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Th e emergence and robust growth of a private enterprise economy in China 

was neither envisioned nor anticipated by its po liti cal elite. In launching eco-

nomic reform in 1978, the initial motivation was to address failures of central 

planning within the institutional framework of state socialism. Th e po liti-

cal elite approved reform policies in order to stimulate productivity in a com-

mand economy weighed down by years of lagging economic per for mance. 

With their continuing emphasis on public own ership, the post- Mao reforms 

seemed nothing other than an ambitious project to shore up the state- owned 

economy in the aftermath of a calamitous de cade of po liti cal turmoil. Compared 

to the sweeping changes under way in other transition economies, the Chinese 

reform seemed overly conservative, committed to restoration rather than trans-

formative change. Contrary to expectations of economists in the West, however, 

China’s economic reforms gave rise to a thriving market economy.

Why did a dynamic private enterprise economy and institutions of capital-

ism emerge in China? How could entrepreneurs overcome formidable barriers 

to entry enforced by government? What are the institutions that allow private 

economic actors to compete and cooperate in a transition economy still domi-

nated by government- owned fi rms? And where did economic institutions of 

capitalism come from? Standard economic theory does not off er ready solu-

tions explaining China’s path to capitalist economic development.

In implementing the party’s reform policies, the central government sought 

to improve incentives by decentralizing and cutting back on state control of 

economic activity. In agriculture, reformers decentralized production to the 

1

Where Do Economic Institutions Come From?

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:35



2 capitalism from below

peasant  house hold through a land- lease system and promoted the gradual 

liberalization of rural markets. In industry, reform mea sures sought to strengthen 

material incentives for management and workers through retention of profi ts 

and more enterprise autonomy. In parallel, the state promoted foreign direct 

investments (FDI) to alleviate capital constraints and to speed up the coun-

try’s technological catching- up pro cess. Reform leaders implemented fi scal 

decentralization to strengthen economic incentives for provincial and local 

government through a revenue- sharing arrangement. Th ough lower- level 

governments have the obligation to submit a fi xed proportion of fi scal reve-

nues to the higher level of government, they retain the residual for their own 

bud get.

In Eastern Eu rope and the former Soviet  Union, following the collapse of 

Communist Party– led governments, economists representing international 

economic agencies gathered in capital cities to advise the po liti cal elites of the 

newly established governments on how to design and build the economic in-

stitutions of capitalism. Th ese po liti cal elites sought, through a rapid sequence 

of top- down reform mea sures, to promulgate the formal rules and regulatory 

structures of market capitalism in line with policies recommended by the 

International Monetary Fund (IMF) and the World Bank. Th e rationale for a 

“big bang” transition, emphasizing rapid, large- scale privatization, price lib-

eralization, and currency reforms, rested on assumptions about the entrenched 

nature of central planning as an economic order. In the view of many econo-

mists in the West, only shock therapy would do the job of breaking away from 

the powerful entrenched interests and all- encompassing grip of central plan-

ning, rapidly providing a legal framework as the institutional foundation of 

a market economy. China’s piecemeal economic reforms appeared destined 

to fail, they thought, while the bold reform mea sures under way in Eastern 

Eu rope and the former Soviet  Union promised in short order through “big 

bang” transitions to institute free- market capitalism.

Within thirty- odd years, however, China’s per capita gross domestic prod-

uct (GDP) calculated at current prices has increased more than thirty times 

in spite of rapid population growth. Starting out from a nominal per capita 

GDP of only $150 at the start of reforms— at that time ranked 131 in the 

world— China entered the group of upper- middle- income countries with a 

registered per capita GDP of $4,603 in 2010. Th e eff ects for social and 

economic well- being  were pronounced. Since the beginning of economic 
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Where Do Economic Institutions Come From? 3

reforms, average life expectancy  rose by fi ve years to seventy- three years in 

2009, even exceeding that in upper- middle- income countries. Income in e-

qual ity increased rapidly after an initial decline, and is on par with that in the 

United States; even so, economic reforms have benefi ted all income groups. 

Between 1981 and 2005, more than 630 million Chinese left absolute poverty 

(based on the benchmark of $1.25 per day for consumption), which reduced 

the fraction of population living in poverty from 81.6 to 10.4 percent, estab-

lishing a record for poverty reduction in human history.

Th e rise of a privately owned manufacturing economy has played a key 

role in wealth creation and has changed China’s industrial landscape dramati-

cally. By 2009, only around 20 percent of the gross industrial output value in 

domestic production was generated by fully state- owned and collective enter-

prises. Forty- one percent accrued to private companies registered as part-

nerships, limited liability companies, or shareholding fi rms. In addition, 25 

percent accrued to limited liability companies of mixed own ership, and 13 

percent to shareholding corporations of mixed own ership (including stock- 

listed fi rms.) Private enterprises secured 40 percent of industrial profi ts, and 

employed 47 percent of the industrial workforce registered in domestic- funded 

companies.

Why  were China’s economic reforms, envisioned as a restoration project, 

more eff ective in fostering market- driven structural change and economic 

growth than the sweeping reforms undertaken by po liti cal elites in Eastern 

Eu rope and Rus sia, which closely followed policy recommendations of the 

IMF and World Bank? Why did the private enterprise economy, initially so 

disadvantaged, not only survive but thrive in China’s transition to a market 

economy?

Th e State Remaking Economic Institutions

Many observers point to the prominent role of central and local government 

to explain China’s successful transition to a market economy, now in its fourth 

de cade of transformative economic growth. Whether this is described as the 

helping- hand government, local state corporatism, or the developmental state, 

there is an underlying notion of the government’s decisive role in devising and 

shaping the emerging institutions enabling and motivating China’s economic 

miracle. It is generally thought that China’s development mainly rests on a 
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4 capitalism from below

state- directed pro cess of institutional change, wherein effi  ciency- enhancing 

formal rules and policies are instituted by po liti cal elites. Although the trial- 

and- error character of economic reform has been widely acknowledged, anal-

ysis interpreting the successes and failures of China’s market transition tends 

nonetheless to focus on po liti cal actors in central or local government. Various 

studies document how local government offi  cials used their regulatory and 

fi nancial power to successfully advance local economic development through 

infrastructure investments or through local industrial or technology parks. 

Even regional analysis of adaptive institutional change rarely focuses atten-

tion on initiatives by entrepreneurs and fi rms, but on the role of local govern-

ments, which, substituting for missing national legislation, provided temporary 

regulations that protected private fi rms against local state expropriation. Wen-

zhou Municipality, for example, a southern coastal city in Zhejiang Province 

that lacked a Maoist- era industrial base, responding to local commercial activi-

ties, put in place local private fi rm regulations already in 1987, one year before 

the central government launched a fi rst offi  cial document to regulate private 

fi rms. Wenzhou offi  cials also established local policies guiding and promoting 

entrepreneurial activities, including a simplifi ed taxation system. Local policies 

there and elsewhere fostering “adaptive informal institutions” suggest that the 

government’s acquiescent attitude often played a supportive role in those locali-

ties, where the marginalized private sector could rapidly develop, in spite of 

missing formal institutions safeguarding private property rights.

Building on the view that the polity, as the enforcer of the rules of 

the game, is “the primary source of economic per for mance,” state- centered 

analysis underscores the role of po liti cal actors. Th e idea that politicians 

play a key role is both substantively undeniable and intuitively appealing. 

With its monopoly of the use of legitimate violence, the state enjoys sub-

stantial cost advantages in institutional change. By contrast, the free- rider 

dilemma constrains the ability of economic actors to assume the cost of col-

lective action to establish and enforce the rules of the game. Th e po liti cal 

elite’s interest in revenue maximization motivates the exchange of public 

goods provision for tax revenue, which in turn aligns elite interest in spon-

soring formal institutional change to promote economic growth.

In departures from central planning, instituting the formal rules of a 

market economy necessarily comes fi rst, in this view, because the polity can 

change formal rules virtually overnight. Informal constraints are not only 

slow to change, but also beyond the reach of the po liti cal elite. Th ey are seen 
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Where Do Economic Institutions Come From? 5

as a source of friction working at cross- purposes to the po liti cal elite’s eff ort 

to implement institutional change.

Th e Limit of the State- Centered Explanation

Th e problem with the state- centered approach, however, is that it cannot 

explain the emergence and self- reinforcing growth of China’s robust private 

enterprise economy, by now a central component of the manufacturing econ-

omy. During the fi rst de cade of reform, though the central government en-

couraged  house hold businesses (geti hu), it explicitly sought to restrict private 

commercial activities to a peripheral role. To the extent that the government 

implemented regulations to legitimize private fi rms, it was in a spirit of toler-

ance of a necessary concession, allowing marginalized social groups— rural 

 house holds, the unemployed, laid- off  and retired workers— to start up small- 

scale production, but not providing active support or a level playing fi eld. If 

the po liti cal elite had had their way, the seeds of capitalism, sowed as an un-

intended consequence of reform policies, would have been contained by 

state- mandated rules restricting the size of private fi rms to individual 

 house hold production, which would have stayed in the traditional mode of 

making small- scale commodities for the market. Th is form of  house hold pro-

duction fl ourished in all preindustrial societies, as in the traditional putting- 

out system in the West before the rise of modern capitalism. Both Karl Marx 

and Max Weber noted that it is a self- limiting form of traditional economic 

or ga ni za tion. In their accounts, the modern capitalist enterprise did not 

develop from traditional  house hold production.

In the early 1980s, the po liti cal elite envisioned the  house hold fi rm as 

an or gan i za tion al form promoting self- employment for marginal economic 

actors at the periphery of an economy dominated by state- owned enterprises. 

Local government freely issued licenses to start up household- based private 

fi rms to farmers producing for urban markets, traditional merchants, artisans, 

peddlers, and educated youths returning to the city from years in the country-

side. Th e po liti cal elite did not anticipate that large numbers of start- up fi rms 

would grow quickly into sizeable manufacturing enterprises even before the 

government formally acknowledged the registration of larger private compa-

nies in 1988.

In many areas, politicians surreptitiously allowed the larger private fi rms 

to register legally as collective enterprises formally owned by local government, 
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6 capitalism from below

though the founding capital was private and actual fi rm operations did not 

involve regular government participation in management. Such “red hat” 

fi rms laid the basis for a thriving private enterprise economy in Wenzhou, for 

example. Local governments received in return a management fee, typically 

specifi ed as a certain percentage of after- tax profi ts. Other entrepreneurs 

attached their business to established collective or state units as so- called 

hang- on  house holds (gua hu). Under these arrangements, entrepreneurs paid 

a fee for the use of the name, stationery, and bank account numbers of the reg-

istered public fi rm. However, such disguised forms of private fi rms remained 

vulnerable to expropriation by local governments through special taxes and 

mandatory contributions to community projects. Th e predatory taxes and ex-

propriation by local government and the looting of assets and wealth of peas-

ant entrepreneurs highlighted the problem of insecure property rights.

It was not until a de cade after the start of economic reform, when private 

enterprise was already growing rapidly, that the fi rst constitutional amend-

ment (Article 11) in 1988 eventually conferred legal status to private fi rms. 

Th e corresponding national regulation—“Th e Temporary Regulations of 

Private Enterprise” ( July 1988)— governing private fi rms with more than 

seven wage laborers (siying qiye), however, still refl ected the government’s 

intent to limit the private sector to a subordinate if not inferior role, as the 

sector was offi  cially viewed as a supplement to the socialist public- owned 

economy.

Th e constitutional change recognizing the legality of private enterprise fell 

far short of conferring social legitimacy and secure property rights upon entre-

preneurs. No explicit central government policy enhanced or facilitated the 

founding of private fi rms. Quite to the contrary, market entry remained costly. 

Th e Administration of Industry and Commerce (the formal supervisory bu-

reau of private fi rms) in Beijing, for instance, required 443 approval items for 

registering a private fi rm. Th e taxation system further deepened the sector’s 

competitive disadvantage. While the maximum tax rate for collective enter-

prise was 55 percent, the corresponding rate for private fi rm income reached 

86 percent. Tax exemptions and tax reductions— typically off ered to newly 

founded public fi rms— were generally not granted for private fi rms. Unlike 

their collective competitors, private fi rms had no access to government- 

guaranteed start- up capital. Overall, the formal status of private enterprise 

remained insecure and subject to local po liti cal interpretation. Discrimination 

was widespread, particularly with respect to applications for export licenses, 
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Where Do Economic Institutions Come From? 7

approval of international travel, or access to production material and qualifi ed 

technical staff . Arbitrary local fees and taxes imposed heavy burdens on pri-

vate fi rms, with up to eighty distinct fees levied on them. Oftentimes entrepre-

neurs faced illegal ad hoc increases of these fees, which in cases of nonpayment 

led to the confi scation of production material or products. Finally, the regula-

tion constrained private- sector entrepreneurship by specifying production 

quotas and restrictions on allocation of after- tax profi ts.

If the private enterprise economy had developed within the institutional 

framework of state- crafted formal rules, it would have been restricted to 

small- scale commodity production and “fake” collectives operated as private 

businesses, but legally owned by local government. In this structural position, 

the private economy could only have developed as an auxiliary sector subordi-

nated to a dominant state- owned economy. Local government’s response to 

competitive pressures from private fi rms was to protect local government- 

owned fi rms. When in the 1990s conservatives in central government enforced 

policies aimed at safeguarding and developing large state- owned enterprises, 

private fi rms legally registered as township and village enterprises  were readily 

shut down en masse. Th rough the de cade of the 1990s, the central government’s 

policy sought to contain the private enterprise economy as a peripheral, sub-

ordinate sector of the Chinese economy. As Jiang Zemin, the general secre-

tary of the Chinese Communist Party, emphasized as late as 1997: “State- owned 

or collectively- owned assets or property must continue to hold a position of 

advantage or superiority. . . .  Th e state- owned economic sector must hold 

a dominant and controlling position with regard to the key sector and key 

spheres.”

Although in 2004 the government amended the constitution to confer to 

private fi rms equality with state- owned enterprises and formally guaranteed 

to “protect the lawful rights and interests of the private sector,” private prop-

erty remained vulnerable. Regulations concerning the creation, transfer, and 

own ership of property  were put in place only with China’s Property Rights 

Law, enacted in 2007 after years of po liti cal controversy. Critics claimed 

that the equal treatment of state- owned and private companies would vio-

late China’s principles as a socialist state. Even after formal rules extended 

equality of rights to private enterprise, many entrepreneurs remain skeptical 

that recent legal reforms provide substantive benefi ts. Th e local courts con-

tinue to be subordinate to local po liti cal interests and priorities of the Com-

munist Party. Even when entrepreneurs succeed in court in litigating claims, 
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8 capitalism from below

often directed at local government, enforcement of court rulings is uncertain, 

especially in the less developed inland provinces. Recent fi gures indicate that 

only 53 percent of court rulings involving domestic fi rms are actually en-

forced. Such problems of uncertainty faced by entrepreneurs are refl ected in 

cross- national indicators of security of property rights, which rank China on 

par with Angola, Belarus, and Azerbaijan, and slightly lower than Rus sia. 

Th ese assessments are in line with the World Bank’s evaluation of the quality 

of business regulations around the world. In 2011, China ranked 151 in 

terms of ease of starting a business, and 93 in terms of investor protection. 

For regulatory quality overall, China ranked seventy- ninth (behind Zambia 

and Vietnam).

Insofar as the po liti cal logic of reform in China was aimed at safeguard-

ing and promoting the public own ership economy, state- centered analysis has 

little applicability in explaining where economic institutions enabling the 

dynamic rise of a private enterprise economy come from. Focusing on state- 

mandated rules has little utility in understanding the dynamics of endogenous 

institutional change.

Endogenous Emergence of Economic Institutions

In order to explain capitalist economic development in China, we focus not so 

much on the policies of the state as on institutional innovations of economic 

actors. While we agree that politicians played an important role in initiating 

the shift to market allocation, we argue that the rise of capitalist economic 

institutions rests on bottom- up entrepreneurial action. Informal economic 

arrangements enabling, motivating, and guiding start- up fi rms provided the 

institutional foundations of China’s emergent capitalist economic order.

But how could entrepreneurs build from the bottom up the economic in-

stitutions needed to protect economic transactions? How did they overcome 

collective action problems? In an institutional environment characterized by 

weak property rights, how did entrepreneurs resolve problems of uncertainty to 

start up fi rms and invest in growth? How could they compete with government- 

owned fi rms that benefi ted from most- favored treatment in the state’s indus-

trial policy?

Our theory explaining endogenous institutional change focuses analytic 

attention on social mechanisms embedded in networks. Our study of the 

founding pro cesses and entrepreneurial activities of private fi rms in the Yangzi 
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delta region examines micro- level mechanisms enabling the rise of economic 

institutions supported by informal norms and social networks within close- knit 

business communities.

When the initial wave of entrepreneurs decoupled from the traditional 

socialist production system, motivated by a search for new profi t- making 

opportunities in decentralized markets, the government had neither initiated 

fi nancial reforms inviting a broader societal participation nor provided prop-

erty rights protection or transparent rules specifying company registration 

and liabilities. Instead, it was the development and use of innovative informal 

arrangements within networks of like- minded economic actors that provided 

the necessary funding and reliable business norms. Entrepreneurs devised 

through trial and error the institutional arrangements that enabled them to 

start up and grow private manufacturing fi rms. Barriers to entry compelled 

and motivated entrepreneurs to build their own networks of suppliers and 

distributors, and below the radar of the state to develop competitive advan-

tage in self- organized industrial clusters of producers, suppliers, and distribu-

tors. Despite the absence of formal rules safeguarding property rights of the 

capitalist enterprise, the emergence and diff usion of cooperation norms at the 

micro level enabled entrepreneurs to commit to a private enterprise economy 

and allowed them to survive outside the state- owned manufacturing system.

Th us, in the de cades of economic reform, bottom- up institutional innova-

tions played a crucial role in enabling and motivating capitalist economic devel-

opment. Such institutional arrangements enabled the private sector to respond 

eff ectively to changing market incentives and opportunities, and thereby 

infl uence— from within the private enterprise economy— the emerging eco-

nomic institutions of capitalism. In this perspective, the rules of the game are 

themselves the outcome of repeated interactions of economic actors.

Initially this was not a broad- based national movement. China’s entrepre-

neurial development was spatially concentrated and grew through protracted 

bursts of entrepreneurial activity, similar to the “waves of creative destruction” 

that Joseph Schumpeter observed in other such dynamic periods. Particu-

larly the Yangzi delta region emerged as a center of entrepreneurial capitalism, 

and thus it lends itself as a natural laboratory to study the formation of capi-

talist economic institutions.

Th rough a bottom- up dynamics of cumulative causation, a fl edgling private 

enterprise economy diff used and grew in the Yangzi delta and in other coastal 

regions. Situated in industrial clusters decoupled from the state- controlled 
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10 capitalism from below

economy, many start- up fi rms rapidly expanded; other start- ups continuously 

entered into play. Swarms of entrepreneurs who started up private manufac-

turing fi rms in these regions began to undercut the dominance of established 

collective fi rms. Th ese  were not the small  house hold fi rms (geti hu) approved 

by the state, but a new or gan i za tion al form of privately owned capitalist fi rms 

(siying qiye). Despite a host of policies aiming to strengthen and modernize the 

state- owned and state- controlled manufacturing base in the 1990s, a rapidly 

growing private enterprise economy cumulatively eroded the market share of 

government- owned enterprises.

Plan of the Book

Chapter 2 lays out the conceptual framework integrating ideas and insights 

from the new institutionalisms. Th ere we introduce our theory of endogenous 

emergence of the institutions of entrepreneurial capitalism and proff er a mul-

tilevel causal model of institutional change. In our model, institutional dy-

namics operate in both directions, from institutional mechanisms embedded 

in macro- structures to micro- level behavior, and from micro- motives and 

behavior to macro- level institutional change.

Th e following chapters apply our multilevel causal model of institutional 

change to substantive fi elds of entrepreneurial action, in order to document 

the rise and operation of informal norms and economic institutions in an en-

vironment devoid of credible and enforceable formal institutions. With our 

analysis we hope to illustrate the underlying micro- level mechanisms that 

allowed China’s entrepreneurs to successfully decouple from the existing sys-

tem of state socialism. Chapter 3 describes the spatial and economic geogra-

phy of the Yangzi delta region, our seven- city sample, our research design and 

the methodology of our quantitative surveys, as well as the use of face- to- face 

interviews. Chapter 4 examines the fi rm’s founding pro cesses and the cor-

responding norms explaining a rapid growth of the private fi rm population. 

How did entrepreneurs raise the initial founding capital? How did they manage 

to start up and expand fi rms in an environment without secure property 

rights protection and formal recognition of their fi rm’s legal status? Where 

did they acquire the “soft skills” of opening and running a business? Chapter 

5 turns to the closely linked question of the specifi c or gan i za tion al strategies 

entrepreneurs employed to limit the individual costs associated with decou-

pling from standard forms of socialist production. Chapter 6 details how 
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similar micro mechanisms guided the development of privately or ga nized supply 

and marketing networks beyond the control of the state. Chapter 7 then dis-

cusses the rise of labor markets. What mechanisms enabled entrepreneurs to 

gain access to skilled labor in an environment where labor allocation and secu-

rity are long- standing privileges of public forms of production? What helped 

private fi rms to gradually develop the norms and labor standards enabling them 

to compete with public and foreign companies for skilled and experienced 

professional staff ? Chapter 8 shifts attention to the key question whether the 

development of workaday norms in entrepreneurial networks allows for dy-

namic fi rm development and innovative activity. Can informal institutional 

arrangements embedded in entrepreneurial networks actually enable private 

fi rms to move up the technological ladder if formal protection of intellectual 

property rights is only in its infancy? Or do we simply witness the rise of a 

parallel economy mainly consisting of fl y- by- night businesses emphasizing imi-

tation rather than innovation, not ready to compete with the government- 

sponsored public fi rm economy strongly supported by national innovation 

policies?

Analysis of these economic activities in China’s state- controlled economy 

would be incomplete if we bypassed the important question as to what role 

po liti cal connections have played in the rise of a private enterprise economy. 

Chapter 9 brings the state back in, examining the role of government and the 

extent to which po liti cal connections facilitated the founding and economic 

per for mance of private fi rms. Chapter 10, in conclusion, reviews the core 

theoretical and empirical fi ndings.
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In the de cades following the start of economic reform in 1978, despite the 

weakness of formal rules protecting property rights, the private enterprise 

economy emerged as the fastest- growing sector. By 2008, it provided employ-

ment for more than 100 million people, roughly twice the size of the workforce 

employed by all government- owned enterprises. Th rough bottom- up endog-

enous pro cesses, entrepreneurs created a parallel economy of more than 5.5 

million offi  cially registered private fi rms with more than $1.3 trillion of reg-

istered capital. From outside the established economic order dominated by 

state- owned enterprises, entrepreneurs developed from the bottom up eco-

nomic institutions that enabled them to compete and cooperate in spite of 

disadvantageous or simply absent state- mandated formal rules. Th ese institu-

tions allowed them to surmount formidable barriers to market entry and 

discriminatory policies of the state.

How could economic institutions develop from the bottom up within a 

relatively short period of time in China? Th e emergence of markets played a 

crucial role in enabling entrepreneurial activities. First, the gradual replace-

ment of bureaucratic allocation by market mechanisms involves a shift of power 

favoring producers relative to redistributors. Most importantly, the emer-

gence of markets gives producers a greater set of choices. Th ey can develop 

new or gan i za tion al and own ership forms and can informally work out new 

institutional arrangements for cooperation and exchange outside the socialist 

system of state allocation. Almost imperceptibly, but accelerating following 

tipping points, self- reinforcing shifts in the institutional environment cause 

2

Markets and Endogenous Institutional Change
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traditional state- owned enterprises to lose market share to hybrid and private 

own ership forms. Second, marketization provides incentives, as in markets 

rewards are increasingly based on a fi rm’s per for mance rather than the strength 

of po liti cal connections. Th e most eff ective way to stimulate productive entre-

preneurial activity and innovativeness is to diminish relative rewards for un-

productive or destructive rent seeking and increase payoff s for productive ac-

tivity. Finally, markets help to detect and assess new opportunities. Opportunity 

creation goes well beyond resource availability through market allocation. 

Th e market mechanism itself off ers economic actors a means to assess poten-

tial opportunities from entrepreneurial action, as well as opportunity costs for 

failing to invest in productive activities. Th e emergence of markets thus endog-

enously expands the opportunities for entrepreneurs and fi rms to identify new 

markets and prospects for profi t making.

In sum, the greater autonomy aff orded by decentralized markets enables 

and motivates entrepreneurs to develop informal arrangements that build from 

the ground up the economic institutions of a private enterprise economy.

Quite unexpectedly, the lack of corresponding legal and regulatory frame-

work supportive of any private fi rms larger than seven employees and not reg-

istered as “red hat” fi rms did not pose an eff ective constraint on entrepreneur-

ial action. Instead, China’s experience shows that “economic activity does not 

grind to a halt because the government cannot or does not provide an ade-

quate underpinning of law. Too much potential value would go unrealized; 

therefore groups and societies have much to gain if they create alternative 

institutions to provide the necessary economic governance.” Th e powerful in-

centives stemming from newly arising market opportunities cannot be over-

estimated. “At that time, anyone starting a business made money” and “You 

have to grasp the opportunity, if you see it” are common remarks expressing 

the atmosphere of the early phase of market transition in China. Just as norms 

embedded in interacting individuals enable, motivate, and guide economic 

transactions in societies with well- established legal systems, informal norms 

develop to facilitate economic activity when economic actors cannot rely on 

the legal system to litigate the resolution of disputes over property rights and 

contracts. Th e informal norms that play such a pervasive and important role 

in launching private sector economic growth in transition economies seem to 

operate fairly eff ectively beyond the shadow of the law. As the general man-

ager of a chemical company in Zhejiang Province noted, “Th ere are so many 

problems with legal implementation. It is easier to get together a circle of 
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14 capitalism from below

friends who inform each other” and “Whoever dares to do something bad, 

everyone will know it.”

Role of Social Norms

During the fi rst de cade of economic reform, entrepreneurs who sought to 

expand their fi rm beyond the approved size of no more than seven employees 

for individual  house hold production (geti hu) risked not only outright expro-

priation by local government, but a host of predatory actions in the guise of 

fi nes, taxes, and “charitable contributions” to government- sponsored projects. 

Even after the central government acknowledged the formal registration of 

private fi rms with more than seven employees in 1988, activities of private 

fi rms remained offi  cially limited to certain sectors. Local governments also 

continued to erect barriers to entry, restricting entrepreneurs’ market access 

to protect collectively owned rural industrial fi rms. In the early 1990s, there 

was even a risk that private entrepreneurs would be accused of speculation or 

smuggling in case of long- distance transfers of goods and ser vices. Yet, de-

spite the absence of legal institutions safeguarding property rights of private 

fi rms, despite weak formal enforcement of contracts, and despite the ever- 

present risk of predatory expropriation, China’s private enterprise economy ex-

perienced explosive growth.

Such broad- based, robust entrepreneurial action supported mainly by 

endogenous economic institutions arising from interacting individuals is 

challenging to explain. It is well known that in small groups, social control 

is a by- product of everyday interactions. “Th e great bulk of controls over social 

behavior are not external but built into the relationships themselves, in the 

sense that either party is worse off  if he changes his behavior toward the other.” 

Even so, control via norms becomes more problematic the larger the size of 

the group and community. Whenever there are costs associated with moni-

toring and enforcing informal rules, actors will assume the costs only if doing 

so results in a greater benefi t to themselves. Moreover, “somebody has to pay 

for the selective incentive, and paying for the selective incentive is, itself, a 

collective action in that it provides a benefi t to everyone interested in the collec-

tive good, not just the people who pay for the incentive.” Th us, stable coop-

eration is likely to depend on a complex set of design principles. Social norms 

can enable close- knit communities to successfully avoid the “tragedy of the 

commons” problem in managing communal resources. Such governance 
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structures rely on long- standing social relationships and community sanc-

tions rather than on external authority to solve the collective action problem 

threatening the depletion of communal resources.

A broad consensus across the social sciences agrees that informal norms 

are mainly eff ective in the governance of exchange in close- knit communities 

of economic actors. Th ese typically involve tribal and peasant societies, or 

in advanced industrial societies, highly specialized markets with a limited 

number of market players engaged in repeated exchange. Detailed case studies 

highlight the variability of motivations and mechanisms of private ordering 

in close- knit networks. Diamond traders, for example, systematically reject 

formal rules as insuffi  cient for the specifi c business risks inherent in the dia-

mond industry. Traders instead rely on a sophisticated extralegal contractual 

regime including arbitration proceedings enforced by trading clubs designed 

to disseminate information about reputation among members. A study of 

confl ict resolution among cattle farmers in Northern California sheds light 

on less standardized procedures. Despite their diff erences, a common iden-

tity as ranchers of Shasta County sustains a live- and- let- live philosophy, 

which enables parties to practice mutual restraint. As long as accounts bal-

ance along multiple dimensions of interpersonal relations, parties in disputes 

settle informally.

If the total gains from cooperation exceed the costs, private orders relying 

on informal norms can provide a stable framework for economic actors to 

sustain repeat transactions. Entrepreneurs in China’s transition economy rely 

on informal norms within their networks to secure trust, acquire information, 

and make cooperation possible in a competitive economy. In spite of bureau-

cratic red tape and missing property rights protection, entrepreneurs have 

founded fi rms and built businesses on the basis of social norms without state- 

mandated contractual law guiding business behavior. Th ey use small loans 

from friends and relatives for their start- up capital, develop supplier and sales 

networks outside the established distribution channels of the state, and resort 

to informal monitoring and mediation to resolve business disputes. Th e co-

operation norms allowing for a continuous growth of the private enterprise 

economy include (1) the norm of reciprocity among fi rms in the same niche; 

(2) the expectation that successful entrepreneurs should help friends, rela-

tives, and employees start up their own fi rms, either directly through fi nancial 

resources or more indirectly with professional advice and on- the- job training; 

and (3) the norm that established entrepreneurs ought not continue to borrow 
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money from friends and relatives, but instead rely on business loans and inter-

nal accumulation to fund new investments. Such norms constitute the sinews 

of endogenous economic institutions facilitating cooperation among entre-

preneurs in the context of fi ercely competitive markets.

In explaining the rise of capitalism, we thus turn on its head the causal 

priority asserted by new institutional economics. However, assigning causal 

priority to the endogenous construction of informal economic institutions 

does not imply that we slight the importance of credible commitment by the 

state to formal rules protecting and legitimating private property rights. In-

formal property rights are claims based on de facto own ership, which by na-

ture is weaker and more uncertain than de jure rights. When challenged by 

competing claims, de facto own ership is always subordinate to de jure property 

rights. Hence, the more the scope and value of transactions increase, the 

greater the entrepreneur’s interest in securing de jure property rights for pro-

ductive assets. Our argument is that the bottom- up construction of endoge-

nous economic institutions has causal priority over state- mandated rules and 

policies in explaining the rise of China’s private enterprise economy. Only 

after the private enterprise economy was already well established as an irre-

pressible and powerful engine of economic growth did the state begin to enact, 

ex post, the formal rules and policies that cumulatively conferred legitimacy, 

formal legal rights, and equality to private fi rms.

Th is is consistent with the causal sequence in the rise of po liti cal and eco-

nomic institutions in the West. Norms often precede laws, and only become 

formalized once a “norm becomes fi rmer” and once “there is growing support 

to formalize it through the promulgation of laws.” Civil liberties, the very 

foundation of demo cratic systems, exemplify this: “Th e legal system can only 

protect free speech if there is substantial support for it among a population 

willing to tolerate dissent and willing to protect those who exercise it.” Con-

gruence between legal rules and informal norms is therefore often the result 

of this sequence where laws simply support, maintain, and extend what is re-

garded as a just and appropriate social norm. As with po liti cal institutions, 

economic law often builds on established and widely accepted business norms. 

In Amsterdam, home of the world’s fi rst stock market and stock company (the 

East India Company, founded in 1602), formal shareholder rights  were largely 

absent, and many of the fi nancial transactions  were even prohibited by law. 

Securities trading relied on self- interest and self- enforcement. By the 1630s 

the Netherlands was already a “highly commercialized country with well 
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developed and innovative fi nancial markets and a large population of sophis-

ticated traders,” although it was not until 1851 that the Amsterdam Stock 

Exchange Association was founded to or ga nize and regulate share trading. 

Likewise, the London Stock Exchange did not receive its fi rst codifi ed rule 

book until 1812, whereas or ga nized securities trading had started as early as 

1698. Th e Brussels stock exchange worked for more than one hundred years 

up to 1935 with minimal government regulation. Worldwide, the inception of 

securities markets was not usually preceded or even accompanied by formal 

state- mandated rules protecting shareholder rights. Company stocks  were 

traded informally and transactions  were treated as gentlemen’s agreements, 

often conducted in local coff ee  houses or open marketplaces. Interest- based 

and self- governed “organizations— mainly in the form of corporations— were 

vital to Eu rope’s po liti cal and economic institutions during the late medieval 

growth period as well as the modern growth period.” Good formal institu-

tions have typically followed, rather than preceded, economic development.

Our Framework

In recent years, a “so cio log i cal turn” in economics has led to a reappraisal of 

emphasis on the causal primacy of the state in innovating institutional change. 

So cio log i cal institutionalism “departs from and complements the institutions- 

as- rules approach, which studies institutions as determined by economic or 

po liti cal forces,” defi ning institutions more broadly as systems “of rules, beliefs, 

norms, and organizations that together generate a regularity of (social) behav-

iour.” Th e so cio log i cal literature on transition economies similarly has sought 

to direct research away from the focus on po liti cal actors of the state- centered 

perspective. Th rough in- depth interviews, observation of natural settings, and 

surveys, fi eld research has uncovered societal sources of endogenous institu-

tional change: “Far from trivial, this close attention to spontaneous pro cesses 

in the everyday life of factories, villages, and neighborhoods raised important 

theoretical questions about the sources of change in communist societies as it 

reveals signifi cant spheres of social action outside the direction and control of 

the party- state.” Th e so cio log i cal turn in economics and the new institution-

alism in sociology are complementary; building on these approaches provides 

rich veins to mine for an explanation of endogenous institutional change.

Th e defi nition of institution we use integrates the structural approach of 

sociology with the agency perspective of economics. We defi ne institutions as 
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systems of interrelated informal and formal elements— customs, conventions, 

norms, beliefs, and rules— governing social relationships within which actors 

pursue and fi x the limits of legitimate interests. Th ey are self- reproducing 

social structures that provide a conduit for collective action by enabling, 

motivating, and guiding the interests of actors and enforcing principal– agent 

relationships. It follows from our defi nition that fundamentally transformative 

institutional change does not simply involve politicians remaking the formal 

rules, but requires the realignment of interests, norms, and power. Our defi ni-

tion shifts analysis of the eff ectiveness of enforcement of contractual agree-

ments to social mechanisms endogenous to the transaction between principal 

and agent.

Sociologists have long held the view of markets as self- reproducing social 

structures within which buyers and sellers transact across market interfaces. 

“However diffi  cult it often is to account for all their detailed characteristics,” 

market institutions “are at least the product of the very things economics 

disregards— the relatively permanent relationships between individuals or 

between groups, which form social structures.” Economists concur that re-

peated exchange is commonplace even in markets characterized by the ease 

and reliability of impersonal exchange. Th e market is defi ned, for example, as 

“a forum” for carry ing out “exchange that is voluntary: each party can veto it, and 

(subject to the rules of the marketplace) each freely agrees to the terms [italicized in 

original].” In such defi nitions, “the market” is generally diff erentiated from “a 

market” or “a marketplace,” which refers to a specifi c physical place or cyber-

space where goods are bought and sold: “By ‘the market,’ I mean the abstrac-

tion.” But economists have yet to fi nd a fully satisfactory way to characterize 

the structure and pro cess through which fi rms actually constitute a market. 

Indeed, as Harrison White has observed, “because the market is a tangible social 

construction opaque to tools familiar to economists, and because sociologists 

by and large have not looked, the market has remained a mystifi cation.”  In 

addressing how to characterize the market as a self- reproducing social struc-

ture, White proposed “embedding economists’ neoclassical theory of the fi rm 

within a so cio log i cal view of the market” by integrating signaling theory. In 

his model, fi rms are like organisms seeking out niches in an ecol ogy. Markets 

develop as endogenous institutional constructs as fi rms watch signals emitted 

by their competitors and position themselves to compete in a niche.

Th e challenge to demystify markets calls for examining the relationship 

between norms embedded in informal social pro cesses and the formal rules 
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mandated and enforced by the state. Many economists now accept the view 

that social norms are likely to play a stronger role in explaining economic be-

havior than was commonly assumed. Indeed, the formal rules that make up 

the institutional environment and informal norms embedded in ongoing social 

relations jointly interact to shape economic behavior in the marketplace.

In a generalized multilevel causal model (see Figure 2.1), top- down pro-

cesses allow higher- level and more encompassing structures to shape— both 

constrain and empower— the structures and actions at lower  levels. But 

“simultaneously, counterpro cesses are at work by which lower- level actors and 

structures shape— reproduce and change— the contexts within which they 

operate.” Top- down and bottom- up pro cesses interweave “as they combine to 

infl uence institutional phenomena.” Causal mechanisms operate in both 

directions, from macro to micro and micro to macro levels. Th us, state insti-

tutions not only impose formal rules on corporate and individual actors but 

also respond to accommodate interests mobilized from the bottom up. Eco-

nomic actors can through collective action trigger changes in the institutional 

environment. Th e arrows pointing downward from societal institutions indi-

cate constraints placed on social action through formal rules and the sanc-

tions enforcing them. Th e arrows pointing upward indicate that the macro 

environment is constituted and modifi ed by social action. Th is may involve 

mobilization or negotiation that utilizes channels in compliance with formal 

rules, as with formal types of lobbying. Or it may sometimes involve collective 

noncompliance and accompanying endogenous innovation.

Only if individual interests and preferences are well aligned with the incen-

tives structured in the institutional environment will they reinforce compli-

ance with formal rules through self- monitoring and mutual enforcement. 

Otherwise, if individual interests are not aligned with the structure of op-

portunity legitimized by the state, strategic interest may give rise to decou-

pling from institutionalized routines, which may in turn lead to the forma-

tion of self- help opposition norms once a suffi  cient number of actors decide to 

decouple from the formal framework. Informal norms gain in importance as 

more and more actors fi nd it rational to decouple from existing formal rules. 

Th e collective action of economic actors imposes pressure on the state to re-

spond initially by enforcing the existing legal and regulatory structures. Once 

a critical mass is reached, however, and collective action becomes self- 

reinforcing, the state can no longer eff ectively enforce compliance. Opposition 

norms may eventually spur changes in the formal rules, if a certain threshold 
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level of noncompliance with state- mandated rules is reached and state actors 

see a need to adjust formal rules accordingly. In this way, social norms and 

group behavior are no longer relegated to a passive role of cultural fi lters, but 

comprise active forces of endogenous institutional change.

Th e bottom- up emergence of capitalism in China rests on the following 

causal factors. First, shifts in market competition provide incentives for eco-

nomic actors to come up with bottom- up institutional arrangements to secure 

gains from emergent opportunity structures. Second, entrepreneurial action 

generates institutional innovations, and through a pro cess of trial and error, 

successful solutions diff use through the regional economy. Th ird, mutual 

monitoring and enforcement in crosscutting networks of like- minded actors 

Figure 2.1.  A multilevel model of institutional change.
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reinforce novel behavioral strategies and norms. Fourth, through mimicking, 

swarms of followers pile in, and following tipping points, a self- reinforcing 

social movement dynamic evolves, which in turn facilitates local collective 

action to lobby for changes in the formal rules consonant with informal 

norms. Industry- based associations and lobbyists act as agents representing 

social interests. Politicians eventually respond to bottom- up innovations by 

changing formal rules to accommodate and regulate emerging economic 

realities.

Maintaining Social Norms

Th e structure of social relationships matters in explaining economic behavior.

But what explains motivation for trustworthiness and abstention from oppor-

tunism in ongoing social relationships? Why is trustworthiness found more 

commonly in such relationships than in transactions between strangers?

Th e answer is found in specifying the mechanisms intrinsic to social rela-

tionships that develop and maintain cooperative behavior, enabling actors to 

engage in collective action to achieve group ends. Th ese mechanisms are rewards 

and punishment in social exchange and their use in upholding norms: shared 

beliefs and expectations as to appropriate behavior.

Informal norms arise from the problem- solving activities of human beings 

in their strivings to improve their chances for success—that is, the attainment of 

rewards—through cooperation. Th ese rule- of- thumb guidelines as to ex-

pected behavior evolve through trial and error and are adopted by members of 

a group when they result in success. In other words, “members of a close- knit 

group develop and maintain norms whose content serves to maximize the 

aggregate welfare that members obtain in their workaday aff airs with one 

another.” Hence, norm emergence involves a collective learning pro cess in 

which members gain experience through diff erent strategies and gradually 

identify those that seem to have an edge over others. Established norms 

have previously evolved through similar social learning pro cesses.

Numerous studies confi rm the effi  cacy of social rewards and punishment 

in motivating trustworthy behavior and abstention from opportunism with 

respect to the norms of the group. Th ese informal standards of appropriate 

behavior are maintained when reward is expected to follow conformity, and 

punishment, deviance. Members of a group routinely reward conformity to 

norms by conferring social approval and status. Conversely, members punish 
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failure to conform to norms through their social disapproval and, ultimately, 

through ostracism. Hence, the monitoring of norms is a spontaneous by- 

product of social interactions. Repeated interactions lower the cost of moni-

toring members, assuming they are in close enough contact with one another 

that information about members’ conduct is common knowledge. Reward 

and punishment in repeated exchanges— when actors take into account the 

weight of the future, as in ongoing relationships— motivate cooperative be-

havior. Community sanctions complement bilateral responses, applying also 

when transactions are infrequent. In sum, trustworthiness and reliability as 

forms of cooperative behavior arise from rational action responding to social 

rewards and punishment in ongoing relationships.

A detailed account of interactions in a work group made up of a supervisor, 

sixteen agents, and one clerk illustrates how the self- interested action of indi-

viduals endogenously produces a pecking order through social exchange. 

Agents consulted fellow agents about the appropriate legal rules that applied 

to their case, rather than bring their questions to the attention of the supervi-

sor who evaluated their work. Th e interactions involved both gaining some-

thing and paying a price, as in market exchange:

A consultation can be considered an exchange of values; both participants 

gain something, and both have to pay a price. Th e questioning agent is en-

abled to perform better than he could otherwise have done, without expos-

ing his diffi  culties to the supervisor. By asking for advice, he implicitly pays 

his respect to the superior profi ciency of his colleague. Th is acknowledge-

ment of inferiority is the cost of receiving assistance. Th e con sul tant gains 

prestige, in return for which he is willing to devote some time to the con-

sultation and permit it to disrupt his own work. Th e following remark of an 

agent illustrates this: “I like giving advice. It’s fl attering, I suppose, if you 

feel that the others come to you for advice.”

Th e importance of social rewards (e.g., status) and sanctions in the normative 

regulation of a social structure is highlighted  here.

Members of social groups cooperate in enforcing norms because not only 

their interests but also their identities are linked to the group’s success. Ra-

tional choice theory emphasizes reputational eff ects on social behavior, but 

emergent principles of proper conduct embedded in identities are also impor-

tant in norm compliance. For example, there are many occasions when no 

one is monitoring closely, yet people comply with norms that are woven into 
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their identity. Th is is because identity as well as interests explains the willing-

ness to cooperate in a competitive environment.

Routine social exchanges, especially repeated transactions, along with the 

potential for community sanctions, constitute glue for the bottom- up institu-

tional arrangements that endogenously arise to sustain long- term economic 

relationships. Mutual dependence— on information fl ows, on access to scarce 

resources, on interfi rm collaboration in technology development, and on pri-

vately or ga nized supply networks autonomous from state- controlled sources— 

further reinforces long- term stability of contractual relationships, without 

reliance on third- party enforcement.

Th e social mechanisms guiding the action of fi rms within networks and 

industrial clusters are not dissimilar from those infl uencing strategic action of 

individuals in close- knit groups. When facing uncertainty under high stakes, 

intendedly rational actors satisfi ce by looking for successful competitors and 

making plausible guesses about the reasons for their success. Organizations 

tend to mimic other, similar organizations that they perceive to be successful. 

For manufacturers especially, mimicking entails learning by doing in eff orts 

to internalize the technological and or gan i za tion al basis of success of leading 

competitors.

Social Norms and Institutional Change

Th e behavior of economic actors frequently bears little resemblance to the legiti-

mate courses of action stipulated by state- mandated formal rules. Instead, social 

groups based on personal connections serve to or ga nize market- oriented eco-

nomic behavior according to informal norms refl ecting the private expectations 

and interests of individuals. Th ey often act at odds with the goals formulated 

by politicians.

Norms operating in the shadows of state- mandated rules can both limit and 

facilitate economic action. On the one hand, a decoupling of norms from these 

rules can give rise to ineffi  cient allocation of resources when individual actors col-

lude to secure resources from government for their group, resulting in structural 

rigidities and economic stagnation. In Rus sia, mafi a- like business networks 

operated to obstruct Boris Yeltsin’s eff orts at building a market economy. On the 

other hand, a decoupling of norms can also facilitate economic action and pro-

mote growth by providing a framework for trust and collective action. In China, 
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informal privatization and local institutional arrangements have contributed to 

two de cades of economic growth during the early stages of economic reform.

Given the variance of possible interactions between formal rules and social 

norms, it is a central task for theory development to better specify the nature of 

the relationship. Under what conditions will norms evolve into self- reinforcing 

opposition norms, which then undermine the eff ectiveness of formal rules? By 

opposition norms we refer to beliefs that enable, motivate, and guide collective 

action, decoupled from and not legitimated by state- mandated rules. Opposi-

tion norms are commonplace in all societies and span a wide range of activi-

ties, be they those of alienated minority youths in America and Eu rope or 

the untaxed economic transactions between buyers and sellers in the informal 

economy of established market economies. Especially in the early stage of 

norm emergence, opposition norms often involve “subterranean” activity below 

the radar of the state, and thus are not detected by law enforcers. Th ey can 

remain below the radar indefi nitely, but at an infl ection point, opposition norms 

can burst into the public arena to enable, motivate, and guide self- reinforcing 

collective action compelling politicians to respond. Po liti cal elites face a range 

of options in their response, from strengthening law enforcement and use of 

coercive force to adaptive institutional change.

To understand the link between opposition norms and endogenous insti-

tutional change, it is crucial to explore the role of private orders in allowing 

members of social subgroups to improve their welfare position, although the 

state is unwilling or unable to protect their economic transactions. Clearly, to 

the extent that social groups have interests and preferences in de pen dent of 

what politicians or or gan i za tion al leaders want, informal norms and or gan i za-

tion al practices will evolve to “bend the bars of the iron cage” imposed by formal 

rules. Whether decoupled norms operate only under distinct circumstances or 

more widely, developing into self- reinforcing opposition norms leading to 

endogenous institutional change, depends on whether a critical mass of soci-

etal participation is reached. In all command economies it was common-

place that individuals and fi rms sought to alleviate shortages of the formal 

economy by resorting to black- market activities and barter trading. While 

this practice was against the formal rules, it never gave rise to endogenous 

institutional change. Although company managers hoarded goods and repair 

parts to prepare for unexpected shortages, these activities remained limited in 

scope. In retrospect, the scattered occurrence of black markets and barter 

trading may have stabilized the system, as companies  were better able to respond 
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to temporary shortages. Black markets may also have helped to contain social 

discontent. As a thought experiment, assume now an alternative scenario: Given 

the benefi cial eff ects of barter trading and black markets, a growing number 

of economic actors divert parts of their production to black- market activities. 

Th e informal economy expands and expands, and subsequently planned pro-

duction and public revenues decrease. Once a certain tipping point is reached, 

the offi  cial economy collapses.

Th e reason why in socialist economies the informal norms of black markets 

and barter trading did not evolve into self- reinforcing opposition norms is fairly 

obvious. Institutional and or gan i za tion al sanctions eff ectively suppressed these 

activities. Tight monitoring, high probabilities of detection, and costly sanctions 

made black- market activities risky and expensive. Th e above counter- scenario 

would be possible only if increasing numbers of actors could con ve niently imitate 

the illegal activities at low cost without fear of sanctions or punishment.

Th e contrast between these scenarios underscores the conditionality of norm 

development. Evidently, to understand the diff erent aggregate outcomes result-

ing from confl icting formal and informal norms, it is important to study the in-

dividual choices economic actors are facing. Th is moves individual utility expec-

tations to the center of analysis. Th e key question is to identify under what 

conditions the total number of individuals who choose to deviate from the exist-

ing state- mandated rules reaches a critical mass and gives rise to a self- reinforcing 

opposition norm. Only in this case do informal norms evolve as an in de pen dent 

source of institutional change, even in the absence of a formal coordinator.

Th e individual choice either to follow state- mandated rules or to deviate 

can be illustrated using a Schelling diagram that links the expected individual 

utilities with aggregate, observable preferences in society. Schelling’s core 

insight is that utilities shaping an individual’s behavior often depend on the 

observable behavior of others in the community or peer- group. For instance, 

a person might be much more inclined to employ a  house maid without paying 

social security taxes if it is common knowledge that all the neighbors do the 

same. Tax discipline also rapidly declines once tax evasion has become known 

as common practice. Of course the link between individual and aggregate 

behavior is not limited to cases of legal confl ict but also is common in every-

day situations. For instance, a dinner guest may fi nd it perfectly satisfying to 

wear jeans and a sports coat for a dinner party if everybody  else does the 

same. Th e perceived satisfaction is likely to be much lower, however, if every-

body  else is wearing dinner jackets or eve ning gowns.

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:36



26 capitalism from below

Assume now an individual i facing a binary decision either (1) to follow 

and comply with a state- mandated rule or (2) to deviate and follow an alterna-

tive informal norm. It is sensible to assume that in any society there will always 

be a certain number of individuals who do not comply with given rules. Smok-

ing in public spaces, speeding on highways, and evading taxes are common 

examples. Reasons for noncompliance may range from unexplained random 

behavioral mutations to rational calculation via shifts in ideology within a 

small social group. Th rough word of mouth and observation, such pre ce dents 

will lead to imitation, if the par tic u lar behavior seems to have an edge. Since 

“rules that prescribe behavior . . .  do not infl uence behavior unless people are 

motivated to follow them,” it is sensible to further assume that the value to 

the individual actor of a distinct behavioral choice generally increases with 

the number of other individuals following the same rule or norm. In other 

words, it is the conformity to the norms of a social group that renders the behav-

ior valuable and a form of capital. Th e expected individual payoff  of complying 

with either the state- mandated rule or the decoupled informal norm increases 

with the number of others making the same choice.

In the following graphical illustrations (Figures 2.2– 2.4), C indicates the 

utility (u
i
) an individual secures by choosing to comply with state- mandated 

rules. D indicates the corresponding utility if the individual deviates and his 

or her activity is guided by opposition norms. For simplifi cation but without 

loss of generalizability, both functions are assumed to be linear. In reality, one 

will observe cases with decreasing marginal payoff s and a leveling off , once a 

certain proportion of society follows the respective norms. Th ere will not be 

negative marginal eff ects, however. On the horizontal axis mea sured from 0 

to N, X indicates the number of “others” in society who choose to deviate. Th us, 

in the far left at 0, all other members of society comply with state- mandated 

rules; in the far right corner, all N members of society deviate.

Scenario I (see Figure 2.2) captures the situation typically described by the 

legal- centrist tradition of the new institutional economics. Compliance with 

state- mandated rules always yields higher individual payoff s than noncompli-

ance, in de pen dent of the total number of others who choose either to comply 

or to deviate. D begins below zero for two reasons: First of all, the individual 

behavioral choice will not yield any positive payoff s if that choice is not shared 

by other members in society. Second, even though state enforcement can never 

be complete, noncompliance is likely to be penalized, given the high detection 

risk in a fully rule- compliant society (as others may denounce noncompliant 
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behavior). Th ere is no point where expected benefi ts from decoupling are 

higher than benefi ts from rule- compliance. Even if all N members of society 

choose to deviate (the intersection of D with the right y-axis), the expected 

individual utility from deviation would still be smaller than if they complied 

(compare with the intersection of C with the right y- axis). Th is scenario is 

broadly consistent with the assumption of the state as the central arbiter of 

institutional change. In this view, there is no possible distribution between 

deviators (X ) and compliants (N − X) where decoupling of norms promises 

individual advantages, which explains why institutional change is not initiated 

from below. Underlying reasons may be diverse. On the one hand, eff ective 

sanctioning through state agencies may explain the smaller payoff s connected 

with noncompliance. On the other hand, collective action problems associated 

with norm enforcement may explain this. In any case, under the expected util-

ity functions, any rational individual i is likely to comply.

Scenario II (see Figure 2.3) illustrates the opposite case, where individuals 

who deviate enjoy consistently higher payoff s than individuals who comply 

with state- mandated formal rules— independent of the number of others who 

choose to deviate or comply. Even if only one other individual i out of N devi-

ates as well, benefi ts from noncompliance are consistently (and increasingly) 

higher than those from rule compliance (D > C). Th is scenario would apply 

both where state- mandated rules are eco nom ical ly ineffi  cient (no positive 

C

ui

D

N

Figure 2.2.  Scenario I: Dominance of formal rules.
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payoff s from C) and where the state does not have the fi nancial and adminis-

trative means (or po liti cal will) to eff ectively enforce state regulation. In real-

ity, however, this case is unlikely to be found unless in situations of po liti cal 

distress and disorder, where state power has almost fully collapsed.

Scenario III (see Figure 2.4) presents the most interesting case, as it incor-

porates the potential rise of opposition norms and exemplifi es scope condi-

tions under which institutional change may be driven by their spontaneous 

development. In this case, C and D intersect. At the intersection, where X of 

the other members of society deviate and (N − X) members conform with 

state- mandated formal rules, compliance and noncompliance promise the 

same individual rewards. Th is point X represents a saddle equilibrium, how-

ever. If only one more individual joins the group of X individuals who deviate, 

expected utility from noncompliance is higher than from rule compliance. 

Th ereafter, a self- reinforcing pro cess will tend to evolve and draw in more and 

more individuals. Th us (X + 1) marks a tipping point. Individual noncompli-

ance may thus turn into a self- reinforcing opposition norm.

Based on this scenario, it is fairly straightforward to identify the specifi c 

set of scope conditions under which a decoupling of social norms may become 

an in de pen dent source of institutional change. Let a specify the expected 

C

D

N

ui

Figure 2.3.  Scenario II: Ineffi  cient and nonenforced state- mandated rules.
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individual utility if all other members of society comply. Let b specify the mar-

ginal decrease in utility with every additional “other” who does not comply. 

Th en, with X indicating the number of individuals choosing to deviate, the 

expected payoff  C from norm compliance for any individual i equals a − b X.

Now let e ≤ 0 specify the negative utility (costs) of noncompliance if no 

other member of society deviates. Whereas these costs will vary with local 

legislations, their level is defi ned by the detection rate and expected penalty 

(including legal costs and social sanctions). Negative values for e indicate that 

no individual i can expect positive rewards from deviation if no other indi-

vidual out of N deviates as well. Of course, it is not even a norm unless shared 

with a group of others, so that no benefi ts are expected; in addition, risk of 

penalization through state and society are extremely high if everybody  else 

follows state- mandated rules. In reality, enforcement of formal rules of the 

state may vary locally, depending on the capacity and interests of local admin-

istrators. Diff erences in the bud getary position, particularly, but also variation 

in po liti cal ideology can infl uence the quality of law enforcement. One should 

therefore think of Figure 2.4 as illustrating context- bound regional and local 

conditions rather than a general societal condition, for across a country one 

is likely to fi nd variations of e. Variations may be particularly pronounced in 

transition and developing countries, where regulatory and administrative 

quality often diff er substantively between the capital and remote hinterland 

regions.

X (N X)−

X

C

D

N
e

a

ui

Figure 2.4.  Scenario III: Institutional change from below.
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Th e slope coeffi  cient f refl ects the marginal increase in individual utility 

from noncompliance, resulting from a growing number of individuals shar-

ing the same norm. Th en the expected reward D from deviation is e + f X. 

Th e emphasis  here is on net utility, defi ned by gross utilities resulting from 

sharing a norm minus expected or ga ni za tion costs of overcoming collec-

tive action problems. As with e, the slope coeffi  cient f refl ects local but not 

national conditions of trust and cooperation. Diff erent values of f refl ect dif-

ferences in the willingness to cooperate and the associated or ga ni za tion costs, 

which may well vary between high- trust societies under collectivist cultural 

beliefs and individualist societies. Similarly, cooperation in homogeneous 

communities that share the same religion, ethnicity, local tradition, and cul-

ture is more likely to benefi t from higher trust and lower or ga ni za tion costs 

(signaled by a steeper slope coeffi  cient f ) than in extremely heterogeneous 

communities.

Both curves will intersect if

(1) (a – e) / (b + f ) = X < n

Clearly, in any society there will always be some individuals who deviate 

from formal rules, even though deviation is associated with lower expected 

rewards (left of the intersection point). In some cases this may refl ect random 

behavioral mutations or certain character traits of the deviators. In other cases 

deviators may be socially or eco nom ical ly marginalized and denied access to 

certain social groups or economic activities. Th us the far left position at 0, 

where all other members of society comply with state- mandated rules, is vir-

tually never realized. Whether this pool of initial deviators will eventually be 

joined by a substantial group of followers to trigger the rise of a self- 

reinforcing opposition, however, depends on the net benefi t individuals expect 

from switching from compliance to noncompliance. Th is is to say, the rewards 

from rule compliance need to be less than the expected rewards from noncom-

pliance in case one more individual decides to deviate. Hence, self- reinforcing 

opposition norms emerge only if

(2) a − bX < e + f (X + 1) or X > (a −  e − f ) / (b + f )

If we further assume for con ve nience that the fi xed payoff  a and marginal 

decrease b in case of compliance with an established state- mandated rule are 

given, e and f emerge as crucial determinants to explain whether a decoupling 

from formal rules gives rise to opposition norms. From equation (2) we infer: 
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Th e smaller the fi xed costs of noncompliance (e) and the higher the marginal 

increase of individual utilities ( f ), the smaller the critical mass (X + 1) needed 

for self- reinforcing opposition norms to evolve.

What does this imply? First of all, low fi xed costs of noncompliance (e) in-

dicate that the state and its representatives lack either the or gan i za tion al ca-

pacity or the po liti cal will to monitor and penalize those who deviate. Th is 

may be a central reason why almost all transition economies, which in their 

early reform period  were often po liti cally divided and tied down with admin-

istrative restructuring and capacity building, witnessed to a certain extent a 

decoupling of norms and bottom- up institutional change. Second, values of f 

increase with smaller coordination costs among those who deviate. Th is is re-

fl ected in the fact that opposition norms often fi rst emerge within locally con-

fi ned areas or well- defi ned social groups, where members of society maintain 

close relations, interact frequently, and maintain high levels of mutual trust.

In light of this graphical and analytical exercise, the idea of the state as a 

necessary arbiter of institutional change evidently builds on a specifi c set of 

conditions. Central is the assumption of a relatively disadvantageous reward 

structure for decoupled norms. Particularly high or ga ni za tion costs to over-

come collective action problems (which reduce the slope coeffi  cient f ) are 

widely believed to impede the ability of individual actors to self- organize. 

However, this may be an overly pessimistic view. Th ere are other robust mech-

anisms that can promote cooperation within social groups, including frequent 

interaction in relationships, bilateral monitoring by parties to a contract, and 

community reputation and sanctioning. Th e same mechanisms also explain 

why informal norms can decouple from state- mandated rules at reasonable 

or ga ni za tion costs and eventually develop into opposition norms as an in de-

pen dent source of institutional change.

Such norm innovations need not remain locally constrained. Depending 

on the specifi c network topology, local innovations can quickly gain momen-

tum and trigger contagion eff ects throughout a regional economy. Network 

typologies characterized by local clustering of people in small autonomous but 

interconnected social groups can speed up the diff usion of local innovations 

substantively, as studies in dynamic game theory show. Th e recent changes in 

social norms on smoking in public spaces underscore that new norms can dif-

fuse relatively quickly.

Just as our model predicts a self- reinforcing pro cess toward local institu-

tional change, so it also explains conditions under which a decoupling of 
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norms does not become self- reinforcing. If fi xed costs of noncompliance (e) 

are suffi  ciently large, and or ga ni za tion costs suffi  ciently high (reducing f ), op-

position norms will not reach a tipping point. Th is scenario refl ects the relatively 

stable po liti cal and economic situation before the start of market liberalization 

in the Eu ro pe an and East Asian transition economies. Although individuals 

may to a certain extent have turned to black- market activities and barter trad-

ing, the costs of noncompliance remained suffi  ciently high to counter a social 

movement dynamic leading toward capitalist transformation. Due to the eff ec-

tiveness of mass mobilization campaigns, the power of ideology, and the encom-

passing interests of an authoritarian leadership, would- be deviators simply faced 

prohibitive costs in case of noncompliance. Moreover, the lack of markets 

greatly increased coordination and or ga ni za tion costs, making survival outside 

the plan virtually impossible.

Capitalism from Below

Th e emergence of capitalism in China followed the pattern of institutional 

change endogenous to the transactions of economic actors. Th e incremental 

marketization approach taken by reformers in China allowed economic actors 

to develop, through trial  and  error, business norms that  were quickly adopted 

by others emulating the success of early business leaders. Many of China’s 

institutional changes  were not driven by top- down state- mandated rules. 

Rather, changes in formal rules legitimating the private enterprise economy 

tended to follow ex post changes in the real economy. Whether in agriculture, 

industry, or fi nance, bottom- up endogenous institutional change played a 

decisive role in shaping China’s reform strategy. In Anhui Province, peas-

ant  house holds initiated the decollectivization of people communes in the 

late 1970s. In an eff ort to increase agricultural productivity, they reparti-

tioned collective land for individual  house hold production and instituted a 

community- based land- lease system. A national policy calling for a general 

decollectivization of all people’s communes followed only after other com-

munities had begun to copy the grassroots system, and reports had con-

fi rmed the steep productivity increases. Similar pro cesses characterize the 

fi nancial market. Company managers and own ers without ready access to 

bank loans had already in de pen dently developed alternative forms of exter-

nal fi nance such as informal trading of company stocks and corporate bonds, 

when in 1990 the central government fi nally opened the fi rst national stock 
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markets to regain state control over the uncontrolled growth of the fi nan-

cial market.

After the government’s economic reform policies established the legiti-

macy of market exchange as an alternative allocation mechanism alongside 

state planning, allocation of factor resources by central planning declined 

rapidly, from 70 percent in 1980 to 14 percent in 1991. For manufactured 

goods, the categories of products subject to mandatory distribution through 

nonmarket channels decreased from 120 in 1980 to 50 in 1988, to make up 

only 16.2 percent of the total value of industrial output. By 1991, the number 

of categories dropped to only 21. Parallel to this, the number of commodities 

distributed by the state supply bureaucracy declined from 256 in 1980 to only 

19 by 1989. Th ese massive shifts away from central planning led to signifi -

cant declines in the redistributive role of the central state. Although the state 

continued to set the prices for key agricultural and industrial products, by 

the early 1990s state regulation was no longer the dominant mechanism 

determining the prices of goods and ser vices. Th e number of marketplaces 

more than doubled from 1978 (33,302) to 1991 (74,675). Th e volume of trans-

actions in these markets increased at an even more rapid rate (over twenty 

times) from an initial small base in rural free markets. By the 1990s, there 

was a wide variety of market arrangements, including many types of commod-

ity markets, labor markets, realty markets, fi nancial markets, and lending 

institutions.

Opportunities for entrepreneurs to profi t from market exchange grew 

concomitant with the expansion of markets. Widespread experimentation with 

new forms of production and own ership forms followed. Before the start of 

economic reforms in 1978, China’s industrial sector was made up of only two 

or gan i za tion al forms: state- owned enterprises and to a lesser extent collective 

enterprises. Th irty years later, offi  cial rec ords of China’s National Bureau of 

Statistics distinguish ten or gan i za tion al forms in the urban industrial sector. 

Th eir increased diversity now spans the continuum from the public corpora-

tions listed on China’s stock exchanges to modern shareholding corporations 

(siying qiye), some included on the Forbes list of largest enterprises.

Initially, it was mainly marginal economic actors who responded to the new 

market opportunities. Th ese individuals had little to lose and much to gain by 

decoupling from the socialist system of public own ership and central labor 

allocation. Typically they came from modest backgrounds. Often they  were 

of peasant social origin or  were simple factory workers, and many had only 
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primary education. Th eir prospects for employment in the state- owned econ-

omy  were limited, and they did not mind the low status connected with private 

commerce. With modest  house hold savings, peasants fi rst opened small family 

businesses in agricultural goods, construction material, or farm machinery 

repair, or small- scale trading companies. As they began to produce simple con-

sumer goods long neglected by the state’s production plans, private fi rms devel-

oped quickly in villages and townships. Machinery was bought secondhand, and 

space typically was rented in abandoned factories or buildings. Many started 

their fi rst business with the equivalent of just a few hundred U.S. dollars 

pooled through savings from family and friends. Th e entrepreneurs who survived 

the early start- up phase could multiply their annual incomes within a short period 

of time. Th ese entrepreneurs and their fi rms became role models, drawing in 

large numbers of local imitators, who then also abandoned socialist forms of 

production. It was, as Deng Xiaoping noted, “as if a strange army appeared sud-

denly from nowhere” to found private fi rms in the countryside.

With growing local density of entrepreneurial eff orts, informal business 

norms and institutional arrangements evolved to facilitate business operations 

within local production networks. As these entrepreneurs  were excluded from 

access to the state- owned banking system and state- controlled supply and 

distribution channels, norms of mutual support developed. Private manufac-

turing fi rms co- organized nonstate supply and distribution outlets. Entrepre-

neurs in Wenzhou Municipality, for instance, set up their own sales agencies 

to market local products nationwide. Elsewhere, managers of small- scale op-

erations pooled their individual orders to benefi t from cost advantages for 

large- scale orders. Mutual short- term lending allowed entrepreneurs to ex-

pand and develop their businesses. Frequently private business loans did not 

require either contracts or the payment of interest.

Business norms established a solid basis for cooperation. Assistance of 

friends and relatives was based on the expectation that mutual favors would 

balance out over time. Everybody is aware that without mutual assistance “it 

would be very hard to do business” and that “it is impossible to just rely on your-

self.” A handshake seals the exchange, and gifts (like free products or ser vices) 

signal personal appreciation and gratitude. Cooperation in business commu-

nities rests on the entrepreneurs’ reputation. In such close- knit groups, loans 

rarely default. “One default on one loan, this would ruin the entire reputation.” 

Th e own er of a factory producing and trading specialized steel stated unequiv-

ocally, “I refuse to do business with someone whom I have heard from three 
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people bad things about. I will not do business with that person even if they 

threaten to cut my head off .” Th rough the robustness of relationship- based 

trading and local business norms, private fi rms fl ourished, even while state- 

guided economic reform emphasized and prioritized public own ership forms.

Over time and with growing density of entrepreneurial eff orts, business 

norms matured within emerging production markets and the payoff  for 

those individuals decoupling from state- mandated rules increased considerably. 

Th e pioneering entrepreneurs recall a still- chaotic business atmosphere lacking 

clear norms and a generally agreed- upon code of conduct, but the followers 

could rely on a growing group of businesses that could help out with capital, 

material, technology, and business information, and most importantly, these 

producers operated within the framework of local business norms. Evidently, 

the larger the group of entrepreneurs, the greater the expected benefi ts for those 

who also planned to found a private business outside of the state- mandated and 

state- protected property forms. Once a tipping point of local entrepreneurial 

activity was reached and local business norms  were in place (as visualized by 

point X in Figure 2.4), the ripple eff ect of expanding networks of players fur-

ther contributed to self- reinforcing institutional change. In many localities, 

private own ership forms of production simply became dominant among busi-

ness foundings. Not only could informal arrangements and cooperative norms 

among entrepreneurs help mitigate uncertainties in the institutional environ-

ment, but the rise of local industrial districts of private fi rms facilitated the 

acquisition of needed knowledge, as market entrants benefi t from mutual ob-

servation, signaling, and copying of entrepreneurial behavior. Learning how 

others detect and realize market opportunities is an essential lesson that is 

greatly aff ected by ongoing social interactions of market players. It became 

commonplace for entrepreneurs to carefully analyze the factors for success and 

failure for innovative activities by talking about the experience of other market 

players in their industry. Th e commonly held belief “If they can do it, I can 

too” captures well the growing expectations as to individual payoff s, which 

became a powerful motivating force driving the rise of local industrial clusters. 

Friends and former employees looked to established entrepreneurs for inspira-

tion and rule- of- thumb guidelines on how to run a successful business. As 

more new entrepreneurs mimicked the established entrepreneurs, informal 

business norms and improvised institutional arrangements of the private en-

terprise economy became more institutionalized and taken for granted. As 

the expected costs of running a private business declined and the founding rate 
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of private fi rms accelerated, local entrepreneurial activity spawned a virtual 

social movement dynamic in the birth of private fi rms. Th e own er of a company 

trading with computer supplies describes the fi rm of his former employer as 

a business “virtually spitting out” new companies. Employees at the fi rm  were 

eager to start up their own businesses as soon as they learned the essential skills 

and business norms to run a company.

Such expanding circles of found ers, however,  were not omnipresent in 

China but rather regionally concentrated. Self- reinforcing pro cesses of entre-

preneurial founding developed rapidly where entrepreneurs  were not facing 

heavy penalties and where local administrators— though not necessarily 

supportive— at least turned a blind eye to the development of entrepreneur-

ship (consistent with small values of e in Figure 2.4). Squeezed by tight public 

funds and deprived of investment capital for public fi rm development, local 

governments of poor regions tended to be more lenient and less discrimina-

tory toward private fi rms. Private entrepreneurship diff used particularly 

rapidly in the Yangzi delta region, gradually spilling over to other regions and 

drawing in individuals from less marginalized occupational backgrounds. 

Before 1992, 37 percent of found ers  were either peasants or factory workers; 

between 1993 and 1996, this number declined to 7 percent. Concomitantly, 

the average years of education increased rapidly as private enterprise (siying 

qiye) emerged as a legitimate, taken- for- granted or gan i za tion al form. In 1980, 

only about 40 percent of fi rm found ers had more than a ju nior high school– 

level education, but by 1988, 59 percent did; and by 2002, 88 percent of the 

entrepreneurs who founded new private fi rms reported having attained at 

least a high school– level education or higher.

It is thus through a self- reinforcing pro cess of endogenous institutional 

change that private enterprise, starting with a small marginalized sector of 

maverick entrepreneurs who initially decoupled from socialist production 

to start up illegal to semilegal businesses, eventually developed into an ir-

repressible economic force. Only after private fi rms had become a powerful 

production sector operating on the basis of robust opposition norms, and 

industry guilds and business associations began formulating the specifi c 

interests of entrepreneurs, did the central government eventually complete 

the legalization pro cess, enacting in 2007 the country’s fi rst Property Rights 

Law, which formally guaranteed protection against expropriation by the 

state through local cadre corruption and through embezzlement of private 

assets. By this time, the private economy had already become an important 
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component of the Chinese economy both in terms of tax revenue and as a 

provider of nonfarm employment. Complementary reforms responded to the 

improved status of private fi rms. In 2001, Jiang Zemin lifted the ban on 

entrepreneurs joining the Chinese Communist Party (CCP), which had since 

1989 blocked private businessmen from joining the party. Th us, ex post, poli-

ticians extended legal rights, and with this, opposition norms that enabled 

and motivated the rise of the private enterprise economy became legitimated 

as standard business practices. A 2007 government document even recognizes 

“private entrepreneurs, small business own ers and managerial level staff  in 

private or foreign funded enterprises” as a new social stratum alongside the 

old classes of farmer, worker, and soldier.

Clearly, the recent formal legalization and legitimacy conferred by the 

state have led to a further spread of private fi rms and paved the way to the 

establishment of a market capitalist economy. However, the growth dynamic 

of private fi rms between 1989 and 2007 supports our market- based explana-

tion of the endogenous shift to capitalism, where a decoupling of norms and 

subsequent rise of opposition norms spurred and shaped institutional change. 

Th e greatest growth impetus for private fi rm registrations was around the 

early 1990s (see Figure 2.5), following the government’s commitment to ex-

tend the role of markets but at a time when private property rights  were nei-

ther formally recognized nor legally protected.
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Figure 2.5.  Private fi rm development, 1989– 2007. Source: China Statistical Yearbook, 

various years (Beijing: China Statistics Press).
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In 1978, private fi rms contributed 0.02 percent of China’s domestic indus-

trial production, but by 2009, the private sector’s share was over 40 percent, 

clearly exceeding the joint production of traditional state- owned and state- 

controlled fi rms. Already by 2007, the private sector generated a larger ex-

port volume than state- owned companies (at $247 billion compared to $225 

billion), highlighting the global competitiveness of private fi rms. Skeptics 

may point to the small mean size of private fi rms compared to the large state- 

owned and state- controlled companies. However, China’s largest private fi rms 

reported an average return on capital in 2006 of 6.08 percent, compared to 1.4 

percent for the largest state- owned and state- controlled companies. Not sur-

prisingly, a growing number of private fi rms have joined the list of China’s 

500 largest companies. Private fi rms in China are not small compared to their 

counterparts in advanced industrial economies. For example, in the United States, 

78 percent of fi rms that employ workers have fewer than 10 employees. Th e share 

of companies with 10 to 100 employees is only 8.8 percent, and companies with 

more than 500 employees make up only 0.3 percent. In this light, China’s 

private enterprise economy displays normal structural features compared to 

other industrial economies.

Conclusion

China’s reforms have sparked interest far beyond pure fascination in the 

remarkable transformation of an impoverished state socialist economy into a 

dynamic power house of the global economy. From the point of view of eco-

nomic theory, “the remarkable success of China’s economic reforms . . .  seems 

to defy conventional wisdom,” calling for a reassessment of economic under-

standing of institutional change. China’s experience challenges central lessons 

of the economic literature, as for example the proposition that “without the 

appropriate institutions no market economy of any signifi cance is possible” 

and the assumption that it is the polity that “signifi cantly shape economic 

per for mance because they defi ne and enforce the economic rules.”

Th e rise of private enterprise and capitalism in China was neither envi-

sioned nor anticipated by its po liti cal elite. When the elite launched economic 

reform in 1978, the aim was to restore vitality to the state- owned industrial 

and commercial economy. Instead, the shift to market allocation opened the 

door to opportunities for profi t making, enough to enable entrepreneurs to 

start up private fi rms. In the fi rst de cade of economic reform, private fi rms, as 
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a pariah or gan i za tion al form, confronted formidable barriers to entry en-

forced by local government and competitive exclusion by state- owned enter-

prises. Despite formal rules limiting the size of private business to traditional 

 house hold production, opportunities in decentralized markets fueled the 

rapid growth of a private enterprise economy. To circumvent barriers to entry 

and discriminatory legal restrictions on private fi rms, entrepreneurs regis-

tered their fi rms as “fake” collectives. However, many also stayed the course 

in the fl edgling private enterprise economy. In privately or ga nized markets, 

entrepreneurs constructed the economic institutions they needed to compete 

and cooperate in a transition economy dominated by government- owned fi rms. 

Th rough bottom- up entrepreneurial activity, the private enterprise economy 

grew in scale. With its geo graph i cal center concentrated along the coastal 

provinces, capitalist economic development had by 2000 emerged as the domi-

nant pattern in China’s market economy.

Th e literature on market transition has struggled to reconcile China’s re-

form experience with the state- centered perspective. Some have emphasized 

benefi cial fi scal arrangements instituted by the central government; others 

have focused on the supportive role of local governments. Th ese studies pro-

vide a partial answer to the question why local governments refrained from 

expropriating private fi rms. However, they bypass the equally important ques-

tion of what institutional framework, in the absence of eff ective rule of law, 

enabled, motivated, and guided entrepreneurs to develop a thriving private 

enterprise economy.

Our theory proff ers a multilevel causal model of institutional change, where 

causal forces operate in both directions, from institutional mechanisms em-

bedded in macro structures to micro- level behavior, and from micro motives 

and behavior to the macro level. We have used a Schelling diagram to model 

the emergence of opposition norms, and with our multilevel model of insti-

tutional change, we sketch the causal chain that led to the emergence of capi-

talism. Th e sequence of economic reforms starting in 1978 incrementally le-

gitimized the shift to reliance on market allocation, which in turn fueled a 

self- reinforcing growth of new profi t- making opportunities in decentralized 

markets, motivating entrepreneurs to decouple from the established economic 

order to start up private fi rms. At the micro level, the emergence and diff u-

sion of business norms enable, motivate, and guide entrepreneurs to commit 

to a private enterprise economy, despite the absence of formal rules safe-

guarding property rights of the capitalist enterprise. Th e Schelling diagram 
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(Figure 2.4) illustrates the dynamic pattern underlying change in individual 

payoff s as more and more entrepreneurs start up private fi rms and develop in 

repeated transactions in close- knit communities and markets the informal 

economic institutions of capitalism. Norms embedded in networks can provide 

eff ective mechanisms to secure economic transactions, and can diff use rela-

tively quickly given appropriate contextual conditions. Such norms are thus a 

source of endogenous institutional change.
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If the private enterprise economy in the post- reform period has a geo graph i cal 

center, then it is in Zhejiang Province. Th is is where entrepreneurs fi rst started 

private fi rms and— against then-current law— quickly expanded their busi-

nesses. Th is is where today some of the richest townships concentrate. And 

this is where domestic and foreign observers fi rst sensed the rise of a distinctive 

entrepreneurial spirit. Th e enterprising character of people from Zhejiang, par-

ticularly from the city of Wenzhou as the epicenter of private fi rm development 

(often labeled the “Wenzhou model”), enjoys admiration nationwide.

Accounts of robust entrepreneurial action and private wealth accumula-

tion are commonplace here and follow a familiar rags- to- riches narrative. Per-

sonal memories of the founding years often include stories of poverty and harsh 

work conditions, where sixteen- hour workdays  were not uncommon and the 

offi  ce fl oor oftentimes had to serve as a place to rest. Th e own er of a successful 

furniture factory in Zhejiang recalls that after he graduated from se nior 

middle school in 1988, his parents could not aff ord to send him to university, 

though he had passed the entrance examination. Farming in his village pro-

vided only a subsistence- level livelihood, and the big- city labor market was 

still closed to rural migrants. For him, the only viable option to escape rural 

poverty was to be an itinerant salesman. He was not able to borrow more 

than ¥1,000 (at that time less than $120) from friends and relatives to buy 

textiles he carried on his fi rst trading expedition, when he traveled by train to 

Kunming, the capital of Yunnan Province, about 1,100 miles to the south-

west of Zhejiang. Within one year he had earned ¥10,000 in profi ts from the 

3

Th e Epicenter of Bottom- Up Capitalism
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interprovincial trade route, which provided the capital he needed to rent a 

small booth in a state- owned department store to sell clothes and textiles. 

But business there was slow, due in part to the depression following the po-

liti cal turmoil of 1989, and he decided to cut his losses and give up the sales 

booth. Still confi dent that he could make it in business, he worked again as a 

traveling salesman, to generate new start- up capital. Th is time he decided to 

trade sneakers, which he bought in Fujian Province and sold again in Yunnan 

Province. After a year of commuting by train between Fujian and Yunnan, he 

had earned ¥40,000, enough to establish a textile business in the city of Shao-

xing in Zhejiang. Th e business failed, but by 1994 he borrowed ¥120,000 

from a local supplier with whom he had a long- standing personal relationship 

and founded a textile factory. Bad decisions and low product quality led to 

fi nancial losses and eventually to the closure of the operation within just two 

years. Th e total loss ran up to ¥500,000. After he paid off  his debt, he made a 

third attempt at founding a business, again fi nanced with borrowed capital 

from friends and relatives.  Here his success story began. He partnered with 

his elder brother to register a furniture company, which started out as a small 

workshop equipped with used machinery and with only nine workers. Th is 

business, which he developed into a well- known furniture factory and inte-

rior design fi rm with more than 5,000 employees, found a niche integrating 

interior design and remodeling with the sales of new furnishings to newly af-

fl uent consumers in the booming economy of Hangzhou.

Some of these rags- to- riches narratives have even received global recogni-

tion. For example, Jack Ma, a Hangzhou- born former En glish teacher from a 

modest social background, founded in 1999 the business- to- business plat-

form Alibaba .com, which in 2007 became the second- largest Internet IPO 

after Google. Asked about his success, he described how things  were for en-

trepreneurs when they started up their fi rms: “We had no money, we had no 

technology, and we had no plan.” Th e characteristic feature of the entrepre-

neurial spirit in Zhejiang Province was not to be stopped by this but to devise 

catch-as-catch-can ways to move ahead.

Th e personal narratives of entrepreneurs detail the multiple pathways 

leading to the start- up of fi rst ventures and the serendipitous events that shape 

entrepreneurial careers. Th ese accounts uniformly underscore the linked 

motivations to rise out of rural poverty and to secure for oneself profi ts such 

as those reputedly made by others who previously started up private businesses 

and sometimes made a fortune. A fi rst- time visitor cannot help but wonder 
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how much myth- making and hyperbole contribute to the region’s seemingly 

endless supply of self- made entrepreneurs.

Th e spontaneous rise of a thriving private enterprise economy in Zhejiang 

Province and its rapid diff usion in the Yangzi delta region could not have been 

predicted. Although the delta’s economy had previously achieved a level of 

commercialization with handicrafts comparable to that in En gland before the 

Industrial Revolution, it was not until the local government– led rural industri-

alization of the Mao era that the Yangzi delta experienced transformative eco-

nomic development. As observed in an economic history of the Yangzi delta 

from 1350 to 1988, this top- down industrial growth stands in contrast to “the 

bottom- up, from village handicraft industry to small- town handicraft manu-

facturing” progression of capitalist economic development experienced in 

En gland. It seemed likely that China’s industrialization and modern urban-

ization would continue as a top- down pro cess in the post- reform period, 

dominated by local government– owned township and village enterprises. After 

all, these government- owned enterprises accounted for 88 percent of the gross 

income of rural industries in Shanghai Municipality and Jiangsu Province in 

1986, while private enterprise was limited to very small businesses that pro-

duced a mere fraction of the delta’s industrial output. Although in the city of 

Wenzhou itself entrepreneurs relied on markets to build a freewheeling private 

enterprise economy, “the potential of the Wenzhou type of development, under 

present conditions in China, should not be exaggerated. . . .  Even within Zhe-

jiang Province itself, Wenzhou is unique.” Across the province, collective enter-

prises  were nearly as dominant as in Shanghai and Jiangsu, providing 83.5 per-

cent of gross rural- industry income. “Most of all, we need to keep in mind the 

singular preponderance of collective or ga ni za tion in the successful rural in-

dustrialization experience of areas like the Yangzi delta.”

In the 1930s, Zhejiang Province had been the regional center of modern 

factory production, with up to 57 percent of the national industrial product 

being manufactured in the Yangzi delta area. Th e region’s living standard was 

55 percent higher than the national average, substantially higher than even 

the Japanese- controlled, industrialized areas of Korea and Manchuria. But 

during the Mao era (1949– 1976), because Zhejiang was viewed as a vulnera-

ble border area facing the Taiwan Strait, the central government largely 

bypassed the province (apart from its capital city, Hangzhou) for investments 

in large- scale industrial and infrastructure projects. After those de cades of cen-

tral government neglect, this once- wealthy province, admired ever since the 
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Song Dynasty (960– 1279) for its prosperity, culture, and commercial tradi-

tion, was in economic disarray. Th e standard of living had dropped to levels 

comparable to the impoverished interior provinces of Gansu, Hubei, Hebei, 

and Inner Mongolia. Per capita industrial production reached only 10 percent 

of the national mean. Th e lack of investment in infrastructure had left many 

townships and small cities landlocked in mountain valleys without proper 

access to railroads and modern road systems, making trade with bordering 

provinces costly. With a majority of the province covered by mountainous 

terrain, with a historical vulnerability to fl ooding along the coast, and with a 

scarcity of natural resources, Zhejiang clearly did not off er ideal starting con-

ditions for export- oriented economic development. Reformers in the central 

government turned to the southeastern province of Guangdong with its prox-

imity to Hong Kong for leadership in economic reforms.

Despite these improbable initial conditions, today the rapid pace of private 

enterprise- led economic activity makes an impression on the most casual ob-

server even in the remote areas of this mountainous province. Small villages 

have been transformed into substantial commercial townships. Th ere are 

dense clusters of factories near cities of the coastal areas with ready access to 

harbors and global shipping lanes, and to the new highways and rail lines that 

integrate the regional economy. Building cranes at construction sites of im-

pressive residential and commercial high- rises dot the landscape, fanning out 

into periurban farmland producing vegetables and aquatic products for urban 

markets. More rapidly expanding clusters of new factory buildings in subur-

ban industrial centers underscore the breakneck pace of economic development 

in Zhejiang. Large proportions of the country’s light industrial commodities 

originate  here. Th ese clusters of manufacturing fi rms using relatively simple 

production technologies, with modest initial capital requirements, manufacture 

a huge array of inexpensive  house hold products.

Bottom- up entrepreneurship entails learning by doing and learning by imi-

tation. Often a seed factory trains the fi rst batch of technicians and sales staff  

and provides the technical groundwork and marketing strategies for a novel 

product. Th rough product imitation and modifi cation, clusters of small- scale 

producers develop rapidly. Competitive advantage is secured through a complex 

web of industrial clusters of individual  house hold fi rms that serve as subcon-

tractors and suppliers to the main manufacturing fi rms. Th is helps to lower 

both the technical entry barriers and capital requirements, as complex produc-
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tion pro cesses can be broken down into isolated steps. Local imitation of new 

products on the market and subtle modifi cation of existing technologies com-

monly accelerate the buildup of specialty manufacturing, as swarms of new en-

tries compete in a market niche. It is not uncommon for a  whole town or village 

to focus on production of just one consumer item, a phenomenon described as 

yizhen yipin (one town, one product) or yicun yipin (one village, one product).

According to incomplete government statistics, Zhejiang Province is home to 

more than 500 industrial clusters covering 175 diff erent industries, each having 

a gross output value of more than ¥100 million. In total, more than 240,000 

manufacturing companies are or ga nized in clusters, producing more than 50 

percent of the provincial output value. Th is turns industrial clusters into the 

dominant or gan i za tion al form of industrial production in Zhejiang. Seventy 

percent of the international market for lighters is produced in more than 500 

fi rms in Wenzhou Municipality. Qiaotou, a township in this municipality, pro-

duces more than 60 percent of the global clothing buttons and more than 80 

percent of zippers. Liushi township produces more than 40 percent of the coun-

try’s low voltage switches, and Datang township in Zhuji Municipality is the 

largest socks producer in the world, with more than 100,000 knitting machines 

in over 8,000 companies producing one third of the global supply. Similar clus-

ters of light industrial manufacturing exist in the shoe industry, toy industry, and 

ball- bearing production. In some locations, a local marketing fi rm serves as the 

distributor for a dense network of  house hold fi rms, enabling these very small 

businesses to compete as though they  were a single manufacturing fi rm.

In the municipality of Wenzhou, the number of free marketplaces trading 

local products jumped from 117 in 1979 to 417 in 1985. Today, hundreds 

of thousands of marketing agents travel throughout China to sell their local 

products. Wenzhou businessmen even maintain a network of guest houses 

throughout the country to off er accommodation for sales agents from the 

region. Th e Zhejiang China Commodities City Group Ltd. hosts in Yiwu city 

the world’s largest petty commodity free market, with over 28 million square 

feet of exhibition space off ering factory outlets of light manufactured goods 

to the global economy. More than 65,000 booths in twenty specialized mar-

kets display their products. On a daily basis, 1,100 containers leave the city, 

accumulating to an annual trade turnover of over ¥40 billion per year. On 

average, 200,000 traders fl ock into the city every day. Global distributors 

from Wal- Mart and Carrefour, representatives of the United Nations, and 
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purchasing agents from the Middle East and sub- Saharan Africa belong to 

the mixed group of domestic and international traders. Th ey fl y in on domes-

tic routes from Beijing, Shantou, Weifang, Guangzhou, and Shenzhen or 

come in by train from Shanghai to negotiate contracts with domestic manu-

facturers of this region. With good reason, entrepreneurs boast that they suf-

fer no competitive disadvantage in their hinterland location.

Th e in de pen dent strength of such private- sector entrepreneurship is evi-

dent in the southwestern mountainous region of Zhejiang Province, far from 

the major urban centers of the Yangzi delta. Despite that distance and despite 

the hilly and mountainous terrain, entrepreneurs claim that the dense network 

of subcontractors, suppliers, and distributors serving their fi rms gives them a 

competitive advantage over fi rms located in the big coastal cities. Everything 

they need for specialty production is easily available in a third Italy- like sub-

regional manufacturing economy.

Private enterprise soon expanded in the  whole Yangzi delta region, gradu-

ally crossing the provincial borders of Jiangsu and Shanghai, originally local 

strongholds of collective and state- owned production. Th e low- lying fertile 

plains of southern Jiangsu had emerged early in the reform period as a thriv-

ing center of rural industry and local government- led economic development. 

Stretching east from Anhui Province to the Yellow Sea, this region south of 

the lower Yangzi River was historically among the richest commercial regions 

of China. Laced with networks of navigable rivers and canals and a well- 

developed transportation system of railroad and highways, southern Jiangsu 

provided a con ve nient extension area for the heavy industries of Shanghai and 

Nanjing. Gradually, though, this same geography and infrastructure would 

come to support private enterprise. Following business trips to neighboring 

Zhejiang, Jiangsu entrepreneurs often started their own private fi rms, mim-

icking and borrowing from the or gan i za tion al and institutional innovations 

put into practice by Zhejiang entrepreneurs.

Figure 3.1 underscores the Yangzi delta region’s unique position amid the 

highly uneven interprovincial distribution of private fi rms in 2004, the year 

before we initiated our study. Zhejiang Province, together with the bordering 

province of Jiangsu and Shanghai, clearly ranks in the top quintile based on 

the concentration of private fi rms in a population of 10,000 inhabitants. Only 

two other regions have reached comparable levels of private- sector develop-

ment. Both, however, have distinct features that make them less representa-

tive of the bottom- up development of capitalism. In the Pearl River delta of 
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Guangdong Province adjacent to the Special Administrative Regions of Hong 

Kong and Macau in the southeastern part of the country, the manufacturing 

sector is dominated by foreign production and overseas- Chinese establish-

ments. In the urban metropolitan area of Beijing and Tianjin in the north, the 

development of private fi rms accelerated only relatively recently in the late 

1990s and thus does not capture the early rise of private- enterprise capitalism 

in China.

Th e Spatial and Economic Geography of the Yangzi Delta

Th e high density of private fi rm development in the Yangzi delta makes the 

region a natural choice for studying the foundations and mechanisms of the 

endogenous rise of private enterprise capitalism in China. Th e regional focus, 
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however, does not imply a distinct Yangzi delta culture or homogenous business 

model. Th e area is not comparable with regional industrial clusters such as Sili-

con Valley, a relatively confi ned geo graph i cal area of 620 square miles between 

San Francisco and San Jose. Th e Yangzi delta shares neither the industrial 

homogeneity nor a comparable concentration of specialized technological skills. 

In contrast to Silicon Valley, the region is characterized by diversity in geo-

graph i cal and ecological conditions. Th e sixteen municipalities of the Yangzi 

delta region combined add up to an area of more than 54,000 square miles, 

slightly larger than Greece. Th e total population reaches 87 million (15 percent 

of China’s total population), more than the population of Germany. Geo graph-

i cally, the region stretches from alluvial plains to expansive hilly and mountain-

ous terrain. It includes more than 3,000 small islands along the coastline.

Th e delta ecosystem is shaped by the bowl- like alluvial basin of the Yangzi 

River, which empties into the Yellow Sea just north of Shanghai, and the 

Qiantang River, which empties into Hangzhou Bay to the south. Formed 

over the millennia through silt deposited by the Yangzi River, the lowland 

of the delta southeast of Lake Tai is at sea level; elsewhere, the lowland rises 

from ten to sixteen feet above sea level. “Two geo graph i cal forces shaped the 

topography of the delta: the interaction between the Yangzi River and the 

ocean tides, which built up the basin’s ridge- like periphery; and the inunda-

tion and sinking of parts of the central land mass sometime in the eighth to 

twelfth centuries.” Th e delta ecosystem stretches through southern Jiangsu 

Province and into northern Zhejiang Province. South of the city of Hang-

zhou, the mountainous peripheral areas of the delta region extend through 

southern Zhejiang to the borders of Jiangxi and Fujian Provinces.

Th e Yangzi delta has since the ninth century been the most populous and 

one of the culturally and eco nom ical ly most advanced regions of China. In 

the Mao era, however, economic policies introduced great intraregional dispari-

ties. Areas with advantageous geographic conditions such as the vast resource- 

rich plains of Jiangsu Province received massive state investments, which helped 

to build up a heavy industry base. Th e less accessible hilly areas in southern 

Zhejiang Province, in contrast,  were notoriously neglected and virtually starved 

of infrastructural and industrial investment funds. Without suffi  cient nonag-

ricultural employment, the land- labor ratio decreased, leading to a buildup of 

high underemployment in agriculture.

Th ese disparate investment strategies had a lasting impact, explaining the 

diff erent development patterns in the early 1980s. In southern Jiangsu Prov-
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ince, where the industrial base of state- owned and collective enterprise was 

relatively developed and local revenue streams stable, local governments had 

both the incentives and fi nancial means to initially foster a collectivist business 

model, which prioritized township- and village- run enterprises (TVEs). Th is 

so- called Sunan (southern Jiangsu) model, often described as local state corpo-

ratism, followed the aim of the national reform leaders to encourage rural 

growth and industrialization through the buildup and expansion of local 

government– owned and state- owned fi rms. Supported by privileged access 

to fi nancial capital and international markets, these companies received mas-

sive investments from local government revenue and preferential loans pro-

vided by rural credit cooperatives. Proximity to coastal ports with con ve nient 

transportation, better infrastructure than inland provinces, and ready access to 

global shipping lanes and international markets spurred rural industrialization 

and helped to transfer millions of underemployed peasants into nonagricul-

tural employment. Many of Jiangsu’s TVEs began their post- reform expansion 

as subcontractors for state- owned enterprises in Shanghai and Nanjing eager 

to take advantage of the fl exible and lower- cost labor of township and village 

enterprises. Th is helped to stabilize their sales development and mitigated in-

trinsic market risks, and they grew rapidly in the 1980s, many approaching the 

scale of medium- size state- owned enterprises.

Geo graph i cal advantage combined with prerevolutionary cultural and 

technical legacy and traditions of commerce to provide favorable initial con-

ditions for export- driven development in this part of the Yangzi delta region. 

In parallel, discriminatory policies against indigenous private fi rms protected 

these government- owned companies from private competition. Access to land 

and business licenses, for instance, remained tightly controlled.

Collective rural enterprises fl ourished particularly in the fi rst de cade of 

economic reforms, with 90 percent of Jiangsu’s rural industrial production 

originating in collective TVEs by 1987. Notwithstanding, with increasing 

marketization, these collectively run fi rms gradually lost their initial com-

petitive advantages of privileged resource access and local government back-

ing. Ineffi  ciencies grew and spontaneous privatization spread. Between 1993 

and 2002, the number of collective TVEs fell from 1.69 million to only 0.73 

million nationwide. As a result, the total employment in township and village 

enterprises decreased from close to 58 million to 38 million. Most of the local 

government- owned TVEs in southern Jiangsu  were either privatized or trans-

ferred into shareholding companies. Th is privatization of TVEs aligned 
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local government interests with the per for mance of private enterprise, which 

in turn provided greater scope for bottom- up entrepreneurial activity.

In the early years of market reform, community governments in Jiangsu 

Province had remained heavily involved in business development and took an 

active role in protecting local collective fi rms against private competition. In 

contrast, communities in peripheral mountainous areas and coastal areas of 

Zhejiang Province that lacked a developed industrial base had no alternative 

but to rely on the spontaneous development of entrepreneurial activities and 

local self- help.  Here, as one entrepreneur in Wenzhou mentions, “private entre-

preneurs never  were looked down upon; it was all too clear to the government 

that private fi rms would help develop the community.” Th e Wenzhou model of 

individualistic entrepreneurial spirit and acquiescent local government dif-

fused rapidly throughout Zhejiang Province.

Shanghai, with its strong emphasis on state- owned conglomerates and 

large- scale foreign fi rms, represents yet another development type. In Shang-

hai, the infl ow of foreign direct investment and concentration of large- scale 

multinational companies introduced competition and private own ership rel-

atively early, but technical advantages and the pure size of new market en-

trants, many of them established global players representing major brand 

names, left only a narrow scope for domestic private start- ups. Th us in Shang-

hai private fi rm development expanded even later than in Jiangsu Province. 

Whereas in the late 1980s already more than 10,000 private fi rms  were offi  -

cially registered both in Zhejiang and in Jiangsu, only 1,000 entrepreneurs 

had started a business in Shanghai, where a strong local emphasis on state- 

owned and joint- venture production eff ectively discouraged domestic private 

enterprise. It was not until the early 1990s that private fi rm development 

accelerated.

Offi  cial registration rec ords from the Bureau of Industry and Commerce clearly 

show the diff erent timing of private- fi rm development in these three Yangzi 

delta subregions during the fi rst fourteen years of economic reforms (see Figure 

3.2). Zhejiang Province experienced the steepest growth trend and highest 

density of private fi rms in the 1980s. At this time, the heavily state- dominated 

municipality of Shanghai did not provide statistics on company registrations.

Th e wave of private entrepreneurship swept to Shanghai in the early 1990s. 

Th e number of private fi rm registrations per 10,000 population soon sur-

passed the numbers in Zhejiang and Jiangsu, and has continued to rise steeply 

for most of the last two de cades (see Figure 3.3). However, private businesses 
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in Shanghai have tended to remain particularly small. With only nine em-

ployees on average in 2008, most of the establishments are just slightly bigger 

than  house hold productions. In contrast, private fi rms in Zhejiang and Jiangsu 

are somewhat larger, with on average seventeen and sixteen employees, clearly 

moving away from  house hold production schemes. While underreporting of 

offi  cial employment numbers may lead to a certain downward bias in statis-

tics, average employment fi gures indicate that private fi rms still tend to be 

smaller than, for instance, collective township village enterprises (national 

average: fi fty employees).

Variable local geography and inherited industrial structure reinforce in-

traregional economic diversity. Today, clusters of high- tech industries are in 

close proximity to agglomerations of labor- intensive, low- value- added pro-

duction. Traveling through some of the Yangzi delta’s most densely popu-

lated and industrialized areas has aspects of travel through the history of 

industrial development. Clusters of small- scale shoe or button producers oper-

ating in nondescript workshops and former storage places locate not far from 

modern high- technology industrial parks focusing on computer technology 

representing the local interpretations of Silicon Valley. In parallel, or gan i za-

tion al diversity ranges from simple forms of family production to modern cor-

porations modeled on the principles of Western- style corporate governance, 

staff ed with highly skilled graduates from the best national and international 

universities.

Th e Yangzi Delta Survey of Entrepreneurs and Firms

Given such diversity, any attempt to systematically study the institutional 

foundations and mechanisms underlying the Yangzi delta’s rise of private en-

terprise capitalism can neither build on isolated case studies nor focus solely 

on distinct industrial sectors or specifi c production clusters. To capture the 

potential infl uence of diff erent geographic conditions as well as structural and 

institutional legacies shaping the region’s development, we selected seven of 

the sixteen municipalities of the Yangzi delta region (see Figure 3.4). Th ese 

municipalities are all sizeable economic centers of the region and broadly 

represent the diversity of local development models.

Th e set of survey cities refl ect diff erent historical legacies and varying 

po liti cal and economic starting conditions at the outset of reforms. Included 

are (1) municipalities with a long- standing private commercial culture, where 
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post- reform private- fi rm development took off  already in the early 1980s 

(Wenzhou and Ningbo in Zhejiang Province), (2) municipalities with tradi-

tionally strong reliance on public own ership (Hangzhou in Zhejiang Province 

and Nanjing and Changzhou in Jiangsu Province), and (3) municipalities 

with sizeable state- owned production in combination with massive foreign 

direct- investment infl ows (Nantong in Jiangsu Province and Shanghai).

Cities with a Private Business Culture

Wenzhou is a port city located eigh teen miles from the coast of the East China Sea 

on the river Ou, which gives access to the mountainous interior of southern Zhe-

jiang Province. With a land area of 4,550 square miles, its administrative area 

includes more than 10 percent of Zhejiang Province. Ninety- six percent of this 

area is classifi ed as rural, with more than 60 percent of the residents living in 

villages and townships. Commercial culture in Wenzhou dates back to the Song 

Dynasty (960– 1279), when market production specialized in various crops and 

handicrafts and merchants  were highly skilled in long- distance trading. Foreign 

trade picked up in 1867 when the city became a treaty port.

Th e Mao era, however, brought an unexpected economic decline to this 

once- thriving commercial city. Central government policies systematically 

neglected Wenzhou. Due to its proximity to Taiwan and its seeming vulner-

ability to potential invaders, the city was starved of public investment funds. 

Wenzhou received only 1 percent of Zhejiang Province’s fi xed investment 

capital during the Mao era, while it was home to 15 percent of the province’s 

population. In total, between 1949 and 1981 Wenzhou received about ¥655 

million of investment capital from public funds. Th is was less than 25 percent 

of what the much smaller city of Ningbo received over the same period. Not 

surprisingly, by the end of the Mao era, Wenzhou’s economic development 

was far below the national average. Per capita income was only ¥55, compared 

to an already low national average of ¥165.

Geo graph i cally isolated, impoverished, and with very limited public funds, 

the population was forced to rely on local resources and self- help. Even before 

the offi  cial opening of economic reforms in 1978, pre- communist practices had 

regained prominence, and a parallel economy with individual and private 

activities, black markets, long- distance trade, and active barter trade had 

developed. Private farming,  house hold production, and underground factories 

increasingly replaced collective enterprises for consumer goods production. It 
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has been estimated that 1,844 micro- entrepreneurs  were already active in the 

area by 1979. Under dire fi scal constraints with only ¥23 of per capita fi scal 

income in 1978, the local government could barely maintain its core functions 

and had no alternative but to tolerate and openly support private business ac-

tivities. In par tic u lar, local government assisted bottom- up pro cesses of local 

self- help through the construction of local marketplaces. Local experimenta-

tion increased after 1986 when Wenzhou received offi  cial status as an experi-

mental zone. A preliminary city- level regulation specifi ed in 1987 local condi-

tions for private- fi rm activities even before the central Chinese government 

fi rst legalized such activities in 1988. Th ese temporary regulations acknowl-

edged local business practices that had endogenously developed among private 

fi rms. By this time local businesses— amounting to more than 100,000 house-

hold businesses (getihu) in 1984— had already fl ourished for years.

Central government support for Wenzhou’s development intensifi ed in 1990, 

when the city opened its fi rst export- processing zone (the Longwan Export 

Industrial Zone). By 2000, 120,555 out of 122,775 industrial fi rms  were private 

by nature, with close to every fi fth  house hold in Wenzhou holding partial or 

full own ership in some type of business operation. As noted earlier, much of 

the manufacturing is or ga nized in highly concentrated industrial clusters, with 

20 percent of China’s shoe production, 60 percent of its razors, 90 percent of 

lighters, and 80 percent of sunglasses originating in Wenzhou.

Ningbo, a city of more than 5.5 million residents, is located in the Ningshao 

alluvial plain along the coast of Zhejiang Province, south of the mouth of the 

Yangzi River. Th anks to its privileged geographic location, the city has a 

long history of sea trade dating back to the Qin Dynasty (221– 207 bc). By the 

eleventh century, Ningbo was the most important center of foreign trade on 

the Chinese coast. Even during the Ming Dynasty (1368– 1644) when marine 

trade was banned, the city maintained its importance as a trading center. 

During this period, Ningbo served as the only entry port for tributes to the 

imperial court, which helped sustain the city’s foreign relations. By the early 

Qing Dynasty, with the lifting of the marine ban, Ningbo revitalized and 

expanded its international trading relations, with shipping lanes stretching 

from the Southeast Asian region to Japan. During the era of imperialism, the 

colonial powers used Ningbo as a key entry port. Today’s architecture still re-

fl ects the commercial activities of the Portuguese, Dutch, and British traders, 
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which helped to transform Ningbo into one of the earliest treaty ports with 

modern banking facilities and trade ser vices.

In the Mao era, Ningbo lost its role as a trading port. Like Wenzhou to the 

south, its manufacturing economy remained largely dormant because the state 

bypassed the city as a site for investment in industrial development. Ningbo’s 

inclusion as one of the coastal cities opened in 1984, however, quickly revital-

ized the city’s commercial and trade tradition. By 2009, Ningbo was home to 

the second- largest container port in China and the fourth- largest container 

port in the world, also handling a large portion of Shanghai’s foreign trade. 

Close commercial connections between both cities are likely to further inten-

sify, thanks to the recently opened Hangzhou Bay Bridge, which provides a 

short and con ve nient link reducing the distance by seventy- fi ve miles.

Ningbo’s industrial structure has naturally adapted to global trade prefer-

ences. Private start- ups have focused on manufacturing low- value- added 

exports, especially textiles, light consumer goods, and home appliances. Many 

of Ningbo’s private fi rms work as subcontractors for international companies, 

delivering parts and preliminary products. Th e casual observer perceives the 

city as a place of business travelers. What foreign visitors plan to trade and 

whether help is needed in meeting local producers are not unfamiliar ques-

tions when visiting the city. Ningbo’s success with exports is indeed impres-

sive. By 2005, 20 of China’s 190 most important export brands  were located 

in this municipality.

Th e local government has sought to support economic development and to 

promote commercial activity and international trade by minimizing red tape. 

For example, in 2000, the number of items requiring administrative approval 

was reduced from 647 to 227. Also the setup of a “Clean Administration Com-

plaint Center” in the same year emphasizes the government’s eff ort to facilitate 

business through improved administrative ser vices and transparency.

Cities with a Nonprivate Business Culture

Hangzhou, a city of 6.6 million residents, is located about 110 miles west of 

Shanghai, surrounded by lush hills and situated on the West Lake and the south-

ern end of China’s Grand Canal connecting the city with Beijing in the north. It 

is one of China’s oldest settlements, with a history dating back almost 5,000 

years, while the city proper was founded about 2,200 years ago in the Qin 

Dynasty. Th e population size at the end of the thirteenth century may have been 

above 1 million, making Hangzhou the largest city in the world at that time.
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During the Mao era, Hangzhou, as the provincial capital of Zhejiang, re-

ceived relatively strong central support. Th is has led to the buildup of a strong 

state and collective sector in Hangzhou’s economy. After the opening of re-

forms, the municipal government initially sought to maintain and expand the 

existing public industrial sector. Th us, private start- up fi rms developed later 

than in the cities of Wenzhou and Ningbo and met much stronger po liti cal 

re sis tance and discrimination. Barriers to entry for private enterprises  were 

erected by the Hangzhou municipal government. Private fi rms  were system-

atically denied access to land lease and buildings. Higher fees for water and 

electricity underscored the disadvantaged position of private start- ups. In the 

mid- to late 1990s, even after privatization of state- owned fi rms became a 

high priority of the central government reform agenda, its implementation in 

Hangzhou proceeded slowly, marked by repeated public disclosure of malfea-

sance and enrichment by local government offi  cials.

At the end of the 1990s, the city faced strong competition from municipalities 

in the Yangzi delta region that  were more supportive of private enterprise, and 

it fell behind in economic development. Th is loss in regional competitiveness 

eventually forced the local leadership to adopt a more private- business- friendly 

policy. Since then, the municipality has made substantial eff orts to improve 

the overall business environment and to streamline local administration. Greater 

transparency of bureaucratic procedures and hotlines for complaints have played 

prominent roles in modernizing the local business system. Supported by a strong 

educational base, with thirty- fi ve universities and colleges located in Hangzhou, 

the new strategy was quickly successful. Already in 2004, the Forbes list of the 

best business environments ranked Hangzhou number one in China, a ranking 

that was repeated in fi ve consecutive years.

Nanjing is today home to 7.5 million residents. Located on the Yangzi River 

and surrounded by the Ningzheng Ridge, the city is approximately 180 miles 

west of Shanghai. Nanjing is one of the great historical sites of China. It was 

the capital of six dynasties and of the Republic of China. Eco nom ical ly, the 

city is privileged in its rich natural resource endowments. Among the more 

than forty diff erent minerals found in or near Nanjing, iron and sulfur have 

the greatest reserves. During the Ming Dynasty (1368– 1644), Nanjing reached 

an early peak in its economic and po liti cal development, becoming a commer-

cial center in East Asia, especially for textiles, printing, and shipbuilding. Around 

1400, Nanjing was even among the most prosperous cities in China and globally. 
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In terms of population size, it overtook Hangzhou, and was supposedly then 

the largest urban settlement in the world.

After the establishment of the People’s Republic of China, Nanjing was 

chosen as the capital of Jiangsu Province. In the following years, massive 

investments built up a heavy industry base. Th e emphasis was on electrical, 

mechanical, chemical, and steel production, which turned Nanjing into a 

national center of heavy industry. Today, large- scale state- owned fi rms such as 

Panda Electronics, Jincheng Motors, and Nanjing Steel still shape the city’s 

industrial landscape. Th e government was generally slow to adapt and imple-

ment market reforms and has over the years had a reputation of being mired in 

red tape. While elsewhere in the Yangzi region motorways run along seem-

ingly endless high- tech zones bursting with modern high- rises and glass and 

steel constructions, Nanjing’s outer districts are still dominated by large- scale 

petrochemical and steel conglomerates, refl ecting the city’s long- standing em-

phasis on heavy industry. Although the city government has by now opened 

four large- scale industrial parks to attract nonstate enterprises, the infl ow of 

private fi rms cannot yet compete with the neighboring cities of Suzhou and 

Wuxi, which much earlier invited private development and foreign direct in-

vestments. Downsizing of state- owned production and subsequent layoff s have 

been a further strain for the municipality’s socioeconomic development.

Overall, Nanjing still has the feel of a tradition- laden, somewhat main-

stream city. Nonetheless,  here, as in Jiangsu’s other major cities, the wealth of 

the province is evidenced by the rapid development of residential areas satisfy-

ing upscale customer needs. Nanjing, Suzhou, Wuxi, and Changzhou today have 

among the highest per capita GDP in China. Streets are lined with visually 

appealing apartment complexes and urban town houses, often equipped with 

solar cells and other modern amenities. Th e modern, partly privately operated 

freeway system connecting all cities of the province is by now comparable in 

density and standards with highway systems of industrial economies. Superfast 

trains between Nanjing and Shanghai allow an easy one- hour commute.

Changzhou is a prefecture- level city of 3.5 million residents in southern Jiangsu 

Province bordering Nanjing to the east. Th e city’s economic history dates back 

to ad 609, when the town developed as a transshipment point and commercial 

center for agricultural trading on the Grand Canal. Main products  were rice, 

fi sh, tea, and silk. A cotton industry grew in the 1920s, and subsequently the 
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city emerged as a center of textile production. Under Maoist rule, engineering 

and mechanical industries  were added.

Th rough heavy reliance on the creation of collective township village 

enterprises in the 1980s and early 1990s, Changzhou was initially extremely 

successful in limiting rural poverty. Large- scale collective fi rms run by local 

government provided the initial growth impetus of the post- reform period. 

Th e focus on collective fi rms left little room for private fi rm development. 

Private fi rms  were unwelcome competitors, and administrative discrimina-

tion was pervasive. Only when marketization expanded in the 1990s, and 

collective fi rms began to gradually lose their relative advantage as or gan i za-

tion al hybrids, did market entry of private fi rms accelerate.

Local industrial policies quickly adjusted and began to focus on foreign and 

private high- tech fi rms. A high- tech zone was established in 1992; many of 

Changzhou’s globally competitive private companies are now located there. 

Contracted per capita foreign direct investment increased rapidly, even sur-

passing that for the provincial capital Nanjing by the year 2002. Due to its 

late start in economic reform, the municipal government was able to off er 

favorable land- lease contracts, at a time when the land markets of earlier devel-

oping cities in Jiangsu Province, such as Suzhou,  were already tightly con-

strained. Th e close proximity to the provincial capital added further advan-

tages. Changzhou is located along the Shanghai- Nanjing railway line, and 

both cities are in easy reach. In addition, the government plans to soon extend 

the Suhu expressway to directly connect the city with Shanghai.

Cities under Heavy Foreign Infl uence

Nantong is a prefecture- level coastal city of more than 7.5 million residents in 

Jiangsu Province, located on the northern bank of the Yangzi River. Histori-

cally (with rec ords dating back to ad 958) the city has played only a minor 

role in the economic development of the Yangzi delta. Commerce concen-

trated on salt production on the seacoast, and also rice and cotton. By the 

early twentieth century, the textile industry was also of some signifi cance.

Nantong was one of the fourteen coastal cities designated by the central gov-

ernment to be opened for international trade and investment in 1984, and thus 

foreign direct investment played a crucial role throughout the economic reforms. 

Nantong’s proximity to Shanghai and its geographic location on the banks of the 

Yangzi River with its own seaport contributed to its development into a major 
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industrial hub. In 2008, the opening of the Suzhou- Nantong Yangzi Bridge 

connected the city with the industrial high- tech clusters of Suzhou and with the 

national highway network on both banks of the Yangzi River, reducing travel 

time to Shanghai from four hours to only one hour. Today, Nantong is one of the 

fastest- growing coastal cities, with large areas of the municipality’s 3,000 square 

miles dominated by new industry construction. Between 2003 and 2006, con-

tracted foreign direct investments tripled, reaching $6.9 billion. In parallel, total 

industrial investment in fi xed assets increased by more than 230 percent. Th e 

textile industry’s historical strength was maintained, but complemented by fac-

tories producing machinery, electronics, and chemicals.

In 2010, the city was continuing a nearly decade- long boom in construc-

tion of residential housing and commercial buildings. Entire city blocks  were 

under construction, lined with unvarying high- rise buildings mimicking Shang-

hai’s twenty- fi rst- century urban profi le. So extensive  were these construction 

sites that the old city center was diffi  cult to locate, seemingly hidden in the 

dusty broad streets of the expanded city.

Th e administrative region of Shanghai covers more than 2,430 square miles 

in the Yangzi delta. Located on the mouth of the Huangpu River, it extends 

seventy miles from north to south and sixty miles from east to west. Th e city 

proper covers only about 12 percent of this; the remainder of the municipality 

includes periurban townships and vast rural areas in the alluvial plain of the 

Yangzi River. Today, Shanghai has more than 18.6 million residents, 4.7 mil-

lion of whom are temporary migrants.

Shanghai’s historical rec ords date back to ad 960. During the Ming 

(1368– 1644) and Qing (1644– 1912) dynasties, the city developed into a trad-

ing port, with transport routes for cotton connecting the Yangzi delta with 

Beijing and Japan. Shanghai emerged as the region’s commercial center when 

it was opened after the opium wars in 1842 for trade with the Eu ro pe an 

powers. Th e entry of British, French, American, and Japa nese corporations 

and investors spurred development of manufacturing and trade.

During the Mao era, Shanghai became a base for heavy industry. Large- 

scale state- owned conglomerates in chemical, petrochemical, and steel pro-

duction dominated the pre- reform economy. Th e state- owned sector provided 

a solid revenue base, which allowed the local government to further invest in 

state and collective enterprise development during the early economic reforms. 
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As one of the fourteen coastal cities opened in 1984, Shanghai quickly re-

gained its traditional position as an entry port for foreign investments and 

trade. Already in the fi rst years of the reform pro cess, through active encour-

agement, the city successfully attracted large- scale joint- ventures with foreign 

corporations. Today, the city hosts the third- largest container harbor in the 

world.

Th e foreign- investment- driven modernization strategy reached a new stage 

in 1990, when the local government established a new development zone in 

Pudong. Since then, Shanghai has attracted the largest expatriate community 

in China, and is home to thousands of foreign companies. Foreign infl uence 

is pervasive. Th e city is without doubt the country’s most westernized, open to 

foreign culture and business models.

Concomitantly, the local government has never taken an active interest in 

promoting the development of domestic private start- up fi rms. Markets ex-

panded more slowly than in other coastal cities in the 1980s, with only relatively 

few niches opening up for domestic entrepreneurs. Th e private and individual 

sector could only attract those who had no hope for public sector employment. 

Th ough the number of private businesses began to surge in the early 1990s, 

most  were small, household- scale establishments. Not before the mid- 1990s 

did the private sector slowly lose its extralegal stigma and gain in social 

prestige. Even so, Shanghai is still characterized as an “anti- entrepreneurial 

state- guided” city, which has favored the development of both state- owned fi rms 

and foreign- invested fi rms through local regulation, while private fi rms  were 

subject to systematic discrimination.

Th e low status of private fi rms in Shanghai is still tangible. Th e city center 

and Pudong development zone across the Huangpu River are dominated by 

the modern high- rises of multinational companies and domestic state- owned 

conglomerates. Private fi rms, in contrast, are barely visible in the central 

districts of Shanghai. Th ey often lease sections of the remains of shuttered 

state- owned enterprises in the suburban areas. Th ey occupy areas partitioned 

from cavernous darkened workshops lined with abandoned machinery of the 

bankrupt state- owned enterprises.

Along dusty roads of the townships and county towns at the periphery of the 

municipality, however, it is commonplace to see new factory sites of large private 

enterprises. Attracted by lower prices for land- lease and labor, most private com-

panies locate in the outer districts of Shanghai bordering the provinces of 

Jiangsu and Zhejiang. Jiading district, about twelve miles north of the city center, 
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right on the border of Jiangsu Province, has become a center of automobile sup-

plies. In the westernmost district of Qingpu on the border of Jiangsu and Zheji-

ang Provinces, private companies contribute more than 50 percent of the dis-

trict’s tax revenue. With more than thirty specialized industrial zones, Qingpu 

district is a leader in private- fi rm development in Shanghai. Th e growth dy-

namic is impressive. Companies that at their founding stage did not even have 

proper access to public transport or a solid road to the downtown area are now, 

within only a few years, at the center of a thriving industrial cluster or rapidly 

expanding industrial park reaching deep into the remaining farmland.

Economic Overview

Table 3.1 compares general economic conditions of these seven survey cities 

at the time we initiated our fi rst survey wave. Th ey all contributed signifi -

cantly to their provincial economies, with 28 percent of Jiangsu’s gross re-

gional production coming from the three survey cities located there, and close 

to 52 percent of Zhejiang’s regional production coming from the three survey 

cities located there.

Notable are the variations in private- sector development. While domestic 

private fi rms represent in each city a substantial part of the local economy, the 

scale of private- fi rm operations varies greatly. With only nine employees on 

average, private fi rms in Shanghai tend to be particularly small- scale, as 

already noted. Th e coastal city of Nantong in Jiangsu Province registers the 

largest average company size, with on average thirty- eight employees.

Industrial Diversity

Today, private enterprises in the Yangzi delta region range from labor- intensive 

industries, such as textiles, to capital- intensive industries, such as shipbuild-

ing, to technology and research- intensive industries such as biomedicine. 

Local industrial specialization has followed distinct development patterns, in 

accordance with local historical traditions, local comparative advantages, and 

national and local industrial policies.

For our survey, we selected a stratifi ed random sample of fi rms refl ecting 

the heterogeneity of manufacturing technologies in the Yangzi delta region. 

To narrow down and control for industrial diversity, we selected fi ve diff erent 

manufacturing sectors, by applying the following principles. First, the sectors 

should have substantive importance for China’s overall industrial development. 
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64 capitalism from below

Second, they should represent diff erent levels of industry concentration, since 

highly concentrated sectors may involve diff erent market entry and marketing 

strategies than sectors with rather low concentration ratios. Th ird, they should 

refl ect the industrial specializations within the Yangzi delta. Lastly, they should 

cover diff erent production technologies.

Th e textile and ordinary machinery industries represent labor- intensive pro-

duction, with national concentration ratios of the top ten producers of 6.5 and 

7.8 percent, respectively. Vehicles and auto parts represent capital- intensive in-

dustries, with a rather high concentration ratio of around 20 percent. Th is sector 

was also a national priority ever since the central government published the 

fi rst national industrial policy guidelines in 1989. Finally, the pharmaceutical 

and electronic industries represent technology- intensive production. Th ese 

industries have concentration ratios of 10 and 20 percent, respectively. In 2006, 

the accumulated production value of these fi ve sectors reached close to 28 

percent of China’s total industrial output value. In our survey, the distribution 

of these fi ve sectors follows roughly the relative importance of these sectors in 

the region, with textile, automobile, and machinery each accounting for 25 

percent of the sample, and pharmaceuticals and electronics for 12 percent and 

13 percent respectively.

Table 3.2 indicates the relative share of national gross industrial production 

in each of these sectors contributed by each of the three provinces. Th e Yangzi 

delta region’s total contribution to national production ranges from 24.4 per-

cent for medical and pharmaceutical products to close to 50 percent for textile 

production, which underlines the importance of these Yangzi delta industries.

Table 3.2.  Provincial contribution to national gross industrial output by sector, 
2006 (percent)

Sector Shanghai Jiangsu Zhejiang
Total of 
region

Textile industry 2.34 23.93 22.68 48.95
Medical and pharmaceutical 

products
4.28 10.45 9.67 24.4

Ordinary machinery 11.14 18.09 14.57 43.8
Vehicle and auto parts 9.30 8.65 8.14 26.09
Communication equipment, 

computer, other electronic 
manufacturing

11.85 19.32 4.79 35.96

Source: China Yearly Industrial Data, China Data Online,  www .chinadataonline .org .
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Th e Sample

Quantitative survey research of private fi rms poses specifi c and unexpected 

challenges. Th e social science literature refl ects this. Th e majority of such em-

pirical studies focus on stock- listed companies, not only because these are the 

largest and typically most powerful corporations, but also simply because they 

are more readily accessible to research, given fi nancial disclosure rules. Even in 

established market economies, private fi rm information is often kept secret 

and fi nancial data is hard to get.

Th e diffi  culties of research on private fi rms are even more pronounced in 

China. Many  were founded when private manufacturing fi rms  were illegal. 

Marginalized as illegitimate, entrepreneurs often had no alternative but to 

turn to quasi- legal or partly illegal business practices in the start- up phase, 

simply to survive. Understandably, entrepreneurs are apprehensive that sur-

vey information might end up in the hands of competitors or government 

authorities.

Our Yangzi delta entrepreneur and fi rm survey solved these challenges 

through an innovative use of local networks in approaching entrepreneurs 

sampled for the study. Given our specifi c focus on the questions of how Chi-

na’s entrepreneurs become capitalist and where economic institutions of capi-

talism come from, we did not draw a random sample from the entire popula-

tion of private businesses. Th is would have included many short- lived 

mom- and- pop operations, producing little value added and without any hope 

to develop into sizeable manufacturing businesses. To more directly target 

our population of interest, we excluded all companies with fewer than ten 

employees and all companies in business for less than three years. In line with 

our interest in understanding the strategic moves of China’s “new capitalists,” 

we used a stratifi ed sample that oversamples medium and large- scale compa-

nies. Following China’s national classifi cation system, we defi ne as small 

those fi rms having 10 to 100 employees, as medium those having between 

100 and 300 employees, and as large those employing more than 300 workers. 

Th e goal was to limit small- scale companies to two- thirds of the sample.

Based on this sampling frame, stratifi ed on location, sector, and size, fi rms 

 were randomly drawn from local fi rm registers. In a fi rst step, for each city 

and industry a sampling pool was established by drawing every nth company 

from complete local fi rm registers. After confi rming the eligibility of the 

fi rms, our local partner, the Market Survey Research Institute, approached 
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66 capitalism from below

local entities such as the Bureau of Industry and Commerce, party organiza-

tions, and other institutions such as industry guilds for their support and 

assistance in securing entrepreneurs’ participation in our survey. Once lo-

cal support was secured, the sampled entrepreneurs  were invited to partici-

pate. Generally, local organizations and authorities gave generous and un-

conditional support to the research project. Local representatives never 

interfered or tried to infl uence the interview pro cess and content, nor did 

they make any attempt to attend or monitor any of the research visits.

Eligible respondents  were the companies’ chief executive offi  cers (CEOs). 

If the CEO could not participate in the interview personally, the interview 

was rescheduled. Th is increased comparability of responses across all compa-

nies. Moreover, the strategy helped secure more detailed and reliable infor-

mation on specifi c pro cesses that fall naturally into the domain of the fi rm 

manager. In a majority of cases, the respondent also held own ership shares in 

the company (83 percent of interviewees) or was even one of the company 

found ers (74 percent of interviewees). Th is fortunate outcome allows infer-

ences not only on company development in general but also on personal traits 

and behavioral responses of China’s emerging entrepreneurial elite.

Overall, with 711 completed interviews in 2,842 contacted fi rms, the re-

sponse rate for our 2006 survey wave was 25 percent. Th is rate meets stan-

dards widely used by the professional survey research industry, which regards 

overall response rates of fi rm surveys in the range of 25 percent as satisfac-

tory. Nonresponses often resulted from strict adherence to the rule only to 

interview the fi rm’s CEO. Extended business trips— partly outside China— or 

participation in national and international trade fairs made personal visits 

with CEOs at times simply impossible. If after three contact attempts it was 

still not possible to line up a personal appointment for a face- to- face interview 

with the fi rm manager, we replaced the fi rm by another randomly sampled 

participant fi rm drawn from the sampling pool.

Table 3.3 illustrates the setup of the resulting sample by city, industry, and 

fi rm size. Th e total sample size is 711 in our fi rst survey wave (2006), with 

between 100 and 103 companies sampled in each of the participating seven 

municipalities. Overall, 9.8 percent are categorized as large, 23.2 percent as 

medium size, and 66.9 percent as small. Given that there were 113,866 com-

panies in the fi ve selected sectors in these cities by the end of 2005, the 

margin of error would be no more than 3.66 at a confi dence level of 95 per-

cent (or no more than 4.82 at a confi dence level of 99 percent) when making 
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inferences on this specifi c population of manufacturing fi rms in the Yangzi 

delta region.

Th e Survey Design

Th e quantitative survey operationalizes the multilevel causal model of institu-

tional change specifi ed in Figure 2.1, using distinct components of the model 

to guide the design of the survey instrument. Th e analytical focus is on the 

mechanisms structuring the relations between institutions, or gan i za tion al 

fi eld, and fi rm. Th e questionnaire explores typical entrepreneurial situations 

and standard operational decisions in key areas of fi rm activities, including 

supplier relations, customer relations, fi rm governance and or ga ni za tion, 

labor relations, and research and development. It examines company strate-

gies in response to legal constraints, modes of compliance or decoupling, and 

modes of legitimacy seeking, as well as monitoring and enforcement mecha-

nisms. In parallel, the questionnaire elicits information on the individual 

found er, the quality of relations with other social groups, and social status 

assessments. Broadly speaking, the quantitative survey is designed to tease 

out in diff erent contextual settings the actual micro- level mechanisms en-

abling and guiding China’s transformative institutional change toward a capi-

talist fi rm economy.

A separate survey module covers fi rm size, fi rm structure, own ership, fi rm 

per for mance, competition, taxation, and fi nance, for the three years before 

the survey year. To facilitate the interview pro cess on these rather complex 

accounting issues and increase the accuracy of the responses, the CEO was 

invited to ask the chief fi nancial offi  cer (CFO) to complete the second part of 

the interview or to assist with it.

Before taking our survey to the fi eld, we discussed the questionnaire with 

focal groups (consisting of both local academics and entrepreneurs) to con-

fi rm the appropriateness of the design and framing of questions. We then 

tested the survey instrument in a small- scale pi lot study of seventy fi rms (ten 

in each of the survey cities), which  were selected based on the same random- 

sampling strategy used in the main survey. After review, minor adjustments 

were made.

In order to gain more than just a snapshot of current company per for-

mance and strategies, two survey waves  were conducted, in the years 2006 

and 2009. (For English translations of both questionnaires, see Appendix 1.) 
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Th e original motivation was to get more data points, thereby allowing for 

higher precision in econometric testing, but the unexpected event of the 

global fi nancial and economic crisis in 2009 also opened up the opportunity 

to compare fi rm per for mance during a period of robust economic expansion 

in 2006 with per for mance in a period of rapid slowdown. To increase chances 

for a higher return rate of interviewees already covered in the fi rst wave, the 

survey team maintained ties with fi rm managers over the intervening years 

through mailing of newsletters and small gifts. Th e resulting resurvey rate 

was 75.2 percent. Eleven fi rms had been sold to other companies, fi fteen 

companies moved to a diff erent location, and ten fi rms had gone out of busi-

ness. Another 140 did not wish to participate in the survey again. Among the 

most common reasons cited  were time constraints during the survey period. 

We replaced 165 fi rms with a new set of randomly sampled fi rms in order to 

retain a sample of comparable size (of 700 fi rms) and stratifi cation.

Another innovation is the inclusion of a module in experimental econom-

ics in the 2009 survey. We asked all interviewees to participate in experi-

ments designed to study behavioral choices in response to risk, uncertainty, 

and competition. We randomly sampled 200 individuals from three of the 

survey cities as a comparison group, in order to identify whether entrepre-

neurial responses are distinctively diff erent from behavioral choices of ordi-

nary people (see Chapter 4).

Both survey waves  were carried out in collaboration with Market Survey 

Research Institute. All interviews  were conducted face- to- face by teams of two 

local interviewers at the factory site, usually in the CEO’s offi  ce or a conference 

room, and lasted on average 1.5 hours. Interviewers  were able to converse in 

local dialect if needed. In order to assure standardized implementation of the 

survey across our seven cities, we worked exclusively with professional inter-

viewers, who held at least a college education and had multiple years of experi-

ence as interviewers. Moreover, all participating interviewers took part in spe-

cial multiday training workshops held by the authors.

We personally conducted from 2005 to 2011 an additional 111 free- ranging 

face- to- face interviews in the Yangzi delta region. Sixty- seven of these inter-

views  were with entrepreneurs, government bureaucrats, and scholars in the 

Yangzi delta region not involved in the fi rm survey, and forty- four  were with 

entrepreneurs randomly selected from those participating in the survey (in 

total more than 6 percent of the survey respondents). In these interviews we 

used semistructured questionnaires that focused on one or two themes in order 
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to secure fi ne- grained subjective accounts of entrepreneurial action not obtain-

able in the quantitative mea sures of our survey instruments. Th e qualitative 

interviews not only helped to verify information gathered in quantitative 

research, but even more importantly, they  were crucial to understanding micro- 

mechanisms, motivation, and the meaning of economic behavior and strate-

gic choices. All of these interviews involved visits to the factory, which helped 

to contextualize the behavioral data obtained from the quantitative surveys. 

A number of interviewees agreed to repeat visits, allowing for a dynamic view 

of how their enterprise developed during the course of the six- year study. Ap-

pendix 2 provides a complete list of interviews conducted.

Supplementary Firm Survey

In order to position our fi ndings within the broader context of China’s post- 

reform economy, we complement our regional survey material with national 

studies of fi rm development. Th e World Bank’s Investment Climate Survey 

conducted in two waves in 2002 and 2003 allows us not only to examine other 

regions but also to analyze fi rm per for mance across diff erent own ership forms, 

including state- owned enterprises, collective fi rms, and sino- foreign joint ven-

tures. Similar to our own study, both survey waves cover company informa-

tion over a period of three years: initially, from 1998 to 2000; then from 2000 

to 2002.

Th e World Bank survey is based on a random sample of cities and fi rms, 

stratifi ed fi rst on subsectors, which  were selected to represent the most impor-

tant (in terms of contribution to national GDP) industries and ser vice sectors, 

and then on location. Th e industry mix comprises both labor- intensive and 

technology- intensive sectors across a broad spectrum of diff erent production 

technologies and levels of competition. Th e 2002 survey includes fi rms located 

in fi ve middle- size and large cities (N = 1,548), with about 300 fi rms sampled in 

each city; the 2003 survey includes fi rms in eigh teen middle- size and large cities 

(N = 2,400), with 100 to 150 fi rms per city. Both survey waves combine to a 

national sample of twenty- three cities located in nineteen of China’s thirty- one 

provinces or in de pen dent municipalities. Participating fi rms  were randomly 

selected in each city, subject to a size constraint of a minimum of twenty (fi fteen) 

employees for fi rms in the manufacturing (ser vice) sector. Th e size distribution 

of private fi rms covered by the survey is similar to our own study: 65 percent 

of the fi rms have up to 100 employees and 12 percent have more than 300 
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employees. Questionnaires  were fi lled out in face- to- face interviews with se nior 

managers of the respective establishments. Part two of the interviews was con-

ducted with the fi rm’s accountant, who provided quantitative information on 

costs, expenditures, and asset valuations. Importantly, our own survey instru-

ment incorporated a core set of the questions used in the World Bank fi rm 

surveys.

Conclusion

Our survey of emerging capitalism in China focuses on the Yangzi delta region 

as the most important center of bottom- up entrepreneurship. Th e characteristic 

feature of entrepreneurial spirit in the Yangzi delta region was to deal with 

adverse conditions by devising ways around them. Bottom- up institutional 

innovations enabled entrepreneurs to cooperate and compete in newly emer-

gent markets. Initially concentrated in Zhejiang Province, private enterprise 

soon expanded throughout the  whole Yangzi delta region, crossing provincial 

borders and diff using into original strongholds of collective and state- owned 

production.

We study this pro cess through a mixed- method approach, combining quan-

titative survey methods with qualitative interviews and fi eld experiments. At 

the core of our research eff ort is the survey that operationalizes our multilevel 

causal model of institutional change. Our objective is to identify the mecha-

nisms underlying and explaining the rise of a private enterprise economy. 

We focus on seven diff erent cities representing diff erent historical and geo-

graph i cal conditions and on fi ve industries representing diff erent production 

technologies and concentration ratios, allowing for a relatively comprehensive 

analysis of the rise of private manufacturing in the Yangzi delta region. Clearly, 

our study does not aim to represent China as a  whole. As in earlier studies of 

the rise of capitalism in the West, our intention is to study the regional sprouts 

of capitalist production, which may only gradually spread to other regions to 

eventually alter the nature of the entire national economy.
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Entrepreneurial action drives the aggregate dynamics of capitalism, which in 

turn motivate the entrepreneur. Th is is the leitmotif in studies of capitalist 

emergence since the rise of capitalism as a new economic order in the West. 

In bottom- up accounts, the institutional conditions necessary and suffi  cient 

to launch economic growth do not depend ex ante on eff ective formal institu-

tions to secure property rights and protect wealth from arbitrary expropria-

tion by politicians and government. Instead, the focus is on specifying the 

endogenous rise of new institutional arrangements that enable, motivate, and 

guide self- reinforcing entrepreneurial action. Th us the entrepreneur is insepa-

rable from explanations of the dynamics of capitalist economic development.

In contrast to bottom- up explanations, the state- centered approach assigns 

causal priority to the role of po liti cal actors and institutions in explaining 

economic per for mance. What prevents rulers from using the coercive force of 

the state to expropriate property and wealth from economic actors? What 

assures economic actors that the surplus they produce is not at risk of arbitrary 

confi scation by the state? In top- down accounts of economic development, 

the entrepreneur is absent, because the explanation turns on what politicians 

want and the rules they institute.

A study of institutional change following the Glorious Revolution in 

En gland in 1688, for example, examines the po liti cal factors underpinning the 

development of fi nancial markets. Prior to the Glorious Revolution, the sov-

ereign was free to reinterpret rules ex post and manipulate agreements on 

interest and terms of repayment of loans to the Crown to its advantage. Th is 
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historical narrative of the struggle between Parliament and the Crown high-

lights the pro cess by which politicians instituted formal rules altering the in-

centives for the Crown: “Our thesis is that the credible commitment by the 

government to honor its fi nancial agreements was part of a larger commitment 

to secure private property. Th e latter was clearly a major factor for the institu-

tional changes at the time of the Glorious Revolution.” As in other top- down 

accounts, the causes of sustained economic growth are seen to be embedded 

in the nature and quality of formal institutions. Th e necessary and suffi  cient 

institutional changes that pave the way for entrepreneurial profi ts and sus-

tained economic growth are crafted by politicians and enforced by the state. 

Th e focus is on credible commitment by politicians to formal rules that secure 

property rights in private transactions, guarantee contract enforcement, and 

eliminate confi scatory behavior by government. Th ough this case study fo-

cuses on preindustrial En gland, there is a general claim that informal institu-

tions resting on repeated exchange and reputation are insuffi  cient to moti-

vate economic development. Hence, it is argued, what keeps poor economies 

locked in economic stagnation is the lack of po liti cal institutions that main-

tain credible commitment to rules that safeguard property rights of private 

citizens.

Th e essential diff erence between bottom- up and top- down explanations 

of capitalist emergence and the origins of modern economic growth turns on 

the question of causal priority. Th ere is broad consensus that modern self- 

regulating markets require the continuous involvement of the state. But is it 

correct that norms and networks cannot provide suffi  cient institutional con-

ditions to enable and motivate robust economic activity? Is it necessary for 

formal rules to be in place ex ante to safeguard property rights in order that 

economic growth and development can be initiated?

Some recent historical studies suggest otherwise. An analysis of land prices 

and returns in seventeenth- century En gland, for instance, shows that secure 

property rights existed at least as early as 1600, and did not substantively in-

crease after En gland’s Glorious Revolution. Th us “to read the Glorious Revo-

lution as ushering in a stable regime of taxes and property rights that laid the 

foundation for the Industrial Revolution (beginning in 1760) is to write Whig 

history of the most egregious sort.”

Similarly, it seems implausible that third- party contract enforcement by 

En glish courts and law- enforcement agencies in the eigh teenth century was 

what mainly enabled economic growth during the Industrial Revolution. To 
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emphasize only the rule of law, intellectual property rights, and government 

legislation is to ignore important social factors:

In this regard, what is signifi cant in the de cades before the Industrial 

Revolution is the growth of a set of social norms that, beyond the formal 

“rule of law” and explicit penalties for opportunistic behavior, made entre-

preneurial activities in Britain more attractive. Th e Industrial Revolution 

in the fi nal analysis was propelled by technological progress, but to succeed 

its propagators (entrepreneurs, engineers, merchants, fi nanciers, and tech-

nical con sul tants) needed contracts, credit, and credible commitments. Given 

that third- party (state) contract enforcement was rudimentary at best, what 

was the source of the cement that held British economic society together? 

Th e answer is that besides the formal mechanisms of the state, invoked 

only as a last resort, there was a set of social norms that supported entrepre-

neurial activity to a point not fully recognized. Th ese norms may be called 

the culture of the gentleman- entrepreneur. . . .  Th ere  were certain things 

that a gentleman did and others he did not; and while such norms  were of 

course no more perfectly followed than formal laws, breaking the rules of 

gentlemanly conduct was costly. By the middle of the eigh teenth century, 

before the Industrial Revolution, the idea of a gentleman implies certain 

behavioral codes that signaled that a person was trustworthy.

As an informal institution, norms of gentlemanly enterprise  were a crucial 

complement to the market in the Industrial Revolution.

Economic development in New En gland was also historically supported 

and encouraged by informal norms and practices; in par tic u lar, the bottom-

 up evolution of rural lending networks. In the colonial period, it had been 

commonplace for farmers in rural Massachusetts, for example, to write prom-

issory notes to secure loans from fellow farmers to meet need for credit stem-

ming from long production periods, seasonal discontinuities, and periodic 

disasters. A rural credit market evolved from bottom- up pro cesses embedded 

in self- help norms in New En gland villages. Such credit relations  were already 

expanding beyond county borders by 1780, about fi fty years before the Mas-

sachusetts Corporation Law fully established the concept of limited liability. 

After the Revolution, the rural credit market underwent a rapid transforma-

tion, becoming more multilateral, impersonal, and regional. Th e very wealthy 

farmers became the largest debtors. Using their land as collateral, they bor-

rowed money from less wealthy farmers to invest in the Boston security mar-

ket. Th ese informal lending networks in rural Massachusetts  were important 

in mobilizing rural savings to fi nance the “wheels of industry” at the cutting 
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edge of growth in New En gland in the early nineteenth century. “Th e 

enhanced liquidity of rural portfolios is the capitalist transformation of the 

rural economy. . . .  Th is phenomenon must henceforth . . .  loom large in what-

ever is meant by the coming of capitalism to the New En gland village econ-

omy.” Although New En gland for over a century had been far poorer than 

the colonial South, with the lowest per capita wealth of any colonial region, 

the industrialization of cotton textile and machine tool manufacture fueled a 

rapid rate of economic growth, and by 1840 per capita wealth in New En gland 

was over 30 percent higher than in the South. Th is industrialization “had its 

beginnings in the farm economy long before, with the unheralded emergence, 

proliferation, and articulation of local markets.”

To explain the rise of rational capitalism as an economic order in the West, 

both Joseph Schumpeter and Max Weber employed a bottom- up approach, 

focusing on entrepreneurial action and resultant institutional innovations, 

as we discuss in the next section. In parallel manner, to explain the rise of 

the private enterprise economy and capitalist economic development in China, 

we then turn our focus to analyzing bottom- up entrepreneurial action and 

institutional innovation in the Yangzi delta region.

Social Construction of Entrepreneurship

Schumpeter emphatically characterized the entrepreneur as someone who, 

coming from outside the established order, does not passively accept given 

economic conditions but is instead an innovator and “agent of economic devel-

opment, because he causes a change of the economy from within the economy.” 

In essence, “the function of the entrepreneur is to reform or revolutionize the 

production structure, either through a new invention, or, more generally speak-

ing, through a yet unexploited technical production method of a new good, the 

production of an old good through a new method, or through exploitation of 

a new raw material source, or a new market, or through reor ga ni za tion of the 

industry.” Th ough Schumpeter recognized that modern capitalism has been 

shaped by institutional change over time, his analysis of capitalist economic 

development assumed the modern Verkehrswirtschaft, an established economic 

order with mature markets and effi  cient allocation of goods and ser vices 

already in place. Th is assumption allowed him to abstract from the institu-

tional foundations of the “capitalist pro cess” to focus on the role and require-

ments of the entrepreneur as the agent of technological change: “What he 
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[the entrepreneur] needs to accomplish his plans are goods of all kinds: Labor, 

land, tools and raw material and potentially also consumption goods. Once he 

has these, he can realize his plans.” Successful innovation depends on the 

agent of change, who “takes action” and has the energy and motivation to “con-

fi dently navigate outside of the established channel” and overcome societal 

re sis tance against innovations.

Schumpeter’s focus on remarkable individuals with entrepreneurial talent 

led to widespread interest in uncovering a set of psychological traits associ-

ated with entrepreneurship, as with the idea of “need achievement,” a cluster 

of personality traits of the entrepreneurial type. Extensive empirical eff ort 

has not succeeded in demonstrating such distinctive psychological traits, how-

ever, and has failed to confi rm Schumpeter’s view of entrepreneurial talent as 

an individual- level attribute. Nor has this cumulative research contributed 

signifi cantly to understanding the unequal distribution of innovative activities 

between national economies. Empirical studies of entrepreneurship infl u-

enced by Schumpeter’s theory continued in or gan i za tion al and evolutionary 

economics through the 1940s and 1950s, but eventually interest in entrepre-

neurship research declined. Mainstream economics has sought to resolve 

the problem by shifting its focus from the entrepreneur to innovative activity: 

“Can one model major innovations? I wonder. Surely they are not just a matter 

of serendipity: resources matter, and can be applied more intensively or less; 

necessity may be the legitimate model of invention.”

Th ough the entrepreneur disappeared from mainstream economics as econ-

omists shifted their attention to understanding technological change, Schum-

peter’s “entrepreneurial function” was replaced by endogenous growth theory, 

which modeled innovations as induced by economic growth and in turn an 

endogenous cause of growth. Th e focus turned to institutional conditions 

giving rise to routine innovative activities in industries where fi erce market 

competition pressures large corporations to “innovate or die.” In sum, the 

quest to explain the dynamics of capitalist economic development begun 

by Schumpeter persists today in economics in two core questions: “(1) What 

macroeconomic circumstances favor major innovations? (2) What macroeco-

nomic circumstances favor rapid exploitation and improvement of major inno-

vations, including the making of the necessary capital investment?” Yet, as 

with Schumpeter, these questions are examined within the context of already- 

existing capitalist economies, where effi  cient market allocation and property 

rights are fi rmly in place.
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Here, in contrast, we do not assume the existence of the institutional 

framework, but instead direct attention to institutional innovations that en-

able, motivate, and guide entrepreneurs in the rise of the private enterprise 

economy. Key institutional innovations are norms and informal practices 

that allow producers to shift from small- scale  house hold production to new 

forms of capitalist enterprise. Broadly speaking, our focus is on norms facili-

tating long- term planning, providing resource and market access, and allow-

ing contracting and credible commitment to private business agreements.

In Th e Protestant Ethic and the Spirit of Capitalism, Max Weber addressed 

the question of how capitalism as a new economic order arises from changes 

in the behavior and attitudes of economic actors. When already established, 

he observed, capitalism “educates and selects the economic subjects which it 

needs through a pro cess of economic survival of the fi ttest.” Th is selection 

pro cess, he underscores, is guided by social norms and sanctioning of eco-

nomic actors in competitive markets: “Th e manufacturer who in the long run 

acts counter to these norms, will just as inevitably be eliminated from the eco-

nomic scene as the worker who cannot or will not adapt himself to them will 

be thrown into the streets without a job.” But how did this “system of market 

relationships”— this seemingly “unalterable order of things”— come about? 

“In order that a manner of life so well adapted to the peculiarities of capital-

ism could be selected at all, i.e. should come to dominate others, it had to 

originate somewhere, and not just in isolated individuals alone, but as a way of 

life common to  whole groups of men.” Clearly, for Weber the rise of capital-

ism is neither the result of an infl ow of new capital nor the result of new or 

specifi c individual traits embodied in isolated individuals; rather, it is a broad- 

based diff usion of new attitudes and norms— the rise of a new spirit— which 

triggers the shift from traditional to capitalist modes of production.

Now at some time this leisureliness was suddenly destroyed. . . .  What hap-

pened was . . .  often not more than this: that some young man . . .  went out 

into the country, carefully chose weavers for his employ, greatly increased 

the rigor of his supervision of their work, and thus turned them from peas-

ants into laborers. On the other hand, he would begin to change his market-

ing methods by so far as possible going directly to the fi nal consumer, would 

take details into his own hands, would personally solicit customers, visiting 

them every year, and above all would adapt the quality of the product directly 

to their needs and wishes. At the same time he began to introduce the prin-

ciple of low prices and large turnover. Th ere was repeated what everywhere 
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and always is the result of such a pro cess of rationalization: those who would 

not follow suit had to go out of business. Th e idyllic state collapsed under the 

pressure of a bitter competitive struggle, respectable fortunes  were made, 

and not lent out at interest, but always reinvested in the business. Th e old 

leisurely and comfortable attitude toward life gave way to a hard frugality in 

which some participated and came to the top, because they did not wish to 

consume but to earn, while others who wished to keep on with the old ways 

 were forced to curtail their consumption.

Transformative change was not without confl ict: “Its entry on the scene was 

not generally peaceful. A fl ood of mistrust, sometimes of hatred, above all of 

moral indignation, regularly opposed itself to the fi rst innovator.” But com-

petitive pressures encouraged others to behave in accordance with the new 

norms. Eventually this became a mass phenomenon, gradually building the 

institutional foundation of the capitalist order.

From Peasant to Entrepreneur

In Weber’s account of capitalist development, the entrepreneurs who initially 

decoupled from the precapitalist production mode did not belong to the estab-

lished merchant nobility often closely aligned with the polity. In En gland and 

Germany in the nineteenth century, it was not “the noble gentlemen from 

Liverpool and Hamburg with their inherited merchant wealth, but the rising 

parvenu from Manchester or Rhineland- Westfalia, often stemming from quite 

simple background.” It was traders and artisans, “men who had grown up in 

the hard school of life, calculating and daring at the same time,” who typically 

did not mind the often strong societal opposition to their entrepreneurial ac-

tivities. Capital constraints did not deter the innovators. Th ey often started out 

with only limited amounts of money borrowed from their relatives.

Not unlike the early entrepreneurs in the rise of capitalism in the West, 

those who started up new fi rms in the still- stigmatized and semilegal private 

sector of the Yangzi delta  were also typically from simple trader and artisan 

backgrounds. Th ese rural entrepreneurs, who  were traditionally left outside 

China’s central labor allocation system and also the social security system pro-

viding housing, health care, and retirement benefi ts for urban workers, did not 

mind either the low social status or the widespread risk of discrimination.

Ying Jinhui, for example, was a miner near Yongkang who started a side-

line business making grinding stones used to sharpen butcher knives. His son 
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Weizhong followed his father in both occupations, eventually becoming an 

itinerant peddler traveling outside Yongkang to distant provinces to sell the 

knife sharpeners. A customer he met wanted to buy butcher knives from him. 

So Weizhong bought some in Yongkang, a center of traditional handicraft 

industry, and sold them in Harbin. He realized when shopping for the butcher 

knives that it was not diffi  cult to make them. By apprenticing himself without 

pay to a knife- maker, he learned in two months how to do this. After estab-

lishing himself in the domestic market as a manufacturer of butcher knives, 

he bought more used equipment and began to manufacture for the much 

larger export market. In refl ecting on his experience as a major manufacturer 

of high- end professional knives, which he currently exports to Germany and 

Japan, Weizhong attributes his success to a single- minded focus on producing 

high- quality products competitively. When he was growing up in Yongkang, 

he and his classmates always knew that in order to survive, they would have 

to work very hard. “When I started up my business, I didn’t really think that 

much. My brothers lent me money to start up my business, and I just worked 

hard to be competitive by making high- quality professional knives.”

Also of rural origin is Wu Liping, who founded a high- technology design 

and manufacturing fi rm specializing in automated packaging equipment. 

His Joyea Packaging plant has recently begun to manufacture for international 

corporate clients, who travel to China to order custom- built equipment from 

him. Born in 1963 in a village and graduating from high school in 1979, the 

year after the start of China’s ambitious economic reforms, Wu found his fi rst 

job as a worker in a state- owned machinery factory, and earned money after 

work picking up discarded material and nails from the factory to sell on the 

recycling market. On a train trip, he helped another passenger with his 

luggage, and they talked. A few days later that man called and off ered him a 

job at his factory, which manufactured glassware for laboratories. Wu worked 

there for three years and was promoted to deputy director. But he decided to 

go into business for himself— even though he was only twenty years old— and 

in 1983 he started his own factory to manufacture specialty glassware for in-

dustrial laboratories. In 1989, however, he closed the factory because it was 

not profi table. He wanted to move on to something  else, but did not yet have 

a specifi c project in mind. Th at he eventually went into packaging was ser-

endipitous. He learned from a friend, an engineer in a state- owned enter-

prise, about the challenges of packaging technologies. Th en a speech by Deng 

Xiaoping on the importance of science and technology for China’s future 
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strengthened his ideas of venturing into high- tech production. In 1992 Wu 

launched a new business with his friend serving as his chief engineer. His aim 

was to automate a production pro cess in which workers had been using their 

hands to package detergent whose enzymes harmed their skin. He licensed 

his fi rst technology from a local government research institute, but it soon 

became apparent that the technology was fl awed and not appropriate for de-

tergent packaging. After only four years of production, Wu’s business went 

bankrupt. He and his wife and child moved back to his village where they had 

a small plot of land. Th ere they lived on his remaining savings and farmed the 

land. At night, Wu studied the old design drawings to improve the technol-

ogy for a restart. He had learned from experience two crucial requirements in 

light of the typically low profi t margin of detergents: packaging prices had to 

be low and the mea sure ment precision for the content had to be high. After 

six years he managed to refi ne the technology to build his fi rst automated ma-

chine fi tting the specifi c needs of packaging detergent. Now his design and 

manufacturing plant located east of the city of Nanjing wins approval for 

about twenty patents a year, and has a large domestic market in China for 

custom- built packaging equipment used in a variety of product lines, such as 

powdered milk, detergent, sugar, and candy.

Our Yangzi delta survey confi rms that those who ventured into the private 

enterprise sector of the manufacturing economy came from modest to margin-

alized social backgrounds. Th e entrepreneurial movement was fueled neither 

by the technocratic elite of skilled engineers from state- owned companies nor 

by the country’s po liti cal and administrative elite. Only 11 percent of the com-

pany found ers have previously worked in leading positions as managers of 

state- owned enterprises— and among the older fi rms established before 1990, 

only 7 percent. Also there are relatively few former administrative or po liti cal 

cadres among the found ers in our sample. Overall, only 5 percent indicate that 

they had a cadre position in government offi  ce before founding their fi rm, and 

among the older fi rms, none of the found ers ever held a cadre position.

Although entrepreneurship is no longer exclusively a rural aff air, rural found-

ers are still prominent in the overall picture, with 53 percent of our respondents 

stemming from rural, and often farming, backgrounds. With the increasing 

legitimacy and social status of private enterprise, however, their relative number 

is continuously declining. Among the fi rms in our survey founded since 2003, 

the share of rural entrepreneurs is already down to 46 percent. Th e growing par-

ticipation of urban residents evidenced there is in line with national trends.
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Nonetheless, the majority of found ers still come from modest backgrounds. 

In our 2009 survey, a signifi cant number (41 percent) indicate that their parents 

had either no formal education or only primary education. Only a small 

minority (10 percent) had at least one parent with some college education. 

Also the parental profession rarely suggests par tic u lar advantages or an entre-

preneurial or managerial predisposition. Only 3 percent of the found ers have 

a father who managed a public fi rm. Only 7 percent indicate that their parents 

owned a private business. Th is includes small- scale  house hold production and 

petty trading. Th e majority of business found ers come from families where the 

 house hold head was an ordinary worker (35 percent), farmer (23 percent), or 

technician (16 percent).

In spite of the rather modest parental background, most of the found ers 

have relatively high human capital, signifi cantly exceeding general education 

levels. Entrepreneurs in our sample have received on average 12.4 years of edu-

cation, whereas general educational attainment reaches on average only 9.3 

years in Shanghai, 7.5 years in Zhejiang, and 7.6 years in Jiangsu. Th irty- fi ve 

percent have completed vocational schools after graduation from se nior high 

school, 25 percent have a ju nior college degree, and 15 percent received a full 

four- year undergraduate education. Only 22 percent have only primary or 

ju nior high school education. As would be expected, urban entrepreneurs are 

slightly better educated (with on average two more years of schooling than 

rural found ers). About a third of the entrepreneurs received some form of spe-

cialized professional training either before or during their entrepreneurial 

activities. Among these, thirty- fi ve entrepreneurs have earned a regular MBA 

degree; others attended education programs off ered by local business schools 

to earn an executive MBA degree or attended part- time courses in public ad-

ministration. Overall, the more recently the fi rm was founded, the higher the 

average years of education of the CEO. Th is refl ects not only a general increase 

in average educational attainment but also growing legitimacy of the private 

enterprise economy, which by now also attracts talented and highly skilled 

university graduates from urban backgrounds, a group initially interested only 

in state- and foreign- invested enterprise employment.

Are Entrepreneurs Especially Risk Tolerant?

“Uncertainty must be taken in a sense radically distinct from the familiar notion 

of risk, from which it has never been properly separated,” Frank Knight argued. 
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“Th e essential fact is that ‘risk ’ means in some cases a quantity susceptible 

of mea sure ment, while at other times it is something distinctly not of this 

character”— that is, it is not calculable. Such are most of the uncertainties that 

entrepreneurs face. Knight describes, for instance, a type of investment decision 

that entrepreneurs confront on a regular basis: “A manufacturer is considering 

the advisability of making a large commitment in increasing the capacity of his 

works. He ‘fi gures’ more or less on the proposition, taking account as well as pos-

sible of the various factors more or less susceptible of mea sure ment, but the fi nal 

result is an ‘estimate’ of the probable outcome of any proposed course of ac-

tion.” It is this unpredictability of future possibilities and presently unknown 

outcomes that especially challenges the decision maker. Th is has led to the com-

mon assumption that entrepreneurs may diff er from ordinary people in their 

capacity for risk taking and robust economic action despite the unpredictability.

In China’s transition economy, entrepreneurial uncertainties are commonly 

even larger than usual. Not only are there the standard market unknowns but 

also uncertainties connected with the state, which has an interest in protect-

ing government- owned fi rms from the competitive pressures of an expanding 

market economy. For entrepreneurs, this heightens uncertainty, in part because 

rules and regulations are unevenly and often arbitrarily enforced by government, 

thereby increasing the scope of unknown outcomes not subject to calculation 

of mea sur able risks.

Th e experience of Zhu Jinhong vividly exemplifi es entrepreneurial action 

despite Knightian uncertainty in launching a new business. Zhu started a fi rm 

in 1995 to produce aluminum coff ee makers. He had been selling motorcycles 

for the supply and marketing cooperative of his village in a remote southwest-

ern mountainous county of Zhejiang Province when he happened to meet an 

Italian businessman named Rosa at the Guangdong trade fair. Conversation 

about tea drinking in China led Rosa to talk about coff ee drinking in Italy. At 

the time, it was part of Zhu’s job to be on the lookout for new business ventures. 

He had already considered manufacturing motorcycles, but had decided this 

was too expensive and complex. However, the village cooperative had a thriving 

business in recycled scrap aluminum, which Zhu realized is the raw material 

needed to make stovetop coff ee makers. An idea for a new business venture 

came in a fl ash when Zhu reasoned that though Chinese typically drink tea, 

there might be a big market in China for coff ee as Chinese consumers become 

more interested in Western tastes. Experimenting with making molds to see if 

he could indeed imitate an Italian stovetop model, Zhu realized that it would be 
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relatively easy to manufacture the coff ee maker, and with the village’s recycled 

scrap aluminum business he had an ample supply of cheap aluminum. Excit-

edly, he arranged to meet again with Rosa, along with an interpreter. At this 

meeting, Rosa placed an impromptu verbal order for 720 coff ee makers as a 

gesture of enthusiasm. Zhu returned to his village to begin production. Th ough 

he did not have a written contract, he reasoned that even if Rosa was not serious 

about his order, he could still try to sell the coff ee makers in China for a profi t. 

After this fi rst order, which was successfully completed, Zhu invested his per-

sonal savings of ¥1.58 million accumulated over the years from commissions 

earned selling motorcycles to construct a new plant. Uncertainties pervaded 

each step of his decision making; notwithstanding, by 2008, Zhu had built his 

business into the next- largest stovetop coff ee maker in the world, second only to 

an Italian manufacturer. His fi rm holds eighty- fi ve design patents, four of them 

in Eu rope. At the time of the interview, Zhu had entered into a joint venture 

with an Italian fi rm to manufacture coff ee makers at a new automated plant 

that would triple his production and allow him to distribute his products under 

his own brand name in Eu rope. His Italian joint venture partner had sent a 

middle- level manager to live in the rural town where Zhu had built his fi rm to 

plan the marketing of the new brand.

Clearly, Zhu had good judgment and intuition, which helped him to suc-

cessfully deal with a highly uncertain situation and even to build up a fi rm 

operating globally. Similar accounts are plentiful in the Yangzi delta, where 

thousands of start- up entrepreneurs have earned a fortune. But to what extent 

are Zhu and the likes diff erent from ordinary people? Are entrepreneurs in-

deed a diff erent breed of economic actors with greater uncertainty tolerance, 

as many scholars following Knight’s work hypothesized?

We have approached this question with a standard experimental design 

capturing the level of uncertainty aversion, following the classical study by 

Ellsberg. Participants in the experiment  were asked to make a choice be-

tween two options. Th ose who choose option A receive a guaranteed amount 

of money (between ¥360 and ¥90). Option B provides the chance to play a 

lottery, where the participant receives either a higher payoff  (¥580) or a much 

lower payoff  (¥15). Th e probabilities of receiving a high payoff  or a low payoff  

are unknown and are only ex post determined through a random pro cess. 

Each player makes ten individual choices between A and B, while the amount 

off ered under option A decreases, so that rational players will at some point 

fi nd the lottery more attractive than the safe payoff . Th e earlier the player 
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prefers to play the lottery with uncertain probabilities, the higher the revealed 

uncertainty tolerance. With its maximum payoff  of ¥580 ($92), the experiment 

works with a credible reward. As the experiment can be conducted within 

twenty minutes, the maximum payoff  yields a competitive hourly wage rate 

even for highly salaried professionals and entrepreneurs.

In the Yangzi delta survey, 523 of the 700 entrepreneurs interviewed  were 

their fi rm’s found ers. We compare their choices in the experiment with those 

of a control group of 200 randomly sampled people from three of the survey 

cities. If pursuing the entrepreneurial path actually depended on a higher 

tolerance for uncertainty, there should be a signifi cant diff erence in choices in 

this experiment between entrepreneurs and the control group. However, 

there is no statistically signifi cant diff erence regarding the switching point 

from safe payoff  to a lottery with uncertain outcomes. Th e mean value for 

entrepreneurs is 6.25, and the mean value of the control group is 6.10. Th e 

average participant in both groups thus chooses to play a lottery with un-

known probabilities of a high payoff  of ¥580 and low payoff  of ¥15, when the 

alternative (guaranteed) payment is about ¥210. Th is similarity sheds doubts 

on the view that entrepreneurs may simply represent a special breed of people 

with a higher tolerance of uncertainties than other people in the region, and 

suggests that it is indeed appropriate to shift focus from individual attributes 

and behavioral traits to social mechanisms and structures.

Norms of Cooperation

By the end of the Maoist era of state socialism, private fi rms had become vir-

tually extinct, and market exchange survived only in black- market trading 

and semilegal and illegal  house hold production of agricultural goods and 

handicrafts for a constricted rural informal economy. In 1980, already several 

years into China’s ambitious economic reform, only 0.02 percent of national 

industrial output came from individual  house hold fi rms, whereas 78 percent 

came from state- owned enterprises. In the manufacturing sector of the na-

tional economy, planning authorities administered and controlled supplies 

of raw materials, intermediary products, capital investment, and labor and 

passed down production plans refl ecting national development goals rather 

than consumer demands and tastes. Th is was most clearly evidenced by the 

strong emphasis on heavy industrial production and the neglect of consumer 

products and ser vices. In this tightly or ga nized system, the lack of consumer 
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orientation and the lack of market pressure shaped the development of key 

managerial capabilities. Priority was given to fulfi llment of production quotas, 

management of company relations with responsible planning authorities, 

and bargaining for centrally allocated resources. In contrast, managerial 

activities such as the identifi cation of future target markets, product innova-

tion, marketing, and quality control played a negligible role, as production 

and company sales did not depend on good per for mance or the threat of 

economic failure and bankruptcy. Although collectively owned companies 

enjoyed greater degrees of freedom when it came to the or ga ni za tion and 

marketing, management of these companies suff ered from similar problems. 

Without the risk of bankruptcy and fi rm closure, incentives for an effi  cient 

use of resources  were weak and consumer orientation virtually absent.

With market liberalization and the gradual shift from a producer society 

to a consumer society, the types of managerial competencies that had suited 

the state- owned, centrally planned production and distribution system  were 

increasingly devalued. Th ey did not pose advantages for entrepreneurship 

outside that arena. Skills that had been crucial in a system of central alloca-

tion, fi xed prices, and economic shortage gradually lost their applicability as 

price liberalization and free markets forced producers to respond to shifting 

consumer demands and tastes in a timely manner. Not surprisingly, former 

managers of state- owned companies or large- scale urban collectives— the old 

technocratic elite— were not among the early entrepreneurs who started up 

private manufacturing fi rms. Th ese pioneers of the private enterprise econ-

omy came from outside the socialist production system. Rural areas in par tic-

u lar, neglected over de cades by national industrialization and investment 

policies, saw a rapid revival of market activities, along with decoupling from 

socialist forms of production. Private commercial activity in villages and town-

ships expanded beyond transactions involving agricultural goods and tradi-

tional handicrafts to light manufacture in response to long- neglected con-

sumer needs for goods such as textiles and shoes, or  house hold equipment 

ranging from simple kitchenware to furnishings.

Historically, a commercial culture had fl ourished in the Yangzi delta since 

the fourteenth century. Th is had been interrupted by the people’s commune 

system for a brief two de cades. In the early years of economic reform, mar-

ket transactions could build on the revival of prerevolutionary commercial 

practices and institutions, embedded in living memories and local commer-

cial tradition. Th e cultural factors underlying this tradition derive from 
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Neo- Confucian ethics, the common cultural basis of East Asian economic 

development. But a straight- line restoration of traditional commercial prac-

tices and institutions did not address adequately the problems faced by private 

commercial and manufacturing fi rms.

Th e most immediate problems centered on property rights in a transition 

economy that lacked safeguards from predatory expropriation of private as-

sets, not only by politicians but also by neighbors and trading partners. Many 

private businesses leased productive assets from village and township govern-

ments, making them vulnerable to breach of lease agreements and contracts, 

especially ex post demands for additional rents when the business proved to be 

a profi table venture. Confl icts between economic actors over contracts  were 

frequent, given the absence of established business practices, norms, and reli-

able legal recourse through litigation. Routine business transactions involving 

transfer of assets, leases, sales, and compensation for property surrendered to 

local government  were highly problematic for private fi rms. As an early entre-

preneur recalled, “In the very beginning stage of reform and opening up, the 

economic order was very chaotic, and people  were not too trustworthy. Many 

people used illegal means and outright cheating to make money, rather than 

hard work and sound business practice. Because many fi rms at that time did 

not have much in the way of assets, litigation was useless. Even if there  were a 

legal ruling against the fi rm, the own er usually ran away with cash in their 

pockets, and there would be no bank accounts to trace their whereabouts.”

When neither a company law nor a contract law was in place to structure 

and eff ectively safeguard economic transactions between private actors, it was 

through a gradual learning pro cess that mutually benefi cial business norms 

developed. Similar trial- and- error pro cesses helped businessmen identify ap-

propriate or gan i za tion al forms and learn the practical skills necessary to es-

tablish and run a private business. Th ese norms and methods then diff used 

rapidly through mimicking within local and regional business communities. 

Several mutually reinforcing mechanisms propelled the rapid development of 

a social movement dynamic in the Yangzi delta region: social learning, on- 

the- job training, and mutual assistance and cooperation.

Social Learning

Social learning plays an important role when it comes to the spread of local 

business models and norms. Before founding their fi rst business, most entre-
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preneurs go through an intensive observation period. Careful study of success-

ful local role models provides important insights on how to set up and run a 

private business. Asked about the source of inspiration complementing the 

own er’s own ideas on how to run a fi rm, “mimicking of domestic role models” 

was most often referred to in our 2006 survey (by 45 percent of respondents). 

Also business failures and bankruptcies of private fi rms provide lessons how 

not to behave, how to avoid failure. About 30 percent of the respondents be-

lieve that failures of other fi rms are informative as regards developing a good 

business model. One businessman operating a small packaging company in 

Hangzhou explains that he had a par tic u lar interest in studying fi rms that 

failed because these cases seemed to provide more valuable lessons for his own 

fi rm’s development. Such success and failure analysis includes a careful re-

view of the specifi c business transactions that may have invited undue business 

risks. What contracts are needed to safeguard business transactions? How 

does one select reliable business partners? How does one develop sustainable 

mutually benefi cial partnerships? And how does one prevent cheating? Th ese 

are the questions commonly discussed within business communities.

Often friends, former classmates, coworkers, and relatives serve as role mod-

els that provide both the initial motivation and information on how to start up 

a business. Th eir successful decoupling from established professional routes and 

career paths motivates followers to take a similar risk and to mimic their strate-

gies. When asked to refl ect on their founding decision, most entrepreneurs refer 

to the successful business start- up of a friend or classmate as a source of inspira-

tion and motivation. “If they can do it, I can do it” is a recurring notion. Entre-

preneurs in our survey thought they had similar qualifi cations and knowledge 

as others who had already successfully founded their own business. One entre-

preneur in Nanjing summarizes how he started an import/export business: “I 

had that friend, who used to work in that fi rm. His En glish was not very good 

but he had the courage to approach clients and talk to them about goods and 

prices. Th en he suddenly had his own business and was doing pretty well. I 

thought if he could do it, I could too.” In our 2009 survey, 57 percent of the 

found ers indicate that someone  else’s founding experience directly aff ected 

their own decision to also establish a fi rm, with the highest averages in Zheji-

ang Province (70 percent in Ningbo) and lowest in Shanghai (37 percent).

Rapid wealth accumulation, most visible in the purchase of new cars, apart-

ments, or  houses, provides a strong motivational force to follow other market 

entrants. Two- thirds of the found ers interviewed in our 2009 survey confi rm 
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that their founding decision was mainly motivated by their search for higher 

income and wealth creation. Material incentives play a powerful role, even 

more so in the early generation of found ers, who had experienced long peri-

ods of poverty under state socialist rule. Th e hope for a better life is a strong 

driver and fuels an endless stream of would- be entrepreneurs. Th e own er of a 

Hangzhou- based advertising company recalls that the impressive wealth ac-

cumulation of his friend attracted him into business. Increasing success of 

private entrepreneurs and growing media coverage of these success stories 

eventually also convinced his parents to support his own business plans.

Naturally this pro cess of social learning and mimicking accelerates as more 

actors enter the market, providing still more learning opportunities for aspir-

ing entrepreneurs. In turn, with a growing number of private fi rms entering 

the previously state- dominated manufacturing sector, survival chances increase, 

as diff usion of mutually accepted norms helps to reduce risks and costs stem-

ming from missing formal institutions and po liti cal discrimination. Th e ensuing 

social movement dynamic of business founding then extends beyond bilateral 

relations between pioneer and follower. Private business becomes part of the 

local business culture, increasingly attracting new market entrants. One entre-

preneur running a large company producing sewage systems comments on his 

own decision to migrate to Zhejiang Province: “It struck me that Zhejiang 

people are shrewd and smart. Th e private fi rms  were very successful. Th ey are 

the same people as I, but they did things much better than my hometown’s 

people. People in my hometown would not start their own fi rms. Th ey would 

play mahjong after the harvest season, or go out to work in the cities. Th ey 

never would start their own business. One’s surrounding is important. When I 

came to Zhejiang, I learned from the surrounding. . . .  After one year, I started 

a business with two local partners.” In a similar vein, a manufacturer of pro-

fessional meat grinders in Nantong recalls that a visit to neighboring Zhejiang 

Province inspired him to get started on his own entrepreneurial venture. “When 

I worked for a TVE, this fi rm had business with these Zhejiang fi rms. On a 

business trip there, what impressed me . . .  was the spirit; they can endure, eat 

hardship. Th e good environment was in sharp contrast with my township village 

enterprise, with its spirit of idleness.” Inspired, he returned to his hometown 

and started his own private fi rm. Years later, this Jiangsu entrepreneur recalls 

that “the  whole social atmosphere changed” in his province as the entrepreneur-

ial spirit spread there, fueling the  wholesale privatization of township and village 

enterprises and founding of new fi rms.
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Seed Firms and Learning on the Job

Th e development of key entrepreneurial capabilities and the internalization of 

local business norms do not rely just on observation. Learning on the job is an 

important component of the informal economic institutions preparing entre-

preneurs for their fi rst business founding. Very few businessmen register their 

fi rst private fi rm without any prior experience as wage- workers. Th ose who 

start a business right after leaving school typically start with an individual 

 house hold fi rm, which helps them to accumulate some business experience 

and capital. Th ese start- up attempts are rarely successful, however. Th ose who 

tried recall serious problems, as they did not suffi  ciently understand the mar-

ket, lacked social capital, and eventually suff ered repeat losses from trade with 

unreliable business partners. Many of them give up on the start- up attempt 

and return to wage labor. One individual who had failed in his initial entre-

preneurial activities and then was forced to temporarily return to wage labor 

recalls: “Within just one year and a half [as an employee], I learned a lot, and 

my understanding of business totally changed.” Most importantly, he 

learned about the value of human capital, company or ga ni za tion, branding, 

and quality control. It was this training that eventually helped him to put all 

his previous experience in perspective and prepare his next founding attempt, 

which was successful.

Th e great majority of found ers accumulate substantial professional expe-

rience as wage earners before starting up their own company. After graduat-

ing in 1995 from Fudan University, Yang Xusun found a job in a security fi rm 

where he was assigned to do research on local fi rms preparing for an initial 

public off ering (IPO) in the Shanghai stock exchange. In this job, he closely 

followed a large portfolio of private fi rms that rode the long wave of rapid 

economic growth in the Yangzi delta. He realized that many of the entrepre-

neurs who founded these fi rms lacked the capacity for strategic planning to 

build a management that could sustain their fi rm’s growth rate. Th eir strength 

instead was in initially sensing the opportunity for profi t (often mimicking 

others making the start- up move) and enjoying the early phase of rapid 

growth. With several other partners who like him graduated from universi-

ties in the mid- 1990s, Yang decided to start a fi nancial ser vice fi rm special-

izing in helping promising private fi rms to make the strategic management 

changes required for an IPO on the Shanghai stock exchange. Th eir fi rst IPO, 

a domestic retail chain, was an enormous success. In 2008, Yang’s private 
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equity fi rm had just moved into an offi  ce complex in a newly completed com-

mercial building in Shanghai. Like other young fi nancial ser vice profession-

als of his generation, Yang Xusun, who was dressed in business casuals at the 

interview, drives a luxury car and lives in a fashionable residential district of 

Shanghai.

On- the- job training provides an opportunity to acquire requisite technical 

knowledge and business experience. Typically, those who start their own 

fi rms have accumulated about eight years of professional experience in a cou-

ple of positions held prior to the business founding— somewhat less (seven 

years on average) if this wage employment was in private companies, and 

somewhat longer (nine years on average) if it was not. As wage labor in private 

companies used to be less prestigious than employment in the public sector, 

workers in private companies face lower opportunity costs and may therefore 

have a greater propensity to become capitalists themselves. Moreover, being 

socially already integrated into the newly emerging private sector, these en-

trepreneurs may perceive starting their own business to be less risky and more 

profi table, as they have already learned and internalized the norms and tools 

necessary to run a private company.

Prior to their business founding, most entrepreneurs have worked in the 

same sector, often even in the same product or market niche. In this way, they 

have not only learned the industry- specifi c business norms but also developed 

a valuable network of potential clients and suppliers. Th ey know who is trust-

worthy and enjoys a good local reputation; they are connected with the infor-

mal channels of information; and they are familiar with local government 

regulations. Li Sui, the entrepreneur of Shanghai Edunburgh Elevator Com-

pany, the largest domestic manufacturer of elevators in China, found his fi rst 

job in an American elevator fi rm in Shanghai, where he learned about eleva-

tor control panels while he was a student in a master’s program at Jiaotong 

University studying textiles. After he completed his degree, he was off ered a 

software job in Japan, but he decided to stay with the elevator fi rm as vice- 

director of research and development. Within a year he developed a new au-

tomated elevator control panel, but then the fi rm closed its automation de-

partment following an unexpected personnel change. Li then decided to go 

into business for himself using his elevator control panel design. He borrowed 

¥4,000 in 1995 for his initial start- up capital, and together with several re-

tired professors who had taught him at Jiaotong University and no paid em-

ployees, he worked on the idea of manufacturing elevators. Two years later he 
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assembled what he needed to start up the fi rm, and with ¥500,000, he 

founded Edunburgh Elevator. Li remarked that despite the building boom in 

Shanghai and elsewhere in China, starting a new elevator company was espe-

cially challenging. Why would anyone buy from a small company that had no 

factory? In his view he had two advantages. He knew the technology well, 

and he won the confi dence of his customers by paying close attention to what 

they wanted. By 2008, Li’s company had developed into a high- technology 

fi rm competing eff ectively in China’s booming domestic elevator market, 

which previously was dominated by multinationals like Otis and Mitsubishi. 

Th e fi rm was preparing for its IPO in the Shanghai stock exchange.

Larger private companies often become the seed fi rms for local business start-

ups in the rapidly growing market for consumer products. One Hangzhou- 

based entrepreneur trading computers and components reports:

In our sector it is typical that many fi rms are spin- off s from a single com-

pany. We often joke that the original fi rm is like a university, chewing out 

graduates to become bosses. My original mother company has now gener-

ated seven or eight spin- off  companies like mine. . . .  Zhejiang people have 

a strong desire to become bosses. But just desire is not enough. Th at is why 

among our employees there are few Wenzhou people. Th ey would generally 

set up their own fi rms a few years after working in the fi rm. Th e environ-

ment is important, that is an environment that supports learning and get-

ting fi nancing. Zhejiang has a good foundation for this. Many people who 

want to start up their fi rms cannot set up their own fi rms because they do 

not have money. Th ey have to start by working for other people.

When the manufacturer of professional meat grinders started his company in 

Nantong, he was the fi rst in his county. But when his success was noticed, 

others moved quickly into the new niche. Now, there are fi ve other producers 

in the same district; some are his former workers.

According to a survey of 251 entrepreneurs in Shanghai in the early 1990s, 

61 percent had started their companies in sectors where they had some 

prior professional experience. In contrast, only 19 percent indicated that their 

founding decision was primarily based on strong market demand. Over 

time, prior professional experience has remained a decisive factor infl uencing 

the industry choice of start- up entrepreneurs. Overall, 66 percent of the fi rm- 

founders in our 2006 survey had previously worked in the same sector, more 

so in Shanghai (78 percent) and less so in Jiangsu Province (43 to 57 percent). 

Th e majority of these found ers held positions in management (59 percent) or 
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 were employed as enterprise director in small businesses (19 percent). Both 

positions provide crucial insights into internal management and, equally im-

portant, experience in the fi rm’s external relations with competitors, suppli-

ers, customers, and local government. Even among those found ers who are 

switching industries, the majority have experience in management (55 percent). 

Th is suggests that knowing how to run a company currently seems to be a 

more important capability than knowing the product. Exceptions are highly 

innovative companies in mechanical engineering, pharmaceuticals, and elec-

tronics. In these sectors, found ers with a technical background naturally play 

a somewhat larger role.

Mutual Assistance and Cooperation

Most entrepreneurs rank the development of networks of mutual assistance 

and cooperation among the most important factors helping them start up 

their business. Not only do friends and relatives help with fi nancing, but often 

friends who have successfully founded their own business play a prominent 

role in helping the start- up in other ways.

Learning how others detect and realize market opportunities is an essential 

lesson that relies on ongoing social relationships and information exchange 

between market players. Th e own er of a Wenzhou- based electronics company 

underscores the benefi ts of consulting with friends in order to assess whether 

business strategies seem feasible. Friends with prior business experience help 

with administrative procedures, assist in choosing a suitable factory site, and 

give advice on a promising product portfolio. A textile producer in Wen-

zhou recalls that she has helped many of her friends start up fi rms in her own 

sector. She provided credit, but also helped set up their commercial opera-

tions. Many start- up entrepreneurs also secure their fi rst customers through 

friends and acquaintances. More than 38 percent of the interviewees in our 

2006 survey found their fi rst customers through personal recommendations, 

three fourths of which  were made by a friend.

In established businesses, entrepreneurs have cultivated a reciprocal net-

work in which mutual assistance is an embedded aspect of long- standing 

business friendships. In China’s highly volatile environment, where new local 

government regulations and policies and the dynamics of markets are hard to 

predict, informal cooperation and consultation within networks of business 

friends is a business norm throughout the delta region. As a young start- up 
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entrepreneur in Hangzhou points out: “It is impossible to rely just on yourself. 

You need to get out and discuss your ideas.” When entrepreneurs in our 

2009 survey  were asked whether they believe that most of their business ac-

quaintances would provide business advice to others, and to indicate on a 

scale of 1 to 7 how strong this expectation is, the mean value reached 4.8— 

very slightly higher in Zhejiang Province (4.9) and slightly lower in Jiangsu 

Province (4.6). Th e belief that one is oneself expected to provide business ad-

vice to others scores comparably (4.8).

Entrepreneurs help each other when it comes to learning about and im-

plementing new production technologies (see Chapter 8). An innovative 

businessman in Ningbo who constantly works on expanding and improving 

his product portfolio reports that his business friends allow him to use their 

technically more advanced equipment for the development of new products. 

Others confi rm that collaboration and help with technical problems are part 

of a reliable business friendship. On the question of whether most of their 

business acquaintances would help another out with machinery or technol-

ogy in case of a major technical problem, particularly in cases where a con-

tract might otherwise be lost, the average score in our 2009 survey was 4.9 

on a scale of 1 to 7, with Zhejiang Province (5.0) and Shanghai (5.2) again 

slightly higher, and Jiangsu Province (4.6) slightly lower. On average, the 

belief that one is oneself expected to provide such help to a business friend 

was comparable (4.9).

Introduction to reliable customers and suppliers is also common among 

business acquaintances. It is part of the general protocol to pass along orders, 

if temporary capacity problems or par tic u lar product specifi cations do not 

allow one to fulfi ll a customer request. Sometimes the referral is fi nancially 

rewarded; the Wenzhou- based textile producer, for instance, expects her busi-

ness friends to pay in return a commission of 10 percent of the contract value. 

Others see this as a mutual favor, where accounts probably balance out over 

time. In our 2009 survey, the expectation that most business acquaintances 

pass along orders that they cannot take themselves reached a mean value of 

4.8 on a scale of 1 to 7. Again cooperative norms are slightly more pronounced 

in Shanghai (4.9) and Zhejiang Province (4.9) and slightly less so in Jiangsu 

Province (4.6). Th e belief that one is oneself expected to pass along such orders 

to business acquaintances reaches the same average score of 4.9.

Although cooperative relations among private fi rms are often complex, 

and in cases of opportunism expose the individual entrepreneur to the risk of 
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losing business secrets and market position, they require relatively little for-

mal or ga ni za tion and monitoring. Typically these favors are exchanged within 

a circle of friends, often connected through long- term business relations. Re-

ceiving help from other entrepreneurs depends on one’s reputation, as a ma-

chinery producer in Wenzhou emphasizes: “Reputation is like a code of con-

duct in Wenzhou. Good reputation is needed if you want help from others; if 

you have good reputation, people will help you if you have problems.” Th ere 

is more to maintaining good reputation than just prompt repayment of infor-

mal loans, timely delivery of the contracted quality product, and reliable cus-

tomer ser vice, however. An unwritten rule in business networks is the com-

mitment not to poach on a friend’s business and lure away skilled employees 

or customers. As a Ningbo- based entrepreneur observed, “Th ere are not many 

norms you have to follow, but you should not compete with your close business 

friends.” Th is explains why entrepreneurs are often willing to help friends 

to start up a new fi rm in their own sector. If the product is not suffi  ciently 

diff erentiated, it is commonly understood that the protégé will stay clear of 

his mentor’s business and fi nd a market niche in another locality or serve as a 

subcontractor supplying inputs to the mentor’s fi rm. “If someone wants to start 

a business, they would do it anyway,” he notes. “So it is better to help them, as 

a friend will not try to get your customers.”

Th e norm not to compete directly enjoys broad ac cep tance in the Yangzi 

delta. Almost half of the entrepreneurs interviewed in our 2009 survey said 

that they would certainly inform others if a business friend began to target 

their customers, and two- thirds of them  were sure that other members of the 

business community would sanction such behavior, indicating a strong sense 

of fairness in market competition when it comes to the local economy. Of 

course it is generally accepted that customers may switch to other producers. 

Almost all entrepreneurs have a strong sense of competition, and generally 

regard it as benefi cial, a driver of improved company per for mance. However, 

there are moral standards that most entrepreneurs honor. Gossiping or spread-

ing negative rumors or making other negative remarks to lure customers away 

from competitors, for instance, is not acceptable. A textile manufacturer in 

Nantong illustrates:

I used to run a store selling interior decoration material. Some competitors 

approached my clients and told them that they bought the product for too 

high a price. I consider this immoral competition because the clients had 

already bought my product. Once a customer has made a purchase you 
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ought not to go there and try to undo the deal. I went to my competitor’s 

 house and explained that he shouldn’t have acted this way. My store was 

the number one home furnishing fi rm  here. After I approached my com-

petitor, this type of unfair competition stopped. So anytime this type of 

behavior occurs, I just go to the off ender, and explain. If they don’t do it to 

us, we won’t do it to them.

Th e “no- competition rule” applied within these personal networks works 

only because the new capitalists of the Yangzi delta do not have merely a 

local outlook. Close local collaboration is mutually benefi cial because the 

majority of entrepreneurs target the growing external markets outside the 

borders of their municipalities. Many are involved in cross- provincial trade 

and international markets (see Chapter 6). Th is general business outlook 

was most clearly expressed by a ball- bearing manufacturer in Ningbo. To 

him, close cooperation with his competitors, even on technical issues, is a 

sensible strategy, as nobody in his community is really thinking about the 

local market. Instead, he interprets competition as a race between the pro-

ducers in his own township against the “rest of the world.” Still, given the 

intensely competitive nature of the domestic market, there are reasons for 

entrepreneurs to be wary of cooperation with their local rivals. While this 

entrepreneur emphasizes the need for cooperation, no doubt others are 

careful to closely monitor their rivals and to keep their core technology at a 

safe distance.

Th e great importance attached to local norms of cooperation and long- 

standing networks of mutual assistance is refl ected by the localism of business 

founding. In our 2006 survey, about 93 percent of found ers indicated that they 

started up their fi rm in their home province, 87 percent of them even in their 

city of birth. Many of these entrepreneurs have actually accumulated some 

professional experience elsewhere, for instance as traveling salesmen. Th at 

they still decide to return to their home community underscores the signifi -

cance of these local norms and networks necessary to start up businesses in 

China’s bottom- up capitalism. Familiarity with local norms and business 

communities often trumps other location factors, as interpersonal coopera-

tion cushions the risks associated with decoupling from established forms of 

production outside the public sector. Even those who have already success-

fully started a fi rm are cautious when it comes to the question of relocating 

their business. Many fear that transferring to a new business environment 

would be too costly for their company.
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Local clustering of fi rms in the same or a related market niche (see 

Chapter 6) is one visible consequence of the intense mimicking, self- learning, 

and mutual cooperation that have enabled and advanced a highly localized 

social movement dynamic in the Yangzi delta. Often neighborhoods or even 

townships focus on just a few products such as ball- bearings or electric 

plugs, dominating the local industrial landscape.  Whole streets are lined with 

companies making similar or even identical items. Concomitantly, mimick-

ing of specialty production has led to the spread of many small and medium- 

size companies, contributing to artifi cially low concentration ratios in China’s 

consumer industry. Even at the peak of the global economic crisis, Zhejiang 

Province witnessed the founding of 45,000 new private fi rms just within the 

fi rst half of the year 2009. Th is equals 252 newly registered private enterprises 

per day.

Financing the Firm

Diffi  culty in acquiring start- up capital is a common problem in the founding 

of private fi rms. Even in established market economies with highly diversifi ed 

and market- oriented fi nancial institutions, small- scale start- up companies 

face severe problems in securing bank loans. In America, most start- up fi rms 

in the small business sector are not fi nanced by loans from banks: “Small new 

enterprises are fi nanced primarily by own ers, their relatives and friends, and 

by suppliers of materials and equipment. Banking institutions extend only 

slight accommodations to small new businesses.” Uncertainty about the 

business plan, market risks, and the limited business experience of the found er 

all are contributing factors in the denial of loans from banks.

In China, with the lack of formal banking institutions open to private fi rm 

lending, such problems are exacerbated. Th ere is thus an emphatic need for 

bottom- up solutions and for norms to regulate lending agreements. In the 

Yangzi delta region, nearly all entrepreneurs start up fi rms without any fund-

ing from banks and instead rely on self- accumulated savings and personal 

loans from friends and relatives. Mutual lending agreements and informal 

credit markets persist far beyond the initial founding stage.

Overall, the lending policy and practices of China’s formal fi nancial insti-

tutions  were designed to deter, if not entirely block, the rise of the private 

enterprise economy. Th e rules and regulatory structure of China’s state- owned 

banks refl ect the government’s objectives in initiating economic reforms in 
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1978, which  were to promote the development of state- owned and collec-

tive enterprises through increased reliance on market mechanisms. Finan-

cial regulations have long reinforced the bias against private fi rms by state- 

owned banks. In spite of the market entry of foreign- invested and private 

domestic banks, the national credit market has remained state- controlled, 

with more than 60 percent of lending and savings administered by state- 

owned banks. Moreover, local government plays an important role in lend-

ing decisions, channeling capital into favored public enterprises, especially 

those that fall within the guidelines of the central government’s industrial 

policy.

Although the central government has in the last de cade enacted rules 

favorable to the private sector, such as the 2002 Law on Promotion of Small 

and Medium-sized Enterprises that explicitly called for the provision of local 

fi nancial support and ser vice systems, such legislative mea sures have yet to be 

credibly enforced. Many entrepreneurs have not even heard about the law, 

or are unaware of the local government bureau responsible for its implementa-

tion. Th ose who actually seek support are often turned down. Partly due to 

the lack of national implementation guidelines and partly due to bud getary 

constraints, local politicians continue to favor large state- owned enterprises 

and state- controlled corporations. Private fi rms are still virtually excluded 

from direct support in the form of preferential access to low- interest loans. 

Within the state- controlled banking system, it is commonplace for even es-

tablished medium and large- size private fi rms to be denied access to credit 

from commercial banks.

Despite the Yangzi delta region’s thriving private enterprise economy, dis-

crimination against private fi rms by the state- owned credit system remains 

pronounced. By the year 2000, in Zhejiang and Jiangsu Provinces, the share 

of loans to nonstate fi rms was only 5 percent of total loans issued by state- owned 

banks, of which local government- owned township and village enterprises 

received the lion’s share. Only 20 percent of our 2006 survey respondents 

had access to some form of commercial bank credit in the previous year. Also, 

credit allocation under China’s huge 2008 stimulus program to fi ght the global 

economic recession was biased against private fi rms, which  were unable to 

secure credit from banks. Instead, the stimulus money was channeled to state- 

owned enterprises and local government infrastructure projects.

Chen Zengrong, the own er of a textile factory employing fi fty workers 

in Zhejiang Province, was turned down fi ve times before he  secured credit 
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from an alternative source through the online private business- to- business 

site Alibaba .com. Loan offi  cers in the local branches of the China Construction 

Bank and the Agricultural Bank of China said they turned down the loan 

application because they didn’t think the business had solid enough prospects. 

Th ey cited a late credit card payment as evidence that Chen lacked “personal 

integrity.”

Not surprisingly, many private businessmen do not even consider applying 

for bank loans because the probability of getting one is so low. Also, they are 

apprehensive about the complicated and cumbersome application procedures 

and stringent collateral requirements, and well aware of corruption in the al-

location of bank loans. For obtaining start- up capital, in par tic u lar, most do 

not think of applying for a bank loan as a viable option. With the formal 

banking sector virtually closed for small- scale loans to private start- up entre-

preneurs, those in need of capital typically turn to informal channels.

Most entrepreneurs believe that fi rst investing a small amount of capital 

accumulated from savings or obtained from informal personal loans is the 

most reliable strategy to start up a new fi rm. About two- thirds of the entre-

preneurs who founded private businesses in the Yangzi delta relied entirely on 

savings accumulated through years of wage labor or earned as in de pen dent 

traders, often involving traveling between diff erent provinces or regions to 

sell petty goods. Many join forces with friends or relatives to pool their sav-

ings and jointly found a fi rm. In total, 65 percent of the entrepreneurs inter-

viewed in our 2006 survey indicate that they had one or two partners when 

they founded the fi rm. Upon success, partners often split up after several 

years, separating the original company into two or even more in de pen dent 

businesses.

Short- term credit from relatives and friends is the most important source 

of external capital during the founding stage of private fi rms. Initially, an 

entrepreneur may borrow modest amounts of money from several such sources 

to found a small- scale business. Once the business develops and loans are 

 repaid, former lenders may decide to follow the entrepreneurial route. Th ey 

now turn into borrowers, and the former borrower will feel obliged to return 

the favor. With a growing number of established local businesses, the number 

of potential borrowers and lenders connected through close social networks 

increases, thereby propelling the bottom- up development of informal lending 

agreements. Most entrepreneurs emphasize that it would be no problem for 

them to or ga nize small to medium- size loans from their business network 

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:37



Entrepreneurs and Institutional Innovation 99

within just a few days. Th us, the bottom- up social construction of informal 

fi nance develops in a self- reinforcing pro cess of endogenous institutional 

change.

Th ose who cannot borrow from their business acquaintances, friends, or 

relatives may need to turn to rotating credit associations or underground 

banks to secure some of their start- up capital. Others borrow money from 

their fi rst clients to purchase production material for their fi rst orders. Gener-

ally, access to these private sources of capital determines both the founding 

size and the technological level and equipment businesses start with. Often 

this is modest— a small workshop set up in the courtyard of the family 

home. Most private fi rms in our survey register a founding capital of less 

than ¥100,000 (around $15,000) and begin with a workforce of up to twenty 

employees.

Once the business is established and entrepreneurs have gained experience 

in managing a fi rm, they then can invest more in their fi rm from profi ts. Ex-

panding the business and upgrading their equipment and plants with better 

technology are fi nanced primarily through profi ts and internal savings. Found-

ers of private fi rms emphasize that they rely on internal savings once their 

fi rm is established and profi table. Not only do entrepreneurs believe it is good 

business practice to avoid debt in this way, but continued reliance on personal 

loans from friends and relatives to fi nance company expansion is also viewed 

as not socially acceptable for fi rms with the means to accumulate their own 

investment capital.

In the Yangzi delta regional economy, it is commonplace for entrepreneurs 

to launch their fi rst enterprise in the competitive low- end sector of manufac-

turing, and then reinvest accumulated profi ts to move up the product chain 

into more profi table lines of manufacture through innovative activity and in-

vestments in acquiring up- to- date industrial technology. Th e strategic goal of 

many entrepreneurs is to eventually establish a fi rm higher up in the product 

chain, and in a niche that off ers better potential for growth. About 20 percent 

of these business found ers develop into serial entrepreneurs, who use the fi rst 

business to acquire initial business experience and to generate additional capi-

tal to invest in starting up a new fi rm. Th is mode of operation has enabled 

many entrepreneurs of modest social and economic background to develop 

sizeable business operations starting out from small business ventures.

A Ningbo entrepreneur, for example, began by manufacturing tools for 

the textile industry— in par tic u lar, equipment to repair imported textile 
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machinery. But reading in China Textile News about the diffi  culties of rising 

trade frictions and labor costs facing the industry, he decided he needed to 

open up a second line of manufacturing in mechanical and electrical products. 

When we visited him in 2008, he had just opened a new factory building, a 

cavernous modern structure with two large workshops equipped with auto-

mated machine tools and lathes, which he was using to produce consumer 

products subcontracted to him while he was searching for a new product line 

of his own. He had fi nanced this expansion and diversifi cation through inter-

nal savings from his old textile fi rm. Correspondingly, though in a very dif-

ferent sector, the eight partners of a fi nancial software fi rm started out with 

capital from personal savings and borrowed from relatives and friends and 

with only three paid employees. Th rough continuing reinvestment of profi ts 

and the development of strategic partnerships with private investors, they grew 

their fi rm within just ten years to a stock- listed company,  housed in a new 

glass- and- steel offi  ce building in Hangzhou’s high- technology industrial park, 

with more than 800 employees and annual sales of more than ¥200 million.

While entrepreneurs typically rely on internal savings to pay for signifi cant 

improvements in their fi rms, the institution of informal lending nonetheless 

continues to play an important role in complementing internal savings in 

the private enterprise economy. Th e norm among business friends to provide 

short- term business loans in times of fi nancial distress enables private fi rms to 

overcome temporary liquidity problems. Mutual fi nancial assistance is an 

important aspect of business friendships in the Yangzi delta, adding value 

to ongoing social relationships in business circles. Asked to list their fi ve most 

valuable business ties, 76 percent of the entrepreneurs interviewed in 2009 list 

their relationships with friends who can be relied on to provide personal loans 

in case of fi nancial distress. It is in this sense that informal lending represents 

a crucial bottom- up strategy that helps entrepreneurs to bypass institutional-

ized barriers to obtaining fi nancial capital from the banking system.

Th e CEO of a leading information technology (IT) fi rm in Hangzhou 

acknowledges:

I do not think about banks for loans. Even to this day, I do not know how 

to borrow from banks. I borrow from friends. Th ere are friends who ask to 

borrow from me. I lend to them. Maybe we are not qualifi ed to borrow 

from banks. Anyway, we did not think about borrowing money from banks 

in the fi rst place. In Hangzhou, there are about 2,000 IT fi rms. My company 
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ranks among the top ten in terms of sales volume. Of course many of the 

fi rms do borrow from banks. I have not looked into the matter. If we  were 

to apply, probably we would get a loan from a bank. But there is no need for 

that now.

Th e sheer volume of informal fi nance prompts the question how entrepre-

neurs and lenders secure their transactions. Th e obvious problem is that 

informal fi nance is particularly vulnerable to opportunism and malfeasance. 

Th e lender, who most likely does not have the technical expertise to properly 

assess the quality of a business plan or the risk of a specifi c investment proj-

ect, completes his side of the transaction in period t, while the debtor meets 

his obligations in a later period t + n. Th is not only involves the problem of 

asymmetric information but also gives rise to moral hazard and the potential 

for ex post opportunism. If the enterprise then fails, the lender may face an 

involuntary default, where part or the total amount of the loan and interest 

payment may be lost. In addition, lenders face a certain risk of voluntary 

default. Borrowers may strategically default if they value the current claim of 

the loan, including the prospect of accessing new loans in the future, lower 

than the expected benefi t from defaulting. Th is situation typically occurs if 

borrowers do not intend to continue their business or if they plan to relocate, 

so that they do not expect to need credit from the same source in the future. 

In this case, breaking the lending agreement can be a rational choice. Lend-

ers therefore face a critical challenge when they try to assess the underlying 

motivation of prospective borrowers. Naturally, the risk of strategic defaults 

is higher if the legal system does not eff ectively protect the lending agree-

ments. Relatively high confl ict resolution costs and weak chances for eff ec-

tive law enforcement can deter lawsuits if the value of the claim is relatively 

small.

China’s businessmen secure informal lending agreements against both 

involuntary and strategic default through a set of mutually reinforcing mech-

anisms embedded in close- knit business communities. Broadly, screening of 

borrowers through social networks, shared interests, and the threat of both 

bilateral and multilateral sanctions jointly minimize the default risk to levels 

far below those in the formal banking sector. Alternative formal private 

sources of credit like Alibaba .com use similar social mechanisms in online 

bundling arrangements of credit guarantors and public posting of incidents of 

defaults on loans.
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Relationship- Based Lending

Due to high risks inherent in informal lending agreements, informal loans 

typically build on a high level of trust between prospective lender and bor-

rower. During the founding stage, when investment risks are highest, entrepre-

neurs seeking capital turn almost exclusively to close relatives and long- term 

acquaintances like former classmates, often for multiple small- scale loans. 

Within these close- knit groups, lenders may feel a strong social and moral 

pressure to meet loan requests. Likewise, the borrower experiences corre-

sponding pressure to meet his obligations. Th e borrower’s subsequent eff orts 

to amortize the loan are high. Often parents or siblings contribute substantial 

amounts of their lifetime savings, adding further pressure on the entrepreneur 

to succeed. And if the business venture fails, there is still a moral commitment 

to repay the loan.

Beyond the initial founding stage, however, many entrepreneurs avoid 

borrowing from relatives and close friends. Th is is particularly true when it 

comes to reinvestments, which, according to the business norm in the Yangzi 

delta, are expected to be fi nanced through internal savings. Th e norm is that 

the own ers of an established business ought not turn to relatives to borrow 

money to increase or secure their own personal wealth. It can only provoke 

resentment and censure to turn to people who themselves possess fewer assets 

to ask for a short- term loan. Even in the event of periodic short- term cash- 

fl ow problems, entrepreneurs are reluctant to rely on their relatives for addi-

tional loans. One businessman notes with some regret: “I went to relatives for 

money and will never borrow money again from relatives.” One problem is 

that relatives often try to get involved in business and investment decisions. 

Also, family expectations of fi nancial return often exceed the repayment of 

the loan, extending to informal property rights in the entrepreneurial project. 

Such high expectations of wealth creation for family members and fear of 

failure often exert too much pressure on the entrepreneur. Th us, despite the 

widespread use of informal lending in the Yangzi delta, most entrepreneurs 

and operators of private fi rms say they would actually prefer to borrow from 

commercial banks.

At this stage, entrepreneurs say that if they cannot generate the money 

from accumulated savings, they turn to their business relationships for loans 

to get them through seasonal or cyclical liquidity problems. It is often part of 

a long- term business relationship to mutually provide short- term credit, if 
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cash- fl ow problems occur. Typically, borrower and lender are in a supplier or 

customer relationship and have maintained business over several years. Th eir 

interests are often closely aligned through multilateral relationships that 

extend beyond informal fi nancial assistance. Borrowers and lenders commonly 

socialize with each other and even cooperate on business- related activities 

such as sharing strategic business information and the cost of technology 

development. Th rough various forms of long- term exchange, not only do the 

business friends develop a high level of personal trust, but lenders also typi-

cally have fi rsthand understanding of the economic situation and future pros-

pects of the borrower’s business. Moreover, through these ongoing multilateral 

business ties, there is usually much more at stake than the face value of the 

current loan.

Mutual Dependence between Lender and Borrower

Th e rapid diff usion and importance of informal lending as a reliable source of 

capital to fi nance start- ups underscore the role of bottom- up social construc-

tion of economic institutions in enabling the growth of the private enterprise 

economy. Th ese start- up loans are often made without a written contract or 

collateral. Often the deal is sealed just with a handshake. Even so, entrepre-

neurs are assiduous in complying with informal lending norms to repay loans 

on time, as per for mance on current transactions determines one’s reputation 

and prospects for securing informal assistance in the future. Informal lending 

also creates expectations regarding reciprocity. Lenders can expect to borrow 

from their current debtors in the future, so that both sides have an active inter-

est in abiding with the norms of commitment to oral agreements. As one en-

trepreneur notes, “You can only cheat once; how will you survive next time you 

need help?” From the borrower’s perspective, the cultivation of reliable lend-

ing relations is of crucial importance, since only the largest and most success-

ful private fi rms can expect to have access to formal credit. Informal lending is 

therefore not a one- shot transaction but is expected to continue to play a role in 

future periods. Th is requires the entrepreneur to maintain a clean credit his-

tory. Only borrowers who have a reputation of amortizing their loans on time 

can expect to receive future fi nancial assistance. Even companies that have 

no expansion plans need access to lending to be able to buff er short- term cash- 

fl ow problems in times of fi nancial distress. Borrowers therefore have strong 

incentives to ser vice their loans according to the loan agreement.
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Lenders also benefi t from decoupling from the formal banking sector. De-

pending on the current infl ation rate, the fi xed interest ceilings on deposits in 

state- owned banks often do not allow positive returns. With interest pay-

ments on informal business loans not below 10 percent, informal lending 

agreements generally provide an attractive alternative investment for lenders. 

Beyond the pure material incentive to divert savings from bank deposits into 

informal lending, lenders may also expect a return favor in the future. It is not 

only established businessmen who benefi t from reliable credit partners for 

mutual lending. With the Yangzi delta region’s atmosphere so strongly infl u-

enced by a social movement dynamic of private business founding, friends 

and relatives too may anticipate a reciprocal favor in the way of future help in 

starting up their own business.

Sometimes borrowers show their gratitude with small gifts and in- kind 

payments. When asked about how he and his friends lend money to each 

other, the own er of an information technology fi rm responded: “We just write 

a promissory note; no interest. It is considered a favor between friends. We 

give gifts as a way to say thank you, for instance a notebook computer or a 

digital camera. It is a way of expressing ganqing between friends. Sometimes 

there isn’t even a note. A friend will just give me the money as a gesture of 

friendship.”

Th us the institutionalized barriers to formal credit from banks have the 

unintended consequence of locking borrowers and lenders into mutually ben-

efi cial lending relations, which facilitate economic survival outside the formal 

fi nancial institutions and in turn attract a growing number of new partici-

pants into the informal lending sector.

Reputation as a Screening Device

In spite of the generally close interest alignment between borrower and 

lender, close monitoring of loan applicants is still crucial. Even if borrower 

and lender sign simple contracts specifying the total amount of the loan, in-

terest rate, and payment scheme, lenders seldom rely on legal recourse, given 

the high cost of legal fees, unpredictable outcome, and enforcement costs of 

lawsuits. Ex ante screening of would- be borrowers is important, and informa-

tion sharing within business communities provides an indispensable screen-

ing mechanism to identify reliable borrowers. Local business communities 

have a vital interest in exposing deviators and contract breach to protect their 

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:37



Entrepreneurs and Institutional Innovation 105

members against foreseeable losses. Th rough informal gossiping between 

business partners and regular social events or meetings of business associa-

tions, crucial information on opportunism and malfeasance spreads quickly 

beyond the immediate networks of an individual entrepreneur. As one respon-

dent notes, “In my industry, there are fewer than 100 players. . . .  We get to-

gether now and then at business meetings. . . .  We all know each other. And 

hear talk about the other entrepreneurs at these meetings.”

Asked whether they believe that most of their business acquaintances 

would inform others if someone they know commits any form of malfeasance 

in doing business, survey respondents strongly agreed, with an average of 5.07 

on a scale of 1 to 7. In the case of a borrower who defaults on a loan, close to 

38 percent of the entrepreneurs interviewed expect that the lender would in-

form business friends, customers, and suppliers. Given the multiplex networks 

of the local and regional business community, information spreads quickly 

through cross- cutting ties that serve as conduits for gossip about malfeasance. 

Th e norm of information sharing extends beyond entrepreneurs who partici-

pate in informal lending and borrowing: whether or not survey respondents 

participate in informal credit markets, they expect that accurate negative 

gossip about opportunism and malfeasance will disseminate through the en-

tire business community. Th is underscores the robustness of this norm when 

it comes to the protection of members of the business community against within- 

group opportunism and malfeasance. Th e welfare- enhancing eff ect of such a 

screening system clearly goes beyond direct borrower- and- lender relations, as 

major defaults may well have second- order eff ects on trading partners of the 

aff ected lender.

Community Sanctions

With negative gossip thus disseminating through the local business commu-

nity, voluntary or involuntary default on informal loans has many unfavorable 

consequences for the borrower. Not only can default lead to the breakup of 

the bilateral business relationship, but other prospective lenders will base their 

own lending decisions on prior payment behavior. About 27 percent of survey 

respondents believe that if someone  were to default on a loan, this would also 

aff ect the continuation of business relations with other members of the busi-

ness community, and not only in regard to access to informal credit. Th e 

own er of a small- scale mechanical engineering company in Hangzhou, who 
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relies heavily on informal lending and borrowing, observed: “Once you de-

fault on one loan, this would ruin your entire reputation. . . .  But private own ers 

need to run their business normally. So, this is why people repay their loans. . . .  

To keep their reputation. We actually never had any default.” Another inter-

viewee says, “Whoever dares to do something bad, everyone will know about 

it. Everyone will stop giving credit, and there will be no hope of making it in 

this business.” Such community sanctions provide a highly eff ective means 

of norm enforcement in a private enterprise economy virtually excluded from 

formal sources of credit.

A textile producer in Nantong recalls:

In some cases, there are people who cannot repay their loan and disappear. 

Just recently there was such a case. A business man borrowed ¥500,000 

from a rural cooperative and ¥1 million from friends and relatives. When 

the loan was due, he ran away. Company assets  were not worth the debts. 

He had to run away because part of his loans was usurious loan. He  would’ve 

suff ered physical damage if he had stayed. He will not dare to come back 

unless he can repay the debts. Or after a period of time, three to fi ve years, 

he returns impoverished. Th en people may forgive the debt.

Such stories are most often associated with cases where informal lending 

within networks has not provided suffi  cient funds and an entrepreneur has 

resorted to borrowing from underground banks and loan sharks. In those cases 

consequences for default are potentially the most severe. In our sample, how-

ever, these forms of credit seemingly play only a minor role. Only 1 percent of 

the respondents indicate that they resort to such loans.

Conclusion

Study of founding pro cesses of private fi rms in the Yangzi delta region pro-

vides fi rst insights into central micro- mechanisms enabling the rise of capital-

ism. In this analytic narrative, the entrepreneur is the central agent who drives 

the institutional innovations that give rise to the private enterprise economy. 

Once established, informal economic institutions structure the framework of 

entrepreneurial action.

Entrepreneurship in the Yangzi delta region was not fueled by exogenous 

institutional changes. When entrepreneurs decided to decouple from the 

traditional socialist production system, the government had neither initiated 

fi nancial reforms inviting a broader societal participation nor provided 
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property rights protection or transparent rules specifying company registra-

tion and liabilities. Instead, it was the development and use of innovative in-

formal arrangements within close- knit groups of like- minded actors that 

provided the necessary funding and reliable business norms that allowed 

the fi rst wave of entrepreneurs to survive outside the state- owned manufac-

turing system.

Th is bottom- up narrative resembles earlier accounts of the rise of capi-

talism in the West. As in Weber’s description of economic development in 

nineteenth- century En gland and Germany, the drivers of institutional change 

in the Yangzi delta came from outside the established economic order. Th ese 

entrepreneurs  were not part of the po liti cal or economic elite, but came from 

modest social backgrounds. Th ey neither resemble the image of the Schum-

peterian pioneer nor embody the Knightian idea of high uncertainty tolerance. 

As Li Shufu, the found er and CEO of Geely Automobile, notes, his genera-

tion of capitalists  were “ just a bunch of simple farm boys,” many coming from 

impoverished peasant  house holds. Th e Wall Street Journal ’s description of Li’s 

socioeconomic origins recapitulates this bottom- up account:

Behind Geely’s transformation is the chairman, Mr. Li, a self- described 

workaholic who most nights sleeps inside the company’s headquarters build-

ing in Hangzhou. Born in 1963 to poor farmers in Taizhou, about 250 

miles southeast of Shanghai, he came of age during the era of economic 

reform that began in the late 1970s.

When he fi nished high school he used his graduation gift of 100 yuan, 

about $14 today, to buy a used camera. He then opened a photo studio for 

villagers. With the money he earned, he launched a business stripping gold 

and other rare metals from discarded appliances and machinery. Later, he 

opened factories to produce refrigerators and freezers, and then construc-

tion materials.

By the early 1990s Mr. Li was thinking about building cars. But at the 

time, China’s central government barred private companies from the auto 

industry. So Mr. Li began making motorcycles, while still buying cars and 

stripping them down to learn how they  were made. In the late 1990s, as 

offi  cial restrictions began to ease, Mr. Li founded Geely. He came up with 

the company’s fi rst auto prototypes based loosely on competitors’ models 

and began selling cars in 2001.

Th is is a typical story for the initial entrepreneurs, who simply did not 

mind the low social status or the stigma of extralegal activities. Like- minded 

people mimicked each other, which gradually led to the development of 
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norms of mutual help and or ga ni za tion in local business networks. It was 

through this pro cess of imitation and learning by doing that the once- stigmatized 

deviators turned into capitalist role models spearheading a social movement 

dynamic of fi rm founding. With its own self- help institutions, the private 

enterprise economy quickly shifted onto a self- reinforcing path of capitalist 

economic development, the robust nature of which in turn shaped the direc-

tion of legal and regulatory change.
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In the past, even with robust markets, traditional handicraft and commercial 

fi rms in the Yangzi delta did not give rise to “capitalist shoots” as in En gland 

and parts of Eu rope after the Reformation. Instead, family- owned businesses 

persisted in their traditional form, reliant on part- time  house hold labor as an 

extension of the agricultural economy. Th e Qing government had sought to 

promote corporate development through the enactment of China’s fi rst Com-

pany Law in 1904, but the corporate sector remained monopolized by the 

Western imperial powers and Japan. On the eve of the Communist takeover in 

1949, almost 99 percent of the more than 1.1 million industrial and commer-

cial fi rms in China operated outside the legal framework of the Company Law, 

and  were run as simple proprietorships and business partnerships not regis-

tered with the government. A private enterprise economy can thus develop 

over a long time span without leading to modern capitalism, a core institu-

tional feature of which is the right of economic actors to incorporate as “legal 

persons” or corporations. Why, then,  were these late-century entrepreneurs 

able to break with traditional family businesses, and to develop capitalist fi rms?

When entrepreneurs began experimenting with private manufacturing 

fi rms in the 1980s, state- owned enterprises dominated the or gan i za tion al 

landscape. Western corporate forms— the limited liability company (LLC) 

and the joint stock company ( JSC)— lacked both a historical foundation and 

po liti cal support. Quite naturally, the majority of the early start- up entrepre-

neurs established single- proprietor companies, which  were easiest to form 

and to operate. Although the government sought to restrict private fi rms to 

5

Legitimacy and Or gan i za tion al Change
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production of nonindustrial artisan and craft products, successful private man-

ufacturers quickly outgrew the or gan i za tion al form of the single-household 

fi rm (geti hu), especially its size limitation to no more than seven employees. 

Scant access to capital and scarcity of professional talent forced many found-

ers to explore alternatives. Partnerships and shareholding companies not only 

allowed pooling the start- up capital and spreading the risk, but also allowed 

the formation of start- up teams with complementary skills, professional expe-

rience, and social capital. In these fi rms, rights and duties of shareholders  were 

based on mutual agreements between partners, who  were often connected 

through long- term friendship or family relations. Th ese or gan i za tion al forms 

quickly played far more than a marginal role in the emerging private enter-

prise economy.

Th ough entrepreneurs  were experimenting with or gan i za tion al forms en-

abling them to move beyond  house hold production, the “Provisional Regula-

tions on Private Enterprise” that the national government had put in place in 

1988 specifi ed the legal status for private sole- proprietorship fi rms only. 

Reformers in central government did not envision transformative changes of 

the underlying economic order dominated by state- owned enterprises. Instead, 

they sought to protect the public sector from growing competitive pressures 

of a private enterprise economy, in their view an unintended consequence of 

economic reform.

During the fi rst de cade of economic reform, individual  house hold businesses 

 were viewed with suspicion and open hostility in communities where, only 

recently, Cultural Revolution– era radicalism had directed mass campaigns 

against “profi teers” taking the capitalist road. Stigmatized by widespread 

negative views of entrepreneurial activity, entrepreneurs early in the reform 

period faced the uncertainties of a pariah- like status. “When I applied to open 

an individual business, my friends and classmates  were amazed,” a young man 

told a journalist from the southern Chinese newspaper Guangdong Ribao in 

1983. “Th ey said doing individual business had no po liti cal future, no security 

of livelihood, no social position, and even fi nding a girlfriend would be diffi  -

cult.” From late 1988 through 1991, private entrepreneurs faced increasing po-

liti cal attacks as conservatives in the party launched a rectifi cation campaign 

to check the spread of bourgeois infl uence and thought.

Viewed as illegitimate and inferior by local governments, private fi rms 

 were vulnerable to special levies and appropriations, regulatory interventions, 

and even outright expropriation or fi rm closure. Many private manufacturing 
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fi rms therefore registered as shareholding cooperatives, an or gan i za tion al type 

formally regarded as part of the collective economy. Others sought closer ties 

with local government and negotiated to register formally as collective- owned 

enterprises, the so- called red hat fi rms. Under this arrangement they agreed 

to pay the local government a so- called management fee.

Registration as a collective enterprise formally owned by local government, 

however, came at high costs. Cooperative fi rms and red hat fi rms had to com-

ply with national regulations requiring public fi rms to meet quotas for rein-

vestment, to limit dividend payments, and to contribute to the locality’s public 

accumulation fund, set aside for local investment. Although these rules  were 

not consistently enforced in all localities, they implied a substantial dilution of 

private property rights. Moreover, legal registration as a collective allowed the 

local government as legal own er to intervene in the fi rm’s operational and stra-

tegic decisions. As a result, the boundaries between the fi rm and the state  were 

often ill defi ned. In red hat fi rms, property rights rested on trust that local 

government was committed to honoring the rights of private own ers. Because 

such trust was embedded in ongoing interpersonal ties between entrepreneur 

and government offi  cials, normal turnover of government personnel could eas-

ily threaten the security of these informal property rights. Such uncertainties 

increased as successful red hat fi rms grew in size, especially as the fi scal needs 

of government grew in the 1990s. When confronted with bud getary shortfalls, 

local offi  cials often found it irresistible to seek new revenue by forcibly renego-

tiating the terms of agreement with private own ers operating red hat fi rms. 

Th e case of the Pearl River Refrigerator Factory, more widely known as the 

Kelon Group, founded in 1984 in southern Guangdong Province by the rural 

entrepreneur Wang Guoduan, highlights the uncertainties involved. Granted 

a technical assistance loan of ¥90,000 and a credit line of ¥4 million by Rongqi 

township, the company was formally registered as a collective fi rm, though all 

parties involved  were aware of its private nature. Th e entrepreneur quickly re-

paid the loans, and during the fi rst fi fteen years of operation, the township 

government honored the de facto private nature of the fi rm. Th e business 

fl ourished and Kelon was able to win substantial market share from the es-

tablished state- owned refrigerator makers and from the U.S. home appliance 

company Whirl pool. In December 1998, however, the township government 

suddenly changed course and replaced the company management after it was 

rumored to have rejected the township’s request to take over a loss- making 

 air- conditioner fi rm. By 2000, the government had replaced all founding 
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members, and exercised its de jure control rights as the formal own er of the red 

hat company. Th e township- run, state- owned holding company, which for-

mally exercised control rights, used the opportunity to plunder and expropriate 

Kelon’s assets.

Clearly, whether for sole proprietorships, cooperatives, or red hat fi rms, the 

lack of legitimacy for private enterprises exacerbated the problem of weak 

property rights and increased the risk of loss. Moreover, insecure property 

rights eff ectively barred many private fi rms from external fi nance. Pariah sta-

tus and a need to obtain more fi nancial capital as well as more willing workers 

motivated entrepreneurs to seek legitimacy for their private fi rms in China’s 

transition economy. Not surprisingly, they sought to distance themselves cog-

nitively from the negative ste reo types of “profi teers” and “speculators” associ-

ated since the Cultural Revolution with traditional forms of commerce, the 

merchants, vendors and traders. Th ey sought a modern industrial identity that 

would allow them to operate private fi rms outside the collective economy with 

external legitimacy and social approval.

It was the early trial experiments by local governments at privatization of 

loss- making township and village enterprises and registration of these fi rms 

as shareholding partnerships and limited liability companies that serendipi-

tously opened the way for the sought- after change in identity. Entrepreneurs 

followed this lead, adopting the same legal forms as privatized public fi rms. 

Even before the Company Law became eff ective in 1994, about 17 percent of 

private fi rms followed the new trend and operated as limited liability compa-

nies, and 16 percent as shareholding partnerships. In eff ect, the Company 

Law provided the legal foundation of postsocialist corporatization, which 

unintentionally accelerated the diff usion of limited liability and shareholding 

or gan i za tion al forms among private fi rms.

In this chapter, we examine how or gan i za tion al isomorphism— defi ned as 

a “pro cess that forces one unit in a population to resemble other units that face 

the same environmental conditions”— enables private fi rms to enhance their 

success and survival chances. To illustrate this pro cess as an or gan i za tion al 

strategy to gain legitimacy, we highlight key features of the Company Law 

of 1994 and detail how capitalist entrepreneurs mimicked the incorporation 

of government- owned enterprises.

Despite their compliance with the external forms of the Company Law, 

the internal or gan i za tion al practices and workaday norms of private fi rms 

continued to follow those commonly found in sole proprietor owner- managed 
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fi rms. Th is decoupling between formal or ga ni za tion and workaday practices 

supports the view that adoption of myths and formal state- sponsored guide-

lines for a “modern enterprise system” was driven by a search for cognitive and 

sociopo liti cal legitimacy.  Here cognitive legitimacy refers to the ac cep tance of a 

venture or or gan i za tion al form as a taken- for- granted feature of the institu-

tional environment. Sociopo liti cal legitimacy alludes to social approval for this 

enterprise by government offi  cials, consumers, and the general public.

Isomorphism as Mechanism of Institutional Change

Th e central dilemma for entrepreneurs of privately owned manufacturing fi rms 

was fundamentally rooted in the illegitimate and stigmatized status of private 

enterprise as an or gan i za tion al form. Th ey had to either operate below the 

radar of government regulators or register their fi rms with local government 

as “fake” collective enterprises. In eff ect, insecure property rights biased private 

investment decisions to favor small- scale, low- technology projects focusing 

on product lines with little value added. Entrepreneurs sought investments 

with fast returns and short amortization times, and minimal requirements for 

fi xed assets.

Or ga ni za tion theory has long emphasized that fi rms need more than 

resources and technical information to survive and profi t in markets; they also 

need the social acceptability and credibility that come with legitimacy. With-

out legitimacy, or gan i za tion al per for mance is likely to suff er, as actors lack 

the ability to establish ties with an environment that neither understands nor 

approves of their existence or purpose. Th ey may not be able to convince others 

to invest labor, capital, and knowledge in their venture. Signifi cantly, a Shang-

hai businessman, for instance, transferred his fi rm to collective own ership in 

1988, when he realized that employees he sought to recruit did not want to 

work for a private enterprise.

Interest in legitimacy motivates organizations to act outwardly in ways 

that are perceived by the public as desirable, proper, or appropriate, even if this 

involves disguising their true nature. Th us, for instance, women’s groups in 

the United States at the turn of the nineteenth century increased their po liti-

cal infl uence by adopting the or gan i za tion al form of nonpo liti cal voluntary 

associations, regarded as culturally legitimate. Similarly, in Toronto, volun-

tary social ser vice organizations listed in the charitable registry and endorsed 

by the local chamber of commerce signifi cantly outlasted those not endorsed 
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by institutional authorities. To the extent that the public perceives an or ga-

ni za tion as a legitimated entity, the or ga ni za tion is buff ered from failure due 

to lack of status and secures better chances for success through increased ac-

cess to resources and social approval.

A common strategy for new entrants into a market niche is to copy an exist-

ing or gan i za tion al form already perceived as legitimate. Entrepreneurs repro-

duce and adapt well- defi ned building blocks of existing or gan i za tion al forms. 

Distinct imitated features are typically encountered through observation, local 

gossiping, and casual business consultations. Once a local niche stabilizes and 

successful business leaders have emerged, observation and mimetic action ac-

celerate. Geographic proximity— as in the Yangzi delta region— spurs local 

learning and or gan i za tion al adaptation. Social networks can also accelerate 

the diff usion of distinct or gan i za tion al forms. Typically, business found ers 

build on their prior work experience and mimic the or gan i za tion al structure 

implemented by former employers or local competitors in the same niche.

Ironically, it was China’s corporatization policy, designed to modernize 

state- owned companies, that provided private- sector entrepreneurs with an 

or gan i za tion al form enabling them to gain the legitimacy they sought. By 

joining the government- sponsored reform initiative to build a “modern enter-

prise system,” entrepreneurs fell upon a strategy that solved the problem of 

stigmatized status. Incorporating as a limited liability company (youxian zeren 

gongsi) or as a joint stock company (gufen youxian gongsi) not only helped limit 

risks as regards the fi rm’s registered capital but also provided private fi rms 

with a legal structure that made them virtually indistinguishable from incor-

porated public companies. Private businesses registered as sole proprietorships 

are easily identifi able by the company’s name, but fi rms registered as an LLC 

or a JSC could be anything from wholly state- owned to wholly privately owned 

companies. By adopting these external or gan i za tion al forms of privatized 

government- owned fi rms, private fi rms claimed legitimacy through the ap-

pearance of complying with the government- sponsored reform initiatives for 

industrial and commercial fi rms.

Originally, the intent of the Company Law was clearly not to provide a legal 

framework for the evolving private enterprise economy. Quite to the con-

trary, China’s lawmakers aimed to restructure and shore up the ailing state- 

owned sector. Taking their cue from local government- led privatization, cen-

tral government reform leaders sought in the 1990s to turn around loss- making 

state- owned enterprises through outright and partial privatization. Reformers 
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viewed incorporation of these state- owned fi rms as an eff ective strategy to 

develop a profi table “modern enterprise system” (xiandai qiye zhidu). Th rough 

corporatization, the largest of them could also qualify to be listed on the Shang-

hai and Shenzhen stock exchanges. Th eir new identity as “public corporations” 

was appealing to reformers because the new classifi catory schema conformed 

to the myth of becoming modern by adopting the same or gan i za tion al forms 

as Western corporations, while these fi rms still remained predominantly state 

owned. Driven by heavy state- sponsored propaganda promoting the “modern 

enterprise system,” limited liability and joint stock companies rapidly became 

synonyms of modernity and economic progress, symbols of legitimacy and 

prestige in China.

In essence, the Company Law established a hybrid corporate form combin-

ing Western standards with the po liti cal preferences of the Chinese Commu-

nist Party. Still bearing the imprint of the planned economy period, this law 

provided a legal foundation for continuing state involvement and po liti cal 

control of partially privatized and corporatized public fi rms. Although Chi-

nese lawmakers borrowed heavily from Western law in bringing or gan i za tion al 

standards in line with Western- style corporate governance, the government’s 

antiprivate attitude remained pervasive. Minimum capital requirements set at a 

high level underscore the law’s exclusive focus on established public fi rms as 

candidates for corporatization. In a world where state- owned fi nancial institu-

tions do not support private start- ups, the legally required up- front minimum 

capital of ¥500,000 for LLCs and ¥10 million for JSCs could be expected to be 

an eff ective barrier to corporatization for such companies. Even advanced 

industrial economies such as Germany or Italy have substantially lower mini-

mum capital requirements of only €10,000 for LLCs (less than 20 percent of 

what is required in China). Th e United States, France, and the United Kingdom 

have even recently eliminated capital requirements or reduced them to a purely 

symbolic amount. In China, the situation was further complicated for private 

start- up fi rms because intangible, noncash contributions such as labor input 

could not replace cash contributions to meet the registered capital requirements 

of the Company Law.

Even so, enactment of the Company Law in 1994 had the unintended ef-

fect of accelerating the adoption of limited liability and shareholding or gan i-

za tion al forms among private fi rms. Entrepreneurs had already experimented 

with both forms, when fi rst local experiments with (partial) privatization of 

state- owned enterprises and collective enterprises indicated the new direction 
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of China’s corporate development strategy. Attracted by legal status and broad 

po liti cal approval for these corporate forms, private entrepreneurs had strong 

incentives to escape the uncertain status of sole proprietorships and partner-

ships by following the example of incorporated state- owned companies.

Incorporation rapidly developed into a mass movement among private 

entrepreneurs. Many local offi  cials encouraged private fi rms to register as lim-

ited liability companies, not only because such registrations signaled a certain 

level of modernity within the local industrial landscape and looked good on 

balance sheets, but also because the new legal status also promised an overall 

increase in local fi rm registrations (and local employment and tax revenues), 

as would- be found ers no longer needed to stand in with their private assets. 

By 1997, just three years after the enactment of the Company Law, 48 percent 

of private companies across China  were formally registered as LLCs, and by 

2004 the share had further increased to 65 percent. Th e situation in our 

Yangzi delta sample resembles the national pattern, though with an even larger 

share of fi rms registered either as LLCs or JSCs, refl ecting the pioneering role 

of the region in terms of private fi rm development (see Table 5.1). Th is is true 

for all seven survey cities, although there is some variation in the choice of 

corporate forms. Th e share of LLCs ranges between 56.5 percent (in Wen-

zhou) and 82 percent (in Shanghai), and the share of JSCs ranges between 11.7 

percent (in Changzhou) and 26.7 percent (in Wenzhou and Nantong).

Th e individual decision to incorporate was seldom based on fi ne- grained 

analysis of the Company Law and the rights and duties associated with the 

legal status of LLCs and JSCs. Most entrepreneurs did not seek legal advice 

or examine the text detailing the rules and conditions stipulated by the Com-

pany Law. Instead, entrepreneurs follow some intuitive rule- of- thumb under-

standing of the relevant rules and procedures. Th e owner- manager of an elec-

tronic equipment company in Changzhou explains: “I’ll tell you why I did not 

read the law, including the Company Law, before registering my fi rm. I had 

some general knowledge about the Company Law, but did not read it. I think 

the main reason why I did not read the law is that in the current business en-

vironment in China, the Company Law is not strictly followed. . . .  I am 

afraid that I’d be constrained if I actually read the law.”

When refl ecting on their decision to register their fi rm as an LLC, most 

entrepreneurs recall that they mimicked successful local competitors in their 

niche: “At that time, the limited liability company was just the common form,” 

“I just did what was pop u lar in my locality,” or “All my friends incorporated as 
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LLCs.” Th e owner- manager of a Changzhou chemicals fi rm notes: “I just felt 

the limited liability company was the standard form in my region, when I 

registered. In this industry, this form seemed to have a 90 percent share. I did 

not really consult with others, but was just following what others  were doing. 

In following the others, I thought that this is probably the appropriate form 

for a small fi rm like mine.” Other entrepreneurs recall that local authorities 

advised them to register their start- up fi rms as LLCs and JSCs to limit their 

risk in the event of failure. Some entrepreneurs point to potential economic 

advantages of legitimacy as motivating their decision to incorporate. A widely 

held belief is that incorporated companies may in the future enjoy advantages 

in applying for a loan from state- owned banks. Others emphasize that the 

corporate form simply has a more impressive sound, signaling sizeable and 

credible fi rms with a relatively broad business scope. One Ningbo- based 

owner- manager, for instance, explains, “I registered as a limited liability com-

pany because it has simply a better sound (haoting) in the market. If I had 

registered as a simple sole-own ership fi rm, I could defi nitely not get this much 

business. My ideal would be to register even as a business group, because this 

would surely give me the best business.”

Private entrepreneurs  were quick to take advantage of the lax monitoring 

of the Company Law by local offi  cials who had little interest in rigid imple-

mentation of the legal requirements. Th ose entrepreneurs who lacked the 

minimum capital developed strategies to circumvent this requirement. When 

registering with the responsible branch of the local Bureau of Industry and 

Commerce, a common strategy is to use borrowed money paid into a bank ac-

count. After registration, the money is immediately withdrawn and returned 

to the lenders. Many of the entrepreneurs point out that registered capital only 

“exists on paper and has no actual meaning.” Another Changzhou owner- 

manager estimates that this practice is followed by about 90 percent of the 

fi rms in that city.

Also, entrepreneurs often satisfy the Company Law’s requirement of 

multiple shareholders by instituting dummy shareholders. As the electronic- 

equipment company owner- manager who so forthrightly acknowledged that 

he “did not read the law” describes, “When we registered, I understood that a 

limited liability status was reserved for fi rms with more than one shareholder. 

So, on paper, my younger brother stepped in and we formally own the fi rm 

together. But in truth, I am of course the sole own er. We just registered as a 

shareholding fi rm.” Th is pattern is widespread. Oftentimes wife or husband 
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or close relatives are formally listed as shareholders with 1 to 5 percent of the 

company shares, in order to justify the fi rm’s registration as a legal person. 

Naturally, the owner- entrepreneur does not regard these formal shareholders 

as co- owners or involve them in business decisions. Th ey are simply listed to 

satisfy legal requirements.

Shifting to formal governance structures of a “modern enterprise system” 

enabled private fi rms to enter the mainstream of China’s industrial economy as 

legitimate businesses. By adapting the formal structures prescribed by the state 

and blending into the or gan i za tion al fi eld of modern corporations, private 

entrepreneurs benefi ted from higher social and po liti cal approval, which in 

turn improved their chances of survival. Of the fi rms founded before 1994 in 

our Yangzi delta survey, 46 percent  were registered as LLCs, and 28 percent as 

JSCs. Th is suggests a substantively higher survival rate for companies regis-

tered as legal persons than for sole proprietorships and partnership companies. 

Th e diff erence in survival rates persists even if we exclude privatized compa-

nies that previously  were owned by local government.

Local governments in general are more attentive to the needs and concerns 

of businesses formally registered as LLCs and JSCs. In our Yangzi delta sur-

vey, 64 percent of joint shareholding corporations are occasionally asked by 

the local government to provide their opinion on the current state of social and 

economic development in the region. By contrast, only 36 percent of partner-

ship companies are polled for their views. Th is contrast holds after controlling 

for company size, location, and industry. Diff erences in self- perceived social 

status assessments hint at similar legitimacy eff ects with respect to public 

opinion. In our sample, such assessments are typically lowest for single- 

proprietor fi rms and highest for LLCs.

Or gan i za tion al isomorphism with these legal corporate forms embraced 

by the state- owned economy lowers the individual costs associated with di-

verging from socialist mainstream and increases the expected net benefi ts. As 

portrayed in our theoretical model in Chapter 2, larger expected net benefi ts 

associated with private fi rms in turn reduce the critical mass of followers 

needed to trigger a self- reinforcing bottom- up pro cess.

Myth and Reality of Or gan i za tion al Structure

By registering their fi rms as limited liability and joint stock companies, entre-

preneurs sought to gain the legitimacy and po liti cal approval they lacked as 
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sole- proprietor fi rms. However, such outward conformity need not indicate 

much if any change in the actual operation of these fi rms. Although entrepre-

neurs in the Yangzi delta region comply with the external form and rules of 

the “modern enterprise system,” beneath the surface there is a decoupling 

between external form and actual or gan i za tion al practices and routines, given 

the functional operational needs of the owner- managed fi rm.

Th e Company Law imposes an elaborate assembly of or gan i za tion al rou-

tines and scripts. Incorporation as LLCs and JSCs legally binds the fi rms to a 

hybrid governance structure, refl ecting the central government’s ambivalence 

on how much autonomy to allot to industrial and commercial enterprises. 

Enacted by reformers as a strategy of corporatization for large state- owned 

enterprises, the law specifi es formal rules and structures designed to ensure 

continuity of Communist Party po liti cal controls of the industrial and com-

mercial economy. Article 14 of the Company Law stipulates that LLCs and 

JSCs must have a Communist Party committee, labor committee, and trade 

 union, jointly regarded as the traditional committees representing po liti cal 

participation. Article 17 specifi es that party branches in companies incorpo-

rated under the Company Law must abide by the Constitution of the Chinese 

Communist Party, which grants local party branches the right to get involved 

in major fi rm decisions. Compliance with the formal rules and routines of 

corporate governance thus opens the fi rm to increased risk of government 

intervention and po liti cal control.

Many of the rules and specifi cations with regard to decision making and 

authority sharing between management, board of directors, and shareholders 

are at odds with the actual operational needs of small and medium- size 

owner- managed fi rms. Th us, despite capitalist entrepreneurs’ interest in gain-

ing legitimacy through external compliance with the modern corporate forms, 

entrepreneurs typically engage in ritualistic compliance with the formal rou-

tines and or gan i za tion al structures of the Company Law, while quietly dis-

connecting the actual operations of their business from these external forms. 

As noted above, a Changzhou entrepreneur who registered his fi rm as an 

LLC said he is afraid that actually reading the law might constrain how he 

operates his business. “Th e Company Law,” he opined, “ just does not fi t the 

requirements of the private fi rm.”

Th e shift to the legal forms of LLCs or JSCs did not refl ect change in the 

actual or gan i za tion al form and practices of private fi rms, but rather a social 

movement- like pro cess of legitimacy- seeking through convergence in external 
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form with the modern enterprise reforms targeted for government- owned 

fi rms, the favored mainstream of the industrial economy. Th e most obvious 

example of decoupling between formal guidelines and actual internal routines 

of the fi rm is the symbolic listing on or gan i za tion al charts of formal struc-

tures required by the Company Law. According to the original version, both 

LLCs and JSCs, irrespective of company size and number of shareholders, are 

legally obliged to convene regular shareholder meetings and to institute a board 

of directors as the legal representative of the company. However, many pri-

vate limited liability and joint stock companies do not comply with these 

requirements. Only 55.2 percent of the LLCs and 72.2 percent of JSCs in our 

2006 survey actually convene shareholder meetings (see Table 5.2). And only 

35 percent of LLCs and 55 percent of JSCs indicate that they have formally 

instituted a board of directors. Comparison with offi  cial national data sug-

gests that decoupling between legal form and workaday norms is even more 

pronounced in the Yangzi delta region than in China on average. (One should 

note, though, that data from the government- approved fi rm surveys con-

ducted by the National Bureau of Statistics are likely to overstate rule compli-

ance insofar as respondents have an interest in signaling that the fi rm com-

plies with the Company Law.)

Decoupling from formal rules and specifi cations is generally based on ratio-

nal considerations aiming to optimize internal work routines. Companies that 

Table 5.2. Implementation of legally required or gan i za tion al bodies

By legal form Sample

Percentage of fi rms 
that hold shareholder 

meetings

Percentage of fi rms 
that have a board 

of directors

Single proprietorship Yangzi 4.7 6.3
National sample ’04 16.6 34.0

Joint own ership Yangzi 43.4 26.0
National sample ’04 60.5 71.3

Limited liability 
company

Yangzi 55.2 35.0

National sample ’04 65.1 80.2

Joint stock company Yangzi 72.2 55.0
National sample ’04 72.5 90.3

Source: Data for national sample from Report on the Development of China’s Private Enterprise 2005, 248; 

Yangzi Survey 2006.
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do not formally convene shareholder meetings are generally small and owned 

by a single proprietor and a formal dummy shareholder or a small number 

of  partners. Single- owner LLCs, for example, commonly list the own er’s 

spouse serving as a second shareholder and as the chair of the board of direc-

tors. One Changzhou own er explains, “Shareholder meetings and board of 

directors only exist on paper, since I run this company with my wife. It actu-

ally is a fake, just to give information to outsiders. It is actually similar to the 

registered capital. Th ere is a true amount of capital, and then there is one on 

paper. Formally we have a board of directors, but of course I make all deci-

sions, and there are no real meetings held.” In companies with only two or 

three shareholders, all of them working in the company, formal shareholder 

meetings are superfl uous for information exchange and decision making. 

Only 7.69 percent of the LLCs in our sample are managed by minority share-

holders who jointly own 50 percent or less of the company’s shares (see Table 

5.3). On average, LLCs have 2.5 managing shareholders, often including a 

husband- and- wife team. Th irty- fi ve percent of the fi rms are run by one single 

majority own er, 26 percent by two own ers, and 22 percent by three own ers. 

Naturally, these owner- managed businesses do not convene shareholder meet-

ings and do not have a board of directors. Th is underscores the pragmatic ap-

proach, driven by the actual operational needs of the fi rm, when it comes to 

internal workaday norms.

Even companies that formally convene shareholder meetings and institute a 

board of directors often do not aim for more than symbolic compliance. But 

because external compliance with the myths and rituals of corporate gover-

nance may have utility for the fi rm in gaining access to resources and approval 

from local government, entrepreneurs are attentive to be in conformity with 

the outward procedural specifi cations of the Company Law. Applications for 

new products, for example, require the signature of the chair of the board of 

directors. Other entrepreneurs utilize the board of directors to involve exter-

nal members who can serve as con sul tants on critical decisions and as network 

ties that may enable the fi rm to gain access to needed resources.

To assess the actual degree of authority sharing in those companies that  

do have formal shareholder meetings and a board of directors, we asked survey 

respondents to indicate who makes key decisions with regard to daily opera-

tion, human resources, research and development, investment, opening new 

subsidiaries, internal or gan i za tion al reforms, and mergers and acquisitions 

(see Table 5.4).
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Th e shareholder meetings and board of directors for many of these compa-

nies are clearly symbolic and ceremonial, and decoupled from the actual op-

erations of the fi rm. Approximately half of these LLCs (44.11 percent) and 

these JSCs (50.56 percent) indicate that business decisions are not infl uenced 

at all by shareholder meetings (de jure the main power organ of the company). 

Likewise, for a sizeable share of these LLCs (47.9 percent) and these JSCs 

(38.81 percent), the board of directors is a nominal entity without infl uence 

on company decisions. In other cases, however, these formal corporate struc-

tures are more than symbolic. Shareholders do have substantial decision- making 

power with regard to at least three decision types in more than 30 percent of 

the LLCs and more than 25 percent of the JSCs. And some fi rms have put in 

place a board of directors with actual power, responsible for at least three of 

these decision types in close to 24 percent of these LLCs and close to 33 per-

cent of the JSCs. Company- specifi c needs are what drive the shift toward 

greater compliance.

Size and scale of operations play a decisive role in whether a fi rm actually 

complies with the formal rules of the Company Law. Motivated to register as 

LLCs or JSCs principally by legitimacy seeking, most owner- operated fi rms 

initially decouple their internal operations from the legal requirements of 

corporate governance. As a company grows in size, scale, and or gan i za tion al 

complexity beyond the effi  cient control and coordination of the single- owner- 

Table 5.4.  Authority index of shareholder meeting and board of directors, 
by corporate form

Number of 
decision types, 
decisively 
infl uenced

Limited liability company Joint stock company

Shareholder 
meeting
total (%)

Board of 
directors
total (%)

Shareholder 
meeting
total (%)

Board of 
directors
total (%)

0 116 (44.11) 80 (47.90) 45 (50.56) 26 (38.81)
1 32 (12.17) 19 (11.38) 11 (12.36 8 (11.94)
2 34 (12.93) 29 (17.37) 10 (11.24) 11 (16.42)
3 32 (12.17) 19 (11.38) 6 (6.74) 13 (19.40)
4 23 (8.75) 12 (7.19) 7 (7.87) 7 (10.45)
5 17 (6.46) 2 (1.20) 4 (4.49) 2 (2.99)
6 6 (2.28) 3 (1.80) 6 (6.67) —
7 3 (1.14) 3 (1.80) — —

Mean value 1.63 1.38 1.49 1.60

Source: Yangzi Survey 2006.

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:37



Legitimacy and Organizational Change 125

managed fi rm, however, the internal or gan i za tion al structures and practices 

appear to gradually comply with more of these external forms and rules. Once 

a company grows beyond a certain threshold size, refl ected in the number of 

shareholders and volume of assets, the once purely symbolic corporate gover-

nance structures are activated, and internal or gan i za tion al routines and 

actual authority- sharing practices come to match the external forms of cor-

porate governance specifi ed by the Company Law.

However, among our survey fi rms, those that convene shareholder meetings 

actually perform on average weaker than companies without such meetings 

(see Table 5.5). Similarly, active boards of directors do not contribute to the 

fi rm’s economic per for mance, as mea sured by return on sales (see model 1). 

Table 5.5. Decoupling and company per for mance

Return on sales
coeff . (std. error)

Model 1 Model 2

Percentage of shares held by own ers 
in management positions

0.001*
(0.0003)

0.001**
(0.0003)

Firm conducts shareholder meetings −0.048*** —
(0.015)

Number of decisions dominated by 
shareholder meetinga

— −0.012***
(0.003)

Firm has a board of directors 0.013 —
(0.015)

Number of decisions dominated by 
board of directorsa

— −0.012*
(0.006)

Legal status YES YES
Log of total assets (t − 1) −0.007 −0.008

(0.005) (0.006)

Firm age 0.0002 −0.0004
(0.001) (0.001)

Sector YES** YES*
City YES*** YES***

Observationsb 546 640
Adj. R 0.2975 0.2952

Source: Yangzi Survey 2006.

Note: Coeffi  cients for sector and city dummy variables are not reported.

a. We code companies without a shareholder meeting and without board of directors as 

having 0 decisions thus enacted.

b. Th e sample includes those companies that are registered as either limited liability 

companies or joint stock companies.

* p < 0.10, ** p < 0.05 and *** p < 0.01; robust standard errors.
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Instead, fi rms that report having shareholders and a board of directors with 

actual decision- making authority obtain weaker economic per for mance (see 

model 2). Although the eff ect is relatively small, these results reveal the ad-

vantages of decoupling the fi rm’s operational practice from formal scripts re-

quired by the Company Law. By contrast, when shareholders hold positions 

as owner- managers of the fi rm, there tends to be a higher net return on sales 

(see models 1 and 2).

How Internal Structure Adapts to Changing 

Institutional Environment

Entrepreneurs in our Yangzi delta survey describe fi rms with well- specifi ed 

departmental structures that follow standardized conceptions of division of 

labor and managerial responsibility. What ever their legal form, most companies 

or ga nize their activities by functional departments— that is, fi nancing, pro-

duction, quality control, and sales— reporting directly to the owner- manager. 

High- technology companies may have an in- house research and development 

department (see Chapter 7). Internal or gan i za tion al structure mimics that of 

national or international fi rms that these entrepreneurs look to as models.

Conceptions of appropriate or gan i za tion al structures and practices are 

often acquired from textbook accounts of Western business models. Many 

entrepreneurs enroll in pop u lar eMBA programs operated by Chinese and 

Western business schools, thus bolstering their self- image as entrepreneurs 

leading modern enterprises. Th ey like to refer to exemplary and notable Amer-

ican entrepreneurs and CEOs as role models to be emulated. Shelves in local 

bookstores are fi lled with biographies of corporate leaders such as Andrew 

Carnegie, Bill Gates, Steve Jobs, or Rupert Murdoch, which entrepreneurs 

actually buy and read for inspiration and guidance. Wu Liping, the founder of 

an innovative packaging fi rm, notes that the study of these famous entrepre-

neurs has helped him to develop from a mere parvenu into someone who 

can be respected for his accomplishments. Celebrity domestic CEOs are also 

pop u lar role models among young start- up entrepreneurs. Jack Ma, the 

found er of Alibaba .com, for example, is especially admired for his innovative 

or gan i za tion al design and bold corporate decisions. As China’s economy 

continues its high- speed growth trajectory, locally successful domestic fi rms 

now provide a ready supply of easily accessible models for start- up businesses 

to mimic. In our 2006 survey, 45 percent of the entrepreneurs who follow 
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a distinct or gan i za tion al blueprint admit to imitating successful domestic 

fi rms.

Th e owner- manager of a Changzhou chemicals fi rm, for instance, looks to 

a local business group in the same industrial park. Not only is he impressed by 

the visionary approach of the founding entrepreneur and the broad product 

portfolio of the business group, but he also hopes to copy their or gan i za tion al 

structure with well- defi ned individual responsibilities, their reliance on pro-

fessional managers, and their successful shareholding concept.

Equipped with readily available building blocks, the new class of domestic 

capitalist entrepreneurs can rapidly assemble fi rms that feature the standard 

institutional elements of the modern capitalist fi rm. Th eir commitment to 

standard or gan i za tion al practices is signaled by written rules. Th ese internal 

documents specify the rights and duties of specifi c departments and chart the 

internal reporting channels within the company. Th e internal or gan i za tion al 

rules have an important symbolic character in signaling the fi rm’s compliance 

with socially accepted expectations, scripts, and myths about best practices in 

modern companies. Th us they form an internal source of legitimacy by es-

tablishing standards in dealings with customers, suppliers, employees, and 

government offi  ces. Nearly all of the manufacturing fi rms interviewed in our 

2006 fi rm survey have instituted written or gan i za tion al rules, typically in the 

second year of the fi rm’s operation.

Many entrepreneurs, however, emphasize a need to maintain an open 

and fl exible or gan i za tion al structure to accommodate future growth in their 

businesses as well as unexpected changes in market demand and new de-

velopments that impinge on the fi rm’s business model. Th eir or gan i za tion al 

strategy is to establish a core structure that allows for ready adjustments and 

internal structural change. Often boundaries between diff erent departments 

can be hard to pin down in fi rms undergoing continuous rapid growth and ac-

companying reor ga ni za tion. A central survival strategy of small and medium- 

size companies is that staff  and management need to be capable and willing to 

shift fl exibly between diff erent tasks, and possess a mix of skills and work 

experience needed to meet unexpected changes in internal work procedures 

and in the business environment. Adjustments of internal or ga ni za tion in re-

sponse to changing operational needs are common, especially as fi rms success-

fully outgrow their start- up operation. Overall, 20 percent of the interviewed 

companies have undergone or gan i za tion al change and divisional restructuring 

in recent years.

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:37



128 capitalism from below

In companies that have written rules to guide internal work routines and 

to specify discrete departmental responsibilities, it is not uncommon for ac-

tual practice to refl ect a paternalistic owner- manager style of leadership that 

allows for little vertical authority sharing with midlevel managers. A majority 

of owner- entrepreneurs claim that they approve almost all the decisions taken 

by their midlevel managers, yet a surprising 83 percent of the fi rms sur-

veyed report that midlevel managers in their fi rms in fact have no in de pen dent 

decision- making authority.

In many fi rms, entrepreneurs remain involved in most company decisions 

because they cannot aff ord to hire professional managers. Often they have 

long- term or gan i za tion al strategies that envision the need to restructure 

the fi rm to bring in professional managers. Th e own er of a medium- size 

Changzhou- based machinery company, for example, sets an annual sales vol-

ume of ¥80 million as a critical threshold for restructuring. When his company 

attains this, he plans to hire professional managers, which he feels he will need 

because he lacks the technical knowledge to manage eff ectively beyond this 

threshold of production and sales. Some of his business friends have successfully 

shifted to reliance on professional managers, and they serve as his role models.

Many of the interviewees signal that they are waiting to see more such 

successful cases before they would be willing to shift to professional manag-

ers. Th e own er of a small- scale electronics company in Changzhou, for in-

stance, notes that he is aware of advantages of having professional managers 

but thinks his fi rm is still too small and there is little experience with profes-

sional managers in the local economy. So far, he knows about only one such 

local competitor, who recruited a Korean manager formerly employed by LG 

Electronics. Th erefore he does not want to rush the decision.

Some owner- managers say that professional managers have not worked 

out well for private fi rms because China’s current legal system does not pro-

vide suffi  cient protection against manager malfeasance. Others worry that the 

small supply of professional managers willing to shift from state- owned en-

terprises to private fi rms limits the professionalization of management within 

the private sector. 

Still others, however, feel it is time to give it a try. Th e own er of another 

electronics company in Changzhou, for instance, considers recruiting a for-

eign CEO in order to facilitate the shift to adopting international standards 

of business. An entrepreneur in a Hangzhou- based business group moved 

his company headquarters from its original base in Wenzhou to that provin-
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cial capital in order to fi nd a more suitable environment to professionalize the 

company’s management and corporate approach.

Or gan i za tion al adjustments (both accomplished and envisioned) generally 

involve an increase in vertical authority sharing. Th e introduction of vice- 

managers allows an additional or gan i za tion al layer to coordinate activities 

between midlevel managers and the CEO. Th is helps to increase functional 

specialization and frees the top management for strategic tasks.

How private entrepreneurs fl exibly develop internal or gan i za tion al struc-

tures and management practices in response to the changing market position 

of the fi rm is exemplifi ed by Joyea Packaging Equipment Company, Ltd. It 

was originally founded in 1998 as a small LLC with only a few departments 

and little specialization of work routines. Th e owner- manager, Wu Liping, 

made all of the company decisions. Ten years later, it has evolved into a high- 

tech company with an or gan i za tion al structure and culture that emphasize 

effi  cient internal work routines and facilitate innovative activity. It has an 

active board of directors with seven members, including two in de pen dent 

directors with a legal professional background. Th e internal or gan i za tion al 

structure involves a strict system of vertical authority sharing, with clearly 

specifi ed responsibilities for each or gan i za tion al level. Wu designed a bot-

tom- up system for his fi rm’s operational activities, where questions and prob-

lems are to be solved at the lowest possible level. Only questions that exceed 

individual authority and competence of lower- level managers are passed on to 

the next level. For strategic decisions, the company applies a top- down ap-

proach, with Wu, his three vice- presidents, and select researchers forming 

the fi rm’s intellectual power house. Th e board of directors focuses on major 

strategic concerns such as product development and investment. In this way, 

the company has freed the top management from daily operational routines, 

and established a clear and transparent separation between strategic and op-

erational decision making.

To secure employee adherence to the company’s or gan i za tion al culture and 

to the norms guiding its workaday practices and routines, Wu ascribes great 

importance to recruiting employees who embody the values underlying his 

vision for the fi rm. Th ese fi ve core values, spelled out in written guidelines, are 

not merely symbolic, but actually defi ne a shared identity for workers, staff , and 

management. In addition, sixteen specifi c written guidelines formulate work 

standards and routines, along with operational principles for cooperation in the 

workplace and for departmental decision making. For instance, to promote the 
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company’s reputation as an advanced technology manufacturer off ering high- 

value products with reliable after- sales ser vice, it is a generally agreed- upon 

standard that the sales staff  is not allowed to off er price reductions or to rely on 

product promotions to sell the fi rm’s packaging machinery. Wu also insists on 

in- house training of all technical and administrative staff  to ensure high- fi delity 

compliance with the company’s management approach, culture, and core or-

gan i za tion al practices and routines. If employees are already accustomed to 

diff erent work practices and product types, Wu believes, high- fi delity compli-

ance is much harder to establish. For technical workers this involves consider-

able expense, as newly recruited technical personnel require one to two years of 

in- house training before being able to work in de pen dently and eff ectively.

Joyea’s share in China’s enormous market for packaging machinery has 

steadily increased, refl ecting the leading position of the fi rm in its industrial 

niche. In 2006, Joyea formed a joint venture with Toyota Motors. Its develop-

ment of an Internet- based problem-diagnosis system and a remote guiding 

system that monitors machine operations from the fi rm’s headquarters in 

Changzhou refl ects its technical capacity, as do its eighty patents for machinery 

design. Joyea’s rapid development as a leading technology fi rm and its growing 

involvement with global fi rms through joint ventures confi rm its successful 

transition from a small- scale start- up venture to a modern capitalist enterprise. 

In response to the founding entrepreneur’s plans for future growth, the com-

pany plans to change its legal form to a JSC. Motivating this change is Wu 

Liping’s commitment to allowing the fi rm to evolve into an employee- owned 

company as an or gan i za tion al strategy to achieve a better interest alignment 

among employees through equity- based incentives. Managers and researchers 

who contribute to the fi rm’s development will be rewarded by becoming 

shareholders. Wu’s plan is to gradually reduce his own ership of the fi rm as the 

total value of the corporation increases.

Conclusion

Or gan i za tion al innovators generally face high risks and uncertainties when 

trying to convince the public of the appropriateness and value of their new 

venture. Th is is all the more true in China, where or gan i za tion al innovation 

has also involved a decoupling from established “rules of the game” and so-

cialist modes of production. Escaping the stigma of the “capitalist sprout” 

or “profi teer” in the eyes and minds of consumers, suppliers, workers, and 
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government offi  cials was therefore a central challenge the new population of 

private entrepreneurs had to overcome.

Th e dominant strategy throughout the reform period was to mimic already- 

existing or gan i za tion al forms generally perceived as legitimate, in order to 

limit the social and economic costs associated with decoupling from the es-

tablished social and legal structure. Initially, private entrepreneurs relied on 

registration as collective fi rms formally owned by local government (so- called 

red hat fi rms). Later, when the government propagated the corporate form as 

a vehicle to turn the ailing state- owned sector into a “modern enterprise sys-

tem,” entrepreneurs quickly adapted their strategy. Th rough registration as 

limited liability companies and joint stock companies, private fi rms became 

virtually indistinguishable from incorporated public companies, thereby dis-

guising their true nature.

Th e lure of increased company legitimacy through the corporate forms, 

promising improved market access and growth potential, has attracted many 

entrepreneurs who only formally satisfy the relatively demanding require-

ments stated by the Company Law. Many private entrepreneurs  were quick to 

take advantage of lax law enforcement and monitoring. Oftentimes, registered 

capital and shareholders exist just on paper. Beneath the surface façade, there 

is a decoupling between external forms and actual or gan i za tion al practices and 

routines, corresponding to the functional operational needs of the owner- 

managed fi rm. Legally prescribed governance bodies such as shareholder 

meetings and boards of directors remain without substantive functions, unless 

or gan i za tion al and operational needs actually call for greater shareholder par-

ticipation and a formal delegation of power. Briefl y, while external compliance 

increases market access and participation, internal decoupling allows for fl ex-

ible fi rm operations, where work procedures and routines respond to substan-

tive needs, rather than legal requirements.
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As marginalized, semilegal producers located at the low end of the pecking 

order, private fi rms should not have emerged as the most dynamic sector of 

the Chinese industrial economy. Not only  were private manufacturers unable 

to secure fi nancial capital from state- owned banks, but they often experi-

enced long delays and poor quality from government suppliers. It was the 

rapid entry of new private start- up fi rms despite these diffi  culties and the 

bottom- up formation of integrated industrial clusters (chanye jiqun) and 

production chains (chanyelian) of specialty suppliers that allowed private pro-

ducers to compete in an economy still dominated by state- owned fi rms.

Th e defi ning feature of industrial clusters is the interconnection of fi rms 

that cooperate and compete in spatially proximate locations. It is this inter-

connection that underlies the institutional matrix of competitive advantage. 

Not only do industrial clusters improve information fl ows, but social mecha-

nisms embedded in networks also lock in business norms sustaining trust and 

cooperation. Th rough cooperation and joint problem solving, producers re-

duce uncertainty and enhance strategic development of capability in their niche. 

In the Yangzi delta region, through these bottom- up pro cesses from within 

discrete industrial clusters, there evolved autonomous networks of producers, 

suppliers, and distributors decoupled from the state- controlled industrial and 

commercial economy.

Other private start- up fi rms mimic the successful early start- up fi rms in a 

production niche. As new players enter the market, a critical mass of manu-

facturers in the same industry attracts suppliers and distributors to serve them 

6

Industrial Clusters and Competitive Advantage
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and also specialist producers as subcontractors. Th is allows for the production 

pro cess to be broken down into discrete steps, thereby lowering capital entry 

barriers for small manufacturers. Soon the local economy becomes known for 

its concentration of fi rms in the same industry, and becomes a magnet for 

technical workers and other specialty producers. Th e pro cess then assumes a 

self- reinforcing growth dynamic of specialization and diff erentiation. Th e 

spatial proximity of hundreds and often even thousands of manufacturers al-

lows for a rapid pace in the production cycle from purchase order to manufac-

tured product. Manufacturers can count on all the needed component parts 

being readily supplied. Small satellite fi rms allied to a larger fi rm as spin- off s 

provide for a ready ensemble of subcontractors who are connected to that fi rm 

through long- standing personal ties and have the requisite human capital ac-

quired from work experience there. As small fi rms, they are adaptive, fl exible, 

and capable of specialized production on a short time schedule.

A spatial concentration of fi rms ensures a stable market for skilled work-

ers, continuously drawing in and training specialized human capital. Once an 

integrated industrial cluster and production chain are established, operational 

costs decline, as more and more entrepreneurs and vendors in accessory in-

dustries are drawn into the cluster by the critical mass of specialized human 

capital and or gan i za tion al resources. Spatial concentration, moreover, enables 

individual manufacturers to economize through subcontracting arrangements 

with specialized subsidiary fi rms. Th e private fi rms in an industrial cluster and 

production chain can range in size from household- scale to very substantial 

enterprises.

In the mountainous southwestern region of Zhejiang Province, for exam-

ple, when entrepreneurs start up a new business, they are able to draw on an 

industrial infrastructure of specialized human capital resources, subcontrac-

tors, raw material suppliers, and distribution networks. Yongkang is a city of 

about 530,000 people with over 15,000 registered private fi rms, about 3,000 

of which market their products overseas, while the remaining 12,000 serve as 

subcontractors, suppliers, and distributors for the export- oriented manufac-

turing fi rms. Th e scale of the manufacturing economy is such that nearly ev-

ery  house hold has someone involved in manufacturing. By 2006, 83 manu-

facturers of power tools, 40 companies specializing in metal smelting and 

rolling, 50 home appliance makers, and 45 stainless steel producers consti-

tuted a dense network of upstream and downstream fi rms or ga nized around 

kitchenware and home appliance production. With such a dense population 
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of fi rms in overlapping niches, manufacturers in Yongkang’s industrial clus-

ters believe that they cannot fi nd a better location for their purposes. Ying 

Weizhong, the manufacturer of professional knives, responds confi dently to 

our question probing for the eff ect of Yongkang’s remote location: “It is better 

to be  here than in Shanghai. Th ere’s more information, you can fi nd parts, 

people, and supplies close at hand and at the best price and quality.”

Similarly, in rural Datang county south of Hangzhou, about 150,000 

people in 120 villages are involved in producing socks and stockings. Th e 

main streets of Datang county town and surrounding villages are lined with 

specialty supplier fi rms that produce the textiles, yarn, and other inputs for 

this industry. Th e county’s nearly 8,000 artisan socks and stocking manufac-

turers are supported by a dense network of specialty supplier and distribu-

tor fi rms, with over 400 fi rms that trade in material inputs, 1,000 engaged in 

material pro cessing, over 3,000 suturing shops, 5 print works, about 100 shap-

ing shops, 300 packaging fi rms, 200 machinery shops, 600 socks and stocking 

 wholesalers and retailers, and 100 shippers transporting socks and stockings 

to customers. Although no fi rm can compete alone in the global marketplace 

for socks and stockings, the spatial concentration of small manufacturers and 

the diversifi ed network of specialty suppliers and distributors in this industrial 

cluster enable artisans and very small fi rms in Datang to achieve economies 

of scale.

Why have industrial clusters spread across the Yangzi delta region? Th e 

advantages are clear, as a manufacturer of food pro cessing machinery in 

Nantong summarizes: “First, there is a marketing benefi t, because everybody 

knows what we are producing in this area; then it is easier to get matching 

parts. . . .  For instance, if clients want something simpler than our product, 

we can go to other producers and let them produce for us. We then apply our 

brand name. . . .  And fi nally, we work faster because of the competition and the 

higher pressure.”

Th e competitive advantage of the manufacturing economy in the Yangzi 

delta region is rooted in multiple overlapping industrial clusters. No other 

region in China has a comparable density of them. About 85 percent of pri-

vate production in Zhejiang Province is concentrated in industrial clusters. 

Most municipalities  here are home to several, which evolve naturally or are 

located in local government- sponsored industrial parks or districts.

Th e spatial concentration of newly founded private fi rms has contributed to 

the development of a regional economy sharply diff erent from the overall struc-
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ture of the national economy. Whereas state- owned production dominated in 

most of China’s northeastern and inland provincial economies well into the late 

1990s, in the Yangzi delta region industrial districts created expanding “is-

lands” of private production early in the economic reform. Th is enabled and 

motivated individual manufacturers to rapidly decouple from state- managed 

supply and distribution channels to establish in de pen dent networks of suppliers 

and distributors. Indeed, in the Yangzi delta region, private fi rms have almost 

entirely decoupled from the state- owned and state- controlled sectors of the in-

dustrial economy. Th ese fi rms transact predominantly with other private fi rms, 

both as suppliers and as customers. Subcontracting relations with state- owned 

and collectively owned companies, in contrast, are rare, underscoring the eco-

nomic in de pen dence of the private sector in the Yangzi delta.

In this chapter, we analyze the social structure within the industrial clusters 

of the Yangzi delta region. In par tic u lar, we highlight personalized exchange 

and multiplex relationships, where actors deal with one another across a num-

ber of diff erent activities, as key features of stable business networks. Th rough 

information sharing, joint market development, and various tools of short- term 

fi nancing, economic actors reinforce reciprocity and trust in business relations 

in the industrial cluster. Reciprocity and trust add value beyond the pure eco-

nomic transaction to ongoing business relationships, providing the “social glue” 

that stabilizes business networks. We highlight how these mechanisms facili-

tate market participation and render malfeasance and interruption of business 

relations costly, thereby promoting norm compliance, a key prerequisite to the 

rise and survival of private fi rms outside the mainstream economy.

Social Structure of Industrial Clusters

Th at industrial clusters off er productivity advantages through agglomera-

tion eff ects is hardly disputed. Whether in the textile clusters around Prato and 

Veneto in northern Italy or the information and communication technology 

(ICT) clusters across the globe from Silicon Valley to Bangalore, such con-

centration seems to off er substantial benefi ts, in de pen dent of sector and fi rm 

size. Geo graph i cally concentrated industrial clusters save transportation costs 

by proximity to suppliers and distributors, and allow the development of com-

mon labor markets for specialized human capital. Moreover, collocation fa-

cilitates informational spillovers. In view of these advantages, Paul Krugman 

argues that geo graph i cally concentrated production should represent the rule 
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rather than the exception in modern manufacturing. In his formal model, 

geographic concentration results from a unique interaction of economies of 

scale (reached within manufacturing regions) and transportation costs to 

consumer markets.

To more fully understand the advantages of industrial clusters, one needs 

to incorporate a broader focus on the local institutional structures of markets 

and networks, for the “simple fact of spatial proximity evidently reveals little 

about the ability of fi rms to respond to the fast- changing markets and tech-

nologies,” as a comparative analysis of the regional economies of Silicon 

Valley and Route 128 observes. What matters even more are the ongoing 

social interactions through crosscutting networks of entrepreneurs, engi-

neers, researchers, and venture capitalists that bring together new combina-

tions leading to start- up ventures. Spatial proximity fosters networks that 

facilitate innovative activity. Agglomeration induces endogenous growth, in 

that “if one man starts a new idea, it is taken up by others and combined with 

suggestions of their own; and thus it becomes the source of further new 

ideas.” It is also through face- to- face interaction that economic actors in 

geo graph i cally concentrated manufacturing districts carry out detailed pro-

cesses of signaling and screening. Without these, reputation building, coop-

eration, and deal making would be virtually impossible. Indeed, the economic 

analysis of the industrial cluster advantages outlined above “is likely to be in-

complete unless grounded in the most fundamental aspect of proximity: face- 

to- face contact.” In a similar vein, it has been argued that “the fl ow of ideas 

and values that occurs through face- to- face interaction may be the most im-

portant feature of cities.”

Ongoing connections promote trust and cooperative behavior. As an eth-

nography of high- end Italian, Jewish, and Chinese garment manufacturers in 

New York City details, “embedded ties entail joint problem- solving arrange-

ments that enable actors to coordinate functions and work out problems ‘on 

the fl y.’ Th ese arrangements provide more rapid and explicit feedback than do 

market- based mechanisms such as ‘exit’ . . .  they enable fi rms to work through 

problems and to accelerate learning and problem correction.”

Personalized Exchange

Choosing reliable and trustworthy business associates is a critical factor 

shaping the fi rm’s economic per for mance. For key inputs, the assurance of an 
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agreed- upon standard of quality at a specifi ed price and their timely delivery 

are crucial in the production pro cess. For sales of products, timely payment 

upon delivery is a precondition to manage a fi rm’s cash fl ow in a predictable 

and sustainable way. With intense competitive pressure, with dynamic shifts 

in supply and demand along with corresponding price eff ects, and with mar-

ket uncertainties, entrepreneurs can never be entirely sure whether business 

associates intend to deliver on their promises or will choose to behave oppor-

tunistically. For instance, how can producers be sure that technological up-

grading, training, and investments in response to customer requests will am-

ortize in the long run if customers can easily end the business relation? How 

can they be sure that business secrets or technological innovations are not 

passed on to competitors? Such concerns become even more critical when 

legal recourse is expensive and enforcement of court rulings uncertain. Under 

such conditions, personalized exchange is a standard strategy to cultivate a 

network of reliable suppliers and customers. Personal interaction reduces in-

formation asymmetries between business associates, lessens the likelihood of 

opportunism, and thereby nourishes mutual trust and cooperative behavior.

In competitive markets generally, uncertainty poses a dilemma for fi rms, in 

that economic actors must make investment and production decisions that 

shape long- term business strategy and per for mance despite not being able to 

assess downstream risks. Despite all of the uncertainty, producers must commit 

themselves and their facilities to a certain level of production over a certain time 

period: “What counts is that there be commitments visible as signals to induce 

and support market interfaces shaped by both upstream and downstream con-

text.” Th ese commitments directly aff ect others, both suppliers and distribu-

tors as well as competitors, and these others adapt their own choices accord-

ingly. In the industrial clusters of the Yangzi delta, such commitments are 

especially likely to be concretely made through personal interaction.

Th rough personalized exchange, producers receive timely market informa-

tion, secure quality deliveries and timely payments, and maintain a cooperative 

atmosphere for joint problem solving. Th is allows quick responses to new mar-

ket developments and order adjustments in line with sudden shifts in supply 

and demand. In Wenzhou, a strong emphasis on price and quality in personal 

dealings with suppliers enables fi rms to gain market share in competitive do-

mestic and global markets.

It is essential that the contracting parties regard each other as partners in 

a mutually benefi cial situation. Th is involves respectful exchange between 
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them, as a Nanjing- based machinery manufacturer reports: “Before we have 

a supplier working with us, we have a series of meetings where we build a 

common understanding. We emphasize we want to make money together. We 

share technology, design, and even share management skills. We want them 

to understand that we have to make profi t together. If one step in this chain is 

problematic, we won’t be able to make a profi t. . . .  For this reason, we do not 

squeeze them to push for the lowest price and establish a fair price system in 

the very beginning of the business relation. We only push for constant quality 

improvements.” Close and personal ties facilitate mutual understanding and 

respectful behavior. Many entrepreneurs confi rm that they have intense con-

tacts with their suppliers, often involving company visits, training, and joint 

technology development. Many producers attend business associations, pro-

fessional meetings, and trade fairs to maintain ties with current and potential 

suppliers. Others get together with informal circles of friends and long- term 

business partners to exchange information, discuss market developments, and 

cooperate on specifi c problems.

Entrepreneurs and CEOs in all the cities surveyed confi rm the important 

role of relational ties when asked to assess their individual use of personalized 

exchange on a Likert scale ranging from 1 (low) to 7 (high). For supplier rela-

tions, the average score was 5.0, with about 35 percent of respondents indi-

cating a score of 6 or 7. In contrast to the extensive reliance on business 

friendships, family members play only a minor role in supplier networks. 

Only 5 percent of respondents receive input supplies from other family- 

owned companies.

Producers in the Yangzi delta region also emphasize personal contact in 

their customer networks. Particularly in the early start- up phase, many entre-

preneurs rely on personal introductions to fi nd potential clients. Personal intro-

ductions help build trust when a track record of business conduct is as yet un-

available, the product quality unknown, and reliability of deliveries untested. 

Th is form of relational customer recruitment often begins well in advance of 

the actual founding and formal company registration. As previously noted 

(see Chapter 4), 38 percent of respondents found their fi rst customer through 

personal ties, overwhelmingly through personal introduction by a friend.

After this initial start- up phase, customer acquisition is predominantly 

impersonal, but even so, most entrepreneurs try to cultivate personal ties with 

new customers. Producers we interviewed in our 2006 survey estimate that 

they know about 60 percent of their current customer base well enough “so 
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that they would recognize them on the street and stop for a chat.” It is com-

monplace for smaller producers who mainly serve local markets to socialize 

with their customers, extend dinner invitations, and send small gifts to 

secure contracts. Even large- scale manufacturers seek to cultivate ongoing 

personalized exchange in their main product line. Such investments are 

mainly for symbolic value since most entrepreneurs allocate only a modest 

bud get for social events and gift giving. In extreme cases, however, these ex-

penses can reach up to 20 percent of the expected contract value. Substantial 

investments in customer acquisition through social events are common in 

Shanghai and the provincial capitals Hangzhou and Nanjing, where private 

fi rms struggle to secure market share from large state- owned enterprises and 

multinational fi rms. Entrepreneurs make a point of socializing at trade fairs 

and exhibitions. It is common for entrepreneurs to visit each other’s fi rms to 

learn more about specifi c customer needs and technical product requirements. 

Producers in Wenzhou exemplify this form of customer acquisition and cus-

tomer care. With the majority of their customers located outside Zhejiang 

Province, Wenzhou entrepreneurs set aside only modest bud gets for local so-

cial events but maintain frequent and intense business relations with out- of- 

province customers. According to the self- assessment of participating man-

agers regarding personalized exchange with their customers, Wenzhou 

entrepreneurs score the highest on the Likert scale (5.8, whereas the mean 

value of the sample is 5.0).

Modern communication devices such as telephone, fax, e-mail, and the 

Internet allow producers to cultivate and maintain personal ties that reach out 

tentacle- like across the regional and national economy far beyond local busi-

ness networks. Widely used business- to- business websites like Alibaba .com 

provide open access to new business contacts. Th is underscores the fact that 

the crosscutting business networks in the Yangzi delta region are generally 

not prone to closure but allow for dynamic adjustments and extensions link-

ing entrepreneurs to new business opportunities.

Multiplex Business Relations

Personal interaction among business partners facilitates the development of 

strategic alliances and informal business networks for joint problem solving. 

With many offi  cial government policies such as credit programs and technology 

support still discriminating against private fi rms, particularly medium- and 
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small- scale fi rms, producers are eager to cultivate ties with other like- minded 

entrepreneurs. Th e common notion that “you cannot survive just by yourself ” 

spurs an active search to assemble a group of strategically positioned business 

contacts ready to collaborate in some of the most critical fi elds of company 

development. Th e pooling of individual knowledge and resources in business 

networks generally follows the principle of reciprocity and mutual benefi t. Most 

interfi rm alliances and informal types of cooperation focus on otherwise hard- 

to- secure resources, such as fi nance, market knowledge, and technology. In this 

way, multiplex business relations assist with advancing technological capability, 

defi ning product specialization, and strategically positioning the fi rm, and 

thereby facilitate survival outside the public- owned economy. Clearly, collab-

orative initiatives between contract partners increase the value of bilateral 

trading relations beyond the discounted value of expected sales contracts. 

Breach of contract or noncompliance with local business norms not only would 

jeopardize the continuation of a trading relation but also would have a profound 

eff ect on daily business operations and overall strategic planning.

Within a network of the fi ve most important business contacts, a hypo-

thetical producer representing the statistical mean in the Yangzi delta region 

is likely to engage in collaborative activities with two key suppliers and two 

major distributors. Further, the producer would have in his core network an-

other manufacturer, not always from the same industry. Within this network, 

the producer would fi nd one person to jointly purchase material inputs, an-

other person for reciprocal lending, one or two persons for joint technology 

development, two persons to cooperate with in sales and marketing, two or 

three persons to discuss new market trends and pricing, one or two persons to 

assess new government regulations, and two or three persons to serve as bro-

kers and reliably introduce new customers. Some producers report up to fi ve 

diff erent joint activities with a single key supplier or customer. Th e multiplex 

exchange relationships underscore the operational and strategic importance 

of a producer’s core network.

Yet personalized exchange has not led to network closure. Other contacts 

are regularly introduced, and this mixture of strong and weak ties provides 

social capital enabling robust entrepreneurial action. In sum, the joint activi-

ties reported by entrepreneurs and managers of fi rms indicate that multiplex 

social relationships within industrial clusters serve as conduits for information 

sharing and interfi rm cooperation, while maintaining open boundaries that 

readily admit new business contacts and new business opportunities.
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Market Development

Being small and fi nancially weak in comparison with the resource- rich state- 

owned and collective enterprises, private producers in the early years of mar-

ket reform simply lacked the bargaining power to secure low- priced supplies. 

Moreover, access to the predominantly state- owned  wholesale market was 

often closed. Th e own er of a machinery engineering company in Hangzhou 

recalls that it was impossible for private fi rms to secure competitive steel 

prices from the still heavily state- controlled steel market. No private fi rm 

could have established a competitive production based on the prices asked by 

local steel producers. However, he quickly learned to adjust. Th e way out was 

to or ga nize joint orders. He collected small- scale orders from various private 

fi rms and combined them until there was enough volume to secure discount 

prices from the local steel factory. While this entrepreneur has turned his 

idea into a trading company for raw materials, many other entrepreneurs in 

the Yangzi delta region relied on the same strategy and jointly or ga nized their 

supplies, often in loosely or ga nized buyer collectives.

More than 70 percent of the 2009 survey respondents had collaborated on 

material purchase with at least one of their fi ve closest business contacts. 

More than 20 percent belong to informal buyer collectives specializing in dif-

ferent key input materials. Typically, these buyer collectives are formed by a 

group of entrepreneurs operating in the same industry, but not competing 

directly with each other in the same product niche.

Interfi rm connections also facilitate the development of joint distribution 

channels and marketing strategies. About 76 percent of the respondents report 

collaboration in sales and marketing. Such joint or ga ni za tion, usually with other 

businesses in their niche, is cost effi  cient, and it helps Yangzi delta manufactur-

ers to penetrate distant interregional markets. Cooperative marketing strategies 

often involve the development of in de pen dent distribution channels shared by 

the participating fi rms. For example, in Wenzhou, entrepreneurs jointly invest 

in maintaining a network of sales representatives who travel widely to promote 

local products in domestic and international markets.

Information Exchange

Beyond these relatively stable, often contract- based cooperative arrangements, 

entrepreneurs in the Yangzi delta maintain an active information exchange 
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with their key business relations. In business networks, multiplex ties serve as 

conduits for the fl ow of information critical to timely initiatives in entrepre-

neurial deal making, eff ective coordination between producers and their suppli-

ers, and fl exible adaptation to production cycles.  Suppliers and customers are 

often well positioned to provide information crucial for a fi rm’s market develop-

ment. Such information exchange can have tangible short- term eff ects, as with 

reciprocal recommendations of new customers that greatly help expand the cli-

ent base and often lead to major sales contracts, thanks to the personal intro-

duction. A great majority of entrepreneurs (more than 86 percent) utilize the 

key circle of business contacts— mostly suppliers and loyal customers— to ex-

change customer recommendations. Only a small minority do not rely on busi-

ness friends in their immediate network to learn about potential customers.

A strategic form of information exchange among business friends and 

acquaintances concerns new market trends, pricing, and shifts in supply and 

demand. In this way, entrepreneurs position themselves in their specialized 

niche and receive market signals early enough to allow for timely and fl exible 

adjustments of product portfolio and pricing. Distributors are the fi rst to 

sense changes in demand, and are well informed about the product pricing of 

main competitors operating in the same product niche. Often suppliers are 

the fi rst to identify general shifts in consumer taste. For instance, textile pro-

ducers learn from their suppliers about changing taste and fashion in terms of 

color schemes and quality of fabric.

More than 90 percent of the surveyed entrepreneurs emphasized the im-

portance of these diverse forms of information exchange with their key busi-

ness contacts. It is not unusual for information exchange on new market 

trends and technologies to lead to collaboration between business friends in 

joint innovation projects (see Chapter 8). Direct communication with com-

petitors, however, is less frequent. Most entrepreneurs maintain arm’s-length 

relations with their competitors and watch their strategic moves from a dis-

tance. Only about 15 percent of the respondents exchange market informa-

tion with their competitors.

A majority (close to 70 percent) of entrepreneurs share information with 

their closest business relations about government policy and regulations. 

Entrepreneurs are concerned about sudden and unpredictable policy changes. 

Moreover, regulatory changes are seldom transparent and information is 

often not widely available. Th e general manager of a textile company in Hang-

zhou, for example, recalls when his fi rm was eligible to receive a VAT exemption 
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for purchases of domestic equipment. Th e local government, however, informed 

only a small number of large fi rms about the new policy. It was through his 

business network that he learned about his rights and eventually received 

preferential tax treatment.

Short- Term Finance

In the Yangzi delta, information exchange within close- knit business com-

munities facilitates the extension of mutual short- term loans and trade credit. 

Th is enables fi rms to develop their businesses without having access to formal 

bank lending. Assume a small- scale producer B needs supplies worth ¥10,000 

from producer A in order to deliver on a sales contract worth ¥100,000 with 

customer C. Without retained earnings or access to bank loans, B could not 

sign a sales contract with C. But if A off ers B a trade credit with a generous 

payment scheme, fi rm B can accept the order and sell to C, and use part of the 

sales profi t to pay for supplies received from A. In this illustration, producer 

and supplier realize a combined sales value of ¥110,000 due to the extension 

of trade credit, which they otherwise would have missed. A Nanjing- based 

machinery producer recalls the early days of his business: “I started from zero, 

so I had to know a few tricks to start my business. Th ere are cases where I paid 

nothing to my suppliers, to produce for my own buyers. Th is system works 

well, if everybody in the chain is of high reputation. Only if there is a buyer 

who cheats, the chain breaks and I would need to borrow from friends to de-

liver the payment to my supplier.” Others occasionally benefi t from up- front 

payments. “My clients even paid before the delivery of goods. So we  were 

benefi ting from having liquidity to support our operation. Of course these 

customers  were my friends. Th ey did this, because we know each other well. I 

fi rst sold to friends in Shanghai, and they introduced their friends in the cities 

of Wuxi, Nanjing and in Anhui Province to me.”

Trade credit helps fi rms to fl exibly deal with short- term fi nancial con-

straints in all market economies. It is the most important source of short- term 

external fi nance for fi rms in the United States. Th e reported trade credit is 

about 18 percent of sales in the United States and in China, for a national 

panel of private and state- owned fi rms, but in our Yangzi delta sample, 25 

percent of the total sales volume is sold on credit and 62 percent of entrepre-

neurs extend credit to their customers. Trade credit plays an even larger role 

in the upstream market. Overall, 70 percent of the respondents rely to some 
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extent on trade credit for purchasing supplies. On average, manufacturers buy 

45 percent of their supplies on trade credit. Generous payment schemes allow 

producers to stretch payment over the entire production pro cess and to fi nance 

their supplies through sales. In our survey, the average key supplier of the main 

input, for instance, off ers trade credit for about two months, with 25 percent 

of the respondents reporting even longer credit periods.

In addition, entrepreneurs typically maintain mutual lending agreements 

with at least one business associate. Among our respondents, about three- 

quarters do so. Th is form of informal lending helps to bridge short- term liquid-

ity problems or to fi nance short- term investment opportunities. Even own ers of 

medium- or large- scale companies, who might also turn to bank lending, 

appreciate the fl exibility and short- term availability of informal lending. 

Loan approval procedures can be time consuming and cumbersome, and 

the investment opportunity may have long passed by the time the loan is 

approved or denied.

To sum up, ongoing business relations in the Yangzi delta region rarely 

remain simply a single- purpose market connection. Nonmarket interactions 

embedded in the social structure of industrial clusters add value to bilateral 

business relations, and help entrepreneurs mitigate individual business risks 

stemming from institutional uncertainties and market risks. Th rough various 

forms of cooperative activity and joint problem solving, bilateral interfi rm rela-

tions go far beyond the face value of ongoing sales contracts. Producers are 

tied to their most important business relations through a diversifi ed and stable 

multiplex network. Th ese cooperative arrangements enable private fi rms to 

develop robust informal solutions wherever formal institutions discriminate 

against private entrepreneurs or provide insuffi  cient ser vices.

Norm Compliance and Confl ict Resolution

Despite the nearly universal use of formal contractual agreements in large com-

panies in America, in fact “contract and contract law are often thought un-

necessary because there are many eff ective non- legal sanctions. Two norms are 

widely accepted. (1) Commitments are to be honored in almost all situations; 

one does not welsh on a deal. (2) One ought to produce a good product and 

stand behind it.” Th e informal norms of business are enforced through an ex-

tensive web of interpersonal relations between fi rms, involving not only agents 

directly engaged in buying and selling but also the fi rms’ executives. Th e per-
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sonal connections across fi rms linking manufacturers with suppliers and dis-

tributors cumulatively exert pressure to conform to expectations. It is com-

monplace for agents to gossip about competitors, shortages, price increases, and 

incidents of breach of contract. Further, executives of fi rms involved in business 

transactions know each other and maintain formal and informal social ties. 

Within this context of ongoing multiplex relationships between manufacturers 

and their suppliers and distributors, all parties to the exchange have an interest 

in avoiding conduct that jeopardizes repeated transactions. Mutual obligations, 

expectations, trust, and reputation serve as mechanisms ensuring the stability 

of the business relations. Because both buyer and seller have a mutual interest in 

repeated exchange, they are subject to “counterbalancing sanctions,” and the 

implicit threat of these informal sanctions functions to check opportunism and 

malfeasance. Th e manufacturer can turn to another supplier, shifting business 

away from a fi rm that does not conform to expectations. On the other hand, the 

present supplier may have specialized skills and an exclusive pro cess that the 

manufacturer needs. Switching to a new supplier entails transaction costs. Sup-

pliers can prioritize which buyer gets early delivery of inputs and most favored 

treatment when there are shortages. Th us it is in the manufacturer’s interest to 

invest in good will with the most important suppliers. Informal and formal 

blacklisting of fi rms serves as a formidable mechanism enforcing conformity to 

business norms. In sum, noncontractual relations are the more salient in dura-

ble interfi rm arrangements because both the threat and actual use of litigation 

as a means to resolve disagreements and disputes are costly, and the gains from 

repeated exchange benefi t both buyer and seller.

Entrepreneurs in the Yangzi delta emphasize these same business norms of 

contract compliance and quality guarantee. Professional reputation is built 

on the promise to deliver quality at a determined price, and to stand by the 

business agreement, no matter whether this is an oral agreement or a written 

contract. Personal interaction and specialized interpersonal arrangements in-

volving joint problem solving provide an institutional matrix that fosters 

information exchange, norm compliance, and contract enforcement within 

business communities and industrial niches. While business disputes with 

suppliers and customers are not particularly uncommon, contracting parties 

are generally able to internally work out solutions acceptable to both parties. 

If the contracting parties are unable to reach an agreement, entrepreneurs 

typically bring in business friends or associates willing to act as mediators. 

External solutions involving arbitrators from outside the immediate business 
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network, such as involvement of local government authorities or courts, are 

extremely uncommon.

Th e threat of legal litigation is not a strong driver of norm compliance. One 

reason for this is that in spite of massive eff orts to promote the implementation 

of China’s fi rst unifi ed national Contract Law (1999), not all transactions are 

based on written contracts. In general, contract reliance with regard to suppli-

ers is lowest in cluster locations such as Wenzhou (61 percent) and highest in 

Shanghai (86 percent) and Nanjing (90 percent), where private fi rms still form 

a minority in an economy otherwise dominated by publicly owned and foreign 

companies. On average, according to our survey, 75 percent of supplies are 

based on written agreements between transacting parties. For sales, contract 

reliance is slightly higher, with on average 83 percent of the annual sales vol-

ume based on written contracts. Th en too, execution of the Contract Law fre-

quently collides with the traditional interpretation of contracts. Whereas con-

tracting parties in the West can expect a contract to be executed as formulated, 

“the saying goes, that in China, signing a contract signifi es the beginning of 

negotiations” and rarely more than the parties’ agreement to desirable contract 

goals. Finally, contractual enforcement is questionable as long as law contin-

ues to be a tool for the state. Intervention by the state in the fi rm’s business can 

never be ruled out, as contracts may be deemed illegal if they “disrupt social 

and economic order or harm the public interest”— clearly a clause providing 

much room for interpretation. Under the guise of “consumer rights protec-

tion,” local governments have begun to actively monitor contracts and interfere 

with the right of “freedom of contracts.”

Most producers indeed have no experience with litigation, and rarely rely on 

local courts to protect their interests. In contrast, social mechanisms embedded 

in close- knit producer communities drive and enhance the spread of generally 

accepted and mutually benefi cial business norms. Social relations help to build 

trust and spread information necessary to create a collaborative business atmo-

sphere that allows for joint problem solving. Even in relatively clear- cut business 

disputes, entrepreneurs in our survey mostly did not pursue legal recourse as a 

viable strategy. Th e general manager of a business ser vice company recalls the 

situation when one of his business partners made unauthorized use of his brand 

name. He turned to the government to seek advice and to learn about his 

chances to protect his rights by fi ling a lawsuit. To his surprise, the government 

offi  cial did not recommend seeking legal recourse. Th e offi  cial warned that an 

expensive lawsuit might eventually produce a favorable ruling but that this 
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would most likely not be enforced by the legal system. Other entrepreneurs 

described fi nancial diffi  culties encountered in the early years of economic 

reform when buyers refused to pay their bills and receivables accumulated. 

But when the value of a claim is modest and costs of litigation high, neither 

lawyers nor courts are interested in dealing with such business disputes.

Among the entrepreneurs in our survey who encountered some form of 

business dispute with at least one of their suppliers between 2004 and 2006, 

the great majority (84 percent, or 101 out of 120 fi rms reporting disputes) 

worked out an acceptable solution through bilateral negotiations. Ten percent 

(twelve fi rms) utilized personal ties to resolve their disputes. Only 3 percent 

turned to local government for mediation, and another 3 percent of the fi rms 

resorted to litigation. Th e picture is similar for business disputes with custom-

ers. In total, almost 20 percent of our survey fi rms experienced business dis-

putes with one or more customers between 2004 and 2006. Th ese cases are also 

typically solved through bilateral negotiations (120 out of 139, or 86 percent). 

Four percent of these fi rms (fi ve fi rms) utilized personal connections, 2 percent 

(three fi rms) sought government intermediation, and 7 percent (ten fi rms) saw 

no alternative but to fi le a lawsuit.

Clearly, the threat of legal recourse plays only a minor role in shaping busi-

ness norms and disciplining business partners. Th is is in line with the fact that 

written contracts do not yet seem to play a decisive role in mitigating business 

risks. In terms of contract reliance, there is no statistical diff erence between 

the group of companies that experience business disputes with suppliers or 

customers and those companies that do not encounter any disputes.

Instead, the robustness of supplier and customer relations, broad norm 

compliance, and the ability to solve problems through private means rests on 

fl uid information exchange within the business community and the strong 

role of reputation eff ects. “Good relations are based on trustworthiness, which 

involves not treating others as fools,” an entrepreneur explains. “As time passes, 

others will fi nd out about everything.” If both trading partners are unable 

to work out a satisfying solution in case of confl ict, word will quickly be out, 

warning others about deviators and potential norm- breakers. Th e threat of 

such negative reputation eff ects provides a strong motivational force to work 

out mutually acceptable bilateral agreements. Moreover, deviators have to 

calculate with ensuing community sanctions, which can substantively increase 

the expected costs of contract breach. Naturally, spatial proximity in cluster 

locations can be helpful in avoiding business confl icts through improved ex 
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ante screening of business partners and monitoring of business transactions, 

although information exchange often extends outward and does not necessar-

ily depend on spatial proximity. In our survey, we fi nd that stronger reliance 

on local suppliers and customers reduces the probability of encountering busi-

ness disputes. In contrast, dependence on international suppliers and custom-

ers is associated with a higher probability of disputes.

To underscore the eff ectiveness of the underlying social mechanisms in the 

Yangzi delta region, we return to the two key business norms identifi ed above.

1. Commitments are to be honored in almost all situations; one does not welsh on 

a deal. Intracommunity information exchange provides an eff ective mecha-

nism to enforce oral or written agreements and to sort potential deviators from 

honest businessmen. Almost 50 percent of respondents in both our 2006 and 

2009 surveys believe that they would fi nd out if one of their suppliers cheated 

on another client. Th is is true for young and old fi rms, for small- scale and large- 

scale producers, and in de pen dent of the industrial sector. Information exchange 

usually develops spontaneously as a mutually benefi cial and self- reinforcing 

strategy within informal business networks and is typically not tied to mem-

bership in formal organizations. Entrepreneurs without or gan i za tion al affi  li-

ation enjoy as much access to information on supplier malfeasance as members 

of industrial associations (or guilds) or local branches of the Association of 

Private Entrepreneurs.

Joint interests and interpersonal relations through joint problem- solving 

strategies in par tic u lar industrial niches defi ne the boundaries of these infor-

mal information networks. Spatial proximity is not necessarily a critical de-

terminant. Th anks to the strong reliance on personalized exchange, informa-

tion on supplier malfeasance seems to be equally available to producers with 

supply channels across province lines as to those relying on local suppliers. 

Furthermore, this type of community information exchange is prevalent in 

all survey cities in de pen dently of the local spread and density of cluster pro-

duction or local commercial traditions. In Shanghai, where private producers 

typically rely on supplier networks located in adjacent provinces, 60 percent of 

the respondents believe they would learn about supplier malfeasance; whereas 

in Wenzhou, a city with strong reliance on cluster production of small- and 

medium- scale producers, only 46 percent of entrepreneurs expressed similar 

confi dence.

With regard to standard cases of contract breach— late deliveries of sup-

plies and delayed payments— somewhat less than half (about 42 percent) of 
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respondents indicate that they would bring the former to the attention of 

other business contacts such as customers and suppliers, and almost half (47 

percent) would discuss the latter. Clearly, in both cases, mutual information 

sharing can help to identify potentially unreliable or untrustworthy business 

partners, and thereby may prevent other members from future economic losses. 

In parallel, community sanctions increase the expected costs for deviators in 

such cases of contract breach and thereby help to reduce business risks. On 

average, approximately a quarter (26 percent) of respondents expect commu-

nity sanctions if word gets out that a supplier does not honor the contractually 

agreed- upon delivery time. Somewhat more (31 percent) expect community 

sanctions if fi nancial commitments are not promptly honored.

Th ese mechanisms appear to be a powerful deterrent against uncooperative 

behavior. Payment issues are typically settled internally. Entrepreneurs are usu-

ally willing to deal with delays in payment or bad- quality deliveries. A common 

notion is that sanctions should always depend on the way the delinquent con-

tracting party handles these issues. Hard- and- fast rules often seem counterpro-

ductive and not able to capture the specifi c circumstances. A Nanjing- based 

machinery producer summarizes, “Of course problems with payments do exist, 

but we will always talk with the fi rm. Th e good ones will tell us when they can 

eventually pay. Th e bad ones will just delay us longer and longer. . . .  I then de-

cide on a case- by- case basis whether I will continue to deal with them. For me 

it is important to know whether they really  were in a fi nancially diffi  cult situa-

tion and could not make their payment on time.” Others confi rm the impor-

tance of transparency and communication. A Nantong- based textile producer, 

for instance, says, “Normally clients will alert us, if there is a liquidity problem 

and they will try to give us a later payment date. Th is is then OK for us.”

2. One ought to produce a good product and stand behind it. Reliance on social 

mechanisms for norm enforcement is most pronounced when it comes to 

product quality. More than half of the respondents would discuss quality issues 

with others, if the producer is not willing to correct subquality deliveries in 

line with the business agreement. A signifi cant number (33 percent) expect 

that such information would aff ect other business deals as well, and induce 

other fi rms to cut business ties or reduce contract volume with the respective 

producer. Noncooperative behavior on quality issues is therefore clearly a 

self- defeating strategy, as quality- reducing cost savings are likely to be out-

weighed by loss of other business. Whereas information exchange is almost 

ubiquitous, such community sanctions depend to a greater extent on spatial 
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proximity and close- knit cluster structures. Th is form of third- party enforce-

ment is therefore less common in Shanghai, where private- fi rm communities 

have not yet reached a density comparable to that in the provinces of Zhejiang 

and Jiangsu.

Most entrepreneurs report that quality issues can always be settled through 

joint negotiations. Many private companies have internal guidelines to respond 

to quality issues within a certain period of time. Major quality issues are solved 

by replacements; minor issues are usually settled through price deductions.

However, entrepreneurs need to make sure that there is no abuse of the 

reputation mechanism. Th ey communicate within their network if clients 

make unjustifi ed complaints trying to reduce the price for deliveries. A ball- 

bearing manufacturer in Nantong describes the case of one of his business 

associates who has an output value of ¥10 million a year but has faced requests 

of ¥1.5 million for refunds. Th ese refund cases, however, are anything but 

clear. “Bearings are usually made of alloy and axles are of metal. . . .  Alloy is 

soft and metal is stiff  and therefore there are many reasons for damage, such as 

low- quality gasoline or impurities on the parts. But the engine producer al-

ways blames us for low- quality bearings.” Clearly, he and his friends exchange 

views in such cases and seek to avoid clients who are known to make unjusti-

fi ed complaints. “We collect concerns from our peers and report them to the 

Chinese National Internal Combustion Engine Association, which is in 

charge of bearing and engine associations. But this is of no use. When dealing 

with this type of fi rm, our strategy is that they have to pay up front; only after 

that will we do business. It’s impossible to have an industry- wide approach.”

Clearly, industrial clusters in the Yangzi delta have distinct social and in-

stitutional functions going well beyond eff ects of local industrial specializa-

tion on the work pro cess, including fostering norm compliance in an environ-

ment devoid of eff ective law enforcement. Th rough fl uid intracommunity 

information exchange, norm breakers are likely to be identifi ed and exposed 

to the broader community. Th e risk of community sanctions increases the 

expected cost of noncompliance and may deter and limit malfeasance.

Autonomy of the Private Enterprise Economy

Many entrepreneurs point to great diffi  culties in doing business with state- 

owned companies. Th ey often do not have suffi  cient knowledge of internal 

procedures there and lack the social capital to deal with those companies 
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when business confl icts arise. In contrast, entrepreneurs appreciate the more 

cooperative atmosphere in dealing with private businesses. Because they share 

similar conditions, they can understand and respect each other’s constraints 

and problems, and this contributes to the rise of mutually benefi cial and gen-

erally accepted business norms.

Interviewees emphasize that business transactions with private fi rms are 

generally more effi  cient, given management style and responsiveness to re-

quests. Higher competitive pressure within the private sector coupled with 

hard bud get constraints has led to greater fl exibility and adaptability, which 

in turn have fostered the development of internal procedures that guarantee 

a quick turnover. Th is applies at each stage, from successful negotiation of a 

supply or sales contract to shipment of product, receiving payment, and provi-

sion of after- sales ser vice. Th e new own er of a food pro cessing company 

formerly owned by local government observed, “When we became a private 

fi rm, things somehow became simpler. As long as you have integrity, admit 

the problems you have, and are willing to improve, you can maintain your 

business. As a township village enterprise, we spent a lot of time on questions 

like who to contact and how much kick- back to provide. Now our focus is on 

improving quality and improving reputation.” He added, “Of course, one may 

encounter quality problems with products from private companies, but private 

fi rms will always try to adjust. Township and village enterprises, in contrast, 

would not pay attention to our complaints.”

Supplier Networks

In manufacturing, timely delivery of inputs by suppliers is critical for execu-

tion of the production schedule. Also, the quality of these inputs obviously 

aff ects the quality of the product and ultimately the fi rm’s market per for mance. 

Th us reliable and sustainable supplier relations are crucial. In the Yangzi delta 

region, manufacturers rely on multilateral and multiplex networks of private 

fi rms serving as suppliers. When assessing the source of their competitive ad-

vantage, entrepreneurs often praise their private suppliers for being more fl ex-

ible and cooperative than state- owned companies. Th ey point out that private 

suppliers share a similar mindset with them, and are more likely to respond to 

their specifi c needs and problems.

Zhu Jinhong, the second- largest manufacturer of stovetop coff ee makers in 

the world, relies on an entirely local network of highly specialized small fi rms in 
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Yongkang which supply him with needed inputs. Many involve former employ-

ees, and with them he has verbal agreements. With others, Zhu has written 

contracts for key specialty inputs. Th ey are bound by these contractual agree-

ments to produce these key inputs exclusively for him, as a mea sure to safeguard 

patented components from his competitors. Still other suppliers provide general 

inputs such as boxes to package Zhu’s coff ee makers. Although written con-

tracts are routine in his business dealings with these suppliers, he does not re-

gard them as legal documents since he rarely litigates disagreements with them. 

To illustrate, he described the production of industrial molds, among his most 

important inputs since they involve patented designs. With the supplier that 

makes the mold, he has a contractual agreement to share 50 percent of the 

cost of production, which secures him property rights over the mold. In this 

arrangement, the written contract is less important than the alignment of 

shared interests between supplier and the manufacturing fi rm. In Zhu’s assess-

ment, close proximity and durable relations with his supplier networks provide 

an indispensable competitive advantage, enabling him to gain market share in 

the global economy for aluminum stovetop coff ee makers.

Almost three- quarters (74 percent) of the CEOs interviewed in our 2006 

survey indicate that their most important supplier is another private fi rm. In 

contrast, only 10 percent rely on a state- owned fi rm as their main supplier (see 

Figure 6.1). Some others receive their inputs from collectives, foreign fi rms, or 

joint ventures. Th e strong emphasis on private suppliers is evident even in a 

subsample of fi fty- eight privatized state- or collective- owned companies. Only 

25 percent of these formerly publicly owned fi rms received their main inputs 

from a state- owned company. And it is evident even in Nanjing and Shanghai, 

the regional manufacturing centers of collective and state- owned fi rms in the 

pre- reform period, where a solid majority of private manufacturers (65 percent 

in Nanjing and 69 percent in Shanghai) indicate that their most important sup-

plier is a private fi rm. Moreover, this reliance on private suppliers is true for all 

industries covered by our survey. Only fi rms in the pharmaceutical and medical 

industry are somewhat more likely to utilize state- owned suppliers, with 15 

percent having state- owned suppliers as their primary source. Th is is consistent 

with the higher level of regulation of the medical health industry, which only 

recently became open to private enterprise participation.

Many of the suppliers are located in the same city as the fi rms, or in close 

proximity in the same region. Spatial proximity not only reduces transporta-

tion costs, but corresponds with a strong reliance on local business norms in 
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industrial clusters in the Yangzi delta region. It also enhances cooperation 

and joint problem solving between fi rms. Wu Liping, the found er of the auto-

mated packaging equipment company in Danyang, emphasizes his principle 

to work only with suppliers located within twenty to thirty miles from his 

company. Th is reduces training costs at the start of a cooperation and allows 

fl exible and timely troubleshooting should problems arise. Overall, according 

to our 2006 survey, producers located in the same city deliver on average 35 

percent of a fi rm’s key supplies. About another 30 percent come from suppli-

ers located in the same region, and only 30 percent come from suppliers 

located in a diff erent province. (Th e residual comes from imports.)

However, spatial concentration in supply networks varies across the Yang-

zi delta region, refl ecting the diff erent timing of private development and the 

uneven distribution of industrial clusters (see Figure 6.2). Reliance on same- 

city suppliers is strongest in Zhejiang Province (38 to 60 percent), home to 

the largest agglomeration of industrial clusters, and slightly less pronounced 

in Jiangsu Province (24 to 45 percent), where private fi rm development took 

off  later than in Zhejiang Province. It is uncommon in Shanghai (4 percent), 

where private fi rms lack access to government- designed technology zones, 

populated by large- scale state- owned and foreign- owned corporations. In 

Shanghai, private fi rms concentrate in the suburban districts of the municipality, 
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Figure 6.1.  Own ership type of largest input supplier. Source: Yangzi Survey 2006.
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where they engage in cross- border trading with private fi rms located in Jiang-

su and Zhejiang Provinces.

Reliance on local supply networks is not simply a con ve nient initial strat-

egy for small start- up fi rms. On the contrary, it appears to strengthen over 

time, with older fi rms relying more on local suppliers. Moreover, it is in de-

pen dent of fi rm size, as large fi rms also establish and cultivate local supply 

networks.

Th ese networks tend to be stable and durable. Most manufacturers in our 

2006 survey had been dealing with their main input supplier for more than six 

years. Th e common pattern is for fi rms to establish stable business relations 

with their key supplier within the fi rst two years of business operation. Th e 

connection is strengthened as the fi rm gains confi dence in the reliability of the 

supplier. Durable business ties with local suppliers do not imply the absence of 

competition, however. Firms typically rely on several sources for their key sup-

plies. Th is mitigates the risk of delivery delays, and assures the fl ow and quality 

of inputs needed to meet the fi rm’s production schedule. Individual suppliers 

have an incentive to remain competitive in the supplier network because manu-

facturers could always withdraw orders and transfer them to another. Th e num-

ber of supply sources increases with a fi rm’s age, as does the duration of business 

relations with the suppliers for the fi rm’s main inputs. Manufacturers have an 

implicit business strategy to encourage competition among their suppliers as 

bilateral business relationships mature. Private fi rms in the 2006 sample re-

ported an average of six diff erent suppliers for their most important input; only 

5 percent of the survey fi rms relied on a single source. Th is contrasts with 15 
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Figure 6.2.  Spatial distribution of suppliers. Source: Yangzi Survey 2006.
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percent of a national sample of fi rms, according to the World Bank Investment 

Climate Survey (2003). Supplier diversifi cation thus appears more pronounced 

among private fi rms in the Yangzi delta region.

Customer Networks

As with the reliance on private supplier networks, manufacturers distribute their 

products mainly through nonstate marketing networks, underscoring the au-

tonomy of the private enterprise economy in the Yangzi delta region.  Here too, 

shared circumstances and mutually accepted norms ease business relations.

In par tic u lar, timely payment by customers is much more important for pri-

vate fi rms than it is for state- owned companies, because their need for short- 

term fi nance is not met by loans from state- owned banks. A machinery producer 

based in Nanjing recalls earlier experiences with late payments for purchases by 

state- owned companies: “To deal with them you need the right relationships. If 

you lack this you have no way, even if you make gifts to them. Sometimes we 

have waited for two years for a one- month payment. Private fi rms, however, are 

most concerned with the fi nancing chain. Once the chain is broken, the fi rm 

goes bankrupt. Th ere is no use to go to court. All we can do is to avoid these state 

enterprises. Th e only fi rms I want to deal with are foreign fi rms and private fi rms 

with a good reputation.” Similar problems are reported with respect to collec-

tive fi rms. Another entrepreneur notes, “Township village enterprises do not pay 

cash, they only pay on a monthly basis, and their personnel asks for kick- backs. . . .  

I’d rather have private fi rms as clients because it is simpler to deal with them and 

get payment; it was just too diffi  cult to deal with township village enterprises in 

general; there  were many problems with respect to payments.”

Sales to government units and state- owned businesses are very limited in 

scope. Among survey fi rms, 54 percent do not report any sales to state- owned 

enterprises, and 86 percent do not report any sales to government units. Even 

those that do report some such sales sell only a small proportion (on average 

19 percent) of their total production there. In the provincial capital cities— 

Shanghai, Nanjing, and Hangzhou— more private manufacturers (25 percent) 

report sales to government (see Figure 6.3). Firms in Nanjing and Hangzhou 

also rely more on sales in local and provincial markets (see Figure 6.4), which 

suggests that reliance on sales to government- owned units refl ects weaker mar-

ket orientation and competitiveness. Private fi rms in Nanjing are more engaged 

in subcontracting relations with local state- owned enterprises. By contrast, 

most private fi rms in Zhejiang Province, where private fi rm development is 
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most advanced, report no sales to government units. Only some of the priva-

tized companies rely heavily on business with state- owned or collective fi rms. 

A Ningbo- based entrepreneur operating a small- scale company producing 

plastic material, for instance, proudly reports that his key customers are some 

of China’s largest state- owned steel companies— customers that his com-

pany already maintained ties with when his fi rm was still run as a small 

workshop belonging to a collectively run township village enterprise. After 

privatization, it seemed a natural strategy to maintain these ties and to use 

the existing network with state- owned companies to further expand the 

customer base.

Longtime party members and former managers of state- owned enterprises 

are still prone to sell their products to government entities. Th is is in part a 

refl ection of ex ante business relations at the time of privatization, and signals 

that information fl ow in these fi rms continues to be channeled through po liti-

cal connections (see Chapter 9). Overall, however, higher consistency of busi-

ness norms and management style leads to an extensive reliance on privately 

or ga nized distribution networks in industrial clusters. Th e overall pattern of 

very limited sales to state- owned enterprises is consistent with the private 

enterprise economy’s in de pen dence from the state- owned and state- controlled 

sectors of the transition economy.
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Figure 6.3.  Own ership structure of customers. Source: Yangzi Survey 2006.
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Competitive Advantage on a Wider Stage

Following the principle to cooperate locally in order to be more competitive 

outside the local economy, most private manufacturers (60 percent) aim to 

market their products both domestically and internationally. Th e far- ranging 

array of customer networks stands in sharp contrast to the spatial concentra-

tion of supply networks in the Yangzi delta region.

To gain market share in a highly competitive environment, with large 

numbers of small- and medium- scale competitors crowded in product niches, 

producers need to accurately assess their price- quality ranking in the domestic 

and international markets. Attentive to market signals from other fi rms in 

their niche, they adapt their products accordingly, diff erentiating and special-

izing with respect to price and quality, and thus self- organizing in a hierarchy. 

“It is all about fi nding the right balance of quality and price,” notes a manufac-

turer of medical equipment based in Nanjing.

Over time there is a development pro cess of price and quality. . . .  We would 

like to have a higher quality, but you also need a competitive price. . . .  My 

own fi rm is currently at a middle stage. In my industry the highest standard 

is produced by Hitachi and Olympus, and their price is about eight times 

that of my product, but the quality is only about 15 percent above my prod-

uct. Once we overcome the 15 percent gap, we will double our own price 

and we will still be four times lower than Japa nese brands. Now some Japa-

nese companies buy our products. In this industry the mid- range products 

from Italy, Spain, and France have a higher price, but the quality is compa-

rable. Only three years ago, these mid- level companies still had 50 percent 

of the market, but now they are almost gone.

After- sales ser vice and having a well- known brand also play an important role in 

price- setting strategies. Careful analysis of his own quality ranking allowed a 

Nanjing machinery manufacturer to gain market share in North America. With 

only a 2.4 percent return rate for his steel welding machines, customers are will-

ing to pay a price 15 percent above that for competing products.

Another Nanjing machinery manufacturer is well established in the do-

mestic market, where he maintains a market share of 40 to 45 percent, and 

thus is already able to ask a price 15 percent higher than that asked by his 

domestic competitors. Now he is observing the strategic moves of his two 

main competitors, from Korea and Taiwan, both producing comparable qual-

ity at an even higher price. Th rough the Internet and his client network, he 
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follows changes in their product line and pricing policy to position his own 

fi rm. Only recently he learned from his customers that both companies are 

rethinking their strategy and are considering leaving the Chinese market— an 

opportunity he does not want to miss.

Producers in the Yangzi delta region keep close tabs on their competition by 

regularly attending trade fairs both in China and abroad. Even though they may 

lack English- language competence, many routinely travel to the United States 

and Eu rope to observe and learn about their competitors’ products and to show 

their own. Via the Internet, entrepreneurs also examine products displayed by 

their competitors on websites. Technical specifi cations and drawings there can 

be detailed enough for another fi rm’s designers to use them as the basis for up-

grading its own product lines. Moreover, international purchasing agents rou-

tinely bring with them samples of products for Chinese manufacturers to mimic.

Alliances with foreign fi rms, whether as clients or as partners, typically 

involve a diff erent institutional logic than do domestic relationships. Entre-

preneurs view entering into business relations with foreign clients as a strategic 

move that contributes to their fi rm’s development. Foreign fi rms force private 

companies to adapt international standards and to improve product qualities. 

Th rough original design manufacturing (ODM) agreements, fi rms get ac-

cess to technological specifi cations and quality control programs. Th ese are 

“stretch relationships,” where cooperation with sophisticated international 

clients helps entrepreneurs to “pull their companies out of second- rate practices 

and drag their companies to world- class practices and per for mance levels.” 

Clearly, these business relations with foreign fi rms also send positive signals 

to domestic clients, helping to increase domestic market share. “Th is is 

because of the Chinese way of thinking,” the ball- bearing producer in Nantong 

explains. “If foreign fi rms like our quality, it must be good for domestic clients 

as well. We actually use foreign fi rms to attract domestic clients. . . .  Of course, 

I do not try to get the best foreign fi rm right away. First we do business with 

number two or three, and then try to move up the ladder. . . .  And eventually 

we have both domestic and international clients.” Most companies prefer to 

trade with a small and select circle of foreign fi rms in order to avoid develop-

ing a dependent relationship with any one of them.

Th e wide- ranging spatial spread of customer networks confi rms the suc-

cessful quality- and- pricing strategies of the majority of producers located in 

the Yangzi delta region. Most entrepreneurs in our survey have shifted out 

of the local market and produce for the domestic national and international 
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markets. Only 18 percent of the survey fi rms focus on provincial markets, 

and only 8 percent view their locality as the main target market. Th e ranking 

in relative importance of diff erent target markets is consistent across all mu-

nicipalities, though the percentages vary (see Figure 6.4). Wenzhou, the city 

with the highest density of industrial production clusters, has the greatest 

share of out- of- province trade, which underscores the eff ectiveness of local 

industrial clusters in manufacturing nationally and internationally competi-

tive products.

Despite their far- fl ung nature, customer networks show a stability similar to 

that of supplier networks. A majority of sales are based on repeat exchange, 

with on average 68 percent going to return customers. Repeat exchange appears 

to be slightly higher for Zhejiang- based companies than for those in Jiangsu, 

with both substantively higher than for those in Shanghai (at 54 percent).

In highly competitive industries with small product diff erentiation, some 

new market entrants try to attack the client relations of established producers 

by undercutting their market price. However, a textile producer in Nantong 

points to the limited growth prospects of these predators: “In my market, the 

pricing is relatively clear- cut. Cloth usually sells at ¥21,000 a ton, but some 

sell for 19,000 a ton, not making any profi t. In my industry the price of raw 

material is transparent; even management costs are comparable, so if the price 

is too low, there cannot be any profi t. . . .  It is usually well known in the in-

dustry who these predators are. But we do not talk about it. Th ere is just no 

point to quarrel, as the market will solve the problem.” A commonly held 

100%

80%

60%

40%

20%

0%

To
ta

l s
am

ple

Sha
ng

ha
i

Nan
jin

g

Nan
to

ng

Cha
ng

zh
ou

Han
gz

ho
u

W
en

zh
ou

Ning
bo

Same Iocality Same province Outside of province Overseas

Figure 6.4.  Spatial distribution of sales structure. Source: Yangzi Survey 2006.
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belief among established players is that customers will not walk away, as long 

as producers off er a good price- quality mix.

Conclusion

Th at industrial clusters provide competitive advantage through agglomeration is 

hardly disputed. In geo graph i cally concentrated clusters, producers economize 

on transportation costs by proximity to upstream and downstream markets, fi nd 

a large pool of specialized human capital, and benefi t from informational spill-

overs. While these factors are important, they do not entirely capture the full 

potential of industrial clusters. What is missing in this account is the role of 

personalized exchange in the competitive advantage of industrial clusters. Th e 

spatial proximity in cluster locations provides fertile ground for the social pro-

cesses necessary for the bottom- up development of business norms sustaining 

trust and cooperation. It is within these close- knit business communities that 

entrepreneurs have the necessary information and monitoring tools to facilitate 

cooperation and timely deal making. Personalized exchange and multiplex busi-

ness relations provide the social glue, strengthening norm compliance and pro-

moting cooperative forms of confl ict resolution within robust networks.

In the Yangzi delta region, industrial cluster location helped like- minded 

actors to develop mutually agreed- upon norms and behavioral codes that  were 

decisive in facilitating the private sector’s decoupling from standard rules and 

norms guiding socialist production in the mainstream economy. Spatial prox-

imity of trading partners as well as competitors has thus helped to limit the 

costs of decoupling and institution building. Without close- knit and highly 

specialized business communities, it is doubtful whether entrepreneurs in the 

Yangzi delta would have been able to rapidly develop in de pen dent supplier and 

distribution networks outside the state’s marketing channels. Contracts and 

deal making would have simply been too risky without the provision of private 

safeguard mechanisms embedded in the social structure of industrial clusters.

It is important to note, however, that reliance on personalized exchange has 

not limited the geographic expansion of markets and sales. Customer networks 

are far less localized than supplier networks, with widespread reliance on cross- 

provincial trade and worldwide export. Clearly, private entrepreneurs have by 

now developed into fully integrated market players, who appear not to be con-

fi ned by local network boundaries.
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An abundant, nearly limitless supply of young, healthy, and literate workers 

ready to shift out of agricultural production was a key factor fueling the rapid 

growth and competitive advantage of the private enterprise economy. In the 

early 1980s, in response to robust grassroots action to return to  house hold farm-

ing by peasants in Anhui Province, one of the poorest and most populated prov-

inces, reform leaders crafted the fi rst major reform policy to dismantle the insti-

tutions of collectivized agriculture. In its place, the central government promoted 

nationwide the  house hold responsibility system, which assigned to every rural 

 house hold on a per capita basis arable land formerly farmed by the production 

team and brigade. Th e initial contract duration of one or two years was soon 

extended to fi fteen years and in later revisions up to fi fty years. In this new ar-

rangement, each  house hold signed a contract with local government to produce 

a specifi ed quota of agricultural goods to be sold to the state, with above- quota 

production available to the peasant  house hold either for consumption or for sale 

in rural free markets. Th e new system provided eff ective incentives at the mar-

gin, and stimulated a swift increase in individual labor productivity and growth 

in rural income. Whereas annual per capita production of grain was about 661 

pounds in 1978, it had increased to more than 881 pounds by 1984. Overall, the 

nominal production value in farming increased in that period by more than 100 

percent. Eighty percent of the productivity increase has been attributed to the 

replacement of collective farming by a household- based production system.

With the substantial increase in labor productivity, the shift to the  house hold 

system also unveiled the massive extent of underemployment in agriculture. 

7

Th e Development of Labor Markets
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After de cades of strict migration controls between rural and urban areas in-

hibiting structural employment changes, the surplus labor in the agricultural 

sector was estimated to range between 100 million and 156 million, or be-

tween 35 and 55 percent. Th is large pool of workers was ready to shift out of 

agriculture. Furthermore, the small average size of allotted plots of only 0.5 

hectares per  house hold (about two thirds of a football fi eld) meant that reliance 

on farming alone mainly met only the peasant family’s subsistence needs. In the 

densely populated Yangzi delta, the average land holdings declined to 0.04 ha 

per person in Zhejiang, 0.07 ha in Jiangsu, and 0.02 ha in periurban farms near 

Shanghai. Th e  house hold responsibility system thus gave rise to structural in-

centives for peasant  house holds to diversify their income streams through start-

ing up small businesses and seeking off - farm employment. In sum, in the early 

1980s, a large pool of workers ready to shift out of agriculture opened the way 

for bottom- up institutional innovations that cumulatively created intra- and 

interprovincial labor markets supplying workers for private fi rms.

Many  house holds maintained the farm as a quasi– social security arrange-

ment to satisfy subsistence needs, while members also sought nonagricultural 

work in nearby rural townships or in the thriving coastal cities. Land- lease con-

tracts provide migrant workers with long- term security and a subsistence guar-

antee, as is evident in these interviews with young female laborers in Shenzhen:

My parents keep my land certifi cate, and I do not know much about what’s 

written there. Th e village committee divides up the land and the produc-

tion team does the practical work of assigning specifi c plots of land. I am 

not worried that I will lose my land right because I work in Shenzhen and 

have other people farm my land. As long as I live the land is always mine, 

whether I make money or not, rich or poor. I am not a city resident. As long 

as I am a peasant, I should have my plot of land. My son can inherit and use 

the land, especially if he turns out to be mediocre in other lines of work. At 

least he has this last resort of returning to the land.

All of us who come to the city to dagong [fi nd work] have a psychological 

goal. For myself, I need to make at least two thousand yuan net per year, or 

about six hundred yuan per month. Otherwise it is not worth leaving home. 

Shenzhen’s 574 yuan minimum wage is barely enough. Th e situation turned 

from bad to worse when our factory stopped paying us for three months 

when there was no order. Not even livelihood allowances. How can we sur-

vive? In my home village, growing rice and corn alone does not make any 

money. But peasants can earn about two thousand yuan by selling vegetables, 
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grain, or fruit. I am thinking of going home for good. Some of my coworkers 

from Sichuan have gone home. It’s not worth it, working in the city.

In the early 1990s, almost all rural  house holds (97 percent) worked the 

land, even though about 43 percent of them already earned some form of local 

nonagricultural income, according to a survey conducted in 1994 by the Min-

istry of Labor. In the more developed coastal provinces of the Yangzi delta, 

many families also leased part of their land to other  house holds, freeing the 

 whole family to seek off - farm employment.

An unintended consequence of this subsistence guarantee from farming 

was to provide rural migrants with a reservation wage and bargaining posi-

tion in their search for off - farm employment. Its eff ect on the terms of labor 

relations in the private enterprise economy was to set the minimum nonfarm 

wage at a level higher than what a peasant laborer could earn from farming 

the land and selling surplus produce on the market. At the same time, the 

 house hold responsibility system kept the cost of off - farm labor relatively low 

because the basic subsistence needs of the peasant family  were assured through 

long- term land leases. Th is in turn facilitated the endogenous rise of fl exible, 

extensive, and diversifi ed labor markets supplying fi rms with both skilled and 

unskilled workers willing to accept short- term and part- time employment. 

Th us the emergence of labor markets was inexorably tied to welfare assurances 

provided by the reforms in agriculture. Maoist- era investments extending pri-

mary and ju nior middle school education and basic health ser vices to peasants 

also contributed to the readiness of a willing and able workforce.

Th e only employment channel readily available for off - farm job seekers was 

the newly rising nonstate sector operating outside the central labor allocation 

system. Formal employment in state- owned fi rms and urban collectives re-

mained essentially closed for rural job seekers. Th e government maintained its 

strict  house hold registration system (implemented in 1958) classifying residents 

into rural and urban  house holds, and placing permanent rural- urban migration 

under a tight system of state control and approval. While millions of rural- urban 

migrants bypassed formal migration rules to live temporarily (and often illegally) 

outside their legal place of residence, the system continued to eff ectively control 

access to urban public- sector labor markets. Urban residents had exclusive access 

to the central labor allocation system (in place until 1994) and social welfare 

benefi ts such as lifelong employment, subsidized housing, health care, child 

care, and pensions. Th is eff ectively shut rural migrants out from qualifi ed and 

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:39



164 capitalism from below

well- paid work in the public sector. Furthermore, with about 20 to 30 percent of 

underemployed workers, public- owned industrial enterprises in urban China 

recorded levels of labor surplus similar to that in the agricultural sector. Scope 

for new recruitments was therefore limited to temporary work and tasks that 

urban workers  were unwilling to fulfi ll. Meanwhile, labor relations in the emerg-

ing private economy  were not subject to government regulation and monitoring 

in terms of conditions of employment and wage policies, but instead followed 

principles of free- market exchange and industry- specifi c norms. It was not until 

the fi rst Labor Law (eff ective in 1995) that the state even attempted to provide a 

general legal framework applicable to all types of employment relations. Th e 

national Labor Contract Law did not become eff ective until 2008.

In this chapter we examine the emergence of labor markets as a core 

economic institution enabling the rapid development of the private enterprise 

economy. We highlight how entrepreneurs developed both personal and im-

personal recruitment channels to fl exibly respond to diff erent labor market 

conditions for skilled and unskilled workers in their localities. We then com-

pare employment relations across own ership forms, confi rming an ongoing 

pro cess of institutional isomorphism that legal enforcement cannot fully ac-

count for. Th e chapter concludes with a discussion of how mimetic and norma-

tive pressures fostered the development of human resource policies, gradually 

enabling private fi rms to compete with public and foreign fi rms for skilled and 

experienced professional staff .

Th e Emergence of Labor Markets

An unintended consequence of the decollectivization of agriculture was the 

hidden subsidy provided by the arable land assigned to rural  house holds, 

which assured that the basic subsistence needs of peasant families  were met 

and thus enabled private fi rms to benefi t competitively from a much lower 

wage structure. Although entrepreneurs  were denied access to formal loans 

from state- owned banks, the surplus agricultural labor in their locality was a 

form of capital readily accessible to them. It was not uncommon for the start-

 up phase of private fi rms to depend on unpaid family labor and temporary or 

part- time nonfamily workers. Oftentimes the initial workforce was made up 

of the entrepreneur’s relatives, friends, and immediate neighbors. As the fi rm 

grew in size, these employees provided the personal referrals used to recruit 

new workers.
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How can an informal system of personal referrals initially relying on rela-

tives, friends, and acquaintances give rise to extensive and diff erentiated labor 

markets? Although entrepreneurs starting up small fi rms may rely on personal 

referrals of available workers in the immediate vicinity, as the fi rms’ labor 

demands grow and subsequent referrals (some coming from the workers 

themselves) multiply, recruitment chains lengthen and referrals can quickly 

spill outside the local context. Th e mix of recruits— some brought in through 

weak ties— eventually becomes in de pen dent of the characteristics of the lo-

cal network or set of personal relationships from which recruitment began. 

Mixing and random interaction in job referrals renders the pro cess ergodic, 

or one that “forgets” its initial state— in other words, a memoryless Markov 

pro cess. With growing numbers of small start- up fi rms, labor recruitment 

by network referrals evolves into a dynamical system, becoming increasingly 

impersonal.

In this way, from local networks that recruited off - farm workers through 

relatives, friends, and acquaintances, a diversifi ed interprovincial labor mar-

ket gradually developed to meet the growing labor demands of the Yangzi 

delta’s thriving regional economy. Many workers came from the bordering 

highly populated agrarian provinces of Anhui and Jiangxi. Th ese and other 

inland provinces with high population density, small plots of land, and lag-

ging nonagricultural development became net exporters of labor, increasingly 

replenishing the thriving labor markets in the coastal areas.

In labor migration from impoverished inland regions, the social mecha-

nisms are essentially the same as in international migration from Mexico to 

the United States. Th e fi rst migrants leave villages, rural towns, and smaller 

cities in poorer and less developed regions in search of work in the thriving 

economies of the coastal provinces, often drawn by hearsay regarding lucra-

tive opportunities in higher- paying manufacturing and ser vice jobs. Many 

of the rural migrant workers learn about and secure off - farm employment 

through their personal network before they leave their village. Th ey are 

typically the young, healthy, and better educated (most have ju nior middle 

school education), generally without prior experience in off - farm work. After 

migrants secure jobs, they send remittances back to their families, providing 

supplementary cash income that aff ords the family a higher standard of living 

than that of other families without migrant workers with off - farm jobs. 

 During holidays like the Spring Festival, migrant workers return to their 

homes to visit and rest, often laden with gifts, and spread the word about job 
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opportunities in the local economy where they work. Other rural youths sub-

sequently decide to pursue these opportunities themselves, and soon a chain 

migration is launched, with the earlier migrants providing information and 

direct assistance to the new off - farm job seekers in securing jobs and resi-

dence. As in international migration, the costs and risks of migration are re-

duced as more and more young workers from a locality fi nd employment and 

settle in migrant neighborhoods and communities in industrializing town-

ships and cities. Th e labor migration continues until essentially all who seek 

off - farm employment have left villages, rural towns, and smaller cities to fi nd 

manufacturing jobs.

Rural workers provide a continuous supply of low- skilled but literate labor 

for factories in the Yangzi delta region, most often employed in those indus-

tries that heavily depend on manual work and simple production techniques. 

Often work routines in factories can be learned within hours or a few days, 

without professional training or prior work experience in manufacturing. 

Of salience to employers is the willingness of rural migrants to take entry- 

level, low- status manufacturing and ser vice jobs that urban workers do not 

want. Despite often hazardous conditions of work, especially in “dirty” in-

dustries such as chemicals and plastics, the pay attracts a continuous fl ow of 

young rural migrants seeking cash income to supplement family subsistence 

farming.

Entrepreneurs in the Yangzi delta region underscore the advantages of 

market- based employment relations for private fi rms. First, unlike state- owned 

enterprises, private fi rms benefi t from fl exibility in such relations and are not 

encumbered by guarantees of lifelong employment. Workers in the private 

sector are prepared to accept short- term and part- time employment and re-

spond fl exibly to the specifi c needs of the factory. Second, the wage system 

rewards individual productivity, and is more eff ective in motivating workers 

than the egalitarian compensation of state- owned enterprises. Entrepreneurs 

emphasize that the more competitive mindset of their employees, compared 

to that of workers in state- owned fi rms, is an important source of their suc-

cess. Finally, private fi rms do not have the burden of providing generous 

welfare benefi ts as state- owned enterprises do. 

Nationally, by the year 1994, more than one-third of rural  house holds had at 

least one member who migrated to seek off - farm employment. Census data 

indicated that rural migrants represented a majority of about 60 percent in an 

estimated national migrant population of about 131 million. More recent esti-
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mates of the National Bureau of Statistics suggest an ongoing increase of rural 

labor migration, with about 140 million rural migrants in 2008, although mi-

grant streams no longer favor exclusively the coastal areas. By 2006, the year of 

our fi rst survey wave, about 31 percent of newly created urban jobs in Jiangsu 

Province  were fi lled with rural workers; and in Zhejiang Province, 54 percent.

Matching Workers to Jobs

In established industrial clusters in the Yangzi delta region, many entrepre-

neurs do not actively search for unskilled migrant laborers. Instead they rely 

on a constant self- sustaining fl ow of rural migrants who travel from inland 

provinces in search of factory jobs. Th e general manager of a textile company 

in Hangzhou recalls, “When we founded the fi rm, there was just no shortage 

of workers at that time. Th ey applied themselves. Th ey came from Anhui, 

Jiangxi, and Henan Provinces. We did not need to advertise because our plant 

is located in a well- known industrial park, and migrant laborers just came to 

us to apply for work.”

When more such workers are needed, entrepreneurs presently rely mainly 

on impersonal means, such as listings at local employment agencies, which 

describe on bulletin boards the nature of the work, qualifi cations required, 

and compensation. Th e standardized nature of job descriptions for entry- level 

shop fl oor jobs and the sheer volume of rural migrants contributed to this shift 

to reliance on impersonal recruitment channels.

Whereas there has generally been an abundance of unskilled labor, fi nding 

the necessary skilled labor can be more problematic. In contrast to the com-

mon ste reo type of the Chinese family fi rm, entrepreneurs in the Yangzi delta 

region have realized that family labor usually does not satisfy their growing 

demands for skilled labor. Th e own er of a Nanjing- based company that man-

ufactures biochemical appliances takes a typical position: “My rule is to em-

ploy relatives for their merit, and not to use them for the core structure of the 

company. Th e main idea is that we search for talents and skills and very 

few relatives would satisfy both conditions. In most cases we would rather not 

employ relatives.” Similarly, a textile producer in Nantong emphasizes, “No-

body works in a specifi c position just because they are my relatives. We go by 

capabilities; some are on halftime positions, some are responsible for produc-

tion, and some are common workers. We do not make a distinction; we focus 

on per for mance rather than the individual.”
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As private fi rms  were positioned outside the formal state- run labor alloca-

tion system, the development of autonomous labor recruitment channels was 

a crucial institutional innovation allowing survival outside the mainstream 

economy. Most importantly, private entrepreneurs needed mechanisms that 

not only provided access to the large pool of unskilled rural workers but also 

allowed them to recruit skilled and experienced professional staff . Clearly, 

this posed a critical challenge during the early reform phase, when the central 

labor allocation system still siphoned off  the most qualifi ed urban workers for 

employment in state- owned and collective- owned enterprises, handling more 

than 90 percent of recruitment in these public fi rms. After the abolishment 

of the central labor allocation system, many workers continued to seek public- 

sector employment for its higher status and better wages and benefi ts. To re-

serve the best urban jobs for local job seekers, municipal governments main-

tained strict migration policies. Shanghai and Nanjing, for example, restricted 

nonresident university graduates from changing their  house hold registration.

Private employers responded to these constraints by developing a diversi-

fi ed system of formal and personalized recruitment channels, the former pre-

dominantly used for unskilled labor as well as technical workers and the latter 

used especially for managers and professionals (see Table 7.1). Th is is broadly 

similar to the use of recruitment channels in the U.S. labor market. Having 

moved well beyond the limitations of family- run businesses, private compa-

nies in the Yangzi delta region are thus utilizing a standard mix of diff erent 

search channels also characteristic in Western market economies.

According to our 2009 survey, employers in the Yangzi delta region recruited 

three-quarters of their technical workforce through formal recruitment chan-

nels, especially direct applications by jobseekers and human resource fairs, where 

employers meet potential applicants. Entrepreneurs who seek high- powered 

management staff  also rely to a growing extent on formal recruitment channels. 

In our 2006 survey, entrepreneurs who regard skills as “important” in the selec-

tion of managerial staff  found on average 38 percent of their managers through 

market search. Th ose entrepreneurs who regard skills as “very important” re-

cruited a substantively higher share of 53 percent of managers through the 

market.

“Competition is all about human capital,” a machinery builder in Nantong 

observes. “Once we have human capital, we can achieve just about everything. 

We advertise, and off er high salaries to attract experienced engineers, but it 

is not easy to compete with the big cities.” High- technology fi rms often 
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Table 7.1. Recruitment channels, 2009 (in percent)

Management
Technical 

staff 
Unskilled 

labor

Formal channels

Direct application by job seekers 25.4 29.1 22.8
    Shanghai 48.4 41.2 18.1

    Nanjing 32.6 41.8 41.4

    Nantong 23.2 26.9 23.0

    Changzhou 22.0 27.3 29.2

    Hangzhou 16.3 21.95 9.6

    Wenzhou 22.9 26.4 27.0

    Ningbo 12.4 18.2 11.3

Human resource fair 23.7 34.4 9.5
    Shanghai 23.2 25.1 5.2

    Nanjing 19.5 26.4 16.3

    Nantong 25.5 34.0 12.3

    Changzhou 24.4 34.5 20.34

    Hangzhou 19.3 37.6 3.5

    Wenzhou 22.3 30.5 5.2

    Ningbo 31.7 53.1 3.9

Employment agency 1.8 10.2 27.6
    Shanghai 5.0 13.7 45.6

    Nanjing 1.5 8.1 14.3

    Nantong 1.5 9.7 26.1

    Changzhou 1.4 9.05 21.0

    Hangzhou 0.9 9.95 27.1

    Wenzhou 2.6 12.3 27.7

    Ningbo 0 8.7 29.6

Posted advertisement 1.1 1.7 10.0
    Shanghai 1.6 2.0 2.0

    Nanjing 1.3 1.1 1.6

    Nantong 1.1 1.5 1.4

    Changzhou 1.5 2.9 0.9

    Hangzhou 0 1.4 2.0

    Wenzhou 2.4 2.1 3.5

    Ningbo 0 0.8 0.7

Labor dispatch 0.1 0.2 1.7
    Shanghai 0 0.1 2.0

    Nanjing 0.2 0.6 1.6

    Nantong 0 0 1.4

    Changzhou 0.5 1.0 0.9

(continued)
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Management
Technical 

staff 
Unskilled 

labor

    Hangzhou 0 0 2.0

    Wenzhou 0.1 0 3.5

    Ningbo 0 0 0.7

Subtotal 52.1 75.6 71.6

Informal channels

Th rough family or relatives 8.7 2.0 1.3
    Shanghai 1.2 0.6 0.6

    Nanjing 8.7 1.3 1.8

    Nantong 9.9 1.3 1.7

    Changzhou 11.2 1.6 2.3

    Hangzhou 10.7 3.1 0.3

    Wenzhou 9.0 4.6 5.1

    Ningbo 10.2 1.8 1.9

Th rough friends 13.9 5.9 2.1
    Shanghai 4.8 3.7 0.8

    Nanjing 15.8 3.8 2.9

    Nantong 12.2 3.8 2.8

    Changzhou 17.5 7.9 4.9

    Hangzhou 24.0 9.9 0.5

    Wenzhou 11.3 6.2 1.7

    Ningbo 11.6 6.0 1.5

Th rough acquaintances 11.0 7.0 4.0
    Shanghai 5.1 3.4 5.0

    Nanjing 13.1 8.3 5.6

    Nantong 7.1 6.0 2.5

    Changzhou 10.7 10.1 6.1

    Hangzhou 17.2 8.4 3.6

    Wenzhou 13.8 6.3 2.8

    Ningbo 10.4 6.9 2.4

From previous enterprise 6.5 6.8 3.3
    Shanghai 8.1 7.3 4.8

    Nanjing 4.1 3.1 1.6

    Nantong 16.1 15.0 7.5

    Changzhou 3.7 3.6 2.4

    Hangzhou 3.8 6.3 4.1

    Wenzhou 8.3 8.7 2.4

    Ningbo 1.5 3.4 1.5

Table 7.1 (continued)

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:39



The Development of Labor Markets 171

experience par tic u lar diffi  culties in recruiting for skilled technical and mana-

gerial positions due to the limited supply of top- fl ight local professionals. 

One of the found ers of a software-developing company based in Hangzhou 

explains:

Th ere is just not enough qualifi ed talent in the market. Th is is a big challenge 

and problem for Hangzhou, and maybe for China. Hangzhou has also prob-

lems to compete with locations such as Shanghai, Beijing, Shenzhen . . .  

this is the biggest problem. . . .  Th ree years ago our fi rm was competitive in 

the market for top talent. Now competition is much stronger in attracting 

top talents. Global fi rms have business units and conduct research and devel-

opment in China. Th ey are very strong; they have a brand name and man-

agement culture, salary, and clear career path. . . .  Now we are in a lower 

tier in the job market. So, this is a big challenge for us. We have to face this 

and solve this diffi  culty if we want to continue to grow.

Th is company is addressing this challenge by searching more widely:

Now we are recruiting on the national labor market. Fifty percent of our 

new employees come from outside Hangzhou, from cities like Wuhan, 

Nanjing, Chengdu, Dongbei, Dalian, and Shenyang.

Rapid technological upgrading by fi rms in the Yangzi delta region is fueling a 

growing tendency for many to recruit skilled labor through a similarly far-

ranging market search.

Table 7.1 (continued)

Management
Technical 

staff 
Unskilled 

labor

Chain recruitment through 
workers

0.7 1.7 17.0

    Shanghai 0.7 2.0 12.3

    Nanjing 1.8 4.4 8.7

    Nantong 0.3 0.7 12.8

    Changzhou 0.5 1.2 5.7

    Hangzhou 0 2.3 27.8

    Wenzhou 1.6 0.9 17.45

    Ningbo 0 0 32.4

Other 7.1 1.0 0.7

Subtotal 47.9 24.4 28.4

Source: Yangzi Survey 2009.
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Similar recruitment problems exist in other highly specialized product 

niches. One entrepreneur worries about the lack of college graduates qualifi ed 

to work in his particular niche of specialty machinery building. Although he 

follows the market of new college graduates carefully, it is very diffi  cult for 

him to recruit the human capital he needs. He found a technical college in 

Chengdu that provides the appropriate type of technical training, but out of 

a class of thirty- eight graduates, only two students decided to work in his 

product niche. Competition for these graduates was intensely fi erce.

Generally, management and technical staff  are much easier to recruit in the 

manufacturing center of Shanghai than in the relatively remote cities of Zhe-

jiang Province. Whereas employers in Shanghai can fi ll on average 48.4 per-

cent of their management positions with applicants who apply directly to the 

fi rm, employers in Ningbo fi ll only 12.4 percent of their management positions 

in this way. In total, companies in Shanghai fi ll on average 78.2 percent of 

their management positions through various formal recruitment channels, 26 

percentage points more than the regional average (see Table 7.1). Th e pattern is 

similar though far less pronounced for skilled technical staff .

Clearly, a fi rm’s choice of recruitment channels is strongly infl uenced by 

local labor market conditions. Th e manager of a company producing water- 

cleaning systems confi rms a close link between his fi rm’s recruitment policy 

and the company’s location: “In our old rural location, most of our recruits 

 were ju nior high and se nior high school graduates. Th ey all had a fl avor of 

peasants. . . .  Since the company restructured, and moved to the city, we now 

only recruit in Hangzhou. Now we do our job searches through TV ads and 

newspapers. . . .  We do not go back to our former location to recruit anymore. 

Now we are relying on the local talent markets.  Here in Hangzhou most 

applicants are college educated. Th ey are of a higher level.”

Formal recruitment channels are not infrequently complemented with 

personal referrals, especially for entrepreneurs who do not have access to 

rich local talent markets or who operate in highly specialized niche markets. 

Whereas entrepreneurs in Shanghai, for instance, recruit on average only 11.1 

percent of their managerial staff  through referrals from family, friends, and 

business associates, the corresponding proportion is 51.9 percent in Hang-

zhou, 39.4 percent in Changzhou, and 37.6 percent in Nanjing.

In the recruitment of key personnel, where tacit knowledge of the industry is 

important to the success of the fi rm, personal referrals can play a critical role. 

Small- scale and new fi rms can particularly benefi t from personal referrals, as 
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they still lack the reputation to attract well- qualifi ed applicants through formal 

recruitment channels such as job postings or ads. Personal contacts can bring 

young, private companies located away from the rich talent markets of the 

coastal cities to the attention of potential job applicants who would possibly not 

respond to a formal search. Personal contacts can also provide important pre-

views of the company, expected professional tasks, and working conditions.

Referrals from individuals who know potential job candidates personally, 

having originally become acquainted in some context unrelated to this job 

search, also provide employers with better ex ante information as to qualifi ca-

tions of these candidates. Th e use of personal relationships helps the em-

ployer to gain requisite information about capabilities not revealed in formal 

job applications. Th e fi ne- grained information passed through social net-

works enables employers to assess personal traits such as trustworthiness, so-

cial skills, and technical competences. Employers often expect to fi nd a better 

fi t between the applicants’ skills and ambitions and the fi rm’s needs through 

personal referrals.

Useful recommendations tend to come from friends and acquaintances, 

including industry associates, more often than from family and relatives (see 

Table 7.1). “Sixty percent of the managers in my fi rm  were recommended by 

my equipment suppliers, and then hired away from other fi rms,” the general 

manager of a company producing chemical fi ber acknowledged. “Equipment 

is always leading in our sector. Equipment providers have a longer history 

than we have. Th ey have special expertise, so they know who is good in what 

area.” Th e general manager of a high- technology fi rm in Hangzhou observed: 

“I have never hired anyone through the talent market or by advertising the 

job. All the employees that I have now are those who worked for other com-

panies I was familiar with.”

As for referrals by fellow workers, employers in the Yangzi delta region 

seem generally wary with regard to management and technical staff  but much 

more open to them for unskilled labor. In the city of Ningbo, employers fi ll 

on average 32.4 percent of such positions through chain recruitment; the re-

gional average still reaches 17 percent. Th ese referrals mainly provide a cost- 

effi  cient solution to fi ll shop- fl oor positions, which do not require specifi c 

qualifi cations. Also, employees like to join other fellow workers they already 

know from their hometown or previous job, as they appreciate a social network 

in a workplace far from home. More than a few workers apply in teams, and do 

not wish to separate from each other for a new job.
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Generally, personal referrals do not replace but rather complement standard-

ized recruitment and selection strategies. At later stages in the employment 

pro cess, impersonal evaluations also come into play. Wu Liping, the automated 

packaging equipment entrepreneur, for instance, emphasizes that technical 

pen- and- paper exams are still important to assess the applicant’s ability and 

personal attitudes, although many of his job interviews are initiated by rec-

ommendations from employees or from teachers at local colleges.

Referrals tend to bring in well- qualifi ed applicants, as referring parties put 

their own reputation at stake. Reliance on personalized recruitment of man-

agers also helps to limit employee turnover, as employees may sense a higher 

level of obligation, given that friends, acquaintances, or family have extended 

their social capital to secure the position. Th is can be particularly important 

in locations away from the more attractive big cities of the Yangzi delta region. 

Studies of the U.S. labor market, correspondingly, fi nd generally lower turn-

over rates for employees hired through referrals than for those hired through 

formal search channels. Economic advantages can be substantial. Firms with 

Table 7.2. Formal recruitment and labor turnover, 2003– 2005

Turnover of 
managers 

coeff . (std. error)

Turnover of 
technical staff  

coeff . (std. error)

Turnover of 
unskilled workers 
coeff . (std. error)

Formal recruitment 0.066*** 0.024** 0.001
 (in percent) (0.01) (0.01) (0.04)

Total assets (log) −0.056 0.083 −1.049
(0.50) (0.52) (2.09)

Number of employees 3.619*** 3.392*** 20.844***
 (log) (1.16) (0.796) (4.099)

Employment growth, 0.146 0.906* 6.962**
 2003– 2005 (0.576) (0.53) (2.343)

Share of job category 0.156 0.229*** 0.107
(0.09) (0.07) (0.07)

Sector YES YES YES*
City YES*** YES*** YES**
Constant −21.477*** −16.155*** −68.214***

(6.579) (3.49) (16.13)

Pseudo R 0.056 0.055 0.028
N 626 626 626

Source: Yangzi Survey 2006.

Note: Coeffi  cients for sector and city dummies are not reported.

* p < 0.10, ** p < 0.05, *** p < 0.01; Tobit analysis, estimated with robust standard errors.
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continuity in core managerial and professional staff  have a comparative gover-

nance advantage. Employees in positions with high human- capital specifi city 

are costly to replace because a new recruit will lack job- specifi c knowledge 

that can only be accumulated over time. For managers, this often includes 

long- standing personal contacts with suppliers, customers, and regulatory 

authorities and familiarity with the fi rm- specifi c development strategies. For 

technical workers, this includes familiarity with the fi rm’s production pro cess 

and technology.

Analysis of our survey data (see Table 7.2) suggests that formal impersonal 

recruitment of managers in the Yangzi delta region is associated with a higher 

turnover of managerial staff , which is consistent with the claim that the use of 

personal referrals increases continuity in employment of managers. For tech-

nical staff , there is also a positive association between formal recruitment and 

turnover. In contrast, the use of formal labor market recruitment channels has 

no impact on turnover rates of unskilled workers. Th e estimated coeffi  cient 

even has a negative sign.

Convergence of Employment Conditions

As might be expected, thin profi t margins and a volatile market can result in 

less- than- optimal treatment of employees, such as over- long workdays and 

irregular or late payment of wages. A recent survey in Zhejiang Province fi nds 

that the working hours of 40 percent of private fi rms exceed the legal working 

time by 30 to 50 hours per month, that is, by 1.2 to 2 hours per workday. 

Likewise, the economizing necessitated in undercapitalized start- up fi rms 

often contributes to a harsh work environment. Although “satanic mill” abuse 

of workers is on the decline, labor conditions for unskilled migrant workers 

frequently fall short of rules specifi ed by the Labor Law.

Despite per sis tent reports of Labor Law violations and poor working condi-

tions, however, a majority of migrant laborers appear to be fairly satisfi ed with 

their migration experience. Th is suggests that the majority of companies are 

at least in nominal compliance with most of the basic requirements. And in-

deed, abusive and exploitative treatment of workers is not a viable long- term 

strategy for business success. Firms with a reputation for unfair and abusive 

work conditions experience diffi  culty in recruiting skilled workers. And rural 

migrants often are quick to leave jobs where they are dissatisfi ed with working 

conditions, for they can easily fi nd new jobs in the local economy.
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Th e rapid pace of economic growth in the coastal provinces continuously 

opens up opportunities for job mobility through a constant stream of new jobs 

listed by start- up fi rms and by expanding manufacturing plants. A common 

pattern in Dongguan, a large industrial city in Guangdong Province, for in-

stance, where 70 percent of the factory workers are young female migrant 

workers from less developed inland provinces, is for a newly arrived migrant 

to secure the fi rst available job upon arriving, responding to job listings 

posted by the factory or acquired through personal contact. Subsequently, 

there is often a rapid series of job changes, as the migrant gains work experi-

ence and learns about new job openings. Th e same pattern is seen in U.S. im-

migrant labor markets, as migrants search for a better fi t between their expec-

tations, their abilities, and opportunity. In the Dongguan labor market and 

elsewhere in the region, factory workers readily leave their jobs if they don’t 

like their bosses or become dissatisfi ed with their pay and work conditions. It 

is not uncommon for factory girls to spend their spare time studying in local 

correspondence schools or acquiring new skills as they position themselves to 

move up the job ladder in the thriving manufacturing economy.

Although harsh and abusive work conditions continue to characterize some 

labor- intensive industries, “satanic mills” are becoming a phenomenon of the 

early reform period, as many private fi rms in the coastal economies move up 

the product chain and develop technology- driven manufacturing. Take the 

example of the manufacturer of aluminum stovetop coff eemakers, Zhu Jin-

hong. His factory’s basic manufacturing pro cess involves channeling molten 

aluminum into molds to produce the coff eemakers. His fi rst workshop was 

equipped with used equipment and outdated technology, while a newer sec-

ond workshop relied on semiautomated equipment. Recently, the fi rm moved 

to a new fully automated plant, which qua dru pled its production capacity. 

Th e sequence of development from the start- up phase of “satanic mill” 

nineteenth- century technology involving pouring molten aluminum by 

hand into industrial molds in darkly lit workshops fi lled with fumes to the 

new automated twenty- fi rst- century plant occurred within a ten- year period. 

Brute labor jobs have been eliminated; now, in this much- expanded enter-

prise, employment involves controlling advanced machinery or engaging in 

administrative tasks or marketing.

Although the supply of unskilled migrant labor has been abundant, it is 

not endless, and employers are mindful of the need to keep employees con-

tent. Such awareness was already evident in the mid- 1990s:
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Knowledge of higher compensation rates or better treatment at other fi rms 

gives an incentive to leave for better paid work elsewhere. Urban employers 

are aware of these incentives, and often make eff orts to keep up with wage 

rates in other, similar fi rms. One in for mant (G2), an employer of unskilled 

factory labor in Guangzhou, believes that there is a limited supply of rural 

migrants who are willing to perform this kind of work. His fi rm raises its 

starting wages accordingly, in order to remain competitive with other em-

ployers. For him, migrant workers are not desperate people, willing to work 

for any wage. “If migrant workers don’t make enough money to live on and to 

send money home to their families, then they just aren’t willing to work.” 

Incentives to leave the work place are especially strong when the employment 

relationship is unsatisfactory in other respects. Th is knowledge inspires other 

employers to develop warmer, more friendly employment relationships, for 

fear that an oppressive work environment will send employees running for 

jobs with slightly better wage packages. I once asked another employer of 

unskilled labor how he punishes employees who do not work hard. He was at 

a loss for how to respond to my question, indicating that harsh punishments 

cannot have a place in fi rms where employees can easily take their labor else-

where. “It used to be that bosses  were like emperors to their workers, but you 

 can’t act this way anymore. Your workers won’t stand for it and will refuse to 

work for you. Now a boss has to be more like a cooperator.”

Among employers generally, there appears to be widespread agreement with 

these attitudes. A majority of the respondents participating in our 2006 sur-

vey indicate that their employment model probably best refl ects the aim “to 

maintain a long- term friendly relationship through a two- way commitment 

with their employees.” Employers of skilled labor have especial cause for 

concern; they risk the defection of experienced workers with valuable produc-

tion skills and technical knowledge acquired on the job to competitors’ fi rms 

if they provoke worker dissatisfaction.

While the production structure in the Yangzi delta region remains labor 

intensive with an emphasis on unskilled labor (in our survey, on average 67 

percent of the workforce is in this category), tight labor markets in which 

fi rms must compete to recruit and especially to retain their employees have 

led to a rapid improvement of employment conditions. Th e own er of a small- 

scale company producing offi  ce equipment expresses concerns: “Labor short-

age is now a serious problem. Th ere used to be a lot of workers coming to us 

from the provinces of Jiangxi and Anhui. But now their provinces are devel-

oping, and they are no longer willing to work away from home. Right now, I 
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simply do not have the number of workers I would like to hire. My old work-

ers now have their own  houses, and do not want to work for me anymore.” 

Similarly, the own er of a Ningbo- based specialty machinery company sum-

marizes: “Firms are growing and need more workers. But there is a shortage 

of workers now even in the countryside.”

Not only do employers need to compete with other fi rms for a limited pool 

of labor, but workers are increasingly aware of their improved bargaining 

position. Th e production manager of another Ningbo- based company notes: 

“Compared to the year 2002, when I started to work for this fi rm, there is a 

big change. In 2002 and 2003, workers would never complain about over-

time work, as long as there was work to do. At most we had two Sundays off  

each month. Now they take Sundays off . And the maximum overtime work is 

three hours per day. Now our workdays end at 4:30 pm. And if we need over-

time work from our employees, it has to be done no later than between 6 and 

9 pm. And of course we will compensate them.”

Just as ongoing personal connections and social norms constitute the sin-

ews of personalized exchange between fi rms in the Yangzi delta region, so is 

the employment relationship regulated by norms of reciprocity and appropri-

ate behavior. Although a 2002 survey indicated that 98 percent of private en-

trepreneurs feel essentially free to both hire and fi re their employees, and 94 

percent feel free to both increase and decrease employee incomes, entrepre-

neurs are careful to follow local norms and standards. Th ey are mindful not 

only of their reputation in the business community but also of appropriate 

terms in the relationship between employer and employee. Bottom- up infor-

mal institutions of labor relations diff used rapidly and spontaneously outside 

the state- controlled labor system. By the time the 1995 Labor Law was en-

acted, providing the fi rst general guidelines on labor recruitment, work hours, 

minimum wages, and dispute settlements, private fi rms already employed 

more than 55 million workers. Competitive pressures and legitimacy- seeking 

behavior in a diversifi ed industrial landscape in which private fi rms still suff er 

the stigma of the once- marginalized underdog have jointly led to a pattern of 

isomorphic convergence with general standards of labor compensation, social 

insurance packages, and also workplace safety off ered by competing fi rms in 

the private and public sectors.
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Labor Compensation

Private fi rms have not been able to keep wage levels artifi cially low. Instead, 

tightening labor markets have forced entrepreneurs to off er competitive wage 

packages. “As long as the salary and benefi ts are all right,” one producer rea-

sons, “workers will certainly not run away.” Whereas he pays a piece- rate, he 

makes sure that the expected monthly pay is between ¥2,500 and ¥3,000, a 

rate that is comparable with salaries paid by the bigger fi rms in his locality. 

“Th is is the reason why my workers are willing to work for me,” he concludes. 

Another manager notes, “Th e only way to limit the turnover rate is to increase 

salaries. Once the skillful workers leave, it is hard to train new workers. Right 

now is really a good time for the workers. Th ey can make up to ¥40,000 a year. 

If there is a market salary, I just have to follow it. If other fi rms pay 40,000 per 
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Figure 7.1.  Average annual wages in manufacturing sector by own ership and city, 

2005. Sources: Data for collective and state- owned fi rms is from Shanghai Statistical 

Yearbook, Nanjing Statistical Yearbook, Nantong Statistical Yearbook, and Wenzhou Statistical 

Yearbook, at China Data Online, University of Michigan,  www .chinadataonline .org. 

Th e cities of Changzhou and Ningbo do not provide wage data disaggregated by 

own ership form. Data for private fi rms are from the Yangzi Survey 2006.
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year, I have to follow suit. If there are skilled workers I need, I simply have to 

pay the higher salary.” A ball- bearing producer in Ningbo similarly describes 

wage policies within his local industrial niche: “One simply has to pay a rea-

sonable salary and benefi ts. We know of course the market salary, and then we 

tend to pay a little more. It varies of course for diff erent fi rms, but we know 

more or less what the other fi rms off er for the various positions.”

Some entrepreneurs even make specifi c eff orts to increase the transparency 

of their wage policy and to introduce bilateral negotiations with their employ-

ees. Th e own er of a specialty machinery factory in Ningbo, for instance, re-

ports, “I like to keep old workers because we have an emotional tie. I raise 

their wages twice a year, because they have skills and experience. At the end 

Table 7.3. Average annual wage, 2005

Average annual wage
(in ¥10,000)

coeff . (std. error)

Return on assets 0.249***
(0.07)

Value of total assets (log) 0.280***
(0.06)

Total number of employees (log) −0.274***
(0.05)

Firm age −0.000
(0.01)

Percentage of managers in workforce 0.007
(0.01)

Percentage of technical staff  in workforce 0.005**
(0.00)

Sector YES
(0.11)

City YES**
(0.11)

Constant 0.899***
(0.30)

Adj. R 0.194
N 674

Source: Yangzi Survey 2006.

Note: Coeffi  cients for sector and city dummies are not reported.

* p < 0.10, ** p < 0.05, *** p < 0.01; robust standard errors. Variance infl ation factors do not 

indicate any multicollinearity issues.
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of every year, every department head asks workers to propose how much they 

think they should earn. If I can meet the demand, I’ll give this amount. If 

not, I negotiate with workers on their pay raise. Th e department head will tell 

me how much they think the employee should make. Employees actually 

won’t give unreasonable estimates. If we  can’t arrive at a negotiated agree-

ment, then I have no choice but to let the person go.”

Overall, entrepreneurs in the Yangzi delta region appear to structure com-

pensation in private fi rms substantively higher than wages in local government- 

owned collective fi rms, even though they cannot keep up with the relatively 

generous wages and benefi t packages off ered by state- owned enterprises (see 

Figure 7.1). National statistics indicate that employees in private fi rms received 

an average annual wage of ¥15,331 in 2005.

Work compensation and fi rm success are closely linked. Controlling for 

other factors (fi rm size, fi rm age, employment structure, location, and indus-

try), there is a substantive and signifi cant positive association between the 

average wage rate and a fi rm’s return on assets (see Table 7.3). In other words, 

the more profi table the fi rm, the higher the labor compensation and thus the 

better a fi rm’s chances to recruit and retain skilled workers, which is the 

 opposite of the Marxist view that profi tability is secured through intensifi ca-

tion of exploitation.

Social Insurance

Historically, nonwage benefi ts— unemployment, health care, and pension 

funds— were a privilege of employment in government jobs or in state- owned 

and collective enterprises. Until a Social Insurance Law became eff ective in 

July 2011, there was no mandatory and nationally unifi ed social insurance sys-

tem requiring fi rms to provide health care and retirement insurance for all 

workers. Th e social insurance system remained fragmented, governed by dif-

ferent policy directives at both the central and provincial levels. Prior to the 

enactment of this Social Insurance Law, only preliminary regulations issued by 

the State Council in 1999 off ered guidelines to urban fi rms on the provision 

of employee insurance benefi ts. Rural migrants as well as all of rural China 

 were excluded from this regulatory mea sure. Without eff ective  enforcement 

of the State Council regulatory guidelines, compliance even by the public 

sector was irregular. For example, in state- owned enterprises in Shanghai, 

only 63 percent of workers  were covered by unemployment  insurance. It 
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was not until the enactment of the Labor Contract Law in 2008 that all 

employers  were legally required to contribute to the national social insurance 

system.

Nonetheless, in their competition for skilled labor and in an eff ort to limit 

turnover rates, many private fi rms have off ered social insurance to their 

employees despite weak enforcement of State Council rules, and before the 

implementation of the Labor Contract Law. In our 2006 survey, 68.5 per-

cent of the companies  were contributing funds to some social insurance, 

for health care, retirement, or unemployment. Out of these, 37 percent  were 

contributing to a general employee insurance package combining these. 

Th e highest rate of provision was in Shanghai, where nearly 95 percent of 

private fi rms contributed to some employee social insurance, and the low-

est  was in Zhejiang Province, where only 50 to 65 percent of companies 

did so.

Th e own er of the Ningbo- based offi  ce equipment company notes that it is 

particularly important to provide insurance for migrants, who are normally 

not covered by general insurance programs. His company calculates ¥3,000 to 

¥4,000 for insurance costs per worker. Overall, the mean contribution to 

employee insurances in our 2006 survey was ¥2,666 per worker per annum. 

On average, the highest contributions  were paid in Shanghai and Jiangsu 

Province, the stronghold region of state- owned enterprises and international 

fi rms benchmarking which employment conditions are to be considered just 

and fair. Th e lowest contributions  were in Ningbo and Wenzhou, cities where 

the state had not heavily invested in establishing a local state- owned industrial 

economy.

Isomorphic pressure to achieve legitimacy only partly accounts for why 

so many private fi rms contribute to employee nonwage benefi ts; competitive 

pressure from tight labor markets is also a signifi cant factor. In the Yangzi 

delta region, as with the pattern of adaptive changes in human resource man-

agement discussed below, there is a close association between a fi rm’s techno-

logical aspirations and its decision to provide employee social insurance. Firms 

holding patents and conducting research and development are more likely to 

provide their employees with pension funds, health care, and unemployment 

insurance. In our seven- city survey, 80 percent of the fi rms holding patents 

provide their employees with these nonwage benefi ts, while only 64 percent 

of fi rms without patents do so. Controlling for fi rm size, fi rm age, employ-

ment structure, location, and industry, we still observe that technically more 
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advanced fi rms holding patents are more likely to off er employee insurances 

than technically less sophisticated companies (see Table 7.4). Competitive 

pressure from labor markets motivates these private fi rms to off er their em-

ployees terms of employment and work conditions comparable with (or better 

than) those available in the public sector or elsewhere.

Workplace Safety, Legal Rights, and Litigation

Increased monitoring by local labor bureaus may have contributed to in-

creased workplace safety and legal protection. More than 50 percent of the 

private fi rms we interviewed in 2006 had experienced at least one labor and 

social security inspection in 2005. Only one fi rm was issued a fi ne, though, 

which is consistent with a World Bank survey report that fi nes  were imposed 

Table 7.4. Decision to off er employee insurance, 2005

Company off ers employee 
insurance

coeff . (std. error)

Total assets (log) 0.190***
(0.06)

Total number of employees 0.147*
(0.08)

Firm age 0.020
(0.01)

Percentage of managers in fi rm 
employment

0.012
(0.01)

Percentage of technical staff  in 
fi rm employment

−0.008
(0.00)

Firm holds a patent 0.301**
(0.15)

Sector YES**
City YES***
Constant −0.429

(0.40)

Pseudo R 0.201
N 683

Source: Yangzi Survey 2006.

Note: Dummy variable equals one, if fi rm participates in pension insurance, unemployment 

insurance, health insurance or “general employee insurance” (an insurance package combining 

pension, health, and unemployment). Coeffi  cients for sector and city dummies are not reported.

* p < 0.10, ** p < 0.05, *** p < 0.01; probit estimation using robust standard errors.
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on only 1 percent of all fi rms nationwide. Most entrepreneurs observe that 

local authorities do not strictly enforce labor regulations. Th e own er of a small- 

scale start- up company in Ningbo summarizes, “We all know about the Labor 

Law and its revisions, but nobody is really practicing it. Th ere is really not 

much impact of the Labor Law on fi rms like mine. I started this fi rm during 

the time when the Law was being implemented. I checked the contracts and 

found out even big fi rms didn’t implement the Law. How could I implement 

it then?” Indeed, the offi  ce- equipment company own er in Ningbo notes, 

“Now there is no government monitoring. Before the year 2000, there was 

some monitoring. But now, they do not come themselves. We just turn to the 

government, when we have problems.” In any case, offi  cial statistics docu-

menting work- related accidents in China support the view that work safety 

in private fi rms does not diff er much from conditions in state- owned and 

collective- owned companies.

In spite of weak government enforcement, the enactment of the Labor Law 

has substantively strengthened the position of workers vis-à- vis employers. 

As the Ningbo- based offi  ce- equipment company own er explains, “Although 

I never read the Law myself, I do pay attention to worker rights. If I would 

not pay attention, the workers would simply revolt. Workers are naturally 

Table 7.5. Labor disputes, 1996– 2007

Year

Number of workers 
involved in lawsuits 
(includes collective 

labor disputes)
Cases won
by workers

Cases won
by work unit

Cases partly won
by both

1996 189,120 23,696 9,452 13,395
1997 221,115 40,063 11,488 19,241
1998 358,531 48,650 11,937 27,365
1999 473,957 63,030 15,674 37,459
2000 422,617 70,544 13,699 37,247
2001 467,150 71,739 31,544 46,996
2002 608,396 84,432 27,017 67,295
2003 801,042 109,556 34,272 79,475
2004 764,981 123,268 35,679 94,041
2005 744,195 145,352 39,401 121,274
2006 679,312 146,028 39,251 125,501
2007 653,472 156,955 49,211 133,864

Source: China Labour Statistical Yearbook 2008 (Beijing: China Statistics Press, 2008), 

495– 496.
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concerned about regulations on insurance, salary, days off , and it is the work-

ers who pay close attention.” Not only has the number of workers’ lawsuits 

increased nationally more than sevenfold over the last de cade, but workers 

generally won the majority of their lawsuits in labor disputes with employers 

(Table 7.5).

Th e highest frequency of labor disputes involved employers in collective 

enterprises owned by local government and companies run as joint own ership 

and limited liability corporations (see Figure 7.2). In these companies, on 

average 3 to 4 employees out of 1,000 sought recourse either by mediation or 

by arbitration lawsuit against their employers in labor disputes in a sample 

year (2003), with the majority of cases settled through arbitration. Th ough the 

frequency of labor disputes in both “state- owned” and “private” enterprises ap-

pears to be much lower, these fi gures are misleading. A majority of private 

fi rms now register as limited liability companies (see Chapter 5), while the 

majority of joint own ership companies are partially privatized state- owned 

companies incorporated as joint stock companies. Th us, the distribution of 

labor disputes reported in Figure 7.2 very likely indicates simply that large 

corporations are more likely to be involved in labor disputes than the smaller, 
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Figure 7.2.  Frequency of labor disputes, 2003. Source: Data from China Labour 

Statistical Yearbook 2004 (Beijing: China Statistics Press, 2004), 513. Data for 2003 

are used, since later statistical reports no longer provide a breakdown of disputes by 

own ership form of employer.
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noncorporatized companies, without evidence of a substantive diff erence 

between public and private companies.

Disaggregation of lawsuits by cause of labor dispute further shows that, 

across all corporate forms, the majority of cases involved disputes over labor 

remuneration, often connected with bankruptcies and fi rm closures (see 

Figure 7.3). Among the most common issues in such disputes are delayed pay-

ments, arbitrary wage cuts to punish weak per for mance, and refusal of contrac-

tually agreed- upon bonus payments. Disputes over insurance coverage and 

compensation payments in cases involving workplace injuries are the next 

most frequent cause of lawsuits.

Most notably, by the year 2003, offi  cial rec ords no longer support any sub-

stantive structural diff erences in employment conditions and labor disputes 

between own ership forms. Instead, offi  cial statistics suggest a high level of 

convergence.

Human Resource Policies

In the thriving manufacturing economy of the Yangzi delta region, as private 

fi rms develop and grow in size, their increased complexity motivates the de-
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Figure 7.3.  Cause of labor disputes, 2003. Source: Data from China Labour Statistical 

Yearbook 2004, 514.
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velopment of internal governance mechanisms shaping and guiding employ-

ment relations. Competition for human capital, moreover, focuses attention on 

or gan i za tion al strategies that enable the fi rm to recruit and to retain employ-

ees, especially in view of the tight labor markets for high- value managerial, 

professional, and technical workers. Also motivating entrepreneurs to in-

corporate institutional arrangements commonly found in state- owned enter-

prises is legitimacy seeking in response to public perception of private fi rms in 

the earlier reform period as a pariah or gan i za tion al form (see Chapter 5).

For institutional models, entrepreneurs in private fi rms look to state- owned 

enterprises, public corporations, and foreign fi rms. Not surprisingly, they 

mimic core elements of the employment practices of these mainstream fi rms 

to conform to the expectations of the workers they recruit, whether experi-

enced personnel (sometimes from such fi rms) or new graduates of technical 

schools and colleges. As more and more of the most successful private fi rms 

institute formal human resource policies, competitors mimic these internal 

arrangements in order to achieve greater legitimacy themselves and to attract 

these well- trained workers. Th e implementation of these policies signals to 

prospective job applicants the fi rm’s legitimacy and modernity, and thereby 

enhances its competitiveness in the recruitment and retention of high- value 

personnel required for the fi rm’s survival. Development of appropriate em-

ployment models in private fi rms has thus involved isomorphic or gan i za tion al 

change driven by mimetic and normative mechanisms. It broadly resembles 

the development of human capital management practices observable all over 

the world, as individual fi rms in every country pursue specifi c economic or 

strategic interests and conform through mimetic and normative pressures to 

expectations of the institutional setting.

In the Yangzi delta region, where decades- long high- speed economic growth 

has generated intense interfi rm competition for high- value human capital, 

eff ective human resource policies reduce the risk that skilled and experienced 

technical workers and professionals will be easily lured away by competitors 

off ering higher salaries or better bonus packages. Such turnover threats 

become particularly costly where technical requirements and skill specifi c-

ity in employment are high.

High- technology fi rms are particularly eager to develop human resource 

strategies to reduce employee turnovers. An entrepreneur in a software devel-

opment fi rm observes, “It is a challenge to keep good people. Our turnover 
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rate is less than 10 percent, which is lower than the average of about 15 per-

cent. But we are facing a growing challenge in the eff ort to keep our top 

employees. We off er a career path, salary and bonus, a nice working environ-

ment. We train our top managers to be attentive to creating a positive work 

environment; you see, all this needs to be executed by managers. Th en there is 

the offi  ce space, housing and so forth. All this needs to be taken care of so we 

can hold on to our top personnel.”

Long- term labor contracts, specifying rights and duties between employer 

and employee, are one common safeguard mechanism against rapid turnover 

of talent. Th ey also are an important instrument to signal employment secu-

rity and labor standards comparable to the public sector’s. Contract duration 

tends to be closely associated with human capital requirements such as fi rm- 

specifi c skills and technical knowledge. Among our 2006 survey fi rms, more 

than 50 percent of management contracts exceed two years of duration, com-

pared to 38 percent for technical staff  and only 23 percent for unskilled work-

ers (see Table 7.6).

Although existing competitors or new market entrants can certainly still 

make better off ers to lure away experienced staff , anecdotal evidence suggests 

that long- term contracts provide some protection. On the one hand, employ-

ees perceive their position and employment conditions as more secure, which 

increases or gan i za tion al involvement and job commitment. On the other 

hand, competitors tend to respect existing commitments, particularly in the 

local production market. Th e chairman of a textile association in Nantong, for 

example, himself a leading textile producer in his county, observes that entre-

preneurs rarely try to lure away key personnel from direct competitors in their 

niche. “Such behavior would simply not work out, since you know all the 

other producers personally.”

Table 7.6. Contract type and job category (in percent)

Management Technical staff Unskilled labor

1 year or less 35 43 68
2 years 12 18 9
3 years 16 17 4
5 years 9 7 3
Other 28 14 16

Source: Yangzi Survey 2006.
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Th e more advanced the technological underpinnings of a company, the 

more likely the fi rm is to rely on long- term contracts. Firms that conduct regu-

lar research and development activities recruit more than 30 percent of their 

managerial staff  with contracts that have a minimum length of three years, 

whereas fi rms without such activities do so only for 20 percent. Th e diff erence 

is even larger for fi rms with a proven track record in technology development. 

Firms holding patents recruit about 40 percent of their managers with at least 

three- year contracts, while fi rms without any patents use such long- term con-

tracts for fewer than 20 percent of their managerial and technical employees.

Written job descriptions also refl ect the ongoing institutionalization of 

human resource strategies. Seventy- nine percent of private fi rms in our survey 

use written job descriptions to increase legitimacy and transparency by clearly 

specifying on- the- job obligations. Formal job descriptions protect employees 

against undue ad hoc requests to perform additional tasks. At the same time, 

such descriptions facilitate layoff s if employees do not comply with the speci-

fi ed job requirements. Moreover, the existence of written job descriptions fol-

lows role models of large corporations, thereby signaling conformity with 

industry standards. Again there is a link between formalization and tech-

nological needs, refl ecting the intensity of competition for professional and 

technical workers. In our survey, 88 percent of fi rms with research and de-

velopment (R&D) departments use formal job descriptions, whereas 72 

percent of those fi rms without R&D units do so.

Th e development of competitive pay scales (as in 68 percent of interviewed 

fi rms) usually complements standardized job descriptions. Most entrepreneurs 

in our 2006 survey regard attractive pay and bonus packages as key for attract-

ing managerial and technical talents. Most of these employers also include 

some form of incentive payment linking work and fi rm per for mance. An ex-

treme case reported elsewhere is the company Haier, which has made wages 

100 percent per for mance variable and has linked individual salaries to monthly 

market targets. Other fi rms rely on the distribution of employee shares to 

increase interest alignment and or gan i za tion al commitment of key managerial 

and technical staff . Wu Liping, the own er of the automated packaging equip-

ment fi rm, for instance, introduced an employee stock own ership plan that ties 

the distribution of new shares to the annual increase in the fi rm’s value. 

Th irteen members of his key managerial and technical staff  participate in the 

program. Th e distribution of individual shares is based on a complex ranking 

system, assessing individual per for mance along sixteen distinct criteria. In this 
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way, Wu reasons, “employees can be sure that participation in the stock distri-

bution refl ects the individual contribution to the company value.”

Finally, private fi rms in the Yangzi delta region develop internal labor 

markets to enhance the predictability of career paths and to allow for job 

mobility of high- value professional and skilled employees. Th is is a natural 

way to respond to intense competition for skilled labor in the Yangzi delta 

region. Internal training and promotions are key mechanisms private fi rms rely 

on to recruit medium- and top- level managers, positions private fi rms often cannot 

fi ll with qualifi ed external applicants. Th e career path of the production manager 

of an automotive company located in Ningbo is illustrative. He was recruited di-

rectly from college in 2002 to oversee the factory’s supply room. Finding this in 

bad shape, he took the initiative to reor ga nize the area by introducing a new 

control system, which quickly led to a reduction in defective components and 

parts. Management noticed his initiative and or gan i za tion al skills, and quickly 

promoted him to purchasing-department head, a position he fi lled temporar-

ily because he was soon promoted to assistant to the  general manager in 

charge of accounting and cost calculations. By the end of his fourth year with 

the company, he was promoted to production manager— a position he was now 

highly qualifi ed for, thanks to his broad in- house experience with supplies, 

quality standards, and cost accounting. While his career path is impressive, it 

refl ects a general promotion strategy of private companies. “We generally fi ll 

higher positions through promotions from our own workers,” emphasizes a 

vice- CEO running a ball- bearing company in Ningbo. “We just know them 

better and can better assess their skills.”

Among the most common instruments in internal labor markets are writ-

ten per for mance reviews (66 percent) and clearly specifi ed promotion proce-

dures (45 percent). Th ese are even more frequent in high- technology fi rms 

that have proven R&D capabilities. Transparent promotion procedures in-

crease the predictability of internal careers and can thereby lower the employ-

ees’ incentive to leave for external off ers. At the same time, close monitoring 

and individual per for mance assessments reduce information asymmetries be-

tween employer and employee and improve or gan i za tion al effi  ciency and job 

involvement. Th ese procedures are not always institutionalized as standard 

or gan i za tion al practice, however. A female entrepreneur emphasizes:

I promote whoever I value. I look at the person’s sense of responsibility, his 

capacity, and let him try managing. I am managing at the same time. And 
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then gradually we try it out. As a private fi rm we all know about the talents 

in the fi rm. We don’t use a standardized procedure. If someone is capable, 

we’ll promote him. Employees of this type might not be all- around people; 

for example, they might not have high levels of education. We make mis-

takes too in selecting. But since I myself am involved in managing, I can 

always replace the unsuitable ones. We hire people into the company as we 

grow. Our middle- level managers are all involved in the production 

pro cess.

Th e private company Haier, today the number one producer of  house hold 

appliances, has emerged as one of the role models of internal training and em-

ployee motivation. Haier began to assess production workers on a daily basis 

against their quantity and quality objectives. In the past, those who underper-

formed “were forced to stand on a set of yellow footprints at the end of the 

working day and confess to their assembled coworkers that they had failed to 

meet their goals.” When Haier tried to export this practice to its U.S. sub-

sidiaries, threats of lawsuits against this humiliation forced the company to 

change from the practice of public blaming to a practice of public reward. 

Th anks to unexpectedly good experience with this, Haier reimported the 

new system back to the Chinese workshops, where now the positive role 

models are presented to share their success stories. Many of the private 

fi rms we visited practice similar reward systems. Announcements of model 

workers who have shown exceptional per for mance or provided innovative 

ideas are fairly common. Company blackboards fi lled with pictures and 

names of the top performers create incentives to emulate and to catch up 

with these leaders.

Th e diff usion of human resource policies in recent years underscores the 

intense competitive pressures on fi rms to upgrade work conditions as a means 

to recruit and retain fi rst- class managerial, professional, and technical em-

ployees. Clearly, competitive labor markets and legitimacy- seeking behavior 

by private fi rms have jointly led to a pattern of isomorphic convergence with 

working conditions in state- owned fi rms. Th at the emergence and diff usion 

of human resource policies in private fi rms followed an endogenous pro cess of 

institutionalization, and  were not imposed exogenously by government labor 

bureaus enforcing the Labor Law and related labor regulations after 1995, can 

be seen in the timing of a fi rm’s development of formal rules and procedures 

governing the employment relationship (see Table 7.7). Th e majority of fi rms 

that  were older than nine years (i.e., registered before 1995) already had 
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 institutionalized the use of formal job descriptions, per for mance assessments, 

and pay scales by the time the Labor Law was enacted. Firms older than fi f-

teen years (founded in 1990 or earlier) took on average four years more to in-

stitutionalize human resource policies than the sample mean, but this does 

not mean that external regulations played a decisive role in the institutional-

ization pro cess. Th ese fi rms  were established when the institutional environ-

ment imposed less competitive and technology- driven pressures on fi rms in 

recruitment and retention of high- value employees.

Th ese human resource strategies do appear to have a stabilizing eff ect, al-

beit modest, on continuity of employment (see Table 7.8). Long- term employ-

ment contracts are associated with a lower turnover of technical and unskilled 

workers, though against expectations they do not actually appear to reduce 

management turnover among our survey fi rms. All  else being equal, only 

written per for mance assessments seem to be eff ective in limiting management 

turnover. For companies regularly conducting such assessments, turnover 

rates of both managers and technical workers are reduced. Most likely, this is 

achieved by signaling prospects for internal promotion and greater predict-

ability of future career paths within the fi rm.

Conclusion

Th e emergence of self- enforcing labor market institutions enabled fi rms to 

quickly distance themselves from reliance on family labor as in the traditional 

Table 7.7. Timing of standardization of employment relations

Average number of years of fi rm operation before 
instituting formal rules

Total 
sample

If fi rm 
age less 

than 
5 years

If fi rm 
age 5 to 
9 years

If fi rm 
age 10 to 
15 years

If fi rm age 
more than 
15 years

Formal written job 
descriptions

1.3 0 0.7 2.9 5.2

Formal written per for mance 
assessments

1.3 0.1 0.8 2.7 5.1

Formal written pay scale 1.4 0 1.0 2.8 4.8
Formal written promotion 

procedure
1.6 0 0.8 3.3 5.5

Source: Yangzi Survey 2006.
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Chinese  house hold business. Th rough a mix of personal and impersonal re-

cruitment channels, entrepreneurs fl exibly responded to diff erent regional la-

bor market conditions for skilled and unskilled workers. Network recruiting 

at the local level gave rise to the self- reinforcing development of diff erentiated 

and extensive labor markets drawing from inland provinces unskilled workers 

shifting out of subsistence farming. In the recruitment of managerial and 

technical employees, private- sector fi rms  were compelled to compete with 

higher- status public- sector fi rms.  Here, in response to the public’s perception 

of private fi rms as an upstart illegitimate sector of the manufacturing economy, 

Table 7.8. Market recruitment, governance, and turnover

Turnover of 
managers 

coeff . (std. error)

Turnover of 
technical staff  

coeff . (std. error)

Turnover of 
unskilled work 

coeff . (std. error)

Market recruitment (in percent) 0.022** 0.008* −0.027

(0.01) (0.01) (0.04)

Percent contracts >3 years’ 
duration

−0.007 −0.012* −0.124**
(0.01) (0.01) (0.06)

Written job description 0.631 −0.660 −5.982
(0.68) (0.88) (6.45)

Written per for mance assessments −1.425** −1.729** 2.975
(0.64) (0.77) (5.65)

Written pay scale 0.413 0.931 −1.318
(0.44) (0.67) (4.38)

Written promotion procedures 0.279 0.364 0.728
(0.68) (0.74) (3.62)

Value of total assets (log) −0.356 −0.025 −0.938
(0.30) (0.36) (1.94)

Number of employees (log) 2.363*** 2.609*** 19.749***
(0.65) (0.58) (3.86)

Employment growth 1.798 2.510*** 12.261**
(1.51) (0.93) (6.19)

Share of job category 0.045 0.152*** 0.041
(0.04) (0.05) (0.06)

Sector YES YES** YES
City YES*** YES*** YES**
Cons −9.624*** −10.402*** −67.528***

(2.96) (2.58) (15.91)

Adj. R 0.167 0.258 0.246
N 704 704 704

Source: Yangzi Survey 2006.

Note: Coeffi  cients for sector and city dummies are not reported.

* p < 0.10, ** p < 0.05, *** p < 0.01; robust standard errors. Variance infl ation factors do not indicate any 

multicollinearity issues.
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entrepreneurs sought legitimacy by incorporating formal institutional ar-

rangements commonly found in state- owned enterprises. Competitive pres-

sures, in parallel, have not only supported the adaptation of formal symbols of 

modern employment systems, but jointly spurred a rapid upgrading of employ-

ment conditions.

Comparative analysis of employment relations across own ership forms con-

fi rms an ongoing pro cess of institutional isomorphism, as evidenced by declin-

ing structural diff erences in employment conditions. Certainly the relatively 

recent enactment of various labor rights and the lackadaisical enforcement of 

the Labor Law cannot fully account for this development. Instead, the chang-

ing norms shaping and guiding employment relations  were driven by the spe-

cifi c economic and strategic interests of private entrepreneurs, responding to 

normative pressures as well as tightening labor market conditions.

Driven by labor market competition and increasing technical and or gan i-

za tion al complexity, many private fi rms in our sample have sought to conform 

to the expectations of high- value managerial, professional, and technical work-

ers recruited from state- owned enterprises, foreign fi rms, professional and 

engineering schools, and government agencies. As more and more of the most 

successful private fi rms began to institute human resource policies, competi-

tors have copied these internal arrangements in order to achieve greater legiti-

macy themselves and to attract these well- trained workers.
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A distinctive trait of capitalism is that manufacturers need to innovate not 

only to profi t but also to stay in place and to survive. Without the ability to 

innovate, they would lose market share to a continuous entry of new start- up 

companies. Large numbers of new market entrants contribute to cycles of 

boom and bust characterized by quickly eroding profi t margins and low sur-

vival rates. Absent the leading edge of innovation, such cycles will not give 

rise to sustained economic development. If the business cycle refl ects only the 

eff ects of intense, predatory competition without the gains from innovation 

that are the hallmark of modern capitalism, the erosion of profi t margins 

drives out both new and old fi rms. In Joseph Schumpeter’s theory, 

entrepreneurs— distinct from capitalists and businessmen— are the purveyors 

of innovation. Th eir robust entrepreneurial action generates the “new combi-

nations” that “incessantly revolutionize the economic structure from within, 

incessantly destroying the old one, incessantly creating a new one.” Th e in-

novative pro cess is the recognition of opportunities for profi table change and 

the pursuit of those opportunities all the way through until they are realized 

as new products or new business practices. Under pressure of competitive 

markets in capitalism, this becomes a mandatory, life- and- death matter for 

the fi rm. In other types of economies innovation is fortuitous and optional.

Over the course of three de cades of economic reform, China has developed 

into a highly competitive market economy, characterized by low market con-

centration ratios in most industrial sectors. Whereas in the United States the 

fi ve largest machinery manufacturers, for instance, have a combined market 

8

Institutions of Innovation
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share of 69 percent, and in Japan the top fi ve hold 42 percent, the top fi ve in 

China have only 20 percent of the market. Competition drives innovative 

activity not just for large- scale fi rms but also for smaller businesses. As the 

own er of a textile company with only 40 employees in Zhejiang Province 

emphasized, “We strive to be unique for a short period of time. We need to 

be diff erent. Only by diff erentiating our products from competitors do we get 

the volume of sales we must have to be profi table.” And the own er of a start-

 up packaging company in Hangzhou adds, “Innovation is a necessity. Th ere is 

a saying among private manufacturers: Th ink about dangers while you are 

still safely profi table. You have to know what you do in three years. Others see 

the niche you have, so you need to have new products to survive the competi-

tion.” Th ose who do not respond to the extreme market pressure are quickly 

pushed out, and may at best hope to sell simple contract work. Th e pro cess of 

decline is rapid, as the own er of a small workshop in Ningbo reports. Without 

any innovative products and thus without a suffi  ciently appealing product port-

folio, he lost contracts, and had to lay off  most of his workers. Now he can only 

hope for small contracts to produce simple tools and instruments for other local 

companies. “Clearly, I am no longer an entrepreneur,” he notes. “I just think of 

myself similar to other professionals; I am just working for a wage (dagong).”

Without much if any funding for research and development (R&D), inno-

vation is not easy for these smaller companies. An entrepreneur in a high- 

technology start- up fi rm summarizes the dilemma he shares with many private 

businesses: “Of course we have to innovate to survive, but as we are operating 

only a small fi rm, I have to drive innovation myself and come up with new 

ideas.” He adds optimistically, “In the future, I hope, I may be able to recruit 

my own staff  for R&D.”

Following the folk wisdom of entrepreneurs in the region that even “small 

innovations can make a diff erence,” it has become commonplace for fi rms 

to introduce changes in their products, their technology, and their or gan i za-

tion al practices to improve their profi t margin. Changes can range from mi-

nor shifts in product design or adjustments to a ware house management sys-

tem, for instance, to the introduction of entirely new production technologies 

involving automation of previously manually performed work pro cesses.

While most manufacturers make only marginal improvements and modifi -

cations of existing products and product lines, some continuously expand or 

modify their main line of business, and some develop entirely new product lines 

as a strategy to move into less crowded niches off ering higher profi t margins. 
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Th ese fi rms make bold technological shifts that can require substantial invest-

ments in research and development. For instance, an entrepreneur who pio-

neered the production of standard  house hold scissors in Wenzhou shifted his 

main line of production to x-ray bulbs when the market for scissors became 

crowded with imitators. By 2008, he was preparing to shift to x-ray machines 

because he detected signs of crowding in the market for x-ray bulbs. Others 

reported similarly bold moves, shifting from textile to electronic production, or 

motorcycle to automobile production. A Ningbo- based entrepreneur who only 

three years ago still had to supplement his production of textile machinery tools 

by making simple low- value- added items, such as plastic mousetraps, is rapidly 

moving up the technology ladder in an eff ort to escape the tight competition in 

the saturated textile market. Most recently, he launched the production of an 

energy- effi  cient motor, which reduces energy consumption by about 50 percent. 

He plans to introduce this motor in various new product lines ranging from air 

conditioners and refrigerators for use in luxury cars to electric lawn mowers, 

which he plans to sell on the North American market.

Such a sequence of bold leaps up the technological ladder has evolved as a 

recognizable mobility strategy for entrepreneurs in the Yangzi delta region. 

Often the entrepreneur starts up an initial business in a niche with a low entry 

barrier and low capital requirements. Success in the entry- level venture en-

ables the entrepreneur to accumulate fi nancial and human capital while in 

search of new products that usually require higher capital and technological 

inputs. Entrepreneurs believe that this type of strategic action will allow 

them to secure higher profi t margins as they distance themselves, at least ini-

tially, from the intense competition in crowded niches lower in the value 

chain. At each step, they are driven by competitive markets to innovate. In 

ascending the technological ladder, they rely on business savvy gained through 

previous ventures, intuitive judgment of opportunity, and an entrepreneurial 

spirit of innovativeness.

In the case of Shanghai Maple, a leading private automobile manufacturer, 

the founding entrepreneur used the profi ts from a fi rst venture in manufactur-

ing plastic bottles to shift up the production chain into making water pumps 

used in irrigation, followed by a brief venture into manufacturing motorcy-

cles. After discovering that the domestic motorcycle market was saturated 

and profi t margins had become razor thin, the entrepreneur precipitously de-

cided to build a new plant to manufacture automobiles, without a business 

model or prior experience. His boldness was rewarded with success. From the 
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start- up fi rm producing plastic bottles in a rural township near Shanghai to a 

private automobile fi rm with a national dealers’ network in China and a rap-

idly growing export business, the fi rm has traversed the entire span of indus-

trial development in the Yangzi delta.

Although patentable innovations are rare among the fi rms in our survey, 

more than 50 percent of them introduced new products, and almost as many 

upgraded existing product lines (see Table 8.1). More than 60 percent of these 

fi rms introduced new production pro cesses, new management techniques, or 

new quality controls. On average, these fi rms implemented three diff erent 

types of innovation. Fifty- fi ve percent of them implemented more than three.

State- sponsored programs designed to spur innovation in industry mainly 

focus on promoting linkages between national institutes of science and tech-

nology and large state- owned and state- controlled enterprises. Since the pas-

sage in 1985 of the “Resolution of the Central Committee of the Communist 

Party of China on the Structural Reform of the Science and Technology 

System,” the central government has made massive national investments in 

science and technology. But only 5.8 percent of government funds earmarked 

for innovative activity went to private fi rms in 2007 (for example), with 82 

percent being awarded to state- owned enterprises and public corporations 

where government units owned the majority shares. Very few private manu-

facturers benefi t from government- sponsored R&D programs aimed at pro-

moting national brand- name fi rms in the high- technology sector. Th ose re-

ceiving support typically are already successful leaders in their industrial 

niche, and generally represent industries of national strategic importance.

Table 8.1. Firm innovation from 2002 to 2009 (in percent)

Type of innovation 2002– 2005 2006–2009

New patent approved n.a 5
Introduce new product 58 52
Upgrade existing product line 50 41
Discontinue at least one product line 22 15
Pro cess innovation 62 66
New management technique 65 64
New quality control 61 41
New joint venture with foreign partner 20 7
New licensing agreement 20 4
Outsource major production activity 24 5

Source: Yangzi Survey 2006 and 2009.

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:39



Institutions of Innovation 199

Despite this huge in e qual ity favoring state- owned enterprises in the allo-

cation of government funding for research and development, the gap in terms 

of innovative activity and output is no longer that large. In China overall, 

state- owned and state- controlled manufacturing fi rms accounted for only 

29.3 percent of R&D departments in 2007, while 19 percent of R&D depart-

ments  were located in private fi rms. In 2008, 31 percent of patent applica-

tions submitted by large and medium- size enterprises  were from state- owned 

and state- controlled enterprises, but 18 percent  were from private fi rms. In 

our survey, only the larger private fi rms with an average of 180 employees 

have the means to operate their own in- house R&D department. Yet even so, 

among companies without a formal R&D unit, 36 percent introduced at least 

one new product between 2006 and 2009 (in comparison to 69 percent of the 

fi rms with R&D units) and 58 percent introduced new production pro cesses 

(compared to 74 percent of the fi rms with R&D units). Clearly, even without 

government funding for research and development, private fi rms are priori-

tizing innovation and successfully carry ing it out.

Th e Social Structure of Innovation

Competitive pressures motivate the entrepreneur to innovate, but do not pro-

vide the ability to do so successfully. What allows private fi rms to innovate to 

such a signifi cant extent without government funding to support R&D and 

without loans from state- owned banks to fund innovation projects? How are 

small fi rms without formal R&D units able to engage in innovative activity 

on a regular basis?

It is, we argue, the bottom- up construction of economic institutions embed-

ded in networks that has enabled private fi rms to move up the technological 

ladder and to break into markets previously monopolized by state- sponsored 

public enterprises. For innovation is a social pro cess involving cooperation and 

competition. Incentives to innovate and the means to do so successfully are mat-

ters not only of micro- level motives and decisions but also of social structures. 

Far from the image of the atomistic market of neoclassical economic models, in 

actual markets networks provide the conduits and pipelines through which 

timely information and resources fl ow. Silicon Valley’s culture of innovation—

to point to a familiar example— is embedded in the extensive web of worka-

day relationships spanning established and start- up high- technology fi rms. A 

detailed account of the bottom- up economic institutions key to Silicon Valley’s 
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success highlights how the “entrepreneurial pro cess was nourished by the re-

gion’s networks of social relations and technical infrastructure.” Silicon Valley’s 

regional advantage as an industrial district evolved from the rapid diff usion of 

innovations across interfi rm networks. In such geo graph i cally concentrated in-

dustrial districts, tacit knowledge crucial to cooperation in innovative activity is 

embedded in networks that channel the fl ow of fi ne- grained information be-

tween fi rms. As the phi los o pher Michael Polanyi argued, “We know more than 

we can tell.” Formal contracts provide the closed conduits that enable transfer 

of technical information and intellectual property between specifi ed parties. 

But beneath the surface of formal ties, personal relationships are leaky chan-

nels, “more like sprinklers, irrigating the broader community,” as has been ob-

served in a study of the Boston- area biotechnology industry. Innovative activ-

ity is not tightly bound within individual fi rms, but resides thus in fl uid and 

evolving networks, informal and formal, that connect fi rms, universities, re-

search laboratories, suppliers, and customers.

As with mutual lending agreements (see Chapter 4) and bottom- up con-

struction of supply and distribution channels (see Chapter 6), entrepreneurs rely 

on their interfi rm networks to overcome institutional barriers impeding R&D 

activities of private fi rms. In response to internal and external resources avail-

able to the fi rm, entrepreneurs develop a portfolio of diff erent research collabo-

rations, including both informal cooperation based on the reciprocity principle 

do ut des—“I give so that you might give”— and formal contractual agreements 

that clearly specify the rights and duties of parties engaged in a joint research 

project. When arranging formal contractual agreements, entrepreneurs often 

build on preexisting personal relationships. However, with the emergence of 

markets for innovation, entrepreneurs increasingly also use impersonal search 

mechanisms provided by business- to- business Internet platforms, for the best 

match in technology exchange. Overall, given the complexity of the fi elds in-

volved, interest in minimizing and sharing the uncertainties inherent in R&D 

motivates interfi rm cooperation. As in advanced industrial economies, fi rms 

“turn to collaboration to acquire resources and skills they cannot produce inter-

nally, when the hazards of cooperation can be held to a tolerable level.”

Social Sources of Ideas

Without access to state- sponsored funding for high- technology research, 

innovative activities of private entrepreneurs have developed a strong market 
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orientation, focusing on applied solutions serving the specifi c needs and wishes 

of their customers. Wu Liping, the entrepreneur in automated packaging 

equipment, remarks, “Of course, innovation comes from the market; we are 

just chased by our customers. . . .  Every little innovation actually makes a dif-

ference in the profi t margin.” In elaborating on his innovation strategy, he 

emphasizes that his customers constantly request improvements and cost re-

ductions in the packaging equipment they order from him, as their businesses 

expand. In his company, the technical and design departments work hand in 

hand with core customers. Every new product his clients want to bring to the 

market will most certainly require technical modifi cations of the packaging 

machinery, as contents, package, and packaging material require tailor- made 

solutions. For instance, depending on the substance to be packaged, diff erent 

hygienic standards and precision levels in mea sure ment are required. During 

our visit, the company was just optimizing the mea sure ment function of pack-

aging machines designed for a European milk powder producer. Th e develop-

ment of new packaging machines often also requires adjustments and modifi -

cations of the production pro cess and improvements in quality management 

to guarantee certain product standards.

Another private fi rm, Haier Electronics, China’s largest producer of 

electrical  house hold appliances, learned that rural customers  were dissatisfi ed 

with the reliability of the company’s washing machines. Looking into the cause 

of frequent breakdowns, their customer ser vice staff  discovered that in villages 

farmers  were using the appliances for washing vegetables. Haier responded 

by developing a new model for rural customers, which allowed switching 

between two modes, one for clothes and one for vegetables. Other models in 

their product line also stemmed from responding to customer feedback: for 

instance, a mini washing machine designed for small urban apartments (the 

model “little magic kid”) and an energy- saving air- conditioning system (the 

model “little superman”).

A strong customer orientation is also found in the market for industrial 

goods, parts, and components, where producers meet with their key custom-

ers to discuss future projects and explore ways to modify existing products to 

match their new requirements. Th e own er of a Nantong- based welding ma-

chinery fi rm describes his innovation strategy: “We fi rst analyze our client 

network and forecast what kinds of products they are going to use in the future. 

Th en we develop new products. . . .  For example, a ship- building fi rm nearby is 

the most sophisticated in the world; it’s a joint venture with a Japa nese fi rm. We 
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follow closely their demands, and develop products according to their techni-

cal needs. We are taking advantage of them. Th ey are only a ten- minute walk 

from our fi rm. We have regular meetings with them to learn about their 

needs, and we know what they are buying.” His company’s recent develop-

ment of more sophisticated welding machines refl ects an adjustment to his 

client’s expansion in the market for bulk carriers and container carriers, which 

require highly effi  cient and automated welding machines for the production 

of shipbuilding steel.

Of course, customer requests for product modifi cation do not always in-

volve much innovation, and may not go beyond simple imitation. Customers 

sometimes ask for copies of products they have seen. A producer of special 

machinery in Wenzhou, for example, reported with professional pride how he 

and his staff , through reverse engineering, successfully copied a machine now 

displayed in his workshop. Nonetheless, satisfying a par tic u lar customer’s 

request often does involve signifi cant innovative activity. In our 2009 survey, 

82 percent of the entrepreneurs regard their customers as among the three 

most important sources of new ideas (see Table 8.2).

Entrepreneurs in the Yangzi delta also develop new ideas by examining 

competitors’ products in their market niche. Generally speaking, as entrepre-

neurs in a niche jockey for competitive advantage, they take “cues and clues” 

from each other. Innovative (as well as imitative) activity emerges from the 

Table 8.2. Top sources of new ideas

Listed among the top three sources 
of ideas for innovation

Percentage of fi rms that list 
sources among top three

Customers 82
Other businesses in own industry 50
Own employees, R&D-unit 39
Technical or industry standards 31
Suppliers 30
Conferences or trade fairs 29
Businesses in other industries 8
Books and scientifi c journals 8
Universities, research institutes, 

research ser vices
8

Industry association 7
Overseas / international companies 5
Government assistance 3

Source: Yangzi Survey 2009.
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ongoing interactions of fi rms responding to signals revealing how competi-

tors are positioning their products by price and quality in the market’s peck-

ing order. In our 2009 survey, 50 percent of private- fi rm entrepreneurs list 

other companies in their own industry among the top three sources of ideas 

for innovations. Additionally, given the dense network of competitors and 

suppliers in the marketplace, many entrepreneurs (30 percent) indicate that 

their suppliers serve as one of the most important sources for ideas.

Th e own er of a small- scale packaging company in Hangzhou, for instance, 

frequents local shops and supermarkets to look for ways to improve on the ex-

isting packaging technology displayed on the shelves. Th e strategy of the 

own er of a small fi rm manufacturing traffi  c equipment is also illustrative: 

“We study our competitors closely and try to maintain advantage over 

them . . .  for instance to provide better after- sales ser vice  etc. . . .  We send 

people to study competitors to fi nd out what they are doing . . .  and learn 

from their clients. Sometimes we use our relatives and our competitors’ rela-

tives to get information. We use the Internet to get information on competi-

tors. We even chat with security guards from competitors. . . .  Th en we assess 

the information right away. If they have new products, we will copy them.”

Indeed, those who mainly look to their competitors for ideas frequently do 

imitate their products. Th e own er of a textile company producing for export 

markets proudly showed off  the company’s research department where employ-

ees downloaded from the Internet patterns and designs of luxury clothing, to 

produce cheap knock- off s. However, copying products and technology from 

other fi rms is not the dominant strategy for developing new products. Com-

petitive pressures impel entrepreneurs to do more than imitate if they wish to 

rise above the crowd.

Conferences and trade fairs, showcasing new domestic and global develop-

ments in specifi c industries and niche markets, facilitate interfi rm compari-

sons and help identify future market trends. Trade fairs also provide a platform 

to test ideas and receive immediate customer responses. In our overall sample, 

29 percent of the respondents indicate that conferences and trade fairs are 

among the three main sources of ideas for innovation. Careful observation 

when traveling abroad is another essential tool to better understand diff erent 

preferences of international customer groups. Th e textile producer cited above 

emphasizes, “You really need to know the wishes of your prospective custom-

ers. We apply a very simple way of information gathering. We just go there, 

visit diff erent countries, and study the local standards in terms of size, colors, 
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and patterns. . . .  All that you need is an analytic eye for consumer taste and 

trends.”

New technical and industry standards provide additional incentives and 

ideas. Many entrepreneurs, for instance, report that industry standards such 

as ISO 9001, an international standard for quality management systems, led 

to various innovations necessary to satisfy the detailed specifi cations. New 

environmental regulations issued by the central government also play a role. 

One entrepreneur reports that his move into the production of environmen-

tally friendly tires was motivated by a general shift toward green technologies 

in China. Others feel inspired by the government’s guidelines on energy 

saving and have moved into the development of energy- effi  cient technologies. 

In total, 31 percent of all interviewees regard technical and industry stan-

dards as one of the three most important sources for new ideas.

Other sources include businesses in other industries, books, scientifi c jour-

nals, research institutes, and industry associations. Overseas companies and 

government sources are also cited.

Th e diff erent sources of ideas— requests from customers, imitation of com-

petitors, or observing market trends— tend to be associated statistically with 

diff erent types of innovation (see Table 8.3). Customers tend to be associated 

with pro cess, management, and quality control innovations. Product innova-

tion, in contrast, seems to be linked more to formal market institutions such as 

trade fairs, industry standards and regulations, institutions of higher education, 

and even government assistance ser vices. Notably, fi rms that mainly rely on 

competitors and suppliers in their own industry are distinctly less innovative.

Informal Networks of Learning

Th e innovations driving China’s private enterprise capitalism are not break-

through inventions of global novelty. On the contrary, they mostly entail 

routine and piecemeal innovations embedded in learning by doing and learn-

ing by imitation. Much of this learning takes place through multiplex rela-

tional ties between entrepreneurs in the region.

As Schumpeter emphasized, “the innovations which it is the function of 

entrepreneurs to carry out need not necessarily be any invention at all.” An 

idea may be old hat for one individual or group, but when brought to another, 

it is innovative and valued. Th ough in the strict sense of intellectual property 

law it would be regarded as an imitation, an idea that is new to the people 
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involved is in practice an innovation. In this respect, “creativity is a diff usion 

pro cess of repeated discovery,” in which a good idea is carried through net-

works to be “discovered in one cluster of people, rediscovered in another, then 

rediscovered in still others— and each discovery is no less an experience of 

creativity for people encountering the good idea.”

In the Yangzi delta region, informal types of technology collaboration are 

ubiquitous. Many entrepreneurs view the mutual exchange of ideas, the joint 

search for technical solutions, and the joint use of equipment as the natural 

outgrowths of long- standing business relationships. Th e expectation of mutual 

help and support in close- knit networks of entrepreneurs contributes to informa-

tion exchange about new technologies during casual business talks. Th e informal 

exchange of ideas in networks often is the starting point for discussion about 

the joint development or acquisition of the new technologies.

It is common for members of business networks to share resources and 

skills to jointly develop and improve their fi rms’ technical capabilities, as a 

means to avoid the substantial costs of stand- alone R&D departments. Th e 

own er of an auto parts company located in Changzhou underscores this mo-

tivation for interfi rm cooperation in technology: “As a mid- level player, we 

are afraid of the costs of innovation. We simply don’t have the status and abil-

ity to do the  whole thing by ourselves. We can only do point- to- point innovation, 

which is important to keep customers. But to be able to realize bigger innova-

tion projects, we have to build up a network of people that we can collaborate 

with in the future.”

As the majority of private fi rms in the Yangzi delta lack government fund-

ing for R&D, the decision to start major innovation projects involves new 

challenges. Research departments involve substantial start- up and operating 

costs, which exceed the fi nancial means of most small and medium- size busi-

nesses. Moreover, smaller fi rms have diffi  culties in recruiting technically qual-

ifi ed R&D employees. Given the growing demand and the limited supply of 

experienced engineers and technical workers, many private fi rms cannot com-

pete with the compensation packages and career plans off ered by multinational 

companies and state- sponsored fi rms. Th e increased complexity of technologies 

means that nearly all private fi rms lack core competencies required to engage in 

state- of- the- art R&D.

Th e own er of a Ningbo- based machinery- building company lacked the 

facility to develop a novel energy- saving technology he learned about from a 

friend who works in a Shanghai research institute. He turned to a business 
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friend who owned a larger factory for help to develop and test the new prod-

uct, emphasizing the huge domestic market for just this type of energy- saving 

technology. His friend allowed him to use his spare capacity for trial produc-

tions during the development stage.

More than 65 percent of entrepreneurs surveyed in 2009 reported ongoing 

informal technical collaborations with at least one member fi rm in their im-

mediate network (that is, among their fi ve most important business ties). 

Forty percent collaborated with more than one. When asked about the bene-

fi cial eff ects of various forms of informal learning from networks, 27 percent 

of the entrepreneurs value highest those business contacts with whom they 

collaborate on technical problems.

Th is type of informal and personalized interfi rm cooperation is closely as-

sociated with a fi rm’s overall innovativeness (see Table 8.4). Firms with infor-

mal technical collaborations tend to introduce more changes than fi rms with-

out such collaborations (3.2 innovations, on average, compared to 2.7). Sources 

of advantage lie in the areas of product upgrades, decisions to discontinue 

certain products, and the introduction of new quality control instruments.

In interfi rm networks, cooperation helps lower costs of innovation, facili-

tates learning, and alleviates resource constraints. Cooperation in R&D, how-

ever, involves specifi c risks, as partners may have an interest in securing key 

technologies without contributing equal eff orts or sharing the gains from 

commercialization. Th ese risks are signifi cantly more severe in China than in 

countries with well- protected property rights, where contract law, corporate 

law, and arbitration institutions guide and safeguard economic transactions. 

As one entrepreneur notes, “If we  were in the USA, we would not need to work 

so hard to protect ourselves, because you can rely on intellectual property 

rights.  Here, if you have a very good idea, before you start business, you must 

worry about someone copying from you. Th e legal system is just not good enough 

to protect intellectual property rights.” 

In this environment, the bottom- up rise of R&D cooperation— dependent 

as it is on social interaction and geographic proximity— has itself provided 

crucial problem- solving mechanisms. It is commonplace for entrepreneurs in 

the Yangzi delta to carefully analyze the factors for success and failure in inno-

vative activities by talking about the experience of other market players in their 

industry. Th rough observation and consultation with others, they learn how 

to create ideas and, similarly, how to protect their ideas from imitation. Not 

only do economic actors learn whom to trust and how best to cooperate, but 

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:39



208 capitalism from below

they also learn which mea sures are eff ective in safeguarding core technolo-

gies. Th ey develop and share specifi c means to protect against loss of intel-

lectual property rights. Th is includes special regulations for workers involving 

security standards at the workplace, as well as screening methods to check the 

market for potential copyright infringement. Entrepreneurs also learn from 

each other how to resolve disputes over intellectual property.

Very few companies ever fi le formal charges against imitators. Th e own er 

of a Nanjing- based machinery company said he often learns from clients 

about rivals who imitate his products, but he feels it is a waste of time to seek 

legal recourse because they are short- lived small companies: “Imitators deliver 

Table 8.4.  Sample mean comparison tests for informal collaboration and 
diff erent types of innovation, 2009

Innovation types

Firm maintains informal 
technical exchange with 
at least one of fi ve most 

important business 
contacts

Statistical 
mean

Introduce new product No 0.56
Yes 0.49

Upgrade existing product line No 0.28***
Yes 0.48***

Discontinue at least one 
product line

No 0.10***
Yes 0.18***

New joint venture with foreign 
partner

No 0.06
Yes 0.08

New licensing agreement No 0.03
Yes 0.05

Outsource major production 
activity

No 0.04
Yes 0.05

New production pro cess No 0.68
Yes 0.65

New management technique No 0.62
Yes 0.65

New quality control No 0.29***
Yes 0.47***

New patent approved No 0.05
Yes 0.05

Total of innovation activities 
(0– 10)

No
Yes

2.70***
3.17***

Source: Yangzi Survey 2009.

Ha: mean (0) − mean (1) < 0; * p < 0.10, ** p < 0.05, *** p < 0.01.
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lower quality. Th ey are essentially competing with each other and not with 

me, so they don’t threaten my business.” When a manufacturer of medical 

equipment in Nanjing learned from a customer that another fi rm was trying 

to sell him an imitation, he handled the matter himself:

We didn’t fi le a formal complaint to the authorities, but took care of the 

problem our own way. . . .  Th e point is we control the core technological 

components of our products. Th ey can imitate but cannot penetrate. I actu-

ally went to the company and talked with the boss. He was embarrassed 

and ner vous. He showed me the production line where they  were doing the 

imitation. . . .  It was obvious he was having technological problems imitat-

ing our product, so I proposed a subcontracting arrangement. You see, there 

are no enemies forever; there is only interest forever. Th ere are no competi-

tors forever; it’s just a diff erence in interests. Th is applies to both individu-

als and fi rms.

Formal Contractual Agreements for R&D Collaboration

Nonetheless, informal technical cooperation has its limits and downsides. Given 

that collaborators do not want to lose their competitive advantage or key ca-

pabilities, an obvious limitation is that informal technical exchange does not 

provide suffi  cient safeguard mechanisms for joint development of new prod-

ucts or patents. Th is is why entrepreneurs seeking to develop patentable in-

novations typically rely on formal technology agreements, where contracts 

specify ex ante the respective duties and rights of the collaborating parties and 

the distribution of future profi ts. It is common practice for fi rms to enter into 

formal cooperative contracts for R&D to share research capabilities and knowl-

edge among themselves, taking advantage of economies of scale, while exclud-

ing rival fi rms not in the research network. Firms also participate in such strate-

gic alliances in order to gain access to the other fi rms’ technologies, to reduce 

the time span required for innovations, and to open new market niches 

through joint product development.

Close to a third of the patents reported by private fi rms in our survey 

involved formal technology cooperation, with contracts providing the closed 

conduits that channel technology development between specifi ed parties (see 

Table 8.5). However, not all of these patents lead to the introduction of new 

products. Some are only utility or design patents, and others might not be taken 

to the market given their limited economic value. Furthermore, not all compa-

nies even try to patent new inventions, given the weak legal protection 
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 provided. In assessing the real- world eff ects of such technology collabora-

tions, it is therefore useful to focus instead on new products. In our 2009 

survey, 17.4 percent of the entrepreneurs who have brought new products to 

the market have relied on formal technology agreements.

As with informal technical cooperation between fi rms, formal contractual 

agreements often build on long- standing personal relationships between con-

tracting parties, where each knows about the other’s business reputation and 

technical capabilities. In the Yangzi delta, legal contracts typically reinforce trust 

and cooperative arrangements already in place, and are often the outgrowth of 

ongoing business ties between entrepreneurs. A Changzhou entrepreneur, for 

instance, points out that his technical cooperation with a fi rm based in Fujian 

Province was successful mainly because both parties knew each other fairly well. 

Over the years, they had built up close business relations, becoming familiar 

with each fi rm’s product quality, technical standards, and customer expecta-

tions. A good fi t of company cultures facilitated communication and collabora-

tive eff orts between the fi rms’ technical departments, which then led to a for-

mal agreement to jointly develop new technology, cementing R&D cooperation 

Table 8.5. Formal research agreements of innovating fi rms in 2009 (in percent)

Firmsa with 
formal R&D 
cooperationb

With other 
fi rms

With research 
institutes

With 
universities

New patent approved 32.4 14.0 19.0 3.0
New joint venture with 

foreign partner
19.6 19.6 0 0

Outsourcing of major 
production activity

18.2 12.0 3.0 3.0

New product 17.4 12.0 5.0 1.6
New licensing agreement 17.2 7.0 7.0 7.0
New production pro cess 8.9 7.0 2.0 0
Upgrade of existing 

product line
8.0 4.2 3.0 1.4

New quality control 7.0 4.9 1.7 0.3
Discontinued at least one 

product line
4.6 2.7 1.8 0

New management 
technique

4.2 2.0 1.7 0.4

Source: Yangzi Survey 2009.

a. Out of fi rms that innovate.

b. Sum of disaggregate values may exceed total due to existence of multiple collaborative agreements.
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that had begun informally. Th is pattern is not uncommon. Given weak legal 

protection for intellectual property, many entrepreneurs prefer to choose col-

laborators for R&D cooperation from within their business networks.

Introductions of new contract partners by close business associates are also 

common. Th rough personal introduction and fi ne- grained information passed 

through social networks, the “broker” typically signals trustworthiness and 

reputation of the prospective business partners. Moreover, it is in the broker’s 

interest to make good recommendations, as most business partners will tend 

to reward their networking contacts in one way or another. Such introduc-

tions can span the social gaps or “structural holes” between groups. Th e 

own er of a Ningbo- based automotive company, for example, found her new 

business partner through a close friend working in the local highway con-

struction business. Th e friend introduced her to a fi rm in Beijing that was 

looking for a reliable production partner in the Ningbo area. She plans to pay 

her friend a reward of 1 to 2 percent of the contract value, a benchmark num-

ber that is discussed in her locality as appropriate for this kind of favor.

Although long- standing business relations help to reduce information 

costs and uncertainties in fi nding partners for formal technology agreements, 

they do not always provide the best match in terms of technical capabilities 

and competence. Th us larger fi rms especially have gradually extended their 

search for technical and research partnerships beyond their local business 

networks. As an additional safeguard mechanism to protect fi rms against loss 

of technology, entrepreneurs form strategic alliances where both partners have 

strong intrinsic interest in contract compliance. Th ere are a variety of such 

strategic alliances. Some emphasize asset- specifi c investment in technology 

and capabilities that lock both partners into a collaboration that would be a 

poor fi t for other partners. Others seek partners whose fi rm is small enough to 

depend on contract fulfi llment, with production capacity too small to transfer 

the jointly developed technology to parallel lines of production, which could 

then be sold on the partner’s individual account. And fi nally, some make it a 

general rule to enter into technology collaborations only if the expected time 

to copy the entire technology would be long enough to allow the innovators to 

still capture substantive profi ts.

In the emerging markets for innovation, entrepreneurs routinely use 

Internet- based business- to- business ser vices such as Alibaba .com as a con-

ve nient information pool to screen and select potential partners for techni-

cal collaboration. Alibaba is the largest online market for China’s small and 
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medium- size enterprises, with more than 34.8 million registered users in 

virtually all major consumer categories. Th e ready access to business- to- 

business platforms like Alibaba has dramatically reduced search costs for 

interfi rm technical cooperation. For an annual fee of $400–$3,000, private 

businesses can list their product line and information about their factories 

and receive links to potential partners.

When a Changzhou- based entrepreneur came up with the idea to upgrade 

his line of electric bicycles by switching from traditional mechanical locks to 

fi ngerprint locks, his company lacked the technical capability. He did not want 

to invest heavily in acquiring the technology for this product upgrade, and de-

cided instead to search for a potential technology partner. He was looking for a 

company well established in the production of fi ngerprint door openers, pro-

ducing in the medium quality and medium price range and willing to adjust 

this technology to outdoor conditions to make the lock waterproof and ready to 

use for bicycles. Th rough Alibaba .com he found a production market for fi nger-

print locks, and he selected potential partners based on location, company size, 

quality, and product price. Within weeks, he settled upon a partner, and both 

parties signed an agreement launching the collaboration to develop a fi nger-

print lock suitable to his line of middle- of- the- range bicycles.

Similarly, a ball- bearing manufacturer in Ningbo was contacted by a com-

pany located in Nantong that had used Alibaba to fi nd a potential partner 

to develop a new water- saving mechanism. Th e crucial component that was 

needed for underwater use was a bearing without any metal parts, a specialty 

that only a few bearing or plastics manufacturers could deliver. Since the 

company in Ningbo had a reputation for high- quality bearing parts made of 

plastic or glass, it appeared to be an ideal partner for the project.

In fi nding partners to develop specifi c technical components, entrepre-

neurs typically emphasize product quality and technical fi t as decisive. Often 

the search for a potential partner is a highly competitive pro cess. A specialty 

machinery manufacturer based in Nantong reports that in his search for a fi rm 

able to design a specifi c engine type, “there  were eight companies that collabo-

rated with us on the motor. We eliminated seven fi rms that could not produce 

the right motor. Th e last company produced the right motor. . . .  We informed 

them about the market prospect of our product to motivate them. Th ey  were 

enthusiastic collaborators. We spent a year to work together to develop the 

motor. Finally we got the right product and we signed a contract.”

Others follow the example of China’s global brands, such as Lenovo, 

Haier, or Alibaba, which have benefi ted from international collaboration in 
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innovation projects and joint research laboratories. Even small and medium- 

size private companies in the Yangzi delta express growing interest in estab-

lishing international technology agreements. Th e packaging entrepreneur 

Wu Liping recently formed a joint venture with a Japa nese partner to develop 

technology his fi rm needed to close the technology gap with international 

competitors in specifi c product lines. Similarly, the own er of a Hangzhou- 

based software developing company feels that joint agreements with interna-

tional partners helped his company attract global customers. In observing 

the leading players in their own product niche, many entrepreneurs identify 

international collaborations as an important advantage of those market lead-

ers. Th ose actively involved in such collaborations realize crucial advantages 

in speeding up the innovation pro cess involving their key technologies. Inter-

national alliances also have a strong reputation eff ect, signaling the fi rm’s 

compliance with international quality and technology standards, which helps 

to attract new domestic and global customers.

Finally, companies with specifi c needs in certain areas of basic research 

sometimes collaborate with technical schools or research institutes. Often these 

are local university institutes, with existing personal relations between former 

students and teachers. Additional contacts between companies and research 

institutes are facilitated through government- sponsored road shows where 

representatives from a number of these institutes present themselves as po-

tential partners in technology collaboration. Th ese recent initiatives typi-

cally address larger, already- established local fi rms with good prospects for 

future development. Entrepreneurs participating in our survey emphasize 

that these tours mainly serve as communication platforms, where potential 

contractors can meet researchers and learn about the specifi c research fi elds 

and capabilities of participating research institutes. Although by absolute 

numbers such collaborations still play a minor role, they contribute signifi -

cantly to patentable innovations. In our 2009 survey, 19 percent of fi rms indi-

cate that their patent applications involved a research institute as a technology 

partner.

Eff ects of technology collaborations can go beyond the contracted project 

and yield unexpected innovation outcomes. Th e specialty machinery manu-

facturer based in Nantong developed his main product— a high- pressure seal 

machine— as an unforeseen side- eff ect of a technology collaboration:

It was an accidental opportunity that I developed this product. It was 

[through] a friend’s introduction that I got the idea to develop the product. 
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I have a former colleague who works as president’s offi  ce director at a 

university. . . .  At the beginning we didn’t know about the market potential 

and we didn’t know much about the product. It was not clear to us. We 

didn’t know whether the seal machine needed an automatic machine with a 

central pro cessing unit (CPU). We  were uncertain whether there is a market 

for this product. So we did some market research. Th e key breakthrough 

was when we learned from the Chinese national patent bureau that there 

 were more than 30 patent applications for an automatic seal machine wait-

ing for approval. I decided there must be a market, given so many applica-

tions. Our market research showed that there was no product that was 

ready to be brought to market. We did research to fi nd out what the prob-

lem was. . . .  We realized that our fi rm has, in- house, all of the technological 

requirements needed to manufacture the machine. So we began the design 

of the machine. Th e fi rst requirement for the seal machine is that it can ap-

ply diff erent pressure to various weights of paper. Even the same weight of 

paper can in diff erent locations and at diff erent times of the day require a 

diff erent level of pressure because of variations in temperature and humid-

ity. Th e American company WIDMER sells a mechanical machine for 

¥55,000 in China, but with a CPU inside we can get better results adjusted 

to diff erent conditions. If it is only a mechanical machine, it does not have 

this fl exibility. Ours is a ‘smart’ seal machine. It is our innovation. We applied 

for it and received a Chinese patent.

Depending on the technical capabilities and fi nancial resources of the con-

tracting parties, the majority of entrepreneurs choose between one of several 

standard contract types:

1. Entrepreneurs without tight fi nancial constraints but with weak tech-

nical capabilities favor the purchase of R&D ser vices for specifi c innovation 

projects. In this contractual model, an entrepreneur agrees to pay a certain 

amount for the development of a clearly specifi ed technology design. Profi t 

and also risk are with the entrepreneur. Th e tire producer in Changzhou, for 

example, paid ¥1 million up front for new environmentally friendly synthetic 

rubber technology. His contract specifi es ten years of exclusive use and full 

right to profi ts.

Sometimes the technology already exists. Large manufacturing fi rms with 

strong R&D departments typically develop a certain number of product in-

novations that they do not bring to the market, either because expected sales 

are likely to be too small in volume or because the innovation is not yet tech-

nically suited to mass production. Entrepreneurs in smaller fi rms learn about 
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these innovations through personal ties with management in the larger fi rm, 

and buy the technology and design to produce for the market.

2. Manufacturers often turn to suppliers for technical innovations they 

need in components used in their main product line. Th e manufacturer guar-

antees to purchase a minimum volume from the supplier, who in turn guaran-

tees not to sell this specialized component to a third party. Th is type of tech-

nology contract has developed into a pop u lar business model where suppliers 

off er technical designs pro bono to producers. A successful example is the 

Shenzhen- based Comtech Group, a distributor of standard electronic mod-

ules for large semiconductor companies like Broadcom, SanDisk, Matsushita, 

and others. Comtech’s business model focuses on working with its customers 

to learn what they are looking for in their new products and also on off ering 

custom- designed modules integrating chips from more than one source. In 

this way, the many small and medium- size fi rms manufacturing electronic 

products from cell phones to telecommunication and consumer electronics 

can outsource their R&D and benefi t from economies of scale.

3. Entrepreneurs willing to get involved in a long- term agreement to share 

fi nancial costs for technical development and future profi ts choose to establish 

a technology joint venture. Private fi rms with in- house R&D units often enter 

into strategic alliances that share fi nancial costs and future profi ts with a do-

mestic or international company to gain access to state- of- the- art technologies 

or manufacturing capabilities. Typically, the quid pro quo in such long- term 

formal agreements is expectation of market access in product niches diffi  cult 

to penetrate. For example, in May 2010 the leading Chinese auto battery pro-

ducer BYD signed an agreement with the German carmaker Daimler to es-

tablish a ¥600 million R&D joint venture to develop electric automobiles. Th e 

plan is to capitalize on Daimler’s know- how in electric vehicle architecture 

and BYD’s strength in battery technology and e-drive systems to market the 

vehicle jointly under a new brand name in the domestic Chinese market.

Numerous small and medium- size private companies mimic the successful 

technology joint ventures of the fi rms like BYD with global brand names and 

search for domestic or international partners to establish technology- based 

strategic alliances. Th e Ningbo- based machinery tool producer, for instance, 

describes his new company producing brushless direct- current electric motors 

as an ideal way to pool the diff erent resources he and his partner have. After 

he had searched for years for a new product he could bring to the market, he 

fi nally joined forces with a local engineer who had previously worked for 
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another company. Th e engineer brought in the idea for the new energy- saving 

motor that can be used in air- conditioners and other appliances. As the engineer 

himself lacked the fi nancial means to develop his idea to patentable stage and 

bring the product to the market, they set up a new limited liability company, 

in which both partners hold shares.

Th e bottom- up development of this broad range of formal technology agree-

ments allows even fi rms that do not have an in- house R&D department to 

pursue signifi cant technological advances. Among such fi rms in the 2009 survey, 

11 percent maintained formal technology agreements, compared with 22 per-

cent of the fi rms that do have in- house R&D. Such joint research activities are 

eff ective, particularly as regards new product developments (see Table 8.6). 

Whereas 80 percent of the fi rms involved in formal technology collaborations 

Table 8.6.  Sample mean comparison tests for formal collaboration and 
diff erent types of innovation, 2009

Innovation types

Firm maintains any type 
of formal technical 

collaboration (with fi rms 
or research institutes)

Statistical 
mean

Introduce new product No
Yes

0.46***
0.80***

Upgrade existing product line No 0.40*
Yes 0.47*

Discontinue at least one 
product line

No 0.15
Yes 0.15

New joint venture with foreign 
partner

No 0.04***
Yes 0.23***

New licensing agreement No 0.03***
Yes 0.11***

Outsource major production 
activity

No 0.03***
Yes 0.12***

New production pro cess No 0.62***
Yes 0.83***

New management technique No 0.63
Yes 0.68

New quality control No 0.39**
Yes 0.51**

New patent approved No 0.04***
Yes 0.13***

Total of innovation activities 
(0– 10)

No
Yes

2.8***
4.0***

Source: Yangzi Survey 2009.

Ha: mean (0) − mean (1) < 0; * p < 0.10, ** p < 0.05, *** p < 0.01.
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introduced new products, only 46 percent of other fi rms did so. With regard to 

most other types of innovation, diff erences between both groups are signifi cant 

as well, though less substantive.

Beyond the relatively densely populated industrial clusters of the Yangzi 

delta region, aggregate provincial- level data comparing the number of tech-

nology agreements and patenting activities (normalized by provincial popula-

tion) show the widespread eff ectiveness of interfi rm networks and technology 

collaborations. Provinces with relatively active markets for formal technology 

agreements have a leading position in total patent counts; those provinces that 

register only relatively small numbers of technology agreements tend to have 

modest patenting activities (see Figure 8.1).

Indeed, there is a signifi cant and substantive infl uence of both informal 

and formal types of technology exchange on fi rm innovativeness, as evidenced 

by new patents, the introduction of new products, sales share of new products, 

product upgrades, new production pro cesses, and new quality control mea-

sures (see Table 8.7). While informal cooperation between fi rms in R&D is 

more likely to increase substantively the probability of product upgrades (by 25 
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percent) and implementation of new quality controls (by 20 percent), formal 

interfi rm collaboration is more likely to increase the probability of new product 

development, production pro cess improvements, and success in registering a 

new patent. Formal contractual agreement can be marginally even more eff ec-

tive than having an in- house R&D department in promoting a fi rm’s innova-

tiveness. Among our survey fi rms, the probability of new products increases 

by 30 percent, for instance, as compared with 25 percent for in- house R&D, 

and the probability of pro cess innovation by 16 percent as compared with 8 

percent. Further, entrepreneurs with formal technology collaborations are 

much more successful at marketing their new products, reporting a higher 

share of new products in total sales.

In general, those entrepreneurs fare best who rely on a balanced mix, combin-

ing informal technology exchange, within their closest business network, with 

contract- based formal technology advancing specifi c innovation projects. Figure 

8.2 illustrates the diff erent levels of average fi rm innovativeness associated with 

diff erent combinations of cooperation strategies. Informal collaborations are less 

eff ective than formal technology agreements, but companies with formal agree-

ments can still further increase their fi rm innovativeness if they also continue to 

maintain informal types of technology exchange.

Ongoing exchange of knowledge through interfi rm networks develops 

and strengthens the R&D competence of the fi rm. “Over time, fi rms develop 
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Figure 8.2.  Technology cooperation and fi rm innovativeness.

Note: Th e index ranges from 0 to 10, and includes all innovation types covered in Table 

8.1. Source: Yangzi Survey 2009.
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capabilities for interacting with other fi rms. . . .  Firms with access to a more 

diverse set of activities and those with more experience at collaborating are 

better able to locate themselves in information- rich positions. . . .  Put collo-

quially, a fi rm grows by being a player; it does not become a player by grow-

ing.” Hence, beneath most formal contracts “lies a sea of informal relations” 

that accumulate over time, and these informal network connections off er a 

continuing source of benefi ts beyond any par tic u lar exchange.

Th us technology collaborations provide eff ective tools to mitigate internal 

resource constraints. Depending on capability and need, entrepreneurs can ad-

vance innovation projects through informal cooperation and/or through formal 

contractual agreements. Both frequently evolve from ongoing personal rela-

tionships. Contacts for formal technology exchange are also frequently made 

through business- to- business Internet platforms. Th ese diversifi ed institutional 

arrangements available to entrepreneurs seeking interfi rm collaboration in 

technology development clearly play crucial roles in the culture of innovation.

How Do Private Firms Compare with 

the Mainstream Economy?

Whether innovation strategies relying on informal and formal interfi rm ties 

will enable private fi rms to survive in China’s highly competitive marketplace is 

a question of relative per for mance. Only if private fi rms are at least as innova-

tive as their nonprivate competitors can they develop into an in de pen dent and 

sustainable economic force, suffi  ciently powerful to infl uence and shape institu-

tional and economic development. If, to the contrary, private fi rms are not able 

to close the innovation gap with the mainstream economy, marginalization of 

the private sector is likely to persist. In par tic u lar, a shift to high value- added 

production with greater profi t margins would be very unlikely. For a tentative 

assessment of the sector’s relative innovation per for mance, we therefore broaden 

our empirical basis, and shift focus to a private versus public comparison.

Descriptive statistics have long supported an ongoing closure of the inno-

vation gap between private and public fi rms. Already in the mid- 1990s, fi rm- 

level surveys suggested that private companies invested more resources in in-

novation projects than state- owned enterprises. Whereas in 1996 state- owned 

companies invested on average 2.87 percent of their sales revenue in R&D, 

private fi rms invested 7.43 percent. Th e higher relative investment in inno-

vative activities by private fi rms proved to be highly eff ective. About 44 percent 
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of private companies ascribed the introduction of new production technolo-

gies to their own research activities, whereas only 28 percent of state- owned 

fi rms indicated that such technologies  were developed or modifi ed in- house. 

More recent national fi rm surveys indicate that private companies have over 

the years also placed a stronger emphasis on new product development. In 2006, 

for instance, 54 percent of private companies reported an increasing share of 

new products in their total sales over time, whereas 39 percent of state- owned 

fi rms reported this.

To systematically assess the relative per for mance in innovation of private 

and public fi rms, we use national data sets from the World Bank Investment Cli-

mate Surveys conducted in 2002 and 2003. Th ese surveys provide a broad 

canvas selection of the very diff erent institutional environments and market 

structures found in China’s transition economy. Th ese range from the poor 

hinterland provinces to the rust- belt heavy industrial northeastern provinces, 

and to the mixed economies of the inland provinces adjacent to the affl  uent 

market economies of the Yangzi delta and Pearl River delta regions. Th e 2002 

survey includes 1,548 fi rms located in fi ve middle- size and large cities; the 2003 

survey includes 2,400 fi rms in eigh teen such cities. Th ese twenty- three cities 

are located in twenty diff erent provinces, from the southwestern province of 

Guizhou, with only 1 percent private employment and practically no pri-

vate enterprise economy, to Shanghai, with more than 41 percent of em-

ployees in the private sector. Participating fi rms  were randomly selected in 

each city. Th e industry mix comprises both labor- intensive and technology- 

intensive sectors across a broad spectrum of diff erent production technolo-

gies and levels of competition. Both surveys share a set of in- depth ques-

tions covering innovative activities and related fi rm- level strategic decisions. 

Importantly, the data set allows us to replicate the testing strategy and set of 

dependent variables mea sur ing diff erent types of innovative activities re-

ported in Table 8.7.

With regard to innovativeness, we compare private fi rms with state- owned 

enterprises, collectively owned fi rms, and partially privatized shareholding 

companies. Th e state continues to own the majority share in all of these, and 

they all continue to enjoy substantial advantages over private fi rms in access 

to state- controlled fi nancial markets and government funds earmarked to 

support innovativeness through R&D.

As a proxy for density of informal technology exchange, a mea sure not 

covered by the World Bank surveys, we use the regional proportion of 
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private- fi rm activities in a par tic u lar industrial niche. Th e assumption is that 

the share of private- fi rm activities is closely associated with the intensity and 

frequency of interfi rm activities such as learning from networks, mimicking, 

and informal technical cooperation. Th e share of private- fi rm activity within 

each industry varies considerably across provinces. For “traffi  c, transport and 

storage ser vices,” for example, it ranges from 1.16 percent in Jiangxi Province 

to 34.37 percent in Zhejiang Province; for “electrical appliance for daily use,” 

the most privatized sector, it ranges from 69.02 percent in Beijing to 100 per-

cent in Chongqing, Guizhou, Heilongjiang, and Shaanxi Provinces. Within 

each province, the extent of private- fi rm activity varies greatly across the diff er-

ent industrial sectors. It is typically lowest in the state- dominated and highly 

regulated ser vice sectors, and most pronounced in light industrial manufactur-

ing, where new market entrants found open and quickly expanding opportunity 

structures. Overall, the scope of private- fi rm participation in markets in our 

sample has a mean value of 45 percent.

For formal technology collaborations, the World Bank data set provides 

distinct mea sures for alliances between the fi rm and (1) other fi rms, (2) uni-

versities, and (3) research institutes. Combining these, we use binary variables 

to capture the existence of contractual agreements and strategic alliances for 

cooperative research and development (R&D) for each of the three years pre-

ceding the survey.

Our results (see Table 8.8) suggest that predominantly state- owned public 

corporations no longer enjoy systematic advantages when it comes to innova-

tiveness. Both state- owned companies and collective fi rms perform weaker 

than private fi rms. Even partially privatized shareholding companies seem no 

longer to secure signifi cant advantages over private companies. Th is indicates 

that private fi rms have apparently succeeded in growing out of their pariah- like 

status of marginalized low- tech producers to compete with the traditional 

mainstream economy in terms of innovativeness.

Innovation strategies employed by private fi rms have become universal tools, 

advancing innovativeness across a broad spectrum. Formal contractual agree-

ments in technology exchange are eff ective drivers of all types of innovation 

under review. Moreover, the extent of private- fi rm activity in distinct market 

niches— our mea sure of informal collaborations— has a positive eff ect on in-

novativeness. Opportunities for tacit learning and informal exchange embed-

ded in the social structure of private markets contribute to a higher level of 

innovativeness of even state- owned enterprises.
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Conclusion

Th e ability to innovate is a prerequisite to survive market competition. As 

such, fi rm innovativeness may possibly serve as the most informative litmus 

test to explore the causal priority of the role of formal institutions in the rise 

of a market economy.

As a social pro cess involving both cooperation and competition, innova-

tion is usually assumed to require a certain set of formal institutions to be in 

place, in order to regulate economic transactions between collaborators and to 

safeguard innovators against imitators by protecting intellectual property rights. 

But many economic transactions in fact are guided informally by mechanisms 

regulated by ongoing social relationships. In par tic u lar, the self- enforcing 

social structure of markets enables private fi rms to develop endogenously the 

norms and conventions of cooperation and exchange needed to compete in 

innovative activity.

Th is chapter has illustrated the rise of an innovation culture in an environ-

ment not conducive to intellectual property rights protection. In spite of weak 

formal institutions, entrepreneurs in the Yangzi delta region have from the 

bottom up constructed the necessary norms and institutional arrangements 

to initiate and protect technology collaboration. Th e common assertion that 

innovation and collaborative eff orts fl ourish only where formal institutions 

provide the scope and legal protection to do so is thereby controverted.

As our case studies show, the rise of innovative activities is deeply embed-

ded in social network structures, which facilitate marginal innovations and 

diff usion of technology through informal collaboration. Competitive pres-

sure also leads to the increasing use of formal technology agreements to 

advance product development and patenting activities. In this way, China’s 

once- marginalized private entrepreneurs have developed into an in de pen dent 

economic force, gradually closing the innovation gap with public fi rms. Signifi -

cantly, of the four Chinese companies appearing on a 2010 list of the fi fty most 

innovative fi rms in the world, three are private (BYD, Lenovo, and Haier), 

and only one is state controlled (China Mobile).

In sum, our evidence strongly supports our hypothesis that the eff ectiveness 

of social norms, beyond the shadow of the law, is not limited to close- knit com-

munities of economic actors such as tribal and peasant societies. In fact, social 

norms can provide robust mechanisms explaining cooperation within large 

social groups, thereby enabling dynamic economic development.
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Th e bottom- up evolution of economic institutions made possible the diff usion 

of private enterprise as an or gan i za tion al form. In the 1980s, private fi rms 

not registered as fake collectives operated in a gray zone as formally illegal 

businesses, signifi cantly disadvantaged; yet private manufacturing grew in 

size and scope. Entrepreneurs started up small manufacturing fi rms with 

capital borrowed from friends and relatives and recruited unskilled and skilled 

employees in informal labor markets. In close- knit communities and social 

networks, enforceable trust and bounded solidarity motivated credible com-

mitment to emergent business norms and economic institutions. Expectation 

of trustworthy behavior cemented confi dence in contracts between principals 

and agents, even in the context of weak property rights and other uncertain-

ties that characterized the transition economy. Cooperation norms fostered 

mutual assistance and strategic alliances between fi rms. In specialty indus-

trial clusters, private fi rms built autonomous supply and distribution networks 

and cooperated to secure economies of scale and competitive advantage. Th ese 

strategic alliances and networks served as conduits for the fl ow of information 

across market interfaces, providing entrepreneurs with access to novel ideas 

and technical innovations from the global economy. Such bottom- up institu-

tions provided the private enterprise economy with suffi  cient autonomous re-

sources to fuel capitalist economic development in the Yangzi delta region 

and other coastal provinces.

Our focus on micro- level mechanisms residing in these strategic alliances 

and networks does not deny the signifi cant role of interaction between eco-

9
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nomic actors and the state. Not only are po liti cal actors continually responding 

to changing market conditions by incrementally adjusting and adapting to 

demands imposed on the ground by the pace of economic development, but 

economic actors— either formally in local people’s congresses and business as-

sociations or informally through po liti cal connections— lobby for change of 

formal rules or for favorable interpretation of existing rules to better match 

their interests.

As with the rise of modern capitalism several centuries earlier in En gland, 

informal economic practices embedded in social norms and networks provided 

the institutional foundations that enabled and motivated the growth and dif-

fusion of private enterprise. But as in the West, for capitalist economic devel-

opment to be sustainable, it also is necessary for the state to change the ground 

rules to secure the formal rights and legitimacy of the private enterprise and 

free- market system. In the course of the Industrial Revolution in En gland, the 

rise of modern capitalism required continuous interventions by the state to 

enact rules establishing the legal and regulatory framework of a national mar-

ket economy. As Karl Polanyi observed, economic liberalism and “the intro-

duction of free markets, far from doing away with the need for control, regula-

tion, and intervention, enormously increased their range.” Similarly, in China 

over the past several decades, “the progression of market reforms created both 

the demand for new institutions to sustain the emerging markets and the 

conditions to restructure and rebuild institutions.” Indeed, “progression of 

market competition ushered in such transformations in economic conditions 

that the strong bonds between state institutions and enterprises began to 

weaken, making it easier for po liti cal entrepreneurs to reshape the state- 

business relationship, get state institutions out of the business of doing busi-

ness and restructure government institutions.”

A recent study of the role of law in China’s economic development con-

cludes that “it is impossible to make the case that formal legal institutions 

have contributed in any important way to China’s remarkable economic suc-

cess. If anything, economic development has fostered the development of law, 

rather than the reverse.” Although we emphasize the causal priority of endog-

enous institutional change in the rise and diff usion of the private enterprise 

economy, transformative change giving rise to modern capitalist institutions 

relies not only on evolutionary bottom- up pro cesses but also on state actors 

enacting and enforcing new formal rules in response to changing pa ram e ters 

in the real economy. While formal laws had little or nothing to do with the 
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emergence of the private enterprise economy, accommodative changes in for-

mal laws are essential if economic growth is to be sustained.

Th e Accommodating State

Th e rise of entrepreneurship and modern capitalism in China was an unin-

tended outcome of the economic reforms initiated by the Communist Party. As 

swarms of private entrepreneurs entered new industrial sectors, they competed 

for market share as they challenged the hegemony of government- owned fi rms 

in the manufacturing economy. By the time conservatives in the po liti cal elite 

turned their attention to the challenge posed by private fi rms, entrepreneur-

ship had become a broadly based social movement. Entrepreneurial profi ts 

from private businesses  were too large and widely distributed for the state to 

even attempt to put a stranglehold over development of the private sector. 

Further, unrelenting competitive pressure from private manufacturing fi rms 

led to a relative decline in market share of state- owned enterprises. As grow-

ing numbers of bankruptcies and privatization of state- owned fi rms reduced 

the size of the state- owned economy, politicians increasingly came to view the 

private enterprise economy as an important source of taxable revenue and as 

indispensable to economic development. Additionally, the private sector had 

emerged as the largest source of jobs, employing millions of migrant laborers 

shifting out of subsistence agriculture.

Reformers in central government responded by shifting to policies of ac-

commodation, supportive of the rapidly growing private enterprise economy. 

Th rough deregulation and enactment of laws providing formal legal status 

to private enterprise as an or gan i za tion al form, the state gradually conferred 

legitimacy to capitalist economic development, bringing formal laws closer 

to the economic realities. Such adaptations are most evident in the mea sured 

and repeated amendments to China’s constitution finally establishing— at 

least de jure— a level playing fi eld between state- owned fi rms and the pri-

vate enterprise economy. Th e 2006 revision of the Company Law, which not 

only greatly reduced minimum capital requirements but also introduced 

single- person limited liability companies, was a clear response to the wide-

spread use of “dummy shareholders” and the frequent undermining of the 

formal requirements specifi ed by the original Company Law in 1994.

Th at the state would incrementally respond through accommodative legal 

and regulatory changes to a rapidly expanding private enterprise economy was 

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:40



Po liti cal Economy of Capitalism 229

not a given. Po liti cal actors could have sought in earnest to enforce legal and 

regulatory rules limiting the size and scope of private businesses, and could 

occasionally have punished deviators harshly. In the Maoist era, private entre-

preneurship would not have reached a critical threshold level triggering a 

self- reinforcing growth of private fi rms, even with the support of some local 

governments. Moreover, even if po liti cal actors responded in a lenient way to 

deviators, allowing opposition norms to arise at the margins of society, the 

state could still have continued to deny adjustments of formal rules, prolong-

ing the marginalization of private entrepreneurial activities.

Whether or not po liti cal actors accommodate endogenous institutional 

change is determined by the nature and direction of changing incentives. 

China’s policy of fi scal decentralization played a key role in explaining their 

responsiveness to entrepreneurial activity. Th at policy required lower- level 

governments to submit a fi xed proportion of fi scal revenues to their superior 

government unit, but they could retain the residual for their own bud get. Th e 

aim was to make local levels of government rely increasingly on self- fi nancing 

to meet growing responsibility for funding local public goods. Further, merit- 

based standards used to evaluate the per for mance of local offi  cials “focused 

overwhelmingly on rapid industrial expansion but also included targets for 

provision of public goods, such as education, infrastructure, and public order.” 

Remuneration, tenure of offi  ce, and chances for promotion  were thereby 

linked to success in local economic development. With revenue maximization 

positively linked to economic per for mance, fi scal decentralization greatly 

strengthened incentives for local government offi  cials to do what they could 

to assure that local fi rms prospered. Th ough originally designed to spur the 

modernization of the public economy and rationalize public spending, China’s 

quasi- federalism thus concomitantly also created incentives for local and pro-

vincial government to accommodate entrepreneurial endeavors, particularly if 

state- owned sources of income  were insuffi  cient to support local government 

activities.

Th erefore an unintended consequence of fi scal decentralization was to 

compel poor localities to be fi rst to support the rise of private enterprise. Our 

model (Chapter 2) predicts that in poor localities unwilling to crack down 

on entrepreneurs, the private enterprise economy will achieve a tipping point 

earlier. It is hardly surprising that in the Yangzi delta region the city of 

Wenzhou, with a registered per capita public revenue of only ¥23 in 1978 (a 

third of the average per capita revenue in Zhejiang Province and 14 percent of 
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the national provincial average), took the lead in developing a private enter-

prise economy. In contrast, Shanghai, the municipality with the largest state- 

owned industrial base (and per capita government revenue seventy- fi ve times 

larger than that of Wenzhou), was the last of our sample cities to witness no-

table private fi rm activities (see Figure 9.1).

With the rise of a national market economy in the 1990s, increasing fi nan-

cial responsibilities and hardening bud get constraints imposed additional 

pressure on local governments to privatize their local economies. While the 

state succeeded in maintaining the size of the public sector until the mid- 

1990s, this sector continuously lost market share in the competition with the 

private sector. Company profi ts of state- owned fi rms dropped by 50 percent 

between 1994 and 1996 alone, in spite of a still- increasing production value. 

In 1996, loss-making state- owned enterprises generated a total loss of ¥79 bil-

lion, and income tax collected from the sector did not reach 12 percent of total 

tax revenue. Under the pressure of growing expenditures spent on open and 

hidden subsidies and accumulating bad loans granted to state- owned fi rms, a 
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Figure 9.1.  Fiscal revenue and private fi rm employment in the Yangzi delta region. 

Comparable data for Ningbo and Nanjing are not available. Source: Data retrieved 

through China Data Online, City Statistical Yearbooks.
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change in central government policy on privatization in the mid- 1990s even-

tually opened the fl oodgate to a national wave of privatization. Following the 

national policy of “zhuada, fangxiao” (grasp the big ones and let the small ones 

free), local governments divested or sold their small and medium- size state- 

owned fi rms, usually in manager or employee buyouts. Th e central govern-

ment’s aim was to consolidate the state- owned economy around the largest 

public fi rms, which also  were partially privatized as public corporations listed 

on one of China’s two stock exchanges. Th e number of state- owned enterprises 

declined by more than 70 percent between 1996 and 2004, from 113,000 to 

31,000, and total national employment in them plunged from 110 million to 

64 million, while their total production value stabilized at around 35 percent 

of gross industrial output. Analysis of provincial data for the reform period 

from 1978 to 2009 confi rms the close negative relation between reliance 

on state- owned production and per capita tax income, and the steep increase in 

tax revenue after the central government launched its privatization policies in 

the late 1990s (see Figure 9.2). Th is explains why governments at all levels re-

sponded readily to the change in national policy by accelerating privatization 

and divestiture of loss- making government- owned fi rms under their adminis-

tration. Th ey realized not only that loss- making state- owned fi rms  were a 

drain on government coff ers, but also that dependence on those fi rms corre-

sponded with a slower pace of local economic development, as resources  were 

tied up in unproductive use. Between 1996 and 1999, the total amount of 

subsidies equaled 44 percent of income tax collected from the sector. Capital-

ist economic development gained stronger traction and support the more gov-

ernment offi  cials came to understand the relationship between growth of pri-

vate economic activity and an expanding base of taxable income.

Prospects for State Capitalism

When departing from state socialism through market reform, the state must 

simultaneously dismantle the institutions of central planning and put in place 

the requisite rules of competition and cooperation of a capitalist economy. How-

ever, po liti cal actors are rarely willing to institute a new economic system 

that completely deprives them of direct control rights at the fi rm level. And 

economic actors, in turn, seek po liti cal connections to gain access to re-

sources and to try to assure some protection in a highly insecure and rapidly 
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changing business environment. As a result, “there is still a much diff erent 

atmosphere of interaction between government and individual economic 

agents in ex- socialist countries than in countries with a long tradition of 

free markets.”

While it is indisputable that markets have emerged as the main coordinat-

ing mechanism of the Chinese economy, the po liti cal hegemony of the Com-

munist Party remains intact. Th us these questions arise: Despite economic 

reform and the accompanying legal and regulatory changes to accommodate 

the needs of capitalist economic development, does the underlying nature of 

top- down po liti cal governance of economic life persist essentially unchanged? 

What is the role that po liti cal connections play in the success of entrepreneur-

ial action and the per for mance of fi rms?

In the early years of reform, private entrepreneurs not infrequently relied 

on po liti cal connections and diverse forms of favor seeking to bend the regu-

latory bars and gain access to scarce resources or ad hoc most favorable 

treatment from local government (i.e., ac cep tance of private fi rms as fake 

collectives, lowering of security and environmental standards, or tolerance 

of poor labor conditions). To what extent do state- fi rm relations in the 

emergent market economy still depend on bending existing rules through 

po liti cal connections to acquire economic advantage over unconnected 

competitors?

Answers to these questions have broader implications, as they indicate 

whether China’s market economy is a distinctive form of state capitalism, where 

po liti cal capital is still the primary asset that companies need for their indi-

vidual survival and success. Alternatively, if China’s current form of capital-

ism is en route to a full- blown market economy, we should observe constraints 

on the politicized nature of economic decisions as the role of the state shifts to 

greater emphasis on building formal market institutions, including property 

rights and an eff ective legal system.

Th at po liti cal connections grease the wheels in all economic orders is a 

nearly universal supposition. Economic actors in all economies invest in some 

form of po liti cal capital to secure positional advantages. In market economies 

too, po liti cal actors impose restrictions on economic activities, giving rise to 

rents that agents compete for. Whether to control entry of new competitors or to 

promote strategic interests, desire to capture or channel the coercive power 

of the state motivates the demand for regulation favorable to an industry or 

fi rm. In nonmarket economies, production and distribution turn on the 
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power of principals at the center of a hierarchy. Po liti cal actors directly set the 

prices; hence, agents seeking comparative advantage compete for positional 

power in the hierarchy, and cultivate po liti cal connections.

As to the overall economic value of po liti cal capital in China given the 

seemingly incorrigible nature of Communist Party rule, there is no simple 

answer. Some evidence indicates that state- owned fi rms with connections to 

the old po liti cal elite perform worse than private fi rms. Firms with partial 

state own ership are typically forced to maintain higher employment levels 

and often serve as tools for private enrichment of politicians. Several studies 

observe a declining reliance on personal connections (guanxi) in transactions 

with government. Th ere is also some indication, however, that po liti cal capi-

tal has a positive impact on the fi rm’s equity value and per for mance. Th is sug-

gests that po liti cally connected fi rms can secure positional advantages, even if 

overall fi rm productivity might be lower. Such advantages may be most pro-

nounced under conditions of tight resource constraints.

One needs to ask not simply whether po liti cal capital is valuable for fi rms, 

but more specifi cally, to what extent do entrepreneurs still benefi t from po liti-

cal capital and in what institutional domains are po liti cal connections helpful 

to the fi rm’s chances for survival and profi tability? Is po liti cal capital a prerequi-

site for survival and economic success in the private enterprise economy? Is it 

a necessary form of insurance to secure po liti cal protection and legitimacy? 

Or do we see evidence of constraints on the fungibility of po liti cal capital, as 

economic actors successfully lobby for formal legal reforms, forging an increas-

ingly rule- based market environment?

Po liti cal Capital in Institutional Contexts

Po liti cal capital shares with other forms of capital (physical, human, social) the 

capacity to make possible, under certain conditions, the realization of inter-

ests that otherwise would not be achieved. Like social capital, which “inheres 

in the structure of relations between actors and among actors,” po liti cal capi-

tal accumulates in relational ties. However, po liti cal capital has the additional 

feature of being linked to the positional power of the politician, and thus it is 

rooted in institutional structures, both formal and informal, of the po liti cal 

order.

For the economic actor, po liti cal capital accrues through personal connec-

tions with politicians and with the party in power. Po liti cal connections serve 
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as conduits of information between economic and po liti cal actors, with infor-

mation fl ow favoring those with an inside track to the politician. Th e institu-

tion of lobbying turns on the fungibility and productiveness of po liti cal con-

nections as the basis of mutual expectations, obligations, trust, and timely 

information. Importantly, because po liti cal capital inheres in relationships, 

both economic and po liti cal actors can secure gains cumulatively in maintain-

ing them. Expectations, obligations, and trust stem from social exchange in 

which a politician does something for a constituent, with some idea that the 

favor will be reciprocated in some degree sometime in the future. If a politi-

cian accumulates a large volume of credit through favors conferred by virtue 

of positional power, then the analogy to economic capital is clear.

Because po liti cal capital is embedded not only in social relationships 

but also in po liti cal institutions, analysis of its eff ects must incorporate a 

focus on the institutional context in which transactions are conducted. To 

specify the productivity and fungibility of po liti cal capital, we need to ex-

amine transactions between economic and po liti cal actors in concrete insti-

tutional domains.

In command economies, the state assumed monopoly power over the al-

location of all resources. Productive assets from farmland to factories  were 

owned and managed by the state, which set prices by administrative fi at. 

Clearly, under the central plan, government bureaucrats and party offi  cials 

maintained an overwhelming advantage in power over economic actors. A 

fi rm’s access to resources and its bargaining over production quotas mainly 

depended on positional advantage stemming from po liti cal connections with 

the planning authorities.

Th e gradual replacement of state planning by market allocation and the 

resulting empowerment of the consumer leads to a shift in the balance of 

power from the established po liti cal actors toward economic actors. More-

over, the shift to market allocation causes changes in relative rewards that 

reduce the payoff s of network advantages based on po liti cal position and off er 

incentives and opportunities for economic actors to engage in productivity- 

enhancing entrepreneurial activity. Th is endogenously motivates strategic 

adjustments by fi rms to the emergent market economy, which in turn under-

mine the previous institutional foundations of fi rm survival. Whether fi rms 

choose to rely on or gan i za tion al improvements (see Chapter 5), on better ac-

cess to suppliers and distributors (see Chapter 6) or skilled labor (see Chapter 

7), or on higher innovativeness (see Chapter 8), markets shift the focus to the 
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importance of capabilities, as opposed to investing in positional advantage 

through po liti cal capital.

With the continuing expansion of markets, the economic success of fi rms 

becomes increasingly in de pen dent of the direct involvement of politicians. Ver-

tical ties linking economic actors in fi rms with the state decline in signifi cance 

as horizontal ties— interfi rm networks and network ties between buyers and 

sellers based on repeat exchange— gain in importance. In other words, markets 

cumulatively shift the interest of economic actors away from self- enforcing reli-

ance on vertical po liti cal connections characteristic of state socialism to self- 

reinforcing investment in horizontal network ties that sociologists emphasize as 

the basis of social capital in market economies.

Naturally, this does not imply that po liti cal capital has lost its utility for eco-

nomic actors. But po liti cal capital has greatest valuation in those institutional 

domains where government restricts economic activity. Th e stronger the gov-

ernment’s commitment to competitive markets in an industrial and commercial 

sector, the more the value of po liti cal capital will decline in that sector.

Th e complexity and challenges of entrepreneurial action give rise to vari-

ous context- specifi c reasons for entrepreneurs to cultivate “good” ties with 

local offi  cials. Some entrepreneurs simply seek to establish good relations with 

local government as “insurance” to reduce the risk of unfavorable treatment 

by politicians and regulatory agents. Po liti cal connections also provide a con-

duit for timely and critical information from politicians, which limit the un-

certainties of a highly dynamic and volatile po liti cal environment. Overall, 

good relations with local government— fostered, for instance, by participation 

in industry- wide associations sponsored by local government or by member-

ship in the Communist Party— confer legitimacy to the fi rm.

In actuality, most entrepreneurs in the Yangzi delta region expect little 

tangible advantage from po liti cal networking. Th e general manager of a com-

puter company in Zhejiang Province summarizes: “Politics is just another game. 

Since I chose to play the game of business, I do not want to play another 

game. Among my circle of friends, those who do business, they are not very 

interested in that. Th ere is a feeling that companies that want to have a close 

relationship with the government must have something to hide. Besides, in 

my sector, the government cannot give me much, not many tax breaks, and 

not much government contracts.” Benefi ts from po liti cal connections are 

generally not anticipated. “Just because I become a party member, my business 
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will not be running any better” is an assessment with which most entrepre-

neurs would agree. Close to 80 percent of private entrepreneurs do not believe 

their success mainly depends on having good connections with party and 

government offi  cials. For a small elite, however, po liti cal capital does pro-

duce decisive advantages. Many on China’s growing list of parvenus are po-

liti cally connected, and a third of China’s richest 800 entrepreneurs are party 

members, indicating that the “right connections” can still help to secure super 

profi ts. Understandably, the demonstration eff ect of a small elite gaining 

from po liti cal connections is incentive for many entrepreneurs to secure po-

liti cal capital in some form.

Th e most readily available source of po liti cal capital is membership in the 

Communist Party. For entrepreneurs stigmatized by the low status of private 

enterprise in the pecking order of the industrial economy, party membership 

signals to government offi  cials and bureaucrats commitment to the estab-

lished po liti cal order. Especially for entrepreneurs experimenting with new 

forms of production or risky business ventures, the signal of po liti cal ap-

proval conferred by party membership can be critical for survival. Also, as 

party members, entrepreneurs can gain access to privileged and timely infor-

mation on changes in the regulatory environment. Not surprisingly, by the 

late 1980s up to 15 percent of own ers of private manufacturing fi rms  were 

party members. Our random sample confi rms that Communist Party 

membership is commonplace for CEOs of private fi rms. Although entrepre-

neurs do not expect to exercise decisive infl uence on public policy through 

party membership, they still sense that the local government pays more at-

tention to the opinions of party members than to those outside the po liti cal 

establishment.

Not only has the Communist Party sought to recruit successful entrepre-

neurs, but between 1997 and 2002 more than 9,000 entrepreneurs  were se-

lected to be delegates to People’s Congresses at and above the county level. 

In our 2006 survey, 2.6 percent of the entrepreneurs  were members of the 

People’s Congress, though the majority of them served only at the township 

and county levels.

However, we fi nd no evidence to support the view that party membership 

was a crucial factor in the rise of the private enterprise economy in the Yangzi 

delta region. In fact, the share of entrepreneurs in our survey who had joined 

the party before founding their businesses is substantively lower in older fi rms 
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than in younger fi rms (see Figure 9.3). Th ere are two diff erent possible reasons 

for this pattern: (1) party membership among entrepreneurs may have been 

more frequent in earlier years than appears  here, but the survival rate of those 

fi rms was lower; or (2) party membership among entrepreneurs has increased 

more recently, as private sector has gained more legitimacy and attracted indi-

viduals who previously worked in the public sector. In either case, party mem-

bership was obviously not determinative for entrepreneurial success in the early 

reform years.

Today virtually all fi rms routinely interact with government units, whether 

in dealing with the tax bureau, local offi  ces when applying for business li-

censes, or government inspectors visiting the fi rm. It has become common-

place for entrepreneurs and managers to have personal ties with government 

offi  cials. In our 2009 survey, most reported that they personally know at least 

one high- ranking party offi  cial in the county government. Th ose who do not 

have a direct po liti cal connection with government and party offi  cials say they 

can easily establish a personal contact with the help of a relative or acquain-

tance. Th e own er of a textile company in Hangzhou observes, “I know a few 

offi  cials in police, business administration, and taxation departments. Th ese 

offi  cials all are pertinent to our business. It is easier for us to consult with them. 

It makes getting communication and policy information faster. Procedure- 

wise, I might need some red tape dealt with today, but because I know these 

people, I could make up for it the next day rather than having to do it today. 

Otherwise there are no benefi ts. Sometimes, the offi  cials would tell you some 

information within the boundaries of policies. What projects the government 

will support and which not.” Th e great majority of entrepreneurs in our 2006 
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survey likewise confi rm strong reliance on personal connections in their deal-

ings with government authorities, with an average of 4.7 on a Likert scale 

(1– 7).

It is not unusual for government authorities to take the initiative to 

strengthen and intensify contacts with select members of the local business 

community. A successful start- up entrepreneur running a software company 

in Zhejiang recalls how government relations suddenly changed once his busi-

ness success was apparent. “It was not us who approached the government. We 

 were already the number one company in our sector, so the government was 

proud of us and wanted to meet us. Th en you just manage your relationship 

with government as you do with customer relations.” Politicians especially 

seek out the views of local business leaders as to how to improve the business 

environment. Such overtures from the local government signal legitimacy 

and approval of the economic success of private fi rms. In turn, regular consul-

tation with government offi  cials off ers entrepreneurs a routine mechanism to 

strengthen their po liti cal connections.

Financial contribution to party activities is one of the most direct ways to 

invest in po liti cal connections and to “make up for po liti cal defi cits.” Eigh teen 

percent of the entrepreneurs interviewed in our 2006 survey and 16 percent in 

our 2009 survey regularly make donations to fi nance activities of the local party 

branches. As one entrepreneur explained, “In the future, when we want to ex-

pand our business, we have to rely on a good relationship with the government. 

When you are not famous, and your fi rm is not big, the authorities will not 

come to knock on your door. But once you are big, then you must have good 

relationships with the government.” After a pause he added, “If the party wants 

you to die, you have no way to live.” Th ere is in fact a close association between 

the size of a fi rm and fi nancial contributions it makes to the Communist Party. 

Entrepreneurs in our 2009 survey who make regular donations to the party 

operate fi rms that are on average fi ve times larger than those who do not donate 

money. While fi nancial donations to the local party branch may buy a good 

relationship with government, it is also in the interest of politicians to be support-

ive of the larger fi rms that contribute more to local economic growth, nonfarm 

employment, and tax revenues. Th e own er of a textile company remarked, “It is 

like a car moving on a highway. Once the car is on the highway, government 

will let you move along, rather than slow you down.”

To assess the varying extent to which po liti cal connections matter in a 

fi rm’s chances for survival and profi tability, we examine their impact in 
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diff erent institutional domains characterized by high, moderate, and low 

levels of marketization. We contrast the product market’s liberal market 

environment with four partially liberalized market sectors displaying in-

creasing degrees of state control in resource allocation: the credit market, 

the market for government contracts, the market for land use rights, and the 

privatization of public company assets. One should note that whereas 

the  product market involves everyday transactions, the credit and govern-

ment contract markets represent transactions that occur only sporadically; 

and the other two markets involve transactions that are relatively rare, which 

most private fi rms do not experience more than once (if at all) during their 

operation.

Product Market

Th e product market is the most competitive in China’s transition economy. 

Market liberalization started early, allowing for a rapid commercialization of 

most product lines. By 1991, 86 percent of GDP was produced and sold outside 

of central allocation plans. Product diff erentiation is high, and producers com-

pete fi ercely for customers and market share. Only a few sectors are still domi-

nated by state- owned monopolies, as evidenced by the low industrial concentra-

tion ratios. Th e largest ten domestic manufacturers in each of the fi ve industrial 

sectors included in our Yangzi delta survey account for at most 20 percent of the 

market share in their niche.

Our 2006 survey in the Yangzi delta region supports our prediction that such 

competitive markets do not reward fi rms holding po liti cal capital (see Table 9.1). 

Controlling for a standard set of management and company qualities, we found 

that smaller fi rms, fi rms with younger managers, and fi rms with managers who 

 were recruited from diff erent locations experience faster sales growth than other 

fi rms. Th ere is no indication that po liti cal capital provides tangible advantages. 

Instead, fi rms making regular fi nancial donations to the party experience slower 

growth rates than do other fi rms.

We can only speculate on the potential reasons for this last fi nding. It 

is  plausible that eco nom ical ly weak fi rms with small sales growth are all 

the  more interested in “buying” po liti cal support in anticipation of future 

problems and favors they hope to receive in the future (for instance, loan 

guarantees or tax breaks). Or the “habit to make regular party donations” 

may simply refl ect a diff erent management behavior or ideological outlook of 
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the manager, which could also be correlated with a less aggressive sales 

strategy.

Credit Market

Liberalization of commercial banking started relatively late and proceeded 

slowly. As one of the less liberalized markets, the credit market provides ex-

cellent conditions for the po liti cal elite to secure preferential treatment. In 

spite of the market entry of foreign- invested banks and private domestic banks, 

the credit market is still heavily state controlled, allowing local authorities to 

infl uence decisions of local loan offi  cers, oftentimes with reference to industrial 

policy priorities and local economic development needs. By 2008, China’s 

four state- owned commercial banks still held 57 percent of bank assets, allow-

ing for substantial control over domestic capital allocation. It has been argued 

that lending decisions by state- owned banks are increasingly based on eco-

nomic fundamentals; however, marketization remains weak, with only 1 percent 

of their loans allocated to private fi rms.

Our analysis confi rms the continuing infl uence of po liti cal capital in loan 

decisions (see Table 9.1). Th ose entrepreneurs who  were long- standing 

party members enjoy some advantages. Th irty- two percent of private fi rms 

founded by party and government offi  cials got their start- up capital as loans 

from state- owned banks. By contrast, only 14 percent of the entrepreneurs 

without cadre background succeeded in securing such start- up loans. Credit 

access also varies between long- standing party members and nonmembers. 

Whereas 26 percent of the found ers with party membership secured bank 

loans, only 12 percent of nonmembers received a loan. In addition, party 

members secured larger loans, providing a bigger share of their external 

capital.

Government Contracts

In the market for government contracts, po liti cal connections easily undermine 

competitive bidding guidelines. Despite the enactment of a law (eff ective in 

2003) to ensure fairness and impartiality in government procurement, the ac-

tual bidding pro cess lacks transparency. As one respondent remarked, “Com-

petitive bidding is just a form. It does not involve the entire pro cess in terms of 

results. Th e country is making progress in making the bidding pro cess rule- 

governed. But pro cess and results are diff erent matters. Po liti cal connections 
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are still as important as before. Of course, if some se nior government offi  cial 

gives a signal we will get the project. Sometimes we lose bids because someone 

 else gets the nod from a se nior offi  cial.” Also, bribe taking is an acute concern. 

An entrepreneur who was formerly a party secretary worries, “Th ere is now a lot 

of corruption in government; offi  cials require kick- backs, which a small fi rm 

like ours cannot pay. For instance, treating offi  cials to dinner in Beijing costs 

easily more than ¥20,000; this is hard to pay for small- scale companies. But 

securing these government contracts is important. With these deals, big fi rms 

can still make a profi t margin of more than 100 percent. Th eir costs might be 

just ¥600 per piece, but they can sell for 1,500 to 2,000 to government. Without 

such deals, my own profi t margin is down to 12 to 14 percent.”

Th us the market for government contracts can be readily used to redistrib-

ute rents to bidders with po liti cal connections. Many bureaucrats actually 

leave offi  ce for a business career with the idea of becoming a government sup-

plier. As former cadres, their extensive ties with government provide eff ective 

conduits of information and personal contacts that are invaluable in securing 

lucrative government contracts.

Our analysis confi rms that cadre entrepreneurs and entrepreneurs with rela-

tives in cadre positions rely to a greater extent on sales to government (see Table 

9.1). Financial contributions to the local party branch offi  ces are also positively 

associated with the likelihood of signing deals with the government. However, 

intense cultivation of personal ties with government offi  cials and administrators 

is not associated with a higher ratio of government contracts in a fi rm’s sales 

structure. Moreover, party membership even appears to have a negative impact 

on getting government contracts. A possible reason for this surprising fi nding is 

that membership in the party comes with closer public scrutiny, and this may 

actually impede rent- seeking activities of ordinary party members.

Market for Land- Use Rights

As with government contracts, the market for land- use rights provides local 

government authorities with a ready means for distributing rents to po liti cal 

supporters and protégés. Government bureaus act as monopolists and enjoy 

undivided control rights over land resources. Administrative interference and 

infl uence often go well beyond the legally specifi ed regulations for land dis-

tribution. A 2004 study revealed that about 80 percent of illegal land- use 

cases could be attributed to local government malfeasance.
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Land- use rights are the most valuable assets local governments control and 

distribute. Th at land distribution does not necessarily follow market- based 

allocation is evident to the most casual observer traveling in the Yangzi delta 

region. Government- owned public companies usually settle in central urban 

locations and possess vast factory grounds, while the majority of private fi rms 

start up in remote suburban locations. Th e availability of prime commercial 

property with easy access to infrastructure aff ects a fi rm’s potential to survive 

and grow. Many of our respondents recall that in their early founding days 

public transport and road systems  were still under development near their 

sites. Often no other bidder was interested in the piece of land approved for 

start- up fi rms, and prime locations  were neither available nor aff ordable. Po-

liti cally connected entrepreneurs, however, can hope for priority treatment 

when it comes to newly opened industrial or technology park developments. 

Moreover, prize location can yield signifi cant profi ts from sales on the market 

for land use titles. A po liti cally favored private fi rm in our sample was off ered 

a state- owned enterprise, a well- managed electrometer company with a na-

tional reputation, as part of the privatization initiative directed by the central 

government. Th e new own ers encountered per sis tent opposition from the 

fi rm’s management and workers during the privatization pro cess, however, 

and  were not successful in restructuring the fi rm. Nonetheless, the takeover 

turned out to be enormously profi table for them thanks to the transfer of 

land:  “We have a factory site with 70 mu (11.5 acres) and the local university 

will pay ¥150 million for this site to purchase it. Th e government will then 

give us a new site to move to, where we only pay ¥260,000 for one mu. As 

new own ers, we are making a windfall profi t just from the real estate appre-

ciation of land. Th e employees get a golden parachute. And we are making a 

fortune.”

Our survey confi rms a close association between po liti cal capital and gov-

ernment support in the allocation of land use rights (see Table 9.1). Entrepre-

neurs who invest in po liti cal connections are more likely to be granted land- 

use rights from local government. Further, regular fi nancial contributions to 

the party improve the chances of securing prime real estate. Clearly, these 

results are well in line with the common notion that local governments use 

land markets as a ready mechanism to distribute rents to po liti cally favored 

clients.
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Asset Privatization

Th at long- standing po liti cal connections are a determinative factor in the 

transfer of state assets to former cadres is a truism. In almost all transition 

economies, well- informed insiders  were successful in appropriating often the 

best and most prestigious assets off ered for privatization. China is no excep-

tion. Po liti cal capital played a decisive role in the privatization pro cesses of 

the Yangzi delta region. In the bidding pro cess for collective township village 

enterprises or state- owned companies, members of the local po liti cal elite 

enjoyed advantages, especially in southern Jiangsu Province, where such enter-

prises fl ourished until the late 1990s. Refl ecting the rich opportunities there 

for rent seeking in privatizing state assets, a majority (66 percent) of the private 

fi rms in our random sample that  were previously government owned are located 

in that province. In total, 81 of the 130 privatized companies in our sample 

 were taken over by new own ers who had been long- standing party members, 

had held government positions, or had relatives who  were government offi  cials. 

Long- standing party members and cadres are signifi cantly more likely to 

acquire assets scheduled for privatization than nonparty bidders who lack 

strategic personal connections with politicians (see Table 9.1).

Oftentimes, government handpicked po liti cal allies and clients to transfer 

own ership to, as a reward for past loyalty. With regard to the above-mentioned 

electrometer company, the manager recalls:

Th e government just approached the new own er, who was already a well- 

known reputable private entrepreneur. He was also a member of the People’s 

Congress. He had very close personal relations with government offi  cials 

and was always socializing with them. Th e government approached him: 

“Because you are so outstanding and you have the means and the reputa-

tion we would like to sell the company to you.” Th e privatization pro cess 

followed the formal government regulations drafted by the central govern-

ment policy. But there was no price asked for the assets, the buildings, the 

equipment, and the land. Th e new own er just had to take over the debt of 

the state- owned company.

Preferential access to public assets for the po liti cally well connected is a 

structural feature of privatization. Although the national government insti-

tuted formal rules of public bidding on state assets to increase procedural 

transparency and fairness, the actual bidding procedures favor the old po-

liti cal elite, principally the former factory directors, who are mostly long- 
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standing Communist Party members. Such favoritism often is concealed in 

the detailed specifi cations of rules on the bidding pro cess for state- owned 

assets. It is common practice for local governments to require bidders not only 

to propose a business plan but also to prove capability to manage the com-

pany, and to possess prior management experience in the product niche of the 

fi rm to be privatized. Obviously, such rules off er the standing company man-

ager a decisive competitive advantage in a bidding pro cess decided by a closed 

committee of local government offi  cials. Sometimes local governments explic-

itly prioritize former employees over external bidders for state assets. Also, 

outsiders are naturally disadvantaged because they lack crucial information 

needed to prepare a compelling business plan. Th rough a host of restrictive 

requirements specifying appropriate bidders, government limits the number of 

bids, and usually enables insiders to secure public assets below market price. 

In many cases, there is only one bidder— the factory director— submitting a 

proposal in the privatization of government- owned fi rms. Further, it is not 

uncommon for local government to provide po liti cally favored bidders with 

a start- up loan from a state- owned bank to purchase the fi rm.

Th is gives cadre entrepreneurs and party members substantial advantages, 

as they can secure the largest and most valuable public assets available through 

privatization. Whereas start- up entrepreneurs in our 2006 sample realize on 

average a relatively modest sales volume of ¥2.7 million in the fi rst year of 

operation, privatized companies promise much larger fi rst- year sales. Cadre 

entrepreneurs who secure privatized assets realize a sales volume eleven times 

larger, on average, and long- standing party members a sales volume ten times 

larger. By contrast, new own ers of privatized fi rms without po liti cal connec-

tions secure much smaller fi rms that generate on average an annual sales 

volume of ¥8.3 million in the fi rst year.

In sum, po liti cal capital does confer ongoing advantages in these highly 

regulated markets, but not in competitive markets. Th ese fi ndings are con-

sistent with earlier studies of the U.S. economy. For example, there is a close 

positive correlation between the presence of Washington lawyers, regulators, 

or politicians on corporate boards and the extent of regulation in the indus-

try. Notwithstanding the ready fungibility of po liti cal capital in the privati-

zation of state assets, growing reliance of local government on tax revenues 

from private fi rms reinforces incentives to make resource allocation decisions 

based on assessment of fi nancial per for mance (and its impact on the career 

mobility of government bureaucrats, whose own status depends in part on 
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success in promoting economic growth). In other words, po liti cal connections 

do not override local government’s interest in securing a growing base of tax 

revenues, along with increased opportunities for nonfarm employment for the 

local population.

Does Po liti cal Capital Explain Economic Success?

Where government controls use rights over key resources, po liti cal capital pro-

vides for entrepreneurs a decisive advantage. However, success in rent seeking, 

defi ned as any activity whose objective is receiving most- favored treatment 

from politicians, does not assure long- term competitive advantages for eco-

nomic actors. Successful rent seekers can simply decide to directly transfer 

any resulting profi ts into their private pockets instead of investing in the fi rm’s 

development. Also, gains secured through po liti cal connections can be lost 

due to weak management or strategic mistakes.

To address the question of whether entrepreneurs who have invested in 

po liti cal capital enjoy long- term competitive advantages, we rely on quanti-

tative assessments of the overall economic value of po liti cal capital. We 

evaluate this along with the other possible determinants of a fi rm’s size as 

mea sured by total sales in 2008 (see Table 9.2) and a fi rm’s return on assets 

(see Table 9.3). We limit our analysis to the fi rms that participated in both 

survey waves, which allows us to examine the eff ect of prior investments in 

po liti cal capital, as recorded in the 2006 survey, with economic outcomes col-

lected in the 2009 survey. To assure the accuracy of data assessing the qual-

ity of po liti cal capital at the start- up stage, we further limit our sample to the 

fi rms where a researcher interviewed the founding entrepreneur. Our goal is 

to uncover whether investments in po liti cal networks in prior years have a 

causal eff ect on a fi rm’s prospects for future growth. We also want to rule out 

that fi rms just perceive their relationships with local government as based on 

close (or weak) ties because they are currently eco nom ical ly successful (or 

not).

Initially, we include only the personal characteristics and po liti cal capital 

of the fi rm’s found er (model 1). We fi nd that positional power stemming from 

party membership or cadre status is not associated with larger fi rm size (as 

mea sured by sales volume) or with a higher return on assets. Only po liti cal 

capital stemming from fi nancial contributions and personal ties with gov-

ernment authorities is positively associated with the fi rm’s economic develop-
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ment (model 1). But when we add to our analysis the fi rm’s size at founding, 

the po liti cal connections fall out as a determinant of sales volume (model 2). 

Further, when we control for the fi rm’s current assets, fi nancial contributions 

to the party also fall out as a statistically signifi cant determinant of economic 

per for mance (models 3 and 4).

We then examine whether cadre entrepreneurs who secured physical capi-

tal through privatization— who thus received most- favored treatment from 

politicians— are able to maintain their initial political- capital advantage 

(model 5). Th e interaction eff ect does not confi rm that such initial advantages 

have long- term benefi ts in economic per for mance. By 2008, cadre entrepre-

neurs operating privatized businesses have lost all their initial advantages in 

terms of sales volume. In fact, all  else being equal, cadre entrepreneurs appear 

to realize lower sales volumes (about 1/2 standard deviation smaller) than 

others. Th is is consistent with the fi nding that insiders who secure physical 

capital through po liti cal connections often lack the managerial ability and 

authority to make the necessary strategic and operational changes. An exter-

nal investor in a privatized fi rm describes the dilemma of the former factory 

director as the new own er of the fi rm: “Employees  were not willing to work 

hard. And the new own er could not deal with this issue because he lacked 

authority in the eyes of the workers. Eventually he asked me to step in as the 

majority shareholder. In return I let him run the business without interven-

tions from my side. But whenever he encounters problems to enforce 

changes— for example, if employees are not willing to work hard— I will step 

forward to intervene. Because I don’t have prior ties with these people, I can 

even fi re them.”

Our analyses of determinants of company profi tability confi rm the limited 

eff ect of po liti cal capital on economic success. None of the above mea sures of 

po liti cal capital— neither party memberships nor cadre status nor fi nancial 

contributions to the party nor personal ties with government authorities— is 

statistically associated with superior fi rm per for mance.

In sum, our results do not indicate that po liti cal connections increase chances 

for a company to thrive in China’s market economy. While po liti cal connec-

tions are fungible in regulatory markets, entrepreneurs with po liti cal capital do 

not diff er from others with respect to entrepreneurial success. Empirically, 

there is no evidence suggesting that the movement of bottom- up entrepre-

neurs in the Yangzi delta region depends on positional advantages and social 

privileges held by company found ers.
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A National Perspective

Skeptics may claim that the limited fungibility of po liti cal capital merely re-

fl ects the unique institutional context of the Yangzi delta region, which may 

not represent the general conditions of emerging capitalism in China. To evalu-

ate this, we extend our analysis to incorporate a national perspective, covering 

all regions.

As in Chapter 8, we use data from the 2003 World Bank Investment Cli-

mate Survey, which provides an in- depth account of 2,400 fi rms of diff erent 

legal status— state owned, collective, private, and foreign. We exclude those 

fi rms still registered as traditional state- owned enterprises, as they have de-

veloped distinct state- fi rm networks. We thus focus on the 1,764 nonstate 

fi rms in the sample. In line with our analysis in the Yangzi delta region, we 

fi rst examine the value of po liti cal capital in diff erent market environments 

and then the infl uence of po liti cal capital on fi rm profi tability. Th e fi rm’s sales 

growth in 2002 refl ects per for mance on the liberalized product market; for 

regulated markets with rich rent- seeking opportunities, we include the mar-

ket for formal bank loans and the market for government contracts. To mea-

sure fi rm per for mance we replicate our regression on return on assets. We are 

not able to evaluate fi rm development through total sales growth, since the 

World Bank survey lacks information on the founding size of the fi rm.

We selected four variables mea sur ing diff erent dimensions of a fi rm’s 

po liti cal capital, which combined represent the best match with our survey 

design for the Yangzi delta region. First, as a standard mea sure of po liti cal capi-

tal, we include whether the fi rm manager also holds a position as party secre-

tary or deputy party secretary. We use party position instead of party mem-

bership, since party membership (at 67 percent, more than ten times higher 

than in society at large) is overrepresented in the World Bank survey. Second, 

we note whether the fi rm manager has previously held a government position. 

Th ird, we include as po liti cal capital whether the government was directly 

involved in the recruitment of the fi rm’s top management. Lastly, we con-

structed an index of government assistance as a signal of general po liti cal 

support of the fi rm. Th is variable is most similar to our mea sure of reliance on 

government connections in the Yangzi delta region. Mea sures of party do-

nations or philanthropy are not available.

Consistent with results in the Yangzi delta region, po liti cal capital pro-

vides no advantages on the product market (see Table 9.4). Quite to the con-
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trary, if local government was involved in management recruitment decisions, 

companies tend to realize smaller sales growth.

As in our Yangzi survey, po liti cal capital retains a signifi cant impact on 

economic transactions in the state- controlled credit market. Government sup-

port is positively associated with success in securing formal bank loans. As 

expected, po liti cal connections— specifi cally, a good standing with local gov-

ernment, as indicated by the government support index— also provide signifi -

cant advantages in securing government contracts. Th ese results closely replicate 

those presented in Table 9.2. If anything, they suggest slightly weaker advan-

tages for fi rms run by po liti cally connected managers. Th is, however, may well 

be associated with the less rigorous mea sure ment of po liti cal capital available 

in the World Bank survey and the serious overrepre sen ta tion of po liti cally 

connected managers.

Analysis of company profi tability further confi rms our fi ndings for the 

Yangzi delta region. Th ere is no indication that po liti cal capital has a signifi -

cant impact on a company’s return on assets. Other empirical studies similarly 

have failed to uncover positive per for mance eff ects (based on return on assets, 

return on equity, or stock returns) for po liti cally connected fi rms. And com-

parative studies of local and returnee entrepreneurs show that neither the 

strength of government ties nor the strategy employed to deal with govern-

ment authorities infl uences revenue or fi rm per for mance.

It is possible to argue that po liti cal connections came to full play at ear-

lier stages of market transition and have helped to build up specifi c company 

characteristics that now— at an advanced stage of transition— independently 

yield positive eff ects on transaction outcomes. Company size, for instance, 

might theoretically be the result of earlier asset appropriations in the course of 

privatization policies. While the World Bank data do not provide the neces-

sary information to control for such eff ects (as in Table 9.2), some observa-

tions contradict this idea. First, company size and our mea sures of po liti cal 

capital are only moderately correlated, with a negative correlation for former 

government offi  cials. Second, even the exclusion of company size as a control 

variable would not substantially aff ect our results for po liti cal capital. Hence, 

the national sample seems to replicate our fi ndings from the Yangzi survey 

data, suggesting no permanent economic advantages due to potential asset 

accumulation of po liti cally connected fi rms in prior periods.
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Table 9.4. Po liti cal capital, rent seeking, and company per for mance in China, 2002

Sales 
growth 

coeff . (std. 
error)

Credit access 
coeff . (std. error)

Sales to 
government / 

total sales 
coeff . (std. error)

Return 
on assets 

coeff . (std. 
error)

Management characteristics
CEO holds university degree 59.149 −0.195 10.244*** 0.835

(43.882) (0.112) (3.883) (0.634)

Log of CEO tenure −45.580* 0.102* −0.785 −0.161
(25.891) (0.056) (1.692) (0.191)

CEO has incentive contract −21.080 0.167* 6.499** −0.420
(39.747) (0.094) (2.635) (0.400)

Firm characteristics
Log fi rm age 12.002 −0.092* −3.362 −0.080

(9.594) (0.052) (2.156) (0.318)

Log sales (lagged) −76.851
(37.380)

Log assets (lagged) 0.184*** −0.108 −0.210
(0.025) (0.679) (0.307)

Debt- to- equity ratio (lagged) 0.411 −0.002 −0.017 0.006**
(0.454) (0.001) (0.065) (0.0020)

Capital- to- labor ratio 0.570*** −0.0001* −0.015 0.000
(0.168) (0.000) (0.009) (0.000)

Located in industrial park 107.38 0.070 −4.418 0.263
(93.882) (0.049) (2.943) (0.182)

Listed company −32.269 0.475** 14.600** 0.544
(59.549) (0.201) (6.385) (0.729)

Government own ership shares 0.851* −0.000 0.107* −0.010***
(0.428) (0.002) (0.056) (0.003)

Sector (14 industries) YES** YES*** YES*** YES*

Po liti cal capital
CEO holds a party position 26.597 0.147 1.401 −0.111

(23.668) (0.103) (2.782) (0.176)

CEO previously held 
government position

79.312 −0.029 7.747 5.915
(98.600) (0.170) (5.160) (5.628)

Government involvement in 
CEO appointment

−59.756** −0.129 4.367 −0.045
(24.983) (0.132) (3.597) (0.061)

Government support index −11.517 0.088*** 3.729*** −0.045
(9.577) (0.032) (0.950) (0.061)

Constant −312.829 −1.502 −4.135 8.584
(463.898) (−1.237) (27.864) (6.504)

Method OLS Probit Tobit OLS
Adj. R / pseudo R 0.181 0.160 0.049 0.029
N 1503 1447 1418 1484

Source: World Bank Investment Climate Survey 2003.

Coeffi  cients of sector dummies and regional control variables are not reported.

Robust standard errors clustered on city, * p < 0.10, ** p < 0.05, *** p < 0.01. Results are not driven by 

multicollinearity.
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Conclusion

Particularly in Western accounts, the image of the “red capitalist” enjoys broad 

ac cep tance as a common ste reo type of entrepreneurship in China. Our empiri-

cal account reveals a more complex story. Clearly, po liti cal rent seeking seems 

to be alive, as it is in most regulated domains of any Western market econ-

omy. Consistent with our analysis, anecdotal evidence suggests that positional 

advantages are usually pervasive in highly regulated sectors, such as the real 

estate sector, the construction industry, banking, or foreign trade, where the 

“right connections” can help to secure super profi ts. Not surprisingly, China’s 

fi rst U.S. dollar billionaire, former China vice- president Rong Yiren, made 

his wealth as the leader of the state- controlled China International Trust and 

Investment Corporation (CITIC). Such often- cited examples, however, are 

hardly exceptional in the business world. Nor are they indicative of a specifi c 

form of “red capitalism.”

China’s experience as a young market capitalist economy is not dissimilar 

from the experience of the U.S. economy in the nineteenth and early twenti-

eth centuries, where for instance Leland Stanford as governor of California 

obtained a government- backed monopoly and massive state fi nancial subsi-

dies and land grants to build the Central Pacifi c Railroad, and the creation of 

corporations such as  Union Pacifi c and Northern Pacifi c was facilitated by 

po liti cal connections. Not only historical examples come to mind. In highly 

regulated institutional domains, rent- seeking activities tend to persist. Take 

the recent case of Senator Tom Daschle, whose windfall profi t of $5.2 million 

after leaving the Senate became a source of growing controversy in the confi r-

mation hearings for his nomination to head the Department of Health and 

Human Ser vices: “Th e real story is the massive transfer of power and wealth 

now underway from the private sector to the po liti cal class. Mr. Daschle could 

make so much money and achieve such prominence because he was expected 

to be a central broker in that wealth transfer. . . .  Had Mr. Daschle been con-

fi rmed, he would have been the most important man in a health- care industry 

expected to be $2.5 trillion in 2009, which is larger than the economy of 

France.”

Whether in China or in the United States, po liti cal connections are valued 

by fi rms in transactions that are directed toward securing competitive advan-

tage to acquire resources controlled by the state. Crucially, however, we 

cannot identify systematic advantages of po liti cally connected fi rms in terms 
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of company growth and economic per for mance. Th e so- called red capitalists 

and rent seekers do not tend to dominate the pecking order in their industries. 

Th is suggests that fi rms that rely solely on their po liti cal capital to engage in 

unproductive rent seeking are unlikely to emerge as winners in China’s intense 

market competition over the long run. First, transactions in state- controlled 

institutional domains often do not constitute the critical component for survival 

and profi ts when viewed from the perspective of the overall range of a fi rm’s 

business operations in competitive markets. Second, even if po liti cally connected 

fi rms rely heavily on repeat transactions in state- controlled institutional 

domains, the fi rm’s capability development, combined with management’s abil-

ity to detect and react to market opportunities, is likely to constitute a more 

decisive prerequisite to pass the market test.

Th ese fi ndings confi rm earlier predictions on the declining value of po-

liti cal capital as a consequence of the emergence of a market society, which 

incrementally results in transformative change in the direction of more rela-

tive autonomy between the po liti cal and economic spheres, not dissimilar from 

established market economies. In sum, in departures from state socialism, the 

predicted change in relative power between po liti cal and economic actors ex-

plains not only bottom- up entrepreneurial activity but also the emergence of a 

market economy. Markets not only create incentives for profi t making; they also 

provide the opportunities to decouple from the po liti cal sphere as producers shift 

from unproductive rent seeking to productive entrepreneurship.
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What broader lessons do we draw from our study of the rise of capitalism in 

China? Our theory-driven narrative of the endogenous rise of economic insti-

tutions in the Yangzi delta region turns on mechanisms that are general. A 

duality of agency and social structure organizes this narrative: Entrepreneurs 

are the central agents who drive institutional innovations enabling capitalist 

economic development; once established, these emergent economic institu-

tions facilitate additional bursts of entrepreneurial action that lead to tipping 

points in the expansion of the private enterprise economy. Within business 

communities, multiplex relationships provide the sinews of enforceable trust 

and the conduits of information fl ow enabling robust entrepreneurial action. 

Emergent social norms are eff ectively enforced through mechanisms as com-

mon and universal as social approval (reputation, status) and punishment 

(bilateral sanctions, accurate negative gossip). Th us, over a surprisingly short 

time span, a dynamical pro cess starting with small numbers of marginal 

economic actors in peripheral locations gives rise to a social movement– like 

growth and diff usion of entrepreneurship across the regional economy.

In the private enterprise economy, from the start- up on through the devel-

opment phases of a fi rm, all of the key factors required for successful entre-

preneurship could be found and secured through network ties and bottom- up 

institutional arrangements. Producers huddle in industrial clusters, where 

they benefi t from a stable chain of suppliers off ering the mix of technical 

support and material inputs needed for fl exible and adaptive production. Pro-

ducers also benefi t from close access to downstream distribution networks 

10

Conclusion
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linked to domestic and global markets. While most fi rms are small or medium- 

sized and lack established brand names, common identity and norms of 

cooperation within distinct industrial clusters provide an aggregate competi-

tive advantage. Th ough most fi rms lack in- house research and development 

departments, the multiplex links and interfi rm networks within industrial 

clusters, along with the ease of access to critical inputs, facilitate innovative 

activity. Local knowledge gained through a cumulative wealth of manufac-

turing experience, in combination with regional markets for new technology, 

contributes to rapid cycles of innovation. Business- to- business online exchange 

further augments local resources. Th us, though entrepreneurs deal with the pres-

sures of intensely competitive domestic and international markets, the private 

orders of industrial clusters provide them with institutional sources of com-

petitive advantage.

With networks connecting producers with upstream and downstream 

markets, advantages of industrial clusters go well beyond specialization ef-

fects of the work pro cess. Equally importantly, the spatial proximity in cluster 

locations provides fertile grounds for social interactions required to develop 

enforceable trust and ongoing interfi rm cooperation and to engage in deal mak-

ing. As we have detailed, mechanisms such as personalized exchange, mutual 

dependence in multiplex business relations, and community sanctions provide 

the social glue that binds principals and agents to implicit contracts and fos-

ters cooperative forms of confl ict resolution. Without close- knit and highly 

specialized business communities, it is doubtful whether entrepreneurs could 

have developed so eff ectively the norms required to survive and thrive outside 

the state’s production system. In other words, industrial cluster location 

helped like- minded actors to overcome collective action problems and jointly 

develop cooperation norms decisive in facilitating the private sector’s autono-

mous growth decoupled from the mainstream state- controlled economy.

How could the private enterprise economy and its regional advantage emerge 

in the Yangzi delta region so rapidly? How could capitalist sprouts of small 

start- up entrepreneurial fi rms spread so quickly to drive the transformative 

institutional change giving rise to a capitalist economic order characterized 

by self- reinforcing economic growth and private wealth accumulation? What 

happened was often just this: Drawn by new opportunities for profi t making 

following the decollectivization of agriculture, some individuals started their 

own  house hold fi rms in rural communities, hoping to escape poverty and 

gain self- employment. In towns and cities, unemployed youths, demobilized 
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soldiers, and other marginal actors also started small private businesses, like-

wise decoupling from the state- owned sectors. Many of these pioneering en-

trepreneurs made a number of unsuccessful attempts, and lost their start- up 

capital repeatedly, due not just to poor business ideas and product quality but 

also to a lack of business experience and supporting institutions. Th rough trial 

and error, these entrepreneurs learned to improvise routines and eventually 

devised local institutional arrangements needed to support private enterprise 

development. Th ey learned how to bypass the state- controlled banking system 

and accumulate the start- up capital they needed, and how to set up supplier 

and customer networks in an economic environment still dominated by state- 

controlled supply and distribution channels. Th ey learned how to recruit, 

train, and retain workers to compete with the socialist mainstream economy; 

they learned how to quickly respond to shifting market conditions by develop-

ing and adapting new products and production pro cesses; and they learned how 

to secure their transactions against business risks and uncertainties. Most 

importantly, they realized that their reputation was their most important asset. 

Fair treatment of others would be reciprocated by others, whereas unfair treat-

ment, contract breach, or strategic default would not only risk ongoing busi-

ness relations with current contract partners but would potentially invite fi erce 

sanctions from others in their local business network. “Because you can only 

cheat once,” economic survival would ultimately be impossible if one acted 

against the norms of local business conduct.

Attracted by the apparent economic success of the pioneering entrepre-

neurs, followers— at fi rst, neighbors and friends, and later employees and dis-

tant observers— entered the market at an accelerating pace. Rudimentary busi-

ness norms evolved and diff used across the region. With a steadily growing 

pool of entrepreneurs following the same norms, a self- reinforcing pro cess of 

market entry of private fi rms developed, drawing in an expanding circle of 

new entrepreneurs from increasingly mainstream social backgrounds. As pri-

vate enterprise gained in legitimacy and uncertainties declined, technical and 

managerial staff   were increasingly willing to leave their jobs in state- owned 

enterprises and government for new job opportunities in the private sector.

As we have shown throughout this book, it was only after the private en-

terprise economy was an emergent social and economic force in China that 

po liti cal elites, in central and local government, began to put in place the 

legal and regulatory structures to legitimize private enterprise as an or gan i-

za tion al form and model of economic development. Only many years later 
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was legislation such as China’s fi rst “Property Rights Law” enacted, and an 

ensemble of other legal rules and institutions extended legitimacy to private 

enterprise as an or gan i za tion al form. Th is sequence—bottom- up institu-

tional change refl ected in the rise of informal norms of business practices, 

followed by changes in the formal rules to secure and consolidate the gains 

in economic per for mance already in place— turns the predictions of state- 

centered theory on their head. Contrary to the view that politicians are the 

central arbiters of institutional change, while informal norms operate merely 

as cultural fi lters, explaining survival of old behavioral patterns and thus the 

slow progress of state- crafted institutional change, our analytic narrative 

underscores the dynamical nature of institutional change as a bottom- up 

pro cess of emergence and diff usion. In this narrative, in contrast to state- 

centered theory, po liti cal actors maintained a wait- and- see position, moving 

only when economic powers had already shifted so pronouncedly that insti-

tutional adaptations could no longer be postponed.

In sum, in the years after the state’s market reforms, bottom- up institu-

tional innovations in the private sector initially enabled the development of a 

dynamic capitalist economy, and then the po liti cal elite followed up with in-

stitutional change legitimizing what already had taken place on the ground to 

enable the gains in productivity to be channeled into taxable revenue. Despite 

the rapid emergence of a dynamic private enterprise economy in coastal 

provinces, it took more than two de cades for the state to respond to the grow-

ing need for business regulation and property protection by enacting laws 

and regulations designed to secure the po liti cal and social legitimacy and legal 

rights of private businesses.

As standards of behavior based on widely shared beliefs about expected 

behavior in a given situation, norms account for why humans are capable of 

large- scale cooperation. Widespread compliance with laws depends on them: 

“Legal enforcement mechanisms  cannot function unless they are based on a 

broad consensus about the normative legitimacy of the rules— in other words, 

unless the rules are backed by social norms.” General mechanisms such as 

information sharing, mutual monitoring, and community sanctions can ac-

count for the eff ectiveness of social norms in principal– agent relations. What 

has not been well understood, however, is how social norms enable and guide 

business conduct in an institutional environment where legal and regulatory 

structures discriminate against private fi rms.
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Our analysis of the Yangzi delta region suggests that the collective action 

problem in institutional change may have been overstated. Th e rise of entre-

preneurship and corresponding business norms in the Yangzi delta region 

confi rms that a shift in social norms and in preferences may indeed become 

an in de pen dent source of institutional change. Not much is needed, in fact. 

As long as expected state sanctions in scenarios of decoupling from estab-

lished formal norms are limited and expected benefi ts suffi  ciently large, as 

modeled in Chapter 2, social problem solving and cooperation can travel a 

long way. Clearly, the rise of social norms as drivers of change can no longer 

be relegated to tribal and peasant societies, or highly specialized market 

niches with only a limited number of market players. Bottom- up institutional 

innovations followed by top- down accommodative change of formal rules by 

the state is a more common pattern than has been acknowledged in causal 

narratives.

In the Yangzi delta region, the reliance on social norms has not limited the 

geographic expansion of markets and sales. Consumer markets are far less 

localized than supplier networks, as widespread reliance on cross- provincial 

trade and development of export markets document. Private entrepreneurs 

and fi rms have emerged as fully integrated market players in the Chinese 

economy, accounting for 70 percent of the gross domestic product. Th ey are 

no longer confi ned within peripheral enclaves by local network boundaries, 

but are now the main drivers of economic growth. Th is actuality calls for the 

explicit recognition of emergent and recombinant social norms and networks 

as a source of endogenous institutional change.
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FIRM SURVEY (2006) to Be Answered by

General Manager (Owner- Manager or Professional)

(English translation from Chinese original)

Questionnaire ID:                                                

Firm name:                                                                                                               

Respondent name:                                                                                                               

Date of interview:                    Year                    Month                    Day

Industry classifi cation:                                                   

Firm address:                                                                                                                              

City:                                                                                                                                           

E-mail contact of respondent:                                                                                                   

Located in industrial development park/district? 1) Yes           2) No        

APPENDIX 1

Firm Surveys
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Interviewer name:

1) Main interviewer                                                                                                   

2) Secondary interviewer                                                                                                   

Interview length:                minutes

Interviewee agrees to be recorded? 1) Yes                  2) No               

Personal Background

A1. Gender 1) Male                  2) Female               

A2. When  were you born? Year               

A3. What is your birthplace?

               province                /city/county zip code               

A4. Under which hukou  were you born? 1) Rural           2) Urban        

A5. Did your parents ever own or operate a private business?

1) Yes                 2) No               

A6. What is the highest education level you reached?

(Please show card A 6. Single choice.)

1) Doctoral degree abroad

2) Doctoral degree at home

3) Master’s degree abroad

4) Master’s degree at home

5) Undergraduate education abroad

6) Undergraduate education at home

7) Ju nior college

8) Vocational school / high school
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 9) Ju nior high school

10) Primary school

11) No formal education

A6.1. How many years of formal schooling have you received?        

A7. Have you received any specialized professional training? (If no, go to A 8.)

1) Yes                  2) No               

A7.1. Which training did you receive? (Multiple possible.)

1) MBA

2) eMBA

3) Public administration

4) Other—please specify the most important

                                                                                                                

A8. In which year did you take up the position of general manager / CEO in 

this fi rm?               

A 8.1. How many years have you served in the position of a general manager 

/ CEO (including time served as CEO in other fi rms)?               

A 9. Are you one of the own ers of this fi rm? (If no, go to A 9.5.)

1) Yes                  2) No               

A 9.1. Are you the biggest shareholder of the fi rm?

1) Yes                  2) No               

A 9.2. Are you a found er of the fi rm? (If no, go to A 10.)

1) Yes                  2) No               

A 9.3 Is this the fi rst fi rm you have founded? (If yes, go to A 10.)

1) Yes                  2) No               
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A 9.4. How many fi rms did you start before?                            

(Go to A 10 after respondent answers.)

A 9.5.  Were you hired by the own ers?

1) Yes                  2) No               

A 9.6. When was the fi rst CEO recruited, to the best of your knowledge?

Year               

A 10. Does your contract include per for mance incentives?

1) Yes                  2) No               

A 11. Where did you work right before serving as CEO of this fi rm?

(Interviewer show card A 11. Single choice.)

1) State- owned enterprise, same industry

2) State- owned enterprise, diff erent industry

3) Nonstate fi rm, same industry

4) Nonstate fi rm, diff erent industry

5) Research institution

6) Higher education institution

7) Government offi  ce

8) Other (please specify)               

A 11.1. Have you ever worked as the manager of a state- owned 

enterprise?

1) Yes                  2) No               

A 12. Did you yourself ever have a cadre position in government offi  ce?

(If no, go to A 13.)

1) Yes                  2) No               

A 12.1. Please indicate at which government level you have worked.

(Single choice.)

1) Provincial/ministerial

2) Bureau/municipal
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3) County/division

4) Township/department

A 13. Do any of your relatives have a cadre position in government offi  ce?

(If no, go to A 14.)

1) Yes                  2) No               

A 13.1. Please indicate the highest cadre rank of your relatives. (Single choice.)

1) Provincial/ministerial

2) Bureau

3) Division

4) Departments

A 13.2. At which administrative level does that relative hold a cadre position?

1) Provincial/ministerial

2) Bureau/municipal

3) County/division

4) Township/department

A 14. In a typical week, how much time do you spend on the following 

activities?

1) Reading a domestic newspaper         hours           minutes

2) Reading an international newspaper         hours           minutes

3) Reading Chinese business books         hours           minutes

4) Reading foreign business books         hours           minutes

5) On the Internet         hours           minutes

6) Watching the business news on the TV         hours           minutes

A 15. In a typical month, how much time (in hours) do you spend on events, 

conferences,  etc. or ga nized by professional/occupational groups or other 

business associations where you meet other entrepreneurs and managers?

               hours

A 16. Are you a Chinese Communist Party member? (If no, go to A 17.)

1) Yes                  2) No               
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A 16.1. In which year did you join the party?               

A 16.2. What is your current position in the party? (Interviewer:

Don’t read the choices. Circle the corresponding answer directly after the inquiry.)

 1) Party Committee Secretary

 2) Party Committee Deputy Secretary

 3) Party Committee Member

 4) General Party Branch Secretary

 5) General Party Branch Deputy Secretary

 6) General Party Branch Committee Member

 7) Party Branch Secretary

 8) Party Branch Deputy Secretary

 9) Party Branch Committee Member

10) Regular Party Member

A 16.3. Have you previously held a position in the party? (Interviewer:

Don’t read the choices. Circle the corresponding answer directly after the inquiry.)

 1) Party Committee Secretary

 2) Party Committee Deputy Secretary

 3) Party Committee Member

 4) General Party Branch Secretary

 5) General Party Branch Deputy Secretary

 6) General Party Branch Committee Member

 7) Party Branch Secretary

 8) Party Branch Deputy Secretary

 9) Party Branch Committee Member

10) Regular Party Member
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A 17. Now I want to ask you how much you trust diff erent types of people. 

On a scale of 1 to 5, where 1 means very distrustful and 5 means very 

trustful, how much do you trust the people in these categories?

(Show card A 17.)

Shop keep er

Teachers

Local government offi  cials

Banking staff 

Central government offi  cials

Strangers

Your own suppliers

Police

Your own customers

Judges and staff  of courts

Entrepreneurs/businessmen
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B 1. In which year was the fi rm registered as a private fi rm?               

B 2. Did the fi rm exist before it registered as a private fi rm?

(If no, go to B3.)

1) Yes                  2) No               

B 2.1. In which own ership form did the fi rm exist before?

(Interviewer, show card B 2.1. Single choice.)

1) State- owned enterprise

2) Urban collective- owned enterprise

3) Rural collective- owned enterprise

4) Private fi rm

5) Other (please specify)               

B 3. In the year the fi rm was registered as a private enterprise, how many 

investors  were there?                persons

B 4. What was the total number of full- time paid employees when the fi rm 

started?                persons

B 5. What  were the annual sales in the year the fi rm started?

               10,000 Yuan

B 6. Under which legal status was the private fi rm founded?

(Interviewer, show card B 6. Single choice.)

1) Sole own ership enterprise

2) Joint own ership enterprise

3) Limited liability corporation

4) Shareholding corporation Ltd.

5) Subsidiary/division of a domestic enterprise

6) Other (please specify)               
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B 7. Has there been a change in legal status since founding of the 

private fi rm?

(If no, go to B 8.)

1) Yes                  2) No               

B 7.1. How many legal changes did the fi rm have since the founding as a 

private fi rm?                times

B 7.2. In which year did the last legal change take place?               

B 7.3. Which legal status does the fi rm currently have?

(Interviewer, show card B 7.3. Single choice.)

1) Sole- ownership enterprise

2) Joint- ownership enterprise

3) Limited liability corporation

4) Shareholding corporation Ltd.

5) Subsidiary/division of a domestic enterprise

6) Other (please specify)               

B 8. Is your fi rm listed on a stock market (domestic or international)?

1) Yes                  2) No               

Governance

C 1. Do any of the shareholders of the fi rm also hold management positions 

in the fi rm? (If no, go to C 2.)

1) Yes                  2) No               

C 1.1. How many shareholders hold such positions?               

C 1.2. What percentage of shares are held by those shareholders in the 

management positions?                %
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C 2. Do you have shareholder meetings in your fi rm? (If no, go to C 3.)

1) Yes                  2) No               

C 2.1. How many shareholder meetings are held per year?               

C 3. Do you have a board of directors in your fi rm? (If no, go to C 4.)

1) Yes                  2) No               

C 3.1. How many members does the board of directors have?               

C 3.2. Does the board of directors have in de pen dent members?

(If no, go to C 3.4.)

1) Yes                  2) No               

C 3.3. How many in de pen dent directors does the board have?               

C 3.4. Are there retired executives on the board? 1) Yes      _    2) No       _  

C 3.5. How often does the board of directors meet every year?                times

C 3.6. Are you also the chairman of the board? 1) Yes      _    2) No      __ 

C 3.7. How many directors also hold own ership shares in other fi rms you are 

doing business with?                persons

C 3.8. How many directors hold parallel offi  cial positions (board members, 

board of trustees, management positions,  etc.) in other fi rms you are doing 

business with?                persons

C 4. Do you have a board of trustees in your fi rm?

1) Yes                  2) No               

C 5. Since the founding of the fi rm as a private fi rm, has there been any 

change in the position of the CEO? (If no, go to C 6.)

1) Yes                  2) No               
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C 5.1. How many CEOs have served this fi rm (including the current 

CEO)?               

C 6. Who exerts the major decision- making power in the following decision 

types?

(Interviewer, show card C6. Single choice. If the specifi c activity has not 

occurred in the fi rm, write NA.)

Decision Types CEO
Largest 

shareholder
Shareholder 

meeting
Board of 
directors

Division 
manager

Other 
(please 
specify)

Labor issues 
(hiring/fi ring)

Investment

R&D development

New subsidiaries

Internal or gan i za tion al 
reforms/restructuring

Daily operational 
decisions 
(price, sales, supply)

Merger/acquisition

Supplier Relations

D 1. In 2005, what percent of material inputs and supplies for your fi rm 

(including all subsidiaries)  were

Purchased from domestic sources

Purchased through imports

Total 100%

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:41



276 Appendix 1

D 2. What is the own ership type of your largest supplier?

1) State- owned enterprise

2) Collective- owned enterprise

3) Private- owned fi rm

4) Foreign (wholly owned) enterprise

5) Joint venture enterprise

6) Cooperation enterprise

7) Other (specify)

D 3. Please provide information on your most important input:

Name of the input Total number of suppliers 
you use for this input

D 4. Th inking about your main supplier for your main input (listed above), 

may we ask some questions concerning this relationship?

Was the supplier 
introduced to you 
through family, 
relatives, friends, 
or acquaintances? 
(If yes, write “1”; 

if no, write “2”)

How long 
(number of years) 
has your 
relationship 
with the supplier 
existed? 

Do you buy 
on credit? 
(If yes, write “1”; 

if no, write “2”)

If you buy on 
credit, number 
of days before 
supplier will 
urge you to pay

D 5. On a 7- point scale (from very little to very much), please circle the 

number best describing the extent to which your fi rm has utilized guanxi 

connections with suppliers.

1—2—3—4—5—6—7
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D 6. Where are your company’s important suppliers located? Please give the 

percentage for the following locations:

1) Within the same locality as your company         %

2) Within the same region as your company         %

3) Within China but not within the same province         %

4) Overseas (including Hong Kong, Macau, and Taiwan)         %

D 7. Do relatives of the own ers of your company own any of the 

suppliers of your company’s production materials?

1) Yes                  2) No               

D 8. Have you had disputes with suppliers, such as a delay, suspension of 

payment, return shipment, or cancellation of future shipments over the last 

two years?

(If no, go to D 9.)

1) Yes                  2) No               

D 8.1. If yes, how many disputes?               

D 8.2. How does your fi rm generally handle disputes with your suppliers?

(Show card D 8.2. Single choice.)

1) Ignore

2) Try your best to negotiate, and work it out between you two

3)  Bring the matter to local government or administrative 

authorities

4) Go to court / fi le a lawsuit

5) Utilize personal connections to resolve

6) Other means (please specify)               

D 8.3. How many disputes did you resolve through court over the 

last two years?
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D 9. If one of your suppliers deceives another fi rm, would you fi nd out?

1) Yes                  2) No               

D 10. What percentage of your total supply volume (value) is based on 

written contracts with your suppliers?                %

D 11. What would you base your decision on, before choosing a new supplier 

of a crucial input material? 

(Interviewer, show card D 11. Single choice.)

1) Just rely on my own experience

2) Good reputation according to long- term business partner

3)  Good reputation according to information from business 

administration

4) Good reputation according to information from friends and family

5) Th e quality, price, and the supply time of the product.

6) Other (please specify)               

Customer Relations

E 1. What is the major market for your main product?

1) Your city

2) Your province

3) China

4) Overseas (export)

E 2. Approximately what percentage of your fi rm’s domestic sales in 2005 

were to each of the following?

1) Th e government         %

2) State- owned enterprise         %

3) Multinationals located in China         %

4) Your parent company or affi  liated subsidiaries         %

5) Large domestic private fi rms (those with 300+ workers)         %

6) Small private fi rms or individuals         %

7) Other (please specify)         %
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E 3. Do you socialize with customers in order to secure a major contract?

(If no, go to E 4.)

1) Yes                  2) No              

E 3.1. What percentage of the contract value would you usually spend on 

banquets, gifts, travel costs,  etc.?               %

E 4. What percentage of your sales volume is from return customers?

               %

E 5. How many of your customers do you know in person (such that you 

would recognize them on the street and stop for a chat)? (Give proportion.)

              %

E 6. On a 7- point scale (from very little to very much), please give us the 

number best describing the extent to which your fi rm has utilized guanxi 

connections with buyers.

1—2—3—4—5—6—7

E 7. On average, how long has your fi rm done business with customers in 

your main business line?

1) Less than 1 year

2) 1 year or more, but less than 2 years

3) 2 years or more, but less than 3 years

4) 3 years or more, but less than 4 years

5) 4 or more years

E 8. Mea sured by sales, where are the purchasers of the products in your 

main business line located? (Give proportion)

1) Within the same locality as your company         %

2) Within the same province or municipality as your company         %

3) Within China but not within the same province         %

4) Overseas (including Hong Kong, Macau, and Taiwan)         %
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E 9. Did you have business disputes with customers over the last two years?

(If no, go to E 10.)

1) Yes                  2) No               

E 9.1. If yes, how many disputes?               

E 9.2. How does your fi rm generally handle disputes with your customers?

(Show card D 8.2. Single choice.)

1) Ignore

2) Try your best to negotiate, and work it out between you two

3) Bring the matter to local government or administrative authorities

4) Go to court / fi le a lawsuit

5) Utilize personal connections to resolve

6) Other means (please specify)               

E 9.3. How many disputes did you resolve through court over the last two years?

              

E 10. What percentage of your total sales volume (value) is based on written 

contracts with your customers?              %

E 11. Did your fi rm fi nd the fi rst customer through social contacts?

(If no, go to E 12.)

1) Yes                  2) No               

E 11.1. If your fi rm found the fi rst customer through networks, please 

specify the nature of the connection.

(Multiple possible.)

1) Family and relatives

2) Friend

3) Acquaintance

E 12. Did the fi rm fi nd its currently most important (largest sales) customer 

through social networks?

(If no, go to E 13.)

1) Yes                  2) No               
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E 12.1. If so, please specify the nature of the connection.

(Multiple possible.)

1) Family and relatives

2) Friend

3) Acquaintance

E 13. Now I want to ask you some questions on strategic orientation. On a 

scale of 1 to 7 (where 1 = strongly disagree and 7 = strongly agree), how would 

you rank your fi rm?

In making strategic decisions, we constantly seek to 
introduce new brands or new products in the market.

1— 2—3—4—5—6—7

In making strategic decisions, we quickly respond 
to signals of market opportunities.

1— 2—3—4—5—6—7

We search for big market opportunities and favor 
large bold decisions despite the uncertainty of their 
outcome.

1— 2—3—4—5—6—7

E 14. Rank the following aspects of sales strategy according to importance 

for your fi rm (1 = least important, 7 = most important). (Interviewer, show 

card E14. First read all options, and then let the respondent answer. Note: Except 

for the value 0, the same rank for more than one item is not allowed, and every 

item has to be ranked.)

Ranking 0, 1– 7

Low price

High product quality

Fast delivery

Providing seller’s credit

Sales location

Reputation

After- sales support
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E 15. Or gan i za tion al per for mance

1) Sales growth rate in 2005:              

1) < 5%

2) 5 < 10%

3) 10 < 15%

4) 15 < 20%

5) 20 < 30%

6) 30 < 50%

7) > 50%

2) Net profi t growth rate in 2005:              

1)  < 5%

2) 5 < 10%

3) 10 < 15%

4) 15 < 20%

5) 20 < 30%

6) 30 < 50%

7) > 50%

E 16. Th inking back to the founding stage of your fi rm, rank the following 

aspects of sales strategy according to importance for your fi rm (1 = least 

important, 7 = most important). (Interviewer, show card E14. First read all 

options, and then let the respondent answer. Note: Except for the value 0, the same 

rank for more than one item is not allowed, and every item has to be ranked.)

Ranking 0, 1– 7

Low price

High product quality

Fast delivery

Providing seller’s credit

Sales location

Reputation

After- sales support
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Labor

F 1. What proportion of your total staff  is in each of these categories?

Management 
staff 

Technical 
staff 

Unskilled 
labor Other Total

100%

F 2. Which channels do you use on average to hire labor in these categories? 

(Give percentage of total within the last three years.)

Management 
staff 

Technical 
staff 

Unskilled 
labor

Market

Th rough family or relatives

Th rough friends

Th rough acquaintances

From previous enterprise 
before transformation of 
own ership

Other (please specify)

Total 100% 100% 100%

F 3. Provide information on the contract types you use. (Give percentage of total.)

Management 
staff 

Technical 
staff 

Unskilled 
labor

1- year contract

2- year contract

3- year contract

5- year contract

Other (please specify)

Total 100% 100% 100%
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F 4. What was your average labor turnover per annum over the last 

three years (number of employees who left + number of newly hired 

employees)?

Management staff 

Technical staff 

Unskilled labor

Innovation

G 1. Has your fi rm (including all subsidiaries) undertaken the following 

initiatives in the last two years?

Undertaken?

Yes No

Introduced a new product

Upgraded an existing product line

Discontinued at least one product (not production) line

Agreed to a new joint venture with a foreign partner

Obtained a new licensing agreement

Outsourced a major production activity

New production pro cess improvements

New management techniques

New quality controls in production

G 2. Does your fi rm conduct its own R&D activities / have an R&D 

department?

(If no, go to G 3.)

1) Yes                  2) No               
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G 2.1. What is your fi rm’s annual bud get for R&D activities?

               ¥10,000

G 3. Does your fi rm hold any patents (for products or technology)?

1) Yes                  2) No               

G 4. Please evaluate your fi rm’s technological and managerial strengths, 

using a 5- point scale, from lowest 20% to top 20% in the industry:

To the best of your knowledge, how does your fi rm compare to close (direct) 

competitors in your industry with respect to technological skills and abilities?

                          

To the best of your knowledge, how does your fi rm compare to close (direct) 

competitors in your industry with respect to managerial and or gan i za tion al 

skills?

                          

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:41



INSTITUTIONAL ENVIRONMENT

Government Connections

H 1. Has your fi rm received any of the following forms of formal or informal 

assistance (Check ¸ yes or no) from a national, regional, or local government 

agency or government offi  cial who assisted you to?

Yes No

Obtain bank loans

Identify foreign investors

Locate foreign technology to license

Identify potential foreign clients

Identify potential foreign customers

Identify domestic clients

Get land use rights

Obtain discounts for renting buildings, machinery,  etc.

Other (please specify)               

H 2. Do or did you have a government position?

(If no, go to H 3.)

1) Yes                  2) No               

H 2.1. What level of government position do or did you hold?

(Check ¸ the corresponding answer.)

Rank Now Earlier

Provincial/ministerial level or higher

Bureau level

Division level

Department level or lower
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H 3. Are you currently a member of the following organizations? At which 

level? (Please check ¸ the corresponding level and then provide details.)

Level

Yes No
Town and 

village County Municipal Provincial Central
State exact 

position

People’s Congress

CPPCC

All- Commerce 
Association

Association of 
private entrepreneurs

Other 
(please specify)

H 4.  Were you previously a member of the following organizations? At 

which level? (Please check ¸ the corresponding level and then provide details.)

Level

Yes No
Town and 

village County Municipal Provincial Central
State exact 

position

People’s Congress

CPPCC

All- Commerce 
Association

Association of 
private entrepreneurs

Other 
(please specify)

H 5. Do or did any shareholders other than yourself (if you hold any shares) 

have a government position?

(If no, go to H 6.)

1) Yes                  2) No               
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H 5.1. If yes, indicate the highest cadre rank.

(Check ¸ the corresponding answer. Single choice for each column.)

Rank Now Earlier

Provincial/ministerial level or higher

Bureau level

Division level

Department level or lower

H 6. Is there a CCP or ga ni za tion within your fi rm?

(If no, go to H 7.)

1) Yes                  2) No               

H 6.1. Assess the infl uence of the party committee on the following decisions.

(Check ¸ the corresponding answer. Single choice for each row.)

No infl uence Moderate infl uence Strong infl uence

Labor issues

Investment

Production

H 7. Do you regularly fund the party’s activities?

(If no, go to H 8.)

1) Yes                  2) No               

H 7.1. What is the annual sum you expect to set aside for such funding?

               ¥10,000

H 8. Does the fi rm have a labor  union?

(If no, go to H 9.)

1) Yes                  2) No               
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H 8.1. Assess the infl uence of the  union on the following decisions.

(Check ¸ the corresponding answer. Single choice for each row.)

No infl uence Moderate infl uence Strong infl uence

Labor issues

Investment

Production

H 9. Does your fi rm have any consulting contracts with external experts, 

who advise the management and board on important fi rm decisions?

(If no, go to H 10.)

1) Yes                  2) No               

H 9.1. Indicate the professional background of the contract holders.

(Multiple possible.)

1) Research institutes / institutions of higher education

2) Government decision makers and administration offi  ce

3) Business sector

4) Other (please specify)

H 10. Is your fi rm occasionally asked by government agencies and local 

administration to provide information on economic and social development?

1) Yes                  2) No               

H 11. Does your fi rm or ga nize social events (e.g., banquets, festivals, or short 

holidays) to celebrate company anniversaries or major Chinese holidays, such 

as spring festival?

(If no, go to H 12.)

1) Yes                  2) No               

H 11.1. Please indicate what guests typically attend these events.

(Multiple possible.)

1) Employees

2) Clients
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3) Suppliers

4) Shareholders

5) Local offi  cials

6) Local bureaucrats

7) Others (specify)

H 12. On a 7- point scale,  where 1 = very little and 7 = very much, please 

circle the number best describing the extent to which you and your fi rm have 

utilized guanxi connections with diff erent government authorities.

With various levels of po liti cal government 1— 2—3—4—5—6—7

With industrial authorities 1— 2—3—4—5—6—7

With other government authorities, such as 
taxation bureaus, banks, industrial and commercial 
administrative bureaus, and the like

1— 2—3—4—5—6—7

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:41



Appendix 1 291

Bureaucracy

I 1. How many times in the last year was your fi rm inspected or  were you 

(or your staff ) required to have mandatory meetings with offi  cials of each of 

the following agencies in the context of regulation of your business? What 

fi nes were imposed on your fi rm or what was the value of goods that  were 

sealed up (in ¥10,000)?

Number of 
inspections

Number of 
meetings

Fines 
imposed

Tax inspection

Labor and social security

Fire and building safety

Environmental protection

Other (please specify)

Total

I 2. Do government agencies or offi  cials become involved in the following types 

of decisions by your fi rm?

Yes No

Investment decisions

Employment/layoff  decisions

Sales

Pricing

Merger and acquisition

Dividends

Location of a subsidiary

Wages

Other (please specify)
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Or ga ni za tion

J 1. Does your fi rm development follow any or gan i za tion al blueprint?

(If no, go to J 2.)

1) Yes                  2) No               

J 1.1. Where do you look to develop the or gan i za tion al blueprint?

(Interviewer, show card J 1.1. Multiple choices possible.)

 1) Own ers’/found ers’ ideas

 2) Professional management staff 

 3) Firm management educational and training programs

 4) Self- study/books

 5) Mimicking successful national fi rms

 6) Mimicking successful international fi rms

 7) Learning from own failures

 8) Learning from failures of other fi rms

 9) Professional con sul tants

10) Others

J 2. Please tell us about the formalization degree of your company or ga ni za tion.

Regulations 
within the fi rm 
Check ¸ if yes

Decision maker(s) 
Please write down 

their positions

Year of 
implemen tation or 
institution alization

Formal, written or gan i za tion al rules

Formal, written job descriptions

Formal, written per for mance 
assessments

Formal, written pay scale

Formal, written promotion procedures

External fi nancial auditing of books

International certifi cation (including 
ISO 9000, 9001, 9002, 9003, or 9004)
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J 3. Please tell us about your fi rm’s major internal or gan i za tion al changes 

during the last 5 years.

Type of change
Check ¸ 

if yes

Year of the 
change

Change in business mission

Division/department restructuring

Implementation of new technology

Mergers

Major collaborations

Adjustments in fi rm scale

Outsourcing

New management programs such as total quality 
management, re- engineering

Other (please specify)

J 4. In general, for how many years do you try to plan in advance in terms of 

strategic/or gan i za tion al development of your fi rm?

(Single choice.)

1) No development plan

2) 1- month to 4- month plan

3) 4- month to 1- year plan

4) 1- year to 3- year plan

5) 5- year or longer

J 5. What was the initial business strategy when your fi rm was founded?

(Single choice.)

1) Creating new products for new potential markets

2) Improving upon products to sustain current market shares

3) Marketing and distribution of products

4)  Combining innovation and enhancement in market 

competitiveness

5) Lowering production costs
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J 6. Does your fi rm have the same business strategy today?

(If yes, go to J 7.)

1) Yes                  2) No               

J 6.1. When was the initial strategy changed? Year               

J 6.2. What is the current business strategy of your fi rm?

(Single choice.)

1) Creating new products for new potential markets

2) Improving upon products to sustain current market shares

3) Marketing and distribution of products

4) Combining innovation and enhancement in market competitiveness

5) Lowering production costs

J 7. What was the initial employment model of the fi rm?

(Interviewer, show card J 7. Single choice.)

1) Trying to minimize employees’ wage costs

2)  Maintaining a long- term friendly relationship through a two- way 

commitment with employees

3) Attracting the very best talents in the industry

4) Cooperative team building

J 8. Does your fi rm have the same employment model today?

(If yes, go to J 9.)

1) Yes                  2) No               

J 8.1. In what year did you change your initial model? Year               

J 8.2. What is your current employment model?

(Interviewer, show card J 7. Single choice.)

1) Trying to minimize employees’ wage costs

2)  Maintaining a long- term friendly relationship through a two- way 

commitment with employees

3) Attracting the very best talents in the industry

4) Cooperative team building
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J 9. Currently, how important are the following items for your fi rm to attract 

managerial and technical talents?

(Please check ¸ the corresponding answer. Single choice for each row.)

Not important Important Most important

Salary & benefi ts

Attractive work

Social relations at work

J 10. Currently, how important are the following items for your fi rm in 

selecting managerial and technical talents?

(Please check ¸ the corresponding answer. Single choice for each row.)

Not important Important Most important

Skills

Potentials

Fit with the or ga ni za tion’s culture

Social ties to management

J 11. Currently, how important are the following items for your fi rm in 

coordinating managerial and technical talents?

(Please check ¸ the corresponding answer. Single choice for each row.)

Not important Important Most important

Direct supervision

Peer control

Firm regulations and rules

J 12. On a 7- point scale, where 1 = very little and 7 = very much, please circle 

the number best describing the extent to which your fi rm has utilized guanxi 

connections with competitors.

1— 2—3—4—5—6—7
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Social Status of Entrepreneurs

K 1. Imagine social status like a ladder on a scale from 1 to 10, with 1 the 

lowest and 10 the highest. Where do you think private entrepreneurs would 

be ranked by ordinary people?

(Show card K 1. Single choice.)

Rank               

K 2. Where would you think your fi rm ranks within your own industry?

Rank               

K 3. What is the annual income you receive from this company (including 

fi rm dividends and bonuses)? Please check ¸ the appropriate category.

(Interviewer, show card K 3. Single choice.)

1) Less than ¥100,000

2) ¥100,000 < ¥250,000

3) ¥250,000 < ¥500,000

4) ¥500,000 < ¥750,000

5) ¥750,000 < ¥1,000,000

6) ¥1,000,000 < ¥1,500,000

7) ¥1,500,000 < ¥2,000,000

8) More than ¥2,000,000

L 1. Th anks very much for your time in participating in our survey! Before 

we fi nish, we have one more question. If professors from our research team 

would like to interview you within the year, would you participate?

(Please write down the reaction of the respondent.)

1) Will 2) Will not 3) We will see.

(Please record the CEO interview time length on the fi rst page. Start the clock 

again for the CFO interview.)
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FIRM SURVEY to Be Answered by Chief Financial Offi cer

Questionnaire ID:                                                

Firm name:                                                                                                               

Respondent name:                                                                                                               

Date of interview: Year                Month                Day               

Industry classifi cation:                                                   

Firm address:                                                                                                                              

City:                                                                                                                                           

E-mail contact of respondent:                                                                                                   

Located in industrial development park/district? 1) Yes           2) No        

Interviewer name:

1) Main interviewer                                                                                                   

2) Secondary interviewer                                                                                                   

Interview length:                minutes

Interviewee agrees to be recorded? 1) Yes                  2) No               
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Financial Information

A 1. Please provide this information for your fi rm for the following three 

fi scal years.

(If the fi rm has not been established for all three years, please write NA for the 

years before the founding of the fi rm. Th e same rule applies hereafter.)

2005 2004 2003

Value of your total assets (in ¥10,000)

A 2. What was the founding registered capital of this fi rm?

               ¥10,000

B 1. What was the average number of total employees (including contractual 

employees) in your fi rm for the following three years?

2005 2004 2003

Average number of employees

B 2. What percentage of your employees are college graduates?                %

B 3. Please provide the following information for your fi rm (in ¥10,000) for 

these three years.

(If a fi rm does not contribute to these funds, please record “0.”)

2005 2004 2003

Total annual wages

Retirement pension fund

Health insurance

Unemployment insurance

Employee general insurance

Other insurance
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C 1. Please provide the total sales and exports information (in ¥10,000) for 

the fi rm for the following three years.

(Enter “0” if a fi rm did not export in a specifi c year. Enter NA if the fi rm was 

founded later.)

2005 2004 2003

Value of total sales (products and ser vices, 
including exports)

Value of total exports (products and ser vices, 
including sales to export agencies)

D 1. Please report the total production costs for your fi rm for the following three 

years, as either a percentage of total sales or the actual fi gure (in ¥10,000).

2005 2004 2003

Total costs of production

Check ¸ one of the following:

               Reported as % of sales

               Reported as fi gures

E 1. Please report the value of new investments in fi xed assets made by the 

fi rm in the following three years. Report actual fi gure (in ¥10,000). Where 

investments  were not made, please enter “0.”

2005 2004 2003

Total new investments in fi xed assets

E 2. What is the average depreciation time (in years) of your new investments 

in fi xed assets?                years

F 1. Please estimate the total annual amount (in ¥10,000) of travel and 

entertainment costs of this fi rm for the following three years.

2005 2004 2003

Total travel and entertainment costs
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Firm Structure

G 1. How many subsidiaries (branch factories, sales, or ser vice outlets) does 

your fi rm have in China?               

G 2. Does your fi rm belong to a business group?

(If no, go to H 1.)

1) Yes                  2) No               

G 2.1. Please name the business group.                             

G 2.2. What percentage of your sales are from business with other fi rms in 

the same business group?                %

G 2.3. What percentage of supplies come from other fi rms in the same 

business group?                %
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Own ership

H 1. What percentage of your fi rm’s shares are owned by each of the following 

categories?

Percentage of shares (%)

Se nior management or their family members

Other domestic individuals

Domestic institutional investors

Domestic state- owned fi rm

Domestic private fi rm

Domestic collective fi rm

Domestic banks

Foreign individuals

Foreign institutional investors

Foreign fi rms

Foreign banks

National/central government

Provincial government

Municipal/county government

Other government, including cooperatives and collectives

Total 100%

H 2. What percentage of shares does your largest shareholder hold?

               %

H 3. If any, what is the percentage of shares held by overseas Chinese, 

including Hong Kong, Macau, and Taiwan investors? 

(Enter 0 if there is none.)

               %
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H 4. Has the company changed the own ership structure since 2003?

(If no, go to I 1.)

1) Yes                  2) No               

H 4.1. In what year did your fi rm’s own ership structure change to the 

current one?

1) 2003

2) 2004

3) 2005

4) 2006

H 4.2. What percentage of your fi rm’s shares were owned by each of the 

following categories before this change?

Percentage of shares (%)

Se nior management or their family members

Other domestic individuals

Domestic institutional investors

Domestic state- owned fi rm

Domestic private fi rm

Domestic collective fi rm

Domestic banks

Foreign individuals

Foreign institutional investors

Foreign fi rms

Foreign banks

National/central government

Provincial government

Municipal/county government

Other government, including cooperatives and collectives

Total 100%
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Firm Per for mance

I 1. What  were your company’s profi ts (in ¥10,000) during the last three 

years?

2005 2004 2003

After- tax profi ts

Earnings before interest payments and taxes

J 1. Including all subsidiaries, what were your company’s total liabilities 

during the last three years?

2005 2004 2003

Total liabilities (in ¥10,000)

Competition / Market Position

K 1. How much money would it take to establish a new fi rm exactly like 

your current fi rm?                ¥10,000

Tax

L 1. How much tax did you pay in the following fi scal years?

2005 2004 2003

Total tax (in ¥10,000)

L 2. Does your fi rm benefi t from any tax exemption programs?

1) Yes                  2) No               
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Finance

M 1. For the year 2005 and the founding year, what percentage of total 

capital was externally fi nanced?

(If “0,” skip M 2.)

2005 Founding year

Proportion of external fi nance

M 2. For these years, please identify the proportion of sources of your 

external fi nance.

2005 Founding year

Domestic commercial bank

Foreign- owned commercial bank

Investment funds / state subsidy

Trade exportation tax reimbursement

Loans from family and relatives

Loans from friends

Loans from business partners

Other informal sources (e.g., money lenders, 
informal bank, pawn shop)

Others

Total 100% 100%

M 2.1. What was the total amount of external fi nance in 2005?

               ¥10,000

M 3. Are you using supplier credit (i.e., accounts payable) to purchase 

your inputs?

(If no, go to M 3.2.)

1) Yes                  2) No               
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M 3.1. What percentage of your fi rm’s inputs are purchased on credit?         %

M 3.2. Is it off ered to you by your suppliers? 1) Yes           2) No        

Payment Conditions / Customer Credit

N 1. On average, what percentage of your monthly sales are

1) paid before delivery                %

2) paid at delivery                %

3) sold on credit                %

Total 100 %

(Please go back to record the CFO interview time length.)
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FIRM SURVEY (2009) to Be Answered by General Manager 

(Owner- Manager or Professional)

(English translation from Chinese original)

Questionnaire ID:                                                

Firm name:                                                                                                               

Respondent name:                                                                                                               

Date of interview: Year                Month                Day               

Industry classifi cation:                                                   

Firm address:                                                                                                                              

City:                                                                                                                                           

Th e fi rm is located in (circle):

1) City

2) County

3) Town

4) Village

E-mail contact of respondent:                                                                                                   

Located in industrial development park/district? 1) Yes           2) No        

Interviewer name:

1) Main interviewer                                                                                                   

2) Secondary interviewer                                                                                                   

Interview length:                minutes

Interviewee agrees to be recorded? 1) Yes                  2) No               
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Personal Background

A. Have you personally been interviewed already in the fi rst wave 

of this survey?

(If yes, proceed with A 6.)

1) Yes                 2) No               

A1. Gender

1) Male                  2) Female               

A2. When  were you born? Year               

A3. What is your birthplace?

               province                city/county zip code               

A4. Under which hukou  were you born? 1) Rural           2) Urban        

A5. Did your parents ever own or operate a private business?

1) Yes                 2) No               

A8. In which year did you take up the position of general manager / CEO in 

this fi rm?                

A 11.1. Have you ever worked as the manager of a state- owned enterprise?

1) Yes                  2) No               

A 12. Did you yourself ever have a cadre position in government offi  ce?

(If no, go to A 6.)

1) Yes                  2) No               
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A 12.1. Please indicate at which government level you have worked.

(Single choice.)

1) Provincial/ministerial

2) Bureau/municipal

3) County/division

4) Township/department

A 6. What is the highest education level you reached?

(Please show card A 6. Single choice.)

 0) No formal education

 1) Primary school

 2) Ju nior high school

 3) Vocational school / high school

 4) Ju nior college

 5) Undergraduate education at home

 6) Undergraduate education abroad

 7) Master’s degree at home

 8) Master’s degree abroad

 9) Doctoral degree at home

10) Doctoral degree abroad

A 6.1. How many years of formal schooling have you received?         

A 7. Have you received any specialized professional training?

(If no, go to A 9.)

1) Yes                  2) No               

A 7.1. Which training did you receive?

(Multiple choices possible.)

1) MBA

2) eMBA

3) Public administration

4)  Other—please specify the most important 
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A 9. Are you today one of the own ers of this fi rm?

(If no, go to A 9.5.)

1) Yes                  2) No               

A 9.1. Are you the biggest shareholder of the fi rm?

1) Yes                  2) No               

A 9.1.1. What percentage of shares do you own?                %

A 9.1.2. Of your total personal wealth, what percentage can be attributed to 

the value of your part of this fi rm?                %

A 9.2. Are you a found er of the fi rm?

(If no, go to A 11.)

1) Yes                  2) No               

A 9.2.1. What was the most important reason that you fi rst started this fi rm?

(Single choice. Show card.)

1) Was in bad with the leader of previous or ga ni za tion

2) Previously my abilities were not fully utilized

3) To have more income

4)  To expand or diversify prior private fi rm operations (if you had started 

another fi rm before this one)

5) No job, unemployed

6) Job was unstable

7) Wanted to leave farm work

8) Other (please specify)

A 9.2.2. Has someone  else’s experience in founding and running a business 

motivated you to start your own business? 1) Yes           2) No        
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A 9.2.3. What  were the sources of start- up capital for this fi rm?

(Show card.)

Percent of initial 
investment

Found ers’ own money

Loans from family members

Loans from friends

Loans from acquaintances

Loans from local government

Domestic bank loan

Informal credit association (money lenders, informal bank, 
pawn shop)

Other

A 9.3. Is this the fi rst fi rm you have founded?

(If yes, go to A 11.)

1) Yes                  2) No               

A 9.4. How many fi rms did you start before?                

(Go to A 11 after respondent answers.)

A 9.5. Were you hired by the own ers? 1) Yes                  2) No               

A 9.6. When was the fi rst CEO recruited, to the best of your knowledge?

Year               
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A 13. Do any of your relatives have a cadre position in government offi  ce?

(If no, go to A 15.)

1) Yes                  2) No               

A 13.1. Please indicate the highest cadre rank of your relatives.

(Single choice.)

1) Provincial/ministerial (bu)

2) Bureau (ting/ju)

3) Division (chu)

4) Departments (ke)

A 15. In a typical month, how much time do you spend on events, confer-

ences,  etc. or ga nized by professional/occupational groups or other business 

associations where you meet other entrepreneurs and managers?

               hours

A 16. Are you today a Chinese Communist Party member?

(If no, go to A 17.)

1) Yes                  2) No               

A 16.1. In which year did you join the party?                

A 16.2. What is your current position in the party? (Interviewer: Don’t read 

the choices. Circle the corresponding answer directly after the inquiry.)

 1) Party Committee Secretary

 2) Party Committee Deputy Secretary

 3) Party Committee Member

 4) General Party Branch Secretary

 5) General Party Branch Deputy Secretary

 6) General Party Branch Committee Member

 7) Party Branch Secretary

 8) Party Branch Deputy Secretary

 9) Party Branch Committee Member

10) Regular Party Member
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A 16.3. Have you previously held a position in the party? (Interviewer: Don’t 

read the choices. Circle the corresponding answer directly after the inquiry and 

indicate period.)

 1) Party Committee Secretary         year to        

 2) Party Committee Deputy Secretary         year to        

 3) Party Committee Member         year to        

 4) General Party Branch Secretary         year to        

 5) General Party Branch Deputy Secretary         year to        

 6) General Party Branch Committee Member         year to        

 7) Party Branch Secretary         year to        

 8) Party Branch Deputy Secretary         year to        

 9) Party Branch Committee Member         year to        

10) Regular Party Member         year to        

A 17. Now I want to ask you how much you trust diff erent types of 

people. On a scale of 1 to 5, where 1 means very distrustful and 5 means 

very trustful, how much do you trust the people in these categories?

(Show card A 17.)

Shop keep er

Teachers

Local government offi  cials

Banking staff 

Central government offi  cials

Strangers

Your own suppliers

Police

Your own customers

Judges and staff  of courts

Entrepreneurs/businessmen

Your own employees
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A 20. Informal lending (Multiple choices possible.)

Assume Lao Zhang in your local business community is approached by a 

business acquaintance Lao Li to help him out with a short- term loan for an 

investment. Lao Li knows that Lao Zhang's company is doing fi ne, and 

that Lao Zhang could aff ord to lend. Knowing your local business commu-

nity, what would happen if Lao Zhang still would not grant Lao Li the 

requested loan? (Interviewer, show card. Please note: if the respondent has 

chosen option 1 and also other options, remind him/her that option 1 means 

nothing will happen and cross out option 1 and mark X on this question.)

1) Nothing will happen.

2) Lao Li would tell others about his experience.

3) Lao Li would in the future also not lend to Lao Zhang.

4)  Th ere will be a material change in the business relations between Lao 

Zhang and Lao Li (for instance less trading,  etc.).

5) Other people besides Lao Li would also treat Lao Zhang diff erently.

A 21. Helping others to start a fi rm (Multiple choices possible.)

Assume a longtime employee Lao Li wants to start his own fi rm and asks 

his employer Lao Zhang for advice and assistance. Lao Zhang was always 

content with Lao Li and appreciated Lao Li’s work. In spite of their good 

relationship, Lao Zhang refuses to assist or to support Lao Li’s decision in 

any way. Knowing your local business community, what would happen? 

(Interviewer, show card. Please note: if the respondent has chosen option 1 and also 

other options, remind him/her that option 1 means nothing will happen and cross 

out option 1 and mark X on this question.)

1) Nothing will happen.

2) Lao Li would tell others about Lao Zhang’s strict position.

3)  Lao Li would seek to hurt Lao Zhang’s business (for instance, lure 

away customers,  etc.).

4)  Th ere would be a material change in the personal relationship 

between Lao Zhang and Lao Li (no future business, information 

sharing,  etc.).

5)  Other people besides Lao Li would also treat Lao Zhang 

diff erently.

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:41



Appendix 1 317

A 22. Information on parents’ last job.

(Show card.)

Highest level of 
formal education

Occupation before 
retirement (or current job) Or ga ni za tion

1)  No formal 
education

2)  Primary school
3) Ju nior high school
4)  Vocational school 

/ high school
5) Ju nior college
6)  Undergraduate 

education
7)  Master’s degree 

and above

 1) Technical personnel
 2)  Sales / marketing 

personnel
 3) Accounting / fi nance
 4) Administrative offi  cer
 5) Enterprise director
 6) Ordinary worker
 7) Retail ser vice staff 
 8) Farmer
 9) Military personnel
10) Unemployed
11) Other

 1) Research institution
 2)  Higher education 

institution
 3)  Party / government 

or ga ni za tion
 4) State- owned enterprise
 5) Red hat fi rm
 6) Collective enterprise
 7) Private enterprise
 8) Individual business
 9)  Rural collective 

 house hold / enterprise
10)  Foreign-invested joint 

venture
11) Other

Father

Mother

INFORMATION ABOUT THE FIRM

(Interviewer, please check whether this fi rm has participated in the fi rst wave of 

this survey. If yes, proceed with B 7.

1) Yes                 2) No              

B 1. In which year was the fi rm registered as a private fi rm?                

B 2. Did the fi rm exist before it registered as a private fi rm?

(If no, go to B 3.)

1) Yes                  2) No               
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B 2.1. In which own ership form did the fi rm exist before?

(Interviewer, show card B 2.1. Single choice.)

1) State- owned enterprise

2) Urban collective- owned enterprise

3) Rural collective- owned enterprise

4) Private fi rm

5) Other (please specify)              

B 3. In the year the fi rm was registered as a private enterprise, how many 

investors  were there?                persons

B 4. What was the total number of full- time paid employees when the fi rm 

started?                persons

B 5. What  were the annual sales in the year the fi rm started?

               ¥10,000

B 6. Under which legal status was the private fi rm founded?

(Interviewer, show card B 6. Single choice.)

1) Sole own ership enterprise

2) Joint own ership enterprise

3) Limited liability corporation

4) Shareholding corporation Ltd.

5) Subsidiary/division of a domestic enterprise

6) Other (please specify)               

B 7. Has there been a change in legal status since the founding of the private fi rm?

(If no, go to B 8.)

1) Yes                  2) No               

B 7.2. In which year did the last legal change take place?               

B 7.3. Which legal status does the fi rm currently have?

(Interviewer, show card B 6. Single choice.)

1) Sole own ership enterprise

2) Joint own ership enterprise

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:41



Appendix 1 319

3) Limited liability corporation

4) Shareholding corporation Ltd.

5) Subsidiary/division of a domestic enterprise

6) Other (please specify)               

B 8. Is your fi rm listed on a stock market (domestic or international)?

1) Yes                  2) No               

B 9. Before being registered as a private fi rm, did this fi rm ever operate as a 

red hat fi rm?

1) Yes            Please indicate the period:  from year         to year        

2) No               

B 10. Assume an unexpected investment opportunity came up. Where 

would you turn to borrow money? Rank the three most likely sources. 

(Show card.)

1) Domestic commercial bank

2) Foreign- owned commercial bank

3) Investment funds / state subsidy

4) Trade exportation tax reimbursement

5) Loans from family and relatives

6) Loans from friends

7) Loans from business partners

8) Other informal sources (money lenders, informal bank, pawn shop,  etc.)

9) Other

B 11. Assume Lao Li gives Lao Zhang an informal loan to fi nance further 

investment in Lao Zhang’s company. When the repayment of the loan is 

due, Lao Zhang fails to pay the money back to Lao Li. Assume further that 

Lao Zhang refuses to repay Lao Li “in kind.” In your local business commu-

nity, what would you expect to happen? (Interviewer, show card. Please note: if 

the respondent has chosen option 1 and also other options, remind him/her that 

option 1 means nothing will happen and cross out option 1 and mark X on this 

question.)

1) Nothing will happen.

2)  Lao Li would tell others (business friends, customers, suppliers) about 

this experience.
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3)  Lao Li would try to cover his losses (for instance, by taking away 

materials or goods from Lao Zhang).

4)  Th ere will be a material change in the quality of business relations 

between Lao Li and Lao Zhang (no further business, information 

sharing,  etc.).

5)  Other people besides Lao Li would also respond to Lao Zhang’s 

behavior (for instance, no future lending, only cash transactions, or 

no more business transactions).

Governance

C 1. Do any of the shareholders of the fi rm currently also hold management 

positions in the fi rm?

(If no, go to C 2.)

1) Yes                  2) No               

C 1.1. How many shareholders currently hold such positions?

              

C 1.2. What percentage of shares are currently held by those shareholders in 

the management positions?                %

C 2. Do you have shareholder meetings in your fi rm?

1) Yes                How many such meetings are held per year?              

2) No              

C.3. Do you have a board of directors in your fi rm?

(If no, go to C 5.)

1) Yes                  2) No               

C 3.1. How many members does the board of directors have?               
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C 3.2. Does the board of directors have in de pen dent members?

1) Yes                  2) No               

C 3.6. Are you also the chairman of the board? 1) Yes           2) No        

C 3.7. How many directors also hold own ership shares in other fi rms you are 

doing business with?                persons

C 3.8. How many directors hold parallel offi  cial positions (board  members, 

board of trustees, management positions,  etc.) in other fi rms you are doing 

business with?                persons

C 5. Since the founding of the fi rm as a private fi rm, has there been any 

change in the position of the CEO? 1) Yes           2) No        

Supplier Relations

D 1. In 2008, what percentage of material inputs and supplies for your fi rm 

(including all subsidiaries)  were

Purchased from domestic sources

Purchased through imports

Total 100%

D 2. What is the own ership type of your largest supplier?

1) State- owned enterprise

2) Collective- owned enterprise

3) Private- owned fi rm

4) Foreign (wholly owned) enterprise

5) Joint venture enterprise

6) Cooperation enterprise

7) Other (please specify)
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D 3. Please provide information on your most important input.

Name of the input Total number of suppliers 
you use for this input

D 4.1. Th inking about your current main supplier for your main input (listed 

above), may we ask some questions concerning this relationship?

(Show card.)

Indicate whether 
the supplier was 
introduced to you 
through one of the 
following 
channels (single 
choice):
1) Family
2) Relatives
3) Friends
4)  Business 

acquaintances
5)  Not introduced 

through personal 
recommendation

How long 
(no. of 
years) has 
your 
relationship 
with the 
supplier 
existed?

Does this 
supplier off er 
trade credit 
to you?
1 Yes
2 No‡D 4.2

Do you buy 
on credit?
1 Yes
2 No‡

D 4.2

If you buy 
on credit, 
number of 
days before 
supplier 
will urge 
you to pay

If the 
supplier 
charges an 
interest 
rate, please 
indicate 
the rate.

What is 
the average 
number of 
days before 
supplier 
imposes 
penalties?

D 4.2. Did you have the same supplier as your main supplier for your main 

input in the founding year of the fi rm?

(If yes, skip to D 5.)

1) Yes                  2) No               
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D 4.2. About the main supplier for your main input in the founding year of 

the fi rm, may we ask some questions concerning this relationship?

(Show card.)

Indicate whether 
the supplier was 
introduced to you 
through one of the 
following channels
(single choice):
1) Family
2) Relatives
3) Friends
4)  Business 

acquaintances
5)  Not introduced 

through personal 
recommen dation

How long 
(number 
of years) 
has your 
relationship 
with the 
supplier 
existed?

Is trade 
credit off ered 
to you?
1 Yes
2 No‡D 5

Do you buy 
on credit?
1 Yes
2 No‡D 5

If you buy 
on credit, 
number of 
days before 
supplier 
will urge 
you to pay

If the 
supplier 
charges an 
interest 
rate, please 
indicate 
the rate.

What is 
the average 
number of 
days before 
supplier 
imposes 
penalties?

D 5. On a 7-point scale (from very little to very much), please circle the 

number best describing the extent to which your fi rm has utilized guanxi 

connections with suppliers.

1—2—3—4—5—6—7

D 6. Where are your company’s important suppliers located? Please give the 

percentage for the following locations:

1) Within the same locality as your company         %

2) Within the same region as your company         %

3) Within China but not within the same province         %

4) Overseas (including Hong Kong, Macau, and Taiwan)         %

D 7. Do relatives of the own ers of your company own any of the suppliers of 

your company’s production materials? 1) Yes                  2) No               

D 8. Have you had disputes with suppliers, such as a delay, suspension of 

payment, return shipment or cancellation of future shipments between 

2006 and 2008?

(If no, go to D 9.)

1) Yes                  2) No               
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D 8.1. If yes, how many disputes?               

D 8.2. How does your fi rm generally handle disputes with your suppliers? 

(Show card D 8.2. Single choice.)

1) Ignore

2) Try your best to negotiate, and work it out between you two

3) Bring the matter to local government or administrative authorities

4) Go to court / fi le a lawsuit

5) Utilize personal connections to resolve

6) Other means (please specify)               

D 8.3. How many disputes did you resolve through court between 2006 and 

2008?               

D 9. If one of your suppliers deceives another fi rm, would you fi nd out?

1) Yes                  2) No               

D 10. What percentage of your total supply volume (value) is based on 

written contracts with your suppliers?                %

D 11. What would you base your decision on, before choosing a new supplier 

of a crucial input material?

(Interviewer, show card D 11. Single choice.)

1) Just rely on my own experience

2) Good reputation according to long- term business partner

3) Good reputation according to information from business administration

4) Good reputation according to information from friends and family

5) Th e quality, price, and the supply time of the product

6) Other (please specify)               

D 12. Delivery on time (Multiple choices possible.)

Assume Lao Zhang delivers supplies to Lao Li with a substantial delay. As a 

consequence, Lao Li is losing a contract with one of his customers. Assume 

further Lao Zhang refuses to cover Lao Li’s losses. In your local business 

community, what would you expect to happen? (Interviewer, show card. Please 
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note: if the respondent has chosen option 1 and also other options, remind him/her 

that option 1 means nothing will happen and cross out option 1 and mark X on 

this question.)

1) Nothing will happen.

2)  Lao Li would tell others (business friends, customers, suppliers) about 

this experience.

3)  Lao Li would try to cover his losses in future transactions with Lao 

Zhang (for instance, by negotiating a better price on future deals,  etc.).

4)  Th ere will be a material change in the quality of business relations 

between Lao Zhang and Lao Li (no further business, information 

sharing,  etc.).

5)  Other people besides Lao Li would also respond to Lao Zhang’s 

business practice (for instance, reduce or cut business with Lao Zhang).

D 13. Maintaining quality (Multiple choices possible.)

Assume Lao Zhang has delivered (knowingly) supplies of inferior quality to 

Lao Li and refuses to fi x the problem. In your local business community, 

what would you expect to happen? (Interviewer, show card. Please note: if the 

respondent has chosen option 1 and also other options, remind him/her that option 

1 means nothing will happen and cross out option 1 and mark X on this 

question.)

1) Nothing will happen.

2)  Lao Li would tell others (business friends, customers, suppliers) about 

this experience.

3)  Lao Li would try to cover his losses in future transactions with Lao 

Zhang (for instance, by no payment on future deals,  etc.).

4)  Th ere will be a material change in the quality of business relations 

between Lao Zhang and Lao Li (no further business,  etc.).

5)  Other people besides Lao Li would also treat Lao Zhang diff erently 

(for instance, reduce or cut business with Lao Zhang ).

D 14. Timely payment (Multiple choices possible.)

Assume Lao Li has delivered goods to Lao Zhang according to the specifi ca-

tions of a contract in a timely manner, but after a reasonable period, Lao Zhang 

still has not paid for the goods. In your local business community, what would 
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you expect to happen? (Interviewer, show card. Please note: if the respondent has 

chosen option 1 and also other options, remind him/her that option 1 means nothing 

will happen and cross out option 1 and mark X on this question.)

1) Nothing will happen.

2)  Lao Li would tell others (business friends, customers, suppliers) about 

this experience.

3)  Th ere will be a material change in the quality of business relations 

between Lao Zhang and Lao Li (no further business,  etc.).

4)  Other people besides Lao Li would also treat Lao Zhang diff erently 

(for instance, reduce or cut off  business with Lao Zhang).

Customer Relations

E 1. What is the major market for your main product? (Show card.)

1) Your city

2) Your province

3) China

4) Overseas (export)

E 2. Approximately what percentage of your fi rm's domestic sales in 2008 

were to each of the following?

(Show card.)

1) Th e government                %

2) State- owned enterprise                %

3) Multinationals located in China                %

4) Your parent company or affi  liated subsidiaries                %

5) Large domestic private fi rms (those with 300+ workers)                %

6) Small private fi rms or individuals                %

7) Other (please specify)                %

E 3. Do you socialize with customers in order to secure a major contract?

1)  Yes                What percentage of the contract value would you usually 

spend on banquets, gifts, travel costs,  etc.?                %

2) No               
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E 4. What percentage of your sales are to return customers?

               %

E 5. How many of your customers do you know in person (such that you 

would recognize them on the street and stop for a chat)? (Give proportion.)

               %

E 6. On a 7-point scale (from very little to very much), please give us the 

number best describing the extent to which your fi rm currently utilizes 

guanxi connections with buyers.

              

1—2—3—4—5—6—7

E 7. On average, how long has your fi rm done business with customers in 

your main business line?

1) Less than 1 year

2) 1 year to less than 2 years

3) 2 years to less than 3 years

4) 3 years to less than 4 years

5) 4 or more years

E 8. Mea sured by sales, where are the purchasers of the products in your 

main business line located? (Give proportion.)

(Show card.)

1) Within the same locality as your company                %

2) Within the same province or municipality as your company                %

3) Within China but not within the same province                %

4) Overseas (including Hong Kong, Macau, and Taiwan)                %

E 9. Did you have business disputes with customers between 2006 and 2008?

(If no, go to E 10.)

1) Yes                  2) No               

E 9.1. If yes, how many disputes?               
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E 9.2 How does your fi rm generally handle disputes with your customers?

(Show card D 8.2. Single choice.)

1) Ignore

2) Try your best to negotiate, and work it out between you two

3) Bring the matter to local government or administrative authorities

4) Go to court / fi le a lawsuit

5) Utilize personal connections to resolve

6) Other means (please specify)               

E 9.3. How many disputes did you resolve through court between 2006 and 

2008?               

E 10. What percentage of your total sales volume (value) is based on written 

contracts with your customers?                %

� Resurvey fi rms skip E 11 and go directly to E 12.

E 11. Did your fi rm fi nd the fi rst customer through social contacts?

1) Yes                  2) No              

If so, please specify the nature of the connection. (Single choice.) 

1) Family and relatives

2) Friend

3) Acquaintance

E 12. Did the fi rm fi nd its currently most important (largest sales) customer 

through social networks?

1) Yes                 2) No              

If so, please specify the nature of the connection. (Single choice.)

1) Family and relatives

2) Friend

3) Acquaintance

E 15.1. Sales growth rate in 2008:               

E 15.2. Net profi t growth rate in 2008:               
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E 17. Assume that two persons, Lao Zhang and Lao Li, have maintained a 

trusting business relationship over the years. Suddenly, Lao Li actively tries 

to lure away clients of Lao Zhang. In your local business community, what 

consequences would you expect?

(Interviewer, show card. Multiple choices possible. Please note: if the respondent 

has chosen option 1 and also other options, remind him/her that option 1 means 

nothing will happen and cross out option 1 and mark X on this question.)

1) Nothing will happen.

2) Lao Zhang will tell others (clients and others) about his experience.

3)  Lao Zhang will try to also lure clients away from Lao Li to cover 

the loss.

4)  Th ere will be a material change in the quality of the business relation 

between Lao Zhang and Lao Li (for instance, less information 

sharing,  etc.).

5) Others would also treat Lao Li diff erently.

E 18. What do you expect from others? Rank the following from 1 to 7, 

where 1 = strongly disagree and  7 = strongly agree. (Show card.)

I believe that most of my business acquaintances 
provide business advice to others.

1— 2—3—4—5—6—7

I believe that most of my business acquaintances 
would lend money to others if they want to 
found their own business.

1— 2—3—4—5—6—7

I believe that most of my business acquaintances 
would pass on customer requests to others in 
case they cannot take the order themselves.

1— 2—3—4—5—6—7

I believe that most of my business acquaintances 
would inform others if someone they know com-
mits any form of malfeasance in doing business.

1— 2—3—4—5—6—7

I believe that most of my business acquaintances 
would help others out with (idle) machinery / 
technology in case a business friend had a 
major technical problem and would otherwise 
risk losing a contract.

1— 2—3—4—5—6—7

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:41



330 Appendix 1

Labor

F 1. What proportion of your total staff  is in each of these categories?

(Show card.)

Management staff Technical staff Unskilled labor Other Total

100%

F 2. Which channels do you use on average to hire labor in these categories? 

Please provide percentages for the period from 2006 to 2008.

(Show card.)

Management 
staff 

Technical 
staff 

Unskilled 
labor

Direct applications

Human resources exchange center

Employment ser vices

Post ads

Temporary work

Th rough family or relatives

Th rough friends

Th rough acquaintances

From previous enterprise before 
transformation of own ership

Chain recruitment (workers recom-
mend their friends and acquaintances)

Other (please specify)

Total 100% 100% 100%
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Innovation

G 1. Has your fi rm (including all subsidiaries) undertaken the following 

initiatives between 2006 and 2008? (Show card.)

Undertaken?
1 Yes
2 No

In case you had 
collaborators, indicate 
type of collaboration:
 1 Research institute
 2 University
 3 Other fi rm
 0 No collaborators
(Multiple choices possible.)

New patent approved

Introduced a new product

Upgraded an existing product line

Discontinued at least one product 
(not production) line

Agreed to a new joint venture with a 
foreign partner

Obtained a new licensing agreement

Outsourced a major production 
activity that was previously 
conducted in- house

New production pro cess 
improvements

New management techniques

New quality controls in production

G 1.2. If you introduced new products between 2006 and 2008, what 

percentage of total sales value came from these new products in 2008?

(If none was introduced, enter NA  here.)

               %
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G 1.3. During the last three years (2006 to 2008), how important  were any of 

the following as a source of ideas or information for new and improved prod-

ucts, pro cesses, or ser vices? Indicate the three most important ones. (Show card.) 

 1) Customers/clients

 2) Suppliers

 3) From within the business (e.g., employees, own R&D department)

 4) From other domestic business in the same industries

 5) From other domestic business in other industries

 6) From overseas business / international fi rms

 7) Industry association or private enterprise association

 8) Books and journals from science/industry/trade

 9) Conferences or trade fair

10) Central/local government assistance ser vices

11) Universities, research institutes, research con sul tants or ser vices

12) Technical, industry, or ser vice standards

13) Banks, accountants, or fi nancial con sul tants

14) Others (please specify)               

G 2. Does your fi rm currently conduct its own R&D activities / have an 

R&D department?

1) Yes                What is your fi rm’s annual bud get for R&D activities?

               ¥10,000

2) No

G 3. Does your fi rm hold any patents (for products or technology)?

(If no, go to H 1.)

1) Yes                  2) No               

G 3.1. If yes, how many patents do you currently hold?               

G 3.2. If yes, please specify the number of patents in each category:

Patents for inventions               

Design patents (on an ornamental design for functional items)               

Utility models               
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Government Connections

H 1. Between 2006 and 2008, did your fi rm receive any of the following 

forms of formal or informal assistance (show card) from a national, regional, 

or local government agency or government offi  cial who assisted you to

Yes No

Obtain bank loans

Identify foreign investors

Locate foreign technology to license

Identify potential foreign clients

Identify potential foreign customers

Identify domestic clients

Get land use rights

Obtain discounts for renting buildings, 
machinery,  etc.

Obtain tax benefi ts

Other (please specify)               

H 2. Do or did you have a government position?

(If no, go to H 3.)

1) Yes                  2) No               
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H 2.1. What level of government position do or did you hold?

(Check ¸ the corresponding answer.)

Rank Now Earlier

Provincial/ministerial level or higher

Bureau level

Division level

Department level or lower

H 3. Are you currently a member of the following organizations?

If yes, since when? (Show card.)

1 Yes
2 No

If yes,
since what year?

People’s Congress

CPPCC (Chinese People’s 
Po liti cal Consultative Conference)

All- Commerce Association

Association of private entrepreneurs

Industrial association (guild)

Other (please specify) 

H 5. Do or did any shareholders other than yourself (if you hold any shares) 

have a government position? 1) Yes                  2) No               

H 6. Is there a CCP or ga ni za tion within your fi rm?

1) Yes                  2) No               

H 7. Have you regularly funded the party’s activities between 2006 and 2008?

1)  Yes                 And the average annual sum you have set aside for such 

funding was                ¥10,000.

2) No                 
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H 8. Does the fi rm currently have a labor  union?

1) Yes                  2) No               

H 10. Is your fi rm occasionally asked by government agencies and local admin-

istration to provide information on economic and social development?

1) Yes                  How many requests do you receive annually?               

2) No                 

H 12. On a 7- point scale, where 1 = very little and 7 = very much, please 

circle the number best describing the extent to which you and your fi rm 

currently utilize guanxi connections with diff erent government authorities. 

(Show card.)

With various levels of po liti cal government 1— 2—3—4—5—6—7

With industrial authorities 1— 2—3—4—5—6—7

With other government authorities, such as taxation 
bureaus, banks, industrial and commercial adminis-
trative bureaus, and the like

1— 2—3—4—5—6—7

Or ga ni za tion

J 1. Does your current fi rm development follow any or gan i za tion al blueprint?

(If no, go to J 2.)

1) Yes                  2) No               

J 1.1. Where do you look to develop the or gan i za tion al blueprint?

(Interviewer, show card J 1.1. Multiple choices possible.)

1) Own ers’/found ers’ ideas

2) Professional management staff 

3) Firm management educational and training programs

4) Self- study/books

5) Mimicking successful national fi rms

6) Mimicking successful international fi rms
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 7) Learning from own failures

 8) Learning from failures of other fi rms

 9) Professional con sul tants

10) Others

J 2. Please tell us about the current formalization degree of your company 

or ga ni za tion. (Show card.)

Regulations within 
the fi rm

Check ¸ if yes

Year of 
implementation or 
institutionalization

Formal, written or gan i za tion al rules

Formal, written job descriptions

Formal, written per for mance assessments

Formal, written pay scale

Formal, written promotion procedures

External fi nancial auditing of books

International certifi cation (including ISO 
9000, 9001, 9002, 9003, or 9004)

J 3. Please tell us about any major internal or gan i za tion al changes in your fi rm 

between 2006 and 2008.

Type of change Check ¸ if yes Year of the change

Change in business mission

Division/department restructuring

Implementation of new technology

Mergers

Major collaborations

Adjustments in fi rm scale

Outsourcing

New management programs such as total 
quality management, re- engineering

Other (please specify)
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J 4. In general, for how many years do you try to plan in advance in terms of 

strategic/or gan i za tion al development of your fi rm?

(Single choice.)

1) No development plan

2) 1- month to 4- month plan

3) 4- month to 1- year plan

4) 1- year to 3- year plan

5) 5- year or longer

� Resurvey fi rms, skip J 5 and J 6 and go to J 6.2.

J 5. What was the initial business strategy when your fi rm was founded?

(Single choice. Show card.)

1)  Creating new products for new potential markets and improving upon 

products to sustain current market shares

2) Marketing and distribution of products

3) Combining innovation and enhancement in market competitiveness

4) Lowering production costs

J 6. Does your fi rm have the same business strategy today?

(If yes, go to J 12.)

1) Yes                  2) No               

J 6.2. What is the current business strategy of your fi rm?

(Show card. Single choice.)

1) Creating new products for new potential markets

2) Improving upon products to sustain current market shares

3) Marketing and distribution of products

4) Combining innovation and enhancement in market competitiveness

5) Lowering production costs

J 12. On a 7-point scale, where 1 = very little and 7 = very much, please circle 

the number best describing the extent to which your fi rm currently utilizes 

guanxi connections with competitors.

1— 2—3—4—5—6—7
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Social Status and Norms of Entrepreneurs

K 1. Imagine social status like a ladder on a scale, with 1 the lowest and 10 

the highest. Where do you think private entrepreneurs would be ranked by 

ordinary people? (Show card K 1. Single choice.)

Rank               

K 2. Where would you think your fi rm ranks within your own industry?

Rank               

K 2.1. What do you think others expect from you? Rank the following from 1 

to 7, where 1 = strongly disagree and 7 = strongly agree. (Show card.)

I believe that most of my business acquaintances 
who are important to me expect me to provide 
business advice.

1— 2—3—4—5—6—7

I believe that most of my business acquaintances 
who are important to me expect me to lend money 
to others if they would like to found a fi rm.

1— 2—3—4—5—6—7

I believe that most of my business acquaintances 
who are important to me expect me to pass on 
customer requests, in case I cannot take the order 
myself.

1— 2—3—4—5—6—7

I believe that most of my business acquaintances 
who are important to me expect me to inform them 
if someone I know commits any malfeasance in 
doing business.

1— 2—3—4—5—6—7

I believe that most of my business acquaintances 
who are important to me expect me to help them 
out with (idle) machinery / technology in case they 
have a major technical problem and would otherwise 
risk losing a contract.

1— 2—3—4—5—6—7

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:41



Appendix 1 339

K 3. What is the current annual income you receive from this company 

(including fi rm dividends and bonuses)? Please check ¸ the appropriate 

category.

(Interviewer, show card K 3. Single choice.)

1) Less than ¥50,000

2) ¥50,000 < ¥100,000

3) ¥100,000 < ¥150,000

4) ¥150,000 < ¥200,000

5) ¥200,000 < ¥250,000

6) ¥250,000 < ¥375,000

7) ¥375,000 < ¥500,000

8) ¥500,000 < ¥750,000

9) ¥750,000 < ¥1,000,000

10) ¥1,000,000 < ¥1,500,000

11) ¥1,500,000 < ¥2,000,000

12) more than ¥2,000,000

K 4. Was anyone inspired by your business and experience to found a fi rm?

1)  Yes                 How many?                Among these, how many are 

family members               , relatives               , friends and acquain-

tances (employees, neighbors,  etc.)               ?

2) No                 

L 1. Th anks very much for your time in participating in our survey! Before we 

fi nish, we have one more question. If professors from our research team 

would like to interview you within the year, would you participate?

(Please write down the reaction of the respondent.)

1) Will 2) Will not 3) We will see.

(Please record the CEO interview time length on the fi rst page. Start the clock 

again for the CFO interview.)
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FIRM SURVEY to Be Answered by Chief Financial Offi cer

Questionnaire ID:                                                

Firm name:                                                                                                               

Respondent name:                                                                                                               

Date of interview: Year                Month                Day               

Industry classifi cation:                                                   

Firm address:                                                                                                                              

City:                                                                                                                                           

E-mail contact of respondent:                                                                                                   

Located in industrial development park/district? 1) Yes           2) No        

Interviewer name:

1) Main interviewer                                                                                                   

2) Secondary interviewer                                                                                                   

Interview length:                minutes

Interviewee agrees to be recorded? 1) Yes                  2) No               
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Financial Information

A 1. Please provide this information for your fi rm for the following four 

fi scal years. (Market value means the value if you transfer your fi rm to 

others.) (If the fi rm has not been established for all three years, please write NA 

for the years before the founding of the fi rm. Th e same rule applies hereafter.)

2008 2007 2006
Founding 

year

Book value of your total 
assets (in ¥10,000)

Market value of your total 
assets (in ¥10,000)

� If the fi rm is being resurveyed, skip A 2 and go to A 3 directly.

A 2. What was the founding registered capital of this fi rm?

               ¥10,000

A 3. Please provide this information for your fi rm for the following four 

fi scal years. (Market value means the value if you transfer your fi rm to 

others.)

2008 2007 2006
Founding 

year

Book value of your total 
equity (total assets – total 
liabilities) (in ¥10,000)

Market value of your total 
equity (total assets – total 
liabilities) (in ¥10,000)
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A 4. Please provide this information for your fi rm for the following four 

fi scal years.

2008 2007 2006 Founding 
year

Value of your total working 
capital (in ¥10,000)

B 1. What was the average number of total employees (including contractual 

employees) in your fi rm for the following three years?

2008 2007 2006

Average number of employees

B 2. What percentage of your employees are college graduates?                %

B 3. Please provide this information for your fi rm for the following three 

years. (If a fi rm does not contribute to these funds, please record “0.”)

2008 2007 2006

Total annual wages 
(in ¥10,000)

Total annual insurance 
(in ¥10,000)

C 1. Please provide the total sales and exports information (in ¥10,000) for 

the fi rm for the following three years. (Enter “0” if the fi rm did not export in a 

specifi c year. Enter NA if the fi rm was founded later.)

2008 2007 2006
Founding 

year

Value of total sales (products 
and ser vices, including exports)

Value of total exports (products 
and ser vices, including sales to 
export agencies)
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D 1. Please report the total production costs for your fi rm for the following three 

years, as either a percentage of total sales or the actual fi gure (in ¥10,000).

2008 2007 2006

Total costs of production

Check ¸ one of the following:

               Reported as % of sales                Reported as fi gures

E 1. Please report the value of new investments in fi xed assets made by the 

fi rm in the following three years. Report actual fi gure (in ¥10,000). Where 

investments  were not made, please enter “0.”

2008 2007 2006

Total new investments in fi xed assets

F 1. Please estimate the total annual amount (in ¥10,000) of travel and 

entertainment costs of this fi rm for the following three years.

2008 2007 2006

Total travel and entertainment costs

Firm Structure

G 1. How many subsidiaries (branch factories, sales, or ser vice outlets) does 

your fi rm currently have in China?

               

G 2. Does your fi rm belong to a business group?

1) Yes                Please name the business group.                                         

2) No               
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Own ership

H 1. What percentage of your fi rm’s shares are currently owned by each of 

the following categories? (Show card.)

Percentage of shares (%)

Se nior management or their family members

Other domestic individuals

Domestic institutional investors

Domestic state- owned fi rm

Domestic private fi rm

Domestic collective fi rm

Domestic banks

Foreign individuals

Foreign institutional investors

Foreign fi rms

Foreign banks

National/central government

Provincial government

Municipal/county government

Other government, including cooperatives and collectives

Total 100%

H 2. What percentage of shares does your currently largest shareholder hold?

               %

� Resurvey fi rms, skip H 4 and go to I 1.
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H 4. Has the company changed the own ership structure since 2005?

(If no, go to I 1.)

1) Yes                  2) No               

H 4.1. In what year did your fi rm’s own ership structure change to the 

current one?

1) 2006

2) 2007

3) 2008

H 4.2. What percentage of your fi rm’s shares were owned by each of the 

following categories before this change?

(Show card.)

Percentage of shares (%)

Se nior management or their family members

Other domestic individuals

Domestic institutional investors

Domestic state- owned fi rm

Domestic private fi rm

Domestic collective fi rm

Domestic banks

Foreign individuals

Foreign institutional investors

Foreign fi rms

Foreign banks

National or central government

Provincial government

Municipal or county government

Other government, including cooperatives and collectives

Total 100%

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:41



346 Appendix 1

Firm Per for mance

I 1. What  were your company’s profi ts (in ¥10,000) during the last three 

years?

2008 2007 2006
Founding 

year

After- tax profi ts

Earnings before interest 
payments and taxes

Retained earnings (profi t that 
is not distributed to the own ers)

J 1. Including all subsidiaries, what were your company’s total liabilities (in 

¥10,000) during the last three years?

2008 2007 2006
Founding 
year

Total liabilities

Of which

Long- term 
liabilities 
(more than 
12 months)

Short- term 
liabilities (less 
than 12 months

Competition / Market Position

K 1. How much money would it currently take to establish a new fi rm 

exactly like your current fi rm?                ¥10,000
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Tax

L 1. How much tax did you pay in the following fi scal years?

2008 2007 2006

Total tax (in ¥10,000)

L 2. Does your fi rm currently benefi t from any tax exemption programs?

1) Yes                  2) No               

Finance

M 1. For the year 2008 and the founding year, what percentage of total 

capital was externally fi nanced?

2008 Founding year

Proportion of external fi nance
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M 2. For these years, please identify the proportion of sources of your 

external fi nance. (Show card.)

2008 Founding year

Domestic commercial bank

Foreign- owned commercial bank

Investment funds / state subsidy

Trade exportation tax reimbursement

Loans from family and relatives

Loans from friends

Loans from business partners

Other informal sources (money lenders, 
informal bank, pawn shop,  etc.)

Others

Total 100% 100%

M 2.1. What was the total amount of external fi nance in 2008?

               ¥10,000

M 2.2. What was the total amount of external fi nance at the end of the 

founding year?                ¥10,000

M 3. Are you using supplier credit (i.e., accounts payable) to purchase your 

inputs?

(If no, go to M 3.2.)

1) Yes                  2) No               

M 3.1. What percentage of your fi rm’s inputs were purchased on credit in 2008?

               %

M 3.2. Is it off ered to you by your suppliers? 1) Yes           2) No        

Angemeldet | sonja.opper@nek.lu.se
Heruntergeladen am | 22.05.13 14:41



Appendix 1 349

M 3.3. What percentage of your fi rm’s inputs were purchased on credit in 

your founding year?                %

Payment Conditions / Customer Credit

N 1. On average, what percentage of your monthly sales are

1) paid before delivery                %

2) paid at delivery                %

3) sold on credit                %

Total 100 %

(Please go back to record the CFO interview time length.)
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To protect our interviewees, in the list that follows we do not provide names or any 
information that would allow identifi cation of specifi c participants.

Interview 
number Date Gender Location Position

1 9 Jun 2005 M Shanghai Chairman of the Board
2 12 Jun 2005 M Shanghai Venture capitalist
3 13 Jun 2005 M Shanghai Own er and CEO
4 14 Jun 2005 M Shanghai Deputy CEO
5 14 Jun 2005 M Hangzhou Municipal Section 

Chief
6 15 Jun 2005 M Shanghai Director (shareholder)

and Deputy General 
Manager

7 16 Jun 2005 M Shanghai Group of government 
offi  cials

8 16 Jun 2005 M Hangzhou CEO; Chairman of the 
Board; Party 
Secretary

9 17 Jun 2005 F Shanghai Researcher, Director
10 21 Jun 2005 M Hangzhou CEO
11 21 Jun 2005 M Hangzhou Chairman of the Board
12 23 Jun 2005 M Hangzhou CEO
13 23 Jun 2005 M Hangzhou CEO
14 24 Jun 2005 M Hangzhou Chief Legal Con sul tant
15 24 Jun 2005 M Hangzhou Government offi  cial
16 25 Jun 2005 M Hangzhou Government offi  cial
17 25 Jun 2005 M Hangzhou Professor
18 27 Jun 2005 M Shanghai Professor

APPENDIX 2

List of Interviewees
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Interview 
number Date Gender Location Position

19 27 Jun 2005 M Shanghai Manager
20 25 Oct 2005 M Beijing Government offi  cial
21 26 Oct 2005 M Hangzhou General Manager
22 26 Oct 2005 M Hangzhou Chairman of the Board
23 27 Oct 2005 M Hangzhou General Manager
24 27 Oct 2005 M Hangzhou General Manager
25 28 Oct 2005 M Hangzhou Found er and CEO
26 31 Oct 2005 M Hangzhou Party Secretary of 

Hangzhou
27 1 Oct 2005 M Hangzhou Company own er
28 1 Nov 2005 M Hangzhou CEO
29 1 Nov 2005 M Hangzhou Partner/CEO
30 2 Nov 2005 M Hangzhou Company own er
31 2 Nov 2005 M Hangzhou Chairman of the Board
32 3 Nov 2005 M Hangzhou Company own er
33 3 Nov 2005 M Hangzhou Government offi  cial
34 4 Nov 2005 M Hangzhou Government offi  cial
35 7 Nov 2005 M Hangzhou General Manager
36 7 Nov 2005 M Hangzhou Vice- Rector
37 8 Nov 2005 M Hangzhou Company own er
38 8 Nov 2005 M Hangzhou CEO / Chairman of 

the Board
39 9 Nov 2005 M+F Hangzhou Government offi  cials
40 9 Nov 2005 M Hangzhou Government offi  cial
41 10 Nov 2005 M Hangzhou Government offi  cial
42 10 Nov 2005 M Hangzhou General Manager
43 11 Nov 2005 F Hangzhou President
44 11 Nov 2005 M Hangzhou Partner/CEO
45 14 Nov 2005 M Hangzhou President
46 14 Nov 2005 M Hangzhou Asset Manager
47 15 Nov 2005 M Hangzhou Deputy Director
48 15 Nov 2005 M Hangzhou Deputy Director
49 16 Nov 2005 F Hangzhou President
50 16 Nov 2005 M Hangzhou General Manager
51 17 Nov 2005 M Hangzhou Professor
52 17 Nov 2005 M Hangzhou President and General 

Manager
53 28 Apr 2008 F Wenzhou CEO and own er
54 28 Apr 2008 M Wenzhou CEO and own er
55 29 Apr 2008 M Wenzhou CEO and own er
56 29 Apr 2008 M Wenzhou Deputy CEO and 

partner
57 29 Apr 2008 M Wenzhou CEO and own er
58 30 Apr 2008 M Wenzhou CEO and own er
59 5 May 2008 M Ningbo Manager and own er’s 

uncle
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Interview 
number Date Gender Location Position

 60 5 May 2008 M Ningbo CEO and own er
 61 6 May 2008 F Ningbo Own er’s wife
 62 6 May 2008 M Ningbo CEO and own er
 63 7 May 2008 M Ningbo Deputy CEO
 64 7 May 2008 M Ningbo CEO and own er
 65 8 May 2008 M Ningbo CEO and own er
 66 10 May 2008 M Yongkang CEO and own er
 67 11 May 2008 M Yongkang CEO and own er
 68 12 May 2008 M Shanghai Government offi  cial
 69 13 May 2008 M Shanghai CEO and own er
 70 13 May 2008 M Shanghai Venture capitalist
 71 14 May 2008 M Danyang CEO and own er
 72 25 Aug 2008 M Shanghai Venture capitalist
 73 3 Dec 2009 M Shanghai Manager
 74 3 Dec 2009 F Shanghai Professor
 75 4–5 Dec 2009 M Danyang CEO and own er
 76 4–5 Dec 2009 M Danyang Manager
 77 7 Dec 2009 M Changzhou CEO and own er
 78 7 Dec 2009 M Changzhou CEO and own er
 79 8 Dec 2009 M Changzhou CEO and own er
 80 8 Dec 2009 M Changzhou CEO and own er
 81 9 Dec 2009 M Changzhou CEO and own er
 82 9 Dec 2009 M Changzhou CEO and own er
 83 10 Dec 2009 M Changzhou CEO and own er
 84 10 Dec 2009 M Changzhou CEO and own er
 85 11 Dec 2009 M Changzhou CEO and own er
 86 28 May 2010 F Shanghai Professor
 87 2 Jun 2010 M Nanjing Deputy CEO and 

own er
 88 2 Jun 2010 M Nanjing CEO
 89 3 Jun 2010 M Nanjing General Secretary
 90 3 Jun 2010 M Nanjing CEO
 91 4 Jun 2010 M Nanjing General Secretary
 92 4 Jun 2010 M Nanjing CEO
 93 7 Jun 2010 M Nantong CEO
 94 7 Jun 2010 M Nantong CEO
 95 8 Jun 2010 M Nantong CEO
 96 8 Jun 2010 M Nantong Chairman of the Board
 97 9 Jun 2010 M Nantong Chairman
 98 9 Jun 2010 M Nantong Department Director
 99 10 Jun 2010 M Nantong CEO
100 10 Jun 2010 M Nantong CEO
101 11 Jun 2010 M Nantong CEO
102 11 Jun 2010 M Nantong CEO
103 10 Jan 2011 M Ningbo CEO and own er
104 10 Jan 2011 M Ningbo CEO and own er
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Interview 
number Date Gender Location Position

105 11 Jan 2011 F Ningbo CEO and own er
106 11 Jan 2011 M Ningbo CEO and Chairman of 

the Board
107 12 Jan 2011 M Ningbo CEO and own er
108 13 Jan 2011 M Ningbo Deputy CEO
109 13 Jan 2011 M Ningbo Production Manager
110 14 Jan 2011 M Ningbo CEO and own er
111 14 Jan 2011 M Ningbo CEO and own er
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in the early 1990s. Th e Shanghai Stock Exchange reports that tradable 

shares had reached 78 percent of total equity by 2011. See Shanghai Stock 
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/ p1005/ p1005 _content/ factbook _us2011 .pdf (accessed September 4, 2011). 

Shenzhen Stock Exchange reports a somewhat lower share of 68 percent of 

tradable equity. See Shenzhen Stock Exchange, Fact Book 2010, 3,  http:// 
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ber 4, 2011).
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Statistical Yearbook 2009 (Beijing: China Statistics Press, 2010), table 14- 1. 
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an illiberal move in central government policies. See Huang, Capitalism with 

Chinese Characteristics.

2. Markets and Endogenous Institutional Change
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(Beijing: Social Sciences Academic Press, 2008), 76.

 2. Victor Nee, “A Th eory of Market Transition: From Redistribution to Markets 

in State Socialism,” American So cio log i cal Review 54 (1989): 663– 681; Victor 

Nee, “Th e Emergence of a Market Society: Changing Mechanisms of 

Stratifi cation in China,” American Journal of Sociology 101 (1996): 908– 949.

 3. Victor Nee, “Or gan i za tion al Dynamics of Market Transition: Hybrid Forms, 

Property Rights, and Mixed Economy in China,” Administrative Science 

Quarterly 37 (1992): 1– 27.

 4. William J. Baumol, Entrepreneurship, Management and the Structure of Payoff s 

(Cambridge, MA: MIT Press, 1993).

 5. Friedrich A. Hayek, “Competition as a Discovery Procedure,” in New Studies 

in Philosophy, Politics, Economics and the History of Ideas, by Friedrich A. von 

Hayek (Chicago: University of Chicago Press, 1978); Harrison C. White, 

Markets from Networks: Socioeconomic Models of Production (Prince ton, NJ: 

Prince ton University Press, 2002).

 6. Avinash K. Dixit, Lawlessness and Economics: Alternative Modes of Governance 

(Prince ton, NJ: Prince ton University Press, 2004), 3.

 7. Th e development of the private enterprise economy in Vietnam has likewise 
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legal systems, see Stewart Macaulay, “Non- Contractual Relations in 
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55– 67; Marc Galanter, “Justice in Many Rooms: Courts, Private Ordering, 
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 10. Chinese courts based their assessment on the weakly defi ned concept of 

“smuggling” (as specifi ed in China’s Criminal Law, Article 118), which 

could be applied to long- distance transfer of goods with the purpose of 
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tions in the Development of the Private Economy in Mainland China,” 
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