government, government effectiveness, and constraints on the executive” (Glaeser et al. 2004, 273), which are all measures of governance. The term “good governance” has been widely used in the policy and aid community (Grindle 2004; IMF 1997; Jomo and Chowdhury 2012b). Invoking Douglass North’s seminal work, the creators of the Worldwide Governance Indicators (WGI) at the World Bank define good governance as “norms of limited government that protect private property from predation by the state” (Kaufmann, Kraay, and Mastruzzi 2007a, 555). The WGI measures six dimensions of governance: voice and accountability, political stability, government effectiveness, regulatory quality, rule of law, and control of corruption. Political scientists and sociologists refer more commonly to state capacity and stress the ability of governments to actualize goals (Evans, Rueschemeyer, and Skocpol 1985; Migdal, Kohli, and Shue 1994). A recent volume, States in the Developing World, defines state capacity as “the organizational and bureaucratic ability to implement governing projects” (Centeno, Kohli, and Yashar, forthcoming). Some political scientists disagree that limited government defines good governance (Kurtz and Schrank 2007a, 2007b). Yet regardless of the different terms used and disagreements about definition, the general consensus is that the institutions found among successfully developed economies are a universal benchmark of good or strong institutions, also widely believed to be necessary for economic growth.

   2. Boix and Stokes 2003; Inglehart and Welzel 2005; Lipset 1959.

   3. For a case study, see Goldsmith 2012. For quantitative studies, see Glaeser et al. 2004; Kurtz and Schrank 2007b.

   4. Sachs 2005; Sachs et al. 2004.

   5. Sachs 2005, 73.

   6. Burnside and Dollar 2000.
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   14. See Przeworski’s critique of the deterministic overtones of path-dependent arguments in a review of the literature. As he observes, “Indeed, I cannot find an explicit specification of alternative paths in any of the institutionalist writings” (2004, 172).

   15. Acemoglu and Robinson 2012, 44.

   16. Acemoglu and Robinson assert that countries can “break the mold” by “quickly developing inclusive economic and political institutions” (2012, 409–410, italics added), citing the case of postindependence Botswana, one of the few sub-Saharan African countries that are thriving today. Pushing their logic back one step, the obvious question is: why could Botswana “quickly” achieve good governance while many others could not? The authors reply, “Botswana already had tribal institutions that had achieved some amount of centralized authority and contained important pluralistic features” (413, italics added). They further compare this tribal system to the Magna Carta, a celebrated agreement of limited government between King John and the barons of England in the thirteenth century (407). So we are rerouted back to the original problem: if nations don’t already have prototypes of good institutions like the Magna Carta, then how can they quickly develop good institutions in order to achieve economic success? Clearly, according to the logic of Acemoglu and Robinson, absent a long history of good institutions, poverty and weak governance will persist. And this, as the title of their book declares, is “why nations fail.”

   17. China’s policy of “reform and opening” (gaige kaifang) was officially inaugurated under Deng’s leadership at the Third Plenum held in December of 1978.

   18. Also, see work by John Padgett and his collaborators for extraordinarily intricate accounts of the coevolution of political and economic networks during various periods of European history (Padgett and McLean 2011; Padgett and Powell 2012). Similarly, in an incisive historical analysis, Chang (2002) argues that developed countries did not in fact use “good” policies and institutions when they were in the process of developing. And as Ginsburg (2015), a legal scholar, points out, even the Magna Carta, popularly revered as an exemplary liberal institution, was in fact “a failure,” “hardly constrained the monarch,” and limited the rights of women and minorities.

   19. More examples include personal patron-client ties, communal affiliations, rampant piracy, profit-oriented rather than service-oriented public administration, and taxless public finance (paying for public projects without formal taxation or transparent rules of public borrowing).

   20. Acemoglu and Robinson recommend that the way to escape vicious cycles is by “quickly developing inclusive economic and political institutions” (2012, 409–410, italics added).

   21. See Diamond (2005) on geography as the “ultimate” cause of divergence in human development.
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   34. Fujian city official, interview (REG-2012–020). To maintain the anonymity of my respondents, I do not identify their names or particular location. Instead, I identify the interviewees by the year in which the first interview was conducted, followed by an ID. For more on my coverage of interviews and citation protocol, see appendix B.
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Survey research and information dissemination 2
5 Old cadres
Work related to old cadres
Works related to the sports association for the elderly 05
6 Party building within core organs
Party building within core party-state organs 1
7 Building a clean party
Civil service morality and ethics 56
Anticorruption leadership responsibility scheme: )
Punishment and prevention system 3
Establishment of a disciplinary board 23
Address root causes of corruption 81
Address petitioners’ complaints. 9
8 Creating a united front
Non-Communist Party (Democratic Party) members 05
Ethnic and religious groups 3
New social class (entrepreneurial class) 2
United front work in Hong Kong, Macau, Taiwan, and overseas 2
Publicize research findings 0.7
Integrated tasks 18
Special projects 2
9 Party leadership on work related to the NPC and PCC
Party leadership on work related to the National People’s 3
Congress (NPC)
Party leadership on work related to the People’s Political Consultative 3
Conference (PCC)
10 Work related to armed forces
Party control over the military 14

Recruitment
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SIGNAL OF GUIDELINE

FUNCTION

EXAMPLE

Red

Gray

Black

Clearly forbids a particular
course of action

Permits bounded
experimentation and
generates bottom-up policy
feedback

Clearly sanctions a particular
course of action

“A Summary of Plans for National Land
Use” [2008]: Specifies concrete
quotas that limit the conversion of
arable land for urban use

“Guidelines on the Development
of Commune and Brigade
Enterprises” [1979]: Encourages
commune and brigade enterprises
to “make big progress” and to
“adapt to local conditions”

Amendment to Article 11 of the
Constitution [2004]: Announces
that the state “encourages and
supports” the private sector
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OPERATIONS MARKETS

Film industry completely collapsed:
violence deterred movie-going;
rampant piracy; absence of
institutional financing and

state support
1990s: Mass-volume, low-cost, low- /

quality production sold in physical VCD
and VHS copies; marketed through
informal channels; movies watched at
home or in shops

Parallel circuit of legal and pirated
copies widened dissemination and
popularity of firms, increasing
demand for both

|

Market building: expansion of demand

and consumer base; brand-name
2000s: From self-finance to attracting /

building; increased volume of
production and profitability
funding support from external sources;
from selling physical copies to posting
movies on the Internet; from completely
amateurish toward professionalization

Market bifurcation: emergence of two-
tier market; low-end market served by
cheap production and informal
marketing; higher-end market served
by more professional production
and formal dissemination

2010 onward: Funding from
international investors; state efforts to
support industry; professionalization;
strengthened copyright enforcement;

monetizing intellectual property
through digital technology

Market expansion: enters international
market through formal distribution
channels (screened in movie theaters
and film festivals); exploits digital
technology to disseminate films
worldwide
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DEVELOPMENT STRATEGIES MARKETS

1980s: Local cadres mobilized personal 1980s: Partial market liberalization and
networks and resources to launch TVEs early industrialization; limited foreign
+ investments; hill-locked with weak

transportation links
1992: Established special office to plan
railway construction

1993: Central decision to further open
markets (“socialist market economy”)

AN

1995: Launched bechive campaign to
court investments en masse

+

Gave away generous benefits
indiscriminately to all investments

/

Initial wave of investors brought “first
pot of gold” and growth opportunities

Raised extra revenue for infrastructure
construction through leasing land

|

1998: First infrastructural
breakthrough—construction of railway
from Forest Hill to Guangdong

T

Attracting investors to city became
credible possibility

N/
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NUMBER OF INTERVIEWS

By province
Central party-state 22
Fujian 22
Guangdong 10
Hubei 29
Hunan 12
Jiangsu 38
Jiangxi
Liaoning
Shandong 33
Shanghai 9
Sichuan 111
Tianjin 24
Zhejiang 17
Others 11

Total 375

By level of government
Central 22
Province 24
City 46
County 223
Township and village 45
Companies 15

Total 375

By party-state function
Administrative services center 9
Audit and discipline 6
Economic affairs 46
Education and health 32
Environment 21
Finance and tax 59
Land 12
Leadership or state secretariat 9
Judiciary and law enforcement 14
Legislature 7
Party organs® 18
Personnel management 37
Research 12
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/ Rotated top leaders

n\ 1% of bureaucracy
Quasi-stationary

vice leaders

20,000+

Staff members
in a city-level bureaucracy

Stationary street-level
bureacrats ]— 99% of bureaucracy





OEBPS/Images/Image24.jpg





OEBPS/Images/Image11.jpg





OEBPS/Images/Image44.png
Tax revenue per capita (thousand yuan)

151
10 1
5]
01t eaaeetettT

1990 1995 2000 2005 2010

Tax revenue per capita (yuan)

800
600
400
200 v
0
2000 2005 2010





OEBPS/Images/Image26.png
COMPENSATION PRACTICES ECONOMY

Prior to 1949: Prebendal compensation Premodern, underdeveloped
(low formal pay + variable rents from economy
extraction, e.g., collecting fees)

Low and egalitarian formal pay + severe Communist economy
punishment for profiting from office

1978: Launch of market reforms

Unleashed uneven capacity to
generate revenue across locales

1980s and early 1990: and agencies

Activated dormant prebendal system
(low formal pay + variable allowances
and perks based on local state and
agency revenue)

Wide variance in actual compensation
across l(‘)calels al?‘li agencies within \ rofit-sharing generated
same locale emergel incentives to both

promote local economy
and sclf-finance offices

+

‘Weak bureaucratic controls

Widespread predatory
behavior, creating both
“business burden” and
“peasant burden;” alongside
Limited success at raising formal wages aggressive developmental efforts
across the board

+

However, strengthened state control over
bureaucratic finances through new
mechanisms and technologies

|

1998: Zhu became premier and launched  _——
comprehensive administrative reforms

Progressively regulated profit-sharing Gradually reduces arbitrary
system within bureaucracy T extraction, embezzlement, and
misuse of funds by local agencies
+

However, high-stakes graft
among powerful political
elites still thrives
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Domain Domain 2:
ECONOMY BUREAUCRACY
Poor economy Maoist bureaucracy with

formal specialized functions
assigned to each office

|

“Beehive” campaig
all agencies court investments

All types of investments arrive;
GDP ‘grows but market is a mess

Readjust economic goals
from pursuing quantity to quality
investments

Agencies shed
en masse promotion role;
actual specialization of
functions emerges
Restructure economy and
target selected industries
for growth
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DEVELOPMENT STRATEGIES MARKETS

1980s: TVEs failed to take off and 1980s: Started with several small state-
virtually no sign of private owned enterprises (SOEs) established
entrepreneurship (even in disguise) during the Maoist period

+
SOEs inefficiently run and not
restructured

+

Did not try to attract external

investments \‘
1993: Central decision to further

liberalize markets (“socialist market
economy”)

1998: Premier Zhu spearheaded reforms
of SOEs nationwide

After 1998: Restructured SOEs and
TVEs; some were closed down and
others privatized

Created first and small wave of
private enterprises

However, many of these enterprises
failed to take off

2004 at central level: Premier Wen
announced national policy to advance
“the rise of the central regions”

4

2004: Began construction of county’s
first industrial park

2005: Launched en masse,

L . 2005-present day: Attracted some
personalized investment promotion

investments, mostly from the coast and
returning natives; overall economic
size still miniscule compared to
Blessed County

Bottlenecks of current economic model:
labor and factor costs lower than on the
coast but still rising; land hoarding by
speculators; environmental degradation
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NUMBER OF INTERVIEWS

By party-state function
Others® 78
Companies 15
Total 378
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CATEGORY

Gross national product

Gross value of industrial output

Gross value of agricultural output

Gross value of output of township- and village-run enterprises
National income per capita

Rural income per capita

Taxes and profits remitted

Fiscal income

Labor productivity of state and collective enterprises
Procurement of agricultural and subsidiary products
Retail sales

Infrastructure investment realized

Natural population growth rate

Grain output

Local budgetary income

Local budgetary expenditure

Forested area

Nine-year compulsory education completion rate
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DIRECTED

IMPROVISATION
Processes 'VARIATION SELECTION NICHE CREATION
Problems How to influence  How to clearly define  How to leverage wide

agenda of changeand  and reward success  regional inequality for
amount of local policy ~ among bureaucratic ~ national development

variation agents
Responses Design national Evaluate local leaders  Kick-start markets
reform packages that similarly to CEOs first and then later
are incremental in + pick winners and
step but wide in craft niches
scope Pay regular .
bureaucrats similarly
+ to corporate employees Connect the
Issue mixture of strict economies of first-
‘mandates and flexible movers and laggards
guidelines
(Chapter 3) (Chapter 4) (Chapters 5 and 6)
Consequences Broad: Bold: Uneven:
Transformative Highly Divergent regional
changes through entrepreneurial outcomes but similar
gradual processes  but corruption-prone processes of

bureaucracy coevolution
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CONTRACT ENFORCMENT
INSTITUTIONS MARKETS

Small markets within home community,
with exchanges based on personal
reputation

Throughout 12th and 13th centuries:
Communes of merchants adapted
community responsibility system
(CRS): used communes to enforce

justice on own members \

Emergence of impersonal exchanges
across communities.

|

Following boom of intercommunity
trade; communes grew in size and
heterogeneity (some became richer
than others)

|

1] Increased costs of verifying
communal membership

+

[2] Reduced political support from
wealthy merchants who had less need
of CRS as they built up own reputation

and were disproportionately hurt by
By end of 13th century: Gradual /

collective retaliations
dissolution of CRS system

Replaced by courts and formal
mechanisms of impartial justice

Accelerated trade over space (from short-
to long distance) and over time (from
spot exchanges to credit and future
deliveries) > birth of international
trade and financial markets
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2002

2007

CENTRAL REGION

CENTRAL REGION

COASTAL MINUS COASTAL COASTAL MINUS COASTAL
INDUSTRIES REGION (%) REGION (% POINTS)  REGION (%)  REGION (% POINTS)
Footwear and luggage 34.50 -21.57 41.15 -28.88
Toy and office supplies 40.88 -15.76 44.52 -19.12
Sawmills, plywood 17.95 -1.58 20.40 -1.73
Wood and metal furniture 26.14 -12.04 36.42 -21.24
Paper and paperboard 14.49 1.62 19.46 -9.87
Tire manufacturing 23.65 -4.85 25.22 -15.85
Plastic sheet and parts 21.29 -5.49 25.91 -14.79
Cement 23.03 -0.49 21.00 -8.96
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CATEGORY Ill: PARTY BUILDING AND POLITICAL WORK

CRITERIA POINTS
Organization and training of militia units 2.6
Political construction 0.8
National defense education 0.8
Military family support services 14

11 Work related to mass organizations and groups
Trade union 2
Communist Youth League 2
Women's Federation 2
Association for science and technology 2
Old age 15
Disabled persons’ federation 15
Working committee for care of the next generation 15
Charity work 1

12 Responsibility system for party building
Implementation of the party-building responsibility system 2
Creation of a rating system for party and government organizations 2

13 Innovative party-building initiatives 12

CATEGORY IV: PROMOTING SPECIAL CHARACTERISTICS OF TOWN

CRITERIA POINTS

1 Technological collaboration 1

2 New products 0.5

3 Major technological innovation projects (including agricultural technologies) 15

4 Ratio of research and development (R&D) spending to sales revenue of 0.5
enterprises above designated size

5 Number of patent applications 05

CATEGORY V: BONUS AND PENALTY ITEMS

® oo s e N R

10

Support for infrastructure projects

Promotion of efficient agriculture and culture in villages

Intervillage competition

Building standardized factories

Technology and innovation hubs for small and medium-sized enterprises
Service sector development

Commercial flow

Promotion of headquarters economy (attracting corporations to set up headquarters

in locale)
Tourism promotion
Handling of land-related petitions
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PROPERTY RIGHTS MARKETS

Local party invited prominent
business leaders to participate in
formal political institutions
+
1997 onward: Series of important
central pronouncements to advance
and protect private property rights

City followed suit with directives
reiterating protection of
private ownership

Visible reduction of harassment
and arbitrary predation by
local agencies and
street-level bureaucrats

\ 2000s: Big growth spurt; peak of

investment growth; a variety of
industries flourished but many
did not sustain; several enterprises
grew and established themselves
as market leaders

2011 onward: State-led industrial
restructuring and upgrading,
centered around lead enterprises
and targeted industries

Enlarged and more complex markets /

provide greater opportunities for high-
stakes transactional corruption between
state elites and big businesses
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DEVELOPMENT STRATEGIES MARKETS

1980s: Encouraged establishment of 1980s: Partial market liberalization and
TVEs (township and village carly industrialization; limited foreign
enterprises) investments; tapped on proximity to

Shanghai and émigré network

+

1980s: Wore red hats—many private
enterprises registered as TVEs —

Late 1980s to 1992: Experiments —

with various hybrid ownership forms;
state-led program to clarify assets and
liabilities of TVEs

Dramatic boom of TVEs

>
1993: Central decision to further open
markets (“socialist market economy”)

After 1993: Clarified property rights
and authorized new ownership forms
(e.g., shareholding); measures to
accelerate restructuring of TVEs

+
1990s: In a bid to attract foreign Massive and rapid wave of privatization

investments, government provided

preferential tax breaks and subsidies +

to foreign enterprises, discriminating
against domestic enterprises
Many local bureaucrats and state

‘managers joined private sector

'

Created pioneering wave
and stronghold of local private
entrepreneurs

+

Many private enterprises faked

foreign status to take advantage
of preferential policies

'

1990s: Emergence of vibrant private-
sector-led economy, featuring
primarily light manufacturing
and export industries

'
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GATEGORY POINTS
Township- and village-run industry 33
Increase in gross value of industrial output 10
Increase in industrial profits 10
Increase in profit rate on gross value of output 5
Township ranking by profit rate on total capital
Increase in total value of exports
Agriculture 30
Sales to the state of grain and vegetables 15
Sales to the urban market of pigs 10
Sales to the state of oilbearing crops
Sales to the state of leather and cotton 2
Party building 21
Building of party organizations 7
Building of party spirit and discipline 7
Education of party members 7
Education 9
Completion rate for compulsory education 3
Participation rate for worker training 3
Scale of funds dedicated to education 3
Family planning 7
Family planning compliance rate 7
Public order
Total 100
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DEVELOPMENT STRATEGIES MARKETS

2003: Campaign of “3-100s” to attain
100 investment projects in planning,
negotiation, and implementation

|

2005: Beehive investment promotion
peaked to feverish mode

Investment boom; but all types of
investments arrived and market
was a mess

2006: Began adjusting economic goals
from seeking quantity growth only
toward both quantity and
quality growth

From en masse toward specialized
investment promotion
+
From give-away to selective benefits
for lead enterprises and targeted
industries
+
From infrastructural construction
and cutting red tape toward providing

business-friendly services
\ Sharp increase in industrial

specialization, centering around lead
enterprises in mining, metals, and
machinery

2011 onward (ongoing): pronounced
“2+1” campaign; focus on building
industrial niches and clusters; pushing

lead industries to upgrade and expand
outward; evicting low-end,
polluting industries

Problems of current economic model:
over-reliance on intensive industries;
vulnerable to international shocks;
difficulties in innovation and talent
attraction; environmental degradation
and resource depletion
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CATEGORY II: BUILDING A HARMONIOUS MIDDLE-CLASS SOCIETY (XIAOKANG SHEHUI)

CRITERIA POINTS
2 Agricultural development and construction of new countryside
Training of the agricultural workforce 05
Area of early-season rice paddies 05
Area of food crops grown 05
Management and control of agricultural pollution 05
Training on use of service website for farmers. 05
Provision of relocation assistance to residents in mountainous areas bonus
Public sanitation bonus
Audit village accounts 05
Agricultural insurance 05
Home insurance for farmers 05
Cultivation of noncommercial forests; prevention and eradication 05
of major forest pests
3 Educationrelated indicators 3
4 Culture- and sportselated indicators 2
5  Hygienerelated indicators 2
6 Social welfarerelated indicators 25
7 Environmentrelated indicators 1
8 Talent management and labor-related indicators 15
9 Disaster and flood prevention 1
10 Creation of democracy and the rule of law in villages 1
11 Maintenance of social stability and public order 3
12 Town planning and management 2
13 Birth control 4
14 Handling of petitions (letters and visits) 3
15 Production safety 2
16 Food and drug safety 1
CATEGORY lil: PARTY BUILDING AND POLITICAL WORK
CRITERIA POINTS
1 Ideological, political and spiritual education
Ethics 3
Promotion work 3
Dissemination of directives from higher-level units to the public 3
Culture 3
Spirituality and civility 3
Promotion of antipornography messages and related survey work 1
Special projects 2
2 Research 3






OEBPS/Fonts/MinionPro-It.otf


OEBPS/Images/Image43.jpg





OEBPS/Images/Image8.png
S
3

Share of local revenue and expenditure (%)

)
o

|
©

f-3
1980 1990 2000 2010

Lol revenue share s Local expenditure share
Gap between local revenue and expenditure

Gap between local revenue and
expenditure (trillion yuan)





OEBPS/Images/Image12.png
Number of collective enterprises (million)

0

F 5,000
/T/._./\ .
3,000
L 2,000
| 1,000
oo M“’
o000 0
1980 1985 1990 1995 2000

[—o— Industrial output —e— Number of collectives

Gross industrial output (billion yuan)





OEBPS/Images/Image55.png
STATES

1790: No constitutional rules about
creation of corporations or
debt issuance

+

State governments faced political
pressures to spur economic growth
through infrastructure projects
but without raising local taxes

States fell into financial crisis; public
debate about causes of crisis and
corruption and need to restructure
public finance

l

1842-1852: 11 states changed
constitutional rules

MARKETS

1790: Large amounts of underdeveloped
land; potential to multiple many times
in value with infrastructure projects

Rise of taxless finance: Spread of
state-issued charters + states borrowed
to invest in infrastructure projects

|

By 1830s: Boom of infrastructure
projects, spectacular land sales, and
rapid economic growth

Panic of 1837: continued state
borrowing and investment aided rapid
recovery; deluge of state bonds hit
market in 1837-1839; bank defaults
on payments to state governments
began in August 1839; spiral of
halted construction projects, falling
land prices, and more defaults

Introduced general incorporation laws;
formal constraints on public borrowing;
shift toward benefit taxation
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