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1. I ntroduction

Since the breakdown of the communist world, caigital has been considered as the
unrivalled model of economy and society — a commictleeply rooted (not only) in Western
culture (Miller 2005). The late 1980s and early A9%aw a widespread ascendancy of neo-
liberal thought indicating that a singular world ofarket unification and institutional
convergence was about to emerge. In the debates pblicy reforms this development was
reflected by the prominence of the so-called Wagthim ConsensusBut soon after this
vision of a unitary and all-encompassing capitalisad been expressed, critics started to
voice their concerns, pointing to “ostensibly resit differences in the organization and
trajectories of capitalist systems, regimes and ete3dPeck and Theodore 2005: 1). It is
noteworthy that differentiated patterns of instanal matrices underlying market exchanges
have not only emerged in advanced market econorbigsalso in emerging and transition
economies. Even more remarkable is the observdiainChina, the fastest growing economy
over the past thirty years, managed to sustaingbby, effectively fight poverty, and
sustainably address the challenge of structuraigiavithout substantial external support and
against orthodox policy recommendation of mainstreaconomists and international
organizations. Instead, the country pursuedvts gradual and highly pragmatic approach.
Moreover, the Chinese transition experience sirgég8has been an illustrative example that
the state, i.e., central as well as regional malitauthorities, can and need to play a key role
in transformative institutional change and innowatiState guidance and intervention interact
with evolutionary bottom-up processes to bring @abwew institutional arrangements and a
new market-oriented institutional environment.

This essay takesMorthian perspective and defines insitutions as the fomuak and
informal constraints including their enforcementamanisms which underlie economic and
political exchange and shape human interactiortititisns provide the incentive structure
for the behavior of political, economic and othegamizations. North (1990a, 1994, 2005)
argues that economic change and development essedipend on thadaptive efficiency
of a country’s institutional matrix, i.e. a socistydynamic capability and capacity to craft
institutions which are productive, broadly accepted fair, stable, and yet sufficiently
flexible to adapt to new circumstances as a resgpdnsexogenous shocks or to growing
tensions inherent to society’s development. Thisepaaims at identifying the adaptively
efficient features of China’s institutional matriwhich help to explain the economy’s
sustainable shift towards a higher trajectory afineenic growth and development which not
only benefits political elites or powerful factigrimut the population as a whole.

The paper is structured as follows: Section 2 mhesia brief overview of the
Varieties-of-Capitalism (VoC) approach. This apgetar be a useful starting point for two
related reasons: (i) if there is neither a bludpdn best-practice approach to institution

! See Williamson (1990) regarding the rationaléhefWashington Consensus. Critical discussionsean

found, e.g., in Ahrens (2002) and in Rodrik (2006).



building nor a universal model of a market economg, need to explicitly account for the
diversity of institutional outcomes of economicaeh and development; and (ii) if we seek to
identify and to assess key features of institutichange in China, a differentiated framework
for orientation is useful. Section 3 introduces tioéion ofadaptive efficiencyhich serves as
a guide to the following analysis of the politigusiitutional foundation of economic reform
in China. In Section 4, key components of the Céegnmstitutional matrix since 1978 are
identified which helped to make the economic dewelent process adaptively efficient.
Conclusions follow in Section 5.

2. Capitalist variations

Hall and Soskice (2001) claim that economic develept and policies follow path-
dependent trajectories and entail a set of manialgitalist variations. But frequently, a
country’s institutional architecture tends to ewkither towards a liberal market economy
(LME) or towards a coordinated market economy (CME)th types are seen as extreme
forms of political economies representing the twoepends of a spectrum along which
nations can be arrayed.

2.1 Varietiesof capitalism

In LMESs, transactions are mainly organized throogmpetitive markets and hierarchies. The
preference for market-oriented institutions indueetypical pattern of corporate behavior:
firms will invest inswitchable assetsuch as general skills and multi-purpose technesyg
because these do not tie up corporate resourcéseimong-run, but facilitate a short-run
realization of value. Hence, companies will be maftentive to current earnings and to their
share price on equity markets. Moreover, LMEs dnaracterized by deregulated labor
markets and strong product-market competition. i dontrary, in CMEs, a much higher
tendency to invest corporate resources into speg#sets exists, the value of which cannot be
realized rapidly. Instead, it is based on the awdity of patient capital and the expectation of
cooperative behavior of other actors (Peck and ddwe 2005). Hence, a longer-term
orientation prevails, and coordination problems @ienarily solved drawing on non-market
relationships such as networks and centralized cadggms — the so-called strategic
coordination. This preference for network-basedrapghes in one sphere (e.g., in the
financial system) is likely to produce mutually rigircing spillover effects in related
institutional domains. Therefore, CME charactersstalso include cooperative industrial
relations, high levels of vocational training, weakd product-market competition and strong
information exchanges through more or less fornmrafgssional associations favoring the
establishment of common industrial standards (Amab003). LMEs and CMEs thus
represent coherent configurations of complementastitutional elements. This helps
stabilize the respective system, makes institutisae-enforcing and institutional change
path-dependent (Miller 2005).



2.2 Ingtitutional complementarity

Institutional complementarity exists if one (or mpinstitution(s) enhance(s) the effects of
(an)other institution(s). If, e.qg., the efficacylabor market institutions depends on a specific
type of institutions for corporate governance, teforts to assess the impact of labor market
rules that do not also consider the nature of aatpogovernance may generate misleading
conclusions (Hall 2005). This interaction effectdsofor most kinds of institutions. Crouch et
al. (2005) point out that institutions are not ajwadesigned to be complementary —
complementarity is often discovered at a lateresiagime. This means that a high degree of
experimentation is involved in the process of m&bn creation. The key lies in the
perspective which regards political action as driv®y the interests of individual actors,
meaning that “politics is usually about who getsatylwhen, where and how” (Hall 2005:
376). As an actor-centered and rationalist approsol€ theory conceptualizes the political
economy as an environment populated with entrepraadeactors seeking to advance their
interests as they construe them and looking forswiaynake institutions work for them.

The notion of complementarity implies that it ist possible for a capitalist regime to
easily switch from one system to the other. Setffogcing differences imply diversity in
forms of capitalism, which represent a so-calledngarative institutional advantage of
nations: LMEs exhibit different patterns of innaeat and technological change as well as a
different industrial specialization compared to ith€ME counterparts. LMEs have a
comparative advantage in industries where competiéss is based on a firm’s ability to
quickly adapt to changing market conditions. Rddicaovation patterns prevail. CMEs, on
the other hand, have their competitive advantagadiustries where success is based on
building up cumulative knowledge and company-specskills. Incremental innovation
prevails in this system (Miller 2005).

3. Institutional change and adaptive efficiency in a political economy

While the VoC approach analyzes the institutionddus of different market systems, allows
to classify market orders, and explains the excgenf institutional complementarities and
comparative institutional advantages, it does eeitdnalyze the way towards such a distinct
market order nor does it identify the conditionsdemn which different sets of economic
institutions are emerging. The following consideras take up these challenges and argue
that it is specific characteristics of an instibutl matrix which enhance the adaptive
efficiency of an economy.

Particularly, North’s theory of institutional chamgwhich seeks to integrate the model of
induced institutional change, the pillars of cadliee action theory and the role of informal
institutions, has greatly enhanced our understgndafi historical and contemporary
institutional changé.Since it explicitly models the interdependenciesieen the economic,

2 The following paragraphs are essentially drawmifiAhrens (2002).



political, and socio-cultural suborders of societtye Northian approach goes beyond the
realms of traditional institutional analyses. Thiere, it is particularly useful for exploring the
critical determinants of economic performance tgifotime and the still puzzling questions
concerning the politico-institutional foundationd economic reforms. The following
discussion synthesizes the essential pillars offRomodel of institutional change in general
and the importance of political institutions ther@ particular (see Figure 1).

North (1990a) explains the development of, and gham, institutional arrangements
through a complex interdependent process amongizagans and between them and formal
and informal institutions. He explicitly rejectsethpostulate that only the most efficient
institutions will survive over time. On the contyatinstitutions may, and in fact do, yield
transaction cost-increasing effects and often teaatonomic stagnation and even decline.

According to North and his followers, the institrtal and organizational structure of a
society is the key variable to understanding ecaaayrowth and development. While the
institutional matrix, i.e. the whole of a societyisstitutions, defines (together with the
traditional constraints of economic theory) the anppnity set available to individual choices,
it is individual entrepreneurs (political and ecomno) and organizations that are the agents of
institutional change. The interest groups and degdions of a society evolve as a
consequence of the opportunities and hence in@ntivat are provided by the institutional
matrix. Organizations are purposeful entities cosagoof individuals who act collectively in
pursuit of shared objectives (to maximize profitsl avelfare, to extend power; but ultimately
to survive). North (1995a and b) states five prapmss which explain institutional change:
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Figure 1: A stylized Northian model of institutidrelange




1. The existence of scarcity and competition is skerting point to explain institutional
change (see Figure 1). This setting implies a oootiis interaction among organizations
and between them and institutions.

2. This endogenous competition as well as exogewsbasges such as changes in relative
prices or technologies force organizations conbtaatacquire new knowledge and skills
that are necessary to survive and to achieve imateedbjectives. The investment in skills
as well as knowledge, in turn, shapes the evolyegceptions of individuals and
organizations about present opportunities and elsowehich will incrementally, though
steadily, modify or replace existing institutionsrew ones.

3. Since the existing institutional matrix deteresrthe costs of transacting and provides the
overall incentive structure, it not only constraiastual choices, but consequently
determines the kind of learning that actors peecéwhave the highest payoff. This implies
that (induced) institutional change will not ne@egdyg be efficient in the sense that more
productive, growth-enhancing arrangements will e@olSince every institutional matrix
provides mixed incentives favoring both redistribet and productive activities, the
performance of an economy will depend on the nedatveights attached to each category.
If actors perceive that redistributive activitieavik the highest returns, organizations are
expected to invest in rent-seeking and similavéets. If, however, the maximum payoffs
are perceived to result from productive activityjganizations will seek to acquire
knowledge and skills that help to increase proditgt?

4. The perceptions of individuals and organizatioaetors, which eventually shape their
choices, are essentially influenced by what NodB9%6a: 7 and 9) calls “the mental
constructs of the players”, that is “the way thendhinterprets the information it receives”.
These constructs result from genetic evolutiontucal heritage, progress in scientific
knowledge, and current experiences such as loaaliteg (Denzau and North 1994; North
1994Db). This implies that — given the same factise—choices of different individuals may
be based on different interpretations of the ewdeand different perceptions about how
the world around them is and how the world oughtb&o Hence different subjective
ideologies may lead to different actions. Althoudeologies economize on transaction
costs and facilitate information processing, aisight correction of individual perceptions
which would imply convergence towards a single Eoguum can hardly be expected. Due
to bounded rationality, individuals will lack a cpfate information feedback regarding the
consequences of their choices. Thus, becausefefatt actions of individuals having the
same preferences, multiple equilibria can ensuet(NK992).

5. Institutional change is incremental and subjegiath dependence in ideas, ideologies, and
institutions. Hence economies cannot reverse tesielopment direction overnight. This is
due to the network externalities, economies of ecagnd complementarities that are

¥ See North (1990b). Note, in this context, thabeiety’s investment in formal education as welbasic and

applied research may possibly be an even more tesgeterminant of the future development directad
its economy. This kind of investment will basicalBflect the perceptions of political decision make
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inherent in the institutional matrix. Organizatiotiet exist in a particular society, their
internal structure and relations as well as themglex contractual and other relations with
other organizational entities in the economy arel fiblity have been built on the given
institutional matrix. Therefore, organizations teondhave an interest in maintaining (most
of the elements of) that matrix. Furthermore, ticomes of current learning processes,
which have induced the present institutions, camstfuture choices. As organizations
evolve over time to capture potential returns meffectively, they will gradually seek to
alter the existing institutional constraints; erthadirectly through the interaction of
organizational behavior and its impact on changmigrmal rules; or by seeking to alter
formal institutions directly. “In either case”, B®rth (1989: 667) argues vividly

the change is an incremental process; the resuthaisands of individual decisions by organizatiamsl their
entrepreneurs which cumulatively are altering thstifutional framework over time. Thus short-ruroffiable

opportunities cumulatively create the long-run pattchange. The long-run consequences are oftarianted for two
reasons. First, the entrepreneurs are seldom stéeren the larger (and external to them) conserpeeut the
direction of their investment influences the extentvhich there is investment in adding to or disismating the stock
of knowledge, encouraging or discouraging factobitity, etc. Second, there frequently is a sigrifit difference
between intended outcomes and actual outcomeso@atcfrequently diverge from intentions becaustheflimited

capabilities of individuals and the complexity bétproblems to be solved.

More radical institutional change may only occuolifjanizations pursuing different interests
come into being and if the emerging inter-orgamixeat! conflicts cannot be overcome within
the given institutional framework.

The characteristics of institutional change justaded do not reveal whether or not this
change will be efficient. If we are concerned witle dynamic implications of the interaction
among organizations and the interdependencies batweganizations and institutions for
economic performance, we need to go beyond thie stamcept of allocative efficiency that
presupposes a given institutional framework. Thoeeef North introduces the concept of
adaptive efficienc§ This concept rests on the assumption that a grifly flexible
institutional framework, that will provide low traaction costs, facilitate credible
commitment, suitably adapt to a changing demograpkechnological, and political
environment and smoothly absorb exogenous shosks,conditio sine qua norfor the
emergence of efficient markets and sustained ecmnperformance. More specifically, a
dynamic economic evolution, that results from gystec and continuing investments in
learning and the application of the new skills dubwledge to economic and political
exchanges, needs to entail specific institutiotaracteristics if the society is to be shifted
onto a higher trajectory of development. These @rigs, similar to technology development,
concern a society’s willingness and ability to aogskills and knowledge in productivity-
enhancing activities, to foster innovation, to umalee creative activities, and to take risks.
They also concern societal characteristics of amamg current bottlenecks and problems,
e.g., relating to policy reforms, as they arise gatlto provide secure political and economic

4 See North (1990a, 1992, 1995a, and 2005) andd@®e(lk985 and 1987) for further elaboration.



rights. While North (1990a and 2005) concedes d$batal science research is far from having
elaborated all criteria that ensure adaptive efficy, he persuasively argues that the
institutional matrix is the key that determines thegree to which innovations, trials, and
experiments will be encouraged in a given socigdy. it is the incentives resulting from the
overall institutional structure that guide learnipgocesses and the emergence of tacit
knowledge. The underlying process of acquiring kieolge will direct individuals and
organizations gradually to create new instituticarahngements.

Similarly, Eggertsson (1998b) argues that due tnbed rationality as well as incomplete
private and public policy models, institutional olge is often continuous and incremental.
Both the private and the public sector seek to tstded and estimate the interdependencies
as well as the relevant properties of the socistdlsystems. Private agents, e.g., seek to
identify new margins of business operations; eitbbefind ways of making their productive
activities more profitable; or to soften the coastts to their businesses. Government
agencies attempt to constrain private actors mibeetavely by improving their understanding
with respect to the relations between policy instents and targets. All actors gradually
revise and update their economic models and acuglkdireinterpret the need for, and
implications of, institutional rules, constrainemd enforcement mechanisms. Then through
the interactions of private and public actors,itn8bnal arrangements change over time. As
Eggertsson (1998b: 27) concludes: “The directionclohnge can be toward collectively
rational outcomes or toward collectively irratiormitcomes, and the direction may not be
fully understood until relatively late in the garhe.

It follows from the preceding arguments that arntifa8onal matrix will be adaptively
efficient, yield collectively rational outcomes, carbe suitable to resolve conflicts and
problems over time, if it

(1) provides individual actors and organizationghwncentives to pursue various trial-and-
error searches for conducting activities and hgerenits a large number of choices to be
made under uncertainty;

(2) ensures competition, protects well-specifiedperty rights, and enforces bankruptcy
laws;

(3) encourages the emergence of decentralizedigiesizaking mechanisms; and

(4) ensures feedback effects with respect to itleng relatively inefficient prior actions.

Opportunities for trials and experiments as weltlasentralization will enhance the creation
of tacit knowledge, encourage the exploration @freat variety of alternatives in order to
solve problems of scarcity, and eventually helpriag about institutional complementarities.
This, however, presupposes the existence of eetneprship (for the initiation of trials) and

competition (for the elimination of errors). Feedbanechanisms help actors to learn from
failures and to correct organizational errors aalicg makers to enhance policy adaptability
(Pelikan 1987).



While individual economic and political entreprerewand organizations are the
agents of institutional change, their bargainingerggth and the distributional effects of
institutional arrangements are of utmost importaregmrding the question of whether or not a
society will realize an adaptively efficient pathdevelopment. In reality unproductive paths
can, and in fact often do, persist. Since thetutsdinal matrices of all economies and polities
provide actors with varying incentives to pursu@raductive as well as productive activities,
historical performance records of societies usuafiect mixed results. Moreover, the same
fundamental changes, e.g., institutional innovatiqimposed from outside actors like
international organizations) or changes in relafwiees, will affect economies differently.
While in each economy marginal adjustments willwcthe ensuing changes will reflect the
interests and the bargaining power of differenbecivho have come into existence under
different country-specific institutional framework8ecause of the different institutional
matrices, the bargaining power of parties affedtgdthese fundamental changes will also
differ. In addition, marginal adaptations to changell reflect the different ideologies that
actors developed in countries with different higer In sum, this implies that actors in
different countries will make different choices avé they are confronted with the same
(exogenous) changes.

The preceding argument highlights why efficienttilmsional change is an extremely
complex process. The creation of adaptively efficieconomic and political markets cannot
be solely achieved by formal institution buildinormal institutions must complement
informal constraints and effective mechanisms dbmement in order to bring about an
internally consistent and coherent overall insotél framework (North 1992; Eggertsson
1998a). Informal institutions such as conventioosgdes of behavior, and self-imposed
standards of conduct, however, change slowly. Eumbre, at least to some degree
enforcement of new institutions will have to rely the power of those interest groups and
organizations that may have a vital interest inntaaning the old rules of the game. Finally,
institutional change may be a substantial soura®nflict, because in its course old dominant
organizations will be replaced by new ones. If ipaticular economy the existence of
unproductive opportunities dominates economic armditigal exchange, how can the
emerging, possibly inefficient, development path regersed? How can economies and
polities enhance their capacities and capabiliteedorm and maintain a well-performing
mixture of both types of incentives? Due to the ptaxity of overall institutional change,
simply transferring the formal institutional framesk of successful economies to reforming
ones will not automatically yield desirable results the rush to establish market-oriented
economies in less developed countries and transgmnomies indicates, outcomes vary
considerably: from Poland and China, which havenb&e&cess cases so far, to Russia and
other successor states of the former Soviet Unitingh have shown only limited progress so
far — to the countries of sub-Saharan Africa, maiwhich remain hopeless cases.



In summary, economic growth is contingent on thisterce ofstable but adjustable
political and economic institutions which providewl transaction costs in impersonal
economic and political markets. However, institaibarrangements can neither be taken for
granted nor do they come automatically into existefrom neoclassical policies aimed at
privatization and getting the prices right. By eraplzing that most economic rules are, and
need to be, made in the polity, North (1990a, 2Gd8sses that institutional change is largely
dependent on the power structure or balance amested interest groups in a society.
Although he does not neglect the impact of changeselative prices and preferences,
institutions essentially reflect the relative bangag strength of political factions, individual
policy makers, trade unions, business associatems,other vested interests in the political
market. Major changes in formal institutions wilhlp occur if these changes are in the
interest of those parties that have sufficient aemgg strength. Therefore, a critical
component of policy reform is to encourage the @®ece of organizations that support
economic and political institutions that are condecto market development. Moreover,
since informal rules help to enforce formal ingtdns and legitimize a new set of formal
rules, it is necessary to change both the formdliaformal institutions in order to induce a
coherent institutional matrix. But changing infolniastitutions is time-consuming, so that
successful policy reform can usually only be ackiethrough a lengthy process.

4, The Chinese path towar ds capitalism: enhancing adaptive efficiency through
transitional institutions

Chinese transition has been taking place witholitiged democratization. Not having had to
cope with an economic and political transformatrihe same time, it is usually argued that
China has escaped the dilemma of simultaneousBasg&ven in China, as an impetus to and
a consequence of economic transition, a gradualgth far-reaching change of institutions
has taken place a market-induced transformation of the Leniniatesi{Heilmann 1998) and
hence the emergence of a post-socialist transiimier. This change entailed substantial
alterations of the country’s governance structure.

So far, two major phases of economic transition lmamlistinguished: The first phase
(1978-1993) was characterized by gradual reformelwhimed to realize efficiency gains
through reforms of the planned economy. The seq@drade started with the decision of the
Third Plenum of the 4 Party Congress in September 1993 to transform aZhieconomy
into asocialist market economyince then building market institutions and drepg rule-
based market economy have become key objectiviearwition policymaking (Qian 1999).

®  Note that informal institutions are clearly nopalicy variable. They can, at best, be changed-éutli, for

example, through investments in a country’s edoaatisystem or progress in social science research.
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4.1  Political feasibility and legitimacy

From the perspective of Chinese authorities, potefprm and institution building had to
yield material benefits for large parts of the pagion. Even more important than in other so-
called developmental states, economic growth andemmization were conceived as the
foundation of political power, that gave legitimaoy, and support of, the political monopoly
of the CCP and its societal leadership. Through ithplementation of comprehensive
economic reforms, “China’s politicized capitalisrashevolved a strategy of transition aimed
at balancing the interest of reformers to safeguledpower and privileges of the political
elite even while instituting reforms that both reduhe scope of state managerial controls
over production and distribution and expand thes rof the market as a mechanism to
motivate and guide economic growth” (Nee and OR066: 3).

Hussain et al. (2000) and Qian (2003) convincingisgued that unorthodox
transitional institutionsturned out to be more effective than presumablgt-peactice
institutional arrangements in a period of econonmansition. Especially in China’s
authoritarian regime, they made market-orientedrre$ a viable policy choice, because they
helped political authorities maintain power andtooinand, additionally, opened up ways to
make political elites winners of reform. Finallypegific transitional institutions tailored to
society’s needs, capacities, and capabilities cbalchuch faster developed than best-practice
institutions— the latter usually need a long period of time écckafted and enforced, and in an
underdeveloped autocratic transition economieggetiuld be a lack of human capital to
operate them. In China, new transitional institasidook advantage of the existing social
capital and helped to preserve basic practicescadés of behavior. Evidence shows that
transitional institutions served as functional egients to first-best institutions, e.g., with
respect to creating incentives for doing businéssntroduce competition, or to establish
control rights over the means of production.

4.2  Adaptively efficient! Transitional institutions and emerging institutional
complementarities

During the first phase of economic transition, refaminded political authorities developed
and maintained their capacity to foster policy amstitutional measures promoting market
exchange despite increasing corruption and cleavagghin the Chinese Communist Party
(CCP). In the course of time, the central governmesmaged to credibly limit its own power
through decentralization, anonymous banking, ancteasing openness vis-a-vis other
economies. In this context, the incentive comphltiyoof policymakers at the national and the
subnational levels has been of particular impoeanc
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4.2.1 Enhancing adaptive efficiency through institoal innovation

In the absence of the rule of law and private priypaghts, economic growth could be
propelled via increasing competition and distimahsitional institutionsvhich proved viable
in this particular environment. These institutiomsre not influenced by theoretical models,
but relied rather on innovation and experimentatresulting from and reinforcing the
adaptive efficiency of the country’s institutiomahtrix (Qian 1999).

Household responsibility system and dual-track-apggh

An important step in the early phase of transitiaas the gradual reform of the agricultural
sector through the introduction of the householspboasibility system (i.e., a shift from
collective to individual production and ownershgnd a partial liberalization of certain goods
markets. This helped to restore economic incentiteegield quickly substantial productivity
gains, and to develop a nascent, but increasiriglyriéhing private sector at a time when
restructuring of the state sector was off limitpessally for ideological reasons. It also
increased confidence in market forces and strengthéhe support of further reforms at later
stages (Lee 1997). Regarding industrial restuajurdhina adopted a dual-track approach
which allowed to maintain parts of the planned ewoyn for a transition period, until a
possibly emerging private sector would have gaswdticient economic strength so that it can
absorb surplus labor from heavy industry (Qian 2003is approach helped to enhance
economic efficiency of state-owned enterprises (§Q® minimize opposition to economic
reformsex ante(due to temporarily protected status-quo rentsl) tarincrease the opposition
to reform reversaéx post(due to an increasing number of people benefiiogy reforms)
(Lau et al. 2000). This approach was clearly corbfgtvith a prevailing, potentially market-
skeptical political ideology, and it was consisteiith a gradual strategy of opening up vis-a-
vis the rest of the world.

The household responsibility system and the daaktapproach to industry shifted
the focus away from distributional activities andypded incentives for myriads of Chinese
to engage in productive activities. They encouragjeel acquisition of new how-to-do-
business knowledge and learning how market prosassek. As a response, numerous small
economic actors emerged as dynamic economic eatreprs who (in concert) could exert
effective influence on market-oriented institutibmilding. The whole of their economic
choices mattered and eventually helped to altepéneeived reality of political entrepreneurs.
Finally, these transitional institutions servedf@sdback mechanisms: They provided means
to deal with uncertainty and to engage in experisianthout generating potential losers from
reform. These opportunities for experiments, imtdacilitated the emergence of institutional
complementarities which enhanced the overall &fficy of the economy.
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Decentralization, hard budget constraints, and cetitjpn

Competition on domestic markets was further stieeiged and the power of the central
government limited through decentralization and #meergence of a so-called system of
market-preserving federalism (MPF), Chinese-stylor{tinola et al. 1995). This system
provided regional and local governments with rekti hard budget constraints, but also with
incentives and means to conduct their own econ@alicies and to claim the residuals of so-
called Township-Village Enterprises (TVES), whiteetcentral government sought to hinder
subnational governments to erect trade barrierd@pdeserve the common market.

Moreover, decision-making over market entry hadnbdecentralized. This gave a
considerable impetus to sub-central governmentsster the emergence of new collectively-
owned and rural companies, the transactions of lwhwere market-based, with output
planning fading away. Jurisdictional autonomy insgstem of MPF made territorial
governments behave as entrepreneurs searchingrmer@sopportunities, taking risks, and
providing capital at a time when risk markets hadrblargely underdeveloped (Hussain et al.
2000).

In the 1990s, when genuine private companiespéifed an insignificant role, TVEs
contributed substantially to economic growth. Logavernments were capable of protecting
TVEs against ideologically motivated anti-privateperty progranfs and it was easier for
TVESs to receive bank credifsAs TVEs were publicly owned, managers could be itoced
and sanctioned by the local government, thus redugrincipal-agent problems. But a major
precondition for the emergence and success of TWdssdecentralization leading to market-
preserving federalism. This system provided locavegnments with authority over local
economic development and gave them the right &irenhost of the local tax revenu&But
as the ideology against private property rightsabee less restrictive over time, the
advantages of local government ownership were egtlu€onsequently, local governments
transformed more and more TVEs into individual shatdings (Che 2002).

Decentralization provided incentives and opportasitfor experimentation and
economic change without triggering major dislogatigHussain et al. 2000). Thus,
decentralized decision-making units facilitated theest for development enhancing
institutions and solutions to problems of transitiand underdevelopment (which differed

®  Che and Qian (1998a and b) argue that local govents were less likely to be expropriated thamapei

owners as the local government used TVE rents fpraving the provision of local goods. Thus, the
interests between central and local governmentg Wwetter aligned than the interests between theaten
government and private owners.

First, banks were exposed to less risk when tenth TVESs as the local government could bear soitlee
banks’ risk due to cross-subsidization among itsioud TVEs. In addition, the fact that the local
government protected the TVE’s property reducecuéefrisk. Second, local governments capitalized on
their personal relationships to state-owned bankagers; see Qian (1999a).

Qian (1999a) argues that the local governmenhded their own business rather than taxed private
businesses as it was cheaper to extract rents thenmown business. Following the same argument, the
central government faced difficulties to take awagceeds from TVESs; in addition, Krug and Hendrisch
(2004) argue that a high amount of social capitghtrhave facilitated the emergence of entrepresieprin
China in the absence of secure property rights.
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across regions). To some degree, MPF in combinatith TVEs served as functional

equivalent to (weak) private property rights ance tmissing privatization of SOEs.

Competition among TVEs, between them and other emies, and between different

jurisdictions fostered the emergence of marketrbei@ business practices, facilitated market
exchange, and yielded efficiency gains in diffefer@nches of industry.

External opening up and competition

Another key characteristic of the Chinese transifpoocess has been the gradual opening up
of the economy. This did not only relate to foreigade flows, but also to the attraction of
foreign direct investment (FDI) in special economanes (SEZs), which were considered as
a core component of the overall approach to econoeiorm already in the late 1970s (Nee
and Opper 2006). FDI implied an infusion of newitaptechnology, and skills into parts of
the Chinese economy without exposing the whole @wynto international competition from
the very beginning. Particular incentive schemdpdteto gradually shift FDI from labor-
intensive manufacturing towards knowledge and eipitensive technologies. In addition,
local content rules ensured that Chinese compdmeasfited from increasing FDI inflows.
Eventually, local content rules also related to R&Rivities, so that local enterprises could
deepen their technological exchange with foreignganies (Nee and Opper 2006).

SEZs represented a transitional institution in semse that a free-trade area or a
customs union with third countries may have appgktwsebe more efficient from a theoretical
viewpoint. Since, however, these options were joallly not feasible, SEZs served as a
feasible way to open up the economy and, in addisognal the government’s commitment
to market-oriented reform. This was reinforced,,a@lgough public infrastructure investment,
low tax rates, and liberal institutions and markeles governing SEZs (Khan 2002).
Eventually, SEZs proved to be an appropriate unsbimal innovation which allowed for
economic and institutional experimentation, yetpkdl authorities to maintain control over
the economy and provided them with feedback oretfieacy of public policy measures.

Finally, the gradual opening up of the Chinese enoy increasing its exposure to
foreign competition and membership in internatiooajanizations helped to incrementally
and credibly enhance reform commitment. ParticuldaNTO accession confirmed the
government’s commitment to gradually invigorate thée of law as an additional limiting
factor to its power. Moving closer to a rule-bagednomy, economic institutions have been
more consistently enforced during the second peoiottansition (particularly through the
privatization of SOEs and the restructuring of timancial sector). This helped to enhance
authorities’ credibility and reliability from theewpoint of economic actors including foreign
investors, governments, and international orgammaat(Ahrens and Mengeringhaus 2006).
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Stock-market development

China has performed better than most other tramsitountries when standard measures for
stock market performance are analyzed, even ththehountry has only slowly developed a
legal framework for stock markets and shows a waakenforcement record (Pistor and Xu
2005). Given this seeming contradiction, there ninaste been other governance institutions
that served as a substitute for the lack of forfaal (enforcement) and that were thus
complementary to the wider institutional transitmntext in which the stock market has been
embedded. Initially, China had primarily relied am administrative governance system built
around a quota system that relied on the decergrhBtructure of the Chinese administration
(Qian and Xu 1993). This system served two impadrfanctions: It helped mitigate serious
information problems that investors and regulattased in China, and it helped local
bureaucrats to select viable companies at the tBgesQuotas had been the basic feature of
economic management and regulation in China befoceduring the transition period. The
system was designed to allocate critical resouacegss regions, such as credits or energy
(Pistor and Xu 2005). The annual quota for a regien the amount of shares firms were
allowed to issue to the public, was set in an is¢ebargaining process between central and
regional authorities. The primary purpose of thetiz@ government to adapt the quota system
to the stock market was to gain and maintain céomver its size and stability. In practical
application, however, it went far beyond that: Dioeregional competition, it fostered a
selection and information collection process tletilitated market development during the
start-up period, because the quotas were set bgetiiteal authority drawing on the quality of
the companies selected and handed in for assesdijerggional governments. Regions,
which performed well, were rewarded by the Chinaufiies Regulatory Commission
(CSRC) and those whose companies failed or underpged were punished. Regions thus
had an incentive to collect and reveal criticabmnfiation about the real quality of companies
in their area. Based on their assessment, the g8&E&elected companies that were allowed
to enter the formal approval process. The quotéesysas significantly raised disclosure
levels and transparency — critical factors for @ctioning stock market. Of course, the system
with its inherent institutions has not been budt the long-run, but must be seen as a
transitional institution. Today, China has alreatiyrted to abandon the system and to “grow
out of” the quota systethChina is now strengthening its legal infrastruetand enforcement
mechanisms (Lu and Yao 2003). One major area oteron however, is the reliability of
firm-specific information as intermediaries capabfererifying information have only begun
to emerge. Chinese financial reporting, accounpngctices and disclosure are currently
oriented to primarily meet the information requients of taxation authorities and not those
of investors (Tenev et al. 2002). A separate repgror tax and accounting purposes does

® See Naughton (1996), who describes China’s ecinmeform process as an approach of “growing outhef
plan”. The quota system serves as one examplédgpattern of Chinese reform in general. It wasippiace
in 1993 and officially abandoned in 2000.
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not exist. The consequence is that tax laws deterimow accounting is carried out in China.
This system therefore paradoxically constituteggh incentive for Chinese companies to use
loopholes in the system and to modify informati@ai( et al. 2004). This shows that the
Chinese accounting practices are still far awafylidl the qualitative characteristics of good
corporate accounting as formulated by the Finarktabunting Standards Board (FASB).

Corporate governance in transition: an area of expentation

Judicial systems, capital markets, institutionakstors are hardly developed. However, given
the vast differences in ownership structures, lassirpractices and enforcement capabilities,
merely adopting seemingly best-practice rules agglulations from abroad would be a
mistake (Barton et al. 2004). But continued openipgpf markets to competition is essential
to reduce the incentives for (state) ownership eaotration and therefore to increase the
incentives for dispersed shareholding, risk difeaiion at the level of individual or
institutional wealth holders, and hence for impibyg®vernance practice. Given the size of
the country and the different institutional constts that have evolved over time, reforming
corporate governance should not follow a single ehbdt allow for diversity. “In this sense,
the most dangerous reform strategy is to insistaosingle organizational model for all
enterprises in the country” (Qian 1995: 252). Tdslaytuation shows an ambiguous picture
that is highly inconsistent with the VoC concepér@an-style coordinated components have
been identified as well as liberal elements: Thekb® system is comparable to the main-
bank system in Japan and therefore close to a CbtiEept (Aoki 2001). However, the
monitoring capability of Chinese banks is still lo@ther institutions such as the general
meeting of shareholders, i.e. the ‘organ of powasp face a problem of ambiguity because
codified law often differs substantially from legadactice. The fact that large shareholders
dominate, relationships matter, and an absencespeided ownership structures are strong
indicators for a CME environment. The same holdgtie board of supervisors that draws on
the German model. On the other hand, China’s réguylatructures are based on the Anglo-
American corporate governance system. This fasteseas a strong indicator that China is
oriented towards a LME concept.

To summarize, it can be said that with a stock mtaskill in its infancy and an
inefficient banking sector and a very ambiguoustuypee in the domain of corporate
governance, the Chinese financial system can habalycategorized within the VoC
framework. China seems to follow neither a pureraader nor a pure stakeholder
approach. While this configuration can be efficieliring the transition process, it could
disappear as the economy matures.

Labor markets in transition: path dependence prisvai

In the pre-reform era, government controlled the joarket, job changes were usually
prohibited, but workers usually enjoyed life-longh@oyment. Since 1978 deregulation
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helped to liberalize the labor market. But theesedministration continues interventions and
slows down efficiency gains. Managing labor-mairkansition is one of the most challenging
tasks for the government; not least because inagasnemployment could undermine

authorities’ legitimacy.

The first wave of liberalization had taken placehe goods markets before the labor
market was addressed in China’s urban areas (Hughé.au 2004). Labor allocation used to
be steered by labor bureaux: Job eligibility wasrreted to residents in possession au&ou
(i.e., a local residence permit), which entitleédrthto housing, food subsidies, schooling as
well as retirement and health benefits. Wages wengrally determined. A formal wage grid
mainly valued formal qualification such as eduagatand years of experience and largely
ignored an individual’'s actual labor productivifiihese institutional arrangements imposed
severe limitations on job mobility and flexibilignd led to inefficient solutions.

A turning point in the reform process was the idtrction of labor contracts in 1986.
This system implied that enterprises were only sasfple to workers for as long as the
contract specified and were no longer requiredaiatioue to pay workers a salary after the
contract had expired. The new Enterprise Law stdtatl“the enterprise shall have the right
to employ or dismiss its staff members and workeraccordance with the provisions of the
State Council” (Guthrie 1999: 88). This institutiomarked a radical shift in China’s reform
history. Other institutional changes complementeid step, such as the introduction of
unemployment and social security funds. By 199343 all SOE employees were under
contract (Meng 2000). The labor contract systenu@id about a relatively flexible labor-
allocation mechanism. Yet, severe restrictions,, egmained in regional mobility and,
although management had gotten more control ow&@uitenent, it was still bound to state
labor plans and could not dismiss employees dum¢ostaffing until the early 1990s (ibid.).
Today, regulations are more relaxed, but liberahgiand firing has nevertheless not become
common practice. Another factor preventing furthieeralization can be found in the belief
systems of Chinese managers: Often, they choosdondismiss employees due to their
conviction that the company is a kindsafcio-political communityManagers are responsible
for that community and are judged by both theiresiqzs and their subordinates on their
success in all areas regarding community welfaduding employment (Guthrie 1999).

Managing uncertainty: guanxi and inter-firm relati®

Guanxi (i.e., ‘relationship’ or ‘connection’) is a cultir characteristic that has powerful
consequences for inter-personal and inter-orgaaizaitdynamics in Chinese society. Having
emerged over many centurie§uanxi is embedded in every aspect of personal and
organizational interactions. It has its originsGonfucianism which fosters collectivism, the
importance of networks and inter-personal relatipss It represents a form of social capital,
because it involves the exchange of social oblbgati This reciprocal exchange of favors is
essential to grow and sustajoanxi “The rules of reciprocity in guanxi establishteustural
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constraint that curtails self-seeking opportunisnd greserves social capital within the
existing network structure” (Park and Luo 2001: ¥&uanxihas remained a critical factor in
company performance in today’s China. It structuhespattern how a firm interacts with its
environment and therefore has a direct influenctherflow of resourcessuanxihas become
even more important in the context of managingititeeasing uncertainty in the course of
reform. Chinese firms utilizguanxito manage organizational interdependence and @b de
with institutional disadvantages and other struadtweaknesses. Its effectiveness depends on
its fit with institutional and organizational atitites (ibid.). As China’s transition process has
led to increased institutional uncertainty, firnusrt closer toguanxinetworks to lower their
external dependence on resources and to lower uotredec costs that would arise from
internalizing operations. As a loosely structuredwork, guanxiis an adaptively efficient
means to facilitate economic exchange. Guanxi-bas@dork capitalisnstretches out to a
multitude of (small-scale) actors and does not terekpand into large bureaucratic structures
that would come about in traditional CMEs. To owene disadvantages from small size,
Chinese businesses band together into clustershvani linked through flexible horizontal
networks. Theguanxistructure is also quite open to new members, assga to company
networks, e.g., in Germany. In western countriesglationship between business partners
usually arises after the transaction whereas im&hransactions often follow successful
guanxi A major concern of Chinese organizations is tgage in extensive networking
activities throughguanxito build trust and exchange favors (Park and LO@1}.

In China’s transition economy with ambiguous préypeights and weak competition
policies, guanxi provides an opportunity to increase market shdmeugh improved
competitive positioning by collaborating with contipgrs and government authorities. Firms
establishguanxi networks to overcome strategic and institutionabknesses by linking up
with those agents with whom they are only remotelgted, but which control key resources
(Park and Luo 2001). In sum, China exhibits a dgdtprevalence ofuanxinetworks in the
private sector. Capitalist development is therefcharacterized by a duality: On the one
hand, a large state sector operates in key inégsand services and stands under the control
of the central government’s industrial policies. @e other hand, this state sector coexists
and melds with a private sector that is structusgdyuanxinetworks.Guanxi as a set of
informal institutions deeply influences and cooedas economic activity, reduces business
uncertainties and helps overcome deficiencies &b institutions.

4.2.2 Institutional complementarities

The sustainable success of China’'s gradual refardicates that the dynamic set of
transitional institutions has been relatively affiit. However, this does not imply that the
current institutional configuration is stable. Hbbg it will transform into a different one as
the economy matures. However, institutional chahgs been (and certainly remains)
incremental and path dependent bringing about itapbinstitutional complementarities. In
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the Chinese case, these complementarities have dfegsn productivity- and development-
enhancing as several examples may illustrate:

Given the problems in the legal domain, the finahsiystem has produced striking
characteristics: The quota system applied to tbekstharket has raised transparency and
disclosure levels significantly. A positive-selecti of qualitative companies was induced
which led to a performing stock-market. The quaotstam has thus raised the efficiency of
the stock market — both institutions appear to dempnt one another. Weak competition
policies and ambiguous property rights — another adeinstitutions that exhibits major
deficiencies if analyzed from an ‘advanced cagstali perspective — are met by a
sophisticated ‘social softwareguanxi By collaborating in densely knit networks, ewith
competitors and government authorities, a firm iowps its competitive positioning and
overcomes institutional weaknesses. The fact th&D Rs carried out by research
organizations or by individual companies that miglobperate with a small number of
research institutes and hence do not create coohbimer-firm and inter-industry research
networks is in line with the VoC assumptions, givte focus on general knowledge as
compared to industry-specific skills in the edumatand vocational training sector. Non-
market coordination in industrial relations giveserto non market coordination in both inter-
firm and intra-firm relations. China has found etfee non-standard institutions to support its
growth® The degree of complementarity can be seen asthiglyh and serves as a reference
point to explain the country’s economic success.

Another example relates to the two-track appro&tde and Opper (2006) emphasize
that China’s politicized capitalism entails a sfieancentive compatibility through the dual-
track mechanism: Government officials prefer tomtein control rights at the company level,
and SOE managers strive to keep their access tecpabources in an increasingly insecure
and changing business world. But maintaining stataership of enterprises and subsidizing
SOEs through soft-budget constraints within a gowemt-led banking sector implied a
massive increase in non-performing loans. So fandver, this has not become a major fiscal
burden for the central government, but rather edsuthe survival of SOEs, kept
unemployment relatively low and compensated forlgok of a sound social-safety net. At
the same time, the duality of the approach encadrayf-plan transactions in SOEs which
were often intermediated through autonomous loweeegiments. Within some fifteen years
after having introduced the dual-track system, pfen component has almost vanished
(Hussain et el. 2000).

5. Conclusion

In some strands of the literature on policy refaanmd economic development, a “liberal-
market consensus” (Khan 2002) appears to suggasattistinct set of core institutions can

10 gee, e.g, Allen et al. (2002, 2005a and b) anmdePanz (2000).
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be identified which spur economic growth and sustdidevelopmerit: According to this
view, key institutions, which should be craftedgasckly as possible, include, among others,
the rule of law, private property rights, an indegent judiciary enforcing private contracts
impartially, thorough regulation to safeguard eaor competition, sound corporate
governance structures and a transparent financiahitecture, undistorted markets
characterized by low rents, social insurance, deaticcaccountability and participation rules,
checks and balances, and strengthening civil so@@tan 2002, Bardhan 2005).

Possibly, these Western-style best-practice irgiita may represent a reference point
for less developed countries and transition ecoasmiHowever, experts advising
governments on institution building have often eetgd theprocessesof how these
institutions are crafted and enforced. Frequemtlgountry’s initial conditions are ignored and
policy advice is driven by the presumed desiraldal @f transition (i.e., Western-style best-
practice institutions), and not by the search fgo#tically feasiblepath towards that goal
(Qian 2003). In particular, it is hardly discusgbkdt institution building needs to be driven by
political actors in numerous cases and, hence,ighaust be in the interest of these actors to
craft those institutions.

China has embarked on a gradual and incrementasiti@ path. It has developed
important market-supporting institutions, but atés is still lacking the people to operate and
enforce them. There are several general principlgiscan be derived from China’s transition
experience: (i) government reform is a key compooéreconomic transition, because policy
and institutional reform is effective only if autiitees have strong market-enhancing
incentives, face hard budget constraints and peatidimits to their discretion; (ii) a reform
program must be politically feasible, i.e. suppdrtey the majority of people and in the
interest of political elites: a reform that does omeate many losers will be acceptedante
and will also be sustainabéx post (iii) sequencing: whenever it is politically felle, “it is
better to dismantle the existing institutions attee new ones are put in place, or allow the
new ones emerge from the old, to avoid institutima@uum”(Qian 1999: 47). Perhaps, China
could have done even better by choosing even nppmpriate reform measures, but what is
crucial to recognize is that authorities managedatwmid fatal mistakes and to react
pragmatically to changing challenges.

The Chinese transition experience also suggests pbiecymakers need to assume
important, but in the course of time, changing sale order to help overcome market and
coordination failures and to foster economic groaial development. This, especially, holds
in an underdeveloped transition economy in whichi@aar markets do not exist or function
(yet). This implies that the country’s governantecture (as part of the overall institutional
matrix) needs to be adaptively efficient as wellthis context, Chinese experiences indicate
that governance quality is a relative as well atymamic factor: It is relative because the

' Note in this context, that policy advisors ashaslthe international donor community may be aldaptive

to new experiences and insights. The World BanlO@20e.g., explicitly concedes that so-called best-
practice models regarding governance and institiiglding may not be feasible.
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guality needs to be assessed with respect to inatryts stage of development and regarding
the governance quality of other economies which roagnpete for mobile factors of

production. It is dynamic because different stagéseconomic development, varying

international environments, and changing politissdde conditions may render hitherto
effective governance structures obsolete and demamdinstitutional arrangements which
are suitable to cope with these new challengeslioymaking.

In sum: China’s institutional matrix has shown maagaptively efficient features
allowing for numerous experiments and trial anedresearches in a decentralized economy.
Various transition institutions provided incentivies productivity-enhancing and risk-taking
activities and ensured that potential future pagafiould be widely distributed across all
strata of society. The Chinese governance systetarm, also showed market-enhancing and
adaptively efficient characteristics which fosteredonomic competion at home and on
foreign markets, encouraged the development oSitianal institutions, and facilitated the
emergence of institutional complementarities. Afddlr it showed that gradual reforms or
piecemeal social engineering, Chinese-style, helpminimize the differential between
(unexpected or unintended) outcomes and intendads hence, can be more easily controlled
in an adaptive way than big-bang or Washington €esiss-type of reforms.
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