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CHAPTER 1

Bureaucrats, Businesses, and Economic Policies

in a Globalized China

In 2005, China’s then Minister of Commerce, Bo Xilai, tried to convince
Organization for Economic Cooperation and Development (OECD) rep-
resentatives in a Paris conference that China did not pose a real threat to
manufacturing industries in other countries. “China must export 800 mil-
lion shirts in exchange for the value of only one Boeing A380 aircraft,” he
said. The comment was intended to relieve the worry of conference rep-
resentatives from industrialized countries in light of China’s large trade
surplus. When the statement was later released in the media, however, it
aroused strong sentiments from the Chinese public. “China is absolutely
miserable,” lamented one web commentator. “China cannot be the perma-
nent factory for the world,” wrote a Yale-educated Chinese intellectual, who
later turned his comment into a book (Xue 2006). Many voices questioned
the sustainability of relying on cheap labor and razor-thin profit margins,
calling instead for fundamental changes in the manufacturing industry.
To get the story straight, the challenge for China—and for other emerg-
ing economies throughout Asia, Latin America, and Africa today—is not
simply a matter of switching from making shirts and shoes to producing
computers and airplanes.' In fact, China’s largest manufacturing industries
have already changed from textiles to computers and mobile phones.” Be-
tween 1995 and 2006, China’s share of the world’s high-tech exports has
increased almost eightfold; since 2006, the country has become the world’s
largest high-tech exporter, surpassing Japan, the United States, and the Eu-
ropean Union (Meri 2009). Globalization has undoubtedly contributed to
the ascendance of China as the world’s manufacturing titan. The problem,

I
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rather, is “high technology but low (or no) innovation.” The fragmentation
of the manufacturing process allows the country to engage in the mass
production of high-tech goods with little innovation and much reliance on
the low cost of labor. With labor and material costs sharply rising, strikes
increasing, export markets shrinking, and currency appreciating, policy
makers have started to realize that the economy has hit a turning point that
needs to go beyond the “middle income trap.”

The Chinese state, to its credit, is actively trying to address the problem.
Just as they created preferential policy packages to attract foreign direct in-
vestment (FDI) decades ago, the Chinese state has recently launched a big
transition. The central state issued a combination of government funding,
taxation, land and utilities reduction, and tariff exemption, among others,
to promote innovation by their own industrial firms, 93 percent of which
are domestic private businesses. The government ranked development
zones, assigned and evaluated policy targets, and admonished firms that
they ought to exit the “race to the bottom” competition, invest in innova-
tion, and move up the value chain. Indeed, Chinese officials constantly cite
Japan and South Korea of the 1960s as role models, where a developmental
and authoritarian state used industrial policies as carrots and sticks to push
firms to develop global competitiveness.

The success of such state-led transformation is based on two assump-
tions: that local officials have the incentive to implement such policies and
that these policies, when implemented, will work. These assumptions, sur-
prisingly, are also often suggested by many studies of industrial and devel-
opment policies. In reality, however, when policies are implemented, they
produced a highly mixed and confusing picture, causing intensive debate
among scholars and policy observers. There were pessimists who showed
considerable doubt about China’s ability to build its indigenous competi-
tiveness beyond just being the world’s workshop, optimists who saw Chi-
nese firms as an ultimate beneficiary of global production with or with-
out state support, and alarmists who took the state’s plan seriously and
expressed deep concern about the implications of the state-sponsored plan
for the market economy (Arayama and Mourdoukoutas 1999; Chan and
Ross 2003; Steinfeld 2004, 2010; Gilboy 2004; Branstetter and Lardy 2006;
Breznitz and Murphee 2011; Herrigel, Wittke, and Voskamp 2013; Brandt
and Thun 2010; McGregor 2010; Miles 2011; Dean, Browne, and Oster
2010; Bradsher 2010).
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The goal of this book is not to side with any of these groups but to actu-
ally explain the source of the confusion. It explores the roots of substantial
variation in implementing economic policies across this continent-sized
economy. Even within the same industry and at similar levels of economic
conditions, heterogeneity persists throughout main manufacturing cities.
Among other contributions, this study unpacks the ways in which local bu-
reaucrats interpret state upgrading policies, fight for resources, and form co-
alitions within a globalized context where foreign and domestic businesses
coexist. It also unfolds in detail why well-intended, seemingly unified na-
tional policies end up producing heterogeneous and often counterproduc-
tive outcomes. Whereas, in some cities, government advocates for reforms
were able to seize the initiative to introduce a matrix of new policies and
garner resources, the same initiative was retarded by the vested interests
and bureaucratic competition in other cities. Although government support
in funding and tax cuts succeeded in nurturing motivation for upgrading
among local private businesses in some localities, it dampened their incen-
tives to invest in learning and innovation in other localities, deprived them
of developmental spaces, and left firms in a continuous, desperate race to
the bottom competition.

Such variation needs to be understood in light of China’s two stages of
transformation, the attraction of FDI in the first stage and the push for lo-
cal upgrading in the second stage. The strong bias in favor of foreign firms
throughout the 1990s and early 2000s has made China the largest recipient
of FDI among developing countries. With inward FDI to China reach-
ing an annual record of USs105.7 billion and foreign invested enterprises
(FIEs) producing 88 percent of China’s $282 billion high-tech exports,
global firms have become part of daily economic life (National Bureau of
Statistics [NBS] 2007, 2011; Ministry of Commerce [MOC] 2008). For
this reason, China presents a new generation of “globalized” economies—
notably Brazil, Russia, India, China (BRIC)—in which FDI played a much
more essential role in comparison to the last generation of East Asian de-
velopers (notably Japan, South Korea, and Taiwan) (Hsueh 2011; Tsai and
Pekkanen 2006).

In the mid- to late 2000s, however, the central state gradually phased
out preferential policies for FIEs and used similar policies in government
funding and tax breaks to promote indigenous technology competitive-
ness, especially among domestic private enterprises. Yet instead of replacing
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the previous pro-FIE policies, the old and new initiative coexisted with
tension in localities, creating competition for shifting resources among
government—business coalitions who saw themselves benefiting from differ-
ent policy paradigms. This book finds that the type of alliances that local
officials formed with FIEs in the earlier stage shaped the interpretation of
policies, the patterns of bureaucratic competition, the dynamics of resource
allocation, and local development trajectories in the later period. That is,
even if one could argue that foreign capital is not as important as it was in
the 1990s, the potential strength of vested interests that it cultivated among
the local bureaucrats and the incentive structure it built for domestic busi-
nesses remain path dependent in the 2000s.

The influence of globalization on policy outcomes, however, was made
possible only through local bureaucratic agents. In an authoritarian coun-
try where businesses do not have direct channels to influence the party
state, local state officials are the direct agents who conduct economic poli-
cies and advance the interests of their business clients.” This book finds
that local bureaucrats who are employed in the Chinese state apparatus—
reaching 14 million people in 2010—developed their own ways of attract-
ing global capital and seeking domestic upgrading by adapting and tailor-
ing state policies.” Their interests, policy preferences, and developmental
strategies were deeply embedded in the norms and institutions of local
capitalism that had been developing for more than a century. During dif-
ferent periods of time, these local forms of capitalism drove bureaucrats
to define their business clients; to advocate, resist, or revise the emerging
policies of upgrading; and to coordinate the production relations between
foreign and domestic firms.

The influx of foreign capital conditioned local transformation, but such
a transformation is enabled by local bureaucrats. The interaction of the two
generated profound consequences. In the process of creating local policy,
the role of foreign capital in exports and the concentration of large foreign
firms intensified or mitigated the struggles among government departments
over resources, providing far more obstacles in some cities than others for
the allocation of budget for technology upgrading. In the process of policy
implementation, the offshoring strategies of foreign firms and the govern-
ment officials” active embracing of strategies shaped the configuration and
sequence of industrial development in a city, which facilitated or dampened
the effectiveness of development policies at the firm level.
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As such, state-led development is not best understood as Beijing using
policies to directly influence local firms, at least for the majority of man-
ufacturing industries.’ Rather, the process of creating and implementing
state-led policies involves introducing new dynamics to complicated con-
texts where persistent local conditions and varied degrees of globalization
mutually accommodate each other. This book examines precisely how the
logic of globalization was incorporated into fragmented forms of local po-
litical economy and how the ambitious state-led development agenda was
also interfered with and altered by foreign capital at the local level. As such,
seemingly well-intended state policies may generate unexpected outcomes
in localities where local government institutions and production relations
were mismatched with the task of the industrial transformation at hand.
The project, thus, calls for new ways of understanding globalization, state-
led development, and comparative capitalism.

State-Led Development with Complicated Implementation

The first major goal of this book is to unravel the politics of economic
policy implementation in authoritarian multilevel countries. The finding
that “economic policies are political” (Alt and Crystal 1983: 33) has long
been acknowledged but with few analytical frameworks developed for au-
thoritarian regimes, where the state is not submitted to the electoral pres-
sure of societal groups. When such topics are discussed in the context of the
authoritarian developmental states of Japan, South Korea, and Taiwan in
the 1970s, the assumption is often that the state can enforce its strategies
once policies are formed by an autonomous and capable bureaucracy under
the guidance of a pilot development agent. This assumption is premised on
the coherence of the state, a relatively clear goal of national development,
and domestic ownership of businesses (Johnson 1982; Amsden 1989; Wade
1990; Evans 1995). As such, the issue of “policy implementation” by local
government agencies is largely neglected. To the extent that it is discussed
in the context of embeddedness and networks of the state with businesses,
the assumption is often that the policy processes run directly from the na-
tional government to businesses.®

This book challenges these assumptions and draws attention to the
myriad of strategies that local government agents have employed to ma-
nipulate national economic policies in China, where national initiatives are
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implemented as mandates through a province—prefecture (city)—county—
township—village hierarchy. Many studies have recognized local govern-
ments in China as important units of analysis for economic outcomes and
the wide regional variation when carrying out central policies (Oi 1999;
Whiting 2001; Ong 2012; Rithmire 2014, 2015; Shen and Tsai 2016). They
argue that in an environment lacking the rule of law and protection of
private property rights, local governments assume a crucial role through
orchestrating market production, selectively providing subsidies, and coor-
dinating relations among enterprises (White 1988; Oi 1999; Walder 1995;
Blecher and Shue 1996; Blecher 1991; Duckett 1998). Even within the same
region, one often finds conflicting stories of local states being development
promoting and development thwarting at the same time (Unger and Chan
1999; Sargeson and Zhang 1999; Segal and Thun 2001).

This book resonates with the emphasis on the local state, but it fur-
ther opens up the black box of local politics and goes beyond demon-
strating local variation. It contributes to the understanding of the sources
and mechanisms of local policy variation. Studies of industrial, economic,
and technology policies typically focus on showing how such policies vary
across several locales in China (Breznitz and Murphree 2011; Steinfeld
2010; Thun 2006; Brandt and Thun 2016). Although these studies touch
on a number of the sources of variation, such as Maoist legacies in the
economic structure or the localities” relationship with the central govern-
ment, they often do not systematically articulate the mechanisms through
which these factors affect investment and economic policies. In particular,
the issue of local governments” decision making and implementation (that
is, why they choose to embrace or resist certain policies and why they
distort policies toward one direction rather than others) are underinvesti-
gated. This lacuna is especially surprising, given the widely observed phe-
nomenon of policy adaptation and selective implementation (Tsai 2006;
O’Brien and Li 1999).

Once the issue of complicated implementation is brought into studies
of state-led development, as this book does at China’s prefecture city level,
one finds that the willingness of government to devote resources to technol-
ogy upgrading and innovation is an outcome of bureaucratic competition
based on the fragmented interests of the department agencies and their
long-established business clients. That is, whether local advocates for new
state initiatives were able to garner resources and build institutions cannot
be taken for granted. It is a process requiring careful scrutiny against the
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institutions of cadre evaluation and structure of “fragmented authoritari-
anism” governing bureaucratic politics in local China before one is able to
confidently discuss implementation at the industrial and firm level (Chen
2017).

Globalization, FDI, and Local Coalitions

The breaking down of the assumption on a coherent and single-level state is
an important step in understanding the complication in implementing in-
dustrial policies and development policies in general. What further compli-
cates the case, however, is the systematic influx of FDI. Unlike the previous
generation of catch-up economies in East Asia that limited the entrance of
foreign capital (despite promoting exports and trade), China has become an
exemplar case of the “globalized” generation of countries including, among
others, Brazil, Russia, Malaysia, and India.

These countries have seen an increase in FDI since the 1990s. The rise of
global value chains and production networks has fragmented the produc-
tion process and created manufacturing opportunities through outsourcing
and offshoring (Whittaker et al. 2010; Chen 2014). The active attraction
of FDI by national and local government officials and development zones
also contributed to the globalized context. When globalization became not
only a context but a “constitutive element” of the economy, regulating and
coordinating the relationship between foreign and domestic firms became
a key challenge for local governments (Hsueh 20171; Ye 2014; Yeung 2009).

Policy and scholarly debates have ensued. Although not widely noticed
in Western scholarship, the debate in light of earlier dependency theory
and the so-called Latin Americanization of China reached its zenith among
Chinese scholars and observers in the 1990s. The concern they expressed
was that China’s overwhelming reliance on attracting FDI would produce
a series of negative consequences, including trapping domestic producers
in maquiladora-style sweatshops and increasing levels of inequality (Gilboy
and Heginbotham 2004). This was certainly going against the broad trend
of returning to a neoliberal globalist ideology at the time, which cast FDI
in positive light (Williamson 1989; Little 1982; Myint 1987; Bauer 1981;
Krueger et al. 1983; Bhagwati 2004). At the same time in Western aca-
demics, a spate of “second image reversed” works has started to examine
how economic openness influences domestic coalitions and politics, among
which a growing body of literature has emphasized FDI.® Some have
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investigated the general economic influence of FDI on domestic growth
and development. Others have looked at the political influence of foreign
investors in facilitating liberal-oriented reforms and practices, curbing (or
increasing) corruption, shifting national debates, and challenging central
state authority (Frieden 1991; Zweig 2002; Huang 2003; Gallagher 2005;
Pearson 1991; Malesky, Gueorguiev, and Jensen 2014; Sheng 2010; Wang
2014; Pinto 2013; Zhu 2017; Long, Yang, and Zhang 2015).

Regardless of the explanatory objectives of previous works, many of
them make their argument based on observations of an overall structural
variable, often the value of FDI as a percentage of gross domestic product
(GDP) in a locale.” When explaining the outcome of domestic upgrading
policies, however, one finds that FDI, as a general structural factor, cannot
account for local differences in a universal and linear manner. In fact, it
will be shown that cities with similar levels of FDI dependence (and a simi-
lar level of economic development) often end up with contrasting degrees
of support for new policies. This is a clear case in which we need to unravel
the in-depth mechanisms through which FDI is exerting the influence.

Rather than assuming the direct influence of all foreign firms by infer-
ring backwardly through statistical results, this book finds, through in-
tensive field research as well as quantitative evidence, that the majority of
foreign firms do not have direct access to city decision making or the pos-
sibility of using money to buy votes for their favored politicians (Wang
2014). Instead, they exert their influences #hrough local bureaucrats, the real
decision makers in local economic policies. The local state still matters in
the new wave of globalization. Given the relatively weak role of industrial
associations in aggregating and representing business interests, businesses
tend to form patron—client relations with the bureaucrats who regulate
them. At the city level, the influence of foreign firms is indirect and signifi-
cant only when they are able to contribute to cohesive and strong vested in-
terest coalitions among the city bureaucrats. At the firm level, the influence
of offshoring strategies on the effectiveness of policies and domestic private
firms also clearly differs between the large and small foreign firms. Their
impact is uneven, and whether they “crowd out” or “crowd in” domestic
businesses varies.

As such, similar to the need to break down the state, one should also
disaggregate FDI. The influence that globalization and foreign capital
have on state-led development cannot be simply captured by a sweeping
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claim. Instead of assuming that foreign capital completely dominates the
local development agenda as classical dependency theory would predict
or dismantling the state power as a neoliberal force, this book illustrates
the more nuanced way in which various facets of globalization interact
with the local state in shaping coalitional politics behind China’s upgrad-
ing policies.

The Argument

The major argument of this book is that the campaign of FDI attraction
in the 1990s was a critical juncture for the subsequent campaign of indus-
trial upgrading in the 2000s, as the type of foreign firms with which the
local governments forged alliances shaped the coalitional politics of deci-
sion making at the city level and laid the structural foundation for policy
implementation at the firm level. When other factors are controlled, cities
that initially focused on attracting large top-ranked global firms were sur-
prisingly less able to garner resources and effectively implement policies in
comparison to those started with smaller firms at the lower position of the
value chain.

The first important influence of FDI attraction lies in the policy-making
process in response to the rise of a paradigm for domestic competitiveness.
Potentially, this paradigm could be—and has been—viewed as a de facto
change of government-supportive policies (such as government funding and
tax breaks) from foreign firms to domestically owned firms. Foreign influ-
ence on domestic policies is most significant when it sharpens bureaucratic
struggles between winners and losers, and such influence is most powerful
when it has political value to local elites. The new initiative in upgrading
is most likely to be seen as a threat by a vested-interest coalition among
city government bureaucrats in charge of international commerce to fight
against policy implemented by the newly emerged domestic technology de-
partment. The international commerce bureaucrats are more likely to form
a cohesive coalition when foreign firms overlap with exporters in a city. At
the same time, such a coalition is more likely to win the competition for
resources controlled by top leaders when foreign firm production in the city
is concentrated in large firms. Combined, these two conditions contribute
to cobesive and strong vested interests. In cities that started by attracting
smaller foreign firms and with more domestic producers participating in
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production, the configuration mitigated the cohesiveness and strength of
vested interests. Bureaucratic competition over resources was kept within
the issue area of domestic technology, which allows advocates for reforms
to make progress.

The second crucial role of FDI attraction lies in the implementation of
policies at the firm level. In cities where the local government prioritized
the attraction of large foreign firms at the top of the value chain, they
settled on a group offshoring strategy. This strategy created a hierarchical
segregation between foreign and domestic enterprises, deprived the latter of
developmental space, and trapped them in a continued race to the bottom
competition. The structure of production drastically reduced the effective-
ness of government upgrading policies (including funding and tax cuts) at
the firm level, dampening the incentives of firms to upgrade. By contrast,
in cities where local government predominately attracted small “guerilla
investors” at the bottom of the value chain, the major production strategy
connecting foreign and domestic firms was subcontracting. This strategy
broke the hierarchical segregation and enhanced the effectiveness of the up-
grading policies by strengthening the incentives of domestic firms to move
up the value chain. The processes of policy making and policy implementa-
tion were mutually reinforcing.

The interaction of global capital and local political economy has there-
fore produced four crucial dimensions that have influenced development
trajectories, which are fleshed out by four subarguments of the book. First,
the increase in inward FDI gave rise to investment-seeking states across
China, which created beneficiaries among local bureaucrats. Second, the
export share of FDI and the concentration of foreign firms affected the
varied responses of bureaucrats to the rise of domestic upgrading and cul-
tivated competing government—business coalitions within the city bureau-
cracy."’ These coalitions shaped the amount of resources that a city was
willing to invest in domestic technology. Third, the type of foreign firms a
city attracted also influenced the effectiveness of implementing upgrading
policies at the firm level, as well as local firms’ upgrading capacity, which
largely reinforced decision making at the city level. Finally, when placing
regional development trajectories in a much longer historical context be-
yond the contemporary era, I find the ways in which government—business
relations took shape and their development priorities to be deeply embed-
ded in varieties of local capitalism.
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GLOBALIZATION AND THE RISE OF INVESTMENT-SEEKING STATES

Although the year 1978 marked China’s opening to foreign investment, it
was not until the 1990s that China had a systematic influx of FDI through-
out the country. As soon as the central state gave the green light to local
authorities for approving FDI, Chinese officials throughout the country
launched a zealous campaign of FDI attraction. Using measures such as
land discounts, aggressive tax cuts, government funding, and bank credits,
local officials went out of their way and competed to bring in foreign inves-
tors as a way both to establish political achievements under the cadre evalu-
ation system and to promote local growth. During this period, China saw
the rise of international commerce departments in most of the city govern-
ments, as these bureaucrats controlled most of the “resources-bearing” poli-
cies that they are able to grant to FIEs. At the same time, these bureaucrats
also became the major beneficiary of the FDI-attraction paradigm.

The type of investments that local officials prioritize, however, diverged
across major cities. In some cities, such as Suzhou in the Yangtze River
Delta, officials prioritized the attraction of large-scale multinational cor-
porations (MNCs) at the top of global value chains. In some other cities,
such as Shenzhen in the Pearl River Delta, officials brokered informal con-
tracts with many small foreign firms established by “guerilla investors.” The
time period of FDI attraction in the 1990s indeed laid the industrial basis
for local manufacturing industries over the next decade. However, more
important and often unnoticed was the way in which a city government’s
global allies affect coalitional politics and the implementation of policies.
The distinct types of FIEs and their export activities in a city affected the
patterns of bureaucratic competition within the fragmented bureaucracy
for the period promoting domestic competitiveness. Furthermore, the ris-
ing offshore or subcontracting strategies and the configuration of produc-
tion interfered with the effective implementation of policies at the firm level
further down the road.

GLOBALIZATION AND BUREAUCRATIC COALITIONS

The feature of “fragmented authoritarianism” and the pressure of the cadre
evaluation system in Chinese bureaucracy led to rampant competition
among bureaucrats (Manion 1985; O’Brien and Li 1999; Li and Zhou 200s;
Liu and Tao 2007; Landry 2008; Shih, Adolph, and Liu 2012; Lieberthal
and Oksenberg 1988; Lampton 2013; Mertha 2006, 2009; Ang 2016). This
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book builds on previous works by showing how bureaucrats compete over
power, policies, and resources, but it goes further to explore what difference
this competition makes and how exposure to globalization complicates the
policy process. China’s transformation from an FDI-centered development
approach to domestic competiveness involves two major government agen-
cies in a city, the international commerce departments who may see them-
selves as potential losers and the domestic technology departments who are
potential winners. The features of foreign firms that bureaucrats attracted
in a city shaped both the alignment of interests and the strength of coali-
tions behind the new policies.

Although the rise of the domestic competitiveness paradigm is often
viewed as harmful to foreign firm interests, it is not necessarily perceived
as being detrimental to international commerce bureaucrats because their
function is to regulate FIEs and exporters, which can be domestic busi-
nesses. The policy is viewed as uncontroversially detrimental only when the
entire realm of international commerce perceives their interests as being
tied with foreign firms and rallies together as a vested interested group.
When FIEs and exporting firms overlap in a city, international commerce
bureaucrats become the primary regulators for foreign firms; hence, they
see foreign firms as their long-term business clients. The rise of new policies
hurts their interests and arouses a coherent voice of opposition. In contrast,
even when a city has many FIEs, if it has less overlap between foreign firms
and exporters, international commerce bureaucrats can have clients that are
domestic exporters as well as foreign firms. This is a situation that mitigates
the foreign—domestic struggle, which builds bridges rather than walls. In
this case, most bureaucratic competition has been kept within departments
in charge of domestic technology and the implementing agencies of the
new policy, which essentially facilitate the carrying out of policies.

In addition to FIE—exporter overlap, when FIE production in a city is
concentrated in a few large global firms, vested-interest groups are found
to have more bargaining power—and are, therefore, more likely to be
strong—compared to those in which output is shared among small and
medium foreign firms. City party secretaries and mayors have tended to
favor and develop close relationships with bureaucrats who are able to help
significantly and rapidly boost city indicators. In economic decisions over
budget and resource allocation, the vested-interest group is able to use the
existence of large foreign firms and wield more persuasive power with top
city leaders. Such a strong competitor diverts resources toward other policy
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goals and marginalizes bureaucratic reformers who were the “institutional
builders” for domestic private firms. This circumstance prevents the domes-
tic technology coalition from increasing resources for science and technol-
ogy upgrading that they can use to establish local funds, industrial parks,
or innovation platforms.

As such, foreign firms became a valuable resource on which bureaucrats
draw to interpret policies, boost policy targets, and fight for resources that
are favorable to their own coalition. This book, at the same time, avoids
a deterministic approach and elucidates the way in which the features of
domestic bureaucratic politics are internalized and channel the impacts of
foreign capital, making bureaucratic competition an obstacle to policies in
some cities more than others.

GLOBALIZATION AND THE EFFECTIVENESS OF POLICIES FOR LOCAL FIRMS

In addition to local coalitional politics in city policy making, foreign firms
that were attracted to a locality also interfere with the process of policy
implementation at the firm level. Although the most heightened period of
FDI attraction took place in the 1990s, once FIEs came in, they shaped
the local configuration of production throughout the 2000s. That was why
government policies that use funding and tax cuts to encourage local firms
to engage in technology upgrading did not always translate into results.
Even when controlling other features, government funding and tax cuts are
much less likely to generate upgrading incentives in cities that are domi-
nated by large-scale FIEs compared to those with smaller guerilla FIEs.
This gap is found to be quite significant, even among coastal cities with
similar levels of economic development.

More specifically, taking China’s largest manufacturing industry (that
is, electronics) as an example, the book found that, when a city government
allied with large global firms, the emerging supply gap between global and
domestic firms encouraged both the government and MNCs to promote
a group-offshoring strategy, which co-outsourced foreign suppliers to the
same region, based on the leading firms’ connections with global suppli-
ers and the deliberate planning of bureaucrats in the international com-
merce. This strategy ended up occupying the middle and lower levels of the
production chain with foreign firms, which amplified the power disparity
between global and local firms, squeezed and segregated the latter into the
bottom of the value chain, and forced them to compete for cheap labor and
limited production opportunities. Under such circumstances, even when



14 Chapter 1

domestic technology officials used government funding and tax breaks to
encourage upgrading behavior, such as investment in research and develop-
ment (R&D) and patent applications, they still could generate hardly any
incentives and behavior among domestic firms.

By contrast, smaller FIEs were situated at the bottom of the global value
chain and did not have the organizational resources to initiate group out-
sourcing. Over time, they found local subcontracting to be a more attrac-
tive option. This allowed the local government to use the subcontracting
needs of smaller global firms to help build local capabilities. This upgrading
strategy broke the hierarchical segregation between global and local firms,
undermined the power disparity in local production, and reserved more
developmental and upgrading space for local producers. At the same time,
the strategy of starting from the bottom broadened grassroots state busi-
ness developmental coalitions that resisted the predesignation of business
winners. Domestic producers demonstrated a much higher level of ambi-
tion to invest in learning, and the same policies of government funding
and tax cuts were found to be much more effective to generate firm-level
upgrading incentives. The firm-level outcomes, in turn, reinforced either a
narrow vested interest benefiting from hierarchical segregation of foreign
and domestic firms or a broader coalition that bridges interdepartmental
competition in the process of budget allocation at the city level.

GLOBALIZATION AND VARIETIES OF LOCAL CAPITALISM

Placed in a comparative context over long stretches of time, the book traces
the divergent paths of local economic transformation to historically en-
trenched patterns of local capitalism, a process in which the formation of
bureaucratic preferences is essential. As such, it uncovers the nature of capi-
talism in authoritarian yet globalized China. Globalization has generated
important influences on local development in the contemporary period, as
previously mentioned. However, from a longer time horizon spanning the
past century, it is the local form of capitalism that selectively incorporated
globalization into its own logic by interest-driven bureaucrats.

The perspective advanced here draws on the “varieties of capitalism” ap-
proach used to study advanced industrialized countries and, increasingly,
East Asia and Latin America (Hall and Soskice 2001; Vogel 2006; Schnei-
der 2013). I apply the varieties of capitalism approach to the subnational
level and show the historical origins of such capitalism prior to the con-
temporary period (pre-1978). On this point, I build on other works that
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have long noticed the persistent patterns of local economic orders, such as
Locke (1995) on Italy and Herrigel (1996) on Germany." Furthermore, in
contrast to the varieties of capitalism approach, I emphasize local bureau-
crats’ preferences and their reaction to centrally driven policies in shaping
local capitalism, rather than firm-level institutions in finance, employment,
and coordination, as such institutions were still fairly weak in China during
the periods of the 1990s and 2000s. Although localities dominated by top-
down modes of capitalism bear certain similarities with Schneider’s (2013)
argument of “hierarchical capitalism,” my emphasis has been on the state’s
deliberate selection of such business alliances and the subsequent conse-
quences of the development strategies on domestic bureaucratic decisions
and domestic businesses.

In the much-heated debate over Chinese capitalism, some scholars see
China’s development trajectories as relying on bottom-up processes involv-
ing grassroots-level private businesses, whereas others focus on the rise of
top-down state capitalism based on public ownership. A third group no-
ticed China’s transition from one to the other and has discussed the com-
plicated relations between the two.'? This book shows that capitalism has
taken a variety of forms, top down or bottom up, at the local level within
the same country. I argue that the preferences of local bureaucrats emerged
from varied degrees of political mobilization and different levels of respon-
siveness to upper-level political signals during the state-building process. It
is these bureaucratic preferences, rather than economic structures measured
by enterprise ownership, that ultimately define local bureaucrats’ choices
of businesses allies, their relationship with the major businesses, and their
strategies of promoting local development.'

As such, my argument also goes beyond the conventional market versus
state dichotomy and the active versus dormant state distinction. Rather, it
shows that local state officials have been actively involved in the economy
throughout China but that they can generate very different policies and
state—business relations that are embedded in bottom-up, as well as top-
down, modes of capitalism.

Using the Jiangsu and Guangdong regions as important examples, I
trace the emergence, survival, and reinforcement of bureaucratic interests
and the sticky patterns of government—business relations through compara-
tive historical analysis across four periods, including the late Qing and early
republican period (1895-1920), the Mao era (1949-1978), the post=Mao pe-
riod (1978-1990), and the globalized era (1990—present). I found that, in
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each period, the degrees of political mobilization for development shaped
the goals that bureaucrats prioritized, the policy tools used to achieve de-
velopmental goals, and the breadth of state—business coalitions. In Jiangsu,
where bureaucrats were historically motivated by political promotion, they
sought narrow alliances with big business at the top of the hierarchy and
habitually launched top-down campaigns to accomplish central policy
mandates. In Guangdong, where bureaucrats were historically driven by
practical economic gains, they protected small businesses with diverse flexi-
ble measures that often circumvented central policies. The rise of top-down
and bottom-up modes of capitalism in the two regions produced rewards
that, in turn, reinforced the distinctive local state preferences embedded in
the local form of capitalism.

These historically entrenched patterns of state interests and state—
business relations survived during the Maoist period of state building and
were carried into the contemporary period, which conditioned and contex-
tualized the different global business allies that local governments choose
and their subsequent response to domestic upgrading in the twenty-first
century. Along the line of historical institutional perspective, preferences,
institutions, and development certainly reinforce each other (Thelen and
Steinmo 1992; Mahoney 2000; Pierson 2004). However, even the emer-
gence of the critical juncture in the current period (that is, localities’ differ-
ent priorities, with FDI attraction following China’s embrace of globaliza-
tion) still reflects the continuity (although not the complete stagnation) of
local legacies.

Thus, what I argue in the book is quite different from a scenario where
local forms of capitalism are either homogenized by forces of globaliza-
tion or demonstrate permanent resistance to globalization (Andrews 1994;
Hall and Soskice 2001). Rather, I show how local capitalism is able to
incorporate globalization into its own trajectories by helping to advance
the interests of bureaucrats. As regions with different foreign capital re-
sponded to the upgrading initiative by devoting more or fewer resources to
the upgrading initiative, and as the logic of global production interacted
with local upgrading policies, the produced feedback loop that justified
city-level policy making in the short run reinforced bureaucratic prefer-
ences in the long run.

Such alliances between local bureaucrats and global firms, however, gen-
erate unintended consequences on policies and often distort the incentives
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of domestic producers in a way that is not anticipated by the central state. In
particular, although regions with a top-down developmental approach were
able to produce stunning industrialization before the globalized era (such
as within the Sunan area), they fell into the pitfall of cultivating narrow
developmental coalitions due to bureaucratic competition from the vested
interest department and the group-offshoring strategies of leading global
firms. In contrast, the fortunes reversed for regions that are embedded in
the bottom-up mode of capitalism, as they were faced with more favor-
able patterns of bureaucratic competition and subcontracting strategies that
were more conducive to cultivating upgrading incentives among local pro-
ducers. The local state, in other words, implemented industrial upgrading
policies in response to the call of the central state, but the success of such
policies was determined by the long-term local institutional environments,
which were created by the local state itself over long stretches of time and
were not entirely anticipated by the upgrading policies themselves.

The insight generated from this study, however, is not restricted to the
uniqueness of the Chinese context. It sheds light on East Asian and Latin
American countries as well. The advantages of a particular type of local
capitalism for developing local competitiveness are not permanent and have
undergone changes with shifts in the global context. During the previous
wave of globalization (between the 1970s and the 1990s), promoting the
exports of domestic firms was the major way of integrating into the global
economy, and the penetration of FDI was highly restricted. The North-
east Asian developers, including Japan, South Korea, and Taiwan, created
miracles through institutions that supported major domestic winners at the
top of the production hierarchy. The rise of FDI and global outsourcing
from the 1990s onward, however, unleashed FDI and exports at the same
time without a period that focused exclusively on exports. The entrance of
global capital altered the microfoundation of state intervention in develop-
ing economies such as China, Vietnam, Singapore, Thailand, and Malaysia
in Asia and Brazil, Chile, and Mexico in Latin America. The globalized
context within each economy has made the top-down pattern of capital-
ism much harder to mobilize the upgrading incentives of domestic firms.
Among other factors, the state’s intention to promote upgrading has been
largely complicated by the problems of coordinating foreign—domestic firm
relations and at the same time struggling to exit the “middle-income traps”
(Doner and Schneider 2016). There are, in short, no one-size-fits-all types
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of comparative institutional advantages for effectively implementing a local

economic transformation.'

The Research Design and Methodology

To explore how the penetration of global capital influenced policy making
at the city level and policy implementation among firms in the city, I use a
mixed-methods approach. I develop my theory from qualitative data and
comparative case studies before testing the argument across hundreds of
cities and thousands of firms. This book uses the prefecture city level as
the major unit of analysis, as the local variation of policy implementation
is most significantly manifested at this level. The province level is simply
too broad to capture the vast variation among cities, as will be shown. The
county level, in contrast, often does not possess the decision-making power
for many of the industrial policies concerning government funding and tax
breaks for domestic technology, as Chapter 4 will elaborate.

I develop the theoretical arguments through controlled comparative case
studies among cities with similar levels of economic development before
testing arguments with quantitative data. The case studies are based on
more than 270 in-depth interviews with local government officials and
business managers (typically one to two hours long) in 18 months of field
research throughout 2008 and 2011. To explore government—business alli-
ances and patterns of bureaucratic competition behind the city-level deci-
sion making, I coded and analyzed the texts of 118 of the semistructured
interviews with officials in the international commerce and domestic tech-
nology departments in the cities of Suzhou, Wuxi, Ningbo, and Shenzhen.
Then the argument was tested by using newly constructed datasets that
cover the jurisdiction of 300 prefecture-level cities (where statistical data
exist) over the course of multiple years.

To investigate the effectiveness of upgrading policies among firms in a
city, I similarly generated arguments through paired comparisons of cities
throughout different stages of development, restricting the comparison to
the electronics industry. The comparison draws on both in-depth inter-
views as well as an original survey of 200 firms.” This was followed by a
construction of unique measures of effectiveness for government funding
and tax breaks and the testing of argument through a multilevel dataset
that includes 159 cities (which are the ones that have the electronics indus-
try) and 6,740 domestic private electronics firms. Finally, in tracing the his-
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torical roots of local variation and placing Chinese localities in a compara-
tive historical context, I consulted a collection of local gazetteers, archives,
and historical studies.

Plan of the Book

Chapter 2 examines the rise of the FDI-attraction paradigm at the national
level and the emergence of local investment-seeking states in the 1990s. It
explores in detail the varied strategies that city governments employed to
attract foreign investors to launch the campaign of FDI attraction, ranging
from tax cuts and land and utility discounts to industrial zone establish-
ments. At one end of the strategic continuum are local governments that
prioritized large leading multinationals that have been playing the role of
the “dragon’s head” at the top of the global value chain whereas, on the
other end, are cities where bureaucrats brokered deals with small-scale for-
eign firms established by “guerilla investors” at the bottom of the value
chain through flexible arrangements.

Chapter 3 traces the relative decline of the previous FDI attraction para-
digm and the emerging paradigm of domestic technology competitiveness,
drawing on government documents, media text analysis, and interviews.
The chapter then introduces the actors, the arguments, and the matrix of
supporting institutions and policy tools underpinning the two policy para-
digms. It draws attention to the coexistence of the two paradigms at the
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local level, where policies and institutions of FDI attraction profoundly af-
fect the government’s response to domestic upgrading and their choice of
development strategies.

Chapter 4 delves into the coalitional politics of policy making and re-
source allocation by investigating the response of city government officials
to the rise of domestic technology in competition with the FDI-attraction
paradigm. The chapter examines the patterns of bureaucratic competition
between international commerce departments and newly emerged domes-
tic technology departments and their respective business clients, including
foreign and domestic firms. I explain the influence of FDI attraction on
domestic politics by showing (1) how the overlap between FIEs and export-
ers shaped the degree of perceived threat and the cohesiveness of the vested
interests in international commerce under the rule of fragmented bureau-
cratic competition and (2) how the existence of large FIEs strengthened
the bargaining power of the vested interest bureaucrats against allocating
resources to the domestic technology coalition. The direction and the mag-
nitude of foreign influence, therefore, are filtered and channeled through
local bureaucracy, giving rise to either deadlocked struggles between dif-
ferent departments or productive competition within the same issue area
that facilitates the budget allocation for various forms of government fund-
ing, service platforms, and cost rebates for enterprise technology activities.
The chapter develops a two-by-two matrix framework through comparative
case studies and text analysis of interviews before testing the hypothesis us-
ing quantitative data across more than 200 prefecture-level cities in China.

Chapter 5 explains the effectiveness of policy implementation and the
varied capabilities of city governments, using policy tools to generate firm-
level upgrading incentives. Using China’s largest manufacturing and export
industry—the electronics industry—as an example, the chapter compares
the development of China’s two largest manufacturing cities, Suzhou and
Shenzhen. It demonstrates how earlier patterns of FDI attraction and the
prioritization of large or small FIEs gave rise to distinctive configurations
of local production, as well as foreign—domestic firm relations. Through
both in-depth case studies and hierarchical models at the city and firm lev-
els, the chapter shows that a hierarchically segregated relationship started
by the group offshoring strategy of large FIEs makes upgrading policies,
such as government funding and tax cuts, less effective and dampens the
innovation incentives for domestic private firms. By contrast, a more equal,
broadly connected relationship started by the subcontracting strategy of
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small FIEs makes upgrading policies more likely to generate firm-level in-
novation behavior and contributes to the competitiveness of domestic pri-
vate firms.

Chapter 6 traces the historical roots of local variation by chronologically
and cross-sectionally placing China in a comparative historical perspective.
It compares varieties of local capitalism in China across four periods, in-
cluding the late Qing and early republican period (1895-1920), the Mao
era (1949-1978), the post-Mao period (1978-1990), and the globalized era
(1990—present). The chapter explores how the historically entrenched top-
down and bottom-up modes of capitalism have conditioned local govern-
ment preferences, as well as their reaction to centrally driven development
initiatives, leading them to attract large or small foreign firms in the global-
ized era. The narrowly selective development strategies based on top-down
capitalism were more effective in the industrial transformation during the
preglobalized era before the 1990s. The influx of FDI since then, however,
has unleashed new complexity so that cultivating bottom-up, broadly sup-
portive networks with small firms was more likely to provide an institu-
tional environment for the competitiveness of domestic private businesses.

Chapter 7 summarizes the findings of the book and highlights the im-
plications of this study, both theoretically and practically, for the political
economy of development in emerging economies. Starting with a story of
Japan in the 1960s, the chapter shows the different ways that the Chinese
economy integrated into the world economy. The chapter draws attention
to how global production fragmented or integrated state agencies and busi-
nesses, shaped the ways they perceived their interests, and ultimately af-
fected the political environments for domestic private firms. The chapter
also discusses prospects and constraints for change for local capitalism. The
chapter then broadens out to map major Asian economies in Northeast and
Southeast Asia in a comparative picture. It finds that the earlier generation
of developers was able to participate in global production by shielding the
penetration of FDI to local settings. They were, therefore, far less sensitive
to developmental coalition problems, compared with the current genera-
tion of developers that experienced high levels of localized global capital
during their major growth periods.
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Chasing Foreign Capital

In 1979 and 1980, when the first group of FIEs was established in China,
only five cities on the southeast coast were open to foreign investment.
Today, a local government official would feel ashamed if he or she could
not come up with a list of locally registered FIEs that are among the For-
tune Global 500, such as GE, Nokia, Samsung, Siemens, and Foxconn.
Between 1980 and 2010, inward FDI in China increased from US$57 mil-
lion to USs105.735 billion while exports of merchandise grew from USs18
billion to USs1.578 trillion, making the country the largest recipient of
FDI among developing countries and the largest exporter in the world (Fig-
ure 2.1). As of 2009, 52 percent of FDI and 95 percent of exports have come
from manufacturing industries, of which the electronics industry accounts
for 19 percent and 35 percent, respectively (National Bureau of Statistics
2010). This rapid speed of integration into the world economy has been
unparalleled among other developing countries as well as among East Asian
newly industrialized countries during their catch-up stage.

Beneath China’s continuous integration into the global economy is not
simple liberalization of the country’s economic system but the formation of
distinctive local economies and the ways that the local government regu-
lated and interacted with businesses. In many ways, the penetration of for-
eign capital has been uneven, with different types of foreign invested firms
established in localities with their outsourcing and offshoring activities. The
emerging composition of foreign and domestic firms and the relations of
production have generated profound impacts, both on the local coalitions
of the city governments and on the ways in which they allocate government
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FIGURE 2.1. Inward FDI in top developing country recipients, 19702010 (The order of
countries in the graph is ranked by inward FDI in 2012, as listed on the right).

souRrcE: United Nations Conference on Trade and Development (UNCTAD) (various years).

support among firms. This chapter starts with the initiative at the national
level before examining local strategies of investment attractions.

The Rise of the Pro-FDI Agenda in Post-Mao China

Since its establishment in 1949 and before its reform and opening in 1978,
China has mainly relied on import substitution industrialization (ISI) as
a catch-up strategy typically seen in many other developing countries in
the earlier stages of development. The central state provided subsidies and
protection for capital-intensive and technology-intensive industries such
as steel, chemistry, electronics, and machinery. Instead of directly import-
ing these goods from developed countries, state-owned firms manufac-
tured these goods by themselves based on the import of machinery and
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technology from abroad (often the Soviet Union). The electronics industry
was largely oriented toward the national defense and military needs during
this period. The computer and integrated circuit (IC) industries were good
examples of where the state provided heavy subsidies in an effort to reduce
the technology gap between China and other countries, albeit with limited
success (Pecht 2007: 71-72).

In a dramatic shift in foreign policy, the Dengist leadership initiated the
reform of “opening China’s door to the outside world” in 1978 to an en-
closed economy that had been dominated by central planning. This initia-
tive not only aimed to boost domestic economic development by attracting
foreign investment but also served as a political strategy to counter conser-
vatives opposed to economic reforms by launching gradual changes in a
handful of places as laboratories for larger changes (Naughton 1995; Shirk
1993). The step was taken cautiously at first, restricting foreign investment
to four special economic zones (SEZs) in Fujian and Guangdong provinces
and constraining the approval of investment mainly to joint ventures. There
was also initial suspicion from the foreign investors about China’s economic
and political environment (Pearson 1991). However, the special conces-
sionary tax and financial policies provided by the central government to
these policies increased the credibility for attracting foreign investments,
especially from Hong Kong and Taiwan (that is, the China circle firms).
It was in SEZs that the earliest form of foreign investment—contractual
alliances—started to emerge between foreign firms and domestic partners.
Foreign firms provided original materials, original samples, and original
components together with capital and machinery whereas domestic firms
engaged in processing and assembly before the final products were handed
to foreign firms for reexport. Although the 1979 Chinese—Foreign Joint
Venture Law mentioned the need to introduce technology, the major em-
phasis in attracting foreign investment during this period was to promote
exports and increase foreign exchange reserves.

The development experience of SEZs provided the initial soil for the
growth of the pro-FDI agenda and the subsequent rise of the Economic
and Technology Development Zones (ETDZs). Contrary to common be-
lief, the original intention of the central state in launching ETDZs did not
lie in simply replicating SEZs in a larger geographical area. Deng Xiaoping
and Zhao Ziyang did publicly endorse the achievement of SEZs before they
pushed for the expansion of coastal development strategies, yet it became
much clearer later that both the amount and the quality of foreign invest-
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ment in SEZs was deemed far from satisfactory by central leaders, as these
investments were mainly comprised of labor-intensive processing exports
that involved little transfer of technology and considerable high cost (Pear-
son 1991: 151). The ETDZ plan thus was intended as a reformulation of
SEZs that went beyond simple trade promotion (Pi and Wang 2004: 38;
Naughton 1997: 92; Naughton 2007: 407). In 1984, the Central Commit-
tee of the Chinese Communist Party (CCP) and the State Council jointly
started the initiative in 14 coastal cities, with Dalian being the first ETDZ.
The primary goals of developing ETDZs, according to the major confer-
ence document, were to “break a new era by taking advantage of foreign
investment and introducing advanced technology” (The Central Commit-
tee of CCP and the State Council 1984). In the following initiated policy,
ETDZs were required to “arrange every aspect of work around the central
task of exploring technology and carefully select the foreign investment
projects” (The Central Committee of CCP and the State Council 1985).
The 14 zones were granted similar beneficial policies as SEZs but were in-
tended by the State Council to have a “higher starting point” so that they
could better recognize the function of four windows, that is, the windows
of technology, of management, of knowledge, and of foreign policies (S. Li
2008: 76).

THE FIRST STAGE: FORMING JOINT VENTURES

It was within such contexts that the idea of “exchanging market for tech-
nology” gradually rose to the top of the national economic policy. The term
originated from China’s automobile industry in the early 1980s and was
later widely used as the central tenet in support of policies for encourag-
ing inward foreign investment in most manufacturing industries, both at
the central state and local levels.! The main argument was that by allow-
ing foreign investment to enter the domestic market, China could use its
huge domestic market as a powerful bargaining chip for the introduction
of advanced technology. Marker in the initial stage referred to the sale of
international products in domestic markets but later was broadly used as
a term to mean the entrance of FIEs into mainland China, even though
they may mainly focus on export. In terms of the type of technology that
was needed, the China Joint Venture Law stipulated that such technol-
ogy and machinery should be advanced and “appropriate to China’s needs”
and that when foreign investors intended to cheat the Chinese partner
with “backward” technology and machinery, the Chinese partner should
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be compensated (National People’s Congress 1979; State Council 1986).
The 1986 “Decision of the State Council to Encourage Foreign Investment”
further specified the preferential policies for the technologically advanced
enterprises in which the “foreign investors provide advanced technology,
engage in development of new products, or upgrade the existing products.”
These enterprises were provided with lower charges of basic utilities, prior-
ity loans from the bank, and a wide range of tax exemption policies (State
Council 1986).

There were two underlying assumptions of the argument of “trading
market access for technology.” First, foreign investors were willing to pay
for the cost of entrance by transferring part of their advanced technol-
ogy. Second, the Chinese side could gain bargaining leverage over foreign
investors by approving their entrance to the domestic market. These as-
sumptions, however, were severely challenged in the two actual stages of
joint venture formation. The earlier stage was marked by controlling FDI
entrance and forming strategic joint ventures (JVs) in several selected in-
dustries. Although intended to be modeled after Japan, South Korea, and
Taiwan, the selective JV stage that relied on foreign capital for transfer of
technology turned out to be significantly different from the developmen-
tal states, which relied on reverse engineering and self-learning for tech-
nological catch-up (Kim 1997; Leng 2005). Largely but not entirely, the
controlled JV stage gave place to a new process in the 1990s, which saw
the influx of FDI on a much larger scale to local development zones across
the country.

In the JV period, the state poured a massive amount of capital into
forming a selective few J Vs in the cathode ray tube (CRT) industry and the
IC industry. The Ministry of Electronics wanted to limit the entrance of
foreign capital and technology to a few large capital-intensive firms so as to
create national champions similar to chaebols in Korea (Huchet 1997: 2771).
Given the large amount of resources that the state invested in each firm,
only a few domestic state-owned firms gained permission for production
and enjoyed the “benefit” of becoming joint-venture partners. In the CRT
industry, the state bank invested USs20 billion to establish several major
JVs in the 1980s and early 1990s, including Beijing Panasonic, Shenzhen
SEG Samsung, Shenzhen SEG-Hitachi, Thomson Foshan, Changsha LG
Philips, Nanjing Huafei (Huadian-Philips), and Shanghai Novel. In the
IC industry, with effort from the State Council leadership group (/ingdao
xiaozu) and the Ministry of Electronics, Shougang NEC, Shanghai Bell-
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ing, and Shanghai Philips were formed in the 1980s.? This was followed by
two huge investment projects in the 1990s: the more than 2 billion yuan
“908 project” that created Huajing (which later turned into a JV) and the
almost s billion yuan “9o9 project” that gave birth to Huahong NEC. De-
spite receiving a substantial amount of subsidies during the creation and
production process, most of the JVs failed to master the core technology
and suffered from substantial losses. All initial JVs in the CRT industry
eventually went out of business as foreign partners withdrew investment
from CRT and marched into liquid crystal displays (LCDs), leaving the
Chinese partners who lacked capability in LCD to close down. It was much
more costly for the JVs in the IC industry to quit production, even after
Huajing and Huahong lost billions of RMB. These JVs were eventually
transferred into processing firms, which gave up the original goal of lead-
ing the IC industry with independent product development (Gao 2003; Q.
Hu 2006).? As a result, an increasing amount of these electronics products
in China—38s percent of IC products and almost 100 percent of flat screen
products—still had to rely on imports (Zhang 2008).*

The reasons for the failed marriage between Chinese and FIEs ranged
from cultural differences to conflicts in enterprise management.” However,
more than anything else, the JV experiment revealed that transferring tech-
nology through JV was just wishful thinking.® Despite the Chinese govern-
ment’s claimed intention to promote knowledge transfer and the creation of
policies to encourage acquirement of technology, there was a lack of incen-
tives from both the supply and the demand sides. On the supply side, once
the JV was created, it immediately became part of FIE’s global outsourc-
ing strategy. The parent companies in OECD countries, which controlled
the China branch, had no plans to conduct product development, design,
or research and development (R&D) in China. Consideration to preserve
core technologies and the lack of property rights protection in China fur-
ther restrained the transfer of technologies. For example, the major goal for
Huahong’s collaboration with NEC from Japan was to upgrade its technol-
ogy capability in producing 6-inch chips, yet NEC firmly restricted the
transferring of technology at every step. Instead, NEC’s goal was to gain
low-cost memory cards from Huahong and resell them at higher prices
in the international market. Production lines only involved directly intro-
duced and applied designs that were already developed in parent companies
(Q. Hu 2006; Luo unpublished).” Thus, in many aspects, the JVs did not
depart too far from the early forms of contractual alliances in SEZs in
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terms of degree of technology sharing, albeit on a larger scale and in more
technologically advanced industries.

On the demand side, the R&D department of the JV became a rub-
ber stamp where the Chinese staff were discouraged from carrying out any
independent R&D, which would both run counter to the global strategy of
the FIE and increase the likelihood of direct competition with the foreign
brand products. For example, in both SEG Samsung and SEG-Hitachi,
R&D staff from the China side predicted the change of technology and
proposed conducting independent research that went beyond the CRT
technology. However, this effort was turned down by the company, and
technicians sent from Japan. As a result, the Chinese R&D staff, who were
most likely to have demand for technology, either remained idle or later
flew to other companies (Lu 2011; Xu 2007). The Chinese managers of the
JV, who were usually not adequately trained in understanding technology
and were pressed by other concerns such as total production and employees’
welfare, ended up not having strong incentives to facilitate learning and
allow foreign partners to monitor and supervise the production process, as
long as the share of the profit for the Chinese side was guaranteed.® There
was no denying that certain technology had to be purchased to complete
the production that complied with the standards of quality, yet most of
these purchases tended to be direct imports of machinery and product lines
rather than the actual learning of technology. Over time, the dependence
on foreign partners for technology and management deepened (Pearson
1991: 177—182).

Hence, there was a growing discrepancy between the central govern-
ment’s claimed intention in attracting FDI and the actual results produced
at the firm level. Although the government recognized the importance of
acquiring advanced technology and at times did bargain for the goal, it
ignored the feasibility of forcing foreign investors to transfer technology
and the fact that such a strategy ran directly counter to the logic of a hi-
erarchical global production order, which the JV was subject to. It also
neglected to implement incentives for managers and technicians from the
Chinese part. The assumption that foreign firms would be willing to trade
technologies with their entrance was directly contradicted in the JV stage.
Such failure caused two major consequences in the electronics industry.
First, regardless of whether the state intervention was indeed the cause of
the failure, the approach of central government-led effort in developing the
high-tech industry was largely delegitimized, and, for a long time, the state
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moved away from any centralized industrial policy (Naughton 2007: 26).
Second, an increasing number of FIEs, such as Panasonic and Samsung,
shifted their outsourcing strategy from JV to wholly foreign-owned enter-
prises or increased their share to more than 70 percent (Luo unpublished;
Naughton 2007). The failure, surprisingly, did not delegitimize the pro-
FDI agenda. Rather, a new process of attracting FDI enabled proponents
of the agenda to reinterpret and thus gradually modify the meaning of “ex-
changing market for technology” toward the direction that justified foreign
investment on an even larger scale.

THE SECOND STAGE: COMPETING FOR FDI ACROSS THE COUNTRY

Acknowledging the overly ambitious plan of introducing advanced technol-
ogy through FDI, the central government started to move away from the
centrally controlled bilateral mode of creating JVs between a selective few
firms. The national conference of ETDZs was held at Tianjin in 1987 and
Shanghai in 1989. These conferences marked important turning points.
Based on the experience of the previous period, the Special Economic Zone
Office proposed “three major focuses” (san weizhu) to be the primary goals
of ETDZs in place of the previously assigned function of “four windows.”
The ETDZs “mainly focus on attracting foreign investment, on industrial
development, and on creating foreign reserves through exports.” The policy
initiative, along with the delegation to local governments of the power to
approve foreign investments, provided legitimate grounds for ETDZs to
attract FDI in a bold manner (Tao 2006). Many ofhicials in the ETDZs
viewed this switch as a welcome change that was more practical and re-
alistic than the previous period (Pi and Wang 2004). Starting with the
14 ETDZs and later spreading into thousands of development zones across
the country, local governments sought opportunities for attracting FDI
through every possible means. The early 1990s thus began a stage in which
the central government loosened control on both the number of FIEs
that sought to enter China and the number of localities that sought to at-
tract FDI.

At the global level, it was during the same period that the antenna of
global production networks in automobile, electronics, and information
technology (IT) began to reach into developing countries in a systematic
way, not only for gaining access to the domestic market but also for taking
advantage of low-cost labor. Rather than trading and competing with fi-
nal products that include every single step of branding, design, marketing,
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component manufacturing, assembly, and distribution, firms and econo-
mies (national or local) increasingly specialized in specific stages of pro-
duction, albeit with varying degrees of modularization and fragmentation
(Gereth, Humphrey, and Sturgeon 2005; Herrigel, Wittke, and Voskamp
2013). Thus, it was not surprising to see FDI pouring into China during
this period given the needs from both the foreign and domestic sides.

With local governments gaining increasing authority to approve FDI
projects (any project within US$30 million) in the late 1980s, the 1990s
brought a massive proliferation of zones across the country (Yin et al.
2007). Among them, 32 were granted the title of state-recognized ETDZs,
but hundreds and thousands emerged from various other levels. The “zone
fever” brought fierce competition in attracting foreign investment through
various packages of preferential policies. In addition to the tax exemption
and other policies stipulated at the state level, local governments also pro-
vided other preferential policies, ranging from tax breaks for both national
and local taxes to tariff reduction for import of raw materials, components
and machineries, tariff exemption, low-to-zero land price, and discounts on
office rental price.’

The rising number of ETDZs and the increasing proportion of FDI in
China’s GDP also empowered government agencies that regulated foreign
investment and trade. The Ministry of Foreign Trade and Economic Co-
operation (MFTEC) (MFET before 1993) was the main agency that made
and implemented FDI-related policies. In 1999, the MFTEC formally
gained the authority to approve and regulate all the ETDZs, taking over
the function from the Special Economic Zone Office. The Economic and
Trade Commission (ETC) also gained significant power during the two
decades of opening, but at a less rapid speed, as the key function of regulat-
ing FDI and ETDZs was in the hands of the MFTEC.

The ETDZ phase of the FDI attraction, however, was not simply a local-
ized and expanded version of the JV period. Although officials still talked
about “trading market access for technology” in the 1990s, the main propo-
nents of FDI attraction tweaked it into an argument that allowed FIEs to
come in so that domestic firms would benefit from the “spillover effects” in
technology and the opportunities to learn management skills from foreign
firms (Gallagher 2005). Thus, direct influence of FIEs through forming
JVs with Chinese partners was no longer the focus; the key was the general
demonstration and the competition it created for the region. The priorities
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of localities became “taking advantage of” (/iyong) FDI in boosting local
industrial and economic development.

Choosing Global Allies: Varieties of Investment-Seeking
Local States

Although the initial open-door period of China took place in the 1980s,
it was not until the 1990s, well after Deng Xiaoping’s southern tour and
when China entered the stage of local competition for FDI, that China
experienced a systematic influx of FDI. In explaining how China became
the top country in foreign investment attraction, scholars have focused on a
wide range of reasons, ranging from using FDI as a channel of financing for
domestic private businesses to the rise of outsourcing activities from global
firms and the spread of development zones (Huang 2003; Steinfeld 2010;
Zheng 2014). What these works did not give adequate attention to were the
crucial roles of local government officials during this period of time, who
actively took the opportunities presented in globalization by offering ag-
gressive preferential policies to foreign investors and who crafted the insti-
tutions of the development zones. Local officials’ FDI attraction strategies
are not only important for understanding the rise of investment-seeking
states in the 1990s. These strategies, as will be discussed in later chapters,
also laid the very foundation for bureaucratic coalitions during the indus-
trial transformation to local competitiveness in the 2000s.

The role of local officials needs to be understood against the backdrop
of the Chinese local economy. In the 1980s, the success of the Chinese
economy largely resulted from public enterprises (both state owned and
collectively owned) in local China, which were then dependent on the soft
credit that the state provided. In the 1990s, however, the implementation
of a tax-sharing system squeezed the local share of budgetary revenue, and
the reform of the banking system posed hard budget constraints on these
publicly owned enterprises by reducing their access to soft credit. Many of
these enterprises experienced losses and substantial debts and became eco-
nomic burdens for local governments (Whiting 2001: 265—290; Ong 2012).
As these enterprises were reformed, privatized, or sold, local governments
started to search for new ways to build political achievements and increase
economic revenue (Tao and Yang 2008; Zhao 2009). The ascendance of the
FDI-attraction initiative paired with the rise of outsourcing and offshore
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production of global capital provided opportunities and incentives for local
governments to shift their role from direct owners of enterprises to invest-
ment seekers in fulfilling their developmental goals. Inviting business and
attracting investment, widely expressed in the Chinese term zhao shang yin
zi, became the key to these goals.

Politically, the hierarchical cadre evaluation system instilled strong po-
litical incentives for local bureaucrats to accomplish policy mandates and
build political achievements through economic and industrial performance.
The fall of the local publicly owned enterprises resulted in the attraction of
outside investment as a necessary condition to boost the key performance
indicators in GDP, industrial output and fiscal revenue. In addition to
these basic economic targets, the goals of the two paradigms—attracting
FDI and promoting high-tech industries—also began to be directly built
into the evaluation system for the leading group cadres and for various
state agencies and government-administered development zones, especially
in the relatively developed cities on the east coast and the capital cities
of various provinces in the hinterland. Examples include the number of
FDI projects and the amount and speed of FDI attraction, as well as the
number of high-tech enterprises and the proportion of output from high-
tech industries (Gao 2015; Zuo 2015). Economically, the 1994 fiscal reform
drastically increased the proportion of the central state’s share of income
and value-added taxes. Local governments thus competed to offer investors
generous tax reductions or exemptions justified in the “beneficial policies”
of the two paradigms. Adding to the benefit package were also state funds,
reductions in land prices, and bank credit.

These beneficial policies became “resource-bearing” policies that local
governments used to seek business investment as well as to build patron-
age connections. The rise of local investment-seeking states thus led to the
formation of a strong alliance between governments and businesses in post-
Mao China. Central to the maintenance of such alliances was the exchange
relationship between bureaucrats and businesses based on the offering of
beneficial policies. Bureaucrats provided businesses with beneficial policies
in tax, land, and state funding, businesses, in return, helped build up po-
litical achievement indicators and generate local economic resources.

Although the evolution of post-Mao political and economic institu-
tions crafted incentives for investment-seeking states across the country,
bureaucrats did not respond to these institutions with equal degrees of
enthusiasm. Rather, they tended to prioritize different goals in their in-
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FIGURE 2.2. Average size of FDI projects in Suzhou and Shenzhen.

SOURCE: Suzhou Statistical Yearbook; Shenzhen Statistical Yearbook (various years).

vestment seeking. Bureaucrats in some localities (the Yangtze River Delta
represented by Jiangsu) tended to seek allies from large, well-known multi-
national corporations (MNCs) that occupied the top positions of the pro-
duction hierarchy so as to generate local indicators quickly. By contrast,
their counterparts in other cities (the Pear]l River Delta and Guangdong)
put predominant focuses on nurturing state—business connections so as
to generate immediate, practical economic benefits for the localities. Fig-
ure 2.2 shows the average size of FDI project attracted in Suzhou and
Shenzhen between 1992 and 2010, in the two core manufacturing cities of
Jiangsu and Guangdong, respectively. One can observe a persistent pattern
of focusing on different types of FDI.

Although it could be argued that geographical proximity to Hong Kong
may have contributed to the small size of the FDI projects in Shenzhen,
this is far from the only cause. My field research in these two cities suggests
that when Chinese ethnic firms (mostly from Taiwan and Hong Kong)
sought to invest in these two regions, managers from smaller firms were
typically rejected in the Suzhou area instead of the Shenzhen area.'® I will
demonstrate in the next two sections that the distinctive priorities of the
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local bureaucrats were clearly reflected in their different strategies of invest-
ment seeking, which shaped their later responses at the turning point to
domestic firm competitiveness. Because these two regions pioneered the
major strategies of local upgrading that were widely copied and practiced in
other localities in China, they became highly influential in understanding
regional trajectories of development. We will examine them in turn.

INDICATORS, ACHIEVEMENT, AND THE ALLIANCE WITH THE DRAGON’S HEAD

In the Jiangsu province, a major manufacturing base located in the Yangtze
River Delta near Shanghai, investment seeking was clearly embraced as the
most rapid and efficient strategy to boost economic indicators. Not every
investment project, however, was equally favored by government officials.
Large top-ranked MNCs stood out as the most favorable business allies
for officials during the beginning of the 1990s. From the perspective of lo-
cal bureaucrats, the essence of winning the political competition was not
only realizing certain policy targets but also excelling at achieving them (or
overachieving them) by accomplishing more and at a faster speed than peer
competitors in other cities or counties."" The method used for score calcu-
lation in Jiangsu’s cadre evaluation system can help to better understand
the intensity of competition.'? The score that city officials receive in cadre
evaluation for a policy target is calculated as:

40 x (X, — min(X)) / (max(X) — min(X)) + 60

In the formula, X is the actual value achieved for the policy goal, and
max(X) and min(X) represent, respectively, the highest value and the low-
est value of the indicators produced among all localities in Jiangsu."> The
higher the value that a city achieved relative to other localities, the higher
the score that city bureaucrats would receive. The system thus instilled
strong downward pressure for higher-level bureaucrats to press lower-level
bureaucrats within their jurisdiction for increasing indicators so as not to
fall behind. At the same time, the institution also created upward pressure
for lower-level bureaucrats to win over their peers for tenure and promo-
tion."* The frequent news and media exposure of various rankings among
different cities and counties further exacerbated the degree of competition.
To excel at these competitions, bureaucrats had to search for, and often
invent, the most efficient strategies for building up key indicators.

The Suzhou municipality/Kunshan city region was an excellent exam-
ple of success in this respect. Suzhou, along with Wuxi and Changzhou,



Chasing Foreign Capital 35

constituted the Sunan (southern Jiangsu) area, which was the wealthiest
region and the earliest place for rural industrial development during the
post-Mao era. Geographically, Suzhou includes seven city districts and five
county-level cities (Changshu, Zhangjiagang, Kunshan, Wujiang, and Tai-
cang). Central to the Sunan model was a strong involvement of the local
government in publicly owned enterprises, including SOEs (state-owned
enterprises) in the urban area and collectively owned township and village
enterprises (TVEs) in the rural area (Oi 1999; Shen and Tsai 2016).
Although the role of TVEs and local developmental states in the 1980s
captured most of the attention from scholars studying this period, these
enterprises withered in part due to increasing debt issues in the face of soft
budgets, and they were exacerbated by fiscal recentralization in 1994 (Ong
2012; Whiting 2001). Many important events took place in the critical
juncture of the late 1980s and early 1990s, such as the Tiananmen crack-
down in 1989, the beginning of the privatization of TVEs in the 1990s,
the State Council’s decision to open up the Pudong district in 1990, and
the Southern Tour of Deng Xiaoping in 1992. At the same time, another
process started to unfold. This process started with an initial FDI wave in
Kunshan, spread across numerous other localities, and eventually washed
away the TVE period by launching a new era in the 1990s. Not only did
TVEs decline in the 1990s, but bureaus in charge of TVEs were also abol-
ished. FIEs became the major development allies with local governments.
In the mid- to late 1980s, Kunshan became the region’s pioneer advocate
of the pro-FDI paradigm and established China’s earliest locally funded
ETDZ in 1985. Although the Singapore-Suzhou Industrial Park established
in 1994 was the most widely known, Kunshan in fact had developed their
own FDI zone almost a decade earlier. In 1987, Zhao Ziyang, the general
secretary of the CCP, praised Kunshan’s success during his visit and criti-
cized Jiang Zemin, who was then the mayor of Shanghai, for dragging his
feet in developing Shanghai ETDZ."” During the 1990s, numerous tours
were organized for officials from other localities to study Kunshan’s ex-
perience. By the end of the 1990s, the Kunshan model had been widely
copied by localities within and without Suzhou. Not only did localities
within Suzhou (such as Suzhou urban district, Wujiang, Zhangjiagang,
Changshu, and Taicang) model their ETDZs after the Kunshan model,
but other Jiangsu cities (such as Wuxi, Nanjing, Nantong, and Changzhou)
all tacitly copied the same model, making Jiangsu one of the largest engines
for inward FDI in China. A Wuxi city official, Mr. Liu, recalled that when
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he made his first trip to Kunshan ETDZ in the early to mid-1990s, he was
simply amazed by the speed with which Kunshan attracted FDI. This was
in sharp contrast to the TVE period, when Kunshan lagged far behind
Wauxi. Mr. Liu thus immediately started pushing for the development of
the Wuxi ETDZ after his return to Wuxi.!®

What distinguished the region and contributed to its rapid rise was that
only a few years after the establishment of the first FIE, local bureaucrats
started to show clear “selectivity” in their preferences and strong “ambition”
to attract large-scale, high-end (gaoduan) MNCs. Following Chinese Gen-
eral Secretary Zhao Ziyang’s visit in 1987 and the subsequent state recogni-
tion of the zone, the provincial and municipality leaders immediately called
for a “faster pace,” “bold manner,” and “higher starting point” in FDI at-
traction. In 1991, the Kunshan government responded by issuing its official

decision to prioritize projects with “larger scale and higher technology.”"

Suzhou ETDZ, which was established after Kunshan ETDZ, did not even
experience a few years of lead time with smaller FIEs before it directly leapt
to a start by attracting top-tier electronics MNCs such as Samsung, Philips,
Panasonic, and Logitech in 1994, with an average investment volume of
USs100 million (Fan 1996: 23). Bureaucrats at various levels and in various
departments were highly aligned in competing for and serving the interests
of large MNC:s, despite the fact that they fulfilled different functions in
such investment-seeking processes (Bao 2006).

Large MNCs were chosen by local bureaucrats as developmental al-
lies because they provided a shortcut for achieving political ambitions and
building up economic and technology indicators, at a speed incomparable
with small FIEs. Technology giants such as Samsung, Fujitsu, Foxconn,
Compal, Intel, LG, Sharp, Philips, and Panasonic were simultaneously the
major contributors to GDP, FDI, fiscal revenue, high-tech industrial out-
put, and high-tech exports—all indicators that occupied the top position
in the cadre evaluation system. These firms were regarded as the “dragon’s
head” enterprises (longrou giye) that played a particularly crucial role in
achieving rapid industrialization and economic development. Between 1986
and 1996, for example, industrial output in Kunshan ETDZ increased 58
times, exports 139 times, and total FDI 180 times. Suzhou soon rose to the
top among Jiangsu cities in terms of all crucial economic indicators and has
become the largest FDI recipient in China since 2001 (Zhong and Zhang
2009: 220; He 2002). The municipality leapt forward rapidly from a textile-
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production city to the largest global producer of I'T products and one of the
world’s nine emergent new-tech cities (Rogers et al. 2001).

On the other hand, local governments, especially those in the interna-
tional commerce department, often lacked the patience for and showed
clear discrimination against small FIEs—which were viewed as “useless”
to ofhicials—by either turning them away or moving them out of the major
investment zones (Xiao 2004; Guo 2006). An official in Suzhou ETDZ
disclosed that the zone officials would basically not bother with any in-
vestment projects below USs30 million, which was the typical threshold
for large projects in Jiangsu. Another Jiangsu official also admitted that he
would not respond to any request for investment if they were small-sized
FIEs." In urban areas especially, small FIEs had a hard time getting land
for their investment and were often squeezed by policies that favored large
MNCs. Some small FIEs that entered the major development zones at the
very early stage of the reform period were able to stay, but they had little
bargaining power over local economic policies and felt the pressure of be-
ing kicked out of the zone at any time (Keng 2010: 253). In fact, Jiangsu
bureaucrats tended to be especially proud of the Yangtze River Delta for its
large-size, high-end investment, while showing disdain for the small-size,
low-end investments in the Pearl River Delta.

Increasingly, the strategy of attracting large MNCs became in itself the
target for local competition and ossified into a stable policy preference. The
average size of investments in Jiangsu development zones expanded from
USs$3 million in the mid-1990s to more than US$10 million in Kunshan
ETDZs and US$30 million in Suzhou ETDZs in the mid-2000s. By the
end of 2003, 400 of the Fortune Global 500 MNCs had invested in the
Yangtze River Delta, of which 91 poured more than USs$8 billion into Su-
zhou, a record surpassing Nanjing and Wuxi (which had 37 and 58 of these
firms, respectively) (Chen 2006: 67; Liu 2004). By 2006, 113 of the Global
500 had entered Suzhou by establishing 349 FIEs. Of the FIEs, 1,273 in-
creased their investment volume, and 85.3 percent of FDI came from proj-
ects that were USs10 million or larger (Jiangsu Statistical Bureau 2008).
The number of Fortune Global soo firms a locality attracted also became
a policy goal that cities in Jiangsu competed for as this not only boosted
major economic indicators but was in itself a source of pride to glorify the
image of the city in major media, statistical bureau rankings, and the an-
nual reports submitted to the provincial and central government.
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Nothing could be taken for granted in getting investment from large
MNCs. The rise of Suzhou and the Yangtze River Delta rested on the
adoption, adaptation, or invention of strategies that specifically prioritized
large MNC:s in exchange for impressive economic indicators and political
achievement. The first important policy invention was to adapt the cen-
tral government’s requirement for the government’s shareholding in joint
ventures by directly attracting large wholly foreign-owned enterprises
(WFOEs). As already mentioned, to accomplish or supersede the “hard
targets” in FDI attraction and other economic areas, bringing in large-scale
MNCs was the best choice. However, if local governments had adhered to
the practice of setting up JVs in the 1980s and 1990s, the available fiscal
income in their coffers—only 70 to 80 million yuan in the mid-1980s in
Kunshan, for example—would allow them to participate in only small-sized
JVs. This would accomplish policy targets at a much slower speed. With
careful calculation of cost and benefit, local bureaucrats boldly decided to
give up any profit shares in JVs and experiment with directly bringing in
large WFOEs. The practice, which could be traced back to the mid-1980s,
was first to register these enterprises as JVs on paper, then immediately
change them into de facto WFOEs by transferring all government shares
to the foreign side (Zhong and Zhang 2009: §3—54). Without taking the
risk, recalled a top local leader, “It would not be possible for large MNCs
to come in, and we would not be able to have the economic and industrial
achievement that we have today.”" Even the provincial government, which
preferred the cautious approach of forming JVs in the 1980s, started to
overtly praise the “unbeatable advantage” of attracting large WFOEs to
Suzhou in 1993 (Gao 1993).

The second important policy weapon was to launch a campaign among
all levels of bureaucrats to lure MNCs with aggressive beneficial policies.
This was where one could see Mao’s “invisible hand” in campaign politics
(Heilmann and Perry 2011). Just as cadres were assigned the task of filling
certain quotas in identifying “counterrevolutionaries” during the Mao era,
each level of bureaucrats was now assigned a task of attracting a specific
number of large-scale projects (Zhou 1995: 28; Lu 2003; Bao 2006).

Taxation was an especially useful tool, and tax reduction was as gener-
ous as a “five-ten” schedule, which meant tax exemptions for the first five
years and 7.5 percent for the next ten years, in contrast to 33 percent for
domestic firms. Although both Jiangsu and Guangdong offered tax reduc-
tion, their practices after the taxation period were substantially different.
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Because Jiangsu officials prioritized performance indicators, one of which
was revenue performance, they adopted the policy of tax collection fol-
lowed by tax return (xian zheng hou fan). This means that city tax agen-
cies first “collected” or “borrowed” taxes from large businesses. Then, they
would refund or return the taxes to enterprises after their annual report
to the provincial level so as to both guarantee high local indicators of tax
revenue and provide an actual tax break for enterprises.?’ As will be shown
in the next section, this was in direct contrast to the policies adopted in
Guangdong for retaining the revenue at the local level.

Discounts in land prices were another source of attraction. The cost of
developing land was 200,000 yuan per mu in 2005, but local governments
in Jiangsu—especially Suzhou, Kunshan, and Wujiang—were willing to
reduce the price to between 50,000 and 60,000 yuan per mu, or, at the
county level, even offer free land for projects that exceeded 100 million
yuan. In addition to the benefit packages, free factory buildings, discounts
in utility rates, and government-designated banks for easy-access loans were
made available (Yuan 2006; Sun 2007). A manager of a Japanese electron-
ics MNC branch in Suzhou regarded many of these beneficial policies as
simply hard to believe because they were not seen in any other develop-
ing countries.”! Local officials who waited at the international airport and
scrambled for investment opportunities were aware of the downside of such
a “race to the bottom” competition, but, given the intensity of competition,
they would rather not lose the game to other localities.

The efficiency of local governments in the entire Jiangsu region was un-
precedented. They went out of their way to ensure these FIEs a business-
friendly environment, often at all costs. They provided and negotiated
favorable conditions for FIEs with upper-level governments, just as they
promoted collective enterprises in the 1980s. In the early 1990s, Taiwan
Compal, the second-largest global manufacturer of notebook computers,
planned to outsource to Shanghai, and it had the Shanghai government
build 150,000 square meters of factory for the company. The Kunshan gov-
ernment immediately competed for this opportunity by offering even bet-
ter tax and land policies, and relocated 80 households of peasants within 30
days to vacate the land to build the Compal factory (Zhang 1997; Zhong
and Zhang 2009: 49). Similarly, Taiwan Jean Optoelectronics marveled at
the speed of the Wujiang government, as it took the ofhicials merely 97
days to have a 15-acre factory building constructed and turn in the key
(Jin 2005). In fact, building an environment that “befriends the business,
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ensures the business, and enriches the business” became the slogan for lo-
cal governments to serve foreign businesses and was formally published
as government policy in cities such as Kunshan and Wujiang (Li and
Zhao 2006).” Both ETDZs and High Technology Development Zones
(HTDZs) established a package of services that simplified bureaucratic
procedures for foreign businesses. Kunshan ETDZ also formalized these
packages of services into rules entitled “The 28 Codes for Serving Foreign
Business” so as to channel the behavior of bureaucrats.

Furthermore, to build up indictors as fast as possible, officials tended to
focus on using generous beneficial policies to gain contract signatures from
large MNC projects ahead of other localities. This tendency often led of-
ficials to risk signing contracts that were too ambitious to materialize or to
create fake contracts for the purpose of accomplishing investment-seeking
targets. Once the contract was signed, the actual implementation of the
contract often took much longer due to the large size of the project (Wang
2006). This tendency was reflected in the relatively low ratio between actu-
ally used FDI and contracted FDI (also called utilization rate) in Jiangsu,
which was on average 25 percent in the 1990s, much lower than the 42.3
percent in Guangdong during the same period. Even in 2001, when Suzhou
rose to the top of all cities in terms of the volume of contracted FDI, its
utilization rate in FDI was 42 percent, much lower than the 95 percent
in Shenzhen (Zhou 1995: 27—29; He 2002: 18; Yang 1998).%* The low FDI
utilization rates certainly could cause wasted resources and corruption by
using government beneficial resources to lure foreign investors. However,
this method of FDI attraction nevertheless helped maintain Suzhou’s posi-
tion as the largest FDI recipient in China.

The efforts of Jiangsu’s ofhicials seemed to pay off. The impressive and
rapid economic achievement earned them numerous political rewards.
Jiangsu bureaucrats maintained their historical reputation for success in
political promotion tracing back to the Qing dynasty. The political promo-
tion of Suzhou and Kunshan bureaucrats was particularly eye catching.
Kunshan city was widely regarded as the best “launch pad” for the success-
ful takeoff of one’s political career, and Suzhou became the “cradle of pro-
vincial governors” (J. Chen 2008: 75; Li 2004). Since the 1990s, five of the
CCP secretaries from Kunshan were promoted from the county level to po-
sitions at the #ing level or higher, including two provincial-level leaders and
three prefectural-level municipality leaders. Three of the CCP secretaries of
Suzhou, Liang Boahua, Chen Deming, and Wang Min, were, respectively,
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promoted to provincial CCP party secretaries and minister of commerce.
On the one hand, the accomplishment of attracting investment brought
political promotion, whereas on the other hand, political career success also
reinforced the tendency to seek investment to build political achievement.

FLEXIBILITY, ECONOMIC GAINS, AND THE ALLIANCE

WITH GUERILLA INVESTORS

Manufacturing localities in the Pearl River Delta represented by Shenzhen
continued their tradition of being “petty capitalists” and took a practical
approach by attracting small-sized FIEs; they were often referred to as
“guerilla investors.” The notion of “guerrilla investors” is borrowed from
You-tien Hsing (1998: 4—s5) and refers to small-scale investments negoti-
ated with individual officials at the grassroots level that are highly flexible
in terms of property rights arrangements and investment conditions. With
the active help of local bureaucrats, these investors penetrated cities, coun-
ties, townships, and villages with small-scale investments that were highly
flexible in terms of property rights arrangement. Instead of boasting target
indicators and advertising their long list of large top-ranked MNC:s as bu-
reaucrats in Jiangsu tended to do, officials in Guangdong protected and
hid these investment projects, especially during the initial years of China’s
opening to foreign investment.

Central to the attraction of guerilla investors was the practice of sign-
ing an “informal contract” brokered by local bureaucrats. Although the
contract was nominally signed between a foreign investor and a local Chi-
nese firm on paper, the latter often existed in name only due to the weak
industrial basis of the Pearl River Delta. The local government was the de
facto representative of the Chinese side. These enterprises were called san
lai yi bu firms, which engaged in processing and assembly based on the
supply of materials, sample design, components, and imported machinery
from foreign investors. The Chinese side provided land, factories, and labor.
After completing the final products, the foreign investor would submit an
annual processing fee (gong jiao fei) to the local government. The contract
was informal because the enterprise created out of the contract was not an
independent corporation and did not have a formal legal status. Instead, it
only had “special permits for production” issued by the local Industry and
Commerce Bureau and was registered under a collective enterprise owned
by the local government, usually under the name “Economic Development
Company of X Township/County.”
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The first such informal contract in Shenzhen, for example, was signed
in the late 1970s between Hong Kong Electrical and Electronics and
Shangwu Brigade Processing Factory in Bao’an County, Shiyan Com-
mune. The Shangwu village CCP branch was the actual representative of
the Chinese side. The firm created by the contract, the Yigao Electrical
Loop Firm, was set up on the second floor of the Shangwu village party
branch office building as a disguised FIE wearing a collective hat (Zhou
2005: 48—49; Southern Metropolis Daily 2007). To use a common metaphor
from local entrepreneurs, san lai yi bu could be seen as “a foreign-domestic
marriage without a marriage certificate” (Lu and Xu 2009).”

Most official statistical data (except from the city of Dongguan) do not
treat these firms as a distinct category, but it is estimated that, between
1979 and 2000, of the 12,000 Taiwanese-invested firms in Guangdong,
more than 8,000 first established firms through informal contracting. Even
as late as 1998, 660 of 850 FIEs attracted to Shenzhen’s Longgang and
Baoan districts that year initially took the form of informally contracted
enterprises. In the electronics industry, at least 980 such enterprises were es-
tablished between 1980 and 2000 (Zhou 2005: 49; Wang and Chen 2000;
Wei, Zhang, and Guo 2010: 22). Compared to the “dragon’s head” MNCs
in the Yangtze River Delta that occupied the top of the value chain, “gue-
rilla investors” in the Pearl River Delta engaged in components manufac-
turing and assembly and were mostly situated at the bottom of the value
chain. These projects brought in new industries, such as the electronics and
IT industries, but they were small in size and developed along the “old”
mode of “petty” capitalism.

Local bureaucrats played a crucial role in creating, supporting, and le-
gitimizing the “uncertified marriages” through flexible practices, and by
doing so they increased ties with numerous small-scale foreign investors,
especially overseas investors from the China circle of Hong Kong and Tai-
wan. Foreign investors could directly avoid paying taxes due to their lack
of legal status, and they found the procedure of signing informal contracts
with local bureaucrats in a week much more appealing than taking two
months to formally register a foreign enterprise.?® For local officials, in-
formal contracting provided them quick access to the benefits of foreign
investment—Ilocal industrialization and employment—while circumvent-
ing the cautious regulation of foreign capital by the central state. By pro-
tecting these enterprises under the “collective” umbrella, in a similar way
to the protection provided during the Mao years, bureaucrats were able to
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preserve the image of a “socialist” country on the surface but gain the ben-
efits of capitalist investment in reality.

Moreover, contracted projects provided local governments with revenue
through the payment of the processing fee. In the Longgang district of
Shenzhen, for example, after various taxes and bank fees were deducted,
the enterprise kept 75 percent of the processing fee, and the remaining
25 percent was shared among district, township, and village governments.
The exact division among the three varied according to the level of govern-
ment that set up the project and signed the contract (Zhan 2007). A district
government could gain 20 percent of the fee from a district-level enterprise
but only 11 percent from a township or village enterprise. A township gov-
ernment received no share of the fee from a district-level enterprise but was
entitled to 9 percent from a township enterprise and 8 percent from a vil-
lage enterprise. This was in addition to the land-leasing fees that each level
of government collected.

As such, bureaucrats at each level went out of their way to broker deals
between foreign investors and nominally Chinese enterprises. They boldly
promoted the practice of informal contracting, investing in infrastructure,
leasing out collectively owned land for factory buildings, providing startup
capital, and offering generous tax holidays in negotiating with investors,
among other measures. In some localities, such as Jingsha township in
Shenzhen’s Baoan district and the Shahe township of Guangzhou’s Tianhe
district, where local revenue was initially not enough to cover the cost of
factory buildings and utilities to attract foreign investors, local cadres ex-
perimented with raising money by issuing bonds and stocks to individual
villagers and later turning the entire brigade into a shareholding company.
Local residents increased their income not only through direct employment
but also by holding these highly profitable bonds (Huang 1993; Guangzhou
2005). In other localities, bureaucrats provided land and allured foreign
investors to provide the initial capital for building factories but under the
name of local Chinese enterprises (Zhan 2007). The negotiation process be-
tween bureaucrats and investors was typically individualized and the con-
ditions of investment tailored to the needs of the bureaucrat and the firm.

Like the Jiangsu cadres, Guangdong bureaucrats adapted central poli-
cies and invented the institution of informal contracting to attract FDI.
Also similar to the Jiangsu bureaucrats, they used various beneficial poli-
cies to compete for investment. However, in contrast to the ]iangsu cadres,
Guangdong officials were not primarily aiming to build up local indicators
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for political achievement, and they did not mind “hiding” the projects
within their jurisdiction whenever necessary or underreporting the invest-
ment.”” And, unlike their Jiangsu counterparts, which specifically concen-
trated on projects that were “high, large, and new” instead of projects that
were “short, small, and quick,” the Guangdong cadres held the latter as
exactly the key for local development.

A crucial difference in taxation practices from Jiangsu and especially
Suzhou was that instead of adopting taxation followed by return (xian
zheng hou fan) policies, officials in Guangdong in effect implemented poli-
cies of exemption followed by taxation (xian mian hou zheng). This means
that local city governments would first offer tax reductions and exemptions
to enterprises. After the enterprises were established, local governments
would then charge post hoc levies and fees and turn them into extra bud-
getary revenue (Fu 2000: 174-180).% Therefore, local governments in effect
increased locally retained funds and local revenue bases at the cost of the
revenue to the center. Although the central state attempted to rein in the lo-
cal behavior of arbitrarily granting concessionary treatments, the beneficial
policies generated by the two central policy paradigms provided a crucial
justification for the practice whenever these treatments were approved or
inspected by the upper-level government or corresponding agencies (Zhou
2005; Zhang 2012).

The focus of Guangdong was to bring investment in and establish FIEs
in the easiest, fastest, and most flexible way. In this regard, local cadres’
pursuit of pragmatism certainly demonstrated Deng Xiaoping’s well-known
saying that “it doesn’t matter whether a cat is white or black, as long as it
catches mice.” The Suzhou strategy of ranking projects in a hierarchy and
selectively providing support to those situated at the top was neither desir-
able nor feasible in the Pear]l River Delta context. Instead of employing a
top-down campaign-style mobilization in which all cadres collectively tar-
geted the same large MNCs, individual bureaucrats brought in small-scale
FIEs at the level of their personal capability in a much more dispersed man-
ner. There was much less focus on large MNCs and far less discrimination
against small FIEs. Furthermore, because the incentives for attracting FDIs
were far more economic than political, Guangdong bureaucrats also did
not need to risk signing hard-to-implement contracts or even fake contracts
just for the purpose of acquiring signatures from large “dragon’s head”
MNC:s and surpassing the policy targets in a fierce political competition.
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Crucial to the process of attracting foreign investors through informal
contracts was the fact that it gradually gave birth to domestic suppliers
that gained orders from foreign producers. This means that informal con-
tracting (san lai yi bu) firms gradually evolved to include two types of en-
terprises. The first type has already been mentioned: foreign-invested and
foreign-controlled firms, most of which directly reregistered as FIEs dur-
ing the 1990s (Wells 1983). The second type was firms run by domestic
parties—publicly owned and privately established—that received orders
from foreign companies. Due to their initial focus on processing and as-
sembling based on imported materials, these firms were also widely referred
to as “san lai yi bu” firms. However, they were independent domestic enter-
prises that were controlled and managed by Chinese managers rather than
foreign firms wearing Chinese hats. They developed as some investors from
Hong Kong and Taiwan no longer directly set up firms in Guangdong (or
physically commuted there to guide the production) but felt more confi-
dent placing their orders with local producers that had already gained man-
ufacturing experience. Among the foreign-invested firms that had already
set up manufacturing in Guangdong, an increasing number also began to
purchase locally rather than outsourcing to other producers in their supply
chains, precisely due to their small size and limited capital and organiza-
tional resources. These foreign firms were responsible for providing materi-
als and equipment, inspecting the products, paying the processing fees, and
selling the final products but hardly intervened in the hiring of personnel
or the daily management of production. The contracts between two parties
were thus closer to compensation trades than joint ventures (Zhou 2005:
48). Most firms chose to engage in processing trade in the initial stage to
accumulate capital, and over time the Chinese producers went beyond pro-
ducing for a single customer and gained the rights to accept orders from
other parties as well as to manufacture their own products.

With the rise of the pro-FDI paradigm and the stabilization of the FDI
environment in the 1990s, not only did the first type of firms begin to
register (or reregister) as FIEs, but an increasing number among the sec-
ond type started to wear a foreign hat. The latter happened in the format
of round-trip FDI, when a domestic entrepreneur set up a firm overseas
(often in Hong Kong) and reinvested in the Pearl River Delta to enjoy
the beneficial policies for FIEs. Skyworth Group, for instance, was estab-
lished by a domestic entrepreneur, Huang Hongsheng, who returned to
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FIGURE 2.3. The emergence of foreign and domestic firms.

Guangdong from Hong Kong as a foreign investor. The enterprise was
initially registered as a FIE and was changed to a domestic private enter-
prise only after it gained stable support from the local government.” The
boundary between the two categories of firms—the ones invested by China
circle entrepreneurs and the ones invested by domestic entrepreneurs— was
thus increasingly murky. It is not exaggerating to argue that the small- and
medium-sized guerilla investors from the China circle area laid the founda-
tion for the emergence of independent domestic suppliers in Shenzhen, as
illustrated by Figure 2.3.

The relationship between foreign and domestic firms in Shenzhen was
very different from the one in Suzhou, although such an important differ-
ence might have been hard to notice at the beginning of the post-Mao era.
Whereas the entrance of MNCs disrupted the development process of do-
mestic firms, the guerilla foreign investors contributed to the growth of do-
mestic producers. Such positive impacts of FDI can be traced to the pattern
and sequence in which the local government intervened in the economy.
Local bureaucrats adopted a broad-based strategy that encouraged a variety
of sources, foreign and domestic, public and private, to set up firms and
experiment with the production of electronics components or end products.

The Consequence of an Investment-Seeking State

The rise of distinctive FDI-attraction activities among governments during
the 1990s and early 2000s generated important consequences for the adop-
tion of distinctive strategies and development trajectories in the later phases
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of local industrial transformation. First, the type of foreign invested firms
attracted to a locality influences the willingness of city governments to in-
vest in resources to upgrade domestic technology, with the rise of the new
paradigm to promote domestic technology competitiveness. As Chapter 4
will show, in cities where top-ranked MNCs were attracted, foreign firms
and exporters largely overlap with each other, as domestic firms hardly con-
trol the channel of exports. These cities are far more likely to experience
a cohesive, vested-interest coalition consisting of international commerce
bureaucrats who fight the rise of domestic technology. These bureaucrats
regard foreign firms as their clients (due to the overlap of foreign firms and
exporters), and they viewed the shift in policy as a political threat. Further-
more, the production of foreign firms also tends to be concentrated in large
firms with the presence of top-ranked MNC:s. This feature increases the
bargaining power of the vested-interest group and its likelihood of winning,.
Subsequently, bureaucrats of domestic technology also experienced more
obstacles in pushing for an increase in science and technology funding and
other resources.

Second, as Chapter 5 will show, the type of foreign firms that each gov-
ernment attracted also generated quite different incentives for domestic
firms to invest in any upgrading, innovation, or higher-value-added activi-
ties. This feature has made some types of government support more effec-
tive in producing firm-level results than others. Cities dominated by MNCs
at the top of the value chain tend to shrink the development space and
quash the incentives for firms to engage in upgrading. On the contrary,
counterpart cities with lower-ranked FIEs located at the lower segment of
the value chain nurture the interest among domestic firms to upgrade. This
means that regions are further trapped into the patterns and paths of devel-
opment. These profound and long-lasting influences of China’s engagement
in globalization will be therefore unfolded in the rest of the book.
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From FDI Attraction to Domestic Competitiveness

Despite the new situations we are facing, the strategy of “exchanging

market for technology” remains effective.

Guangming Daily, December 4, 2004'

Some industries faced the embarrassing situation where “little technol-
ogy has been acquired, and much market has been lost.” Especially,
China’s entry into the World Trade Organization (WTO) and its com-
mitment to further open the domestic market left little room for “ex-

changing market for technology.”

People’s Daily, March 30, 2011

Indigenous innovation is the core competitiveness of a country, is the
vital choice that our country made in meeting future challenges, and
is the fundamental path to realize the goal of building an innovation-

oriented country.

Hu Jintao, Former President of China, 2006

The rise of FDI-attraction strategies in China has aroused an increasing
number of problems, ranging from deterioration of labor conditions to un-
realistic competition for concessionary policies among local governments
and rising environmental challenges. At the heart of the criticism of FDI,
however, are whether China benefits from attracting FDI and the funda-
mental concerns regarding the lack of competiveness of indigenous firms.
The criticism emerges at both central and local levels, but the ultimate sig-
nal for industrial transformation was marked by the rise of central state
discourse and preferential policy packages associated with indigenous in-
novation and domestic upgrading. This chapter traces the initiation of the
transformation and the rise of new discourse within the central state. It
then lays out the policy goals and matrix of institutions, supporting devel-
opment zones (ETDZs and HTDZs) and policy tools within each para-
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digm, including government funding, tax breaks, and land allocation. The
rise of the domestic upgrading paradigm, in competition with the previous
pro-FDI paradigm, has created new pockets of resources but also instilled
new incentives for political competition in local China.

The Rise of the “Indigenous Innovation” Paradigm and
China’s High-Tech Dream

The second policy paradigm originated in the late 1980s, a decade after the
pro-FDI paradigm.? The emphasis on independent technological catch-up
is not new. The idea can be traced back to the Mao era, but, before the
late 1980s, policies involving this aspect had limited influence over govern-
ment agencies that were not mainly concerned with science and technol-
ogy. The division of labor during that time was such that the State Science
and Technology Commission (SSTC) and its local subsidiaries were mainly
responsible for science and technology policies at research institutions and
the development of a select few high-tech, defense-related industries, such
as nuclear weapons, aerospace, and mainframe computers. To put it more
straightforwardly, these agencies were in charge of, and therefore mainly
interacted with, scientists and technicians rather than enterprises. Thus,
despite the fact that policies such as subsidizing science and technological
research as well as rewarding technology progress always existed, they were
mainly circumscribed to the science and technology (S&T) circle without
major influences over the national economic agenda. Due to the dominance
of the first policy paradigm in the 1980s, the main concern of S&T poli-
cies at the enterprise level was facilitating the “introduction” and “transfer”
of technology from abroad. In fact, the “15-Year Science and Technology
Development Plan” drafted in 1982 specifically mentioned that “the major
technology needed for national economic development should be primarily
based upon introduction of advanced technology from abroad,” and should
“move away from the full process of independent R&D” (State Planning
Commission and State Science and Technology Commission 1982).
Starting in the mid- to late 1980s, however, a type of technonational-
ism advocating the promotion of high-tech industries started to rise in
response to the first policy paradigm. Although it is hard to find docu-
mented records on the direct opposition to “exchanging market for tech-

i

nology” in the 1980s, partly due to the growing power of the pro-FDI
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camp, more recent reports suggest that there were widespread reservations
against this strategy among bureaucrats and scientists within the S&T
circle. Concerns about the relationship between introducing foreign tech-
nology and conducting independent research also sparked serious debates
among policy makers (Zhu 1984). In March 1986, four scientists from the
China Science Academy collectively submitted a letter to the central party,
suggesting the “urgent need” to promote basic research in high-tech areas,
which resulted in the state’s decision to carry out a high-tech development
plan, later known as the 863 Plan. This was followed by the launching
of the Torch Plan in 1988, which is often regarded as the starting point
of China’s high-tech dream in the Deng era (Feigenbaum 2003; Zhi and
Pearson 2017).}

The Torch Plan specified key areas of high-tech industries—includ-
ing electronics and IT, biotechnology, and aerospace—and encouraged
the commercialization and marketization of products from basic research
through the development of high-tech enterprises. In particular, the plan
pushed forward the initiative of establishing high-tech development zones
(HTDZs) to realize the goal of “transferring domestic S&T talent into
high-tech industries based on China’s own technological and economic ca-
pabilities.” A total of 53 HTDZs were approved as national HTDZs during
the 1990s, with the first group of 27 HTDZs approved in 1991, followed
by another 25 in 1992 and one in 1997. Like ETDZs, the HTDZs provided
beneficial policies in tax rates, tariff rates, bank loans, and land and rental
prices, among others. The differences were that (a) HTDZs were mainly
targeted at high-tech enterprises instead of all manufacturing industries
and that (b) HTDZs emphasized the promotion of high-tech industries
among indigenous Chinese enterprises. As will be shown, the creation of
HTDZs provided a vital institutional vehicle for the prolocal camp to push
forward national policies.

During the first half of the 1990s, the SSTC, together with the State
Council, drafted and issued several rounds of five-year and ten-year sci-
ence and technology plans.* Although these plans did not directly criticize
the strategy of exchanging market for technology, they aimed to push for
the establishment of a vibrant national system that would be conducive to
technology innovation and S&T progress. The plans highlighted, in par-
ticular, the importance of conducting “independent research” in addition
to introducing technology from foreign countries. For China to catch up
with advanced technology at the international level, one of the plans argued
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that China should mainly rely on its own (yi wo wei zhu) and should ac-
tively promote innovation to achieve major breakthroughs.” Several other
proposals during this period also emphasized the necessity of going beyond
a simple mode of depending on foreign countries, through learning, di-
gestion, and exploring the technological capabilities of the Chinese firms
themselves. Furthermore, the decision to develop and provide assistance to
nongovernmental (minyin) technology enterprises through enterprise incu-
bators was also made during this period (Segal 2003: 34).

In the late 1990s, the goal of “exchanging market for technology” gradu-
ally devolved into a justification for FDI-dependent development. Strong
criticism started to emerge in policy and academic circles. The term Latin
Americanization of China was widely used in the 1990s to express worry
about China’s overdependence on foreign capital, depicting a gloomy fu-
ture of growth without development. As the development zone fever grew,
it sparked heated debate among domestic and foreign observers on whether
China had already become another Latin America and whether a growth
process based on relentless attraction of FDI would be sustainable. At the
same time, various studies and news reports pointed out that the reliance
on low wages, low taxes, and low-priced land in competing for FDI had
generated ruinous competition that caused severe damage to the environ-
ment. Others pointed out the danger of “mindless” economic growth with-
out innovation. Adding to the anxiety was China’s entrance into the WTO
and the prediction that most of China’s firms lacked the capability to com-
pete with MNCs (Nolan and Wang 1999; Nolan and Zhang 2002).

Building on the momentum from the public criticism, the Ministry of
Science and Technology (MOST) (since 1998), in collaboration with sev-
eral academic institutions, carried out a wide range of in-depth studies on
key industries such as electronics and I'T, automobiles, telecommunications,
and aviation in the early to mid-2000s. These reports, which were widely
distributed within the government and later partly published through the
national media, revealed the fact that two decades after China’s reform
and opening, domestic enterprises in most of the key sectors still lacked
an independent capacity for developing new products and the incentives
to conduct R&D. The reports further attributed such problems to the so-
called exchanging market for technology strategy, which triggered unprec-
edented competition for FDIs among government officials at the expense
of abandoning indigenous innovation. As a result, most domestic firms of
these industries remained at the level of “assembly factories” or peripheral
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component suppliers, with limited progress in technology and learning ca-
pabilities since the 1980s (Lu 2006).

It was also among these reports and various associated publications that
the concept of “indigenous innovation” formally emerged in the public
sphere in the mid-2000s (Liu et al. 2011).° Despite various interpretations,
the concept was largely taken to mean that an enterprise or a nation has
mainly relied on itself in developing technological capabilities and achiev-
ing technological innovations. The word indigenous shows a strong reaction
against the FDI fever associated with the strategy of “exchanging market
for technology.” Proponents of the concept argued that there was noth-
ing wrong with introducing and borrowing foreign technology but that
this process would not automatically translate into learning and innova-
tion capacities. Furthermore, dependence on foreign firms as a source of
technology often reduced or eliminated the desire among domestic firms
to innovate. As a result, domestic firms often fell into the vicious circle of
“lag—import technology-lag again—import again” (Wen and Hua 2006).
Although innovation in the common sense was by definition independent
and indigenous, they argued that the term indigenous innovation was es-
pecially important for the Chinese context, where dependence on foreign
technology and later on FDI often displaced the independent process of
product development and technological innovation.

The criticism in the publications was immediately circulated within the
Ministry of Science and Technology and received increasing attention from
other central government agencies. Translating the concept of innovation
into practical guidance, however, took more efforts over an extended pe-
riod.” When “innovation” started to catch national attention, it was under-
stood in various informal ways, with no single interpretation being able to
dominate. The Hu-Wen leadership later produced a standard meaning that
decomposed the concept into three categories: original innovation, inte-
grated innovation, and secondary innovation based on adaptation of for-
eign technology. Although this interpretation became the most frequently
cited source in public talks, it did not provide policy guidance by itself.
Thus, despite the broad meaning that “promoting indigenous innovation”
could take theoretically, in the policy contexts of China it eventually boiled
down to further developing high-tech industries and enterprises.

In May 2001, the State Development and Planning Commission (SDPC)
and the MOST jointly published the “Tenth Five-Year Plan of Science and
Technology Development.”® The plan adopted the term indigenous innova-
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tion for the first time and pointed out that one of the major overall goals
for the next five years was to “dramatically raise the country’s overall level
of science and technology and the capacity of indigenous innovation.” The
central strategy in realizing such major goals was to accelerate the pace of
industrial upgrading and continuous technology innovation in several key
high-tech industries that were of vital importance to the national economy,
including electronics, optoelectronics, 1T, biotechnology, aerospace, and
new materials industries. The eventual long-term goal was to build a na-
tional innovation system in which enterprises were the major agents for
innovation, supported by institutions that brought together industry, uni-
versity, and basic research (chan xue yan jiehe). In the same year, several de-
cisions and regulations drafted by the MOST (2001) were also announced
in support of the development of high-tech industries, including a detailed
regulation on managing the 863 plan.

The theme of developing high-tech enterprises was also reinforced when
MOST hosted a national meeting in 2001 with the mayors from all of the
cities where national HTDZs were located. The meeting called for a “sec-
ond undertaking” (di erci chuangye) among HTDZs, which was later pub-
lished as the “Decision on Providing Further Support for the High-Tech
Development Zones” by MOST in 2002 (Pi and Wang 2004). Referring
to the decades since the late 1980s as the “first undertaking of HTDZs,”
the decision proposed that all HTDZs enter a new stage of a “second un-
dertaking.” The first stage established a favorable environment and laid the
primary foundation for developing high-tech industries, and the new stage
was aimed at taking several key measures in improving innovation capacity.
These included developing and improving enterprise incubators, establish-
ing service platforms for industries, extending supply chains, and increas-
ing the added value of high-tech products.

The momentum provided further justification for the rapid spread of
HTDZs across the country, and HTDZs started to play pivotal roles in
local industrial growth. In 2006, for example, national HTDZs accounted
for more than 11 percent of China’s total industrial output, with the
within-zone industrial added value increasing to eight times the value of
1998. Meanwhile, among 53 national HTDZs, 33 of them accounted for
more than 20 percent of the industrial added value of the city in which
they were located, 22 of them accounted for more than 30 percent, and
9 accounted for more than 40 percent (The Statistics Department of the
Center for Torch Plan 2007). Between 2006 and 2011, another 30 HTDZs
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successfully passed their application to become national-level HTDZs, in-
creasing the total number to 83. This was a much faster approval rate than
in the period between 1997 and 2006, when the total number remained at
53. These recent figures for the proportion of HTDZs do not include the
thousands of local development zones that were applying for but have not
yet been approved as national zones. Yet, even examining only state-level
development zones, it is evident that HTDZs have become an engine for
national and local economic growth.

By 2010, a total of 9o ETDZs and 83 HTDZs established by local gov-
ernments across the country were successfully approved by the central gov-
ernment as national development zones. Meanwhile, thousands of devel-
opment zones, established as ETDZs, HTDZs, or other forms (but not
necessarily at the national level), emerged rapidly across the country. For
example, there were 3,837 development zones in China in 2002, and this
number increased to 6,686 by the end of 2003.” These development zones
were established by city, county, or township governments that were ac-
tively seeking the approval of the zones at the state and provincial levels.”
It was estimated that, in 2005, 68 percent of China’s GDP and 87 percent
of China’s exports came from all types of development zones at the national
and the local levels. In fact, the zone fever was so far out of control that the
state council decided to crack down in 2004 (Yang 2006; S. Li 2008: 271).

A caveat that has to be added is that not all these zones are targeted at
developing manufacturing industries or any type of industries at all. Some
have been established for real estate development that contributes to GDP
but not to industrial (s/7 ye) development. For any development zones that
are mentioned in the rest of the chapter, therefore, I generally refer to the
type of ETDZs and HTDZs that, relatively speaking, target industrial
development.

Competitions and Compromises

After two decades of development and change, the national economic
agenda has become increasingly dominated by two coexisting paradigms.
By the first decade of the 2000s, both paradigms showed the ability to be
sustained over a considerable amount of time, despite ongoing reinterpreta-
tions. Proponents of the first paradigm started with an argument based on
“exchanging market for technology” and eventually took a strong pro-FDI
stance, as they interpreted FIEs as being the major source of technological



TABLE 3.1.

Two national economic policy initiatives.

Initiatives FDI attraction Domestic upgrading
Time period ~ 1990s to early 2000s Mid-2000s to present
Main By opening the domestic market to foreign It is essential to build indigenous technology

argument by
the central
government
Major policy

goals

Major central
proponents

Supporting
development
zones

Supportive
tax policies

Government

funding

Supportive
finance
policies
Supportive
trade and
tariff policies

Other

policies

investment, China can benefit from foreign
advanced technologies using its low-cost

labor

Attracting FDI and promoting foreign firms
to have spillover effects on the domestic
economy

Ministry of Commerce (previously the
Ministry of Foreign Trade and Economic
Cooperation)

Economic and Technology Development

Zones (ETDZs)*

15% income tax for foreign firms within
ETDZs; those planning to stay for 10 years
or longer could be exempted from income
taxes for the first two years and submit

7.5% corporate income taxes for the third

to fifth years; 24% for foreign firms outside
of ETDZs, and among those, 15% for
industries encouraged by the state (compared
to 30% for all other production enterprises);
40% to 100% return of previous taxes when
the firms used profits to reinvest in the zone;
all foreign firms in the zone were exempt
from investment adjustment taxes. Due to
the policy shift, starting in 2008, income
tax rates for foreign and domestic enterprises
were unified at 25%.

Decided by local government

Preferred enterprises were matched with
banks by governments

All export products produced within an
ETDZ were exempted from tariffs; all
products except oil were exempted from
industry and commerce taxes; imports of
machinery, office devices, raw materials,
parts and components, and so on, were
exempted from import tariffs, product taxes,
and/or value-added taxes.

Infrastructure and land policies decided
locally

and innovation capabilities; cautions against
overreliance on FDI

Promoting high-tech enterprises and
enhancing indigenous innovation capacity

Ministry of Science and Technology
(previously the State Science and Technology
Commission)

High Technology Development Zones
(HTDZs)

Abolish the income tax exemption for
foreign firms; all enterprises should submit
25% income taxes unless they fall into
categories encouraged by the state; 15%
income taxes for enterprises within the
zones, 10% for enterprises that export
more than 70% of their gross output; new
enterprises are exempted from income
taxes for the first two years; income tax
exemption for the first 30,000 RMB used
for technological transfer and services;
exemption of income taxes for high-tech
products; domestic enterprises exempted
from investment adjustment taxes if building
factories for technology development; 15%
income tax rates for all state-recognized
high-tech enterprises within or outside of
HTDZ zones, starting in 2008

The State Innovation Funds, the 863 Plan,
and the Torch Plan (implemented through
local governments). Various types of local
government funds for enterprise startup,
enterprise renting, and enterprise R&D.
Government rebates for patent applications,
enterprise recruitment process, and science
and technology activities

Banks are encouraged to provide loans to
high-tech enterprises within the zone.

High-tech enterprises are exempted from
export tariffs. The imports of raw materials
and machinery that cannot be purchased
domestically are exempted from tariffs.

Localized personnel policies for the salary,
bonus, and welfare of highly educated
personnel

* The name “Economic and Technology Development Zone” does not directly indicate its function because it was first
created in the 1990s to attract foreign investment and develop export-processing zones. The function, therefore, differs from

the High-Technology Development Zone.
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spillover for the domestic economy. The paradigm was supported by gov-
ernment agencies associated with foreign investment and trade, such as the
OSEZ, MFTEC, State Economic and Trade Commission (SETC), and
Ministry of Commerce (MOC) (since 2003). The second paradigm, which
emerged as a critique to the first, emphasized the importance of indige-
nous innovation capacity and translated such spirit into the development
of high-tech industries. Supporters of the paradigm mainly consisted of
government agencies in charge of science and technology policies, such as
the SSTC before 1998 and MOST since 1998. Underlying each paradigm
are various preferential policy packages in taxes, credit, land, and funding
aimed at promoting FIEs or high-tech enterprises.

A cursory look at the pattern of competition between the two para-
digms, as some domestic and foreign observers tend to make, may very well
lead one to simply conclude that domestic upgrading is taking the lead. Af-
ter all, two important facts have clearly signaled this tendency. The first is
shown in the increasing contributions of HTDZs to the national industrial
and economic growth. The second lies in the revision of the discourse from
the pro-FDI program and the increasing national unity around the goal of
indigenous innovation. An examination of the articles published in People’s
Daily, the mouthpiece of the Chinese Communist Party, suggests a sharp
rise in the number of times that the term indigenous innovation appeared in
news article titles, in comparison to the term foreign capiral, as Figure 3.1
illustrates.

ETDZs and HTDZs have been racing each other since the 1990s, in
terms of the number of zones approved at the national level and the major
economic indicators. Beginning at the turn of the century, national HT-
DZs started to catch up with and, in some cases, surpass ETDZs in terms
of major economic indicators, such as industrial output, total tax revenue,
and total exports. For example, in 2003 the average industrial output of
national HTDZs reached 32.5 billion yuan compared with 21.7 billion
yuan for ETDZs. In 2007, 54 national HTDZs generated a total industrial
output of 4.44 trillion yuan, total tax revenue of 261 billion yuan, and
exports of 173 billion yuan (Ministry of Science and Technology 2008).
These numbers for the 54 national ETDZs were, respectively, 3,842 billion
yuan, 203 billion yuan, and 178 billion yuan (S. Li 2008: 273). Except for
exports, all other indicators of HTDZs have surpassed those of ETDZs.

The rise of “indigenous innovation” not only produced a significant im-
pact on the national economy but also seemed to succeed in forcing the
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FIGURE 3.I. The number of times that People’s Daily articles mentioned indigenous
innovation and foreign capital in the title.

SOURCE: People’s Daily 1990—2016.

pro-FDI camp to make concessions in their discourse. In 2004, the MOC
launched the “second undertaking” among national ETDZs, just as MOST
did among HTDZs. The core task, as Vice Premier Wu Yi specified in the
national convention of ETDZs, was to go beyond the pure focus on the
amount and scale of investments in the past two decades and devote atten-
tion to the quality of such investments. To replace the previous three “ma-
jor focuses” of the mid-1980s, the convention established three new “major
focuses” and two “commitments” as the goal of ETDZs within the “new
context.” As such, ETDZs should “focus on improving quality in attract-
ing foreign investment, on developing modern manufacturing industries,
and on improving the export structures”; meanwhile, they should commit
to developing high-tech and high-value-added industries. The convention
pointed out that, to enhance indigenous innovation capacity, development
zones should encourage FIEs to outsource production activities with higher
added value and to establish R&D centers in China. For the first time in
their public discourse, pro-FDI advocates officially endorsed the impor-
tance of building “high-tech industries” and “indigenous innovation.” By
showing that they were not against innovation and in fact could incorpo-
rate the element into their own strategy, they seemed to have moved their



s8  Chapter 3

policy stance much closer to that of their competitors than before (Yuan
2008).

If the revision of discourse from the pro-FDI camp exemplified the
growing influence of the indigenous paradigm, the year 2006 seemed to
signal its full-fledged victory and its decisive ascendance to the national
development strategy. On January 9, 2006, right before the announcement
of the eleventh five-year plan by the fourteenth National People’s Congress,
President Hu Jintao delivered an important speech at the National Conven-
tion of Science and Technology entitled “Adhere to the Road of Indigenous
Innovation with Chinese Characteristics and Exert Every Effort to Build
an Innovation-Oriented Country.” In the speech, President Hu (2006)
stressed:

The core meaning of building an innovation-oriented country is to regard the
enhancement of indigenous innovation capacity as the strategic starting point
for developing science and technology, and to break a path of innovation with
Chinese characteristics. It means that enhancing indigenous innovation is the
central step in adjusting industrial structure and changing the previous pattern
of growth . . . It means that enhancing indigenous innovation is the national
strategy which guides the various aspects of modernization and inspires the in-
novative spirit of the entire nation.

In the same convention, Premier Wen Jiabao (2006) also delivered a
speech on indigenous innovation:

Indigenous innovation is the soul of science and technology development, the
source for a nation’s development, and the backbone for the rise of the country.
Without indigenous innovation, it will be hard for us to gain a fair standing on
the international arena, hard to gain a nation’s dignity, and even hard to stand
up among the world of various nations. In the fierce international competi-
tion, the truly core technologies cannot be acquired by exchanging them with
market, cannot be bought by money, and introducing technology and equip-
ment does not mean introducing innovation capacity. We should mainly rely on
ourselves for our development . . . and let it guide the [development of] all in-
dustries, sectors, and regions . . . so as to build our country into an innovation-
oriented country. (emphasis added)

For proponents of the second paradigm, the 2006 speeches symbolized
the central state’s recognition and encouragement of their decades of effort
in developing indigenous high technology. On January 9 the front page of
the CCP mouthpiece People’s Daily (2006) endorsed the event as another
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“spring of science,” after the one in 1978. Since then, both speeches have
been widely cited in news media, public talks, government-issued docu-
ments, and academic publications as support for “indigenous innovation”
and building an “innovation-oriented country.” The two goals were also
naturally incorporated into the Eleventh Five-Year Plan and have spawned
a number of related slogans in the party state’s key publications, calling for
fundamental changes, such as “from a large economy to a strong economy,”
“from producing for foreign brand to producing for own brand,” and “from
‘Made in China’ to ‘Created in China.””

The “policy blueprint” for the Hu-Wen speech and other slogans was
the “The National Medium- and Long-Term Plan for the Development of
Science and Technology (2006—2020)” published by the State Council. The
ambitious plan, which caught significant attention both home and abroad,
specified several key goals to be reached by 2020, including an increase in
China’s R&D expenses to 2.5 percent of GDP or greater, the contribution
rate of science and technology to economic growth reaching 6o percent, the
degree of dependence on foreign technology to be lowered to 30 percent or
less, and China becoming one of the world’s top five countries in terms of
number of patents from domestic applicants (State Council 2006).

In fulfilling the plan blueprint, MOST and National Development and
Reform Commission (NDRC) have been leading the process in making a
whole package of innovation policies, such as the promotion of “indigenous
innovation products,” a reevaluation of and continued support for “high-
tech enterprises,” the establishment of “enterprise technology centers” and
“engineering research centers,” as well as the cultivation of “indigenous in-
novation demonstrating areas.” In all of these policies, the state established
a matrix of indicators for evaluating whether the policy targets (products,
centers, or areas) were qualified before they could enjoy associated beneficial
policies. These targets were accordingly labeled as “nationally recognized”
products, enterprises, centers, and areas, just like state development zones.
Further exemplifying the effort was the more recent megaplan for the “Na-
tional Technology Innovation Project,” which was proposed by MOST and
jointly launched with six state agencies in 2009. The project reemphasized
the “central” role of enterprise, the “guiding” role of the state, and the “di-
recting” role of the market in establishing a national innovation system.
It also called for building strategic innovation alliances in key industries
and asked for the support of all other institutions, ranging from education
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and research institutions and enterprise service platforms to banking and
financial systems. The Ministry of Information Industry (and Ministry of
Industry and Information Technology, since 2008), which sought to show
its alliance with the new agenda and, perhaps more important, to show its
own distinctive function in industrial upgrading, announced its program
of evaluating and recognizing the State Industrial Park for the Electronics
and IT Industry.

Given all the slogans and policy initiatives, it is not surprising that many
domestic and foreign observers tend to argue that “indigenous innovation”
has replaced other paradigms in becoming the national priority for twenty-
first century China. This argument seems to be further confirmed by the
state’s implementation of the Law of Income Taxes for Enterprises in 2008,
which abolished the differences in tax rates between FIEs and domestic
enterprises. As described by the U.S. Chamber of Commerce in a more
aggressive way, “Indigenous innovation is a massive and complicated plan
to turn the Chinese economy into a technology powerhouse by 2020 and a
global leader by 2050” (McGregor 2010). Along with the observation of the
rising technonationalism are warnings about the restrengthening of state
capitalism and the mercantilist subsidies for domestic producers against
foreign firms, which were seen as a serious backlash against China’s reform
and opening process (Miles 2011; Dean, Browne, and Oster 2010; Bradsher
2010). On top of all of these worries is the growing fear of China as a rising
economic superpower, threatening the positions of the United States and
other developed countries that were experiencing economic downturns and
shrinking manufacturing industries.

Transformation on the Ground:
Competing Paradigms at the Local Level

Against the heated discussion over the rise of domestic upgrading in place
of the pro-FDI paradigm, the two paradigms coexisted and competed with
each other across many of the localities where I conducted research. Un-
like the central government, which typically shifts policy paradigms from
time to time, typically according to changes in political contexts and the
ideas of the major leaders, local governments have to find ways to achieve
domestic transformation and maintain policy continuity at the same time.
Once foreign-invested firms were established in these localities, these firms
became important business allies of local governments, and the different
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types of global firms that localities attracted during the pro-FDI period laid
the basis for the government’s adoption of particular upgrading strategies.
In other words, local governments created distinctive ways—based on their
long-established interests, policy tools, and patterns of state intervention—
of linking the two paradigms. They also tried various ways to achieve this
transition, from attracting FDI to using global firms to promote industrial
upgrading and indigenous innovation. These distinctive local approaches
are embedded in the varieties of capitalism in China and have reflected the
struggles, competition, and reconciliation among the narrower top-down
and broader bottom-up styles of industrial policies, among policy makers
both within the local governments and at the level of industrial firms. Only
in a selective number of locales, however, did the two paradigms achieve
harmonious coexistence with each other. In many other places, the trans-
formation simply became trapped in struggles for resources among bureau-
cratic coalitions, each with its own business clients.

An economic transformation at the central level has thus become a po-
litical issue at the local level. Exploring the politics of such local transitions
not only is the key for understanding the variation among Chinese locali-
ties but also allows us to tease out political, economic, and institutional
factors that contribute to the success and failure of the transitions. As will
be shown, the initial alliances that local governments stroked with foreign
businesses profoundly affected the ways in which local bureaucrats fought
over resource allocation and transited to the stage of domestic upgrading,.
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Local Policy Making, Globalized Coalitions,
and Resource Allocation

Why are we trying so hard to promote the interests of our own business
clients? Forget about those big words such as making our city a better
place; we have to get concrete benefits for ourselves. That was the big-

gest reason and the real reason.

City government official in Suzhou, 2010

For many scholars and observers, changes in China’s policy paradigms of-
ten seem to proceed in a top-down fashion. In fact, as Chapter 3 illustrated
vividly, Beijing constantly shifts economic policies or announces new ones,
so much so that experts studying the country often view it as a fast-moving
target. Yet, contrary to the expectation that autocrats enforce their deci-
sions coercively, the processes of carrying out policies and establishing in-
stitutions on the ground are often open to question. Even policies can be
shifted relatively quickly from the center (although one should not simply
assume that this is so), and local governments must deal with the realities
of implementing policies, for such implementation often takes place in a
heterogeneous environment with advocates for both old and new policies.
Therefore, understanding the politics of local economic decisions in large
multilevel countries such as China is key. When do new policies succeed,
and when do they fail, at the local level?

This chapter brings to the forefront the local politics of economic policy
making in response to national paradigm change from FDI attraction to
domestic upgrading.! The key insight of this chapter is that local govern-
ments’ previous attraction of foreign businesses, as discussed in Chap-
ter 2, is important for the success or failure of new policies and institutions
at the city level aimed at domestic upgrading. New initiatives are most
likely to be impeded by a coalition with a vested interest that comprises
city government bureaucrats in charge of international commerce. These
bureaucrats are likely to form a cohesive coalition to combat and/or ma-
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nipulate the new policy when foreign firms overlap with exporters in a
city. At the same time, such a coalition is likely to gain political influence
over top city leaders when industrial sales of foreign firms are concentrated
in large firms. Taken together, these two conditions contribute to cohesive
and strong vested interests. Such circumstances exacerbated the difficulty
for agencies advocating for domestic upgrading to push for new policies
or to provide government support. Two sets of institutions governing local
politics, the cadre evaluation system and the informal rule of fragmented
bureaucratic competition, have enabled and channeled the influence of
foreign firms.

This chapter explores in-depth mechanisms of how the configuration of
foreign firms has affected government—business coalitions and bureaucratic
competition based on case studies and personal interviews conducted dur-
ing 18 months of fieldwork. The argument is then tested using a newly con-
structed dataset that covers most jurisdictions of prefecture-level Chinese
cities for which statistical data exist between 2007 and 2010. The analysis
highlights the local challenges to implementing central developmental ini-
tiatives, especially during the tumultuous times when potential winners
and losers tend to fight. In so doing, the chapter sheds light on both path
dependence and change in the local implementation of economic policies
and developmental strategies.

Central Policy Shifts and Local Responses

Since the Hu-Wen leadership formally launched the agenda of indigenous
innovation in 2006, significant changes have taken place across localities.
The initiative legitimized and encouraged science and technology expenses
among prefecture-level cities, making the end of 2006 and the beginning
of 2007 an important departure point for expenses across Chinese cities
(Figure 4.1). At the same time, the beneficial policies in government fund-
ing, taxation, land, and utilities enjoyed by foreign firms would be gradu-
ally abolished. Before 2007, income tax rates for foreign firms were only
15 percent, less than half of the 33 percent charged to domestic firms, and
many foreign firms enjoyed five to ten years of tax breaks with zero to
s percent taxes. After 2007, favorable tax policies for foreign-invested enter-
prises (FIEs) were phased out, and both domestic and foreign firms are now
subject to an income tax of 25 percent.?
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FIGURE 4.I. Government support for domestic technology in prefecture-level cities,
2000—2010.

The central government played a pivotal role in signaling the overall na-
tional goal; to put it in colloquial terms, the government indicated “which
way the wind was blowing.”® Local governments, as always, announced
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corresponding policies that served as supportive gestures. However, within
local governments, bureaucrats’ attitudes were far from uniform, and
struggles were intense. This variation most significantly manifested at the
prefecture-city level, which is why I have chosen this level as the unit of
analysis here. The province level is simply too broad to capture the vast
variation among cities, as will be shown. The county level, in contrast, of-
ten does not possess decision-making power over many industrial policies
concerning government funding and tax breaks for domestic competitive-
ness, as has been suggested by field research. The prefecture-city level, in
contrast, often controls budgetary resources for science and technology and
a certain degree of autonomy independent of the provincial government for
allocating budgetary spending.*

Figure 4.1 indicates that although many cities experienced a spike in
2007 in terms of science and technology expenditure, others immediately
saw this expenditure drop or flatten; that is, some did not have any in-
crease. In 2008, for example, in government funding at the firm level, sci-
ence and technology activities expressed as a percentage of GDP differed
across prefecture-level cities (Figure 4.2). Moreover, this variation does not
correspond to provincial borders. Field research suggests that a seemingly
well-intentioned policy or reform initiated by the national government—in
this case, upgrading domestic technology—often entails unintended out-
comes stemming from the complicated process of local coalition politics
and tension.

Bureaucratic Coalitions and Globalization

The policy shift in the mid-2000s involved the interests of two groups of
agencies within city governments (see Table 4.1). The first group consists
of departments of international commerce, such as the Foreign Economic
and Trade Bureau, the Bureau of Investment Promotion, and the Economic
and Technology Development Zone Committee.” These departments were
the major beneficiaries of FDI-attraction and export-promotion policies
that began in the 1990s; as a result, the resources associated with these
departments significantly increased. With the rise of the new paradigm
and the loss of some foreign ownership benefits in the mid-2000s, these
departments became major (potential) losers. The second group consists
of newly emerged policy-implementation agencies intended to promote do-
mestic technology, including the Bureau of Science and Technology, the
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FIGURE 4.2. Prefecture city government funding for firm science and technology activities as a percentage of GDP in 2008.

soURCES: Based on data from China Economic Census 2008; China City Statistical Yearbook 2009.
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TABLE 4.1.

Policy paradigms and supporting government agencies in the mid-2000s.

Initiatives

FDI attraction and export
promotion (previous)

Domestic technology (new)

Major policy goals

Central proponents

Local implementers

Supporting

Attracting FDI and promoting
exports by using low-cost labor

Ministry of Commerce (previously
Ministry of Foreign Trade and
Economic Cooperation)

Foreign Economic and Trade
Bureau,* the Bureau of Investment
Promotion, and the Economic and
Technology Development Zone
Committee

Economic and technology

Promoting the technology
competitiveness of domestic
enterprises

Ministry of Science and Technology
(previously the State Science and
Technology Commission)

Bureau of Science and Technology,
the Economic and Information
Commission, and the High-
Technology Development Zone
Committee

High-technology development

development zones  development zones zones

* At the local level, most of the Foreign Economic and Trade Bureaus have changed to the Bureau of
Commerce since 2010.

Economic and Information Commission, and the High-Tech Development
Zone (HTDZ) Committee. The primary responsibilities of these agencies
consist of enhancing and improving the technological competitiveness and
innovational capacity of firms to facilitate firm-level learning and to pro-
vide high-tech firms with government support and policies. These agencies
were (potentially) empowered by the policy shift toward domestic technol-
ogy upgrading (that is, indigenous innovation).

During the Hu-Wen regime, Chinese localities became arenas in which
departmental interests (bumen li yi) became the “biggest challenge” for
policy implementation, according to China’s current premier, Li Keqiang
(2015). These departmental interests are embodied in the long-entrenched
logic of “where you stand is where you sit” in Chinese politics (Shirk 1993).
Bureau heads within departments typically rally division heads (one level
below bureau heads) and ignite struggles with other bureaus or commis-
sions to further their own department’s interests.®

To explore the coalition dynamics behind the policy process, I visited
four of China’s coastal cities. They share a similar range in terms of popula-
tion (7 to 10 million), per capita GDP, exports, level of FDI (6 to 8 percent
of GDP), and first instance of FDI.” These cities differ, however, in terms of
the composition of their foreign firms. Suzhou and Wuxi in Jiangsu prov-
ince, Ningbo in Zhejiang province, and Shenzhen in Guangdong province
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TABLE 4.2.

Cases in comparative perspective.

High concentration of foreign
firms

Low concentration of foreign
firms

High overlap between
foreign firms and exporters

Low overlap between foreign
firms and exporters

Suzhou

Cohesive vested interests from
international commerce; strong
bargaining power

Ningbo

Noncohesive vested interests
from international commerce;
a few individually based
proposals, which are dispersed;

Wuxi

Cohesive vested interests from
international commerce; weak
bargaining power

Shenzhen

Noncohesive vested interests
from international commerce;
weak bargaining power;
bureaucratic competition

restricted to domestic
technology

bureaucratic competition
restricted to domestic
technology

each represent a “type,” as shown in the two-by-two matrix, with respect
to FIE exporter overlap and degree of FIE concentration (see Table 4.2).
These cities were chosen for a comparative case study due to their impor-
tance in manufacturing industries and their similarity in basic economic
conditions.® In each city, I carried out semistructured and in-depth inter-
views (averaging 1.5 hours) with bureaucratic ofhicials in city government
departments; these officials were in charge of international commerce and
domestic technology. There were 29 officials in Suzhou, 32 in Wuxi, 36
in Ningbo, and 21 in Shenzhen. Interviews were used both to shed light
on the implementation process and to act as semistructured surveys of the
four cities.

My discussions and interactions with bureaucrats in these cities showed
that, in general terms, the two basic rules of Chinese bureaucracy dominate
economic policy processes in local governments. The upward accountability
created by the cadre evaluation system that governs millions of bureaucrats
in China is still prevalent. Unlike Western democracies, the ruling political
elites are motivated by accountability from above rather than from below.
The cadre evaluation system has shaped the incentives of top leaders (party
secretaries, mayors, and vice mayors of cities), who are evaluated on the
basis of policy targets and promoted by provincial-level officials (Manion
1985; O’Brien and Li 1999; Li and Zhou 2005; Liu and Tao 2007; Landry
2008).” Thus, city leaders also place downward pressure on rank-and-file
bureaucrats within city governments, who then maximize policy targets to
obtain political promotion and economic bonuses.
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In addition to the urgency of achieving policy targets, Chinese bureau-
cracy also features fragmentation. Rather than a coherent bureaucracy de-
fining economics policies, as in the East Asian developed states, Chinese
bureaucracy exhibits pervasive fragmentation and competition, as captured
by the notion of “fragmented authoritarianism” and the “policy enforce-
ment market” noted by other scholars (Lieberthal and Oksenberg 1988;
Lampton 2013; Mertha 2006, 2009). Therefore, the pressure of cadre eval-
uation placed on various departments certainly generates competition to
establish political achievements and to supersede policy goals (Jing, Cui,
and Li 2015). Furthermore, the redundancy in bureaucratic functions of
multiple agencies with overlapping authorities, coupled with the fact that
financial resources are almost always insufficient, exacerbates this turf war
(Pearson 2005; Lampton 2013: 86). Overall, struggles revolve around three
key areas.

First, bureaucratic departments compete for their own political sur-
vival. Due to the overlap of government functions, government agencies
are frequently reorganized, merged, and even abolished during government
restructuring.'® Within such a context, government agencies compete to
survive by showing the “necessity” rather than the “redundancy” of their
functions, which is also associated with the bureaucratic ranks officials care
so deeply about. When national priority shifted (that is, when FIEs be-
came less important), bureaucrats associated with FIEs worried about the
legitimacy of their existence and sought to demonstrate their continued
relevance."

Second, authority and control over key policies (shiquan) provided gov-
ernment agencies with the opportunity to establish political achievement
and to increase their power over other government bodies by setting lo-
cal rules. The ascendance of the pro-FDI paradigm in the early 1990s sig-
nificantly strengthened international commerce departments’ penchant for
establishing local economic rules. The paradigm also created numerous op-
portunities for political achievement and led to promotion at various levels.
In contrast, prior to the 21st century, the role of science and technology
departments was mainly restricted to guiding research institutions, with
a weak role in economic activities.'” The rise of the domestic competitive-
ness paradigm substantially enhanced their role in economic and industrial
affairs. Ironically, this explains the rise in bribes of domestic technology
officials after the policy shift.”®
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Third, the preferential policies legitimized by policy paradigms pro-
vided bureaucrats with the resources to build and consolidate patron—client
relationships with businesses.” A business is identified as the client for a
government agency if the agency’s function mainly involves regulating the
business and the business also relies on that agency for preferential poli-
cies.”” Unlike other policies, such as birth control, tax collection, and pollu-
tion reduction, which typically cause implementation headaches, economic
and industrial policies are often “resource-bearing” policies that bureau-
crats yearn for. Controlling these policies translates into budget increases
and new institutions (platforms, zones, and research centers). Moreover,
it translates into receiving the authority to approve preferential policies
granted to firms, including, but not limited to, tax exemptions, govern-
ment funding, credit allocation, and land and utility discounts for business
clients. For instance, Foreign Economic and Trade Bureau (FETB) and the
ETDZ Committee had the authority to decide and negotiate whether a for-
eign enterprise would fall within the “encouraged” (instead of “restricted”)
industries, thereby determining, essentially unilaterally, the years of tax ex-
emption the enterprise could enjoy. For their part, the Bureau of Science
and Technology and the HTDZ Committee controlled the authority to
evaluate and grant an enterprise the title of “high tech,” with its concomi-
tant funding benefits. In exchange, the patron—client relationship provided
government bureaucrats with economic benefits (such as bribes) as well as
records of political achievements that could be drawn on for future political
promotion.

Although bureaucrats in all four cities—Suzhou, Wuxi, Ningbo, and
Shenzhen—agreed that bureaucratic competition is just a fact of life, it
is puzzling why the policy process and outcomes during the policy shift
differ so greatly. Previous studies shed little light on this discrepancy, for
bureaucratic competition sometimes impedes and other times facilitates
policy implementation. To understand this discrepancy, one must consider
the role of foreign firms and the way in which they enable and strengthen
bureaucratic coalitions.

In the process of coalition formation, bureaucratic competition impedes
policy enforcement when a group of bureaucratic competitors outside the
functional area of domestic technology (rather than within it) mobilize to
challenge implementing agencies. This is far more likely to occur when for-
eign firms and exporters overlap in a city because it unites bureaucrats in
international commerce. The primary responsibilities of these bureaucrats
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are (a) attracting foreign investment (which, by default, is done by foreign
firms) and (b) promoting exports in the city (which can be done by foreign
and/or domestic firms). When foreign firms and exporting firms de facto
overlap in a city, bureaucrats focused on international commerce become
the primary regulators for foreign firms; hence, these bureaucrats see for-
eign firms as their long-term business clients. The rise of new policies hurts
the interests of international commerce bureaucrats and elicits a coherent

voice of opposition.'®

In contrast, even when a city has many foreign firms,
if it has less overlap between foreign firms and exporters, bureaucrats deal-
ing with international commerce can have clients that are domestic export-
ers as well as foreign firms. Such a mix of clients mitigates the foreign—
domestic struggle. In the latter case, most bureaucratic competition has
been kept within departments in charge of domestic technology and the
implementing agencies of the new policy, which can facilitate the speed of
implementing policies.

In terms of coalition strength, when FIE production in a city is concen-
trated in a few large global firms, vested-interest groups are found to have
more bargaining power—and are, therefore, more likely to be strong—
compared to those in which output is shared among small and medium
foreign firms. City party secretaries and mayors have tended to favor and
develop close relationships with bureaucrats who boost city indicators
significantly and rapidly. In economic decisions regarding budget and re-
source allocation, the vested-interest group can use the existence of large
foreign firms and wield power with top city leaders, preventing a domestic
technology coalition from increasing its resources.

THE FORMATION OF THE VESTED-INTEREST GROUP

Although the rise of new policy could make international commerce depart-
ments potential losers, this does not necessarily mean that vested-interest
groups emerge in every city and fight against new policies. Rather, their
emergence depends on the existence of a consistent and coherent perception
among potential losers. It is precisely here that the existence of foreign firms
made a difference. As previously discussed, when foreign firms and export-
ing firms overlapped in a city, international commerce bureaucrats inter-
acted mostly with foreign firms because any “international” elements in the
city (foreign investment and export) are conducted by foreign firms. There-
fore, foreign firms are viewed as their long-term business clients. Domestic
firms, on the other hand, were regarded as irrelevant to the bureaucrats’
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interests as they were neither foreign investors nor major exporters. These
bureaus in international commerce quickly gained traction in city govern-
ments during the 1990s and early 2000s because FDI attraction and export
promotion occupied China’s attention during this period (Zheng 2014;
Tao 2006).

Suzhou and Wuxi (which modeled its FDI zone after that of Suzhou)
are typical examples of cities in which foreign firms have been the primary
exporters. Many of these foreign firms were brand-name multinationals
that dominated the major exporting channels, whereas domestic suppliers
focused on manufacturing peripheral components instead of final prod-
ucts. Between 2001 and 2005, about 75 percent of exports in Suzhou and
60 percent of exports in Wuxi were done by foreign firms. As such, most
business clients of bureaucrats working in international commerce depart-
ments in charge of foreign investment and trade were foreign firms. There
was a sharp division of labor among bureaucrats along the line of owner-
ship of their business clients.

Figure 4.3 shows the results of the author’s semistructured interviews
with bureaucrats in the two departments. When asked, “In your daily
work, which types of firms do you often interact with and regulate?” most

International commerce

3
o
ey
5
%] Domestic technology

International commerce

Wuxi

Domestic technology
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FIGURE 4.3. Business clients of city bureaucrats (scaled to percentage).

These charts depict, in percentages, local officials” answers to the author’s question: “In
your daily work, which types of firms do you often interact with and regulate?” The total
numbers of bureaucrats interviewed were Suzhou (29), Wuxi (32), Ningbo (36), and
Shenzhen (21).
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bureaucrats in the international commerce departments of Suzhou and
Wuxi identified foreign firms as the major business clients with which they
interacted. In contrast, officials in domestic technology departments mostly
viewed domestic firms as their business clients. Taken together, 93 percent
of bureaucrats in Suzhou and 87 percent of bureaucrats in Wuxi (of offi-
cials who responded to the semistructured interviews in both departments)
chose one type of firm or the other as their regular business clients, leaving
only 7 percent and 13 percent in each city who considered themselves to
interact with both types of business. In fact, when a Suzhou official in the
Economic and Technology Development Zone (the FDI zone) was asked
about the development of domestic firms, or when a Wuxi official in the
Bureau of Science and Technology was asked about a foreign firm in the
city, they both answered that the firm(s) in question “have nothing to do
with my job.”

Given this division of labor, it is not surprising that the ascendance of
the domestic technology paradigm evoked intense reactions in Suzhou and
Wuxi. Bureaucrats in the international commerce departments—whose
clients were almost solely foreign businesses—saw the change as a severe
threat not only to their business clients but also to their own political ca-
reers. The adoption of the 2007 tax reform, which phased out the origi-
nal half-income tax rate and other beneficial policies for income taxes on
foreign firms, also caused widespread worry. As a senior official from the
Foreign Economic and Trade Bureau commented,

We summoned an urgent meeting with the Bureau of Investment Promotion
and Economic and Technology Development Zone, as all our current institu-
tions were built to support these foreign firms. Why did they suddenly aban-
don foreign firms and want to emphasize the technology capacity of indigenous
firms? The entire plan originated from officials in the science and technology
system, who apparently were trying to expand their power. But we have come
up with our own ways to deal with it.””

This type of panic echoes comments from bureaucrats in the interna-
tional commerce bureaus in Wuxi, who found the new policy “biased,”
“threatening,” and “annoying.”'® They interpreted the new policy as a
threat to their interests and, in reaction, mobilized a coherent group of bu-
reaucrats from various international commerce departments, who blocked
policies and competed with domestic technology departments. In both
cities, officials disclosed that bureaucratic competitors of the domestic
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technology group came from the international commerce departments. In
Suzhou, for example, one finds a battle between two camps. On one side,
there were the domestic technology departments (Bureau of Science and
Technology and Economic Information Committee), which applauded the
new policy as the coming of a “spring” for science and technology. On the
other, there was the Foreign Economic and Trade Bureau, which pushed
back against the change."” The former reported that they pressed for an
increased government budget, tax breaks, and land discount policies for in-
novative domestic firms in government meetings, though they confessed to
little success in reality. The latter, however, actively competed by stressing
the importance of foreign firms and the “unfinished” mission of attracting
foreign investors in various official meetings and written reports submitted
to city leaders. These meetings, per an official working in the city party
committee, highlighted the substantial costs and risks to the local economy
of losing foreign clients, especially when a city signaled that it would have
to allocate too much budget and too many resources to support domestic
firm technology.

At the same time, bureaucrats also sought to placate foreign firms by
simply blocking the influence of policy changes. A senior official at the
ETDZ in Suzhou informed me without hesitation that within the zone and
in any media outlet, it was prohibited to mention the concepts of “national
brand” or “indigenous technology.” He stated:

We informally barred those words so that at least foreign firms within the zone
would be less worried about the possibility of changing our long-term invest-
ment attraction policies and would not cease their investment. It is an open

secret among bU.I'CaU.CI'atS.ZO

In this regard, Wuxi faced a similar situation. The city integrated its
ETDZ and HTDZ to mitigate coalition-related fights. Because of land
limitations, the former department advocated the expansion of export
zones for foreign firms far beyond the original boundaries of ETDZ to the
extent that this increase would have encroached on the territory/size of the
HTDZ.* As a result, the domestic technology departments, a coalition
that was newly formed and emerged, had to face the mounting challenges
to their push for more resources. Wuxi’s domestic technology upgrading,
according to a Wuxi official, can be characterized as “more talking and less
doing.” That is, one often saw them in internal government documents,
but real changes were slow to manifest. As will be seen in the next section,
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there were indeed some changes when opportunities opened up, but they
were still quite limited.

Ningbo and Shenzhen displayed levels of FDI dependence similar to
those of Suzhou and Wuxi, with FDI accounting for about 7 percent of
GDP. However, foreign firms and exporters overlapped less. In these two
cities, 28 percent and 40 percent of exports, respectively, were from foreign
firms by 2005. The perception of international commerce departments re-
garding policy change was far less threatening because their business cli-
ents included a mixture of foreign and domestic businesses. As Figure 4.3
indicates, in Ningbo and Shenzhen, bureaucrats interviewed in the two
departments found it hard to determine whether their business clients were
foreign or domestic. Including both international commerce and domestic
technology departments, 64 percent of officials in Ningbo and 71 percent
of officials in Shenzhen answered that they could not distinguish ownership
of their business clients. In fact, when asked about whether they primarily
regulate foreign or domestic businesses, a bureaucrat from the Shenzhen
Bureau of Science and Technology remarked:

This question is simply laughable. We stopped making a distinction between
foreign and domestic businesses ages ago. We now regulate both types as they
are connected anyways. Our major function was to encourage them to embark
on technology development. Other departments such as the commerce side
deal with domestic and international business environments and rules.”?

Even if a few bureaucrats or their businesses felt threatened by the poli-
cies, it was unlikely to lead to the creation of a coherent vested-interest
group to systematically combat the reform. Furthermore, many domestic
exporters—by being related to international trade and domestic technology
upgrading—are business clients for the two coalitions at the same time.
There were cases in Shenzhen in which they helped bring together bureau-
crats from different camps to sit and talk. The perception that there was a
struggle, in the style of “us versus them,” was missing. Instead, departments
focused on different stages of business development, ranging from help set
up businesses to nurturing initial growth and making them stronger.*

Note, however, that these cities also experienced bureaucratic compe-
tition; nevertheless, the focus of this competition was different in that
departments within the issue area of domestic technology competed
among themselves, rather than with an external vested-interest group. Fig-
ure 4.4 summarizes officials’ answers to the question on the major source
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FIGURE 4.4. Internal and external competition among bureaucrats.

The charts illustrate local officials’ answers to the question, “Without identifying the
specific department, where do you think the major competition for your department
comes from? You can choose from two groups of departments or choose not to answer
the question.” The “international commerce” group includes the Foreign Economic and
Trade Bureau (FETB), Bureau of Investment Promotion (BIP), and ETDZ Committee.
The “domestic technology” group includes the Bureau of Science and Technology (BST),
Economic and Information Commission (EIC), and HTDZ Committee. When a
bureaucrat identified competition outside of his or her own group, the answer was coded
as external competition; otherwise, it was coded as internal competition. The number of
bureaucrats interviewed was Suzhou (29), Wuxi (32), Ningbo (36), and Shenzhen (21).

of competition. It suggests that, in Suzhou and Wuxi, most officials viewed
members of international commerce as their competitors, whereas in
Ningbo and Shenzhen (more in Shenzhen), most officials viewed members
of domestic technology as their competitors.

In Shenzhen, the battle was mostly fought between the Bureau of Science
and Technology (BST) and the High-Tech Development Zone Committee,
both of which had their functions within the area of domestic technology.
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Each established a leadership group under its name to expand its influence
by competing to gain support for its own business clients. Although the
BST became the promoter and regulator of firms outside of the HTDZ,
the HTDZ Committee gained control over resources within the zone.?*
Regardless of the shifting balance of power, however, the competition was
kept within the issue area of technology. It led to a race to attract investors,
entrepreneurs, and overseas returnees interested in launching research and
technology-intensive firms as well as existing businesses that engaged in
newer technology. In 2008, the City People’s Congress passed the Shenzhen
Act to Facilitate Science and Technology Innovation, which became the
first innovation act passed by any Chinese city.

Ningbo experienced similar competition between the Bureau of Science
and Technology and the Economic and Information Commission, which
were both government agencies concerned with domestic technology. These
two departments competed to create a number of supportive rules for in-
novative enterprises, incubators, and enterprise-related R&D centers. This
competition was on full display during a government consultation meet-
ing in which the author directly participated as an observer.” The meeting
aimed to draft the Ningbo Act to Facilitate Science and Technology Inno-
vation. Despite some quarrelling between the two departments, which both
wanted to play the leading role, the meeting eventually led to the passage of
the Ningbo Act, an act that increased funding as well as fiscal and financial
resources for domestic firms and created detailed measures to help start-ups
and incubators. Ningbo became the fourth city to pass this type of legisla-
tion in China, following Shenzhen, Zhuhai, and Chongqing. In each case,
the competition did not come from a vested-interest group outside of the
area of domestic technology. Instead, the competition pushed agents within
the issue area to gain traction even faster.

LARGE FIES AND THE BARGAINING POWER

The overlap of foreign firms and exporters did indeed lay the foundation
for the emergence of a coherent vested-interest group that constantly fought
new policies, yet it was the concentration of foreign firms in large global
firms that made it even more likely for the vested-interest groups to win.
Arguably, the empowering role of large foreign firms can be both direct and
indirect. Large foreign firms often have direct access to bureaucrats and city
party secretaries or mayors, and they made use of this access when threat-
ened by the new agenda.?® Granted, it is hard to deny the direct lobbying
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effects of large foreign firms, but direct influence has its limitations. Field
research suggests that large global firms often negotiate with the city gov-
ernment behind closed doors to attain policy deals that favor these firms
rather than the entire industry or all foreign firms in the city. This means
that, instead of systematically affecting a city’s overall pattern of spending
resources on domestic technology, the outcomes were highly customized
and tailored to specific large foreign firms.”

This is why the coalitional effects that these large foreign firms had
through city bureaucrats became essential. Large foreign firms often pro-
vided the international commerce coalition with more persuasive power
toward city leaders. Based on the rule of “delegation by consensus,” ten-
sions among bureaucracies are often settled by higher-level officials, who are
top city leaders.”® Top city leaders (/ingdao banzi)—usually comprising the
secretary and vice secretary of the CCP committee, the mayor, and the vice
mayors—have the ultimate authority to decide the direction of policy and
institutional changes. Therefore, they are the “arbitrators” of bureaucratic
conflicts. In the language of Chinese politics, rivalry along vertical lines
(tiao), which divides bureaucrats according to their professional functions,
is balanced by the city government, or the horizontal piece (kuai), with each
coalition seeking to persuade and exert pressure on the leading group.”

Why would party secretaries and mayors not simply impose their deci-
sions on bureaucrats instead of opening up policies for bargaining? Not
only are departmental interests and fights hard to overcome, as many stud-
ies on bureaucracy have found, but city leaders themselves have also learned
that allowing bargaining may increase the odds of implementing a new
policy because officials are often more willing to accept the result than a
decision imposed unilaterally.’® That said, top leaders do have preferences.

The motivations of top leaders were predominantly driven by the cadre
evaluation system, as mentioned (see Appendix 4.2 for an example). These
leaders headed the Target Inspection Committee to stay on top of target ac-
complishment. Policy targets that carried the heaviest weights in the cadre
evaluation system include traditional performance indicators (such as GDP,
revenue, and industrial output) and newly added targets in the wake of the
paradigm shift (such as the number of high-tech enterprises, the output
and exports of high-tech products, and patent applications). Large foreign
firms, such as Samsung, LG, Foxconn, and Intel, have been simultaneously
influential in all these crucial indicators, and they are far more visible than
smaller foreign firms.
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These features have allowed international commerce departments to en-
hance their position through selective interpretation and extrapolation. In
Suzhou, the Foreign Economic and Trade Bureau interpreted the new para-
digm as a signal of the center’s dissatisfaction with the “low technology”
of foreign firms. The priority on technology competitiveness was therefore
understood as a move from backward, lower-end (diduan) technology to
higher-end (gaoduan) technology (Zhong and Zhang 2009: s5.). Officials
from the Foreign Economic and Trade Bureau and the directors of the
Economic and Technology Development Zone pointed out that most for-
eign firms, such as LG, Philips, and Samsung, had mastered advanced
technology. In contrast, domestic enterprises were so backward in tech-
nology that it would require at least two decades for them to make initial
progress or “produce any results.”' A further examination of these claims,
however, shows that a majority of “high-tech” foreign firms were almost
always “lower end” in that they located only labor-intensive sections of the
production chain in the city, repeating the past pattern of FDI attraction
and processing trade.*

But such narratives helped vested interests seize the reform initia-
tive from the domestic technology coalition and push the latter into the
backseat (Wang 2009). At the end of each lunar calendar year, when cities
started to set budgetary expenses, bureaucratic contests in front of top city
leaders became extremely intense, especially given that prefecture-level cit-
ies’ budgets were curbed relative to expenses after the fiscal reform (Liu and
Tao 2007). Even though the party secretary and the mayor had the final
say on the budget, bureaucrats from each department typically went to vice
mayors in charge of their department to request budget increases. Hence,
vice mayors often rallied the corresponding departments and lobbied on
behalf of, or together with, these bureaucrats in front of top city leaders in
budget-setting meetings.*

When the Bureau of Science and Technology, the Economic and In-
formation Commission, and the vice mayor in charge of domestic tech-
nology in Suzhou pushed for more city-level funding for enterprise in-
novation at these meetings, they often encountered a louder voice from
international commerce (and the corresponding vice mayor), as the in-
ternational commerce pointed to the vital role of large foreign firms in
bringing economic and high-tech benefits. Furthermore, the interna-
tional commerce departments in Suzhou pushed for grafting part of the
institutions and funding from domestic technology into their coalition.
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Although the Target Inspection Committee set increased funding for
domestic technology in Suzhou, the international commerce depart-
ments bypassed the Bureau of Science and Technology, negotiated with
the High-Tech Development Zone, and moved newly invested large for-
eign firms into the zone. They proceeded to co-opt the zone into their
coalition and created their own policies of funding and tax exemptions
for foreign firms under the rubric of domestic technology.”® Officials in
the zone committee initially resisted but realized that, because they did
not have many resources, their career paths would probably be improved
if they kept quiet and let the international commerce coalition stay in
the driver’s seat. Given that the international commerce coalition often
backed up its arguments with indicator creation, it tended to have the ear
of the mayors and party secretaries.

As a result, the voice of the domestic technology coalition was substan-
tially subdued. In light of budget limitations and an emphasis on revenue
creation concerns for revenue, city leaders provided a limited number of
firms with funding and tax breaks. A winning vested interest often made
it hard for reform advocates to push for the increase of resources for do-
mestic technology, and this was typically ranked as a lower priority than
issues such as expanding infrastructure in an Economic and Technology
Development Zone. As an official in the Bureau of Science and Technology
complained,

The promotion of domestic technology competitiveness is a crucial function
of our bureau, and we saw that as a signal that the central state had begun to
take domestic technology seriously. The bureaus in international commerce, to
our surprise, were also championing technology and innovation, but in their
own ways. They moved ahead of us and seized the initiative from our hands to
consolidate their own authority.*®

Wuxi and Shenzhen provide interesting comparisons with Suzhou and
Ningbo. Wuxi has also seen a fairly strong mobilization among its inter-
national commerce coalitions. However, foreign firms in Wuxi are more
dispersed, that is, there are more small firms, which did not allow vested-
interest bureaucrats to wield much power. Thus, despite the rise of a rela-
tively coherent vested interest, the opportunity for this vested interest to
successfully make its case in Wuxi was more limited than in Suzhou.?” This
was particularly true when Wuxi saw itself lagging, in terms of economic
and technology indicators, behind its peer cities; in response, Wuxi pro-
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vided limited openings for top city leaders to consider offering opportuni-
ties to domestic technology. An internally circulated document by the city
government urged,

In terms of total industrial growth and output in 2008, the gap between Wuxi
and Suzhou has widened. Moreover, there is the pressure to prevent being sur-
passed by Guangzhou and caught up to by Hangzhou in the next round . . .
In terms of high-tech industries, Wuxi’s high-tech output accounted for 15.2
percent of provincial output in 2006, which still lagged behind Suzhou (36.9
percent) and Nanjing (17.8 percent). (Wuxi Government 2009: 3)

A government decree to “build Wuxi into a leading innovative city” is-
sued by the CCP committee and the municipal government enabled Wuxi
to be one of the first cities to attract scientists and engineers to the Wuxi
New District, many of whom were educated abroad. At the same time,
the district also fomented the development of solar energy, mobile Internet
devices, and biomedical products. On one hand, this initiative enabled the
city to make some progress in these new industries. On the other, due to
the presence of a vested interest in international commerce, the Bureau of
Science and Technology always had to be careful to ensure that the indus-
tries they were supporting did not directly compete with any foreign firms
being brought in or likely to be attracted in the future, many of which were
in the areas of I'T and electronics.’®

Ningbo seemed to be the mirror image of Wuxi. It saw less mobilization
among the vested-interest coalition due to the city’s lower overlap between
foreign firms and exporters (see the previous section for more information).
Nevertheless, it has several large foreign firms, such as Samsung, Exxon-
Mobil, and Philips. A few bureaucrats (individual) argued that rather than
abandoning foreign firms, more joint ventures between these large foreign
firms and state-owned enterprises (SOEs) should be set up to allow foreign
firms to take advantage of the new paradigm as well.*” There was an eco-
nomic basis for such an argument, as a mixture of foreign firms and do-
mestic exporters were clients of international commerce, yet the argument
lacked the support of a cohesive group. This weakness was also noticed by
an official in the Bureau of Science and Technology’s Research Ofhice, as he
commented sarcastically:

A lot of times, those bureaucrats actively seeking to take advantage of foreign
capital end up being taken advantage of by foreign capital (Liyong waizi hui fan
bei waizi liyong). This is a phrase created by us, and they deserve it. They [the
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bureaucrats] probably need to come to realize their relative weakening position

and let the indigenous force drive the process.40

As a result of the lack of coherence. the discussion of these joint ventures
led to tailored policies for individual foreign firms in the Economic and
Technology Development Zone (the FDI zone) that did not systematically
influence the outcomes of budget allocation and government funding for
domestic technology upgrades at the city level.

The Ningbo high-tech zone rose quickly compared to the FDI zone.
The former not only contributed 10 to 15 percent of the cost of technol-
ogy transformation for traditional enterprises, it also used tax and funding
tools to increase the amount of new technology in the incubator.* In Au-
gust 2008, the high-tech zone also succeeded in acquiring sufficient budget,
and it organized an investigation team of eight local officials in the city
government and 180 supporting cadres in the high-tech zone to conduct
in-depth interviews of 162 enterprises, gathering information and identi-
fying problems that enterprises may encounter or did encounter (Ningbo
Government 2008). In 2010, the number of authorized invention patents
in Ningbo surpassed 10,000, and party secretaries and mayors began prais-
ing and rewarding the city’s Bureau of Science and Technology with an
expanded budget allocation.*? In 2011, the number of authorized patents
in Ningbo topped Zhejiang province and the rest of China, which placed
Ningbo in the second place (right after Shenzhen) for the number of autho-
rized invention patents (Xia 2012).

In Shenzhen, to begin with, there was no such mobilization of a strong
vested-interest group; moreover, the average size of foreign firms was too
small to empower individual international commerce bureaucrats. As men-
tioned in the previous section, the bureaucrats from domestic technology
focused their attention on competing internally to build leadership groups
and obtain resources. Shenzhen was the first city to pass a city act known
as the Supporting Science and Technology Innovation Act, and the city
was the bestknown coastal city to pioneer a number of policies that served
as templates for other cities, including the Adjustment and Revitalization
Plan for the Electronics and I'T Industry and Guidelines for Using Tech-
nology Development Funds for Enterprises. Not surprisingly, Shenzhen has
been the home of most competitive private firms, such as Huawei, Tencent,
Skyworth, in the electronics and IT sectors for domestic and international
markets. In fact, Shenzhen’s city government, not enterprises, introduced



Local Policy Making, Globalized Coalitions, and Resource Allocation 83

TABLE 4.3.
Comparison of city government support for domestic technology.

Tax breaks
Government Increase in Government for S&T firm
S&T expense government S&T funding for firm activities
(percentage of  expense (percentage S&T activities (percentage of
GDP) 2007-2010 of GDP) (percentage of city city industrial
City average® 2006-2010 expense) 2008 sales) 2008
Suzhou 0.30 0.31 0.41 0.0073
Wuxi 0.33 0.38 0.49 0.0099
Ningbo 0.43 0.40 0.62 0.018
Shenzhen 0.86 1.01 0.83 0.037

sOURCE: Based on data from China City Statistical Yearbook (2008—2011); China Economic Census 2008.

“Please note that this indicator is different from R&D expense as a percentage of GDP, which typically
includes all R&D expense in the economy. Here “S&T expense” refers only to the amount of budget that a city
government spends on science and technology.

and developed the earliest venture capital model in China (Jin 2010: 14,
20). The expansion of the high-tech zone to include various incubators and
innovation valleys for hatching smaller start-up technology firms showed
the success of the domestic technology coalition in pushing for the estab-
lishment of new institutions. The most recent development of the initiative
was the 345 million yuan support that the Shenzhen government pledged
to 12 R&D teams in microelectronics and biotechnology.

In general, we can view Suzhou and Shenzhen as two extremes of a con-
tinuum. Wuxi and Ningbo, which have either a coherent vested-interest
coalition or bargaining power, can be seen as mixed or intermediate types.
Table 4.3 summarizes the various support measures—budgetary expense,
government funding, and tax breaks—that these four cities have provided
since the launch of the paradigm. The results support the argument ad-
vanced here, with Suzhou and Shenzhen having the overall highest and
lowest degrees of support provided, with Wuxi and Ningbo ranked be-

tween the two.

Other Possible Explanations?

Before the chapter proceeds further, it is necessary to address other fac-
tors that may be at work and may confuse the outcome. The first factor is
the possibility of city-level outcomes differing simply because the overall
level of dependence on FDI. As the four cases discussed here suggest, and
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many more cases will soon show, even at a similar level of FDI (between
Suzhou and Shenzhen as well as Wuxi and Ningbo), cities still end up with
contrasting degrees of support for the new policy. Clearly, more important
than the general FDI are bureaucratic channels that enable the influence
of foreign firms in a city, which often do not have direct access to top city
leaders in a city’s decision-making processes. Also, foreign businesses can-
not use money to buy votes for their favored politicians.*’

It is also fair to ask if the backgrounds of bureaucrats and top city lead-
ers affect outcomes. As mentioned, these backgrounds could play a pivotal
role, but no systematic evidence has been found to support the notion that
the directors of domestic technology departments in Shenzhen and Ningbo
or the directors of international commerce departments in Wuxi and Su-
zhou have a stronger political background. Party secretaries in the four cit-
ies also had a variety of previous backgrounds, ranging from agriculture,
social science, and natural science to the humanities, and they had been
constantly shuffled from one city to the next according to the rule of city
leader appointment in China. In fact, Wang Rong, the former party secre-
tary of Shenzhen, served as the party secretary in Wuxi, Suzhou, and Shen-
zhen during the 2000s, which covered zhree of the four cities studied here.

The final possible explanation is a region’s long-term tradition of imple-
menting or resisting central policies. Yet, here, the opposite seems to be the
case, suggesting that one needs to examine the policy area with more detail.
Ningbo and Shenzhen are located in Zhejiang and Guangdong, two prov-
inces often perceived as more likely to resist central policies, but they ended
up with stronger implementation performance. For their part, Suzhou and
Wuxi are in Jiangsu Province, which has a reputation for agreeing with
and closely following central policies (Landry 2008; Shen and Tsai 2016).
Therefore, the crucial aspect is not whether, but how, regions interpret and
implement industrial policies, which necessarily entails local structural and
institutional constraints.

The Broader Picture across China: lesting the Argument

How would the insights generated from the case studies apply across China?
The four cities discussed in this chapter are important cities on China’s
eastern coast, a region that accounted for 63 percent of China’s industrial
output in 2010. Yet, even when applying the perspective to China’s inland
regions in the south and west, where there are different levels of economic
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TABLE 4.4.
Globalization and city government science and technology expense 2007-2010 (arranged
by the last column).

Government
science and
Overlap technology
between expense as a
foreign firms Concentration  percentage
FDI/GDP and exporters of large firms of total city
City name (province) (percentage) (percentage) (percentage) expense
Ji’an (Jiangxi) Medium high High Medium high Low
Songyuan (Jilin) Medium low High High Low
Lhasa (Tibet) Low High High Low
Shanwei (Guangdong) High High High Low
Xingtai (Hebei) Medium low Medium High Medium low
Jixi (Heilongjiang) Low Medium High Medium low
Maoming (Guangdong) Low Medium high ~ Low Medium low
Chonggqing High Medium low High Medium low
Deyang (Sichuan) Medium low Medium Medium high ~ Medium
Guiyang (Guizhou) Medium low Low Medium low Medium high
Wuhan (Hubei) Medium high Medium high High Medium high
Changsha (Hunan) Medium high Low Medium high Medium high
Chengdu (Sichuan) Medium high Low Medium Medium high
Wenzhou (Zhejiang) Medium low Low Low Medium high
Tai’an (Shandong) Low Low Medium Medium high
Huzhou (Zhejiang) High Low Low High
Taizhou (Zhejiang) Medium low Low Low High
Wuhu (Anhui) Medium high Low Medium High

soURCE: Data from China Economic Census 2008; China City Statistical Yearbook (2007—-2010).

development, the findings analyzed herein still largely hold. Table 4.4 pro-
vides an example of 18 cities located in various provinces across China,
arranged by city government expenditure on science and technology as a
percentage of total city expenditure between 2007 and 2010 (the last col-
umn). In general, the amount of overlap between foreign firms and export-
ers and the extent to which foreign firms are dominated by large firms are
negatively associated with the city’s willingness to spend on science and
technology. In contrast, a city’s overall level of dependence on FDI (shown
as a percentage of GDP in Table 4.4) has no strong association with a city’s
expenditure on science and technology.

To examine whether the observed relationships hold across Chinese cit-
ies, this section tests the arguments with quantitative data. The analysis
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uses data from several sources, including China’s National Survey of In-
dustrial Firms, the China National Economic Census in 2008, and China
City Statistical Yearbook. The survey of industrial firms and the economic
census were initiated by the State Economic Census Center of the National
Bureau of Statistics (NBS), which implemented the survey through more
than 3 million local enumerators from the local survey teams organized by
the province-level Bureau of Statistics. With permission from the NBS, I
accessed the original database of all above-scale industrial firms (with sales
over 5 million RMB) across more than 300 prefecture-level cities in main-
land China. It is worth noticing that data gathering within NBS, like the
task of implementing economic policies within governments, was divided
between the commerce departments and innovation departments. I also
cross-checked the two parts of the indicators to ensure consistency of mea-
surement units.*

The dependent variable analyzed here is the support that a city govern-
ment provided for domestic technology upgrades and innovation. Policies
and institutions are notoriously hard to operationalize. The major indicator
used is science and technology expense as a percentage of the total budget-
ary expense of the city government. This ratio variable is transformed by
the natural log of the odds. It measures the city government’s willingness to
spend money on domestic technology upgrading and the city government’s
perception of the importance of such spending. Here, the assumption is
that perception of its importance is directly associated with the strength of
the domestic upgrade coalition (BST, EIC, and HTDZ), with budgetary
expense resulting from bureaucratic competition within the government.
I examine the average percentage over the four years from 2007 to 2010
because the national policy shift and concomitant push for introducing
institutions started in 2006.%

The first explanatory variable is degree of overlap between FIEs and ex-
porters in a city; it is measured by the sale of exports from FIEs divided by
the total sale of exports in a city. An alternative way to measure this variable
is to look at the percentage of FIEs that exported, but this approach has
theoretical and empirical flaws. Theoretically, I want to know whether the
business clients of bureaucrats in international commerce were purely FIEs
or a mixture of FIEs and domestic firms. The fact that foreign firms engage
in export does not tell us if domestic firms export or if they are also busi-
ness clients of international commerce. Empirically, most FIEs in China
export. Therefore, our primary concern is whether foreign firms are the sole
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exporters. | use registration rather than capital share to identify FIEs be-
cause bureaucrats in international commerce departments also regulate and
interact with their business clients based on their registered type, which
corresponds to the argument made here: higher degrees of overlap mean
more cohesive vested-interest groups.

The second explanatory variable, concentration of production by foreign
firms, is measured by the proportion of industrial sales from large FIEs
among all sales of FIEs. This variable seeks to capture the empowering role
of FIEs on the vested-interest group. Lorentzen, Landry, and Yasuda (2014)
measured large firm dominance through the relative influence of the big-
gest firm in a city. But this measure is taken in the absence of a full list of
firms in the city and tends to underestimate large firm influence because
a city often has more than one large firm. Given that I have data for all
above-scale firms in each city, I focus on the relative dominance of all large
firms, which are defined as firms with annual industrial sales exceeding 300
million yuan.

Explaining local variation also requires controlling for potential con-
founders (see Appendix 4.1 for a detailed description of measurement and
sources). To address the concern that I may be simply examining the
direct influence of FDI, I control for the general structural effect, mea-
sured by FDI as a percentage of city GDP. In addition, I control for per
capita GDP and a few other economic variables. The influence of SOEs
is included in light of the recent state capitalism literature arguing that
the government continues to confer favorable benefits to SOEs at the ex-
pense of private enterprises (Huang 2008; Naughton and Tsai 2015). For
Western observers, indigenous innovation is often seen as a strategy to
strengthen the state sector at the market economy’s expense (Lardy 2014;
McGregor 2010). It is unlikely, however, that this will be the case for
this study, given that the new initiative pushed by the domestic innova-
tion coalition (especially when headed locally by BST) was quite different
from the traditional approaches that used science and technology funds
as excuses for subsidizing SOEs. Instead, the new paradigm and policy
implementations emphasized use of the budget to provide support on a
competitive basis to private firms and start-ups. Furthermore, SOEs may
not need to lobby through bureaucrats to formally increase budgets and/
or resources at the city level due to their direct connection with the gov-
ernment either at the local or central level, along with their distinctive
channels of financing.
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Table 4.5 shows the results of the estimation for government support
of domestic technology upgrades. The results consistently support the hy-
potheses and suggest that, after controlling for other variables, cities where
FIEs and exporters overlap and where FIEs are concentrated in large firms
are the least likely to provide support for, and dedicated spending to, do-
mestic technology upgrades. The effects of coalitions remain significant
after controlling for provincial fixed effects, indicating that provincial
variation cannot wholly capture city-level variation. However, we notice
that the general structural influence, measured by FDI as a percentage of
city GDP, did not have a significant effect in any of the cases examined.
This finding suggests a need to break down the composition of FDI to
conduct a more nuanced analysis of differences in their influence. Column
6 of Table 4.5 shows that when using predictors that are averaged value
between 2001 and 2005 to estimate the 2007 to 2010 results, the effects
for the independent variables are still significant. However, when the same
model is applied for the years between 2001 and 2005 for both the inde-
pendent and dependent variables, no significant relations can be found
(column 7). This nonsignificant finding shows that only the launch of new
policies after 2006 stimulated varied responses among different coalitions
within city governments (and therefore one is able to observe variation of
the dependent variable).

Conclusion

As China’s turn to FDI on the eve of its reform toward a policy of “open
doors” required deliberate action to build support (Shirk 1993), a transition
from FDI to domestic upgrades has also required state officials to handle
struggles and contention. The policy processes have gone beyond central-
level debates laid out in Chapter 3, manifesting in local coalitions, especially
among bureaucrats who regulate businesses and rely on such businesses to
advance their political careers. Although this study uses the feature of FIEs
as an important indicator, it is worth reemphasizing that progress or stag-
nation in policy changes cannot be explained without paying attention to
the articulation and manipulation of local bureaucrats, who have varied
perceptions of the paradigm shift and uneven levels of political influence.
At the same time, foreign capital interacts and conditions local govern-
ments’ policy choices and development trajectories.



TABLE 4.5.

Estimation of prefecture-level city government support.

DV = S&T expense/total

expense (log the odds) 1 2) 3) (4) 5) 6) 7)
FIE exporter overlap —0.414*** —0.277** —0.276** —0.541%** —-0.360
0.136) (0.119) (0.117) (0.152) (0.224)
Large FIE concentration —0.293** —0.367** —0.273** —0.274** —-0.233* —-0.223
(0.142) (0.144) (0.112) (0.113) (0.129) (0.195)
FDI/GDP (%, In) 0.0188 —0.00558 0.000853 0.0244 0.0238 0.0752** 0.00256
(0.0313) (0.0312) (0.0323) (0.0415) (0.04206) (0.0370) (0.0519)
GDP per capita (In) 0.400*** 0.409** 0.355*** 0.399*** 0.398™** 0.338*** 0.246**
(0.0756) (0.0758) (0.0741) (0.0825) (0.0821) (0.0734) (0.114)
Budgetary revenue (In) 0.277*** 0.274*** 0.230*** 0.257*** 0.256*** 0.232%** 0.139**
(0.0448) (0.0447) (0.0403) (0.0494) (0.0473) (0.0423) (0.0687)
Fiscal capacity (%) 0.0162 0.0122 0.0195 0.0281* 0.0283* 0.0237 —0.0551*
(0.0131) (0.0131) (0.0133) (0.0161) (0.0154) (0.0165) (0.0284)
State owned enterprises —-0.263 -0.156 —-0.168 —-0.299 —-0.301 —-0.247 0.0386
(0.210) (0.209) (0.181) (0.218) (0.224) (0.181) (0.279)
Joint ventures -0.0953 —-0.00753 0.0435 —-0.00714 —-0.00702 —-0.0194 0.138
(0.130) (0.136) (0.135) (0.133) (0.133) (0.138) (0.250)
Ethnic Chinese firms 0.137 0.0668 -0.0271 0.133 0.133 0.0373 —-0.115
(0.149) (0.147) (0.136) (0.160) (0.159) (0.109) 0.177)
Export/GDP (In) 0.0662** 0.0641** 0.0757*** 0.0628* 0.0624* 0.0659* 0.00320
(0.0266) (0.0260) (0.0244) (0.0350) (0.0360) (0.0384) (0.0436)
East 0.161** 0.110 0.172** 0.131 0.371%**
(0.0753) (0.0745) (0.0754) (0.0899) (0.106)
Length of FDI 0.000565
(0.00354)
Constant —11.72%** —11.88*** —11.04*** —11.57*** —11.56*** —9.878*** -9.260***
(0.612) (0.606) (0.584) (0.765) (0.750) (0.617) (0.875)
Observations 244 244 275 244 244 243 214
R-squared 0.689 0.674 0.675 0.603 0.603 0.684 0.280

NoTE: The dependent variable, city government expense on science and technology as a percentage of total city budgetary expense, uses the average value over the years
2007 to 2010 in columns 1 through 6. Columns 1, 2, 3, 4, and 5 use predictors for this same period. Column 6 uses predictors for 2001 to 2005. Column 7 uses predictors
and dependent variables for 2001 to 2005. All variables are average values across the years. Robust standard errors are in parentheses in models 1, 2, 3, 6, and 7. To control
for provincial-level effects, provincial fixed effects are used in models 4 and 5, with clustered standard errors in parentheses.

Hokok

*p<ox ** p<o.05 p<o.01
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In many cases, local institutions and policies did not automatically
emerge and had to be carefully crafted and forged. The most formidable
challenges often lay in the decision-making and policy-manipulation pro-
cesses, especially when bureaucrats, acting as patrons for their business cli-
ents, put up resistance before any development policies reached the firm
level. Under such circumstances, an analytical angle is needed to focus on
new policies announced at the state level and to account for the previous
context and potential groups that may feel threatened by, or compete with,
agencies advocating the implementation of new policies. This is, however,
not the full story until we examine the story of policy implementation at
the firm level, which, in the end, will be shown to reinforce the policy mak-
ing at the city level.



APPENDIX 4.1.

Measurement and sources of variables.

Variables

Measurement

Sources

City S&T expense/total
expense (%, log the odds)

FIE exporter overlap

Large FIE concentration

EDI /GDP (%, log)
GDP per capita (log)
Budgetary revenue (log)

State-owned enterprises

Joint ventures

Ethnic Chinese firms

East coast

Fiscal capacity (%, log)

Export/GDP
FDI length

City government expense in
science and technology as a
percentage of total budgetary
expense

Ratio between the sale of exports
from foreign-invested firms and
the total value of exports

‘The proportion of industrial sales
from large foreign firms to all sales
of foreign firms

Foreign direct investment as a

percentage of GDP
GDP per capita in a city

The budgetary revenue of the cit
getary y
government

The ratio between the amount of
assets of state-owned enterprises
and the amount of total firm assets
in a city

‘The proportion of joint venture
sales to total foreign firm sales

The proportion of output from
foreign firms invested by ethnic
Chinese investors (Hong Kong,
Taiwan, Macao) to output by all
foreign firms

92 cities located in Beijing,
Tianjin, Liaoning, Shanghai,
Jiangsu, Zhejiang, Fujian,
Shandong, Guangdong, and
Hainan (1 = yes, 0 = no)
Budgetary revenue as a percentage
of GDP

Exports as a percentage of GDP

The number of years between the
first arrival of FDI in a city and
2007 (note the latest arrival is one
city in 2007)

China City Statistical Yearbook

(various years)

China City Statistical Yearbook
(various years); China National
Survey of Industrial Firms
China National Survey of
Industrial Firms

China City Statistical Yearbook
(various years)
China City Statistical Yearbook
(various years)
China City Statistical Yearbook
(various years)

China National Survey of
Industrial Firms

China National Survey of
Industrial Firms

China Economic Census;
China Industrial Economy
Statistical Yearbook (various
years)

China City Statistical Yearbook
(various years)

China City Statistical Yearbook
(various years)

China Economic Census
China City Statistical Yearbook
(various years); provincial
statistical yearbooks; news
reports




APPENDIX 4.2.

Jiangsu province cadre evaluation system (for evaluating prefecture level cities).

Categories Number  Targets Units
Economic X1—1 Per capita GDP —
development X1 Budget revenue as percentage of GDP %
X1 X1—3 Growth in agriculture —
X1—4 Added value of service industry as percentage of GDP %
X1—5 High tech industrial output as percentage of GDP %
X1—6 Contribution of consumption to GPD growth %
Scienceand ~ X2—1 R&D expense as percentage of sales income %
FCChnOl‘?gY X2—2 Science and technology progress %
ianovation X2—3 Patent authorizations and invention patent applications ~ Number
X2 per million yuan GDP
Social X3—1 Public service expense as percentage of total %
progress X3 government expense
X3—2 Coverage of social progress %
X3—3 Higher education %
X3—4 Public facilities area per ten thousand people in the Square
population meters
X3—5 Number of work-related deaths per 100 million yuan Number
GDP
X3—6 Social security index -
Ecology X4  X4—1 Percentage of reduction in energy consumption per unit %
of GDP
X4—2 Occupation of land under construction per unit of -
GDP and percentage of reduction of such land
X4—3 Percentage of reduction in chemical oxygen demand %
(COD) and SO, emissions
X4—4 Percentage of water that reaches quality standards %
X4—5 Percentage of days with air quality that is good or above %
X4—6 Percentage of green area in urban and rural areas %
Improvement  X5—1 The increase in per capita income of urban residents -
of life X5 X5—2 Urban unemployment rate %
X5—3 Percentage of population with less than 2,500 yuan %
annual income
X5—4 Health indicators of urban-rural residents -
X5—5 Percentage of households with housing difficulty as %
proportion of low-income urban houscholds
X5—6 Degree of access to information technology -
X5—7 Level of public transportation available for urban and -
rural residents
Public Degree of satisfaction for the progress in scientific
participation development among the population

Cadre score = 40 x (X, — min(X)) / (max(X) — min(X)) + 60

SOURCE: Jiangsu Government 2008 (acquired through author’s field research).
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The Microfoundation of State Intervention
and Policy Effectiveness

City-level bureaucrats’ contention and interpretation of government poli-
cies shaped the government’s willingness to provide support for domestic
technology competitiveness, but the ultimate success of the initiative lies
in creating the right incentives for firms. In other words, the program of
supporting domestic technological upgrading does not stop at the stage of
budget and resource allocation; rather, it also involves coordinating firm
relations—foreign and domestic—in local production so as to make such
support effective. Policy effectiveness is defined here as the ability to trans-
late state policies into firm behavior. The key question one invariably wants
to pursue is: When does government support work? When would firms
respond to the “push” from local officials and invest in technological learn-
ing and upgrading?

This chapter delves into the microfoundation of state intervention and
examines the effectiveness of state development policies.! Once again, we
have seen a very wide variation among localities, even when we control for
the industrial type. The chapter illustrates the sources of such local varia-
tion, drawing on China’s largest manufacturing and exporting industries,
electronics and the information technology (IT) industry.

The chapter then uses economic census data and a unique measurement
of policy effectiveness to gauge the level of success across localities. Once
again, we need to place development policies into the preexisting context
of investment attraction as well as the subsequent relations between foreign
and domestic firms. As this chapter shows, the type of foreign firms that lo-
cal governments attracted influenced the configuration of local production
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and the sequence of industrial development. Together, they created a con-
text that defines the space and incentives for learning and technological
upgrading for domestic firms. In localities where cities attracted large lead
firms in a top-down approach, firms also show weaker incentives to re-
spond to policy inducement and to invest in technological competitive-
ness. Ironically, cities that started with smaller foreign-invested enterprises
(FIEs) and those less dominating in export channels saw a more inclusive
development trajectory that ultimately has motivated domestic firms to in-
vest in technology learning and innovation. Ultimately, contention over
the allocation of resources at the city level, which we examined in Chapter
4, and the effectiveness of policy at the firm level, which we will explore in
this chapter, mutually reinforce each other.

Electronics Industry and Waves of Policy Initiatives

The electronics industry is the largest manufacturing industry and the
largest export industry in China in terms of the annual value of industrial
sales. The rise of the electronics industry, together with the offshoring activ-
ities of FIEs, has made China the top exporter of high-tech goods, exceed-
ing the United States (U.S.), Japan, and the European Union (EU) since
2006. The electronics industry gained the central attention in the paradigm
shifting process, as it was a major industry in which the Chinese gov-
ernment tried every industrial development strategy. In the joint-venture
period in the 1980s, electronics and IT were the focus of the State Coun-
cil leadership group. In the local FDI-attraction period starting in the
1990s, the electronics industry was the one experiencing the largest wave
of global outsourcing and was a major industry for FIEs. In the era of pro-
moting domestic technological upgrading and competitiveness, the elec-
tronics industry had become a new target for state support. Furthermore,
unlike more centralized industries, such as aviation and energy, most cities
in China have manufacturing firms in the electronics industry, making a
comparison across localities feasible while also allowing me to control for
the industrial type. Typical examples of the electronics industry include
the making of computers, mobile phones, electronics, and telecommuni-
cation devices. Since the late 1990s, the east coast region of China has
become the largest manufacturing base for electronics products. Shenzhen
and Suzhou, for example, together manufactured 70 million of the 140
million notebook computers and 360 million of the 1.4 billion mobile tele-
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communication devices produced globally in 2010 (Mei 2010; Ministry of
Commerce 2011).

In the years following the rise of the FDI-attraction and domestic-
competitiveness paradigm, the electronics industry became the pillar in-
dustry of most development zones—whether Economic and Technol-
ogy Development Zone (ETDZ) or the High-Tech Development Zone
(HTDZ)—across China. In fact, local city officials recognized it as the
most “advanced” and important industry after the promotion of the au-
tomobile industry back in the 1980s and the 1990s. The industry was im-
portant enough to capture the attention of top city leaders, but it was not
so sensitive or strategic as to be monopolized and controlled by the cen-
tral state, such as air and space or nuclear power. Therefore, it testified to
the effectiveness of city-level industrial policies. Although the east coast
in general has been the engine of production for electronics and IT prod-
ucts, the competitiveness of domestic firms and their willingness to invest
in technological learning and upgrading differ tremendously. If we agree
with the business school literature on the importance of business motiva-
tion, incentives, and ambitions for achieving competitiveness, the success
of using policies to arouse these incentives can be observed only in some
cities instead of others. For that matter, we have to go back to the varied
strategies and patterns of attracting FIEs. The following section illustrates
such dynamics, drawing on the comparative case studies of two important
electronics manufacturing cities.

Suzhou and Shenzhen were chosen for this chapter due to their impor-
tance and their similarities, which provided for ideal control in basic eco-
nomic conditions. Jiangsu and Guangdong accounted for 6o percent of the
total electronics output and exports among all 31 mainland provinces in
2009. The cities of Suzhou and Shenzhen were, respectively, the manufac-
turing center of each province, producing 35 percent of electronics products
and 40 percent of electronics exports in China among the 341 prefectural-
level administrative units. Furthermore, the local governments of Suzhou
and Shenzhen pioneered the two typical upgrading strategies that localities
emulated widely within and outside their provinces. Finally, the two cities
share similar national ranks in terms of gross domestic product (GDP),
gross industrial output, and population, and they are at similar stages of
development in the electronics industry (Table s.1).

Despite these similarities, domestic firms in Shenzhen and Suzhou
showed very different motivations for upgrading. The contrast is clear when
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TABLE §.1.

Basic economic and industrial conditions in Suzhou and Shenzhen (2008).

Gross Employment
industrial Electronics Electronics in the
GDP output output output by electronics
(billion (billion Population (billion FIEs (billion industry
City yuan) yuan) (thousand) yuan) yuan) (thousand)
Suzhou 670 1,863 9,217 645 628 1,132
Shenzhen 781 1,585 8,768 911 633 902

sOURCE: Based on data from Jiangsu Statistical Yearbook 2010; Guangdong Statistical Yearbook 2010.

TABLE §.2.

Suzhou and Shenzhen domestic electronics firms compared (2008).

New Number
R&D New products of new Number
R&D expense/  products  output/ Number product of
expense industrial  output  industrial ofnew projects  Number  patents
Upgrading (thousand  output  (thousand  output  product per of patents per
indicators yuan) (%) yuan) (%) projects  person applications  person
Suzhou 1,320 1.065 12,560 3.906 0.63 0.004 0.60 0.003
per
domestic
firm
Shenzhen 13,356 2.035 125,412 10.160 3.53 0.010 14.17 0.006
per
domestic
firm

souRcE: Economic Census Center, National Bureau of Statistics in China.

one compares the firm-level data of Suzhou with that of Shenzhen (Ta-
ble 5.2). Compared to Suzhou, Shenzhen domestic firms on average had
10 times the research and development (R&D) expense, 10 times the new
product output, 6 times the number of projects in new product develop-
ment, and 24 times the number of patent applications. This difference is
striking even when one takes into consideration the difference in the scale
per firm and compares the indicators by each firm in proportion to the in-
dustrial output and total employment.

Several potential causes exist for the divergent outcomes, none of which
can provide a fully satisfactory explanation. The first is that Suzhou may
have had a lower starting point and a weaker industrial base than Shenzhen
did. However, the reverse seems to be true. Suzhou started developing its
electronics industry in the 1950s, three decades earlier than Shenzhen did;
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so, by 1979 (the beginning of the post-Mao era), Suzhou had at least 25
domestic electronics enterprises, and Shenzhen had only one. By 1991, a de-
cade into the reform era, Suzhou achieved a total industrial output of §8.4
billion yuan, almost three times Shenzhen’s 19.7 billion yuan (Suzhou Sta-
tistics Bureau 1993; Shenzhen Statistics Bureau 1993). Jiangsu not only had
a much stronger electronics industrial basis during the prereform period
but also was among the strategic localities that the central state selected
for developing electronics industries in the postreform era. Recall that (in
Chapter 3) the major billion-yuan investment projects in microelectronics
in the early 1990s, such as Huajing in Wuxi and Huahong NEC in Shang-
hai, were all located within or right next to Jiangsu Province. Although
Shenzhen did open up for foreign investment in 1979 as opposed to 1985
in Suzhou, Figure 2.1 in Chapter 2 suggests that it was not until after 1992
(Deng Xiaoping’s southern tour) that real waves of FDI started in all re-
gions of China. Before 1992, the amount of FDI shown in the figure is too
sparse and miniscule to observe. Furthermore, the widening gap between
the two developmental approaches in Figure 2.2 shows that Suzhou is not
simply replicating an earlier stage of Shenzhen.

Second, the fact that Shenzhen is geographically close to Hong Kong
and that Suzhou is adjacent to Shanghai may explain their diverse paths.
Ethnic Chinese firms have, however, invested in both regions. The real dif-
ference is that only large ethnic Chinese firms, such as Taiwan’s Compal,
can qualify for the Suzhou government’s attention. Similarly located on
the Pear] River Delta near Taiwan and Hong Kong, Xiamen City of Fujian
Province has only 13 percent of its electronics produced by ethnic Chinese,
whereas foreign firms from other regions (especially OECD countries) pro-
duced 81 percent of the electronics (China Economic Census 2008).° In
both Xiamen and Suzhou, it is the government’s selectivity regarding firm
size rather than geographic distance that keeps smaller FIEs from investing.
Third, one may suspect that the Shenzhen government has more experience
in promoting industrial upgrading than does that of the Suzhou region.
Quite the contrary; Suzhou was #he epitome of a local developmental state
in the 1980s, and the entire Southern Jiangsu (sunan) region is associated
with a strong historical record of coherent planning and the implement-
ing of industrial policies.* Finally, human resources may contribute to the
difference between these two localities. Both the Yangtze and Pearl River
Deltas have abundant labor, each employing about 30 percent of the 200
million migrant workers in China. In terms of the number of science and
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technology personnel in the electronics industry, Guangdong (where Shen-
zhen is located) did exceed Jiangsu (where Suzhou is located) in the 2000s.
However, Jiangsu had three times the personnel of Guangdong in the early
to mid-1990s and has been overtaken by Guangdong only since 1998 (Na-
tional Bureau of Statistics 2002). This fact suggests that Jiangsu did not
lack human resources from the beginning of the upgrading period. The
differences may result from its upgrading policies and hence each region’s
attractiveness to entrepreneurs and scientists. The rest of the chapter exam-
ines and compares the two cases.

Suzhou: Developing the Electronics Industry
under the Sunan Model

Suzhou, along with Wuxi and Changzhou, constituted the Sunan (South-
ern Jiangsu) area, which was the wealthiest region and the earliest place
for rural industrial development during the post-Mao era. Geographically,
Suzhou includes seven city districts and seven county-level cities (Changshu,
Zhangjiagang, Kunshan, Wujiang, and Taicang).’ In Suzhou’s electronics
industry, collective enterprises in both rural areas and urban districts have
provided initial capital accumulation, employment, and equipment for the
industry and accounted for 76 percent of the total number and 70 per-
cent of the total electronics output in Suzhou. The four “little giants” (the
most successful brands in consumer electronics and appliances in the 1970s
and 1980s), Xiang Xuehai, Great Wall, Peacock, and Chunhua, all started
as collective enterprises in Suzhou (Suzhou Gazetteer Committee 1995¢).°
Electronics firms acquired technological support through various channels.
Large-scale collectively owned enterprises (COEs) and state-owned enter-
prises (SOEs), most of which were set up under the City Bureau of Elec-
tronics Industry, tended to rely on importing machinery from Japan and
Germany with state subsidies (Suzhou Foreign Trade and Economic Rela-
tions Commission 1991).” Small and medium-sized enterprises often built
market linkages with large firms and sought to “steal” technology from
SOEs through “weekend engineers,” technicians and engineers who were
formally employed within the SOEs and worked for nonstate enterprises
during weekends (Pan 2003: 107; Shen 2009).

During this period, Suzhou’s electronics industry benefited from Shang-
hai both in direct and indirect ways. Directly, Suzhou officials sought to
gain technology for local enterprises either through the purchase of ma-
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chinery and technology licenses or through the formation of joint-venture
enterprises (/ianying qiye) with, or by subcontracting production from,
Shanghai SOEs. Indirectly, Suzhou was able to attract military electronics
firms and their technicians through a Shanghai—Inland—Suzhou pattern.
In the 1970s, following the “Third Front” strategy that Mao Zedong de-
veloped; many Shanghai technicians and engineers were sent to develop
military industries during the Cultural Revolution in the hinterland, such
as Sichuan, Guizhou, Jiangsi, and Shaanxi. These local talents were looking
forward to returning to Shanghai in the 1980s, but their requests were often
rejected due to the limits of the Hukou system. Local officials in Suzhou,
and especially those in Kunshan, made many trips to the hinterland and
played a crucial role in attracting these “Third Front” enterprises to relocate
to Suzhou (Zhong and Zhang 2009: 9, 47—48; Xia and Xuan 2000: 25,
281). The flow of thousands of talented people to Suzhou not only contrib-
uted to local human resources but also brought along electronics industries
and technologies as firms transformed from military to civilian electronics
enterprises. These enterprises initiated the development of products such as
televisions, wireless cables, capacitors, and telecommunication switches. Al-
though most of the electronics still relied on imports from Japan for crucial
components, a number of the large public firms started to have product de-
velopment platforms and were able to produce end products with their own
brands. A number of brands, such as the four little giants, also started to
enter international markets during this period (Suzhou Foreign Trade and
Economic Relations Commission 1991). Medium to small firms focused
mostly on producing electronic components. Thus, the decade of the 1980s
saw the steady development of the electronics industry in Suzhou and in
the Sunan area in general.

From Promoting Collective Enterprises to Attracting FDI

Although the role of COEs and local developmental states in the 1980s cap-
tured most of the attention from scholars studying this period, the unfold-
ing of another process at the same time often went unnoticed. This process
started with an initial FDI wave in Kunshan, spread across numerous other
localities, and eventually washed away the township and village enterprise
(TVE) period by launching a new era in the 1990s when FIEs became the
major development allies with local governments. Many important events
took place in the critical juncture of the late 1980s and early 1990s, such as
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the Tiananmen crackdown in 1989, the beginning of the privatization of
TVEs in the 1990s as they ran into fiscal difficulties, the State Council’s
decision to open up the Pudong District in 1990, and the southern tour of
Deng Xiaoping in 1992. In retrospect, these events unleashed critical trans-
formations that led to the downfall of COEs and the rise of FDI-centered
development. This transformation produced a long-lasting impact on the
indigenous upgrading capacity in China.

The role of COE:s faltered, however, and the golden years for COEs came
to an end. After performing well for a decade, the electronics firms ran into
trouble. All four giants in consumer electronics started to encounter loss in
1990. The cause of the decline is still up for debate, and studies have pro-
posed various explanations for the phenomenon, largely revolving around
the mismanagement of COEs themselves and the inability of collective
firms to compete with growing local private business.® Each explanation
is partial in the case of electronics firms in Suzhou. The mismanagement
explanation fails to account for the sudden occurrence of the problem in
1990 rather than earlier. The loss was indeed caused by intense competi-
tion, but competition itself would not necessarily cause the downfall of
Jiangsu’s COEs, as we will later see how electronics firms in Guangdong
grew stronger from the competitive pressure.

The problem instead lies with the fact that, in the face of decreasing sales
from local enterprises, neither the Jiangsu government nor the Suzhou gov-
ernment viewed the further improvement of technology capacity as the way
to meet the challenge. Instead, as the “exchanging market for technology”
paradigm was spreading across the country, forming joint ventures (JVs)
was seen as the treatment for the backward Chinese firms. The state’s need
to reform these enterprises converged with the interests of the FIEs, which
were anxious to enter China’s domestic markets in the 1990s and which
were most capable of buying off the assets from loss-making enterprises.’
For example, Peacock formed a JV with Philips in 1992, Kunshan IRICO
Electronics formed a JV with Sakurai Densi Kogyo and Kobun Kogyo
from Japan in 1994, and Xiang Xuehai formed a JV with Samsung in 1996.
A precondition for forming these JVs, however, was to abandon the product
platform of their original brands and to produce under foreign brands so as
to create market shares for foreign products. As such, these domestic firms
stopped their original production lines completely and became assemblers
for foreign firms.'” Thus, rather than forming strategic JVs to reform these
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larger enterprises, FIEs replaced these domestic enterprises, which led to the
de facto disappearance of the domestic brand-name companies.

Most of the small and medium-sized enterprises that were associated
with the SOEs and large-scale COEs were at the same time privatized in
a top-down manner in the 1990s. The 1989 Tiananmen crackdown led to
the reform and regulation of TVEs by conservative leaders (such as Li Peng
and Yao Yilin), preventing them from either further establishing linkages
or competing with SOEs (Zweig 2002: 120; Huang 2008: 128-129). Ironi-
cally, this conservative backlash pushed local governments toward the same
direction as the decision to open Pudong District and Deng’s southern tour
in 1992. Whereas the former weakened the basis and constrained the de-
velopment of local enterprises, the latter encouraged China’s opening up to
coastal cities. It was during these political and economic changes that lo-
cal governments in Sunan started to shift their development partners from
COE:s to FIEs.

Thus, as COEs were declining, FDI-centered development was quietly
and rapidly rising. Kunshan, a county-level city in Suzhou, had the earli-
est start on attracting FIEs in Jiangsu. Like other localities, Kunshan used
to build electronics industries with the help of Shanghai SOEs and the
inner-land “third front” firms in the early to mid-1980s. Examples include
Kunshan Golden Star Television, which was a branch of Shanghai Golden
Star Television, and Kunshan Wanping Electronics Company, which was
set up jointly with the “Third Front” 897 Firm (Xia and Xuan 2000: 26).
Among all 43 Kunshan electronics firms in 1985, six of them were large
to mid-sized county-level firms, and 37 of them were TVEs. If one mea-
sures the degree of openness by the amount of exports, Kunshan’s export
performance actually lagged far behind any other regions in 1985. Unlike
Woujiang, Changshu, and Zhangjiagang, where TVEs had fairly good ex-
port performance, Kunshan’s export had remained at a very low level up
until the mid-1980s (Suzhou Foreign Trade and Economic Relations Com-
mission 1991; Zweig 2002: chapter 3). Kunshan, however, soon stepped on
another road that enabled its rapid integration into the world production
system, not through exports from domestic firms but by attracting the in-
ward FDI exported to the world markets.

In 1984, Kunshan established an “industrial district” based on self-raised
funds, which was later approved as the state-level ETDZ. In contrast to
the first group of national ETDZs that were established in state-designated
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localities, Kunshan’s ETDZ was the first self-funded development zone es-
tablished through the initiative of local governments. In 1985, Kunshan
succeeded in attracting the first FIE and in the early 1990s the first elec-
tronics FIE. In a decade, the total amount of FDI in Kunshan’s ETDZ rose
from $1.5 million in 1984 to $612 million in 1995. The change of industrial
structure was even more impressive. Starting with a Japanese glove-making
firm in 1985, the city, only about a half-decade later, had already marched
into the top electronics industries in the 1990s, such as notebook computers
and LCD screens.

To a large extent, local governments in Jiangsu quickly rechanneled their
developmental energy from promoting collective enterprises in the 1980s
to FIEs, beginning in the 1990s (Zweig 2002: 109). Building on the legacy
of a strong state in the past, government officials rather than local business
became the major factor determining the type of investment made in the
localities. This trend was clearly observed when a new FIE came to invest
in the region, where networks with local officials rather than with local
firms mattered most for the eventual investment decision. It is true that
most businesses in China are likely to perceive friendly relations with local
governments to be important, but the fact that such networks dominated
new investments made Suzhou distinctive. For example, the presidents of
the WUS circuit and Sanmina-SCI were attracted to invest in Suzhou due
to the newly established personal networks with Suzhou FETB officials
(Xia and Xuan 2000: 28; Zhong and Zhang 2009: 49). Another example
was the Taiwan Shunchang Group, which made their initial investment
in Kunshan largely because the personal driver for the ETDZ director
(later the vice mayor) happened to be a relative of the company’s president
(Zhong and Zhang 2009: 50). In fact, it became almost common knowl-
edge among foreign businesses that, in the Sunan area, a business must first
approach the officials through various channels rather than local business
in the investment-to-be location, whether in a city, county or township
(Xin 2005: 53).1!

10p-Ranked MINCs, Group Offshoring,

and Incentive Deprivation

As many of the Jiangsu cities settled on the strategy of using large MNCs as
the “dragon’s head” to drive local industrial output, they seemed to be able
to leapfrog into the global technological frontier by directly attracting the
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world’s most successful MNCs. With both a high volume of foreign invest-
ment and a large number of high-tech enterprises, Jiangsu certainly invites
many envious eyes. The Achilles” heel for this model, however, lies in creat-
ing local indigenous capacities. As the process of outsourcing unfolded, and
as China started to promote domestic upgrading in the 2000s, the model’s
drawback became clear.

The logic behind the upgrading strategy that Suzhou uses was that large
electronics MNCs would play the role of the “dragon’s head enterprises”
that were expected to drive (daidong) the development of local firms mid-
stream and downstream on the entire production chain. “Once these drag-
on’s head enterprises were set up and linked to the local industry,” reasoned
local officials, “smaller enterprises on the dragon’s tail would automatically
follow up. And therefore we should do well in upgrading.”* The main mea-
sures were encouraging FIEs to localize a larger segment of production to
domestic producers through local purchase requirements so that MNCs
would adopt more electronics components that local electronics suppliers
manufactured. Local firms were supposed to benefit from the driving force
of the MNCs and to gain learning experiences by producing for the tech-
nologically advanced MNCs. Thus, MNCs as dragon’s head enterprises
also provide the impetus for dragging local producers up the value chain.

In reality, however, the model does not work. Chapter 4 identified the
reason why not enough government resources were allocated. However,
when the limited resources were eventually granted through the domestic
technological officials to firms, implementation problems surfaced at the
firm level. Because most of the FIEs in electronics that first came to Jiangsu
were large-scale, wholly foreign-owned MNCs that adopted the advanced
design and frontier technology of the industry, it was hard for these firms
to find key component suppliers and the appropriate producers of origi-
nal equipment manufacturing (OEM) or original design manufacturing
(ODM) locally at the time in which they came. These firms initially made
their investment decisions largely based on the attractiveness of govern-
ment policies rather than on local industrial fit. A few FIEs were willing
to try using local suppliers initially but often stopped the contract after
the first batch of orders arrived. For example, Kunshan IRICO, which was
reformed in 1994 to manufacture cathode sleeves for VCRs, was based on
entirely different technology from the LCD that computer manufacturing
was seeking. When they finally started to manufacture an LCD substrate,
OEM firms, such as Compal, found their quality to be extremely wanting
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and not suitable for the level that their clients (LG, Samsung, and the like)
demanded, and therefore they switched back to Japanese suppliers. As such,
there was often a considerable “gap” between the type of products that
MNCs demanded and those that local firms were able to supply.”® To use a
metaphor from an MNC manager, the problem was essentially that those
electronics MNCs playing the role of “dragon’s head” often had a hard
time directly finding a “dragon’s body and tail” among domestic firms."*
Nurturing local suppliers would take a significant amount of time, not only
for producing key components—microprocessors and motherboards for
computers from Intel, glass substrates for thin-film transistor (TFT)-LCD
and chips of mobile telecommunication equipment—but even for slightly
advanced components, such as backplanes, resistors, and batteries.

Neither local bureaucrats of international commerce, who are driven by
short-term economic indicators and achievements, nor FIEs, which seek
immediate business returns, wanted to wait. In the end, the dominant
strategy that emerged was “group offshoring.” Instead of relocating single
firms to China, the entire production chains were brought to the same lo-
cality, often with brand-name firms leading a group of suppliers that had
already established long-term preexisting production networks. The lead
firms had the organization resources and willingness to do so, and officials
in international commerce also embraced such strategies, as it caused FIEs
to invest more and to stay longer. As such, a distinct configuration of local
electronics production was established with the top, middle, and down-
stream areas of the production chains populated by WFOEs, from prod-
uct design and development (United States, Japan, Europe, South Korea)
and key component production (United States, Japan), to OEM and ODM
production and midtech components (Taiwan and Singapore), and even
peripheral components and subcomponents. Local producers that entered
the electronics industry often could find space only at the bottom of the
value chain for the production of peripheral components or the peripheral
phases of the assembly.

As local officials realized the advantages of group offshoring, they spear-
headed, coordinated, and fully embraced the strategy as an industrial pol-
icy. Instead of bringing in a single foreign-invested firm, officials preferred
to bring in an entire value chain and proudly termed this pattern as “when
one flies in, the entire flock flies in” (Zhang 1997). As an official of BST
retold the locally popular story in the 2000s:
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There is a well-known story that our vice mayor joined officials from the in-
vestment promotion bureau in disaggregating a notebook computer into 1,000
components. Did we do that for reverse engineering? Not really. We did so to
identify the composition of the production chain as a basis to attract the best

foreign investment."

The strategy was highly appealing to the interests of local bureaucrats
who were seeking to build their political achievements within the cadre ap-
pointment system. First, it raised the efficiency of attracting high-tech FDI,
allowing Suzhou ETDZ to attract an average of $6 million of FDI each
single day, more than the amount that Cambodia attracted in the entire year
of 2011 (Suzhou Industrial Park 2011). Second, it fulfilled the local purchas-
ing requirement and provided bureaucrats in international commerce with
the hard indicators and statistical evidence to win support from top city
leaders. The “dragon’s head” enterprises, FETB argued, were driving the in-
dustrial capacity of the entire electronics industry as well as local GDP (Su-
zhou Bureau of Science and Technology 2010; Suzhou HTDZ Management
Committee 2011; Zong 2008). Furthermore, the ETDZ contended, firms in
the industry were increasingly “localized.” A report that ETDZ conducted
suggested that while a leading computer FIE purchased only up to 5 percent
from Chinese electronics suppliers during the 1990s, the domestic procure-
ment ratio increased to 85 percent in 2006, providing a “door to door” direct
purchasing system. In reality, my interviews suggest that these “local” sup-
pliers were WFOEs, which were as foreign to the local context as to the lead
firms (Zhang and Zhang 2007: 153; Kunshan ETDZ 2009).

The model also traveled beyond the Yangtze River Delta. Huchet (1997:
262) finds that Japanese electronics FDI in Dalian city of Liaoning Prov-
ince followed a pattern where both big Japanese corporations and Japanese
SME:s invested in a common industrial district. Huchet sees this strategy as
a recreation of the Japanese kereitsu system in the Chinese context, which
was in line with the chain-outsourcing model in Suzhou. Yeung, Liu, and
Dicken’s (2006) study of Nokia’s investment strategy in Beijing’s ETDZ re-
flected a similar pattern. Building on previous lead firm—supplier networks,
Nokia colocated the flagship firm and its major international suppliers to
the same industrial park in the ETDZ. Both Huchet and Yeung attribute
this strategy to MNCs—the dense networks within the Kereitsu system
and Nokia’s capacity to nurture external linkages with suppliers. Although
major MNCs were essential in inventing the strategies, the case of Suzhou
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suggests that governments had played a crucial role by encouraging, ac-
tively creating, and coordinating the chain-outsourcing model.

How about “real” local firms that were domestically owned? As bu-
reaucrats of international commerce attracted large, top-level MNCs and
embraced the chain-offshoring model, it created a harsh environment for
bureaucrats of domestic technology to push for its upgrading. As detailed
in the last chapter, obtaining budgetary support at the city level was dif-
ficult for these cities. Arguably, though, even with a limited resource, one
could put such a resource to good use. However, effective government sup-
port means cultivating firm incentives to invest in technology learning,
and chain-offshoring was inimical to such incentives. The upgrading space
was substantially limited, and, as of 2010, it was getting worse for domestic
manufacturers.

Shrinking Developmental Space and Incentive Quashing

Due to the standardized production process in the peripheral components
on which the majority of domestic firms focused, including resistors, di-
odes, light-emitting diodes, and capacitors, firms needed only to come up
with standard products while keeping their costs as low as possible. Ac-
cording to a firm-level survey that I conducted in 2011, 77 percent of the
surveyed domestic electronics firms in Jiangsu did not receive technological
guidance from FIEs, and 75 percent of them based their production on the
already existing blueprints or imported machinery. Due to the similarity in
the nature and quality of products, price rather than quality became a cru-
cial determinant for getting orders. Interviews suggest that even when there
was a rare case of learning by doing, the type of knowledge accumulated
at the peripheral component level seemed to have little use in developing
knowledge about the product at the higher level of the value chain.'® Due
to the similarity in the nature and quality of these products, price became a
crucial determinant for customers to place their orders. As managers of the
private enterprises commented, firms that were able to come up with stan-
dard-quality products at low costs would be most likely to receive orders."”
Furthermore, sometimes FIEs, even offshore, outsource low-value-added
components or low-cost-category products directly to the same locality,
further squeezing the developmental space.

Moreover, and at a fundamental level, the hierarchical production or-
der with each node that FIEs populated imposed high barriers of competi-
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tion and quashed the aspiration of local entrepreneurs, leading them to
hold a pessimistic view of the possibilities of innovation and upgrading.
The geographical closeness of the lead firms and their suppliers produced
by chain outsourcing not only further consolidated the top positions of
lead MNC:s but also benefited midstream and downstream MNCs, both
in terms of their networks with upper-stream customers and in terms of
their patron—client relations with bureaucrats of international commerce.
This was in stark contrast with domestic entrepreneurs, who had to engage
in cutthroat competition for survival and who viewed themselves as not in
the “same club” as the foreign firms. Although most domestic electronics
producers complained about the bitter experience of competing with cheap
labor and razor-thin profit margins, they viewed upgrading to the higher
segment of the production chain as impractical and unfeasible.”® Investing
in upgrading meant directly competing with FIEs at the higher level of
the chain, which may very well be their own customers to whom they had
sold products. Even if the FIE was not their own customer, they offered
advantages in terms of capital and technology, sales channels (including
export channels) with upper-stream customers, and, above all, established
networks of local officials. In evaluating the high risks involved in upgrad-
ing, firm owners and shareholders were far more likely to expand existing
production lines rather than investing in new product development, design,
and technology.”

Ineffective Government Support

In such circumstances, making government support effective is challeng-
ing. Resources were granted to firms to introduce incentives for technology
upgrading—typical of many industrial policies implemented elsewhere.
The quandary, however, was that the large MNCs blocked the direction
toward which the policy was pushing the firms. To be sure, even in cities
that obtained a moderate resource of support, such as Wuxi, one can still
identify a number of firms receiving startup funds, innovation funds, sub-
sidies, and tax exemptions for encouraging enterprises to engage in R&D
and patent applications. Yet firms that received these funds did not engage
in any of these activities due to the lack of incentives. Contrary to the wide-
spread belief that many Chinese firms would innovate if the patent applica-
tion system were better, a Bureau of Science and Technology (BST) official
complained to me:
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I constantly urge domestic firms to apply for patents and fight with the other
officials to get approval for certain rewards or certain tax exemptions. I even
asked the consulting companies that linked with us to write up application for
them. All they need to do is to submit the application. However, after these
firms took the money they wanted, many of them simply do not have the need
and the incentive to do so. I felt that I am like a policeman, trying as hard as I
can to catch these managers in order to force them to apply for patents—it is
really for their own good!

Many officials at the Economic Information Committee echoed simi-
lar views, suggesting that there seemed to be a chicken-and-egg problem,
where the more trapped that these interviewers were at the bottom of the
value chain, the more likely they would lack incentives to upgrade, thus
becoming more trapped. Government support was supposed to help them
to get out of the trap but only when the composition of local production
did not block the upgrading space. “Most local government officials and
firms here understand and talk about the importance of upgrading, but it
was simply hard for firms to do so for the given environment,” an official
remarked.

Domestic electronics producers, on the other hand, ironically believed
that governments rather than firms benefited more from patent applications
and new projects in high-tech products, as patents and projects mainly con-
tributed to government statistics. One popular saying among local busi-
nesses is that “in China, if a firm does not innovate, it is waiting to perish;
but if it does innovate, it is seeking to perish.”?® Despite the sarcastic tone,
this observation was not uncommon among electronics entrepreneurs in
the Yangtze River Delta.

Figure 5.1 shows the recent much-boasted effort of Kunshan to build the
world’s first-class “Optoelectronics Valley” in Kunshan ETDZ. Drawing
on the impact of Compal, the valley was able to attract lead firms, such as
LG and Samsung, and core component producers, such as AGC, to out-
source from various segments of the value chain between 1992 and 2010 so
that it had one of the most complete global production networks in TFT-
LCD in China. The network included brand-name lead firms, core compo-
nent suppliers, core component makers, OEM/ODM producers, midtech
component producers, peripheral component producers, and assemblers.
FIEs that were at the higher and middle levels of the value chain were
business clients for bureaucrats of international commerce. Domestic Chi-
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nese firms, which focus on peripheral components, were business clients

for domestic technology bureaucrats. Guoli and Wanping, for example,

have both received government funding and tax cuts for investing in more

sophisticated technologies, but both they and BST bureaucrats complained

that they had a hard time moving up the value chain; on top of that, they
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feared that newly foreign-invested producers of switches and plugs would
be outsourced to the locality as well.

When asked why they did not publicly evaluate the progress of the firm
after granting the fund or tax cuts so as to provide extra incentives for up-
grading, a BST official commented:

We did evaluate the process, but there is only so much that we can do and will
be willing to do. Think about it. After we fight with other bureaucrats in the
government to get these resources, how could we simply point out that the
funded firms were not making lots of progress? Saying that would mean hurt-
ing ourselves, as the government will refrain from giving us more money next
time. We cannot complain about our difficulties in this way—top city leaders
will not understand the real problem and will take it to be a sign of weakness.
Yet, to be honest with you, the fundamental problem does not lie in us or the
domestic firms, but the environment (huanjing) and the institution (zizhi).

Shenzhen: Developing the Electronics Industry in the Early Years

Shenzhen constituted the core of the Pearl River Delta along with several
other major cities, such as Dongguan, Guangzhou, Foshan, and Zhuhai.
Between 1956 and 1978, the region had almost no independent business
and was overwhelmingly rural with villages relying on fishing (Vogel 1989:
327; Guangdong Statistical Bureau 1986). At the beginning of the post-
Mao era, the basis of Shenzhen’s domestic electronics industry was very
weak. Unlike Suzhou, which already started developing the electronics
industry in the late 1950s, Shenzhen did not have its first domestic elec-
tronics enterprise, the Shenzhen Radio Factory, until 1972. Several other
state-owned electronics firms that the city or the provincial government
owned were established in 1979 and 1980. Because the Dengist reform and
opening policy set Shenzhen as the first SEZ, these electronics firms all
started businesses by processing and assembling products for foreign firms.
Government officials facilitated the linkages between domestic and foreign
firms by acting as active brokers between the two. The Shenzhen Radio
Factory and the Xinhua Electronics Factory began to process radio main
boards for their Hong Kong partners in 1978 and 1980, respectively. Shen-
zhen Huaqiang Electronics Corporation also started to assemble Sanyo ra-
dios and tape recorders from Japan in 1980. A number of other firms also
started processing or manufacturing adaptors, radio and recorder compo-
nents, and electronic watches (Wei, Zhang, and Guo 2010: 2—3; Zeng 2004t
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15—22). Given the weak industrial basis of Shenzhen’s electronics industry
then, however, only a few firms were actually able to process and assemble
products as independent enterprises in the startup period. In most areas of
Shenzhen, the electronics industry before the mid-1980s was dominated by
informally contracted firms between local governments and guerilla foreign
investors, the majority of which came from Hong Kong.

The period between 1979 and 1985 was crucial for achieving the first
stage of transition. On the one hand, with practice in processing and as-
sembling based on materials and blueprints that foreign firms provided, do-
mestic electronic firms began to engage in the exports of complete knock-
down (CKD) or semiknockdown (SKD) components (Wei, Zhang, and
Guo 2010: 5). Although these components were not the highest-value-added
parts, production based on knockdown kits involved coordinating groups
of components, thus providing richer expertise and knowledge about the
manufacturing process of the final products rather than a single peripheral
step or component. The knockdown kits also allowed producers to go be-
yond a sole customer and adapted production for multiple sources of orders.
The momentum of progressing into more complete component production
emerged between foreign customers and local business, but the pace was
especially quickened after the establishment of the Shenzhen Electron-
ics Industry Development and Coordination Committee in 1983, which
represented a joint effort among the Ministry of Electronics Industry, the
Guangdong Bureau of Electronics Industry, and the Shenzhen government
(Wei, Zhang, and Guo 2010: 8). Since then, facilitating the localization of
technology-sophisticated components became the major focus of the com-
mittee. This included encouraging investors both to outsource more com-
plete package orders to local suppliers and to subsidize local firms to engage
in the manufacturing of packages of circuits, transistors, and transformers.

On the other hand, the Shenzhen government also encouraged elec-
tronics firms to experiment in developing their own product platforms
at the same time as they promoted processing trade. Unlike factories that
foreign investors invested in and controlled, most of which later turned
into FIEs, the domestic processing firms could make independent deci-
sions regarding whether and how to develop their own products. It was a
tough process for local firms to both conduct processing and to develop an
independent product platform when their own technological bases were
still weak. As employees of Huaqiang Electronics recalled, when they went
beyond processing radios and attempted to produce their own brand-name
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single-cassette and quad-band tape recorders, they had to combat both the
poor working conditions and the backward technology. With limited ini-
tial capital, they “worked in shabby factory buildings and lived in thatch
huts that were vulnerable to wind and rain” (Zeng 2004: 17). Despite the
rough start, the decision to move up the value chain led them down the
road to become a leading electronics producer.

The prevailing mode of technological learning that Huagiang and other
enterprises adopted during this period was “combining technology acquisi-
tion with trade” (ji mao jie he), which means that firms earned foreign re-
serves through processing trade and then used them to import equipment,
technology, and key components, which served as the basis of manufac-
turing their own products.” Domestic electronics firms could simply use
imported technology, but more ambitious firms began adapting technol-
ogy to local markets. Aiwa was an example that relied mainly on imported
technology. The company nonetheless achieved production of scale in a few
years and progressed relatively quickly in substituting imported materials
and product diversification, laying its foundation for becoming an OEM
producer in the 1990s. Kangle Electronics, in contrast, was an example
that directly adapted its own technology. After importing sample cassette
players from Hong Kong in 1982, the company modified the player by us-
ing its own adapters, speakers, capacitors, and antennae, and it adapted the
cassette doors and external shells for domestic markets. These improved
players substantially increased the company’s market share and reversed the
firm’s profit-losing situation from before the adaptation. Enterprises took
the lead in such processes of learning and adaptation, but Shenzhen Devel-
opment and Coordination Committee helped to introduce the ji mao jie he
method to other companies and encouraged the experimentation of pro-
ducing a wide range of products, such as cassette players, cassette recorders,
radios, telephones, televisions, and calculators. A number of those com-
panies started to develop their own brands, including tape recorders from
Huagqiang, Jinghua, Kangle, Bachua, Lanhai, and the Shenzhen Radio as
well as calculators from Nanhe and Aiwa (Wei, Zhang, and Guo 2010: 5-6;
Zeng 2004: 17-18).

By the end of 1985, the total number of electronics enterprises in
Shenzhen increased to 170 compared to only a couple in 1980. The total
industrial output increased 113-fold from one million yuan to 1.375 bil-
lion yuan. The number of product types also expanded from 10 to 400.
Shenzhen certainly shared similarities with Suzhou in the starting period
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of the electronics industry, as publicly owned enterprises initially took the
leading role among domestic enterprises, with steady progress in making
more complicated and self-branded products. Nevertheless, the major dif-
ferences of the two trajectories already began to emerge.

Subcontracting, Local Linkages, and the Broadening
of Production Networks

The electronics industry in Shenzhen and in the broader Pearl River Delta
therefore took off with san lai yi bu firms set up by guerilla investors, and
the number of firms at the bottom of the value chain began to expand.
Throughout the 1990s, Shenzhen and Guangdong were often denounced
as sweatshops for lower-end (di duan) production, especially compared with
Jiangsu localities, which had a much higher starting point by attracting
only higher-end (gzo duan) MNCs. It is thus ironic that Shenzhen domestic
firms were eventually able to gradually climb up to the higher segments of
the production chain. How did this process take place?

Because most FIEs initially invested in Shenzhen were located at the bot-
tom of the value chain, the technology gap between foreign and domestic
firms was manageable, unlike the huge technology gap between MNCs
and domestic firms in Suzhou. After Chinese entrepreneurs and manag-
ers gained initial hands-on manufacturing experience and knowledge and
learned to meet production standards, an increasing number of overseas in-
vestors began to feel confident in subcontracting complete orders to domes-
tic producers without intervening in the daily management of production.
This change provided Chinese entrepreneurs—coming from both within
and outside of the region—the opportunities to develop the capabilities of
managing orders independently and adapting to multiple customers. They
became the first group of entrepreneurs to establish indigenous electron-
ics firms (Zeng 2004: 17). Over time, an increasing proportion of FIEs in
Shenzhen and the Pearl River Delta also began to purchase electronics com-
ponents locally. The small sizes and limited organization resources of these
FIEs prevented them from group outsourcing. Local domestic electronics
firms that produce for these FIEs, as they started to manufacture indepen-
dently, also began to establish their own sales channels domestically and
export channels overseas in addition to supplying components to FIEs.

The emergence of these domestic firms that subcontracted production
from FIEs was a crucial step in the upgrading process.” Although some
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of these domestic enterprises initially registered as fake FIEs so as to take
advantage of lower tax rates implemented by the central government, these
firms were de facto Chinese producers. They acquired orders from FIEs
and engaged in san lai yi bu production, but the relationships between the
two parties were often compensation trade or processing trade instead of
joint ventures or mainland branches of FIEs. Thus, rather than disrupt-
ing the development process of domestic firms as MNCs did when they
offshored to Jiangsu, the guerrilla investors contributed to the expansion
of the number of domestic producers in Shenzhen at the end of the value
chain through the subcontracting system.

In addition to ji mao jie he, the government also tacitly allowed the li-
censed leasing among enterprises. The Chinese central state imposed reg-
ulations on the entrance to electronics products, such as televisions and
mobile phones, through production licenses and granted them to only a
handful of SOEs and MNC:s. Chinese firms in the Pearl River Delta in-
vented the informal arrangement of license leasing between holders of li-
censes and nonholders.?* Over time, the lessee became the OEM producer
for the lessor, although the two might or might not share the same distribu-
tion channel and after-sell service. Products sold under such relationships
had the logo of the licensed firms or logos of both firms on them. TCL
was an example that initially entered the production of colored televisions
by renting a license from Shaanxi Rainbow and later became a leader in
domestic consumer electronics (Xu 2009). In the mobile phone industry,
license leasing persisted until the mid-2000s, with the lessee paying the
lessor 80 to 100 yuan per mobile phone produced. Many SOEs started
simply earning profits through license leasing with little real engagement in
production.” Again, the local bureaucrats who were in charge of regulating
the “illegal” phenomenon often preferred to “open one eye with the other
closed,” sometimes even actively collaborating with enterprise in the prac-
tice.”® The license leasing strategy helped overcome the barriers of entrance
in the electronics industry and broadened the developmental foundation of
electronics among domestic enterprises.

In response to the rise of this new policy paradigm, officials in the Shen-
zhen Science and Technology Innovation Committee took measures to
continue to facilitate global-local linkages at the bottom of the global value
chain, encouraged self-experiment with domestic products, and promoted
indigenous high-tech firms, which all contributed to a distinctive path for
the city’s electronics industrial competitiveness. After the domestic business
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FIGURE 5.2. The upgrading incentives and behavior of domestic firms.

sOURCE: Based on data from 2011 firm survey conducted by the author.

basis of the government industrial policies was broadened, the promotion
of indigenous high-tech firms further pushed domestic entrepreneurs to in-
vest in higher value-added activities. Although both the Suzhou and Shen-
zhen government established HTDZ to support high-tech domestic firms,
the Shenzhen government did not predesignate the winners or “dragon’s
head” MNC:s at the beginning but instead encouraged and mobilized in-
vestment in the electronics and information industry from various types of
enterprises, especially private enterprises. The initiative incubated a number
of electronics enterprises, such as Huawei, ZTE, Legend (Lenovo), Great
Wall, Shenghai, Shida, and Huihuang, which were then hardly known
start-up firms and later became the leaders in the electronics industry (Xu
2008; Jin 2010: 9—10). In addition, a torrent of less technology-intensive pri-
vate electronics SMEs focusing on various stages of electronics components
also started to flourish in the Huaqiangbei area of the Futian district.

As Figure 5.2 indicates, 51 percent of enterprises in Guangdong (as
opposed to 20 percent in Jiangsu) had interactions with upper-stream
customers, among which 70 percent had constant interaction. In other
words, local governments’ earlier alliances with small FIEs enabled FIEs
and local producers to be linked through a set of production networks
that were far more dynamic than those in Suzhou, in addition to the
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Shenzhen government’s deliberate measures to push domestic producers
up the value chain.

Incentives Enhancement and Timely Policies

Given the difference in the composition of local production, the demand
for upgrading among domestic entrepreneurs was also significantly differ-
ent from Suzhou. As with anywhere else in China, lowering the barrier of
entrance often led to a race to the bottom competition that drove numer-
ous firms out of business. This was especially the case with enterprises that
solely relied on low-cost labor or those focused on getting market share
by manipulating prices without devoting time to developing technologi-
cal capability (Lu and Mu 2003: 68—69). Although some still competed at
the lower end of the value chain, Shenzhen domestic managers saw long-
term commitment to innovation production processes as the key to exit the
cutthroat competition and expressed much stronger motivation in climb-
ing up the value chain.” This finding corresponds with the survey finding
that 63 percent of Guangdong firms (more than twice the percentage of
Jiangsu’s 30 percent) viewed investment in upgrading as an attractive op-
tion. Furthermore, there were also larger proportions of firms that invested
s or more percent of sales in R&D and engaged in adapting and improving
existing products.

A key reason that competition at the bottom provided incentives for
firms in Shenzhen rather than in Suzhou to upgrade was that, in the
Suzhou case, the hierarchical barrier between foreign and domestic firms
was so strong that it trumped the recognition of the possibility for upgrad-
ing in the firm managers’ belief systems. In assessing the overall situation,
a firm’s management level would vote against the idea of taking a big risk
on a product and the process upgrading. What made Shenzhen different,
in contrast, was that on the one hand the intense competition among a
large number of foreign-invested and domestic firms forced a number of
firms to recognize the unsustainability of the race to the bottom approach
in the long run and the urgency of developing proprietary knowledge. On
the other hand, the configuration of production in Shenzhen provided the
“ladders” to technology progress. Upgrading was viewed as inviting, despite
the challenge, in Shenzhen.

Local entrepreneurs were typically noticed for their “boldness” and their
aspirations to challenge upper-stream firms and even global lead firms.
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Competition was inevitably intense, yet the availability of higher-value-
added opportunities facilitated the aspiration for upgrading. Huawei and
TCL, for instance, both made initial profits by importing HAX telecom-
munication switches from Hong Kong and selling them in the domestic
market. As numerous firms entered, profits plummeted within half a year,
causing 95 percent of firms to go out of business. This propelled Huawei
to use 60 percent of its initial annual sales to conduct R&D (later kept at a
10 percent level) in its own switches and TCL to develop its own plat-
forms for telephones and televisions. Skyworth started its business in 1990
by making remote controls for televisions, and its profits shrank from so
percent to 10 percent within a year. It was then that Huang Hongsheng,
the founder of the Skyworth, made the determination to invite a group of
scientists and technicians from Hong Kong and produced their first large-
scale IC television (Jin 2010: 17).

Under such circumstances, the Shenzhen government’s supportive poli-
cies in domestic upgrading came in time and further provided impetus for
a wider range of firms to take the high road of learning and innovation.
There was no doubt that bureaucrats of domestic technology, like those in
Suzhou, often lowered the standard of R&D set by the central government
in evaluating enterprise performance.”® The important point, though, was
that government support was more likely to produce results as domestic
producers had both the urgent need and the possible space for upgrading
and investing in learning and innovation. Mr. Zhuo, a manager from the
P Group, shared a story from his own company:

We used to be an assembler of mobile phones for a leading multinational cor-
poration, L, during the late 1990s and early 2000s, which brought us huge
annual sales, the highest reaching 3.78 billion yuan. But our highest profits
were only 30 million. This low profit margin pattern showed signs of running
out of steam. The city government encouraged us to conduct research on our
own products and introduced to the president of our group the opportunities
of various innovation funds and tax policies. The company decided to give it
a try, and we began to produce brand products in LCD screens and mobile
phones. Despite that, our current annual profit is still around 30 million yuan,
not huge; it is made out of an annual sale of 600 million yuan, in which case
the profit rate is raised more than sixfold compared to before.?’

Within such a structure of production, domestic firms usually enter
the industry from the bottom of the global production chain through
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processing trade for FIEs, learning to upgrade their own products by sell-

ing them in China’s huge domestic markets and eventually competing

on the international market (Figure 5.3).° The specific upgrading ap-

proaches were dependent on firm situations. Some met the challenge head

on by conducting R&D in core technology. Examples include the ZXs00
and ZXJ2000 switches from ZTE and the first 10,000-line switch, the
C&Co8 2000 switch from Huawei in the early 1990s (Harwit 2007; Xu

2008: 23—26; Wu and Ji 2006). Other enterprises, such as Xianke, en-

gaged in flexible learning by importing the core technology and adapting

it to the domestic market. Finally, an increasing number of small-scale
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component producers began to cluster in Huagiangbei and produce tele-
communication computer components through imitation and adaption
of existing technology and designs. Not surprisingly, FIEs in Shenzhen
also constantly felt competitive pressure from local enterprises, instead
of resting very comfortably at the top of the hierarchy as MNCs did in
Suzhou. To use the words from Mr. Chan, the founder of a Taiwan elec-
tronics FIE:

The growing of numerous electronics enterprises indicated the coming of a
new age for us. In the “old days,” when overseas investment was the major
source of capital for the electronics industry, we often felt that we were chil-
dren being spoiled by the local government. Now came the time that we were
not the only child and the government had to spread its love for everyone.
These domestic competitors started by getting orders from us and were now
competing with us.’!

The competition that Mr. Chan mentioned came from Chinese entre-
preneurs who showed much more ambition in achieving competitiveness
compared with their Suzhou counterparts. Unlike in Suzhou, where entre-
preneurial initiatives were often suffocated by pro-MNC institutions before
generating any fruits, Shenzhen entrepreneurs were embedded in norms
that often encouraged them to challenge existing successors.

As firms grew competitive in domestic and international markets, col-
laboration among domestic enterprises and between domestic and foreign
enterprises also started to emerge. MTK, a Taiwanese chip producer of mo-
bile phones, established close cooperative relationships with many newly
emerging domestic design houses, top among which were Ginwave and
Topwise, CK Telecom, and Longyu. These design houses increased rapidly
in the mid-2000s as technicians who specialized in design works and entre-
preneurs who had enough capital came together to set up design businesses
that served both domestic and foreign mobile phone producers. Similarly,
VIA, a rising Taiwan netbook chipmaker, established an “open industrial
strategic alliance” with 20 domestic personal computer makers and more
than a hundred smaller suppliers (B. Li 2008). Both MTK and VIA were
strongly supported by the Shenzhen government due to their broad con-
nections with domestic private enterprises, and both had entered Shenzhen
HTDZ in the early 2000s. These collaborations posed significant chal-
lenges to leading chip makers in OECD countries such as Qualcomm and
Broadcom in mobile phone chips and Intel in computer chips. In response,
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they were also pressured to adjust their strategies by establishing produc-
tion relationships with domestic producers.

The subcontracting institutions and the ways in which government coor-
dinated relations between foreign and domestic businesses thus effectively
countered the reinforcement of hierarchical segregation between foreign
and domestic businesses. Furthermore, it facilitated the effectiveness of
government policies in promoting upgrading and technology learning by
providing spaces and opportunities for these activities. It should be em-
phasized that although the configuration of local production provided the
initial condition of upgrading, it did not determine the outcome of upgrad-
ing success. Rather, the argument is that, by starting with smaller FIEs at
the lower section of the value chain, domestic firms had a greater incentive
to engage in upgrading and that the “push” from domestic technology of-
ficials through offering funding and tax breaks were more likely to produce
results.

Applicability across the Country:
Disaggregating the Monolithic Picture

The case studies in the previous section suggested that, in the electron-
ics industry, when cities attracted predominately large-scale, top-ranked
FIEs, domestic firms were less likely to engage in upgrading and less likely
to respond to the industrial policy tools that government used to induce
firm behavior in technology development. In contrast, cities that attracted
smaller, less-well-known FIEs were more likely to have firms engaging in
technology innovation and upgrading, and the industrial policies were
more effective in producing results at the firm level. In other words, the
“global allies” that local government chose influenced the effectiveness
of domestic development policies. How does this observation hold across
other cities in China? This section uses national economic census data to
test the generalizability of the argument developed from the two cases.
The major challenge in identifying the causes for varied policy outcomes
lies in the fact that both the characteristics of individual firms and local
contexts affect firms” decisions on whether to invest in upgrading. At the
firm level, factors such as capital, employment, sales, and state support
received are always important determinants of how many resources firm
management is willing to invest in the upgrading activities of R&D, new
product development, and patent applications. At the local level, economic,
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political, geographical, and cultural conditions can also potentially affect
the upgrading behavior of firms that are located within their jurisdiction.
Moreover, given the uneven nature of economic development in China, dif-
ferent cities have different numbers of firms and thus have very unbalanced
sample sizes and variance.

Hierarchical linear modeling (HLM) provides an ideal analytical tool
for teasing out factors at both levels. HLM specifically deals with data
having a hierarchical structure, such as individuals or firms nested within
social groups, neighborhood districts, and regions. This allows for the
completion of the essential tasks of (a) estimating the effects of govern-
ment support across individual firms while controlling for other firm level
variables and (b) estimating the different magnitudes of such effects associ-
ated with government policies across different localities. The first provides
the microfoundation for our model by taking into consideration individual
firm characteristics and, in particular, by gaining a sound measurement of
government policy effectiveness at the firm level within each city. The sec-
ond dimension allows us to explore the heterogeneity of estimation across
cities and to examine the city-level determinants for the variation in firm
behavior and their response to state policies. This study thus uses HLM for
two levels of analysis, the firm level and the city level.

Data used in this section were gathered during China’s 2008 National
Economic Census. With permission from the NBS, I was able to gain ac-
cess to the original database that consists of the entire population of the
421,833 above-scale firms in 41 industries located across 300 prefecture-
level cities (2,000 counties) in mainland China as of the end of 2008. What
is unique about the dataset is that it not only contains economic informa-
tion as industrial surveys do but also contains science and technology in-
formation such as government support for science and technology activities
and firm-level R&D spending and patents applications.

Based on the original dataset, two sets of hierarchical data were con-
structed for both the electronics industry and all manufacturing industries.
For the electronics industry, the hierarchical dataset includes data on 6,740
domestic private electronics firms at the first level and data on 159 cities
that these firms are located in at the second level. These cities are localities
that actually have domestic private firms in the electronics industry and
have at least one FIE in their jurisdiction.”” For all the manufacturing in-
dustries, the dataset includes data on 322,138 domestic private firms across
321 cities (out of the total 341 prefecture-level units in China as of 2008),
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again including cities that have domestic- and foreign-invested firms. Three
key variables are worth detailed discussion.

FIRMS’ TECHNOLOGY UPGRADING BEHAVIOR:

THE FIRM-LEVEL DEPENDENT VARIABLE

Mobilizing firms to upgrade was the key goal of China’s upgrading and
indigenous innovation policies over the past two decades. Evaluating and
explaining the success or failure of such policies requires, in the first place,
understanding and measuring firm innovation behavior in a reliable way.
Because upgrading is a notoriously difficult concept to operationalize, this
study focuses on whether a firm devotes any effort to upgrading activities
rather than on the general economic performance of the firms. I measure
upgrading behavior by examining whether a firm has invested resources
in R&D and whether it has patent applications.* I chose these measures
for two reasons. First, these measures are the most relevant to the goals
of state upgrading policies. By offering various beneficial policies in land,
tax, government funding, finance, tariff, and intellectual property protec-
tion, the Chinese government has aimed to encourage domestic firms to
change their habits in low-value-added manufacturing and learn to con-
duct R&D and new product development and to apply for patents. In fact,
these are the benchmarks that the government uses to evaluate whether
firms are eligible for state support policies. Second, these measures are also
most relevant to the theoretical framework advanced in this study. My field
research between 2008 and 2011 suggests that the crucial condition for
Chinese firms to exit competition at the bottom of the value chain lies in
whether the firm executives have the motivation to invest resources in learn-
ing and innovation. These decisions are based on management’s perceptions
of the risks, benefits, and urgency of engaging in upgrading, which are
deeply shaped by the local political and economic contexts in which firms
are embedded.? Thus, to the extent that state policies have influences on
firm upgrading behavior, after other economic variables are controlled, they
are expected to have the most significant effect on the observed efforts that
firms put into technology development.

THE UPGRADING AND TECHNOLOGY POLICIES OF THE STATE

The two key measures for state upgrading policies used in this study are
whether a firm receives government funding for R&D activities and gov-
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ernment tax exemptions for the purpose of engaging in technology devel-
opment in 2008. As previously mentioned, China’s domestic technology
policies cover a broad range of areas, yet my research suggest that the core
policy areas affecting a firm’s innovation decisions are government funding
and tax cuts. The finance policy certainly matters tremendously for firms,
but a preliminary examination of the data suggests that state policies do not
vary significantly across firms and/or across localities. This is because the
majority of domestic electronics firms are private firms, and banks across
China are almost unanimously biased against providing loans for private
firms, despite supportive measures specified in the state upgrading poli-
cies.” Land policy is another important area, but, given the sensitivity of
the issue, the economic census database (and most existing statistical data-
sets in China) does not provide indicators at the city level, not to mention
at the firm level. Therefore, this study will use the amount of government
funding and the amount of government tax exemption as proxies for the
amount of government support that a firm receives. These two variables
were also clearly specified in the questionnaire of the national census as
“government funding for R&D” and “tax reduction or exemptions for
technology development” so that firms would not be confused and provide
information on government support for other purposes.

THE EFFECTIVENESS OF STATE POLICIES ACROSS LOCALITIES

The effectiveness of state policies is measured by the relationship between the
probability that a firm receives state support and the probability a firm devotes
any effort to upgrading, when other firm-level variables are controlled. When
policy effectiveness is high, having state funding or tax breaks is associated
with a relatively high probability of a firm’s investment in upgrading and
innovation. In contrast, when policy effectiveness is low, having state sup-
port is associated with relatively little change in firm behavior or may even
reduce the amount of effort for innovation at the firm level.

The control variables are factors in addition to state policy support that
are likely to affect a firm’s decision to invest in innovation. These firm-level
control variables include: (a) the total assets of the firm (with log trans-
formation); (b) the profit rate of the firm; and (c) the capital labor ratio
measured as fixed capital divided by total employment (with log transfor-
mation). These variables were selected to control for the general size and
economic conditions of a firm as well as for the influence of world markets
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TABLE §.3.
Government support and firm upgrading behavior in China (the unconditional
model).

Fixed effect R&D expense Patent applications

Independent variables

Government funding 2.638%* 2.058***
0.171) (0.113)
Tax break 1.833*** 1.305%**
(0.314) (0.248)
Control variables
Assets (log) 0.550%** 0.625***
(0.034) (0.042)
Profit rate 0.432 1.305%**
(0.286) (0.314)
Capital-labor ratio (log) 0.024 —-0.037
(0.035) (0.041)
Intercept —2.165%** 2774
(0.093) (0.077)
Random effect (variance component) R&D expense Patent applications
Intercept 0.510*** 0.121***
Government funding 0.817*** 0.058**
Tax policy 1.451%* 0.790%**

Firm level N = 6,740; city level N = 159

*p<oao *fp<o.os ***p<o.or Robuststandard errors are used

but without creating strong correlations among them. The statist literature
leads one to hypothesize that when other factors are controlled, the amount
of state support received should in general produce positive effects on firm
upgrading behavior. The findings based on case studies also suggest that,
when implemented in different local settings, the same state policy would
create different outcomes.

Therefore, the two hypotheses for a basic two-level hierarchical model at
the firm level and at an unconditional city level are:

1. Overall, firms that receive more government support for technology activities
are more likely to engage in technology activities, all other things being equal.

2. Firms located in different cities vary significantly in terms of their average
level of upgrading and in terms of the effectiveness of government policies.

Table 5.3 presents the unconditional two-level model using full maxi-
mizing likelihood to estimate the effects of government funding and tax
policies on domestic electronics firms across 159 cities, controlling for as-
sets, profit rate, and capital-labor ratio at the firm level. The coefficients
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represent the mean coeflicients across the 159 cities when firm-level estima-
tion was performed within each city. The results support both hypotheses.
On average, across the 159 cities in which the 6,740 firms were located,
government policies of funding and tax reduction have generated signifi-
cantly positive effects on firm upgrading behavior. In the table, fixed ef-
fects of government funding and tax breaks represent the average slopes for
two government-support variables across these cities. For example, having
government funding is on average associated with 2.638 units of increase
in log the odds ratio for a firm’s probability to engage in upgrading activ-
ity. Returning the value to the odds, this means that having government
funding increases the odds 13.98 times. Similarly, having tax breaks is as-
sociated with an approximate 1.305 units of increase in a firm’s log likeli-
hood to have patent applications, which means that the odds ratio increase
is 3.686. As clearly indicated in the table, the percentages of changes that
government support policies have brought are in most cases greater than
other firm-level variables, implying that government funding has greater
elasticity.

An equally important finding is that when firm-level upgrading behav-
for is estimated within each city by the two independent variables of gov-
ernment support and the three control variables, the results vary substan-
tially among cities. This is indicated in the model by the random effects
for the intercept, the effect of government funding and the effect for tax
policy, which are all significantly different from zero. We can thus confirm
the second hypothesis that cities vary significantly in the average upgrad-
ing behavior of domestic firms (measured by the intercepts) as well as the
effectiveness of government policies (measured by the value of coeflicients
for government policies). Figure 5.4 shows a random sample of 50 cities
when running a hypothetical regression in each city. The sharper the slopes,
the more effective government funding policies are. This result suggests
that a single regression among all the 6,740 domestic private firms would
not capture or account for the variation among cities, and we should fur-
ther examine explanatory factors at city level, accounting for between-city
differences.

Before proceeding to predictors at the city level, however, we can take
advantage of the unconditional model and get a substantive idea of how
cities vary from each other. Due to space constraints, I focus on showing
the variation in policy effectiveness. The empirical Bayes coefficients gener-
ated for each city through the sum of fitted value and residuals allow us to
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FIGURE 5.4. The effectiveness of government funding in encouraging firm-level R&D.

compare the slopes of government funding and tax breaks—indicators for
policy effectiveness—across the 159 prefecture-level cities. Figure 5.5 maps
out the national picture using the mean value of coeflicients measured in
four indicators across the two models. It distinguishes the levels of policy
effectiveness according to quartiles of low, medium low, medium high, and
high. The variation among cities is striking. Although neighboring cities
sometimes display similarities, provincial borders are too broad to capture
the diverse outcomes. Note, however, that cities with high levels of policy
effectiveness do not necessarily have strong degrees of government interven-
tion. Rather, having a higher level of policy effectiveness means that when
regression analysis of firm-level variables is conducted for the city, one unit
of government support is associated with larger changes in firm upgrading
behavior.

To explain variations of effectiveness among these cities, the next step is
to introduce city-level predictors. Based on previous case studies, we have
a third hypothesis: The larger the median size of the foreign invested firms
in a city’s electronics industry, the lower the degree of effectiveness that
government policies produce among domestic firms, all other things being
equal. The measures for the effectiveness of government policies are the
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same as the ones used in the previous model—the coefhicients representing
the slopes between government support (funding and tax breaks) and firm-
level innovation behavior. The firm size of the FIEs in a city is measured by
the median value of the firm’s total assets among all FIEs of a given city.
Using assets, rather than employment, as the measure for the firm size is
based on the fact that the size of the assets is the major criterion that local
governments in China use for evaluating the size of the FIEs during the
process of attracting foreign investment. Using the median, rather than the
mean value, for measuring the central tendency of the FIE sizes can help
reduce the influence of outliers, especially by avoiding the situation where
one single outlier raises the mean of a city. In addition, the model controls
for total industrial sales of electronics at the city level.

Table 5.4 presents the result of a two-level hierarchical model, estimat-
ing the effects of the size of global firms on the mean upgrading efforts
of domestic firms and the policy effectiveness of government policies. The
results provide strong support to the third hypothesis. As the general size
of the FIEs increases, the effectiveness of government upgrading policies
tends to decline, when controlling for other city-level and firm-level fac-
tors. Three of the four coeflicients predicting government effectiveness in
government funding and tax cuts were negative and statistically significant.
The results suggest that in cities where FIEs are dominated by large-scale
global firms, domestic private firms were less responsive to the call of gov-
ernment upgrading policies when compared with domestic firms in cities
with smaller-sized FIEs. For example, the coefficient for the size of foreign
firms on the policy effectiveness of tax policy was —1.005. This means that
one unit of increase in the median size of global firms in a city was associ-
ated with 1.005 units of decrease in the effectiveness of tax policies, which
is the percentage of change that government tax policies can bring on a
firm’s R&D activity in that city. Using the grand mean size of all global
firms as the base, this would mean that in a city where its median foreign
firm size is one unit above the grand mean, the predicted odds of a one
percent increase in tax breaks on the firms’ likelihood to invest in R&D
will be 1.202 rather than the mean value of 3.284 across all the cities, re-
ducing the probability of a firm engaging in R&D from 0.76 to 0.54. In
the case of patent applications, the odds were reduced from 1.077 to 0.328
(after deducting 1.188 from the log of odds of 0.074), reducing the prob-
ability of firm applications for patents from 0.52 to 0.25. In this case, a firm
that received tax breaks that was originally more likely than not to apply
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TABLE §.4.
Effectiveness of government support in local China.

Variables (independent variables in bold) R&D expense Patent applications

City-level variables

Predictors for mean upgrading efforts (intercept 3,)

Base —1.934*** —2.87***
(0.096) (0.091)
Size of foreign firms (log) -0.185* -0.054
(0.051) (0.092)
Electronics sales (log) —-0.027 0.057*
(0.096) (0.027)
Predictors for policy effectiveness (slopes)
Size of foreign firms (log) (for the effects of —0.437** —0.045
government funding) 0.172) (0.154)
Size of foreign firms (log) (for the effects of tax —1.005* —1.188**
policy) (0.541) (0.474)
Firm-level variables
Government funding 2.304%** 2.039***
(0.158) (0.115)
Tax policy 1.189*** 0.074***
(0.22) (0.246)
Assets (log) 0.495*** 0.61***
(0.051) (0.038)
Profit rate 0.409* 1.314%**
(0.233) (0.295)
Capital-labor ratio (log) 0.039 0.028
(0.032) (0.377)

Firm level N = 6,740; City level N= 159
*p<oao  *p<o.0s ***p<o.01; robust standard errors

for patents is now apparently less likely to do so than otherwise. In other
words, although government support has on average contributed to firm
upgrading behavior among the domestic private electronics firms in China,
the size of foreign firms in a city interacted with government intervention in
a negative way by reducing such effects on these firms.

Conclusion

This chapter raises a fundamental concern about how globalization has
complicated the consequences of state-led development in developing
countries. For a long time, the emphasis has been on the conditions that
contribute to the rise of a developmental state that shows the willingness
and capacity to promote development. Under this view, China was able to
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get the institutions right, as its decentralized fiscal arrangement provided
developmental incentives for local bureaucrats. The argument holds quite
well, as long as the developmental allies of the government are largely do-
mestic businesses, as is the case of China in the 1980s and the case of the
East Asian developmental states in their catch-up period of the 1960s and
1970s. When global capital penetrated into local settings and became an
important ally in local development plans, such as in China or in Southeast
Asian countries, the picture became far more complicated.** Not only may
the “willingness” to promote development and upgrading be dampened by
the vested interests within the state, but the effectiveness of such policies
was put to question as well. As governmental supportive policies interacted
with the influence of global firms, the original goal of promoting domestic
industrial upgrading may have been undermined or enhanced by the pres-
ence of global capital, as we have seen in the comparison of Suzhou and
Shenzhen and in the two-level hierarchical models.

The consequences of such interaction, however, are often not anticipated
in the original development plans, and thus the promotion of upgrading in
the current era requires a learning process for the state as well. The theo-
retical and practical lessons learned from this chapter—that global firms
of large scale reduce the effectiveness of upgrading policies on domestic
firms—are critical for other developing countries similarly located at the
lower end of the value chain. This finding highlights the importance for
the state to choose global allies that are closer to the developmental stages
of domestic producers so as to facilitate a more equal structure of local
production and a fairer basis for policy implementation, both of which
are crucial for mobilizing the upgrading incentives of domestic firms. The
policies of picking winners may not necessarily work when the winners are
global firms that tend to draw on group outsourcing strategies, do not leave
space for local upgrading, and substantially tilt the playing field into an
uneven one.



CHAPTER 6

Varieties of Local Capitalism in Historical Perspective

As we have seen in previous chapters, some cities focused on attracting FIEs
at the top of the value chain, which aroused a strong vested interest that
curtailed city governments’ support for domestic technology. In other cit-
ies, where openness to foreign capital started with FIEs at the lower end of
the value chain, governments were able to offer a larger proportion of city
expenses as support due to the different coalitional alignments. At the same
time, some cities ended up with a production structure that reduced the
effectiveness of the support on the firm level, whereas others were able to
generate stronger incentives at the firm level for engaging in technology up-
grading. These two observations, furthermore, are not separate phenomena.
The allocation of support for technology upgrading and the effectiveness
of such support at the firm level mutually reinforced each other. As Fig-
ure 6.1 indicates, cities with lower degrees of support also tended to be
the ones that were less effective in motivating firms to upgrade (using the
indicator developed for government funding effectiveness in Chapter 5), as
these two aspects both resulted from a city’s strategy in earlier periods to
attract FDI and promote exports.

As more or less successful upgrading results were produced, giving rise
to more or less competitive domestic firms, they also generated feedback
loops to policy makers, making it more or less likely for domestic tech-
nology bureaucrats to acquire funding and other resources from the city
government. In other words, major types of FIEs that the government at-
tracted during the 1990s and the early to mid-2000s sowed the seeds for a
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FIGURE 6.1. City government science and technology expense and the effectiveness of
government funding across Chinese cities.

region’s bureaucratic coalitions, its strategies of technology upgrading, and
its likelihood for success.

Why, then, within the same political regime and national economic con-
text, did bureaucrats seek alliances with different types of foreign firms in
the first place? Furthermore, why did choices made earlier tend to reinforce
options later down the road so that cities ended up with distinct trajectories
of development rather than converging with each other? This chapter places
China’s regional economy into a longer comparative historical perspective.
To understand the type of path dependency driving the entire development
process, and why it was not easy for a city to switch the course in the past
two and a half decades, one needs to explore patterns embedded in varieties
of local capitalism over the long term.

Existing works provide interesting insight into the path-dependent na-
ture of regional economies. The first insight emphasizes the previous eco-
nomic legacies from the Maoist era, which provided the Jiangsu area with
stronger collective resources compared to other regions such as Zhejiang
and Guangdong (Oi 1999; Whiting 2001; Tsai 2007). Although previous
economic conditions are helpful for understanding the public or private
ownership type among domestic enterprises in the initial reform period of
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the 1980s, this explanation still left one wondering about the government’s
focus on large top-ranked MNC:s versus less well-known FIEs when China
was increasingly globalized in the 1990s. The second potential cause is that,
over the course of several decades, cultural and ethnic Chinese networks
have a potential influence on favoring the development of small FIEs in
Guangdong rather than Jiangsu (Naughton 1997; Hamilton 2006; Tong
and Zheng 2008; Yeung 2009; Kohli 2009; Ye 2014; Hsing 1998). As it
has been shown, however, both regions have attracted a large number of
ethnic Chinese firms from Hong Kong and Taiwan. Suzhou (and especially
Kunshan area), for instance, was the well-known home for Taiwanese firms
throughout the 1990s and 2000s, even though it is not geographically ad-
jacent to either Hong Kong or Taiwan. What distinguishes these “China-
circle” firms in the two regions is actually the relatively top rank, large size,
and dominance of exports in the Yangtze River Delta compared to FIEs in
the Pearl River Delta.

This chapter argues that the historical process of state-preference forma-
tion is fundamental to the emergence of regional development patterns. It
traces the divergent paths in industrial development through a century-
long formation and consolidation of the local bureaucrats’ preferences in
choosing their business constituents for the advancement of their own po-
litical and economic interests. The post-Mao political and economic in-
stitutions instilled strong incentives for bureaucrats to promote local eco-
nomic development by seeking an alliance with the business group. They,
however, tended to see the building of such coalitions as fulfilling different
ends. When bureaucrats have been driven mainly by political purposes, the
development process becomes highly politicized. Bureaucrats tended to ally
with large businesses situated at the top of the production hierarchy and
adopt a top-down mode of development. When bureaucrats were habitu-
ally motivated by practical economic gains, they often preferred to network
with small businesses in a dispersed manner, resulting in a bottom-up path
in the trajectory of development. The reinforcement of different types of
capitalism and regional development patterns thus can be attributed to the
state’s preferences over different types of developmental allies, which were
further rooted in the bureaucrats’ entrenched perception of their own inter-
ests and their ways of carrying out developmental tasks. The development
outcomes generated from each period thus show historically persistent vari-
ation across the two regions. Although the second mode of capitalism tends
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to involve small measures of local insubordination or petty corruption, it
turns out to have more advantages in the globalized era.

It is particularly worth emphasizing in the beginning that the top-down
and bottom-up modes of capitalism are 7oz simply a state versus market di-
vide, as is often assumed in previous works (McNally 2012; Nee and Opper
2012). Rather, as will be detailed, both types of capitalism involve active
roles of government officials. The difference instead lies in the development
strategies these officials adopt driven by distinct interests. Such a difference
can also be perceived when regions enter a globalized era. In the former sit-
uation, bureaucrats competed to attract investments from large top-ranked
enterprises, often undergoing months of negotiation. In the latter situation,
bureaucrats tended to develop practical and flexible approaches for seeking
small firms that could bring in immediate economic benefits to the locality.

Such divergent perceptions of interests did not emerge overnight. Nor
were they entirely determined by the post-Mao regional institutions.
Rather, they were formed and developed over a long stretch of time that
dates back to the late 19th century. The development of preferences and
institutions followed an iterative process in which preferences developed
in the previous period were transmitted into the next period through in-
stitution building and policy implementations, the result of which further
reinforced such preferences. As the pursuit of interests became gradually
entrenched in local bureaucratic norms, they defined the basic means for
the state to achieve developmental goals and the breadth of state—business
coalitions, as well as the particular type of capitalism that emerged in the
region. A comparative historical analysis is thus essential in understanding
the century-long development of state preferences and local capitalism. The
next section begins this effort by tracing the political and economic inter-
ests of local states and their preferences for choosing business allies through
the historical rise of distinct types of regional capitalism.

Bureaucrats, Businesses, and Dual Patterns of Regional
Capitalism from the Historical Perspective

Scholars in the Chinese political economy have been increasingly in-
trigued by the dualist nature of capitalism in China (McNally 2012). On
the one hand, they emphasize a top-down mode of capitalism, coordinated
by a strong Leninist developmental state that penetrates into various facets
of an economy through strategic planning and intervening tools (White
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1988; Yang 2004; Pearson 2005). This mode of capitalism found its ex-
treme version in “state capitalism” or “developmental autocracy,” in which
the state tilted resources into state-monopolized sectors at the expense of
local private enterprises (Huang 2008; Pei 2006; Naughton and Tsai 2015).
On the other hand, there is a fundamentally different pattern of accumu-
lation and development that relies on mechanisms from the bottom up,
which consists of numerous flexible practices, incremental experiments,
and adaptive strategies. Typically representing small-scale dispersed petty
capitalism, these bottom-level initiatives are often the engine for institu-
tional adaptation and policy change (Tsai 2007; Arrighi 2007; Heilmann
2011; Nee and Opper 2012).

How can one reconcile the seemingly conflicting nature of the two pat-
terns? Some scholars take a temporal view by arguing that one mode of
capitalism tends to dominate in a particular historical period (Huang 2008;
Hung 20r15). Yasheng Huang (2008), for example, argues that an entrepre-
neurial decade in the 1980s was replaced by state-sponsored capitalism with
a strong urban bias. Others find that, in effect, the two patterns have often
coexisted in a dialectic relationship in contemporary China’s economic pol-
icy making and implementation (Heilmann 2011; McNally 2012). How-
ever, what was often missed is a regional perspective of capitalism that has
persisted for decades. When going beyond an aggregate national view of
China and delving into the country’s local economies, one can often dis-
cover historically persistent regional pathways based on varied modes of
capitalism, with the Yangtze River Delta and the Pear] River Delta each
representing a prototype.

The regional capitalism examined in this chapter builds on the previous
understanding of the dual patterns of Chinese capitalism to challenge ex-
isting perspectives in several important aspects. First, while the top-down
mode of capitalism is traditionally associated with state dominance and
the bottom-up mode with a free-market economy, in this chapter, the lo-
cal state bureaucrats are found to be critical players in forging both types
of regional capitalism. The distinction is not whether the state is active
or dormant but rather that the state is active in different ways. Second,
whereas most studies view top-down planning as initiatives taken by the
central state and bottom-up adaptations coming from local-level innova-
tions, this chapter finds that local initiatives can be implemented as much
in a top-down manner as in the bottom up. Bureaucrats may contribute to
the formation of a top-down or a bottom-up bottom trajectory depending
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TABLE 6.1.

Varieties of capitalism in Jiangsu and Guangdong.

Regions

Jiangsu

Guangdong

Patterns of development
policies

Policy tools to achieve the
goals

Political and economic
rewards

Response to central policies

Highly politicized

Campaign style; mobilization
from above

Political rewards; successful in
getting promoted

Highly responsive to signals
from above; competes to
accomplish policy goals in a way

Focusing on practical economic
benefits

Guerilla style; builds diverse ties
from below

Increased local economic
income; petty corruption

More identification with local
interests; flexible in policy
implementation; strong localism

that displays achievement but
may not benefit local businesses

Nurtures ties with numerous
small business at the bottom;
attentive to the interests of small
businesses; broad coalition

Government—business
coalition

Ranks business in a hierarchy;
allies with the influential
businesses at the very top;
discriminates against small
businesses; narrow coalition

Local capitalism Top-down capitalism Bottom-up capitalism

on their perception of interests, their response to central-level signals, and
their choices of business allies. Compared with the central-local divide, this
finding is more consistent with previous scholarly observations that local
officials are sometimes highly protective of local small-scale private enter-
prises, whereas at other times they discriminate severely against private
businesses (Tsai 2006; Huang 2008).

In a path-dependent manner, the degree of political mobilization that
developed during the state-building period of the 20th century (1895-1990)
drove the state’s choice of global allies and further shaped the subsequent
trajectories of industrial transformation in the contemporary period start-
ing in the 1990s. The logic of capitalism demonstrated a significant degree
of institutional persistence even under globalization. Starting in the late
19th century throughout the 20th century, a top-down mode of capitalism
increasingly dominated the Yangtze River Delta, whereas the Pearl River
Delta became the quintessential example of a bottom-up pattern of devel-
opment. During each of the historical periods—the late Qing and early
republican period (1895-1920), the Mao era (1949-1978), the post-Mao pe-
riod (1978-1990), and the globalized era (1990—present)—bureaucrats in
the two deltas have prioritized political or economic goals and interests. As
a result, they also responded differently to central policy initiatives and em-
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FIGURE 6.2. The reinforcement of bureaucratic preferences and the policy cycle.

ployed distinctive policy tools to achieve these goals. These diverse interests
and policy tools helped the state to build narrow or broad developmental
coalitions that encompassed different types of businesses (Table 6.1). With
repetition and diffusion, the practices gave rise to distinctive types of capi-
talism in each region. As the developmental outcomes rewarded bureau-
crats’ behaviors with political or economic benefits and further strength-
ened local norms and institutions, the bureaucrats’ perceptions of their own
interests were further reinforced. This enabled the preferences to be carried
into the next historical period as legacies of bureaucratic traditions, despite
the complete changes of institutional landscapes (Figure 6.2).

The interests of the bureaucrats hence were embedded in and profoundly
shaped by local habits, norms, and institutions, rather than being based on
functionalist utility maximization. This understanding does not preclude
bureaucrats from being calculating (and often more calculating in some
areas than others), but it is the local variety of capitalism that shaped their
interests in the long term." As Table 6.1 shows, the mutual reinforcement
and complementarity of different elements in China’s regional capitalism
have displayed similarities with the varieties of capitalism frameworks and
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the institutional inertia and reinforcement highlighted in the historical in-
stitutionalist perspective.” The varieties of local capitalism not only take
the perspective to the subnational level but place more emphasis on the
preferences of bureaucrats, their relations with their business clients, and
their response to central development policies. This emphasis stems from
the authoritarian nature of the Chinese government and the immaturity
of many of the market institutions governing firm relations compared to
advanced industrialized countries.

THE LATE QING AND EARLY REPUBLICAN PERIOD (1895—1920)

In the late Qing period, the traditional social order of imperial China un-
derwent a fundamental transformation, and initial industrialization began.
The classical ranking order of the social hierarchy in imperial China—
literati/scholars (s/i), peasants (nong), artisans (gong), merchants (shang)—
started to change (Ho 1964). Although the gentry class—scholars who
passed civil exams and became degree holders—continued to be the ruling
force in the state apparatus, businesses also began to exercise growing influ-
ence in local industrial development.’ Late imperial China thus developed
an economy increasingly dominated by two modes of production, with the
tributary mode of production existing alongside the petty-capitalist mode
of production (Gates 1996). In the face of expanded foreign intervention
since the mid- to late 1800s, local officials came to embrace different ap-
proaches for governing local development and industrialization. Over time,
they cultivated relations with large businesses. The Yangtze River Delta be-
came dominated by a collusion of bureaucrats and large businesses, whereas
the Pearl River Delta preserved the development of small businesses that
were relatively independent from the local gentry.

By the late 1800s, the Yangtze River Delta, especially the southern Ji-
angsu region, had become a major industrial base and China’s most urban-
ized region. The city of Suzhou—the capital of the liang-jiang governor-
generalship—was viewed as the central metropolis and the most advanced
commercial and manufacturing center (Skinner 197:, 3—32; Liu 1984). This
successful economic development was forged through a tight coalition
between local officials and a selective group of powerful business elites
“of great wealth” that excluded small businesses. The experience of the
Suzhou’s rapid modernization initiative under the leadership of Jiangsu-
Zhejiang Governor-General Zhang Zhidong was an especially good ex-
ample of this.
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According to the study of Suzhou by Peter Carroll, the modernization
project that began in 1985 was an initiative that grew out of “bureaucratic
capitalism” and involved social mobilization and top-down dislocation.
With the belief that a “modern, technologically advanced industry was the
seminal source of national plenty,” Zhang facilitated the establishment of
guandu shangban (officially supervised and merchant-managed) enterprises
with the Commercial Bureau (which also takes the function of an indus-
trial bureau) playing a central role in coordinating business activities (Car-
roll 2006: 30—31; Feuerwerker 1958: 1—30). The local gentry and bureaucrats
were able to rally large businesses around the modernization agenda of the
Commercial Bureau by appointing well-connected local elites (such as Lu
Runxiang from the Hanlin Academy) to lobby for financial support from
other businesses. The idea of promoting modernity and growth through
aggressive state intervention grew in influence and helped tighten the coali-
tion between prominent state and business elites. This quest drove the state
to build a domestic industrial zone near Suzhou’s foreign industrial zone,
so as to spur growth and catch up with cities such as Shanghai or Hankou.
Ignoring the suggestion that officials and provincial government should re-
duce their role in the economic planning of the bureau, Zhang went ahead
with his original vision by directly supervising the industrial development
through the bureau and verifying the alignment of local businesses with
the governor-general’s agenda (Carroll 2006: 32, 37-38, 50, 85).

An “overt hierarchy” of businesses emerged in local policy, ranking the
local state enterprises and classes of businesses according to the perceived
benefits that they would bring to the state (Carroll 2006: 85-86). At the
top of the hierarchy were large, capital-intensive enterprises and prominent
businesses whose roles sometimes intermingled with the role of local of-
ficials (examples of which include scholar-industrialist Sheng Hsuan-huai)
(Feuerwerker 1958). By contrast, small-scale businesses were situated at the
bottom of the government-ranked hierarchy. It was 7oz the case that the re-
gion lacked small businesses; there were small businesses developing in both
of the delta regions (Gates 1996). However, in contrast to the few “honor-
able” business elites, the small-scale businesses were regarded as “ignorant”
and “obstinate” (Carroll 2006, citing Suzhou shanghui: 695-696). These
small businesses were frequently removed, repressed, and regulated by ur-
ban campaigns and the use of police force so as to forge social cohesion in
the achievement of development. The idea of constraining and disciplin-
ing the “wicked” small businesses who were undermining the progress of
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modernization was espoused throughout the republican era (Carroll 2006:
79, 84, 90—95). It is thus not surprising that Suzhou Gazetteer recorded
that, although Suzhou was regarded as the “heaven” on Earth for its pros-
perity, it was only a “heaven” for the gentry bureaucrats and large busi-
nesses (Suzhou Gazetteer Committee 1995a: 4). As Carroll commented:

Indeed, it can be argued that by reining in the activities of small-scale mer-
chants and street vendors, the “motor” of petty capitalism, city authorities
actually diminished the volume of contemporary commerce and stunted the
urban economy’s capacity for future development. (Carroll 2006: 89)

The state’s alliance with the big businesses and its discrimination against
small businesses were reflected in studies of other cities in the late Qing
and republican Jiangsu. Zhang Zhidong’s personal secretary, Zhang Jian,
became the leading figure in the undertaking of industrializing Nantong
through his connections with large bankers, investors, and industrialists.
Lipkin’s (2006) study of the republican period in Nanjing echoed Carroll’s
observation of the top-down mobilization of the state and the discrimina-
tion against marginal groups. Lynda Bell (1999) highlighted in her study of
Wuxi that the local government and prominent economic elites, both in the
late Qing and republican eras, collaborated or intermingled to achieve so-
cial dominance. They did so by seeking vertical integration and expansion
of enterprises and by monopolizing industrial development, which drove
out small competitors and strengthened the big businesses (Shao 2004).

In contrast to the Yangtze River Delta, the Pearl River Delta (where
Guangdong province is located) grew into a regional economy that pre-
served the development of small merchants and traders. It also had a lower
degree of industrialization and commercialization. Although historical
studies of Guangdong’s political economy have remained scarce for this pe-
riod, the existing literature suggests a lack of top-down mobilization based
on a coalition of the local bureaucrats and large businesses such as one
sees in Jiangsu. Quite to the contrary, Edward Rhoads finds that the same
modernization reform launched by the late Qing government was short
lived in Guangdong. Despite the establishment of the Commercial Bureau
in Canton following the proposition of Zhang Zhidong to the central gov-
ernment, the bureau was not able to gain popularity, nor did it exercise ef-
fective coordinating authority among local businesses. Viewing the bureau
as representing the government’s interest, businesses instead preferred as-
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sociations that represented their own interests such as guilds and hui-kuan
(Rhoads 1974: 1053).

The gentry group was less mobilized to align with the higher-level state
agenda or direct development projects through formal state appointments.
Instead, officials entrenched themselves in local settings and lived in their
home villages, using connections and informal leadership to exercise “extra-
bureaucratic” management in infrastructure and public management of
temples, granaries, and schools (Rankin 1994: 5, 33; Faure 2007: 154-155).
Merchants and businesses remained relatively separate from each other
rather than colluding directly. In Canton, this separation was realized geo-
graphically by the domination of gentry in the eastern half of the city and
the concentration of businesses on the western half. The suspicions of gentry
toward businesses’ fear of them added to the separation in self-consciousness
(Rankin 1994: 101-102). In places outside Canton and closer to Hong
Kong, such as Xin’an County, the predecessor of Bao’an County and later
the city of Shenzhen, the economy remained predominantly rural with a
focus on the fishing and salt industries. Both the gentry and businesses were
widely dispersed, with the latter often having emigrated overseas. The pres-
ence of the state was limited to defense purposes due to China’s foreign
conflicts in the late Qing period and warfare in the early republican period
(Shenzhen Gazetteer Committee 2011: 3; Southern Metropolis Daily 2007).

Existing historical studies provide few direct insights into the collusion
of local bureaucrats with large businesses in the Yangtze River Delta and
the relative separation of businesses and local governments in the Pearl
River Delta. Yet what can be inferred from the available information is
that the strength of the social norms and institutions that encouraged indi-
viduals to seek advancement in the bureaucratic hierarchy varied between
the two regions. In Imperial China, bureaucrats were appointed based on
the passing of different levels of the Imperial Civil Service Exam, which
required sustained preparation in time and economic resources. Histori-
cally, Jiangsu had a strong culture and effective academic institutions for
encouraging ambitious individuals and families to seek upward mobility
by preparing and taking exams at various administrative levels, including
tongshi, xiangshi, huishi, and dianshi. Embedded in such norms and institu-
tions, Suzhou people were also far more successful than those in Guang-
dong or any other province in the nation in generating degree holders and
high-level bureaucrats.
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FIGURE 6.3. The number of zhuangyuan from Jiangsu and Guangdong in Imperial
China.

soURCE: Data from Hu et al. (2006).

Figure 6.3 compares the number of zhuangyuan (the highest ranks) in
Jiangsu and Guangdong since the establishment of the civil exam system in
the imperial China. Table 6.2 shows the number and the ranking of jinshi
(degree holders who were eligible for state appointment) and zhuangyuan
(the one who ranked first in the Palace Exam and gained a prestigious
appointment by the emperor) in each of the major provinces. Compared
across provinces, Jiangsu had the highest national ranking in the number of
both jinshi and zhuangyuan, whereas Guangdong fell far behind. Viewed in
a temporal perspective, the number of zhuangyuan in Jiangsu also increased
chronologically, reaching an unprecedented height during the Qing Dy-
nasty. The number of zhuangyuan from Suzhou during the Qing Dynasty
accounted for 22.8 percent of China and 40.8 percent of Jiangsu, which
was an achievement unmatched by any other locality (Li 1993: 25 Suzhou
Gazetteer Committee 1995a: 4).

Wealthy business families in Jiangsu—especially in Suzhou—tended
to invest economic resources in preparing for exams, gaining degrees, and
seeking appointment within the state. This process often involved extensive
tutoring and bribing of the gentry scholars (Blecher 2010: 3; Finnane 2004).
On the other hand, after scholars climbed to a high position in the bureau-
cratic hierarchy by struggling through various levels of exams, the Confu-
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TABLE 6.2.
Jinshi and zhuangyuan from major provinces in the Qing Dynasty.

Jinshi ghuangyuan

Provinces Number Rank Number Rank
Jiangsu 2,949 1 50 1
Zhejiang 2,808 2 20 2
Hebei 2,674 3 4 5
Shandong 2,270 4 6 4
Jiangxi 1,919 5 3 6
Henan 1,721 6 1 12
Shanxi 1,420 7 0 15
Fujian 1,371 8 3 6
Hubei 1,247 9 3

Anhui 1,119 10 12

Shaanxi 1,043 11 1 12
Guangdong 1,011 12 3 6
Sichuan 753 13 1 12
Hunan 714 14 2 10
Yunan 694 15 0 15
Guizhou 607 16 2 10

SOURCE: Based on data from Shen (1999) and Hu et al. (2006).

cian ideology of elitism and the maintenance of both an orderly hierarchy
and their very own positions drove them to interact with the most well-
educated, prominent business people. The ambition of achieving or help-
ing with the large development project at the city or provincial level also
rendered it necessary for the gentry to seek support from businesses both
financially and through direct appointment (as in the case of the Bureau of
Commerce). The gentry also sometimes invested in industries or established
large businesses themselves. Over time, the connections between high-level
bureaucrats and large businesses were cultivated and strengthened. The co-
alition was established to consolidate state governance and gain legitimacy
from the state rather than to create independent local power (Bell 1999: 6).

Guangdong had weaker institutions and culture for preparing individu-
als to seek political positions and achieve upward mobility than in Jiangsu.
Despite the relative development of Guangdong’s academies and degree
holders in Qing China when compared to other dynasties, such develop-
ment was almost exclusively limited to the city of Guangzhou; even there,
the gentry tradition remained relatively thin (Grimm 1977; Faure 2007: 32,
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244). The story from Miles (2006: 1—2) in which the Guangdong literati
were often mocked as lacking education and Guangdong being seen as a
“peripheral outpost” in the 19th century suggested the region’s status com-
pared with Jiangsu. Even after Ruan Yuan, a native of the city of Yangzhou
in Jiangsu, established the well-known Xuehaitang Academy in Guang-
zhou, the influence of the academy was restricted to urban Guangzhou and
was ignored by elite lineages outside of Guangzhou. Therefore, the Pearl
River Delta had remained divided between urban Guangzhou and the rest
of the hinterland, with the literati having access to different cultural re-
sources and thus developing distinct versions of their Cantonese elite iden-
tity (Miles 2006: 13, 202). For this reason, as shown in the national map in
Chapter 5, Guangzhou falls into the intermediate category between Suzhou
at one end and Foshan and Shenzhen at the other end.

The dispersed businesses showed no interest in politics and had “prac-
tically no access to the officials,” preventing their interaction with the
bureaucrats (Rhoads 1974: 102). The gentry scholars, on the other hand,
lacked success in ascending to high-level positions, so they remained at
the grassroots level, whereas the formal state officials at the higher level
were often appointed from outside of the province; most of these were not
popular among locals. Over time, the gentry developed strong interests to
identify with the local benefits by directly engaging in small-scale local im-
provement initiatives—without the need to ally with large business groups
or overtly purge the small businesses as Suzhou did. Rather than aligning
with the upper-level administration in ambitious projects, the gentry actu-
ally sought to expand their local role at the expense of central government
officials (Rhoads 1974: 113, 115). The preservation of small businesses and
the development of localism among the gentry thus became important leg-
acies in Guangdong during this period.

THE MAO ERA (1949—1978)

China under Mao established a Communist regime that was highly cen-
tralized both politically and economically. Politically, the Leninist party
established the nomenklatura system (or the bianzhi system) for controlling
the appointment and promotion of cadres at the provincial, prefectural,
county, and city levels. Economically, the state nationalized almost all en-
terprises and relied on vertical central planning for the assignment of pro-
duction targets and the allocation of resources. The center also periodically
launched various ambitious campaigns based on mass mobilization for the
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achievement of rapid developmental goals. Although centralized as a whole,
the Maoist system decentralized more political and economic power to lo-
calities compared with the Soviet Union. Rather than bypassing local gov-
ernments and transmit plans directly to business units, the center left an
amount of room for policy implementation by the localities (Oi 1999: 96).

After years of anti-Japanese war and the civil war in the 1920s and
1930s, Jiangsu—especially in Suzhou—grew to become the stellar example
of a local communist state that relies on zealous mobilization from above.
Bureaucrats ardently embraced Mao’s signal at the center and even pushed
beyond the planned targets in achieving developmental goals. Shortly after
the economic recovery period, Suzhou started a thorough land reform in
1951 that confiscated 31 thousand mu (667 square meters) of land from
landlords and rich peasants and distributed them to poor peasants. Suzhou
also actively implemented the national Five-Year Plan (1953-1957) that pri-
oritized the development of industries, and especially heavy industries, the
proportion of which increased steadily. During this period, Suzhou cadres
answered to the call of the center by launching a wave of socialist transfor-
mation of private enterprises under the “Leadership Team for Transforming
Private Enterprises” established by the Suzhou Chinese Communist Party
(CCP) committee. By the end of 1957, all but two private enterprises were
transformed into public ownership, reducing their proportion of the city’s
industrial output from 80 percent to 0.02 percent (Suzhou Gazetteer Com-
mittee 1995b: 6-9). Although the textile industry remained the city’s major
industry, Suzhou started to have its own electronics industry by integrating
25 transformed enterprises into the first radio assembly firm.

The zenith of state-led rapid development came during the “Great Leap
Forward” between 1958 and 1960. Although development targets set dur-
ing this period were notoriously unrealistic, Jiangsu cadres stood at the
forefront in demonstrating to the center their “political zeal” in exceeding
the targets in the competition of overreporting production figures by local
cadres. In agriculture, where producer cooperatives were integrated into
large communes, a Jiangsu cadre reported to Vice Chairman Liu Shaoqi
in September 1958 that one mu of land could produce 5,000 kilograms of
rice. This led to Liu’s suggestion to set an even higher target by plowing the
soil deeper (Gao 2008: 8s). In terms of industry, according to the memoir
of Jiang Weiqing (2009), then the CCP secretary of Jiangsu, Jiangsu aimed
to supersede the central government quota of producing 150,000 tons of
steel by generating 180,000 to 200,000 tons. The Jiangsu government thus



146 Chapter 6

mobilized state bureaucrats in various agencies and administrative levels—
a total of 7 million residents—for steelmaking. Eventually, Jiangsu was able
to leap forward from a daily production of 900 tons of steel in early Sep-
tember 1958 to a daily production of 10,073 tons of steel by the end of that
month. Jiangsu was celebrated by the People’s Daily (1958) on National Day
as one of the nine “ten-thousand-ton” provinces.

In the electronics industry, for example, Suzhou initiated a new wave of
expanding production in electronic components. The city centralized the
ownership of enterprises from the district level to the city level and com-
bined and integrated existing collective enterprises into larger-scale state-
owned enterprises that represented the “higher stage” of industrial develop-
ment. More strikingly, after the disastrous Cultural Revolution ended in
1976, Suzhou officials launched a “New Leap Forward” in 1977 to make up
the loss during the revolution.* The plan for the leap forward was that by
1980 Suzhou would be able to have an annual output of 1,000 integrated
circuits, 150 computers, 200 microwave relay switches, 140,000 televisions,
100,000 telecommunication switches, and a total annual industrial output
of 1 billion yuan. These goals proved to be highly unrealistic and were not
accomplished. However, the way in which Suzhou officials pursued highly
ambitious goals out of political zeal and strived to achieve them through
rapid industrialization bears considerable similarity to Suzhou’s contempo-
rary upgrading initiatives (Suzhou Gazetteer Committee 1995¢: 339—340).

Guangdong under Mao was again very different from its Yangtze River
counterpart. Although bureaucrats and businesses were relatively indepen-
dent from each other during the late Qing and early republican period,
local cadres became increasingly embedded in society under the Guoming-
dang regime between 1927 and 1949. Due to Guomingdang’s purge of the
Communist Party, Communist cadres and guerrilla activities were oper-
ated behind enemy lines in a manner similar to secret societies. Over time,
the guerrilla cadres were out of contact with northern Communists, and
they nurtured dense ties between the cadres and residents through local
concerns and local language. These ties gave rise to strong localism and
practicalism (Chan 2003; Vogel 1969: 92). Even during the rule of the Na-
tionalist government, Guangdong was seen as having semiautonomy and
posed challenges to the central state over economic and tariff issues (Hill
2010). As such, the attempt of the CCP regime to realign the interests of
the local Guangdong officials to the central state invariably encountered

difficulties.
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In response to the various movements and campaigns launched by the
center, local bureaucrats in Guangdong displayed much less enthusiasm
and much more practical adaptation of, and even resistance to, central
policies compared with Jiangsu bureaucrats. For them, the priority was to
protect local businesses and producers rather than showing their political
“redness” through rapid development. As Vogel (1969) found in Guang-
zhou during the land reform, the cadres who had established previous ties
with landlords found it “profoundly disturbing” to turn against landlords,
who not only owned land but were simultaneously the bourgeoisie who
contributed to commerce and industry in the cities. To prevent the inter-
ruption of economic activities, city cadres played a crucial role in protect-
ing these bourgeois landlords from the purge of land reform by sheltering
them as business people in the cities. During the socialist transformation
of private enterprises, the government tried its best to protect small pri-
vate businesses by providing them various loans and assistance, returning
their state-controlled properties, and assuring them of gradual transitions
without interruptions in production. The government also recruited a con-
siderable number of merchants and industrialists as cadres to involve them
in the planning and management of development (Vogel 1969: 102-103,
159-163).

Bureaucrats were thus clearly ignoring the directives from the central-
south authorities in Wuhan, and the cadres who were sent down from the
center to supervise work in the south (zan xia gan bu) were referred to
by local cadres as “northerners” and “outsiders.” In choosing between be-
ing criticized by the center for slow progress or protecting local businesses,
most local cadres clearly prioritized the latter and were willing to adapt and
water down central policies for local economic benefits and production.
This tendency of reluctance and resistance to implement production-dis-
turbing campaigns could be seen in cadres’ response to almost every cam-
paign that the center launched, including the campaign to wipe out hidden
counterrevolutionaries in 1955, the campaign of socialist education in 1962,
the four clean-ups in 1963, and the regulation of the private market in the
1960s. As Vogel observed, the cadres were affected by the increasing “priva-
tism” and turned their energies to private lives; they were not enthused by
the Communist utopian ideals. Most of these party and government cadres
were Guangdong natives who did not have either the zeal or the access to
high official positions (Vogel 1969: 297, 345 375).
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Even when the radical Communist transformation culminated on the
eve of the Great Leap Forward, power, funds, and personnel were decen-
tralized in Guangdong, providing flexibility for the city government to
create a local economic plan. In 1958, at the risk of being branded as right-
ists, the cadres expressed their caution through the Southern Daily, saying,
“We must overcome the ill wind of empty talk and false reports” (Vogel
1969: 241). They were later criticized for dragging their feet and resisting
orders from Beijing during the Great Leap Forward.

In the Cultural Revolution period, campaigns and class struggles in
Guangzhou were extremely mild and the “small freedoms” (private plots,
sideline production, and rural markets) were preserved and even encour-
aged through peasant remuneration (Vogel 1969: 302). In the 1970s, ac-
cording to Chan, Madsen, and Unger’s (2009: 248) study of the Chen
Village, when peasants were disappointed with the performance of the
collective sector, they channeled their energy into the private economy by
growing vegetables in their private plots to mitigate the financial influence
of the collective sector. This was long before the decollectivization move-
ment took place in rural China.

The central government thus made repeated (albeit futile) attempts to
stir up campaigns and contain growing tendencies of “bourgeois” selfish-
ness and “conservative rightist” tendencies. The local cadres continued to
make capitalist concessions by prioritizing economic production. In places
less developed than Guangzhou, especially the Shenzhen/Bao’an area, cad-
res tended to join peasants to escape to Hong Kong for a better livelihood,
despite the central government’s severe punishment. The waves of escapees
started in the 1950s and were heightened in 1957, 1962, 1972, and 1979, as
campaigns to tightening control over small plots and markets intensified.
Even in Xikeng Village, which was erected as the “fHlagship village” for anti-
escape campaigns and socialist education, most of the population had fled
by the early 1970s, including the local cadres (Chen 2010).

The Maoist era thus reinforced the regional tendencies of top-down and
bottom-up capitalism that germinated during the late Qing and republi-
can era. Jiangsu bureaucrats maintained their tradition of political zeal
by promoting rapid, and often unrealistic, industrial transformation, and
they encouraged the expansion of enterprise sizes. They also accumulated
abundant experience with state-led industrialization during this period
and established an initial industrial base for the post-Mao era. By 1978,
Jiangsu had a gross industrial output of 33.77 billion yuan compared with
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19.97 billion yuan in Guangdong. By contrast, Guangdong bureaucrats
had built on their local practical concerns and were further embedded
into the local economy by prioritizing the continuity of economic develop-
ment. They sought to protect small producers and petty capitalists while
showing little enthusiasm for the theme of “politics in command,” even
during the most politically zealous period in China. These historically de-
veloped state interests and policy preferences had profound influences on
the post-Mao era.

THE POLITICAL AND ECONOMIC LOGIC OF PRODEVELOPMENT STATES
IN POST-MAO CHINA (1979—1990)

Unlike the Maoist period, when state legitimacy was largely based on the
Communist ideology that appealed to the interests of peasants and work-
ers, the post-Mao Chinese regime explicitly centered its legitimacy on eco-
nomic performance (Lee 1990: 412; Lieberthal 2004: 246; Zhao 2009).
The Dengist reforms in 1979 placed the task of development as the cen-
tral priority, replacing the Maoist emphasis on politics in command. Two
sets of institutions introduced in the reform period—the cadre evaluation
system and the fiscal contract system—have provided political and eco-
nomic rationales for local bureaucrats to pursue rapid economic growth
and industrialization.

First, the hierarchical cadre evaluation system—Dbased on the nomen-
klatura system established during the Mao era—instilled strong political
incentives for local bureaucrats to accomplish policy mandates and build
political achievements through economic and industrial performances. Ini-
tiated in the mid-1980s by the Central Organizational Department, the
system is a complex institution that uses a range of policy targets (typi-
cally 20 to 30) in various domains of economic and social development to
evaluate the performance of the local cadres.” Each target has a numerical
value and is assigned with different weight, so that cadres receive a score
based on the accomplishment of these targets. The major evaluation pro-
cesses consists of (a) the evaluation of the leading group cadres of a given
administrative level by the upper administrative level government and (b)
the evaluation of other cadres in various government agencies by the cor-
responding agencies in the upper-level government or by the leading group
cadres of the same level, depending on whether the vertical or the horizon-
tal authority is dominant (Huang 1996: 29-31; Lieberthal and Oksenberg
1988). This means, for example, that the party secretary and other leading
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officials in Suzhou City are evaluated by a group of leaders from the Jiangsu
province, while a cadre in the Suzhou Bureau of Science and Technology
is evaluated at different times by the Suzhou Provincial Department of Sci-
ence and Technology or the leading cadres in Suzhou City. The results of
the cadre evaluation are closely associated with each cadre’s office tenure,
remuneration, and prospects for promotion (Huang 1996; O’Brien and Li
1999; Li and Zhou 2005; Whiting 2001: 268; 2004). Even in provinces and
prefecture cities where the formal procedure of evaluation has not been
introduced, local officials perceive that political and administrative achieve-
ment constitutes the necessary condition for political promotion.®

Although the detailed policy targets used in the leading group evalu-
ation vary across localities and over time, they all reflect the dominant
policy concerns in that domain, whether the target is the index of public
security in the domain of social progress or per capita area of green space
in the domain of environmental protection (see Chapter 4). Among all the
domains, however, targets in the domain of economic development—par-
ticularly GDP, gross industrial output, and fiscal revenue—are almost al-
ways ranked at the very top and are attached with the heaviest weight,
especially for the evaluation of leading cadres below the provincial level
(city, county, and township levels) (Liu and Tao 2007; Mei 2009; Whiting
2004; Jiangsu Government 2008.).” This is not to mention the evaluation
criteria for government agencies that are directly associated with economic
and industrial development. The institutional design generates competitive
pressure among cadres who seek to advance their career by building up
their political achievements, which propels them to promote the growth
and development of local industrial enterprises.

Second, in addition to motivations to enhance political careers, the
central-local fiscal arrangement has also provided strong economic incen-
tives for local bureaucrats to support economic development. In the 1980s,
the state changed the centralized fiscal system of the Mao era, known as
“eating from one big pot,” to a decentralized fiscal contracting system,
known as “eating in separate kitchens.” On the one hand, the decentraliza-
tion of fiscal institutions granted localities the rights to economic surplus
and residuals, allowing them to keep a negotiated amount of income to
local coffers generated from the efforts of growth promotion. On the other
hand, the arrangement also posed hard budget constraints on localities so
that they had to rely on their own instead of on the central government
bailouts for local expenses. Both aspects provided local governments with
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motivation to promote industrialization and economic growth so as to cul-
tivate each locality’s own sources of revenue.®

It is within such political and economic institutional contexts that local
bureaucrats actively promoted growth and industrialization in post-Mao
China and achieved a spectacular economic growth. In fact, a spate of lit-
erature has labeled the emergence of prodevelopment states in local China
during the post-Mao era as forms of “developmental states,” “local state
corporatism,” “entrepreneurial states,” and “market preserving federalism”
(Oi 1999; Blecher 1991; Blecher and Shue 1996; Duckett 1998; Montinola,
Qian, and Weingast 1995). These studies argue that local governments have
actively orchestrated local production, supervised and facilitated industrial
performances, and lobbied resources for local enterprises from the upper
levels of the government.

Most of the studies during this period, however, tended to have a nar-
row regional focus and neglected the heterogeneity of local development. In
particular, southern Jiangsu (composed of Suzhou, Wuxi, and Changzhou)
was the best example of successful state-led industrialization through the
promotion of collectively owned township and village enterprises (TVEs).
In a short amount of time, collective TVEs gained distinctive attention
throughout the academic and policy areas and were viewed as the path of
China’s economic success (Oi 1999; Naughton 2007: 271; Qian and Sti-
glitz 1996; Rodrik 2007: 87). However, when more data became available, a
growing number of studies started to question such findings, pointing out
that in other regions of China, especially the Pearl River Delta and South-
ern Zhejiang, private enterprises started to take off at the same time, albeit
often wearing a “collective hat” and registered under a township and village
government (Unger and Chan 1999; Huang 2008; Tsai 2006.).

These diverse findings are consistent with this chapter’s argument. In
the decade after the Dengist reform, places represented by southern Jiangsu
achieved miraculous growth in their industrial development by building
on the Maoist legacy. The legacy was not only economic, in the sense that
the Mao-era bureaucrats passed on many collectively owned resources due
to their zealous support of rural collectivization; the legacy was also po-
litical and bureaucratic, because the state continued to pursue a top-down
planning pattern by changing the political or ideological target from the
Mao era into the new goal of economic growth. The state acted as a large,
multilayered, and vertically organized corporation in which each level of
government was responsible for reaching targets assigned from the upper
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levels while allocating resources for production to the lower level. Publicly
owned firms were ranked and provided credit and subsidies according to
their adherence to the state plan (Oi 1999; Walder 1995). The establish-
ment of private businesses and the competition with collective enterprises,
however, were constrained and punished by the local cadres (Nie 2003;
Sargeson and Zhang 1999). In contrast, in Guangdong and the Pearl River
Delta, local bureaucrats continued to collude with and protect local busi-
nesses, which were often de facto small privately owned businesses but were
registered under the collective umbrella due to the constraint on private
ownership during the initial reform period.

In hindsight, it was understandable that the top-down mode of capi-
talism represented by Jiangsu received far more attention during this pe-
riod because the region had been dramatically successful in its industrial
growth. By 1988, a decade into the post-Mao era, Jiangsu overtook Shang-
hai and became the province with the largest industrial output in China,
reaching 215.3 billion yuan, far ahead of the 131.9 billion yuan of Guang-
dong in the same year. By 1991, Suzhou achieved a total industrial output
of 58.4 billion yuan, almost three times that of Shenzhen’s 19.7 billion yuan
(Suzhou Statistics Bureau 2012; Shenzhen Statistics Bureau 2012; Jiangsu
Statistics Bureau 2011; Guangdong Statistics Bureau 2011).

The success of the local state-led development in China in the 1980s was
similar to the experience in other East Asian developmental states (espe-
cially 1960s Taiwan). The state mobilized resources, orchestrated produc-
tion, and strategically focused its limited resources on large enterprises at
the upper stream of the production chain. These large enterprises drove the
development of the local economy through their connections with mid-
stream and downstream enterprises. For instance, in the initial stage of
accumulating capital and technology for the electronics industry in the
1970s and 1980s, the state focused mostly on electronic enterprises that
were SOEs owned by the Bureau of Electronics Industry or set up dur-
ing the Mao-era “third front” initiative. The large collective firms and the
smaller firms then became the manufacturers and subcontractors for these
SOEs, which were situated in the mid- or lower stream.'® Note, however,
that the local government in China acquired loans, made market decisions,
and guided the production mainly as the owner of the enterprises rather
than as an investment seeker during the 1980s."

If the emergence of a prodevelopment state based on the institutions of
cadre evaluation and fiscal decentralization constitute the precondition for
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the rise of a state—business alliance, the ultimate formation and consolida-
tion of the alliance rests on the emergence of an investment-seeking state
in the 1990s. The success of most public enterprises (both state-owned and
collectively owned) in the 1980s was dependent on the soft credit that the
state provided. In the 1990s, however, the implementation of a tax sharing
system squeezed the local share of budgetary revenue, and the reform of
the banking system posed hard budget constraints on these publicly owned
enterprises by reducing their access to soft credit. Many of these enterprises
experienced losses and substantial debts and became economic burdens for
local governments (Whiting 2001: 265-290). As these enterprises were re-
formed, privatized, or sold, local governments started to search for new
ways to build political achievements and increase economic revenue (Tao
and Yang 2008; Zhao 2009).

As domestic institutions evolved and as China integrated into the global
production system in the 1990s, the local states actively sought external
investments, especially foreign direct investment (FDI). The distinctive
preferences of local bureaucrats that had been developing and formulating
over the 20th century were thus projected onto their choice of global allies,
further locking in the modes of regional capitalism in which localities were
embedded. As has been elaborated in the previous chapters, although the
top-down mode of development was much more successful in the period
before China’s opening to FDI, one saw a “reversal of fortune” in the glo-
balized era (Acemoglu, Johnson, and Robinson 2001), when the bottom-up
approach started to show much more potential for sustained development,
innovation, and upgrading, especially since the 2000s.



CHAPTER 7

Making Economic Policies Work

In 1955, when “made in Japan” was still associated with cheap, low-quality
products, a small Japanese company was struggling to develop an export
market in the United States for its new transistor radios. A well-established
U.S. company, the Bulova Corporation, placed a large order of 10,000 ra-
dios under the condition that the radios would be produced under the Bu-
lova name. Although the order was worth ten times more than the total
assets of the Japanese company, Akio Morita, the founder, decided to de-
cline the lucrative offer and to focus on developing the competitiveness of
their own brand’s product on the international market, with support from
Ministry of International Trade and Industry (MITI). The company later
earned a worldwide reputation under the name of Sony.

The story would be very different within the current Chinese context.
The Chinese bureaucrats might have stampeded to attract Bulova in the
1990s. Then, with the rising concern for local competitiveness and rapid
changing of technology, officials would have responded by fighting to
demonstrate that Bulova was still important and relevant and would have
encouraged outsourcing production to local producers. Only few of those
producers could have made the entire radio and perhaps had their own
brand; instead, a majority of the domestic manufacturers would have pro-
duced doors, plugs, and shells for the radio. With this in mind, the path
of Japan’s industrial success may not be viable or even desirable for China.

The Chinese economy, in other words, has been integrated into the
world economy substantially differently from the way Japan’s had been in
the 1950s and 1960s, despite the fact that both countries have been large
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exporters. In the 1980s, when Chinese local governments and firms were
searching for their own ways of developing and building industries, the
wave of FDI unleashed a new set of processes and dynamics. The direct
involvement of foreign capital in the local economy called for new ways
for the government to coordinate relations among businesses, and it has
brought substantial changes to the Chinese local economy. At the same
time, however, these changes reflected the deeply rooted patterns of local
Chinese capitalism that were familiar to local bureaucrats and businesses.

This study precisely explores the way in which local Chinese bureau-
crats, under the rules of fragmented competition and cadre evaluation and
in pursuit of their political and economic interests, participated in the cam-
paigns of FDI seeking and domestic upgrading in a globalized era. Bureau-
crats who lived in a highly mobilized political environment often sought
to strike alliances with large global firms that would benefit their political
careers. This gave rise to a narrow developmental coalition that exacerbated
inequality in local production and dampened the upgrading incentives of
local producers. Bureaucrats who lived in a less vertically mobilized envi-
ronment often individually brokered contracts with small foreign firms,
which turned out to broaden the development coalition within the govern-
ment while providing a more equal developmental space for local producers
in the long run. Although these consequences were not necessarily intended
by the initial state policies, they were shaped by the institutional context
that local bureaucrats established during the process of realizing their own
political and economic interests.

Although this book largely focuses on the era of the Hu Jintao and the
Wen Jiabao regime, it has important implications for the current era under
President Xi Jinping and Premier Li Keqiang. The project contributes to
the understanding of the nature of capitalism in an authoritarian China,
examining the prevalent role of the state in shaping local institutions and
trajectories of development, even in sectors that are increasingly liberalized.
Rather than assuming a benevolent or predatory role for the state, the study
draws attention to the actual incentives of the bureaucrats and the local
institutions that generate such incentives. The role of the state in direct-
ing the economy has been further strengthened in the Xi Jinping era. On
the one hand, President Xi pushed for further enhancing the indigenous
innovation capacity, and Premier Li Kegiang has been promoting “Made
in China 2025.”" On the other hand, to reduce the anxiety of foreign
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investors, Premier Li Keqiang has emphasized the continued attraction of
FDI in free-trade zones and curbing administrative intervention in mar-
ket activities.” Although most bureaucrats were less bold at expressing their
views under the Xi-Li regime, most of them agreed that China has entered
a tricky period in which the balance of interests among bureaucrats of dif-
ferent departments could be even more essential for China’s performance in
nurturing domestic competitiveness.?

State incentives are important, but state-led development operates in
fundamentally different ways in an economy that is open to FDI compared
to economies that are relevantly isolated from the penetration of foreign
capital. On the one hand, the local state has the authority to determine
the types of foreign firms that are allowed to enter a locality. On the other
hand, foreign firms also alter the microfoundation of state policies by gener-
ating coalitional as well as structural influences in local policy making and
implementation through the local bureaucracy. What has been observed
in the Hu—Wen era still remains true in the Xi-Li era, although with new
elements added to the economy.

The varieties of local capitalism approaches that have emerged from this
study disaggregate the monolithic view among Western observers regard-
ing either the rise or decline of the Chinese economy by investigating the
heterogeneous patterns of local development and upgrading. Even with
leadership reshuffling, certain elements of local capitalism are highly per-
sistent. At the same time, even when the core elements are kept, there are
also sources of institutional evolution and change in the current period and
future.

China’s Local State: Taking the Incentives of Local
Bureaucrats Seriously in the New Era

This study is about the interaction of global capital and local states. The
conclusion we eventually come to, however, is that even in a globalized era
with rising capitalism the state continues to play a significant role. This is
not merely because of the authoritarian nature of China’s regime; it also
stems from the decentralization of economic policy making and imple-
mentation. The ways that local government officials influence the economy
and businesses have diverged across localities, depending on the percep-
tions and policy tools of the bureaucrats. With China’s transition to a mar-
ket economy and with the increasing percentage of private enterprises, the
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state’s role went beyond public ownership by its making of direct instruc-
tions to enterprises on production plans, as seen in the initial reform period
in some of the centrally monopolized sectors. However, even in manufac-
turing industries, local bureaucrats, as the agents of the central state, have
continued to play important roles by responding to the signals of central
policy paradigms, by advocating their own interests, and by forging alli-
ances with business clients. At the most profound level, these bureaucrats
shaped the emerging institutional context of the varieties of capitalism in
which businesses operated.

Studies on local political economy, especially the role of local states in
China, have employed various terms, including local state corporatism (Oi
1999), corporatism Chinese style (Unger and Chan 1995), entrepreneurial
state (Duckett 1998), developmental state (Blecher and Shue 1996), local
mafia state (Pei 2006), nomenclature capitalism (Saich 1992), bureaucratic
capitalism, and capitalism with Chinese characteristics (Huang 2008).*

These studies captured the various roles that the Chinese state plays in
governing the economy, but they also suggest that further work needs to
be done to examine the incentives of local bureaucrats, especially regard-
ing the variation of the incentives that many of the previous studies failed
to capture. This aspect is especially important when bureaucrats are found
to implement policies selectively (O’Brien and Li 1999). What determines
the response of local bureaucrats to central policy signals? What enters into
the calculation of local bureaucrats when implementing economic policies
and allocating beneficial policies? What goals do local bureaucrats tend
to prioritize?

This book suggests that the preferences of local bureaucrats and their
perceived interests drove their choice of strategies both before and after the
era of globalization and in the period of local upgrading. Yet, at the same
time, the consequence that such strategies produce on the economy rein-
forces bureaucratic preferences, and has instilled a strong path dependence
so that bureaucratic interests and behaviors have become embedded in the
local forms of capitalism in the long term. When the central government
decentralized FDI-approval authority, some local governments asked how
to maximize their political achievement by prioritizing large multination-
als, whereas, in other localities, they maximized local income and brought
in smaller projects through flexible adaptation. On the central state’s deci-
sion to shift attention to the promotion of domestic competitiveness, some
local bureaucrats were immediately threatened and went out of their way to
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weaken the new policy, whereas others were able to minimize interdepart-
mental competition and directed their energy toward building resources
for localities.

Therefore, despite the fact that bureaucrats across China are governed
by the same set of institutions—the cadre evaluation systems, the fiscal-
contracting system, and fragmented competition—there have still been dif-
ferent ways of prioritizing and maximizing political or economic interests,
shaped by long-established patterns of development strategies. At the same
time, the business allies that the state chose—foreign and domestic—have
conditioned their future choices of business allies and their ways of adapt-
ing to central policy changes.

The emphasis on the importance of local states does not directly deny the
role of business-level institutions and networks (Hamilton 2006; Kennedy
2005). Rather, it shows that, in an authoritarian country where businesses
do not have a direct role in setting the agenda and implementing policies,
the local bureaucrats, by pursuing their own political and economic inter-
ests, can influence the incentives, ambitions, and behaviors of local firms.
In other words, whether a region has a vibrant business environment that
facilitates learning and innovation should not be treated as an external fac-
tor in addition to causes studied herein. Rather, such an environment was
endogenously determined by the dominant interests of local bureaucrats
and the state—business relations arising from such interests.” This finding is
in stark contrast to the studies of comparative capitalism in more advanced
democratic countries, where the government’s economic policy making is
dependent on firm-level institutional advantages and may be punished by
producer groups (Hall and Soskice 2001: 45—54). In an emerging, authori-
tarian economy, the state is not the rule follower but the rule shaper for the
economic and industrial activities of domestic producers.

Going Forward: Local Capitalism, Leadership, and
Possibilities of Institutional Change

One caveat is needed about this study. I am not arguing that cases studied
in this book are the only patterns of local capitalism in China. There were
the typical cases, but there were also cases that fell into the intermediate
category with mixed elements of the two typical cases, as Chapter 4 and
Chapter 5 suggest. In fact, a study has identified a total of 42 regional
development models found in various studies of local political economy
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in China (Zhang 2001: 88-89). Unpacking the heterogeneous patterns of
political economy and industrial upgrading in China helps us to go beyond
the monolithic view of the country’s economy.

Despite the vast regional heterogeneity, one should also avoid the pitfall
of calling each region a distinct model without examining its influence
and representativeness. The patterns of state capitalism studied in this book
emerged from the two largest manufacturing bases in China, the Yangtze
River Delta and the Pearl River Delta. Their upgrading strategies are influ-
ential and were implicitly and explicitly copied by other Chinese regions
and localities, as governments in the rest of China sponsored various field
trips to the two regions. As such, a focus on these two regions, which have
similar levels of development but contrasting bureaucratic preferences and
development outcomes, can help identify key dimensions for placing other
localities in a comparative perspective.® Which regional model eventually
emerges as the dominant pattern at the national level is crucial for under-
standing “the rise of China” from an internal perspective rather than an
external perspective. Instead of focusing on measures such as total GDP,
exports, and high-tech product output—as international observers often
do regarding China—the local perspective advanced in this study directly
tackles the rise of China in its bureaucratic incentives and the upgrading
incentives of the domestic producers.

As has been shown, the regional patterns of state capitalism examined in
this study are highly persistent, as the preferences of the bureaucrats, their
business allies, and their policy tools mutually complement each other.
Does this paint an overly deterministic and stagnant picture without tak-
ing into consideration the role of leadership? Research suggests that this is
not necessarily the case. For example, interviews indicate that when party
secretaries and especially mayors (as mayors often manage the economic
and industrial affairs of the city) are technocrats, they tended to put more
emphasis on (and also have more experience with) domestic technology
upgrades. But such leadership, however, would find it equally difficult to
make a difference if placed in a local environment inimical to the issue of
domestic development.

As mentioned in Chapter 4, Wang Rong has been party secretary of
Wuxi, Suzhou, and Shenzhen during the 2000s, yet the paths of industrial
development in these cities differ. An official whom I interviewed in Shen-
zhen noted that, after Wang Rong and his secretary arrived in Shenzhen,
they had a hard time getting used to the bottom-up, flexible work styles
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of the city, as they came from Suzhou City, where economic policies were
always bureaucratic and top-down. In this case, leadership had to yield to
the long-established local form of capitalism.”

Another possible source of change came from the iterative relations be-
tween central policy paradigms and local development outcomes. As Tsai
(2006) and Heilmann (2011) found, institutional changes in China often
follow a sequence in which formal national policies are adjusted according
to the outcomes of regional policy experiments before new policies are is-
sued. Over the past three decades, FDI attraction and indigenous innova-
tion have been key economic policy paradigms that the central government
has promoted. The Xi-Li government has certainly continued to push
for industrial upgrading and innovation in their plan of “made in China
2025.” At the same time, 11 free-trade zones have been set up across coastal
and inland areas as experiments. In that regard, the current government
has largely kept the previous development paradigms in place while using
new labels. During this change, reforms have been certainly taking place
(mostly under an initiative led by Premier Li Kegiang) to curb local govern-
ment procedures and reduce bureaucratic departmental fights in economic
affairs. Although this reform certainly reflected the central government’s
intention to address problems arising from the previous Hu—Wen period, it
remains to be seen how many substantial changes the reform can bring to
industrial transformation, given that most of the target bureaucratic pro-
cedures have been trivial and marginal to national economic development.

Making Economic Policies Work: Old and New Generations

The study of China’s local patterns of capitalism not only facilitates the un-
derstanding of emerging capitalism in contemporary China but also carries
important lessons in a cross-national context. It has almost become a cliché
to argue that the more backward a country is economically, the stronger
the institutional vehicles it needs to catch up. Following this logic about
the gradation of backwardness among late developers, China would re-
quire even stronger state institutions than Russia to mobilize an industrial
transformation (Gerschenkron 1962). After all, it was recently argued that
China and other developers live in an era of “compressed” development, a
stage in which the time span for development is even shorter than previous
generations of late developers (Whittaker et al. 2010). Yet an examination
of China’s regional variation defies such an expectation. In localities where
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the local state was able to pick the winners in a top-down and coherent
manner, bureaucrats also failed to mobilize the incentives of local busi-
nesses to engage in learning and innovation. The crux of the problem lies in
the changing context for the implementation of economic policies and for
state—business interactions.

In the preglobalized era before the 1990s, directly picking the winners
in a top-down manner through a set of strictly selective state policies was
often an effective way of allocating state support. This was the case with the
state’s support for keiretsu in Japan, chaebols in South Korea, and the large
SOEs in Taiwan. These upper-stream large firms played important roles in
driving up local capabilities and generating spillover effects through for-
ward and backward linkages.® Although it eventually did not develop into
a full-fledged East Asian model, the southern Jiangsu area in the 1980s (as
shown in Chapter 4) started on a path of development that relied on the
driving role of SOEs and large publicly owned enterprises, which was espe-
cially similar to the industrial strategies of Taiwan before the 1970s.

The East Asian developmental economies were certainly integrated
into the world economy and combined the ISI strategy with an export-
led strategy that limited imports and promoted exports. To promote the
competitiveness of domestic enterprises in the world market, the state uses
carrot-and-stick policies to discipline businesses and force them to compete
internationally. Under such circumstances, a state is viewed as most likely
to succeed in its industrial transformation when it has the autonomy and
capacity to pick the industrial winners and enforce its decisions. The key
has been to build development coalitions with businesses and to ally the in-
terests of the states and businesses (Haggard 1990; Chibber 2003). It is also
within such a context that discussions emerged about the advantages of an
authoritarian state in “getting things done” and leading economic growth
compared with multiclass democratic economies such as India (Onis 199r1;
Evans 1995; Kohli 2004). One should note that the integration of the world
economy was mainly export driven rather than FDI driven. After entering
the 1980s, FDI started to penetrate these countries, albeit still in a more
restricted and selective manner. The key, however, is that there was a rela-
tively stable period in the 1960s and 1970s when domestic businesses were
the major participants of globalization through exports and were shielded
from the systematic entrance of foreign firms.

Since the 1990s, however, the rise of global outsourcing and the influx
of FDI into the current generation of developers has brought a new era of
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state—business relations. The surge of exports and FDI often took place at
the same time, with the later playing an important role in the former. It
is not fair to say that countries like China have not experienced a period
of government-sponsored promotion of exports by domestic firms at all in
the 1980s, but the period was relatively brief if it occurred at all (Zweig
2002). As the Suzhou case suggests, it was interrupted and washed away
by the wave of global outsourcing. Among the top recipients of FDI, such
as China, Brazil, India, and Southeast Asia, global firms have become im-
portant development partners of the government, especially in industries
where the traditional industrial basis is weak. Under such circumstances,
how states select business allies and construct developmental coalitions has
become crucial for the survival and development of local producers. The
Suzhou case suggests that, in the new globalized era, the top-down strategy
adopted by previous successful developers may turn out to be counterpro-
ductive. The overlap of foreign firms and exporters and the existence of
large firms have given rise to cohesive and strong vested interests. Addition-
ally, at the same time, because large global lead firms are closely linked to
their long-term global suppliers, attempts to support winners and leverage
local linkages would increase the tendency for lead firms to co-outsource
foreign suppliers to the same region. Rather than helping local producers
to move up the value chain, such policies risk narrowing the developmental
coalition, reinforcing the inequality between global firms and local pro-
ducers and depriving the latter of supportive resources. In contrast, the
bottom-up approach, although less prominent in the preglobalized era, pro-
vides a more suitable institutional environment for the state to mobilize the
incentives for upgrading among domestic firms within the new context.
China is certainly not alone in striving to develop indigenous businesses
within the context of an increasing penetration of global capital. A spate of
work over the past decade has examined the opportunities and pitfalls for
the current generation of developing countries to attract foreign investors
(Lall 2000; Scott and Storper 2003; Jordaan 2011; Ivarsson and Alvstam
2005; Salim and Bloch 2009; Zhang 1999; Zhou and Tong 2003; Huchet
1997; Yeung, Liu, and Dicken 2006). Not only does research on other Chi-
nese cities directly resonate with the findings of this study, but studies in
Southeast Asia have also suggested the challenges of using MNC:s to induce
local development (Doner 2009; Ritchie 2005). In Vietnam, the launch of
the Doi Moi reform and the inability to develop competitive state enter-
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prises have given way to the rise of FDI and private firms, with domestic
private firms directly participating in exports but striving to build their
competitiveness (Beresford 2008; Anh, Duc, and Chieu 2014). In Singa-
pore, it remains a big concern for the People’s Action Party to build the
indigenous capacity among the relatively weak local private firms, even
though FDI had brought significant success in the earlier years of devel-
opment (Prime 2012). In Thailand, the influx of FDI brought an export
boom in the 1980s, but the incentives to improve competitiveness among
domestic private firms remain weak at the same time that the state tried to
fight with rent-seeking behavior between the government and businesses,
as the government started to show tendencies of being captured by nar-
row vested interests after the liberalization reforms (Doner, Ritchie, and
Slater 2005; Haggard 1998). In Malaysia, the fragmentation of the state and
the relatively weak bargaining power of local officials similarly diverted the
state’s attention away from building a broader coalition of development,
even when the state sought to press for offshore processing from FDI (Do-
ner 1992; Haggard 1998).

These countries have certainly experienced diverse trajectories of devel-
opment under globalization, and making generalizations across national
contexts is difficult. One lesson that resonates with the current study,
though, is that the emulation of a top-down approach embraced by the pre-
vious East Asian developmental states is neither feasible nor desirable. The
presence of both domestic and foreign firms has complicated state—business
relations. As Doner argues in his various works, building a broad develop-
mental coalition is more helpful than merely emphasizing the strength of
the state. Yet, by delving into China’s local economies, this study points
out that the challenge is not simply whether the state can get businesses
on board for the coalition or how much bargaining power the state holds
versus a foreign company. Rather, the state itself is often so fragmented
that different parts of the state apparatus were competing to advance their
interests in the process of implementing industrial and economic policies.
If one agrees that a completely insulated and autonomous state almost does
not exist in the 21st century (that is, certain degrees of fragmentation al-
ways exist) then positive studies on when such fragmented coalitions lead
to more effective implementation of policies as opposed to others will go
a long way toward understanding the political economy of development.
A fragmented government can facilitate or impede the building of local
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competitiveness, and the crucial explanatory factor lies in how the bureau-
crats’ long-entrenched way of implementing development policies interacts
with global production to produce distinctive forms of local capitalism.

The fast-changing global context influences whether a particular set of
political institutions and state—business relations can provide advantages for
domestic development. As manufacturing has started to relocate to other
countries, and as China begins to make outward investments in Africa,
Latin America, and other developing regions, China may be competing
with the current generation of developers on other fronts. Nevertheless, the
role of the local state remains highly important, as bureaucrats in China are
intentionally harming or promoting the interests of domestic businesses.
The development outcomes are both heavily influenced by state policies and
remain largely out of the control of individual bureaucrats, who see them-
selves as pursuing their own political and economic interests.
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TABLE A.I.

dix

List of interviews cited.

Code Location Year  Interviewees*

BJ002  Beijing 2008  Scholar, Peking University

BJ004  Beijing 2014  Official, Ministry of Science and Technology

BJO11  Beijing 2017  Official, Ministry of Science and Technology

GDO003 Guangdong 2010  Official, Science and Technology Innovation Committee; former
official, Economic and Information Committee

GDO008 Guangdong 2011  Scholar, Guangdong Academy of Social Sciences

GDO009 Guangdong 2010 Manager, optoelectronics company

GDO010 Guangdong 2011  Founder, Taiwan electrical and electronics equipment company

GDO022 Guangdong 2010  Official, Bureau of Commerce

GDO025 Guangdong 2010  Director, computer and mobile phone manufacturer

GDO028 Guangdong 2010 Manager, 3D electronics equipment company

GDO029 Guangdong 2014  Official, Economic and Information Committee

GDO033 Guangdong 2010 Manager, telecommunication equipment company

GDO034 Guangdong 2010 Manager, home electronics company

GDO044 Guangdong 2010  Vice Director, Bureau of Science and Technology

GDO053 Guangdong 2009 Manager, electronics and electrical equipment company

JS003  Jiangsu (@) 2010  Director, Administrative Division, Economic and Technology
Development Zone

JS013 Jiangsu (b) 2009  Director, Division of High Technology, Bureau of Science and
Technology

JS023  Jiangsu (b) 2010  Official, Economic and Information Committee

JS029  Jiangsu (@) 2010  Director, Office of Policy Research, Economic and Technology
Development Zone

JS034  Jiangsu (@) 2010  Official, Bureau of Science and Technology

JS036  Jiangsu (@) 2010 Manager, semiconductor equipment company

JS037  Jiangsu (b) 2008 Official, Economic and Information Committee

JS038  Jiangsu (b) 2010  Official, Bureau of Science and Technology

JS039  Jiangsu (@) 2010  Director, Administrative Division, High-Tech Development Zone

JS043 Jiangsu (b) 2008 Vice director, Division of Foreign Investment, Foreign Economic
and Trade Bureau

JS044  Jiangsu (@) 2010 Manager, Taiwan LCD manufacturing firm
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7045

75046
75056
75057

75062
75064
JS066
75067
75068
75069
75085
75089
75090

SD001
SDOI11
SDO12
SC002
SC004
SHO01
73002
7J012
7J013
7J024

7]033

7J055

Jiangsu (a)

Jiangsu (a)
Jiangsu (a)
Jiangsu (a)

Jiangsu (a)
Jiangsu (b)
Jiangsu (b)
Jiangsu (b)
Jiangsu (b)
Jiangsu (a)
Jiangsu (a)
Jiangsu (a)
Jiangsu (a)

Shandong
Shandong
Shandong
Sichuan
Sichuan
Shanghai
Zhejiang
Zhejiang
Zhejiang
Zhejiang

Zhejiang

Zhejiang

2010

2010
2010
2010

2010
2010
2010
2010
2010
2010
2010
2010
2011

2009
2009
2009
2014
2017
2014
2010
2010
2010
2010

2010

2010

Manager and chief representative, major electronic equipment
and foreign invested company

Official, Investment Promotion Bureau

Official, Foreign Economic and Trade Bureau

Group of officials and directors, Economic and Technology
Development Zone

Vice president, automobile electronics manufacturing company
Manager, camera electronics company

Official, Management Committee, High-tech Development Zone
Director, Office of Policy Research, New District Zone
Official, Office of Policy Research, New District Zone
Manager, mobile phone equipment manufacturing company
Manager, mobile phone equipment manufacturing company
Director, Administration Office, High-tech Development Zone
Director, R&D department, computer equipment manufacturing
company

Official, Bureau of Science and Technology

Vice director, Bureau of Science and Technology

Secretary, Bureau of Science and Technology

Official, Provincial Development and Reform Commission
Official, Bureau of Commerce

Former official, Development and Reform Commission
Official, Economic and Information Committee

Vice director, Bureau of Science and Technology

Official, Economic and Information Committee

Official, Industrial Development Division, High-Tech
Development Zone

Group of officials, the Bureau of Science and Technology,
Economic and Information Committee, the Bureau of Finance,
the Foreign Economic and Trade Bureau

Vice director, Coordination Division, Economic and Information
Committee

* Given that many of the interviews cited involve directors and vice directors, city names are not given to
protect the anonymity of the interviewees. The listed interviews include only those cited in the book.



Notes

Chapter 1: Bureaucrats, Businesses, and Economic Policies in a

Globalized China

1. For examples explaining challenges of industrial upgrading and transfor-
mation in other regions, please see Doner (2009); Cammett (2007); and Schnei-
der (2013).

2. 'This observation is based on gross industrial values 1990 through 2008
provided by national statistical yearbooks in this period.

3. A business is identified as the client for a government agency if the agency’s
function mainly involves regulating the business and the business also relies on
that agency for preferential policies.

4. The number of employees in the state is provided by the NBS (2011).

5. For state-monopolized industries, such as electric power, oil, telecommuni-
cation, and aviation, central state industrial policies have a more direct impact on
enterprises.

6. See Evans (1995) and L. Chen (2008). This body of literature also stresses
the role of business and industrial associations bridging state and business, but
this problem is not the most crucial for the overall context of China, as associa-
tions such as those play a much less important role in implementation compared
to local governments. Further, even in the context of East Asian developmental
states, the role of associations is to help devise better-informed policies, rather
than really dealing with the issue of implementation.

7. Another important element of the global supply chains is the labor stan-
dard associated with the production. See Betliner at al. (2015).

8. For “second image reversed” literature, see Gourevitch (1978); Rogowski
(1989); and Hiscox (2002).
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9. One of the exceptions can be found in Malesky, Gueorguiev, and Jensen
(2014).

10. For an excellent example of how business attributes affect the formation
of coalitions within authoritarian regimes, see Pepinsky (2009).

11. Please also see Rithmire (2014) for analysis of these works in a compara-
tive context with China.

12. For discussion along the Leninist top-down mode of capitalism in China
(regardless of whether in a positive or negative light), see White (1988); Yang
(2004); Huang (2008); and Pei (2006). For studies on the bottom-up develop-
ment pattern of capitalism, see Arrighi (2007); Tsai (2007); Hamilton (2006);
and Nee and Opper (2012). For a dialectic relationship between the two, see
Heilmann (2011) and McNally (2012).

13. For past works that examine the role of the local state in the Chinese
economy, especially the relationships among legacies of economic structure,
current institutions, and the incentives of local officials, see Oi (1999); Whiting
(2001); and Blecher and Shue (1996).

14. Comparative institutional advantages refer to the type of advantages that
institutions provide for firms to engage in specific types of activities. See Hall
and Soskice (2001).

15. This survey was conducted in collaboration with the Chinese Academy of
Social Sciences in 2011 across China’s manufacturing cities.

Chapter 2: Chasing Foreign Capital

1. This took place when the president of the China Automotive Industry
Corporation suggested to the central government that China would benefit from
the transfer of foreign technology through the formation of joint ventures in
exchange for the state’s permission for foreign-brand cars to enter the domestic
market. See Xia (2016).

2. 'The leaders group is led by Vice Premier Wan Li, and the MOE was led by
Jiang Zemin (1983-1985) and Li Tieying (1985-1988); see Pecht (2007: 72).

3. “Yejingshi yu zhongguo yejing de fazhan,” unpublished manuscript.

4. “Jishu luohou” 2011. This situation in flat screens started to change in
2009, when a domestic firm Jing Dongfang began to manufacture 8-inch flat
screens.

5. Although foreign investors were concerned with profit rates, market shares,
and production costs, Chinese managers were usually concerned with the scale of
total production, the amount of exports, and employees’ welfare (Pearson 1991:
1825 Naughton 2007).
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6. 'This is not to mention the fact that some of the JVs were disguised acquisi-
tions, where the Chinese partner was diverted to other products and had nothing
to do with the actual production (Huang 2008).

7. Similar situations occurred in other manufacturing industries as well; the
automobile industry is a typical example (Lu 2006).

8. Interview SDor2.

9. More detailed preferential policies will be given in Table 3.1 later in Chap-
ter 3.

10. Please see Chapter s for further discussion of alternative explanations.

11. Interviews JSo023.

12. The method was first publicly announced in 2008 but was very similar
to the actual method informally used by the province over the past two decades.
See Jiangsu Government (2008).

13. 'This formula was announced by Jiangsu Government in 2009 and ac-
quired by the author through fieldwork in 2010. For full information of the
Jiangsu cadre evaluation system, see the appendix to Chapter 4.

14. This was especially so when the one-level-down appointment system was
implemented in 1984; see Lieberthal (2004) and Landry (2008).

15. Interview JSo29.

16. Interview JSo067.

17. For speeches of vice provincial governor and Suzhou CCP Secretary, see
Xia and Xuan (2000: 439, 445); “Jiangsu sheng renmin zhengfu guanyu jiakuai
kaifaqu jianshe ruogan wenti de tongzhi (The Decision of Jiangsu Government
on Several Questions Regarding the Acceleration of Development Zone Build-
ing” (85); and “Kunshan shiwei, shi renmingzhengfu guanyu jiakuai jingji jishu
kaifaqu jianshe de jueding (The Decision of Kunshan CCP Committee and Kun-
shan Government on Accelerating the Building of Economic and Technology
Development Zone” (101).

18. Interview JSo029.

19. Interview ]JSos7.

20. Interviews JSo57, JS043, and JSo46.

21. Interview JSo4s.

22. Interview JSo046.

23. Also see Kunshan Government (2008).

24. Even within Jiangsu province, the tendency can be illustrated by the fact
that the rural areas, which had more practical concerns about attracting small
FIEs in the early 1990s, had a 17.25 percent higher rate of disbursement than the
average value of the province.

25. Interview GDo44.
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26. Interview GDos3.

27. Interview GDo44.

28. Interviews JS023 and JSo043.

29. Such fuzzy boundaries existed more often between Hong Kong and
mainland investors than between Taiwan and the mainland, as Taiwan’s national

government tended to have stricter control over outward FDI.

Chapter 3: From FDI Attraction to Domestic Competitiveness

1. See Yu and Zhang (2004).

2. Although many view the paradigm as beginning in 2006, I show here that
this paradigm can actually be traced back to a much earlier period and that the
year 2006 was when the paradigm reached its zenith.

3. The 863 Plan was largely targeted at supporting basic research in high-tech
areas, rather than developing high-tech enterprises, whereas the Torch Plan was
aimed at building high-tech industries and commercializing basic research.

4. State Science and Technology Commission, “1999—2000 kexue jishu
fazhan shinian guihua he ‘ba wu’ jihua gangyao” (1999—2000 Ten-Year Plan of
Science and Technology and the Eighth Five-Year Plan) 1991; SSTC and State
Planning Commission (SPC) “Quanguo keji fazhan ‘jiu wu’ jihua he dao 2010
nian yuanjing mubiao gangyao” (The ninth five year plan of science and technol-
ogy development and the long term plan till the year of 2010), 1994 (delayed in
publication after a 1998 conference); see Li and Hu (2007).

5. Ibid.

6. There were debates among high-level elites regarding whether to frame na-
tional policies in terms of “open innovation” (rather than emphasizing the indig-
enous part) or “indigenous innovation.” Eventually, indigenous innovation won
out. Sometimes, the term zizhu chuangxin is translated as “independent innova-
tion,” but most translations view “indigenous innovation” as more appropriate.
This book adopts the translation of “indigenous innovation.”

7. Each locality has its own understanding and interpretation of the policy,
which will be examined in Chapter 4. The current chapter focuses on how
national-level agencies interpreted the speech and indigenous innovation, that is,
the signals that were generated nationwide.

8. State Development and Planning Commission and MOST, “Shi wu keji
fazhan guihua” (Tenth Five-Year Plan of Science and Technology Development),
May 2001 (Li and Hu 2007: 112).

9. Although the State Council announced having cut the number of develop-
ment zones to 1,568 by the end of 2006, many of them still existed in informal
forms. See S. Li (2008).
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10. Due to the lack of nationwide statistical data of development zones below
the state level, it would be hard to estimate the overall number of zones that be-
long to each category. How the two forces play out in localities will be examined
in Chapters 4 and s.

Chapter 4: Local Policy Making, Globalized Coalitions, and Resource Allocations

1. Part of this chapter is reprinted from World Development, Ling Chen,
“Grounded Globalization: Foreign Capital and Local Bureaucrats in China’s
Economic Transformation,” (c) 2017, with permission from Elsevier.

2. The tax rate reflects the legislation known as the Income Taxes for Enter-
prises Act (2007) enacted by the National People’s Congress.

3. Interview JSo37.

4. Interview GDo29. For other studies that have examined city level varia-
tion, see Thun (2006) and Rithmire (2015).

5. Note that the Foreign Economic and Trade Bureau was subsumed by the
Bureau of Commerce in 2010 in Chinese localities; this study relies on research
that largely covers pre-2010 data.

6. Officials believed that by arguing for their own department’s interests, they
also advanced their careers within the department. For a similar point, see Shirk
(1993: 101).

7. 'These cities—Suzhou, Wuxi, Ningbo, and Shenzhen—began attracting
FDI in 1985, 1981, 1980, and 1980, respectively.

8. For this reason, I did not include in case studies any inland cities in the
middle western or western regions for the in-depth case study section; including
them would have made it too difficult to control for economic conditions. How-
ever, these cities will be briefly discussed in a later section.

9. See Appendix 4.2 for an example. Shih, Adolph, and Liu (2012) found that
factional ties, rather than cadre performance, are the main determinant of politi-
cal promotion. However, their study uses the database of Central Committee
members, which is at a much higher political level than this chapter; that is, for
their object of study, the cadre evaluation system may not matter as much as it
does at the local level. See Landry, Lu, and Duan (2015).

10. For instance, after the decline of township and village enterprises (TVE)
in the mid- to late 1990s, the Bureau of TVE was quickly merged with the Bu-
reau of Small and Medium Enterprises, a government agency that subsequently
became a subdivision of the Economic and Information Commission (EIC).

11. Interviews BJooz, SDoor, and ZJor2. See Appendix 4.2 at the end of this
chapter for the list of interviews cited.

12. As far as the enterprises are concerned, a 1982 science and technology
plan conceded that they should primarily introduce technology “from abroad”
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and should move away from independent research. See State Planning Commis-
sion and State Science and Technology Commission 1982. This is in stark con-
trast to the direction taken by the Chinese government in the 2000s.

13. Interviews JSo89, SDor11, and ZJoos.

14. For a detailed account of state business relations and relationship build-
ing, see Lin (2017).

15. Although the rules allowing ministries to directly benefit from the earn-
ings of enterprises were abolished during the 1990s, patron—client relations be-
tween government and businesses (especially with private and foreign firms) are
still prevalent in an authoritarian state that lacks rule of law and property rights
protection (Shirk 1993: 101-102).

16. Technically, there are two ways to examine the overlap of foreign firms
and exporters. First, one can examine the proportion of foreign firms that are
exporters as opposed to foreign firms that sell only in domestic markets. Second,
one can examine the proportion of exporters that are foreign firms as opposed
to domestic firms. The first method is not relevant to our theoretical concern,
however. Whether an FIE exports or not, it will be considered international com-
merce because the investment stems from a foreign business. This method cannot
tell us if clients for the international commerce department are foreign businesses
only or also have domestic businesses. The second method, that is, to investigate
the proportion of exporters that are foreign firms, determines if international
commerce officials have only foreign firms as clients.

17. Interview JSo43.

18. Interview ]So29.

19. Interviews JSo038 and JSo039. See also the People’s Daily (2006).

20. Interview JSo003.

21. Interviews JSo67 and JSo068.

22. Interview ZJoo2.

23. Interview GDoo3.

24. Interviews ZJo13 and ZJo24.

25. Author’s participant observation, March 22 and March 26, 2010.

26. For more on large industrial firms as vested interests, though related to a
different topic, see Lorentzen, Landry, and Yasuda (2014).

27. Interviews JSo4s, JS029, and ZJoo2.

28. In other words, provincial-level bureaucracies—whether in international
commerce or domestic technology—usually do not step in under such circum-
stances, as their relationship with city-level bureaucracies is a professional rela-
tionship rather than one of leadership.

29. Since the late 1990s, there have been back-and-forth reform efforts by the
central state to strengthen the control of vertical lines or horizontal pieces.
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30. Interviews JS038, GDo44, and ZJo033.

31. Interviews JSos6 and JSos7.

32. Interviews JSo45 and ZJoss.

33. Vice mayors were put in charge of a particular aspect of the city, such as
international business and trade, science and technology, culture, environmental
protection, and social organizations.

34. Interviews BJoo4, SHoor, JSo13, and GDoo3.

35. Interviews JSo23 and ZJor2.

36. Interview JSo13.

37. Interview JS066.

38. Interview JS067.

39. Interviews ZJo13 and ZJo33.

40. Interview ZJo23.

41. Interviews ZJo23 and ZJo24.

42. Interview ZJoo3, which was conducted with a group of officials at
Ningbo Bureau of Science and Technology.

43. Wang (2014) would agree regarding the lack of direct political connec-
tions among FIEs.

44. Note that the cities of Beijing, Tianjin, and Shanghai are included in the
data as single cities, due to lack of data, despite being municipalities.

45. The model ends in 2010 because after that year the state adjusted its stan-
dard for what counts as above-scale industrial firms. See Lardy (2014) for further
detail. The estimation did not consider panel data for fixed effects across cities
because the primary interest of this research is variation among cities. Further-
more, between 2007 and 2010, the independent variable and the dependent vari-
ables stayed relatively stable (in spite of their variation across cities), which makes
it very hard to conduct panel data analysis.

46. The definition of large firms is based on that used by the National Peo-
ple’s Congress (2003).

Chapter s: The Microfoundation of State Intervention and Policy Effectiveness

1. Part of this chapter appears in Ling Chen, “Varieties of Global Capital
and the Paradox of Local Upgrading in China,” Politics ¢ Society 42(2; 2014):
223—252. Copyright © 2014. Reprinted by permission of Sage Publications.

2. The full name of the industry, according to the China National Statistical
Bureau, is telecommunication, I'T (computers), and other electronics. It is similar
to the information communication technology (ICT) industry. For the conve-
nience of readers, it will be called the electronics industry in this book.
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3. This is based on the microlevel data conducted in the economic census in
2008. The data were accessed in person through the Economic Census Center of
the National Statistical Bureau of China in Beijing.

4. For the sunan model, please refer to Fei and Luo (1988); Whiting (2001);
and Oi (1999).

5. Note that in 2012 Suzhou had changed to include six districts and four
county-level cities.

6. Peacock was jointly run by the state and the collective, thus had mixed
ownership.

7. Large-scale TVEs share many similarities with SOEs; see Huang (2003).

8. There are also triangle debt problems (largely related to SOEs) and subse-
quently the large nonperforming loans.

9. See Huang (2003: 216) for why the FIEs were most capable of doing so
instead of other nonpublic firms. The fact that the Sunan area was dominated
by public firms in the late 1980s and lacked large-scale private enterprises at that
time also made it hard for nonpublic firms to buy off the large-scale public firms.

10. The case of Peacock was clearly a disguised acquisition, which was not
just to exchange the market for technology but to solve the insolvency of the en-
terprise, whose assets were sold to Philips (Huang 2003: 214).

11. This phenomenon stemmed from the prevalent role of the government in
various aspects of the investment process. Local officials not only controlled deci-
sions on which companies were able to come in and the specific tax and finance
arrangements but also went so far as to specify the exact proportion of the land
to be invested and the pattern in which factories should be built.

12. Interviews JSoo3 and JSo046.

13. Interviews JSo44 and JSo4s.

14. Interview JS036.

15. Interview JSo34.

16. Interviews JS062, JSo64, and JSo69.

17. See Zhang and Zhang (2007: 177).

18. Interviews JS062, JS064, and JSo69.

19. This tendency at the higher management level to expand horizontally
often created tension with the technicians in the R&D department, who favored
moving up vertically. However, the former almost always won the debate, and
the upgrading initiatives were largely quashed. Interviews JSo85 and JSogo.

20. Interviews JS036, JS089, and JSogo.

21. Some of them are not shown in the figure due to space limitations.

22. Interviews GDo33 and GDo34.
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23. As Barry Naughton points out, “Crucial in this process was the ability to
link up with firms in Hong Kong and Taiwan and benefit from incoming invest-
ment from those sources.” See Naughton (1997: 29).

24. Interview GDoo03. See Xu (2009).

25. Interviews GDo8 and GDog.

26. Interview GDo22.

27. Interviews GDo33, GDo34, and GDo28.

28. Interviews GDo44 and GDoo3.

29. Interview GDoz2s.

30. For another example of taking advantage of domestic markets for upgrad-
ing, see Brandt and Thun (2010).

31. Interview GDorto.

32. This means that the dataset excludes 59 cities that did not have electronics
FIEs, as they were missing the main predictor that this chapter was interested in
at the city level. The dataset also does not include three cities that each have one
FIE in the electronics industry but do not have any domestic industries.

33. There is certainly much criticism of using patent applications as a measure
of upgrading, such as the argument that patent subjects can be trivial and that
they are often driven by policy targets. However, the decision to use this measure
stems from the fact that it maintains a level of consistency with other literature
on the subject, given the limited quantitative measures that one can possibly find
for firm upgrading behaviors. Using patent applications also shows the level of
effort that a firm is willing to put into upgrading and innovation, which is con-
sistent with R&D expense.

34. Although what matters ultimately might be the outcomes of upgrading
and innovation (which often lack reliable measures), at the stage where China is
now, simply motivating firms to engage in these kinds of behaviors is difficult
and therefore worthwhile to examine. In fact, firms that invest a high proportion
of sales in R&D (such as Huawei in Shenzhen) are often observed to have success
in upgrading.

35. This means that private firms have to rely on informal finance in most of
the cases; see Tsai (2002).

36. Note that this does not imply that foreign firms directly cause the decline
of the local developmental state or the decline of TVEs. It means, instead, that
the context is so different that what worked with domestic businesses does not
necessarily work with foreign firms. For studies on how global firms affect local
industrial upgrading in Southeast Asia, see Doner (1992, 2009). For the influence
of FDI on domestic politics, see Malesky (2008).
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Chapter 6: Varieties of Local Capitalism in Historical Perspective

1. This understanding of bureaucratic interests does not necessarily involve a
deeply constructivist approach, but it does entail a thicker understanding of “in-
terests” along the lines of historical institutionalism and norm-based argument in
policy implementation. For a good example of norm-based argument, see Herrera
(2010).

2. For varieties of capitalism, see Hall and Soskice (2001). For historical insti-
tutionalist perspective, see Thelen and Steinmo (1992); Thelen (1999); Mahoney
(2010); and Pierson (2004).

3. For the ranking of social classes in imperial China, see Lieberthal (2004:
7-17).

4. Please note that in terms of national background, this “New Leap For-
ward” is related to Hua Guofeng rather than Deng Xiaoping. Deng did not beat
Hua until later.

5. For the cadre evaluation system, also see Chapter 4.

6. Interviews ZJo33 and SCoo4. Although it is an empirical question whether
achievement has led to promotion, and studies have debated this issue, local of-
ficials seem to think so.

7. At the provincial level, there is still substantial debate around whether
economic performance or other factors such as factional policies determine the
promotion of bureaucrats. See Shih, Adolph, and Liu (2012) and Li and Zhou
(2005).

8. Oi 1999; Wong 1992; and Qian and Weingast 1997. The introduction of
tax-sharing system in 1994 has brought changes to state—business relations, as
will be shown. But the decentralization of responsibility for local expenses has
continued to push local governments to search for sources of revenue, among
which local enterprises remained to be a key contributor.

9. Note that northern Zhejiang, where the city of Hangzhou is located,
resembles Suzhou and the southern Jiangsu model and is quite different from
Southern Zhejiang, where Wenzhou and Taizhou are located.

0. During the 1980s, they were often called jointly run (/ian ying) enterprises
between state-owned and collective enterprises. But the actual production that
these collective firms engaged in was subcontracting.

11. Thus, to the extent that there was a state—business alliance, the relation-
ship remains self-evident, as the state was not separate from the business in pub-

licly run enterprises.
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Chapter 7: Making Economic Policies Work

1. For more detailed information on “Made in China 2025,” please visit the
website of the People’s Republic of China (2016).

2. For foreign firms’ concerns about the “Made in China 2025” plan, see Hsu
(2017) and Bradsher and Mozur (2017).

3. Interviews BJor1, SCoo2, and SCoo4.

4. For an earlier review on the study of the Chinese state, see Baum and
Shevchenko (1999).

5. Alchough it is not the major focus of the study, I also found that in the
Jiangsu region industrial organizations tended to be co-opted into the local gov-
ernment, whereas the chambers of commerce in Guangdong and southern Zheji-
ang regions tended to emerge spontaneously among businesses. This corresponds
to the top-down and bottom-up natures of the local capitalism under study.

6. For another example of study that compares top-down and bottom-up
patterns of developmental strategies across two regions in China (Yunan and
Guizhou), see Donaldson (2011).

7. Interview GDo22.

8. See Johnson (1982); Amsden (1989); Wade (1990); and Hobday (1995).
After the 1970s, Taiwan’s small and medium enterprises began to play the major
role in high-tech industries. See Wu (2005).
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