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ABSTRACT

WHY CHINA GREW:
UNDERSTANDING THE FINANCIAL STRUCTURE OF
LATE DEVELOPMENT

FEBRUARY 2011

ADAM S. HERSH
B.A., UNIVERSITY OF PUGET SOUND
Ph.D., UNIVERSITY OF MASSACHUSETTS AMHERST

Directed by: Professor Gerald A. Epstein and Professor Robert Pollin

This dissertation explores how economic institutions governing finance and in-
vestment have contributed to growth in reform-era China. Kconomic and political
reforms transformed Chinas prior centrally-planned economy. Although reforms in-
corporated elements of market institutions and private enterprise, state institutions
exercising extensive authority over a wide range of economic affairs critically and
fundamentally played a central role in transforming this economy from one of the
worlds poorest to the worlds second largest in the span of one generation. I explain
the emergence of a unique configuration of institutions supportive of industrial pol-
icy implemented by largely autonomous local government officials. In combination
with state-directed bank credit, this local government industrial policy finance has
played a significant and positive role in development of exports in China. Though pri-
vate entrepreneurs are often seen as dynamic engines of growth in Chinas reform-era

economy, I show the vast majority of entrepreneurs are low-skilled, low-productivity,

vi



and exhibit non-positive rates of capital accumulation. Most entrepreneurs would
experience higher earnings were they not segmented into self-employment occupa-
tions by adverse socioeconomic conditions. Rather than engines of growth, Chinas
entrepreneurs resemble more the vast numbers of informal sector self-employment

prevalent in many developing countries.
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CHAPTER 1
INTRODUCTION

1.1 The Significance of China’s Late Development

Beginning in 1978, China embarked on a course of economic reform that would
ultimately transform it from one of the world’s poorest nations into an industrial
powerhouse. In 1980, China’s economy was the world’s twelfth largest on a pur-
chasing power parity basis. By 2001 China, with GDP of US$3.34 trillion, had
surpassed Japan (US$3.29 trillion) as the world’s second largest economy, behind
only the United States (US$10.29 trillion) (IMF 2010). At the outset of economic
reform, China’s per capita GDP of US$251 ranked 143rd out of 146 countries; in 2008
average income in China had climbed to $5,999—a nearly 24-fold increase, with av-
erage income growing by eleven percent annually for nearly three decades. Along the
way, this growth helped raise an estimated 400 million people out of poverty by 2001
(Ravallion and Chen 2007), and helped China transform from a relatively backward,
inefficient economy to one, in many respects, that uses and produces at the world
frontier of advanced technologies. China’s development experience at the close of the
20th and start of the 21%¢ Centuries represents the most rapid and extensive episode
of socioeconomic transformation in human history.

This remarkable growth makes China a key case study in the economics of growth,
and explaining its sources and root causes puts China at the center of many hotly
contested debates—debates that will likely continue for years to come. At the core
of these debates sits a question about the various roles played by government and

market institutions in shaping the allocation and management of economic resources



for development: are institutions of private ownership and free markets necessary and
sufficient for achieving lasting economic development? Can governments encroach
upon market forces to hasten development? Is development indeed possible without
the contributions of a strong state?

This dissertation contributes original empirical research to this debate by explor-
ing how economic institutions governing finance and investment in China, evolving
through more than thirty years of reform, facilitated this most remarkable episode of
economic development. The evidence presented here concludes that, in China’s case,
the state has played a critical and expansive role in managing economic development.

As Gunnar Myrdal (1968: 709) observed in his classic study, Asian Drama:

The basic principle in the ideology of economic planning is that the
state shall take an active, indeed the decisive, role in the economy: by
its own acts of investment and enterprise, and by its various controls—
inducements and restrictions—over the private sector, the state shall initi-
ate, spur, and steer economic development....[D]evelopment can be brought
about or accelerated by government intervention. Economic conditions,
in particular, need not remain as they are or evolve under the influence

merely of natural forces.”’ !

The evidence compiled here from historical, institutional, and econometric analy-
ses indicates that China has not replicated the liberal market institutions idealized
in neoclassical economic theory. Digging deeper into the institutional foundations
of China’s reform-era economic transformation presents a starkly different picture
of the role of the state and the nature of economic institutions underpinning this
transformation. State control over the economy in China takes a number of forms:

regulatory controls over international portfolio and direct investment flows; control

'Emphasis added.



over interest rates, the exchange rate, and other key prices like energy; tariff and
regulatory restrictions on international trade; direct ownership of virtually all of the
formal financial system and much of the economy’s productive assets; and control of
labor mobility.

China’s experience is of obvious interest to scholars of development as well as
policy-making practitioners in other developing countries hoping to emulate China’s
successes. But more than an empirical data point on which to evaluate theories
of growth and development, there is also a practical and critical importance to un-
derstanding the relationship between China’s financial structure and its landmark
development since 1978. The economic growth has been remarkable, but China’s
development also created serious and significant social and environmental problems
that must be addressed as China looks to the future. Gains in poverty reduction in
the early years of reform have stagnated, if not receded, and reforms severely wors-
ened income inequality, making China one of the most unequal countries in the world
(Khan and Riskin 2001; Ravallion and Chen 2007).

China’s development path also often relied upon severe human and environmental
exploitation. International civil society organizations and developed country gov-
ernments routinely document widespread instances of human and worker rights vi-
olations, including child and forced prison labor employed in production for export
markets (Human Rights Watch 2010; State Department 2009; Kempton and Richard-
son 2009). Civil protests and social unrest, though frequent, are locally contained to
prevent outbreaks like the 1989 Tiananmen Square protests, and held in check through
systems of surveillance, information and media restrictions, and political detentions.
Environmental degradation associated with China’s rapid development is widely rec-
ognized, if not well documented (Economy 2004). In 2006, China’s State Environ-
mental Protection Agency (SEPA 2006) estimated that environmental damage was

costing China ten percent of GDP annually—in other words the pace and cost of en-



vironmental degradation and destruction of natural assets equals or exceeds material
output growth measured by official national statistics. Though on a per capita basis,
China’s greenhouse gas emissions are quite low, in 2007 China surpassed the United
States as the world’s largest producer of carbon dioxide emissions, reflecting the scale
of its industrial output destined for consumers in other countries. Understanding the
relationship between China’s financial structure and its path of development provides
a foundation for China to preserve the successful aspects of its growth engine while
reforming toward more equitable and environmentally sustainable development.

The remainder of this introductory chapter reviews theories and research on the
causes of growth in late developing countries. In other words, how can poor countries

catch up to rich ones?

1.2 Playing Catch-up

As a proximate measure, catching up means approaching a level of output and
incomes to rival that of the more advanced economies. But the quantity of output
and income are merely effects of catching up. At its core, catching up is a process of
fundamental transformation of the forces of production in an economy: transforma-
tion of the technologies used in production, transformation of the basket of goods and
services produced, as well as transformation of the goods and services consumed. Few
countries have managed to achieve these transformations. For a long time, economists
saw physical and human capital accumulation and technological innovation as the
fundamental causes of economic growth, but these factors are really just proximate
causes of growth. On a mechanical level, investment is of course the means by which
transformation is achieved. But at a fundamental level, transformation is a function
of institutions and the incentives they create for investment, accumulation, and in-
novation (Acemoglu, et al. 2005; Acemoglu 2008). Of particular importance is what

Pollin (1995) calls the financial structure: the nexus of institutions that mediate the



transformation of financial capital into physical capital, and that allocate rights to
agency over this capital and the income streams derived from its productive use.

Such financial interactions are especially prone to coordination failures (Stiglitz
1993), and historically a variety of institutions have evolved to cope with the moral
hazard, adverse selection, and principle-agent problems that arise in credit and own-
ership relationships. These institutions play a foundational economic role for how
savings are collected and allocated for investment (and consumption), how these re-
lationships are monitored and enforced, how property rights are assigned to income
flows and agency over corporate governance, and so on. Different financial struc-
tures, by allocating control and authority over capital in mitigating coordination
problems, tend to prioritize different economic activities, including the pace and direc-
tion of investment (Carlin and Mayer 2000, 2003; Demirguc-Kunt and Levine 2001).
Some financial structures are perceived as better than others at promoting the kinds
of investment and enforcing the discipline of efficiency that lead to the technologi-
cal innovation and productivity improvements underlying growth and development
(Hirschman 1970; Pollin 1995; Porter 1992, 1996).

Orthodox economics sees liberal “free market” institutions as the only viable path
to long-run development. By allowing market prices to signal the most efficient allo-
cation of resources free market institutions enable specialization of production based
on the most rational and efficient employment of the economy’s relatively abundant
factors of production. Over time, as skills and productive capital are incrementally
accumulated, the relative abundances of factors will shift and the forces of production
will inch closer to those transformative technologies and output baskets. Failure to
build these institutions and misguided efforts to circumvent them through financial
“repression” and other policies that distort distort a “natural” pattern of international

trade based on factor abundance and comparative advantage-based specialization, in



this view, can only lead to gross misallocation of resources that subsequently retard
economic growth (McKinnon 1973, 1991; Shaw 1973).

In contrast to the free-market-institutions view of development, much recent re-
search is providing empirical evidence and theoretical support for the efficacy, if not
necessity, of a state-coordinated industrial policy approach to development. The ideas
are not necessarily new; they date back to Friedrich List (1841) and run through the
early structuralists, the Big Push (Rosenstein-Rodan 1943; Murphy, et al. 1989),
among many others. What is new, however, is first the emergence of a cohesive set
of empirical stylized facts that highlight the importance of economic diversification,
especially into the manufacturing sector, for long-run growth in contrast to outcomes
obtained under institutions encouraging specialization of production along compar-
ative advantage lines and with intensive use of the relatively abundant factor(s).
Second, a theoretical approach that illustrates a number of macro-coordination prob-
lems leading to micro-level development failures shows support for growth enhancing
interventions, particularly through shaping the financial structure—those institutions
governing allocation and monitoring of capital for investment and distribution of the
surplus.

By definition a violation of comparative advantage-based specialization given the
relative abundance of labor (and sometimes land) in developing countries, the process
of industrialization entails “a transition from competing against firms from other low-
wage countries to competing against firms from high-wage ones” (Amsden 1989: 19).
Similarly, Rodrik (2006: 7) observes “successful countries have always pushed the
limits of their static comparative advantage and diversified into new activities that
are the domain of countries considerably richer than they are.” Put differently, rather
than focusing on what a country already knows how to do well, development requires
learning to do other things well, too, namely what more advanced countries do.

But the process of learning to diversify and advance technologically is wrought with



informational and other coordination failures under “invisible hand” liberal market
institutions; the visible hand of the state is capable of helping out the situation
considerably.

Third, this new view of the industrial policy approach to development (the “New
Industrial Strategy” ) provides a credible counter-narrative to the free-market-institutions
explanation of China’s growth experience. Of course it is important to note that
China’s experience departs from reliance on neoclassical institutions on so many ac-
counts: “repression” of capital through domination of financial institutions through
ownership, regulation, capital controls and a hard-pegged exchange rate, the subver-
sion of intellectual property rights, and so on, for starters. In many ways, these suggest
a shift from central planning to a heavily Keynesian policy of macroeconomic stabi-
lization and expectations coordination coming from substantial government control
over the investment process and labor market institutions to promote stable aggre-
gate consumption (also allowing forced saving). Economic management also reflects
a financial structure capable of suppressing/averting (for a time) destructive forms
of competition that deter investment in new activities. But the approach outlined
here further provides a lens through which to understand how the Chinese state’s
hands-on approach to controlling the financial structure provides a macrofoundation

for successful growth at the micro-level.

1.3 Specialization, Diversification, and Manufacturing

The strategic industrialization approach can be seen both in the experiences of
early developing countries like the United States, Germany, France, and Japan (Ger-
schenkron 1962; Zysman 1983; Johnson 1982; Chang 2002) as well as in later devel-
oping countries like South Korea (Amsden 1989, 2001; Clifford 1994), Taiwan (Gold
1986), and more broadly across the regions of East and Southeast Asia (Wade 1990;
World Bank 1993; Amsden 2001). Lin (2007), though recognizing the pervasive in-



fluence of statist economic policies in China, argues that China’s success has been
in striking upon statist policies that shape behavior of micro agents in ways that
approximate outcomes based on market principles. Lin calls this a “comparative ad-
vantage following,” or CAF, policy. In this view, government policies coordinated
economic activities toward specialization in areas exploiting China’s relatively abun-
dant factor endowments and comparative advantages. Guided by such free market
principles, these interventions could usher China toward efficient resource allocation—
outcomes that would be achieved under first-best laissez-faire market institutions, but
are otherwise infeasible given China’s second-best institutional environment. Addi-
tionally, for long-run growth, Lin argues that countries must upgrade their endowment
structures—presumably by human capital formation via education. Eventually capi-
tal accumulation under a CAF development strategy will shift a country’s relatively
abundant factors from labor to capital, and the ensuing change in relative factor
prices can shift the composition of industrial production leading to development of
heavier and technologically advanced industries.?

Lin’s CAF strategy, while allowing for statist development policies, is seen as
the only viable approach to development for its conformity to the principles of free
market mechanism principles.® In this sense, it is a more nuanced reaffirmation of the
monolithic free market path to development. Any effort to defy these principles will
surely fail, not due to rigidities imposed on capital and labor markets, but due to (a)
the inherent non-viability of building heavy industry against the tide of relative factor

prices, (b) the corruption bred by moral hazard inherent in sustaining unviable heavy

2While this view allows for long-run dynamic comparative advantage, the thrust of the argu-
ment is for all practical purposes based on allocation efficiency determined by static comparative
advantage.

3Lin’s arguments and criticisms seem aimed more toward 1950s-60s era import substitution
strategies—ideas dominating Mao-era economic development strategies and the intellectual foun-
dations of factions opposing China’s retreat from central planning—than toward the realities of late
developing countries.



industry with subsidies, and (c) the polarizing inequality resulting from the need to
transfer surplus from labor to capital to pay for such subsidies. To summarize CAF,
specialization along the lines of Heckscher-Ohlin/Stolper-Samuelson is the key to
development, with government—perhaps—playing a coordinating role and supplying
complementary institutions to facilitate this process.

In other words, to catch up, countries need to build more than just a field of
dreams. Institutions are needed that can channel resources into activities beyond
those suggested by specialization in the use of abundant low skill labor (and sometimes
land) factors characterizing less developed countries. If it were true that comparative
advantage-based specialization were the root of aggregate productivity gains leading
to growth, we would expect to see a direct relationship between specialization and
average income levels. Rodrik (2006) highlights a number of recent studies indicating,
instead, that the converse appears to be true: development requires diversification,
not specialization. Imbs and Wacziarg (2003) study patterns of sectoral concentra-
tion in a large panel of countries and find that diversification of economic activities
is correlated with rising incomes—until countries reach a relatively high level of in-
come. After this threshold, which they estimate roughly as the level of Ireland’s per
capita income, further growth is associated with increased specialization of economic
activities. This is true for diversification from agricultural and primary commodity
production to manufacturing, but also diversification of activities within manufactur-
ing. Klinger and Lederman (2004) show that the relationship between diversification
and income holds true for exports, as well, with introduction of new export products
similarly following a U-shaped relationship in income. That is, increasing introduction
of export products is associated with rising incomes until some threshold is reached
at a relatively late stage of development, after which specialization occurs.

This U-shaped relationship between diversification, specialization, and level de-

velopment is estimated for China and plotted in Figure 1.1. Using UNIDO industrial



production data, and following the methodology of Imbs and Wacziarg (2003), I cal-
culate a Gini-Herfindahl index of industrial diversification in 3-digit SIC categories
for the years 1980-2002. In this measure, a lower index number indicates less spe-
cialization (more industrial diversification). The relationship between this measure
of industrial diversification and level of development measured in per capita income
is estimated by fitting nonparametric lowess regression (Cleveland 1979). The curve
indicates that China was diversifying industrially until average income reached a level
of 8,500 yuan per capita (in real 2006 yuan, or a little over US$1200). This peak of
industrial diversification corresponds to 1998, after which China’s basket of industrial
output exhibits increasing specialization. The threshold turning point between diver-
sification and specialization in China occurred at a much lower level of development
than the US$8000 average threshold found for the set of countries examined by Imbs
and Wacziarg (2003). That China’s turning point occurs at only 15 percent the level
of development of other countries indicates that China, relying upon active industrial
policy as a spur to industrialization, began its path to development much earlier than
most countries.

Manufacturing seems to be the key here. Not only do countries with larger man-
ufacturing sectors experience faster growth, but growth accelerations are associated
with structural changes toward manufacturing. Hausmann, Pritchett, and Rodrik
(2005) argue that medium-run growth accelerations in developing countries are ac-
tually quite prevalent, although long-term sustained growth is rare. Of the episodes
identified, “nearly all” were associated with a rapid increase in the share of man-
ufactures in exports (Johnson, Ostry, and Subramanian 2006) and increases in the
manufacturing share of total employment (Jones and Olken 2005). The evidence fur-
ther suggests that what is important is the general level of manufacturing, rather
than intra-industry shifts in resource allocation within the manufacturing sector. In

a comparative advantage-based specialization world, one might expect gains, for ex-
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Figure 1.1: Diversification of China’s Industrial Structure

China’s Industrial Structure: Specialization or Diversification?

54

Gini—Herfindahl Index
52

51

o
wn

T T T T T T
4000 6000 8000 10000 12000 14000
PC GDP (2006 RMB)

Lowess fitted curve, bandwidth = .8

ample, in shifting resources from capital-intensive manufacturing to labor-intensive
following elimination of import substitution regimes in countries where labor is the
relatively abundant factor. Such a proposition is not supported by this evidence.
Why are diversification and manufacturing so important for growth? Certainly,
diversification can lower aggregate risks of macroeconomic shocks—particularly ex-
ogenous commodity price or technology shocks to sectors in which countries may
otherwise choose to specialize given their factor endowments. But also, and likely
more importantly, diversification forges deeper development, providing a more fer-
tile ground for the economic linkages that fuel aggregate demand and propagate new
ideas and technologies. It is well known that manufacturing activities support sub-
stantially larger employment and output multipliers than do agricultural or service
activities—and the heavier the industry, the larger the multiplier effect. Not only

do manufacturing industries demand more upstream inputs, but economic geography

11



suggests many service sector activities are tied to manufacturing. Moreover, produc-
tivity growth rates in manufacturing typically outstrip that in other sectors. This
might help explain why DeLong and Summers (1990) find that just simply investing
in production equipment yields a cross-country average return of 30 percent. Fi-
nally, the market-complementing institutional and bureaucratic inputs necessary to
sustain particular economic activities vary considerably across sectors and industry.
The same is true for human capital inputs. Some institutional and human capital
forms are more readily scalable and adaptable to new economic activities than others.
Other things being equal, a country is better off cultivating institutional and human
capital assets that are capable of supporting the widest range of possible activities,
thus expanding the realm and making more readily attainable potential activities.
Hausmann and Klinger (2006) show this potential is greatest in manufacturing. So,
not only do manufacturing activities in general yield higher productivity growth, but

they also increase the likelihood and pace of future structural change.

1.4 The Entrepreneurial Role of the State

Why don’t developing countries diversify? Aside from receiving economic policy
advice to specialize along comparative advantage-based lines, Hausmann and Rodrik
(2003, 2006) highlight the fact that diversification to new activities are fraught with
information and coordination problems that impede the development process whereby
countries climb the ladder to higher levels of technology, productivity, and incomes.
As Amsden (1989) has stressed, the industrialization process for late developing coun-
tries is one primarily of learning (as opposed to inventing or innovating)—learning
what kinds of economic activities one can viably pursue, learning how to do these
things, and learning how to adapt appropriate technologies from the world innovation
frontier to local conditions. Hausmann and Rodrik (2003) dub this discovery of the

economy’s “cost structure for the production of new goods.” Such discovery requires
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investment in information that generates positive externalities. Because the informa-
tion generated is readily appropriable by other entrepreneurs, the private return to
such investment lags the social return. A similar situation exists for intra-firm invest-
ment in human capital development, where technical knowledge cultivated in workers
is readily appropriable by other firms. The information spillover in an environment
of free market institutions results in an undersupply of this kind of investment. Note
that free market institutions, by facilitating ease of market entry, make the informa-
tion spillover problem even more acute.

Beyond the informational challenge, coordination failures exist where the return
to some investment is contingent upon the existence of other complementary pub-
lic and/or private investments. As noted above, necessary bureaucratic inputs for
different economic activities may be quite complex and vary widely. Discovering the
sufficient mix of public inputs is a challenge in and of itself. But free markets may not
provide a mechanism by which to coordinate the necessary complementary private
investments due to both incomplete information and unenforceable contracts. The
resulting coordination failure comprises a classic assurance game whose solution relies
on the addition of an external institution, for example the state, that can either fulfill
the coordinating role between agents or undertake the welfare-enhancing investment
on its own.

While growth originates in the industrialization and diversification drive, such
structural transformation is not readily possible without the critical contribution of
a strong and activist state to attenuate information and coordination problems that
stand in the way of development. Traditionally, such practices of state involvement in
allocation decisions are seen as distortionary, inefficient, and conducive to rent-seeking
behavior and corruption. But the public goods nature of this information problem
suggests the state can play an important role in underwriting the costs and risks of

entering into new economic activities, including the cost of information discovery of

13



new markets and technologies, costs of providing complementary investments, and so
on. This is consistent with the observed historical experience of industrial strategies
pursued (through varying institutional innovations) throughout East and Southeast
Asia.

New evidence indicates that entrepreneurial contributions from states can reward
rapid and lasting returns. While countries promoting export of more “sophisticated”
(i.e. higher productivity) goods are seen to grow faster and, moreover, there exists
a tendency toward rapid, unconditional convergence toward the world productivity
frontier in producing these goods (Hausmann, et al. 2007). What this says is that
the mere act of entering into a product market is enough to ensure substantial pro-
ductivity increases (with the distance from the frontier directly related to the speed
of convergence) “more or less automatically” (Rodrik 2006). The micro-mechanisms
behind this item-specific productivity acceleration are not well understood, but much
qualitative work suggests productivity accelerations are consistent with successful in-
dustrial development policies where governments play a coordinating role to direct
credit allocation towards economic diversification into new industries. If industrial
policies can support and sustain diversification into new activities, then rapid ad-
vances (and a virtuous cycle) are possible. This point also Concords well with recent
research on episodes of growth take-offs. While take-offs are rare, growth momentum
is critical. Thus, targeted industrial policies as such may help spur virtuous growth

cycles by helping stimulate a take-off and maintain momentum.

1.5 Preview of the Study

This dissertation explores the extent to which “free market” institutions and the
New Industrial Strategy perspective on development can explain China’s remarkable
economic transformation. Economic reforms created space for development of truly

private economic activities, particularly for private entrepreneurship, which is com-
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monly seen as the engine of China’s economic growth throughout the reform period
(Yueh 2009; Huang 2008; Zhang, et al. 2006). Reforms also transformed the incentive
structure and breathed new life into the vast state-industrial infrastructure held over
from the central planning era. Chapter 2 describes this transformation of China’s
industrial bureaucracy. Economic and political reforms devolved authority and fiscal
resources to officials at the most-disaggregated local levels of government. Armed
with extensive authority of many aspects of economic life and substantial resources
derived from extrabudgetary revenues, local officials pursued industrial development
with vigor, performing many of the functions described by the New Industrial Strat-
egy theories: playing an entrepreneurial role in allocating investment resources, mak-
ing production and market-entry decisions, coordinating complementing investments,
and subsidizing costs of technological acquisition and market discovery. While rent-
seeking and corruption undoubtedly ensued, industrial enterprises supported by this
local government industrial policy financial structure also faced a fiercely competitive
market environment that provided a disciplining incentive on enterprise efficiency and
quality. Local officials, too, faced disciplining incentives in the competition for ad-
vancement in their political careers—advancement premised on an ability to deliver
growth and export objectives. Over the course of the reform period, the economic
forces under the authority of this local government industrial policy financial structure
grew to account for some 40 percent of China’s industrial output and exports.
Chapter 3 investigates how much of an engine for growth were China’s private
entrepreneurs and the non-state informal financial structure underpinning private
entrepreneurship. China’s private entrepreneurs do not appear to be the economic
dynamos they are often made out to be. Instead, private entrepreneurs have rel-
atively low educational attainment and are engaged in small-scale, low-technology,
low-productivity activities. The vast majority of entrepreneurs are not attracted to

entrepreneurship by vibrant opportunities for private gain, and in fact exhibit non-
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positive rates of capital accumulation. Rather, people have entered entrepreneurship
due to socioeconomic marginalization associated with job losses from more desirable
wage employment or with discrimination based on China’s household registration
system, or hukou, which restricts internal migration and opportunities for employ-
ment and social welfare benefits. I find that most entrepreneurs would be better
off, in terms of earnings, by switching to wage employment occupations if they were
available. Similarly, most wage workers would experience earnings losses if choosing
to enter entrepreneurship. China’s private entrepreneurs are implausible engines of
growth, and resemble more the vast segments of informal self-employment prevalent
in many developing countries. One exception, though, are entrepreneurs who have
close connections to the Communist Party and state institutions, and who thus enjoy
access to benefits of the local government industrial policy.

Chapter 4 explores the relationship of China’s myriad financial structures to
exports. Here I test the financial determinants of export development in China’s
provinces: bank credit and directed policy lending, local government industrial pol-
icy, foreign direct investment, and informal finance. The local government industrial
policy financial structure detailed in Chapter 2 and credit from China’s state-owned
banks are found to be significant and positively associated with export development,
while private informal finance is not a significant determinant of exports and foreign
direct investment is associated with exporting only in select coastal provinces.

Chapter 5 draws some conclusions about the nature of financial structure and
its role in China’s reform-era development. I consider how China’s financial struc-
ture may be harnessed to address some of the most pressing externalities of rapid
development—inequality and environmental degradation—and how the prospect of
further liberalization in the future might affect the finance-growth nexus that deliv-
ered three decades of unparalleled economic growth and propelled China’s economic

ascendancy.
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CHAPTER 2
CHINA’S LOCAL GOVERNMENT INDUSTRIAL POLICY

The New Industrial Strategy approach to development outlined in Chapter 1
builds upon preceding infant industries and “Big Push” macroeconomic arguments
(Rosenstein-Rodan 1943; Murphy, et al. 1989) for state-led development to establish
a microfounded rationale for the state to play a central role coordinating investment
and subsidizing the costs of technological accumulation and expansion into new eco-
nomic activities. In short, industrial policy can play an important role in helping to
jump-start the industrialization and structural transformation at the heart of devel-
opment. In China’s case, supported by a range of central government policies that
created a conducive macroeconomic environment, this role has been played by local
government officials. This chapter describes the development and contribution of a
local government industrial policy financial structure in reform-era China. Owing
to a confluence of incentives created by economic and political reforms, this finan-
cial structure under the command of local government officials has successfully borne
the development of literally millions of highly efficient industrial enterprises capa-
ble of competing in global export markets in an array of increasingly technologically
sophisticated goods.

The inherited institutions of China’s state-owned, centrally planned economy pro-
vided an extensive and long-established infrastructure for industrial planning. Under
this structure China industrialized rapidly, but by the close of the 1970s China found
itself with a substantial stock of antiquated, technologically stagnant industrial cap-

ital (Riskin 1987; Maddison 2006). It was only with the coming of economic reforms
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and concurrent political reforms that dynamism came to this industrial planning in-
frastructure. China’s industrial policy is not like that of its successful neighbors in
Japan and South Korea, where centralized industrial policy championed the develop-
ment of and restricted competition among a handful of national champion industries
and firms (Johnson 1982; Amsden 1989). Rather, China’s decentralized approach
developed a large number of firms engaged in a fiercely competitive environment.
But this was primarily not private, free market competition: these dynamic firms
were a product of local government officials undertaking an entrepreneurial role in
cultivating industrial development.

The story of China’s success in local government industrial policy is, in many re-
spects, a story of the rural economy and of township and village enterprises (TVEs),
collectively owned and controlled by the most disaggregated political entities: town-
ships and villages. While state-owned enterprises (SOEs) were owned by central,
provincial, and county-level governments and administered by overlapping and of-
ten ill-defined layers of bureaucracy, local governments at the most grassroots levels
presided over TVEs. TVEs developed rapidly under the guidance of local govern-
ment industrial policy. From 1982 to 1988, industrial output of TVEs grew at an
annualized rate of 38.2 percent (Harrold 1992); from 1985 to 1990 TVEs accounted
for 30 percent of all China’s growth in manufacturing (Lin, et al. 2003: 200); and
by the mid-1990s, TVEs accounted for 40 percent of total national exports (He 2006:
246). Even more remarkable, these firms that were products of local government
industrial policy achieved levels of productivity that rivaled or surpassed compara-
ble privately owned firms (Fu and Balasubramanyam 2003). The apparatus of local
government industrial policy was not reserved exclusively for TVEs. Officials had
the autonomy to train government institutions for planning and financing industrial
development on the private sector, too. And they did, especially following ownership

and corporate governance reforms of the late 1990s. These institutions of local gov-
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ernment industrial policy had their counterparts in urban governance structures as
well, and became more prominent with ownership reforms to the urban SOE economy
in the mid-1990s. But in order to understand the nature of and mechanisms by which
China’s local-government-led industrial policy worked, it is instructive to explore its
origin and operation with respect to TVEs.

Development of this rural industry was not new to the post-Mao reform-era Chi-
nese economy; development of rural enterprises predated the onset of reform to the
centrally planned economy in 1978. Chen, et al. (1992) describe vibrancy and en-
terprise in villages in Guangdong province in developing profit-making brickworks,
agricultural processing, and ancillary machine shop service businesses owned and
managed by village councils and brigades as early as 1969. Such industry arose spon-
taneously within the framework of the centrally planned economy, from the grass-
roots, and at the height of the Cultural Revolution. The first economic reforms of
1978 concentrated on dismantling rural agricultural collectives. Decollectivization
transformed rural governance below the county level from communes and brigades
to townships and villages (in order of hierarchical rank). Legal ownership of these
local enterprises fell collectively to those in their associated production teams, but
ultimately de facto property rights—those of residual control, residual claimancy,
and the right to alienability—belonged to “enterprise management committees” and
“economic commissions” —institutions of local government. Reforms that devolved
political authority to the localities gave rural local officials great leeway in shaping
the form of enterprise growth, including by experimenting with a variety of different
property rights arrangements. In some places, enterprises were collectively owned
by the township or village authority, or owned collectively by workers of individual
work teams, owned through joint shareholding arrangements between the local gov-
ernment and individuals or between TVEs originating in different localities (Oi 1999:

24; Whiting 2001: 76). Under these ownership arrangements contracted management
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rights defined a distribution of surplus between the manager and the township/village
government.

The observation of privately contracted management and opportunities for private
gain have led many to conclude that China’s TVEs are in actuality de facto private
or quasi-private enterprises whose efficiency and success attest to the singular effi-
cacy of “free market” institutions (e.g. Woo 2006; Nee and Su 1990; Pei 1994). The
“collective” nature of TVEs has led some to erroneously conclude TVE governance
functioned much like a shareholding corporation, with ownership rights appointed to
individuals in the community. Such a conclusion, though appealing, misses the mark
and fails to accurately characterize the nature of ownership of collectively owned en-
terprises or the power relationship between government officials and the enterprise.
As Putterman (1997: 1645) highlights, “leaders were not democratically chosen by
‘members,” and members had little control over the amount of earnings to be dis-
tributed to them and could not choose to sell off ‘collective’” assets to enhance present
income.”

Looking in more detail at the financial structure behind TVEs, it is clear that
local governments retain great power over the control of productive assets—including
over alienability rights and distribution of the surplus—and virtually every other as-
pect of economic life under their jurisdiction. This financial structure privileged local
government officials with the capacity and the resources to orchestrate industrial de-
velopment. But effective industrial policy requires more than mere authority. The
success of China’s reformed industrial planning system resulted from fiscal and po-
litical reforms that decentralized authority over fiscal resources and management of
economic resources, as well as aligning incentives for efficient development with the
self-interested incentives of local government officials. This political structure enabled
local officials to take on an entrepreneurial role and vested them with the authority

and autonomy to undertake coordination of industrial development.

20



Successful local government industrial policy was aided by an intra-party political
process that resulted in the replacement of old-guard stalwarts with engineers and
others with technical skills throughout the government and party structure. This
process of democratization of the bureaucracies is described in the next section (2.1).
Following, Section 2.2 explains how political and fiscal reforms that decentralized
authority to local government officials vested them with the power and incentive
with which to effectively command an industrial development strategy. Section 2.3
explains specific applications of this power exercised by entrepreneurial officials in
implementing industrial strategy. Section 2.4 by considering how these institutions
of local government industrial policy evolved under the ownership and governance

reforms of the late 1990s and Section 2.5 provides a concluding summary.

2.1 Qualitative Transformation of the Economic Bureaucracy

Needless to say, skilled technocrats and officials would be helpful to this relation-
ship between hands-on government officials and managers of productive capital. Much
political reform accompanied the post-1978 economic reforms, transforming less the
bureaucratic structure inherited from the Mao era, but more the quality of bureau-
cracy. Though maintaining a similar authority structure, bureaucrats have gained the
capacity and incentive to support growth. Amsden (1989) stresses that development
of a skilled technocracy—mnot just the managers and engineers obviously necessary for
developing modern and competitive businesses, but the government bureaucrats and
officials with the skill set, world view, and will to play a facilitating role in industrial
and technological development. In China’s case political changes following the rise
of Deng Xiaoping and consolidation of his power within the political structure put
into place such a technocracy. Deng’s political revolution of China’s bureaucracy cul-
minated in the period from 1989 to 1993—which witnessed Deng’s ultimate political

triumph in the wake of the 1989 Tiananmen crisis to secure a path forward for the
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neoliberal reform era. To do so, Deng’s intention was to “discourage contention, so
as to have more time for action ...once disputes begin, they complicate matters and
waste a lot of time” (Deng 1993). He achieved discouragement of contention and
secured his revolution by brokering a deal for the support of the military against his
rivals (Marti 2002).!

After coming to power, Deng’s early emphasis was on rebuilding the party infrastructure—
purging Reds from the party ranks and replacing them with technocratic cadres. This
not only transformed the party infrastructure, but significantly strengthened party
control by helping overcome divisions lingering from the Cultural Revolution era and
re-establishing the chain of command. Deng’s lengthy career prior to his 1978 ascent
dealt mainly with managing the party apparatus, and his vision was that “political
stability and economic progress were dependent on a party that functioned according
to Leninist principles” (Meisner 1996: 165). In other words, Deng believed that the
state had a central and commanding role in the economic reforms that were to come.

The political apparatus inherited by Deng was massive, encompassing some 18-21
million cadres (Meisner 1996: 174). He set about transforming this apparatus—mnot
to preen it to a size more consistent with a limited government supportive of market
reforms, but to consolidate his political base and equally importantly to deepen the
collective technical capacity of the party apparatus, thus laying groundwork for a
party apparatus more conducive to modernizing development. Transformation en-
tailed purging older and “redder” members and recruiting those with technical skills.
In 1980 the party codified this preference for recruiting scientists, technicians, and
others with professional skills to its ranks over those exhibiting appropriate politi-

cal credentials. By the mid-1980s, “some 45 percent of the ministries of the central

!Ostensibly, the bargain traded the People’s Liberation Army’s (PLA) commitment to refrain
from politics and uphold one-party rule for promises to redistribute benefits of liberalization to
the PLA—including through patronage of PLA-owned enterprises and promises of investment in
technological upgrading of military hardware.
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government held college degrees in engineering, as did 25 percent of provincial party
secretaries and 33 percent of provincial governors” (Meisner 1996: 168). The new
emphasis on technocracy not only served to create a bureaucracy with the admin-
istrative capacity to carry out economic development, but also to depoliticize the
bureaucracy—part of a broader process of social de-politicization that left the party
as the sole remaining locus of legitimate politics and, with no other outlet, encouraged
a politically apathetic population. These created stable social conditions conducive
to bureaucrats performing their duties “in an orderly manner and in ways they see
fit, with little [popular] interference” (Meisner 1996: 182).

Technical deepening of the bureaucracies combined with a realignment of bureau-
cratic incentives toward growth (as well as personal enrichment). De-politicization
and professionalization were important for creating a bureaucracy capable of support-
ing rapid economic growth. But as important were organizational changes toward
bureaucratic decentralization—a move that helped remedy inherent principle-agent
problems in governance that have long plagued efforts of centralized rule over China’s
vast territory and population. China’s enormous bureaucracy by most accounts grew
even more bloated under Deng, though it grew in new directions. Organizational
reforms trimmed some offices and officials from the central government, while “[sig-
nificantly] increasing the number of cadres at the provincial and county levels” of
government (Meisner 1996: 182), or in other words where government was heavily
involved in micro-managing investment financing and development strategies.

Political leadership in the boom province of Zhejiang, in the Pearl River Delta and
bordering Shanghai, is a good example of how much this bureaucratic change gave
primacy to technological deepening and industrial development. Provincial Governor
Lu Zushan holds a graduate degree in engineering from the Central Party School and,
from this beginning, climbed the party ranks into the bureaucracy responsible for de-

velopment of Zhejiang’s manufacturing technical capabilities: Zhejiang Auto Industry
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Company (an SOE), Enterprise Administration Division of the Machinery Depart-
ment of the Provincial Government, and so on, before reaching the post of governor
in January 2003. One of Lu’s vice governors, Wang Yongming, who began his career
as a technician, chief of production, at Hangzhou Steel quickly rose to be the director
of the Industry Office of the Planning and Economy Commission of Zhejiang by 1985.
And another, Zhong Shan, had previously served as chairman and general manager
of Zhejiang Zhongda Group Holdings, “a large group of amalgamated companies,
cultivated by the Zhejiang provincial government.” The amalgamated holdings span
light industries from agricultural processing and footwear to heavier manufacturing
of advanced textiles and machine tools; taken together, the combined enterprises
are among China’s top 200 exporters. Many other top officials’ career paths begin
somewhere in industrial technology or business administration, and segue into the
provincial Planning and Economy Commission or the Industrial Commercial Bureau.
So, at the same time that political reform was putting more instruments of develop-
ment financing at the hands of local governments, skilled technicians and successful
managers were brought into positions of power and leadership in governance.
Technocratization and the revolving door relationships between officials and en-
terprise managers reached down to the smallest levels of government as well. In a
2002 nationally representative survey (CHIPS 2002), a substantial share of local gov-
ernment officials reported having business and management experience.? In the rural
villages surveyed, 39 percent of party secretaries and 38 percent of village heads had
prior experience as enterprise managers—in 48 percent of villages, either the party
secretary or the village head has such experience. Even more had experience with a

private non-farm business: 46 percent of village party secretaries and 41 percent of

2Based on analysis of the CHIPS (2002) Village Survey.
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village heads; in 55 percent of the villages either official had private business experi-
ence.

Beginning in 1993 the institutional environment for TVEs changed, creating much
more space for development of the truly private sector and for privatization of state
and collectively owned enterprise. The result has been a pragmatic, agnostic approach
of local officials to the appropriate place of different ownership structures in the
Chinese economy. That is to say, a close working relationship exists to this day
between privately and collectively owned firms and government officials for whom
success of development objectives is favored with personal and political gain. The
austerity program, in part designed to “starve the beast” of TVEs, clawed back
on local government extra-budgetary revenues that had helped fuel TVE growth.
Both the austerity crunch and new incentives to privatize resulted in liquidation of
under-performing enterprises and consolidation of others into larger industry and
conglomerate groups. Again, political decentralization gave local officials choice to
steer the shape of these changes in governance and ownership forms of enterprises.
A proliferation of structures ensued: limited liability corporations, joint ventures
with domestic and foreign entities, free transfer of assets, liquidation or merger, sale
to manager or worker cooperatives, listed or unlisted shareholding corporations, as
well as many that remained collectively owned by local governments. It is worth
noting, also, that a significant amount of corruption ensued, with collective assets
expropriated for the private gain of local officials or their patrons. Similar reforms
proceeded in the SOE sector as well.

I return to explore the effect of these late reforms in Section 2.4 below, but suffice
it to say that the close ownership, management, and financing relationships between
local governments and industry endured and persisted in orchestrating the path of
industrial development. Full or partial privatization resulted in some form of share-

holding governance structure, of which the governments would retain some portion of
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shares, and even some continuing collectively owned TVEs implemented shareholding
structures. Similar reforms occurred with SOEs, which also began a process of cleans-
ing and preparation for public listing on China’s new stock markets. Enterprises were
first transformed into shareholding corporations, and then governments constructed
holding companies to manage their new portfolio of financial assets. While parceling
off much of the commons for sale, government at the local and higher levels still con-
trolled most shares of the economy’s productive assets, including more than two-thirds
of the shares of all listed companies. This transformed the income stream received by
local governments from tax and fee revenues to the distributed earnings of firms, but
did not transform the incentive for local officials to shape development. Contracting
out management of publicly owned assets also continued and expanded increasingly
from productive assets to real estate (Wu 2005: 196), which could be leased to real
estate developers. In short, governments became not only entrepreneurs, but also

capitalists.

2.2 Power and Incentives of Local Officials

Examining the power relationships between government officials and those they
govern helps illuminate understanding of the extent of authority vested in local offi-
cials to command economic affairs (and other aspects of life), including over ostensibly
private entities. Taylor (1982) and Bowles (2003) define power as the ability of one
party, A, to affect the incentives facing another, B, such that B will do something s/he
would not otherwise do. That is, power is the ability of A to secure “low-cost com-
pliance” from B in attaining A’s desired goals (Bardhan 2005: 39). The mechanisms
through which this power is exercised include offering the other party a reward (or
rent) for certain behavior (with the threat of losing the rent), threatening penalties

and sanctions for non-compliance, or some combination thereof.
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Defining power as such allows an extension of understanding how power may be
exercised through these means even in “free” exchange in competitive markets (Bowles
and Gintis 1992). China’s local government officials wielded considerable power. It
is obvious that local officials commanded the TVEs and other COEs under their
jurisdictions, often concurrently serving as government executives, party secretaries,
and directors of collective local industrial enterprises (Whiting 2001: 76). But through
the lens of power, it becomes apparent that the authority of China’s local government
officials extends well beyond management of the collective assets to exercise power
over the local populace and private economic activity.

Lin, et al. (2003: 147) describe an extensive authoritative scope for local gover-
nance. Local officials governed not only economic activity in the local economy but
“exerted control over almost all aspects of social, political, and economic life in rural
communities.” It seems no minutiae was too small to be beyond the concern of local
officials. Ang (2008) describes local government commissions tasked with regulating
(and taxing) steamed bun production and sales, steamed bun vending being a rather
ubiquitous aspect of Chinese daily neighborhood life. Their authority extended even
into personal family issues such as reproductive planning decisions. Little took place
in the local economy that did not explicitly or tacitly receive the blessing of local
officials.

The labor force remained under the authority of local officials, too. Though the
agricultural “household responsibility system” reforms opened for producers opportu-
nities of non-agricultural pursuits, migration control policies constrained the oppor-
tunities for individuals to pursue opportunities beyond their home domain. For the
economically active population, few options existed: become an independent agricul-
tural producer, a local wage work, a self-employed entrepreneur, or seek risky and
costly “exit” options—undocumented rural-to-urban or overseas migration. Those

wishing to enter the private sector as entrepreneurs owed licensing fees and com-
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mercial and industrial taxes to the local government, which could be levied at the
discretion of local officials.

In some localities private individuals could contract with local governments for
enterprise management rights, and reap subsequent private gains. However, the en-
trepreneurial inputs of private manager-contractors were considerably limited in scope
and mediated by oversight from presiding local government bodies. Managers could
not set wage rates, determine quantity of labor, make investment decisions, or choose
what to produce. Production and profit targets were “negotiated” in management
contracts, with contracts varying in management bonuses and schedules for sharing
the surplus with local government at and above contracted quota. Moreover, man-
agers did not enjoy rights of disposal to the surplus generated—Ilocal governments
mandated its uses, limiting bonus remunerations, controlling 100 percent of the col-
lective TVESs’ profits, and typically directing fifty to seventy percent of the surplus
to reinvestment.

I use quotes on “negotiated” because prevailing institutions vested these enter-
prising individuals with little bargaining power. As both party to and enforcer of
management contracts, local government enjoyed de jure and de facto authority to
cancel or renegotiate contract terms at will. Managers could neither sell nor re-
locate capital, and thus could not credibly threaten “exit” or “hold-up” in negoti-
ating contract terms. Even for talented managers, whose skills might be in broad
demand, restrictions on labor mobility embodied in China’s household registration
system hukou limited their ability to relocate in search of better contracts (either in
terms of compensation or managerial autonomy). Finally, general credit constraints
deterred individuals from expropriating TVE technology and knowledge to establish
truly private ventures. Given the power relationship between officials and enterprise

managers, local government officials could make take-it-or-leave-it offers to managers;
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managers’ functions were mainly confined to enforcing labor discipline and keeping
state assets operating at their production possibilities frontiers.

Though it is safe to presume that managers and government officials collabo-
rated closely in market development, investment, and technological adoption deci-
sions, it was the state sitting at the heart of entrepreneurial and capital allocation
decisions. Rents offered to TVE managers created incentives for them to achieve
static profit-maximization in enterprise operations. However, key business decisions
explaining TVEs’ growth dynamics—investments to expand into new and increas-
ingly technologically advanced sectors—remained in the hands of local government
officials. But from where did local officials’ development-orientation come? The an-
swer, alluded to above, is that institutional reforms—particularly in China’s fiscal
system—transformed local governments into a multitude of atomized, competitive,
entrepreneurial micro-agents.

Wu (2005) argues that post-1978 economic reformers recognized informational
and incentive problems arising from centralized control of the command economy.
Reformers, Wu argues, sought to apply microeconomic contract theory to re-engineer
the misaligned incentives and to decentralize decision making, all while retaining the
institutional environment of public property rights.* Throughout China’s history,
central governments rose and fell on their ability to build government institutions ca-
pable of administering taxation throughout such geographically expansive territory—
a classic principle-agent problem challenging the center’s ability to exercise its will
over peripheral government outposts (Spence 1994). Governance structures in post-
revolution China oscillated between nodes of decentralization and re-centralization as
the political and economic conditions warranted (Meisner 1996). Prior to reform, it

was incumbent upon local governments to collect and remit income to successively

3Historical evidence and interviews with reform-era economists suggest Wu is likely overstating
the case, although reformers were certainly aware of the early works of Kornai (e.g. 1959).
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higher levels of government, which would then be redistributed to localities through
explicit revenue sharing formulas and by fiat political considerations. Local govern-
ments had little incentive to collect taxes or—with little input over the allocation of
fiscal transfers—to utilize revenues efficiently.

Fiscal reforms turned this structure on its head, devolving much political and
decision-making authority from the central government to lower levels of government,
all the way down to the village level. Oi (1999) characterizes this process as granting a
“property right” to local officials in the reputation and performance of their political
domain, although it is perhaps more fitting just to note that fiscal reforms significantly
altered the performance incentives that local officials faced. Fiscal reforms transferred
responsibility for investment projects and other government expenditures to local
governments, while cutting them off from guaranteed fiscal transfers from higher
levels of government. The system did provide a guaranteed “safety net” to maintain
essential “basic needs” government functions, but the baseline was set sufficiently
low to induce local government efforts. In exchange for the onus of self-sufficiency,
fiscal reforms created a range of “extra-budgetary” revenues that localities need not
remit to upper-level government, and over which local officials exercised discretion
to allocate as they saw fit. In addition, localities remained responsible for collecting
budgetary revenues to be remitted to upper-level government, notably “industrial
and commercial taxes” and other income taxes. But instead of remitting these tax
revenues and awaiting their lot of fiscal transfers, local governments entered revenu