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FOUR

What Is Wrong with Shanghai?

Why can’t India plan bullet trains when China can smoothly roll hi-speed trains
between Shanghai and Pudong covering a stretch of over 450 km in one hour?
— Jayant Patil, finance minister of the Indian state of Maharashtra

We must acknowledge that relative to the needs of economic growth and social
development, Shanghai is not dynamic enough. The praise for Shanghai’s dynamism
mainly comes from the mouths of international friends based on impressionistic
comparisons with metropolises of foreign countries.

— A report by the Shanghai Association of Industry and Commerce (2006, p. 29)

Nowhere else in the world has Shanghai inspired more imagination — and
despair — than in the Indian city of Mumbai (particularly during its mon-
soon season). Indian intellectuals and business people ask, often in great
exasperation, “Why cannot Mumbai be more like Shanghai?” Prime Minis-
ter Manmohan Singh, an Oxford-trained economist and a man steeped in
humanistic values, nevertheless sees the heavy-handed Shanghai as a model.
This is an excerpt from a speech he gave in March 2006':

When I spoke of turning Mumbai into a Shanghai, many wondered what I had in
mind. It is not my intention to draw a road map for Mumbai’s future. But I do
believe that Mumbai can learn from Shanghai’s experience in reinventing itself; in
rebuilding itself; in rediscovering itself.

This chapter begins with a quote by Jayant Patil, the finance minister of
the Indian state of Maharashtra. His observation of Shanghai is fascinating.
It shows the depth of admiration Indians have for Shanghai as an economic
model. His comment, however, also shows that he knew next to nothing
about the city he so admired. The high-speed train, known as Maglev,
referred to by Patil, travels not from Shanghai to Pudong but rather between
two locations within Pudong. It does not cover 450 km but rather only 30 km
and it completes its journey 52 minutes ahead of Patil’s schedule — in less
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176 Capitalism with Chinese Characteristics

than 8 minutes. Patil is Exhibit A of the deeply flawed infatuations foreigners
have about Shanghai, as pointed out by the report prepared by the Shanghai
Association of Industry and Commerce (quoted at the beginning of this
chapter).

The story of Shanghai is one of two extremes. At one extreme, Shanghai
is viewed as a model of economic development and as a symbol of a rising
and prosperous China, as the quotes from the Indian politicians show. At
the other extreme, there is virtually no real knowledge about this city. It is
unlikely that Prime Minister Singh has any detailed information about how
Shanghai actually generates economic growth and creates wealth. He simply
presumes the existence of these mechanisms firmly in place in Shanghai.

Much of the admiration for Shanghai is based on visual evidence. Just look
at Shanghai’s impressive and imposing skyline and the conclusion is obvious.
Simon Long of The Economist opined that India has been “lapped” in its race
with China. Why? For Long (2005), the proof is in the contrast between his
experiences traveling in Shanghai and Mumbai. Returning to Shanghai was
“a bewildering experience” as “[o]ccasionally, through the new skyscrap-
ers, a familiar building appears, lost in the concrete jungle.” Returning to
Mumbai was infinitely more assuring. There was no new airport and the
only innovation was an improved queuing system in the immigration hall.
Long thus concludes, “Whereas its neighbor has been transformed out of
all recognition, India has, in most visible essentials, stayed the same.”

It might seem preposterous even to ask the question, “What is wrong
with Shanghai?” Yet, this is precisely what this chapter is going to do and
to argue that plenty is wrong with Shanghai. Much of the hype about
Shanghai is heavily based on impressions (and on GDP data). The “Shanghai
miracle” is assumed but not demonstrated. The “tyranny of numbers,”
in the words of Alwyn Young (1995), has led me to question the very
foundation of this miracle. As in the rest of this book, I rely heavily on
micro data for analysis. Three sources of data have been especially important
in uncovering the economic dynamics of Shanghai: the well-designed rural
and urban household surveys by the NBS; the series of private-sector surveys
on larger and more established private enterprises; and a comprehensive,
professionally managed patent database. Apart from the fact that these data
get at the important microeconomic dimensions of Shanghai, they have
another distinct advantage over GDP and FDI data: GDP and FDI data are
explicit benchmarks used by the Chinese political system to promote or
demote officials. The likelihood that the Micro data I report are politically
tainted is much less and they thus reflect more accurately the economic
dynamics on the ground.
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Let me summarize the main findings based on detailed analyses of these
data sources. First, although it is true that Shanghai has had excellent GDP
performance, much of this performance seems to have only moderately
improved the living standards of the average Shanghainese. A huge portion
of Shanghai’s GDP accrues not to Shanghai’s households as personal income
but rather to the government in the form of taxes and to corporations in the
form of profits. Corporations in Shanghai are either heavily controlled by
the government or their control rights are shared with foreign companies.
The exalted GDP numbers translate into only modest levels of household
income in Shanghai. Relative to the country as a whole, Shanghai’s house-
holds are not nearly as rich as the city’s GDP level suggests.

Second, in the 1990s, Shanghai’s GDP growth was not pro-poor and since
the late 1990s, its growth has been sharply anti-poor. The poorest segments
of the Shanghai population have lost absolutely — relative to their income
position in the past — since 2000. As recently as 2005, rural Shanghainese,
who still accounted for a sizable share of the workforce,”> had about the
same income level as they did in 1989 relative to the rural income level of
the country as a whole. The income position of urban Shanghainese, com-
pared to the urban income of China as a whole, improved only marginally
since the early 1990s. Whereas Shanghai households enjoy the highest wage
level in the country, they earn very little money from their asset owner-
ship, not just compared with households living in rich provinces but also
compared with households living in some of China’s poorest provinces.
The huge construction and real estate booms that outside analysts associate
with Shanghai appear to have done very little to benefit the average Shang-
hai households. Their rental income is among the lowest in the country.
Third, despite its reputation of being a high-tech hub of China, there is
no hard evidence that Shanghai is innovative. Measured in terms of patent
grants per year, Shanghai consistently under-performed two of China’s most
entrepreneurial provinces, Zhejiang and Guangdong.

These little-known facts about Shanghai raise the question whether there
is a Shanghai miracle at all. Our chapter begins with this question. Through-
out the chapter, I benchmark Shanghai against Zhejiang and Guangdong (as
well as some other provinces) for a very specific reason: Despite a rich history
of business creation and risk-taking, entrepreneurship is almost completely
missing in Shanghai today. This is the subject of the second section of this
chapter. The “missing-entrepreneurship” phenomenon is extreme. In terms
of small-scale household businesses, Shanghai ranks at the bottom of the
country. In terms of larger, established private-sector businesses, Shanghai is
under-developed relative to some of China’s poorest agricultural provinces.
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There is no good economic rationale why this is the case. Shanghai’s lack
of entrepreneurial development is entirely the result of its policy choices.
The Shanghai model can be characterized as having three key elements.
The first is heavy-handed intervention by the state in most micro affairs
of the economy. The second is that the city has the most blatant anti-rural
bias in its policy orientation in the country. (And, according to the line
of reasoning developed in this book, an anti-rural policy orientation is
strongly anti-market.) The third is a biased liberalization that privileges
foreign capitalists — namely, FDI — and restricts and discriminates against
indigenous capitalism. The chapter concludes with some broad conjectures
about the true reasons behind the Shanghai miracle — that the city, taking
advantage of its privileged political position, was heavily subsidized by the
rest of the country.

1 Is There A Shanghai Miracle?

It is not an exaggeration to say that Shanghai is the most admired city in
China in the eyes of foreign observers. Thomas Friedman, the influential
New York Times columnist and an occasional Shanghai visitor, is a fan.
The playing field has been leveled between “Shanghai and Silicon Valley,”
he stated. This is his description of Shanghai: “You can work where you
want, live where you want, wear what you want, study abroad if you want,
get from the Internet most of what you want and start a business if you
want.”? Academics are equally enthusiastic. Doug Guthrie (1999), a NYU
professor who did all his field research in Shanghai for his book, Dragon in
a Three-Piece Suit, described Shanghai as “the head of the dragon.” Shang-
hai is the vanguard of the market reforms in China and, as Guthrie put it,
it is one of “the most legalistic and institutionalized areas.” No empirical
evidence was actually produced to demonstrate that Shanghai was the van-
guard of the economic reforms. The fact is so obvious that one has only to
assert it.

Yusuf and Nabeshima (2006), two economists at the World Bank, provide
more data about Shanghai in their book, Postindustrial East Asian Cities, but
much of their data are really the statistical equivalent of tourist impressions.
These include the fact that Shanghai constructed more than 3,000 buildings
taller than 18 stories since the mid-1990s, it has a Maglev express train —
the most advanced in the world — it has restored its historic buildings to
their original grandeur on a massive scale, and it revitalized the cultural life
of the city. The World Bank as an institution has long been enamored with
Shanghai. In 2004, the Bank convened a large international conference on
povertyin a posh Pudonghotel. The delegates to the conference had a chance
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to personally observe what China was supposed to have accomplished. One
of the main themes emerging from the conference was that China succeeded
in reducing poverty precisely because it did not protect its peasantry. Rapid
urbanization was the only way out of poverty, the Bank pronounced at the
end of the conference.

The World Bank has been intellectually consistent about Shanghai.
China — and Shanghai in particular — has been the Bank’s best student and
its most admired teacher in FDI liberalization and globalization. Shanghai
has indeed moved quite far on the path of globalization. The annual flow of
FDI now amounts to 6.5 billion dollars, equivalent to the entire FDI inflow
of India today. Not only does Shanghai attract a lot of FDI, it is able to
attract the cream of the FDI — investments made by large and technolog-
ically sophisticated multinational corporations (MNCs). Just after China
joined the WTO, some 300 global MNCs had already made investments in
Shanghai, and 30 percent of them were contemplating making Shanghai
their regional headquarters. The companies that have invested in Shanghai
read like a who’s-who list of the most prominent MNCs in the world, such as
Delphi, GE, Mitsubishi, Itochu, Siemens, Hitachi, and Carrefour. Although
Shanghai accounted for 5.5 percent of China’s GDP in 2004, its share of
exports was more than double its GDP share, around 12 percent. In 2004,
FIEs accounted for 63.2 percent of Shanghai’s gross industrial output and
67.3 percent of its total exports.

This would be the end of the conventional analysis of Shanghai. The excel-
lent GDP performance and the massive FDI inflows must have improved
the welfare of the average Shanghai residents enormously. The inference is
so obvious that it obviates a need to actually examine whether this is true in
reality. In this section, we take Shanghai’s GDP performance as the start of
our analysis and explore the answer to the question, “Has Shanghai’s GDP
performance improved the welfare of the average Shanghainese?”

1.1 Welfare and GDP

Shanghai has some exalted GDP numbers. For example, in 2004, Shanghai’s
GDP per capita was 55,037 yuan (about US$6,880). This was 5.2 times
China’s GDP per capita. By this measure, Shanghai unquestionably deserves
the title as the head of the dragon. GDP data, however, are extraordinarily
tricky." GDP per capita is often loosely referred to as income per capita.
That phrase leaves the impression that an average Shanghai resident earns
an income close to its GDP per capita (i.e., 55,037 yuan). Many foreign
firms, for example, use GDP per capita data to design sales strategies in
their regional marketing plans, but this assumption is deeply flawed.
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Figure 4.1. Benchmarking Shanghai: Various indicators. Panel (1): Components of net
regional product in Shanghai and Zhejiang (based on income approach of GDP),
2002 (%). Panel (2): Ratios of Shanghai to national averages: Urban disposable per
capita income, rural per capita net income and GDP per capita, 1980-2004. Panel (3):
Ratios of Zhejiang to national averages: Urban disposable per capita income, rural per
capita net income and GDP per capita, 1980-2004. Sources: The GDP data by income
approach are from NBS (2004a, p. 64). Other data are drawn from China Statistical
Yearbook, various years and rural and urban household surveys by NBS, various years.
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Figure 4.1. (Cont.)

There are two ways to disaggregate GDP data. One is the expenditure
approach, under which GDP is disaggregated into consumption, invest-
ment, government spending, and net exports. The expenditure approach
is the most common method by which GDP data are reported for China
and for other countries. The alternative approach is the income approach,
under which GDP is divided into the following components: (1) labor
income (i.e., wages and benefits), (2) capital income (i.e., business profits,
interest, and rent), (3) depreciation, and (4) taxes (i.e., income to the gov-
ernment). Depreciation is otherwise known as consumption of fixed capital
and it refers to the amount that businesses set aside to replace worn-out
structures and equipment. Calculations of the income components of GDP
often require removing the depreciation amount from GDP. GDP minus
depreciation becomes the net national product.

The other three components of GDP represent income accruals to the
three main players in an economy: labor, capital owners, and government.
This decomposition of GDP immediately illustrates the fallacy of the com-
mon assumption: That GDP per capita was 55,037 yuan in 2004 does not at
all mean that an average Shanghainese earned 55,037 yuan. The 55,037 yuan
was shared among labor, capital owners, and government. Importantly, it
matters how the GDP is distributed among them.

Panel (1) of Figure 4.1 presents the percentage shares of the three com-
ponents of what is known as the net regional product for Shanghai and
Zhejiang in 2002. (The year 2002, the last year of Jiang Zemin’s rule, marked
the apex of the urban bias model.)
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The Chinese data on employee compensation include both wages and
benefits as well as proprietors’ income. In 2002, employee compensation
comprised 41 percent of Shanghai’s net regional product. This is a remark-
ably low ratio. In the United States, the labor income and proprietors’
income together typically exceed 70 percent of the net national product.’
Shanghai’s ratio is also low compared with Zhejiang. This comparison is
both to minimize any differences in statistical reporting and other discrep-
ancies as well as to illustrate a difference in the income accruals between
Shanghai and the entrepreneurial economy of Zhejiang. An entrepreneurial
economy has a high share of employee compensation (inclusive of propri-
etors’ income), whereas a statist economy has a low share.

Employee compensation comprised 53 percent of the net regional prod-
uct in Zhejiang, a full 12 percent higher than in Shanghai. The two provinces
have almost identical shares of corporate profits, about 30 percent, which
implies that the key difference between the two is the income accruing to
the government. For Shanghai, the ratio is 28.9 percent; for Zhejiang, the
ratio is 17.4 percent. The upshot of this analysis is that an average resident in
Zhejiang captures 10 percent more of each increment in economic output
than does her counterpart in Shanghai. She is 10 percent richer but her
government is 10 percent poorer.

In fact, the difference is probably several multiples of a 10 percent dif-
ferential in the employee compensation share. This is because Shanghai is
significantly more state-owned than Zhejiang. Corporate profits in both
regions account for about 30 percent of the net national product, but there
is a difference in the ownership of corporations. Many capital owners in
Zhejiang are private, whereas in Shanghai they are government agencies.
We have fairly detailed ownership composition data on industry and we can
assume that the ownership composition for the entire economy is similar
to that for industry.

In 2002, SOE and government-controlled firms in Shanghai accounted
for 39.4 percent of the industrial output value, compared with only 13.6
percent in Zhejiang (NBS 2003b, p. 461). Extrapolating from these output
shares would lead to the conclusion that the private income share of GDP
is 52.7 percent in Shanghai and 69.3 percent in Zhejiang. To be precise,
in fact, we need to make another adjustment. Foreign firms accounted for
a far higher share of industry in Shanghai than they did in Zhejiang. The
difference may have been as high as 30 percent. To get at the income share
accruing to indigenous residents, we would have to deduct the foreign share
of economic output. However, this is a difficult exercise because of the
overlapping ways in which the Chinese report the data.’
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Shanghai is rich but an average Shanghainese is not. A huge share of the
economic gains go to the government and the state-controlled businesses.
Recall that Shanghai’s GDP per capita is 5.2 times the national GDP per
capita. But urban household surveys show Shanghai residents to be consid-
erably poorer than this GDP ratio implies. In 2004, the urban disposable
income per capita in Shanghai was 16,683 yuan (just above 2,000 dollars);
for the country as a whole, the figure was 9,421.6 yuan. This implies a
Shanghai/China ratio of 1.77, nowhere near the 5.2 ratio calculated on the
basis of per capita GDP data. On the basis of per capita GDP for urban areas
only, the ratio between Shanghai and Zhejiang was 1.92 in 2004, suggesting
that Shanghai was almost twice as rich as Zhejiang. The Shanghai/Zhejiang
ratio will be reduced to only 1.14 if we use the urban disposable income
data. By this measure, Shanghai was only 14 percent richer than the urban
regions of Zhejiang.

Let us examine this discrepancy between GDP data and income data
from the household surveys. The household surveys were conducted on
typical households living in Shanghai; thus, they reflect the economic well-
being of the average Shanghainese. That the two data series have a huge
gap between them suggests that there is a disconnect between the ostensi-
bly impressive GDP performance of the city and the economic well-being
of the population (numbering around 13 million). Specifically, we ask the
following question, “Given that Shanghai has a very high level of per capita
GDP, how have average Shanghainese fared relative to the rest of the coun-
try?” To get at this issue, I calculated the ratios of Shanghai’s GDP, urban
disposable income, and rural net income — all on the basis of per capita
data — to their national averages. The results are presented in Panel (2) of
Figure 4.1.

The line at the top, representing the ratios of per capita GDP, is shaped
like a V. Shanghai began in 1980 at a very high per capita GDP relative to
the rest of the country, but that ratio declined steadily until 1990 when it
began to rise rapidly. In 1980, the per capita GDP ratio was around 5.9; in
2004, the ratio was 5.24. Thus, during the 24 years between 1980 and 2004,
Shanghai seemingly went through a full cycle: In the 1980s, the city lost
relative to the rest of the country, but in the 1990s, it regained its previous
dominant position. This would be the conventional-wisdom interpretation
of the economic history of Shanghai based on the GDP data.

Let us look at the other two lines in the graph representing the rural net
income per capita and the urban disposable income per capita, respectively.
The indicators based on the household-income surveys, a more accurate
measure of the economic well-being of the average Shanghainese than the
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GDP data, would cast doubt on this interpretation. The line in the middle,
which represents rural net income, is shaped like an inverted V or a pyramid,
almost a flipped image of the GDP per capita ratio. After an initial decline
between 1980 and 1983, the ratio steadily rose, peaking in 1993, and then
it declined or stayed flat for the rest of the period. At its peak, the ratio was
2.96 in 1993. In 2004, it was 2.5, exactly the same ratio as in 1989. An apt
description of the line representing the urban disposable income ratio is a
staircase with elongated but low stairs: The ratio rose by very small steps
with many flat years in between. The ratio rose in 1985 to 1.46 (from 1.28
in 1984) and stayed flat until 1993, when it rose from 1.49 to 1.66. It then
remained flat for another six years and rose only in 1999 to 1.87 and then
resumed the flattening pattern until 2002, when the ratio declined to 1.72.

What do these numbers mean? The first striking pattern is a systematic
inverse relationship between the GDP measure and the income measure. In
the 1980s, when Shanghai’s GDP per capita declined against the rest of the
country, the income ofits average residents was actually gaining, and this was
especially true for its rural residents. In the 1990s, the relationship between
per capita GDP and per capita rural income was still negative, but the
movements of these two variables reversed their directions. Shanghai’s per
capita GDP grew substantially faster than the rest of the country beginning
in 1990. (Again, the change came during the Tiananmen interlude.) In 1990,
the ratio was 3.62. It was 3.98 in 1993, 4.25 in 1997, 4.88 in 2000, and 5.24
in 2004. At 5.24, Shanghai was roughly where it was in 1983 (5.11) in terms
of its position vis-a-vis the rest of the country.

Many hail Shanghai’s GDP development as evidence of its boom and
miracle — many, that is to say, except those people living in Shanghai. After
peaking in 1993, rural Shanghainese steadily lost ground relative to rural
Chinese elsewhere in the country. Rural Shanghainese were still the richest
in the country but, in 2004, their margins relative to the rest of the country
had decreased. In 1993, the ratio was 2.96; in 2004, it was 2.49. This is exactly
where Shanghai was in 1989. Urban Shanghainese fared only slightly better.
They managed to increase their income margins relative to the rest of urban
China but at an extraordinarily modest pace. Their margins rose every seven
years or so, in 1985 (1.45), in 1993 (1.66), and then in 1999 (1.87). In 2004,
the ratio was 1.77, a decline from the 1999 level.

Let me more formally demonstrate the negative relationship between
Shanghai’s GDP and its income levels — both relative to the rest of the
country. A measure of simple two-way relationships between two variables
is a Pearson correlation coefficient. When the coefficient is negative, the
two variables are negatively correlated with each other; otherwise, they are
positively correlated with each other. The Pearson correlation coefficient
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for Shanghai’s GDP per capita and urban income per capita is —0.12; the
Pearson coefficient for Shanghai’s GDP per capita and rural income per
capita is —0.62. In other words, there is a systematic negative relationship
between Shanghai’s GDP and the income levels of its population, although
the strength of the relationship is much greater for the rural data than it is
for the urban data.

The next question is why Shanghai exhibits such a pattern. One hypoth-
esis is that a state-controlled economy can grow without improving the
economic well-being of its average residents. For example, government-
controlled corporations can invest heavily and reap huge gains through
profit distributions. The government can finance heavy investments
through taxes that reduce the income share of households. In contrast,
an entrepreneurially driven economy can grow only by improving the per-
sonal incomes of the average households. We have already demonstrated
that in entrepreneurial Zhejiang, the employee compensation share of GDP
is much higher than it is in Shanghai. A logical inference is that GDP per-
formance in Zhejiang is positively correlated with the household income
of the average Zhejiang residents. This is confirmed in Panel (3) of Figure
4.1, which graphs the ratios of Zhejiang’s per capita GDP, urban household
income, and rural household income relative to the values of the national
averages. In sharp contrast to the pattern visible on the Shanghai graph,
the three lines move closely together. The Pearson correlation coefficient
for the GDP per capita and urban household income is 0.91; it is 0.90 for
the GDP per capita and rural household income data series. The welfare
implications of the state-centered, interventionist Shanghai model and of
the entrepreneurial Zhejiang model cannot be more clear.

1.2 Is Shanghai Poor?

In 2004, the World Bank convened a large-scale conference in Shanghai
on global poverty. David Dollar, who wrote extensively about the sup-
posed connections between globalization and poverty reduction in China,
explained why the conference was held in Shanghai, “The World Bank looks
around the world for successful stories, interprets it and then proselytises
the interpretation — and that is often pretty good.”’

Shanghai, according to the Financial Times article covering the event, is
“a fitting location.” It is one of the best students of globalization. In the
1990s and since China joined the WTO, the city has received a massive
amount of FDI. In Chapter 1, I have already shown that much of China’s
poverty reduction occurred in the 1980s when the country was minimally
globalized. In the 1990s, not only did the pace of poverty reduction slow
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Figure4.2. Real per capita urban income growth across three income groups in Shanghai:
(1) 19861988, (2) 1989-2003, and (3) 2001-2003 (%). Note: The deflators used are
Shanghai consumer price indices (1978 =100). Source: The data are from the website of
the Shanghai government. See http://www.stats-sh.gov.cn/2004shtj/tjnj/tjnj2006.htm#,
accessed on July 13, 2007.

down dramatically, but also there were significant setbacks. (In the con-
cluding chapter of this book, I return to this issue and note that China in
the 1990s revised downward its poverty threshold several times so more
people were lifted above poverty — in a statistical sense.) In this section, let’s
examine how poor people were faring in Shanghai, right under the noses of
the World Bank delegates.

Figure 4.2 presents the real annual growth of urban household income
averaged over three periods, 1986—1988, 1989-2003, and 2001-2003. The
data were taken from the website of the Shanghai government and are
based on the annual urban household surveys conducted by the NBS.
The figure presents the real income growth rates. The nominal incomes
were deflated to their 1978 prices (based on Shanghai consumer price
indices). The Shanghai website breaks down income levels by seven groups:
(1) lowest, (2) second lowest, (3) lower-middle, (4) middle, (5) upper-
middle, (6) high, and (7) highest. These seven income groups are arrayed
from left to right in the figure. I divided the data into three periods in order
to detect any differences in the income-growth dynamics.

The pattern is very interesting. During the 1986—1988 period, the growth
rates across the seven income groups are fairly even. The highest income
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group grew at the fastest rate (7.15 percent), but the second highest rate
was registered by the lowest income group, at 6.57 percent. The other four
income groups grew within a fairly narrow band. The dynamics during the
1989-2003 period is entirely different. This time there is an unmistakable
pattern: The higher the income level, the higher its growth rate. And the
differentials at which income grew between the income groups became very
large. The lowest income group registered a growth rate of 3.73 percent,
whereas the highest income group registered a growth rate at 11.05 percent.
This is more than a threefold difference.

During the 2001-2003 period, the anti-poor bias of Shanghai became
blatant. The lowest-income group lost 3.4 percent of their income and the
second-lowest income group made no gains (0.6 percent). The growth rates
of the next two income groups — lower middle and middle — slowed down
considerably, both against the 1980s as well as against the rest of the 1990s.
The upper-middle, high, and highest income groups gained enormously
during this period. The highest income group grew at 16.7 percent annually,
exceeding its already supersonic rate of 11 percent by almost 7 percent.

Two notes about the data. First, the household surveys do not include
unregistered migrants and thus we could have an upward bias in the income
data given that the unregistered migrants have historically been poorly
treated by their employers and often go on for months without pay. Second,
starting in 2004, the Shanghai government stopped reporting income figures
for the lowest and second lowest income groups and the high and highest
income groups separately. The seven income groups in the previous years are
now consolidated into five income groups, which makes a detailed analysis
difficult.

The difference in the growth rates between the highest income group
and the lowest income group in Shanghai is 20 percent (16.7 percent minus
—3.7 percent). All of these developments occurred right on the eve of the
World Bank’s conference on global poverty in Shanghai. Shanghai is a fitting
location for a poverty conference but the rationale is diametrically opposite
from the World Bank’s “proselytisation.” Shanghai’s top-down model and
state-led urbanization programs are inherently anti-poor.

1.3 Is Shanghai Rich?

Shanghai’s Xintiandi — New Heaven and Earth — exhumes the wealth and
affluence. Itislocated in a district, most ironically, where the first congress of
the Chinese Communist Party was convened in 1921. Today, it houses avant-
garde fashion boutiques, expensive bistros, and art galleries. Its architect,
Benjamin Wood, who revitalized Boston’s Faneuil Hall, applied the same
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formula to Xintiandi — in his words, he wanted to give Shanghai “a great
European-style public space where people could go enjoy themselves.”®
With such a visible symbol of affluence, it is tempting to draw the con-
clusion that Shanghai is the consumption capital of China. Indeed, many
MNCs use Shanghai to illustrate their strategy of targeting China’s emerg-
ing consuming middle class. McKinsey, for example, foresees the rise of
an urban middle class in China by 2025, with a spending power of some
$2.4 trillion, equivalent to what Japanese households spend today. Shanghai
features heavily in this type of analysis.

Elites in Shanghai are wealthy. This is not in doubt. The issue here is
whether the level of wealth of the average Shanghai residents compares with
the level of wealth elsewhere in China. To examine this question, we go to
the NBS urban household surveys.” The NBS surveys collect information
on incomes derived from owning property. The sources of property income
are comprised of interest and dividend payouts or income from property
rentals. All else being equal, there are some very good reasons why house-
holds in Shanghai should do very well on this score. For one thing, the
rental income ought to be high because Shanghai experienced a real estate
boom in the 1990s. But, it turns out that Shanghai is remarkably poor in
asset terms.

In 2004, Shanghai’s per capita property income was 215 yuan (about
US$26) and in 2002 it was only 94.4 yuan (US$11). These are fractions of
what urban residents in Zhejiang and Guangdong earned from property
income. In fact, Shanghai urban households are not only asset poor com-
pared with Zhejiang and Guangdong, they are also asset poor compared
with the rest of urban China. Relative to all of urban China, the per capita
property income of Shanghai households was between 0.6 (in 1996 and
1999) and 0.8 (in 2002) of the national average. In 2004, there was a sharp
increase in the ratio of Shanghai to the rest of urban China, to about 1.3.
The rise was mainly driven by the growth in rental income between 2002
and 2004. Even at 1.3, Shanghai is not particularly wealthy. Keep in mind
that Shanghai’s GDP per capita is 5.2 times the national average.

The low level of Shanghai’s property income warrants further explo-
ration. As low as the property income was in Shanghai in 2002 and 2004, this
was already a substantial improvement over earlier years. Shanghai began
to turn around in 2002, as indicated by the huge improvement from 94.4
yuan in 2002 to 215 yuan in 2004. In 2001, the per capita property income
was only 39 yuan (US$5) and, in that year, Shanghai was ranked 25th out
of 31 provinces in terms of the level of its property income. A Shanghai
resident was worse off compared with residents in some of China’s poorest
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provinces, such as Gansu (42 yuan), Shaanxi (53.8 yuan), and Ningxia (40.4
yuan).

An even more remarkable development is that between 1992 and 2001, an
average Shanghai resident, in fact, experienced a declinein property income.
This is not a decline in relative terms — relative to other sources of income.
The property income declined in absolute terms; an average Shanghai resi-
dent was worse off in 2001 than she was in 1992 as measured by her property
income. In 1992, the average property income was 44 yuan, compared with
39 yuan in 2001. All of this took place when GDP in Shanghai was growing
at a double-digit annual rate. (These are all nominal values before inflation
is taken into account.) In 1992, only four other provinces generated a higher
level of property income than Shanghai (Zhejiang, Fujian, Guangdong, and
Hainan). That Shanghai slipped from number five in the country in 1992
to number 6 from the bottom in 2001 is truly dramatic. Many observers
believe that Shanghai experienced a Renaissance in the 1990s. The truth is
that for Shanghai’s average households, the massive growth brought about
very little in wealth creation.

A comparison with entrepreneurial Zhejiang is revealing. In 1992, urban
residents of Zhejiang, on average, earned property income that was 1.58
times that of a typical Shanghai resident. By 2001, this Zhejiang advantage
had grown to 4.3 times. We can rule out a potential confounding factor — that
Shanghai residents may consume a lot and, therefore, earn very little in the
way of interest income. The huge difference between Shanghai and Zhejiang
is due to the two components of property income — dividend income and
rental income. The average dividend income in Zhejiang in 1996 was 27.65
yuan, 4.3 times that in Shanghai (6.43 yuan). The differential in the rental
income was even larger. In Zhejiang, it was 22.54 yuan but in Shanghai, it
was only 0.37 yuan — US$0.045 — a differential of 60.9 times. In fact, in 1996,
the only reason why Shanghai avoided being dead last in the country was
that rental income in Tibet was zero in that year.

The incomes from interest and dividend payouts represent the incomes
derived from the savings set aside by households in previous years. That
Shanghai’s property income is so low indicates that there is a very low
savings rate. Based on the income approach of GDP, we can know how much
income was earned by households in a given year, and from the expenditure
approach of GDP we can also know how much households spend in a
given year. The difference between the two is the household savings. By
this calculation, in 2002, the household savings rate in Shanghai was only
1.29 percent.'” This compares with 13.7 percent in Zhejiang. There are
many complications involved in calculating an accurate household savings
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rate, including the fact that the income approach of GDP does not include
transfer payments, which can also be saved. The point of this exercise is
not to argue that Shanghai’s household savings rate is actually only 1.29
percent. The point is that the same estimation shows that Zhejiang has a
significantly higher savings rate than Shanghai.

1.4 Jobless Growth

One of the most perplexing developments in the 1990s was that employment
failed to grow. Employment growth in the 1990s in China as a whole did
not remotely match employment growth in the 1980s, and several studies
show that for the country as a whole, employment elasticity with respect to
growth fell substantially in the 1990s.!" This growth in joblessness took an
extreme form in Shanghai. In the 1990s, not only did employment grow at
a slower rate than GDDP, the size of employment actually contracted.

Chinese statistical sources provide data on two employment measures.'”
One is the narrower measure covering staff and workers in formal establish-
ments, mainly in the urban areas. This measure excludes employment in
private-sector firms and self-employed businesses but does include employ-
ment in SOEs, collective firms, and FIEs. The second is a broader mea-
sure that includes both staff and workers in formal establishments as well
as workers located in rural areas who receive remunerations. Workers in
TVEs are included in the second measure but not in the first. We call the
broad measure aggregate employment and we call the narrow measure urban
employment.

Both measures show a sharp reduction in employment in Shanghai in
the 1990s, especially in the second half of the 1990s. In 1995, aggregate
employment stood at 7.9 million; by 2000, it was 6.7 million, a reduction of
15 percent. Since 2000, however, there has been a recovery in the creation of
employment. Only in 2004 did aggregate employment in Shanghai recover
to its 1995 level (8.1 million). That Shanghai had about the same level
of employment in 2004 that it had 10 years earlier is quite remarkable.
During those 10 years, Shanghai experienced an unprecedented boom in
real estate; FDI; and industrial, commercial, and cultural activities. Its GDP
expanded several-fold, and there were massive infrastructural investments.
It is also remarkable in comparison with other regions that also experienced
rapid economic growth but were also able to create jobs. The aggregate
employmentin Zhejiang expanded from 26.2 million in 1995 to 32 million in
2004. In Guangdong, it grew from 35.5 million to 47 million during the same
period. Guangdong and Zhejiang were able to generate GDP growth and to
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create something in scarce supply in a populous country such as China — a
job.

The narrower measure of employment — urban employment in the state,
collective, and foreign sectors — shows an even sharper reduction."” And
this reduction began to occur earlier than that in the aggregate measure of
employment. In 1990, the number of staff and workers in Shanghai stood
at 5.08 million; this number shrank by almost 50 percent in 2004, to 2.64
million. Although aggregate employment expanded modestly between 1990
and 1995, urban employment began to decrease even in the first half of the
1990s. In 1995, urban employment was 4.7 million. Again, the contrast
with the more entrepreneurial provinces is substantial. Between 1990 and
2004, urban employment in Guangdong expanded from 7.86 million to 8.12
million. Zhejiang, however, experienced a decline in urban employment but
not nearly as severe as that in Shanghai. Urban employment contracted by
8.7 percent between 1990 and 2004 (compared with 50 percent in Shanghai).

The rather poor job picture in Shanghai in the 1990s may help explain the
shrinkage of property income of the average Shanghai resident as shown in
the NBS urban household survey data. One possibility is that many Shang-
hai residents might have had to draw on their savings to support themselves.
This would be due to a combination of the rising unemployment and the
fact that single-proprietor income failed to rise. This hypothesis is consistent
with something else I reported earlier — Shanghai’s household savings rate
is very low. The sharper reduction in urban employment as compared with
aggregate employment raises another issue. Because Shanghai had a large
state sector, a substantial component of the urban employment consisted of
workers in SOEs. Thus, one could argue that the sharp contraction in urban
employment was due to restructuring — the shedding of the excessive work-
force in the SOEs. The sharp reduction in employment, although wrenching
both politically and socially, can be viewed as a sign of a determined effort
to reform the city.

Shanghai seems to have pursued one of the most aggressive restructuring
programs in the country. In fact, the degree of the restructuring appears
to have gone deeper and wider even compared with that in entrepreneurial
Guangdong and Zhejiang. In 2004, urban employment in Shanghai’s state
sector was only 32 percent of what it was in 1990. In comparison, the SOE
restructuring in Guangdong and Zhejiang was far less aggressive. In 2004,
state-sector employment in Guangdong was 68.8 percent of its 1990 level;
in Zhejiang, it was 60.6 percent.

This combination of a seemingly aggressive restructuring program aimed
at SOEs and slower growth of the private sector casts doubt on a number



192 Capitalism with Chinese Characteristics

of conventional explanations about the reforms in China. One popular
explanation is that the Chinese government hesitated to privatize the SOEs
because of the substantial negative social implications. Unemployment can
lead to social unrest and thus even the inefficient SOEs had to be kept alive.
But Shanghai does not seem to have been fazed by the social implications of
the restructuring program. One would have expected Shanghai to have been
extra cautious. After all, this is a city that has a high visibility abroad and any
instances of social unrest would have a greater effect on foreign investors’
confidence in China than social unrest elsewhere in the country. Relative to
the high stakes involved, the aggressive extent of the SOE restructuring is
quite surprising.

Shanghai also led the way in the labor reforms of the state sector. Shanghai
began to shed its workforce in the state sector very early, before the large-
scale restructuring was rolled out on a national scale. Between 1990 and
1995, Shanghai was one of only three regions in the country that experienced
negative employment growth. The other two regions were Heilongjiang
and Qinghai. Also between 1990 and 1995, Shanghai had already begun
to reduce its workforce in the SOEs, from 3.97 million to 3.24 million. In
contrast, in the entrepreneurial provinces, the size of SOE employment, in
fact, expanded during this period. In Guangdong, employment in the SOEs
increased from 5.3 million in 1990 to 5.5 million in 1995; in Zhejiang, it
increased from 2.8 million to 2.95 million.

That the two entrepreneurial provinces actually added state-sector
employment, whereas the normally statist Shanghai reduced it, is a fas-
cinating observation. It suggests that Shanghai’s restructuring program was
not used to jump-start private-sector development in Shanghai. Shanghai
reduced state-sector employment while imposing restrictions on the pri-
vate sector. A plausible explanation is that Shanghai restructured its SOEs
to maximize the tax and income gains from the SOEs. The purpose of laying
off SOE workers was to reduce the cost base of supporting the struggling
SOEs and the purpose of restricting competition from private-sector firms
was to raise the revenue base of the remaining SOEs.

1.5 Is Shanghai Innovative?

Stephen Green, an economist working at Standard Chartered Bank based in
Shanghai, wrote that Shanghai authorities liked to treat foreign visitors to a
tour of the Fuxing Group, a Shanghai-based private-sector pharmaceutical
firm. The purpose is to showcase “Shanghai’s vibrant private, high-tech
economy,” Green (2003, p. 153) observed. But Shanghai’s intentions erred
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in two areas — that Shanghai has a vibrant private economy and that its
economy is high-tech. T have already shown that in terms of business income
and income from holding assets, Shanghai is remarkably poor, not just
in comparison with entrepreneurial Zhejiang and Guangdong but also in
comparison with some of the poorest regions of China. In this section, I
deal with the second of Green’s observations — that Shanghai has a high-tech
economy.

Shanghai Fuxing, the firm the Shanghai officials liked to showcase, is
impressive but not at all for the reason that Shanghai claimed. The Shanghai
firm has on its product portfolio a malaria-curing drug called Artesunate.
In 2005, the World Health Organization (WHO) added this drug to its List
of Pre-Qualified Medicines. This is the only indigenous Chinese firm on the
WHO List of Pre-Qualified Medicines. (Another China-based firm on the
list is the Chinese affiliate of Novartis.) To be certified by WHO is a major
event for a firm because it signals the effectiveness of the drug and the reli-
ability of the manufacturing process of the supplier. The standards used by
WHO are identical to those used by the European Agency for the Evaluation
of Medicinal Products and the US Food and Drug Administration.

But, to some extent, this was a hollow victory. For one thing, the fact that
Artesunate is the only Chinese drug certified by WHO says something about
the state of the pharmaceutical industry in China. On the WHO List of Pre-
Qualified Medicines as of August 2006 — the list is updated regularly — there
are eighty-three HIV/AIDs drugs supplied by five indigenous Indian firms
and there are six tuberculosis drugs supplied by three Indian firms.'* As
impressive as Shanghai Fuxing is within China, it lags substantially behind
its Indian peers.

For another matter, strictly speaking, Shanghai Fuxing had very little to
do with developing Artesunate. Artesunate is registered by Guilin Phar-
maceutical located in Guizhou province. Shanghai Fuxing acquired Guilin
Pharmaceutical a few years ago, long after the drug discovery and devel-
opment were well underway. In fact, Shanghai Fuxing is not really a phar-
maceutical firm. It is a holding firm of many diverse assets. It operates in
four unrelated areas — pharmaceuticals, real estate, steel, and retailing. Its
founder has no background in the life sciences. He received a PhD degree
in Chinese philosophy from Fudan University."

The real reason that foreign visitors were repeatedly taken to tour the Fux-
ing Group is that there are so few prominent private-sector success stories
in Shanghai. Shanghai has always fashioned itself as a leader of technology
in China; as the pride in the Fuxing Group testifies, but its achievements
seem to fall short of its ambitions or its capabilities. Beijing, not Shanghai,
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dominates the list of the technological startups that have gone pub-
lic on the NASDAQ. As of 2006, there were 23 NASDAQ-listed firms
based in China, of which 13 were based in Beijing and 6 were based in
Shanghai.'

Let’s examine Shanghai’s technological development on the basis of a
systematic and comprehensive measure —patent grants.'” Patenting is widely
used by economists as a measure of the innovations or competitiveness of
firms or regions. The idea behind such a use is complex, but the main
motivation stressed in the literature is that firms are motivated to build
up their intellectual property rights in order to gain a competitive edge in
the marketplace. Thus, patenting is a good measure both of innovativeness
and of competitive business dynamics. Shanghai turns out to be terrible in
terms of patenting activities and this is especially noteworthy considering
the following two factors. One is that Shanghai started out as a leader in
patents in the 1980s but ended as a laggard in the 1990s. The other is
that Shanghai was showered with resources from the central government.
With massive investments, a world-class infrastructure, and substantial FDI
inflows, Shanghai does not seem to have much to show in an area that
increasingly matters in China’s competitive economic landscape — the ability
to innovate and to upgrade technology and products.

In 1987, there were 575 patents awarded to individuals and institutions
located in Shanghai. (All patents used in this chapter refer to patents granted
by the Chinese patent authorities. Unless otherwise noted, all the patent data
refer to annual patent grants rather than patent applications.'®) This was
second in the country, after Beijing (776 patents granted). In just four years,
in 1991, Shanghai’s position had slipped to No. 9 in the country in terms
of the number of patents granted. Shanghai, with 1,025 patents, was not
just behind Beijing (2,369 patents) but also behind two of China’s largest
agricultural provinces, Hunan with 1,174 patents and Sichuan with 1,232
patents.

The overall ranking is one indicator of what happened to Shanghai’s
innovative capacity in the 1990s, but it is not the most telling one. The
more telling comparison is to benchmark Shanghai against provinces that
have followed an entrepreneurial growth model. Let’s compare Shanghai
with Zhejiang and Guangdong. Figure 4.3 presents the ratios of Shanghai’s
annual patent grants to those of Zhejiang and Guangdong, respectively.
Panel (1) of Figure 4.3, graphing the ratios of all the patent grants from
1987 to 2005, shows a steep decline in Shanghai’s patent ratios relative to
Zhejiang and Guangdong between 1987 and 1991. In 1987, Shanghai had
about three times the number of patent grants as Guangdong and 1.8 times
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Figure 4.3. Patenting activities in Shanghai, Zhejiang, and Guangdong. Panel (1): All
patent count ratios: Shanghai/Zhejiang ratio and Shanghai/Guangdong ratio. Panel (2):
Invention patent ratios: Shanghai/Zhejiang ratio and Shanghai/Guangdong ratio.
Sources: The ratios are based on data from the NBS and Ministry of Science and Tech-
nology (1999 and 2002).

that of Zhejiang. In 1991, the ratios were below one for both the Shanghai/
Zhejiang and Shanghai/Guangdong pairs.

Hu and Jefferson (2006) note “a patent explosion” in China since 2000.
The fact is that Zhejiang and Guangdong experienced a patent explosion
at least 10 years earlier. Like many economists, Hu and Jefferson (2006)
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attribute a large effect to FDI but this pickup in patenting activities in
Zhejiang — almost without any FDI — is more difficult to explain. (So is the
absence of a patenting explosion in Shanghai, a city with abundant FDI.)
Another item in Hu and Jefferson’s paper better explains our finding. They
find that private-sector firms have a higher propensity to patent than either
SOE:s or FIEs.

This entrepreneurial explanation accords well with the fact that Shanghai
struggled throughout the 1990s. Its ratios relative to Zhejiang and Guang-
dong declined throughout the decade, although at a more gradual pace
compared with the late 1980s. Except for a blip in 2003, Shanghai consis-
tently under-performed both Zhejiang and Guangdong. The ratio vis-a-vis
Zhejiang was always smaller than one, except for 2003, and it was less than
one vis-a-vis Guangdong in all the years between 1990 and 2005. Shanghai
recovered somewhat vis-a-vis the other provinces in the late 1990s. Its patent
ranking hovered between No. 9 and No. 10 in the first half of the 1990s and
then between No. 6 and No. 8 in the second half of the 1990s. In 2004,
Shanghai’s ranking improved to No. 4 in the country, after Guangdong (No.
1), Zhejiang (No. 2), and Jiangsu (No. 3). Shanghai was able to stem the
decline of its technological position, but it still did not recover its previous
position of technological leadership in the mid-1980s.

Panel (2) includes only what are known as invention patents and excludes
the two other categories of patents, utility models, and designs. Invention
patents go through a more rigorous examination for utility, novelty, and
non-obviousness. The utility model and design patent applications are held
to a less rigorous scrutiny. Incremental improvement, rather than novelty,
is sufficient for these two categories. The period of coverage is longer for
invention patents. Under Chinese Patent Law, invention patents enjoy pro-
tection for 20 years, whereas the protection is only for 10 years for the utility
and the design categories of patents."”

It is important to separate the invention patents from the other two
categories of patents to see if Shanghai managed to maintain its edge in a
more exacting innovative activity. It turns out that Shanghai lost much of its
initial and substantial lead in invention patents as well. Its decline vis-a-vis
Zhejiang and Guangdong was less steep and less linear, as the staggered lines
in Panel (2) show. But, a clear downward trend is visible in the graph. The
sharpest decline again was in the late 1980s, although, compared with the
utility model and design patents, Shanghai largely stemmed its decline vis-
a-vis Zhejiang but not vis-a-vis Guangdong in the second half of the 1990s.

Shanghai has many advantages, so this decline is quite puzzling. It started
with a huge edge over Guangdong and Zhejiang in the mid-1980s when it
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commanded more resources that went into the production of patents. It had
far more engineers, scientists, and universities than Zhejiang and Guang-
dong. In 1981, for example, there were 87,000 college students enrolled
in Shanghai. Zhejiang and Guangdong had about half this number.”’ In
1981, in terms of engineers, the ratio of Shanghai to Zhejiang was 2.8 and to
Guangdong 1.6. The gap was even greater in terms of the number of research
scientists. The ratio of Shanghai to Zhejiang was 5.9; the ratio of Shanghai
to Guangdong was 2.37. Shanghai also spent far more on R&D. The earliest
figures we have are for 1992 and the data cover the R&D spending of only
the large and medium industrial enterprises. Shanghai firms spent 2.4 times
more on R&D than Zhejiang firms and 1.89 times more than Guangdong
firms (see NBS 1993b, Table 18-59, p. 759).

Policy and legislative developments at the national level also should have
been favorable to Shanghai. In 1993, the Chinese Patent Law was amended to
extend protection to previously uncovered areas, such as pharmaceuticals,
food, beverages, flavorings, and chemical compounds. In many of these
areas, Shanghai firms possessed formidable preexisting capabilities. Yet,
Figure 4.3 shows no pickup of patenting activities in Shanghai vis-a-vis
Zhejiang and Guangdong since 1993.

Are there factors other than the entrepreneurial dynamics that may
explain Shanghai’s decline? One alternative explanation is that Shanghai’s
decline is simply a function of a natural process of technological diffusion
whereby technologies originate in the advanced regions and then diffuse
to other areas. The diffusion explanation would predict a relatively gradual
and steady decline, but Shanghai’s decline is very compressed. The sharpest
decline occurred in the late 1980s and the early 1990s. Also inconsistent
with the diffusion explanation, technological diffusions should first occur
in the simpler category of patenting activities, such as utility and design
patents, as the technological laggards climb up the learning curve. But, as
we have seen in the data, Shanghai’s decline was across the board, not just in
the area of utility and design patents but also in terms of invention patents.

An alternative explanation is a measurement error. In our findings, we
are comparing the absolute number of patent grants in Shanghai with those
in Zhejiang and Guangdong. One may wish to point out that Guangdong
and Zhejiang have a larger population and, therefore, they have a larger
number of institutions and individuals involved in generating patents. But
this explanation is not quite right either. Keep in mind that the phenomenon
we are discussing is a reversal of Shanghai’s fortune, not a permanent under-
performance of Shanghai against the other two provinces. That Guangdong
and Zhejiang have a larger population is a constant, not a variable. To identify
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the reason for Shanghai’s reversal, we would have to locate a causal factor
that has changed over time. In the end, it is not the total number of firms or
individuals that matter for patenting activities; it is the number of inventive
and innovative firms or individuals that matters. This is the crux of the
matter — What explains the larger number of innovative and inventive
firms and individuals in Zhejiang and Guangdong? One explanation is that
these two provinces have a business environment that innovative firms and
individuals find attractive.

2 Missing Entrepreneurship in Shanghai

Starting from last June, more than 7,000 private enterprises have moved out of
Shanghai. Many of these Zhejiang entrepreneurs moved their headquarters to
Hangzhou and Hong Kong. . . . It is time that we need to change policy.

—Yu Zhensheng, appointed Party secretary of Shanghai in October 2007

In 1992, a book with the title Shanghai: Her Character Is Her Destiny
became a best-seller in China. The Shanghai government sponsored the
book project — its preface was written by Mayor Wang Daohan — to research
the identity of the city. The theme is that Shanghai has a distinct culture char-
acterized by “its great tolerance, diversity, individuality, and entrepreneur-
ship.” The book goes on to assert that the renaissance of Shanghai owed
much to this distinct cultural heritage.”’

The claim that Shanghai is historically entrepreneurial is accurate. In
the first three decades of the 20th century, Shanghai was the major busi-
ness and financial hub of Asia, similar to or even more significant than the
role of Hong Kong today. It was the home of the country’s largest textile
firms and banks and the founding venue of a number of firms that are
still major MNCs in the world today. These include Hong Kong Shanghai
Banking Corporation (HSBC) and American International Group (AIG).
A very powerful illustration of Shanghai’s rich entrepreneurial heritage is
the near absolute dominance of the Hong Kong economy by industrialists
who left Shanghai in 1949.”> During the take-off period of Hong Kong,
the most important industry in Hong Kong was textiles. As recently as
1977, the industry produced 47 percent of the value of its exports and
employed 45 percent of its workers. In the late 1970s, Shanghai industri-
alists owned 25 — out of a total of 30 — cotton-spinning mills in Hong
Kong. Between 1947 and 1959, Shanghai industrialists created 20 out of
the 21 cotton-spinning mills established in that decade. It is not an exag-
geration to say that the Hong Kong miracle was a Shanghai miracle in
disguise.
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Today, Shanghai cannot claim any large-scale, well-known private-sector
businesses. On the other hand, the city is at the bottom of the country in
terms of our entrepreneurial measures. These two phenomena are closely
linked with each other and they are a self-fulfilling prophecy created by
its industrial policy approach toward economic development. Industrial
policy always favors big, incumbent firms and in Shanghai, the large firms
are not only subsidized, but also the small entrepreneurial businesses are
restricted in terms of their access to market opportunities. Because Shanghai
systematically discriminates against small firms, Shanghai’s private sector
never had the time, opportunities, or resources to grow from small to big,
except in a few cases where private businessmen got big very quickly through
corruption. (I return to the subject of crony capitalism in Shanghai in the
concluding section of this chapter.)

The purpose of this section is to document and unpack this missing-
entrepreneurship phenomenon in Shanghai. We rely on two datasets to do
s0. One is the urban and rural household surveys conducted by the NBS; the
other is the private-sector surveys conducted by the All-China Federation
of Industry and Commerce. The household surveys contain information on
self-employed household businesses or single proprietorships. The private-
sector surveys have information on larger and more established private-
sector enterprises (siying giye). Both types of businesses are entrepreneurial
in the Chinese context.

The following is the main finding from the survey evidence: Shanghai
appears to lack — almost completely — a microeconomic mechanism widely
regarded as important for growth and innovation: private-sector entre-
preneurship. Despite a rich history of creating some of the largest businesses
in China and in Asia in the first part of the 20th century, the average size
of Shanghai private-sector firms is among the smallest in the country by
employment and is on the small side in terms of sales. Despite the image of
the city as a high-tech hub, the private-sector firms in Shanghai, on average,
are less likely to hold patents and/or hold fewer patents than private-sector
firms based in the heavily agricultural, poor, and interior province of
Yunnan. Fixed-asset investments by self-employed household businesses,
after reaching a peak in 1985, collapsed in the second half of the 1990s.

The missing-entrepreneurship phenomenon is completely an artifact of
policy, as Yu Zhensheng, the current Party secretary of Shanghai, pointed
out. Yu, whose quote appears at the beginning of this section, recounted
how the poor business environment of Shanghai drove out Alibaba — one of
the most successful Internet entrepreneurial businesses in China — to Zhe-
jiang province in the late 1990s. Alibaba first started in Shanghai. Shanghai
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should have thrived in entrepreneurship. It has history on its side, but it
also has other huge advantages. It has a rich endowment of human capital.
Its economic growth has been rapid and it has attracted a lot of FDI. It also
has the agglomeration economics that economists believe to be important
for economic and business development. The anecdotal “folk wisdom” in
China is that people in Shanghai satisfy one particular definitional fea-
ture of entrepreneurs very well. According to Kirzner (1979), entrepreneurs
are those who are particularly alert to business opportunities that often
elude others. The reputation of Shanghainese is that they are well endowed
with business acumen. Also, as I demonstrated before, Shanghai’s unem-
ployment was rising in the 1990s. To the extent that self-employment and
paid employment are substitutes, we should expect to see increasing self-
employment during this period. Other than policy factors, it is very difficult
to think of a reasonable economic rationale why entrepreneurship should
be missing in Shanghai.

The combination of high unemployment and restrictions on small-scale
entrepreneurship during this period is especially intriguing. To the extent
that this absence of entrepreneurship is a result of a deliberate policy, Shang-
hai did not at all follow what Western economists postulate as the essence of
a gradualist strategy — delaying SOE privatization to avoid job losses while
encouraging new entry (Roland 2000). Actually, Shanghai appears to have
done precisely the opposite — aggressively downsizing the state sector while
restricting entry.

Shanghai also fits with the analytical framework in this book to explain
why capitalism developed in some regions but not in others. Shanghai is
the consummate urban China. It is the progenitor of the industrial policy
approach that China embraced in the 1990s at the national level. No other
region in China better embodies complete domination by the urban, state-
controlled China over the more market-oriented rural China than Shanghai.
A group of Shanghai technocrats, who were direct political beneficiaries of
the downfall of Zhao Ziyang and his associates, came to dominate Chi-
nese politics and economic policy between 1989 and 2002. The divergence
between GDP and welfare and the emaciation of rural entrepreneurship
closely reflect the policy visions of this group of Shanghai technocrats.

2.1 Single Proprietorship in Shanghai

Single proprietorships are those businesses owned and operated by the
owners themselves. They are also known as self-employment household
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businesses. Usually, these are on a very small scale. In China, a self-employed
business is defined as one that has fewer than eight hired workers. In the
1980s, it was mainly this form of small-scale private businesses that propelled
the growth of the rural economy. In the cities, they also began to mushroom
quickly, setting up garment and noodle stalls in many areas. The ubiquitous
presence of these small-scale entrepreneurs was a universe away from Russia,
where entrepreneurial instincts were completely eliminated by the 70 years
of communism.

But notin Shanghai. In this section, I show that this form of entrepreneur-
ship is almost completely absent in Shanghai. I focus on the urban part of
Shanghai. Our data come from the NBS urban household surveys con-
ducted in 1991, 1994, and 2004. The NBS surveys are designed to track the
living standards of households, not the performance of businesses. But this
is precisely the appropriate venue to study entrepreneurship. In Asia, and
in China particularly, capitalism runs in families. Many of the old commer-
cial houses in Shanghai in the 1930s were all family affairs and the largest
businesses in other ethnically Chinese economies, such as Taiwan and Hong
Kong, are all family firms. To be included in the NBS survey, one has to
be a long-term resident with a registration status in the surveyed city. This
satisfies another requirement of our inquiry — that an entrepreneur has to
be indigenous.

Two questions in the NBS urban household surveys bear on the ques-
tion of entrepreneurship. One asks whether a respondent operates his own
businesses; the other asks whether a respondent is employed by an indi-
vidual business. The specific measure is the number of entrepreneurs or
entrepreneurial employees per 100 households. For the first question, in
2004, Shanghai ranked third from the bottom among 31 provinces in
China. For the second question, Shanghai fared better: It ranked 10th from
the bottom. (That Shanghai has fewer entrepreneurs per household than
entrepreneurial employees is in and of itself interesting.)

A comparison of the 2004 NBS survey with the NBS surveys in the pre-
vious years reveals that Shanghai’s rankings vis-a-vis the rest of the country
were always very low. It is easy to document the missing entrepreneurship
in Shanghai in 1991. There was not a single self-employer in that year.
Things improved a bit in subsequent years. In 1996, there were 2.3 self-
employers per 100 urban households and in 2004 there were 5. But in terms
of its relative rankings in the country, Shanghai was always in the bottom
tier. It was No. 9 from the bottom in 1996 and No. 3 from the bottom
in 2004.
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Not only is entrepreneurial incidence low in Shanghai, those who choose
to go into self-employment businesses in Shanghai also earn very little
money compared with self-employers in other provinces. We already saw
that Shanghai has a very low share of employee compensation in its GDP.
In the Chinese data, employee compensation comprises two sources. One
is the wage and benefits received by workers at paid establishments. The
other source is what is known as proprietor income — income derived from
owning and operating a business. (This is one major difference with the
US data where income accruals, paid income, and proprietor income are
reported separately. In the Chinese GDP data, they are combined.)

Fortunately, the NBS urban household surveys provide detailed break-
downs of household incomes and we can thus compare Shanghai’s pro-
prietor income with that of other regions in China. In 2004, urban self-
employers in Shanghai reported their per capita business income to be 500
yuan. In contrast, urban self-employers in rich — and entrepreneurially ori-
ented — provinces earned far more. In Zhejiang, the per capita business
income in 2004 was about 1,400 yuan; in Guangdong, it was about 800
yuan. Guangdong and Zhejiang, however, are among the richest regions in
China. A more surprising finding is that Shanghai also compares poorly
with what are often viewed as laggard provinces. At 500 yuan, Shanghai was
squarely in the same earnings neighborhood as Hunan, Ningxia, Anhui,
and Yunnan. The GDP per capita of these four provinces is a fraction of
that of Shanghai. In terms of their GDP per capita ratios to that of Shanghai
(based on 2003 data), Hunan is 0.162 of Shanghai; Ningxia is 0.143; Anhui
is 0.138; and Yunnan is 0.121.

This finding is very significant. Some may argue that NBS household
surveys, because they do not cover unregistered migrants, may under-count
self-employers in Shanghai. But this omission clearly does not explain why
the income of self-employers in Shanghai is low. The low level of self-
employment income supports the hypothesis that entrepreneurship is sup-
pressed in Shanghai.

There is no good economic explanation for why urban entrepreneurs
in Shanghai and Yunnan earned about the same amount of per capita
business income. Yunnan is located in China’s southwest and is one of the
poorest provinces in China. In the 1980s and 1990s, the central government
teamed the coastal and prosperous provinces with China’s poorer provinces
in the interior and western regions of the country. Shanghai was teamed
with Yunnan.” To illustrate how strange it is that urban entrepreneurs in
the two provinces earned about the same amount of money, suppose a
finding that self-employment incomes in the United States and Turkey were
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about the same. Turkey’s per capita GDP in 2000 at US$3,000 was about 10
percent that of the United States, similar to the per capita GDP gap between
Yunnan and Shanghai. The most plausible explanation is that Shanghai
restricts its household businesses to the lowest value-added activities. It is
not economics, it is policy.

2.2 Where Are Shanghai’s Firms?

Let me turn to indigenous private-sector firms in Shanghai. These are
larger, more established businesses compared with single proprietorships.
But these are still entrepreneurial businesses in the context of China. They
are the only category of firms in China without substantial ties to the
government. (Even many foreign firms are joint ventures with SOEs.)
They are very small. For example, in the private-sector survey of 2002
(PSS2002), the average number of employees was only 152 persons. This
is far below the conventional World Bank 500-person cut-off threshold
for large firms (Batra, Kaufmann, and Stone 2003). In an economy domi-
nated by SOEs and, increasingly, by MNCs, indigenous private-sector firms
are entrepreneurial in a Schumpetarian sense — these new private-sector
firms challenge the market positions of the incumbent government-related
firms.

They are also entrepreneurial because they are still start-ups. In PSS2002,
of the 3,158 firms that provided data, only four had been established before
1980. The average age of the firms in the entire sample is only eight years.
Shanghai has a younger cohort of firms. The average age in the Shanghai
sample is only 7.1 years. One reason might be that Shanghai lagged behind
the rest of the country in terms of development of entrepreneurial busi-
nesses, rather than a sampling bias targeting younger firms in Shanghai. As
evidence, the 1993 survey also has this age difference between the Shanghai
firms and the firms in the entire sample. In the 1993 survey (PSS1993), the
average age of Shanghai firms is 5.3 years, compared with 6.9 years for all
firms in the survey.

Many of the surveyed firms are still run by their original founders. In
PSS2002, none of the firms is listed. The average number of shareholders
is only 5.6 persons and the median number of shareholders is only 2. The
largest number of shareholders is 54. So, unlike managers in SOEs and
MNCs, the managers of these private-sector firms bear the residual risks
and benefits of ownership. They also fit with a behavioral definition of
entrepreneurship. The firms are very nimble, completely profit-driven and
market-oriented. This is an attribute emphasized by writers such as Frank
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Knight (1921) and Israel Kirzner (1979). Previous research on entrepreneur-
ship in transition economies treat this type of firm as a form of entrepreneur-
ship (McMillan and Woodruff 2002).

The private-sector surveys are biased toward the large private-sector firms
in China since the members of the All-China Federation of Industry and
Commerce are more established firms. This bias is not a problem here
because our priors are that Shanghai firms should be larger. We borrow
insight from the economics literature that firm size is a function of the
legal and financial environment of firms, not of other influences such as
market size and industry characteristics (e.g., Kumar, Rajan, and Zingales
1999). According to this reasoning, Shanghai ought to have some of the
largest private-sector firms given its large GDP, superior human capital
formation, connections to international markets, excellent infrastructure,
and the city’s long history of creating some of the largest businesses in China
and the world.

From the NBS household surveys, we have already seen that self-
employment businesses in Shanghai are scarce and perform less well com-
pared with their counterparts elsewhere. One could argue that the reason for
this is that Shanghai has an efficient established private sector. So, Shanghai
may have a size bias but it does not necessarily have a bias against the private
sector per se. The city may be more favorably disposed toward large private
businesses than smaller private businesses.

We measure the development of entrepreneurship by the employment
size of a private-sector de novo firm. Employment size is probably the most
common measure of firm size in the general economics literature (Kumar,
Rajan, and Zingales 1999; Cabral and Mata 2003). There is a special reason
to pay attention to employment size in the context of a transition economy.
The ability to generate employment by entrepreneurial businesses at a time
when the SOEs are shedding jobs entails enormous welfare implications.
For this reason, economists studying entrepreneurial dynamics in transition
economies focus on employment (Johnson, McMillan, and Woodruff2000).
During the 1990s, as Shanghai’s economy was growing rapidly, the city lost
a large number of jobs, as shown previously.

Table 4.1 presents data on various indicators of firm development across
a number of survey years. Panel (2) of Table 4.1 presents data bearing
on the size of private-sector firms. We have two indicators. One is the
average and the median values of sales per firm; the other is the average
and the median number of employees per firm. Panel (1) presents data on
the urban per capita income of these regions and their percentage shares
of nonagricultural employment. We present data from PSS1993, PSS2002,
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and PSS2004. All the findings reported in Table 4.1 are based on a descriptive
analysis of the survey data. That is, these are the summary values of the
indicator variables averaged over all the firms without considering firm-
level characteristics. In the Appendix, I discuss findings based on a statistical
analysis of the data; the results do not differ from those reported herein.

Shanghai under-performed in just about every dimension. Its firm size
is not only smaller than that in rich and entrepreneurial provinces, such as
Zhejiang and Guangdong, it is also smaller than the firm size in Yunnan.
Recall the previous finding, based on the NBS household surveys, that the
average business income and property income are higher in Yunnan than
they are in Shanghai. Now, we know the reason why — Yunnan has a more
developed private sector. Yunnan is much poorer than Shanghai. Urban
income in Yunnan was about half of that in Shanghai in 1996, as shown
in Panel (1), and the per capita GDP of Yunnan was a fraction of that of
Shanghai because Yunnan has a sizable agricultural sector. Its nonagricul-
tural employment is about one third of that of Shanghai. Yet, not only does
Yunnan have larger private-sector firms, it has substantially larger firms
compared with Shanghai. As shown in Panel (2), in 2003, Yunnan firms on
average were 87 percent (38.8/20.8) larger by the sales measure and 457 per-
cent larger (260.3/46.7) by the employment measure than Shanghai firms.

Shanghai firms look especially poor when firm size is measured by
employment per firm. The average employment per firm in 2003 is 46.7.
This compares with 260.3 persons in poorer and agricultural Yunnan and
299.8 persons in Zhejiang and 319.6 persons in Guangdong. The last row of
Table 4.1 presents data on all the surveyed firms in China. Shanghai firms
are smaller in sales and employment than the national average in all the
years for which data are available, in 1992 and 2003.

In addition to the average size of sales and employment, I have included
median values. Median values are a better reflection of the state of middle-
sized firms than mean values. Several studies have shown that biased busi-
ness environments often exhibit a “middle-sized firm” problem. The idea
is that a difficult business environment is most detrimental to middle-sized
firms because small firms are nimble enough to evade the regulatory imper-
fections and large firms have the political and financial power to overcome
them. Middle-sized firms have neither.”

Shanghai exhibits a classic symptom of a “middle-sized firm” problem.
The median values of sales and employment are much smaller than those
indicated by the mean values. Take as an example the Zhejiang/Shanghai
comparison. Measured in terms of sales, the Zhejiang/Shanghai ratio in
2003 was 4.4 for the average measure but 5.2 for the median measure. The
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differential between the mean and median measures is of a similar mag-
nitude for the other paired comparisons as well (i.e., the differential in the
median measure is always larger than the differential in the mean measure).

The employment measure reveals an even more remarkable develop-
ment: The median employment declined for Shanghai firms between 1992
and 2003. This is telling on several accounts. One is that the average employ-
ment rose during the same period, suggesting that Shanghai’s business envi-
ronment eased for large firms but not for smaller firms. Second, Shanghai
bucked the national trend. In the dataset as a whole, both the average and
median employment rose between 1992 and 2003, but the median employ-
ment declined for Shanghai. This relative decline is striking because the
period between 1993 and 2003 is usually regarded as the golden decade for
Shanghai’s economy. Nominal GDP expanded from 111.4 billion yuan in
1993 to 540.8 billion yuan in 2002. Between 1993 and 2002, real GDP grew
in excess of 11 percent in every year. FDI increased from US$2.3 billion to
US$5.03 billion.” It is curious that median firms located in this richest and
fastest-growing market failed to take off.

We have already seen that Shanghai lagged behind Guangdong and Zhe-
jiang in terms of aggregate patent grants. Here, we want to see if private-
sector firms in Shanghai are more or less innovative than private-sector firms
elsewhere. Both PSS2002 and PSS2004 asked respondent firms whether they
held any patents. Shanghai firms in the 2002 survey show up very poorly in
this respect. Fewer Shanghai firms held patents than in the national aver-
age. In the survey, 15.3 percent of Shanghai firms responded that they held
patents, compared with 16.6 percent of all the firms in the survey. To the
extent that they held patents, Shanghai firms in the 2002 survey held fewer
patents than the national average. The average number of patents held by
Shanghai firms was 3.7, compared with a national figure of 3.9. The number
for Zhejiang was 5.2 and it was 5.7 for Guangdong. The 2002 survey also
asked firms whether they developed products on their own. In response
to this question, 28 percent of Shanghai firms said yes, compared with a
national average of 34.2 percent. Interestingly, by this measure, Shanghai
under-performed significantly against both rich provinces — Zhejiang and
Guangdong — and poor provinces such as Yunnan. The findings based on
the PSS2004 are very similar.

2.3 Does It Matter?

Economists and other scholars studying transition economies have conflict-
ing views about the economic and political merits of mass privatization,
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financial reforms, and foreign-trade reforms. Few, however, would dispute
the vital importance of fostering the development of new entrepreneurial
businesses. Entrepreneurial businesses — defined as new entrants and as
privately owned — create jobs and promote growth at a time when SOEs
are downsized and retrenched. The de novo businesses also inject a much-
welcomed dose of competition into economies that have poorly functioning
product and factor markets and that are saddled with government distor-
tions. It may be axiomatic for economists that entrepreneurship matters
enormously for economic growth. China is not an exception. In the 1980s,
rural incomes and economic growth improved rapidly because of rural
entrepreneurship. The lack of this growth mechanism in Shanghai amidst
surging GDP naturally leads to the question, “Does it matter not to have
entrepreneurs?”

To get at this question, we revisit the issue of the divergence between GDP
and personal incomes. We saw earlier that in Zhejiang, GDP growth and
personal income growth tracked each other closely and that in Shanghai,
the two diverged. The contrast between Shanghai and Zhejiang illustrates
why entrepreneurship matters: Entrepreneurs promote economic growth
because they are motivated to improve their own economic well-being.
There is a built-in incentive mechanism for growth. State-led GDP growth
can still be fast in Shanghai — and, it should be pointed out, in certain
periods of the Soviet Union — without private incentives due to the huge
government investments. This type of GDP growth is not sustainable and
is less welfare-improving. In China, entrepreneurs tend to come from the
least-privileged segment of the society. This is another cost of suppressing
entrepreneurship — GDP growth can be anti-poor. As we saw already, the
poorest people in Shanghai have lost absolutely since the late 1990s.

Is there a connection between the missing entrepreneurship and Shang-
hai’s poor innovative capacity? Again, missing entrepreneurship means
missing incentives. Shanghai is particularly poor in those innovative activ-
ities that convert inventions into useful commercial applications, as com-
pared with entrepreneurial Zhejiang and Guangdong. There is an impor-
tant distinction between being inventive and being innovative: Inventions
are acquisitions of capabilities without reference to their underlying market
value; innovations are acquisitions that are motivated by a realization of
market values (Iacopetta 2004). A top-down bureaucratic system, such as
that in the former Soviet Union, can be quite inventive because of mas-
sive investments in science and technology by the government. According
to Tacopetta (2004), the former Soviet Union pioneered in cutting-edge
research in a wide range of fields, as compared with the Western countries.”
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The problem is that the economy was not innovative in new technologies
and processes to convert the scientific breakthroughs into useful commer-
cial applications. The massive R&D expenditures had very little effect on
the economy as a whole.

Shanghai exhibits the classic Soviet syndrome — it is inventive but not
innovative. In 2005, universities, research institutes, and government agen-
cies in Shanghai were granted 1,895 patents. This is substantially more than
in Zhejiang (841) and Guangdong (644), despite the fact that Zhejiang and
Guangdongboth had larger total patent counts. Because these are non-profit
institutions, these are inventive activities without reference to their market
value. Shanghai under-performed in the more market-oriented patenting
categories. In 2005, there were 8,486 patents granted to firms in Shanghai
but there were 11,518 granted to firms in Guangdong. (Zhejiang had far
fewer than Shanghai: 3,892.) The greatest difference between Shanghai and
these two other provinces lies in the number of individual patent grantees.
In 2005, Shanghai had only 2,222 individual patent grantees; this does not
even begin to compare with Zhejiang (14,333) or Guangdong (24,732).”’

In one respect, Shanghai is fundamentally different from — and superior
to — the former Soviet Union: Shanghai is open to FDI. So, the question
is not whether it matters to have entrepreneurs but whether it matters
not to have indigenous entrepreneurs. The answer is still yes, although the
reasoning is a bit more complicated. The essence of the Shanghai model
is to restrict the opportunities for Shanghai residents to become capitalists
but to create an efficient and attractive platform for foreign capitalists to
set up production facilities. This explains the paucity of asset returns to the
average Shanghai households in the NBS household survey data. But, the low
entrepreneurial income is partially compensated for by the fact that MNCs
can offer a substantially higher level of wages than the majority of indigenous
entrepreneurs. This again is consistent with the NBS household survey data
that shows the average Shanghai residents to have the highest wage level
in the country. The average Shanghainese are the richest proletariat in the
country but among the poorest capitalists in the country. So, one can argue
that it is a wash — that lower profit incomes are made up for by higher
current wage incomes.

The Shanghai model will come back to haunt Shanghai if there is an
external shock. One form of such external shock might be the rise of India
as an attractive FDI location or the rise of other regions in China that can
compete with Shanghai. Local firms have a home bias in that they have a
preference to operate in their home base. The most detrimental aspect of the
Shanghai model is that it has damaged the ability of local firms to attract top
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human talent. One of the few ways that local entrepreneurial businesses can
successfully compete with the deep-pocketed MNC:s in the talent market is
that they can offer greater future payoffs — stock options or career paths to
the top of the corporate hierarchy. (This is basically how Indian firms such
as Infosys and Wipro were able to compete with IBM and GE to recruit and
retain the best engineering talent in the country.) Suppressing the growth
potentials of local entrepreneurs caps the value of the upside option these
local entrepreneurs can offer to attract human talent. If the perception in
the market is that these local businesses cannot grow big, then these local
firms will have no choice but to compete on the basis of offering current
payoffs. MNCs command a decisive advantage in competition on the basis
of current payoffs. Greater talent flows to the MNCs will then reinforce their
policy advantages and further solidify their market dominance.

3 Understanding the Shanghai Model

If I am not mistaken, in our country, private businesses contribute 40 percent of
GDP. In our Shanghai, SOEs create nearly 80 percent of Shanghai’s GDP. Who
upholds socialism most rigorously? Who else if it is not Shanghai?
— Quote attributed to Chen Liangyu, the Party secretary of Shanghai from
2002 to 2006 (sentenced in 2008 to 18 years in jail for corruption)

Recall the finding that Shanghai relinquished its technological edge dur-
ing the four-year period between 1987 and 1991. In 1987, Shanghai ranked
No. 2 in the nation in terms of patent grants; in 1991, it ranked No. 9. This
period thus warrants special attention. A central theme in this book is that
China reversed many of its reforms in the early 1990s. There was a similar
reversal in Shanghai, except that the reversal occurred five years ahead of
the rest of the country. A little-known fact is that while Shanghai lagged
behind the rest of the country in terms of reforms, Shanghai did implement
meaningful reforms in the first half of the 1980s.

We again go to an indicator that reliably tracks private-sector policy
developments — fixed asset investments by the individual economy. The
individual economy refers to those business units run by single proprietors
or self-employers.”® The patterns are quite striking. Consistent with the
portrayal of Shanghai as liberalizing in the first half of the 1980s, the share
of the individual economy rose from 3.2 percent in 1978 to a peak of
10 percent in 1985. For the country as a whole, as we saw in Chapter 1,
during the first half of the 1980s, the fixed-asset investments by household
businesses already reached 20 percent. Thus, Shanghai was lagging behind
the rest of the country but it was moving in a liberal direction in the first
half of the 1980s. This is an important detail because much of the policy
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reversal documented in this book is associated with those leaders who came
to Shanghai in the second half of the 1980s.

Descriptive accounts confirm this statistical portrayal. According to a
1986 State Council (1986) report on household businesses, by 1985, small
daily consumer items traded in the private-market fairs in Shanghai already
accounted for 77 percent of the total transaction value of these product
groups. There were 1,558 so-called alliance businesses — a code name for the
larger private firms at the time. The average number of employees was 12.6
persons, exceeding the seven-employee rule; 25 private businesses employed
50 to 100 each and some even employed more than 100 employees.”’

Recall the case of Mr. Nian, who, as a private entrepreneur, was able
to crack into Shanghai’s food market in the early 1980s. In the late 1970s,
Shanghai was already beginning to forge market ties with firms based in
other provinces. Naughton (1996, p. 113) documents that the marketization
of Shanghai’s machinery firms — the most important in the country — began
as early as the 1970s. In the 1980s, the central government substantially
cut its investments in this sector and encouraged firms to create their
own linkages with suppliers and customers. Shanghai led the way in this
effort. In 1979, the State Council chose a number of SOEs in the country
to experiment with profit-retention schemes. Because the program aimed
at reforming the larger SOEs, the coverage of the program in Shanghai was
quite large. According to Shirk (1993, p. 202), the Shanghai SOEs included
in this reform program accounted for 80 percent of the total profits in
the city.

The 1980s are commonly viewed as unfavorable to Shanghai. According
to this view, the central government taxed Shanghai heavily. Although the
view is mostly valid, it does not mean that Shanghai did not implement
any reforms. (In the 1980s, Shanghai was taxed heavily but it was also a
recipient of other forms of support. I present some data in the Appendix to
illustrate this point.) In the early 1980s, Shanghai also experimented with
shareholding reforms. Firms issued freely tradeable equities to investors.
Shanghai led the country both in the launch of these financial instruments
as well as in the size of their issuance. By 1984, 1,700 issues were recorded
in Shanghai, totaling RMB 240 million (Walter and Howie, p. 23). This was
a large amount of capital considering the overall size of fixed-asset invest-
ments at the time. In 1984, Shanghai’s fixed-asset investments amounted to
9.2 billion yuan. In 1986, the Shanghai municipal government permitted
the establishment of a new local bank that would directly compete with the
incumbent state-owned banks (Harding 1987, p. 123).

The year 1985 marked the peak of private-sector development in Shang-
hai, at least as measured by the fixed-asset investments Shanghai’s ratio of
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10 percent in 1985 of fixed-asset investments by household businesses to
the total fixed-asset investments would not be exceeded again. The ratio
declined sharply to 7 percent in 1986, then to 5.8 percent in 1991, and to
only 1.1 percent in 1993. (This period, as we saw earlier, also coincided with
a sharp decline of Shanghai’s patenting edge.) During the next 10 years, this
ratio steadily declined further from an already negligible level in 1993. In
2004, the share was 0.2 percent. At 0.2 percent, this is less than one tenth of
the level in 1978. The turning point thus seems to be around 1986.

The second half of the 1980s was a critical period for Shanghai and, as
the circumstances would have it, for China of the 1990s. During this period,
Shanghai set out some of the key elements of the top-down Shanghai model
that we are familiar with today. The Pudong project, the essence of which
rested on a massive taking of rural land, huge government investments,
and subsidization of FDI, was formulated in the 1986-1987 period and
won central approval in 1990 (Yatsko 2004). Urban control of the rural
economy was tightened during this period under the doctrine of “rural-
urban planning integration.” (I go into detail about this later in this section.)
The Shanghai leaders who ruled over Shanghai during this period were
two of China’s consummate urban technocrats, Jiang Zemin (1985-1989)
and Zhu Rongji (1987-1991).”" Under their leadership, Shanghai’s private
entrepreneurship declined sharply and Shanghai relinquished its patenting
edge. With this kind of record behind them, they moved on to Beijing to
govern China for the entire decade of the 1990s and beyond.

The Shanghai model has four integral components. The first is a highly
interventionist state. The quote from former Party Secretary Chen Liangyu
at the beginning of this section reveals this aspect of Shanghai. The second
is a systematic and deep anti-rural bias in its economic policies. The third
component is a biased liberalization in favor of foreign capitalists at the
expense of indigenous capitalists. The fourth component is that Shanghai
was favored by the central government and might have been showered
with massive resources. The components of this model together produced
rapid GDP growth but poor household income growth. In the following
paragraphs, I mainly focus on the first three components of the Shanghai
model we have fairly good data to illustrate them. I offer a conjecture about
the fourth component in the concluding section of this chapter.

3.1 The Very Visible Hand of the State

Shanghai is a classic industrial-policy state. The industrial-policy approach
comes in two related forms. One is that it is a highly interventionist
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government. The government sets ambitious policy visions and uses all
of its administrative tools to accomplish them. In an otherwise positive
assessment of Shanghai, two World Bank economists caution that Shanghai
is too ambitious (Yusuf and Nabeshima 2006). The other is that this is a
government with a lot of power. Foreign businesspeople often marvel at
the ability of Shanghai to “get things done.” World-class infrastructure can
be built overnight and an entire neighborhood can be uprooted in a flash.
There are no public hearings and eviction orders are carried out swiftly and,
if necessary, forcibly. (The mayor of Beijing expressed an attitude that surely
would be appreciated in Shanghai as well, “We never forcibly evict anybody,
except those who refuse to move.”)’!

But, the hand of the state was not always so encompassing in Shanghai.
As we saw earlier, in the first half of the 1980s, Shanghai was moving in
a liberal direction. We also saw that rural household income in Shanghai
relative to the rest of the country was rising between 1983 and 1993. This is
entirely to be expected. Rural residents located in the proximity of the rich
market of Shanghai should reap enormous income gains. The precondition
for this pulling effect of the urban center to work is the existence of a market
economy.

My conjecture is that the policy turning point occurred sometime around
1986. Some documentary evidence suggests that the blueprint for the top-
down Shanghai model was established around this time. A 1987 government
document might be the policy genesis of the Shanghai model: “A com-
prehensive development program for Shanghai” drafted by the municipal
government. The program laid out many of the key elements of Shanghai’s
aspirations to transform itself into a world-class city in short order. The doc-
ument did not include specific details about what would become the famous
Shanghai landmarks in the 1990s, such as the Pudong district, the Maglev
train, and so on. The 1987 document set forth a rationale that came to
justify these highly costly projects — Shanghai was to join the ranks of
the global, world-class cities by the early 21st century. Considering that
Shanghai had a per capita GDP in 1987 of less than US$800, this was an
extraordinarily ambitious goal.

The 1987 development program established two key mechanisms to
leapfrog Shanghai. One was the internationalization of the Shanghai econ-
omy, not just any internationalization but one based on advanced technol-
ogy and global brands.”” The other mechanism was a systematic push to
eliminate all vestiges of those extant features of the city considered to be
backward by the policy elites. These included those small and informal mar-
ket activities that were a ubiquitous sight in urban China in the 1980s — food
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and vegetable stalls operated by peasants at the intersections of cities and
the countryside. In the first half of the 1980s, many spontaneous mar-
ketplaces had sprung up in various neighborhoods in central Shanghai,
hawking goods ranging from vegetables and eggs to small-scale indus-
trial goods, as detailed in a province-by-province study of self-employment
businesses (State Council 1986). This is the sale or the demand side of the
rural entrepreneurship miracle documented in Chapter 2. But, to the urban
technocrats eager to project their city as an ultra-modern metropolis, these
messy marketplaces represented not income-earning opportunities for rural
merchants but rather unorganized, unlicensed, and unsightly activities to
be stamped out.

The 1987 development program set up a bureaucratic mechanism to sys-
tematically cleanse Shanghai of these backward vestiges —a super municipal
agency headed by the Shanghai mayor himself. This agency centralized all
urban-planning decisions. The Pudong project, which was to convert an
area of 350 square kilometers of farmland into a financial and commer-
cial center in very short order, was first conceived of by this agency. The
essence of the Pudong model is deceptively simple: The government, as the
monopoly buyer facing no competition, was to requisition vast tracts of
land from rural households at below-market prices and then auction off
the land-use rights at prevailing market prices. The proceeds from the land
sales were then used to finance the government’s industrial policy programs,
welfare and pension obligations, and last, but not the least, corruption.

The idea embodied by the Pudong project is what is known in the 1987
development program as “the rural-urban planning integration.” As the
name suggests, the idea was to closely coordinate planning of rural and
urban economic affairs. It is worth elaborating on the implications of this
seemingly simple planning conception. First, the reforms in the rest of the
country and in Shanghai itself until the mid-1980s followed a so-called
“two-track” approach — market reforms, private-sector development, and
even financial liberalization in the rural areas but persistent central plan-
ning in the urban areas. The rural-urban planning integration implied an
abandonment of this approach and the adoption of a single-track approach.

Second, the reformist leaders in the 1980s, Zhao Ziyang especially, advo-
cated an extension of the mechanisms of the rural reforms to the urban areas
when they began to contemplate how to reform China’s industrial sector.
Fixed, lump-sum taxation and enterprise contracting were both products
of the rural reforms that the reformist leaders wanted to replicate in the
cities. The policy intention — if not the actual result — was to converge
the urban track with the rural track rather than the other way around.
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(To be historically accurate, let’s keep in mind that time was not on Zhao
Ziyang’s side to implement his policy visions. He lost much of his economic
decision-making authority in late 1988 and was purged in June 1989.)

In Shanghai, the rural-urban planning integration amounted to the
convergence of the rural track to the urban track. In the 1980s, urban
Shanghai was substantially state-owned and controlled. As we saw pre-
viously, the 1991 NBS urban household survey did not uncover a single
incidence of urban private household business in Shanghai. By contrast, in
the urban areas of Guangdong, there were 6.47 self-employed businesses
per 100 urban households. Relative to the urban areas, rural Shanghai had a
higher level of a market economy. The non-farm rural business income was
rising in Shanghai relative to the rest of the country throughout the 1980s.
The rural-urban planning integration meant a complete domination by
the state-owned urban economy of the (relatively) market-oriented rural
economy.

A number of indicators suggest that rural entrepreneurship began to slow
down as soon as the 1987 development program went into effect. We saw
earlier that fixed-asset investments by household businesses, as measured
in terms of their share of the total, reached a peak in 1985. Almost all of
the fixed-asset investments were rural in origin. In 1985, the rural share was
98 percent of the total (and 95 percent of the total in 1995). We can also
look at this issue by examining the real absolute amount of the household
fixed-asset investments. (The deflator is the Shanghai consumer price index
to the 1978 price levels.) In yuan amount, the peak was reached in 1988
when investments reached about 1 billion yuan (all in the 1978 prices). In
1989, it was below 800 million yuan and in 1993 it was 230 million. After a
brief surge in 1996 and 1997, in real terms, the fixed-asset investments made
by individual economy units simply disappeared. In each year after 2000,
the investment level was below 200 million and, in 2004, it went down as
low as 120 million yuan. This is exactly where Shanghai was in 1979 —at 110
million 1978 yuan, right back to the era of central planning. The emaciation
of small-scale entrepreneurship was now complete.

The invisibility of entrepreneurship is the flipside of the visible hand of
the state. There are telltale signs. Shanghai has very high tax rates. Several
researchers have reported how Shanghai seemed to tax its firms beyond
the tax quota specified by the central government. So, the high tax rates
in Shanghai were not only designed to meet the central tax mandate but
also to meet its own expenditure needs. There is evidence that the tax
burdens have become more onerous over time. For example, Whiting (2001,
p- 98) reported that Nantang Township of Jiading county in Shanghai did
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not aggressively tax private enterprises until 1989 when the tax-sharing rule
was revised. Under the old rule, taxes collected from private enterprises had
to be turned over to the county level, leaving few benefits for the township
from heavily taxing private enterprises. Under the new rule, tax revenue
above a set quota was shared between the township and the county.™

Another indicator is an extraordinarily puzzling pattern in the NBS urban
household survey data: The average Shanghai households derived very little
income from real estate rentals. In 2004, amidst China’s hottest real estate
market, Shanghai per capita urban rental income was only 157 yuan. This
is 1.8 times the national average and only 0.81 and 0.62, respectively, of
the urban averages in Zhejiang and Guangdong. That the average Shang-
hai households appeared to have derived modest gains from the country’s
most prosperous property boom is suggestive of the regulatory restrictions
on the rental market. Shanghai pioneered the practice of massive urban
renewal projects. Entire neighborhood blocs involving hundreds of thou-
sands of residents were demolished to make way for new construction.
The Pudong project, for example, involved relocating and resettling some
1.7 million people. According to one estimate, between 1992 and 1997,
the government demolished 22.46 million square meters of building area
and 541,400 households were displaced (Zhang 2002).”* (Until the late
1990s, such urban construction programs were less frequent in Zhejiang
and Guangdong, although in more recent years, this highly destructive
practice began to be emulated elsewhere in the country.)

The staggering scale and rapidity with which urban renewal was carried
out in Shanghai suggests a highly interventionist and often coercive role
of government. One policy tool is strict business licensing. In 2004, China
conducted an economic census of all businesses including those that were
unregistered. Shanghai has the highest ratio of registered businesses in the
country. Thisisnotareflection ofaliberal business environment in Shanghai
but rahter a strict enforcement of all the rules on the book pertaining
to business registration. My interviews in Shanghai uncovered a range of
highly restrictive policies toward household businesses in Shanghai.”” These
restrictions only began to ease in 2005. Following is a summary of some of
these policy restrictions:

* The Shanghai government imposed onerous restrictions on who could
start a second job as a private entrepreneur. University professors,
civil servants, SOE general managers, and workers for the non-profit
organizations were not allowed to start private businesses on the side.
They had to quit their current jobs, the effect of which is that it took
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away the risk insurance that comes with a regular job, an insurance
that was necessary at the beginning of the reforms. Since 2005, this
restriction only applies to civil servants.

The government imposed a registration capital requirement and
required entrepreneurs to register the entire amount of the capital
requirement on the day of registration. Thus, a potential entrepreneur
would have to show the proof of the requisite capital rather than being
able to pay in the registered capital by installments.

Shanghai has very strict zoning regulations. Residential apartments
cannot be used for commercial purposes and if a resident rents out
residential space on commercial lease, it has to be approved by the
government. The government enforces this law rigorously. One effect
of this policy is that it raises the business and rental costs of household
entrepreneurs.

Shanghai government tightly controls land transactions. A concrete
indicator is that in the demolition business — a huge business now
in Shanghai as the city demolishes many old buildings to build new
structures — all the firms are completely state-owned. This shows the
intention of the Shanghai government to strongly control land alloca-
tion.

In the critical infrastructure projects, the Shanghai government explic-
itly forbids private-sector firms from bidding for the projects. Because
much of the GDP growth in Shanghai in the 1990s was generated by
these investment projects, private-sector firms missed out on one of
the key growth areas of the economy.

Shanghai government favors FIEs — firms with at least 25 percent of
foreign equity — both explicitly and implicitly. One implicit form of
policy favoritism is that the Shanghai government allows FIEs to deduct
the actual payroll costs from their tax liabilities. Domestic firms are
allowed to deduct their payroll costs only to the extent of an average
level specified by the government. The government purposely sets a
lower level of salaries compared with the market rate, thus limiting the
deductions by domestic firms.

The World Bank does not classify China as having onerous business
licensing procedures, as compared with other transition economies.
The length of time to start a business is about 40 days and to register
a business, 30 days. This is substantially better than Vietnam, where it
could take six months to set up a business (McMillan and Woodruff
2002). The World Bank’s reporting is based on China’s business
licensing regulations. A close reading of these regulations and other
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accompanying documents at several business licensing offices in
Shanghai reveal how misleading this classification is. The 40-day length
refers to the amount of time required by the licensing office to notify
an applicant whether his application for license is approved. However,
before the business is eligible to apply for a license, an entrepreneur
needs to assemble a large number of documents from numerous gov-
ernment agencies. For example, if an entrepreneur intends to set up a
stall in a location, she has to obtain a permit from the agency in charge
of that location. She also has to obtain certificates from health and
labor bureaus. If she cannot provide a separate business address from
her home address, she has to provide documentation that her home
has been approved by the government for dual residential and business
uses.

* The licensing office accepts an application for a business license only
after all these documentation requirements are satisfied. A number of
entrepreneurs commented that while these documentation require-
ments are uniform across China, they are being enforced with rigor in
Shanghai.

The tight government control may explain both the paucity of the
entrepreneurial supply in Shanghai as well as the modesty of the rental
income accruing to the average Shanghai households. Consider the follow-
ing characteristic of the urban private-sector activities: They are likely to
cluster in the commercial sector, such as retail shops and restaurants, and so
forth. There are two attributes of economic activities in the commercial sec-
tor. One is that they thrive in places with high population density; the other
is that the location factor is an important determinant of business success.
The nature of real estate regulations is likely to have a substantial impact
here. Restricting the access of small private entrepreneurs to retail space has
a double-whammy effect of constraining the development of urban private
entrepreneurs as well as reducing the demand for rental property. We saw
the effect of the former dynamic in the data on the paucity of single propri-
etorships in Shanghai and now we have a theory to explain why the average
rental income of Shanghai households is so low.

3.2 The Consummate Urban China

Shanghai is the ultimate symbol of urban China. It has a very large urban
population and the city boasts practically all of the amenities associated
with a rapid pace of urbanization — infrastructures, skyscrapers, elevated
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highways, and Starbuck cafés. The Shanghainese are said to be urbane,
sophisticated, and very wired. The city, according to The Economist, is now
beginning to set international fashion trends.

Being urban in this book does not just refer to a geographic or demo-
graphic characteristic; it is also an ideology. At the political and economic
levels, urban China represents the strong hand of the state, a heavy inter-
ventionist approach toward economic development, an industrial policy
mentality, and an aversion to the messy and often unsightly processes of a
free market and low-tech entrepreneurial activities. In this section, we focus
on the fate of rural entrepreneurship in Shanghai. Rural entrepreneurship
reflects the extent of urban controls. It thrives when urban controls are loose
and it languishes when urban controls are tight. Shanghai is the consum-
mate urban China in the sense that it has almost completely emaciated its
rural entrepreneurship.

It should be noted that although Shanghai is widely viewed as a sophisti-
cated, cosmopolitan metropolis, a surprisingly large number of people still
work in the rural areas. By employment, in 2004, 2.48 million people out
of a labor force of 8.36 million worked in the rural areas. Rural employ-
ment accounted for 29.7 percent of employment (NBS 2005a, p. 369),
although many of these laborers had non-farm sources of income. Thus,
rural entrepreneurship still entails significant economic implications in
Shanghai even today.

We pay special attention to rural entrepreneurship in Shanghai because
of our theoretical priors. We know from the early works of Schultz (1953)
that urban/industrial centers exert a powerful boosting effect on the sur-
rounding rural areas. Economic development emanates outward from the
urban centers because farmers in the vicinity have greater access to indus-
trial inputs, opportunities to improve their human capital, and non-farm
business and employment opportunities. To the extent that this idea holds
true in China, one would expect that, on average, rural entrepreneurs near
Shanghai outperformed those in the rest of the country during the explo-
sive growth period of the 1990s. A key unstated assumption in Professor
Schultz’s claim is that a market economy is in place. To the extent that his
prediction is not borne out by the Shanghai data, it is a result of forces
blocking the normal operations of a market economy.

We undertake two kinds of comparisons. One is to compare Shanghai
with the rest of the country; the other is to compare Shanghai across different
time periods. It should be stressed that all the comparisons presented in the
following paragraphs are rural-to-rural comparisons; we are comparing the
rural households in Shanghai with the rural households in other parts of
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China. We are not comparing rural Shanghai with urban China. Our sources
of information are the annual rural-household surveys conducted by the
NBS.

We start on the side of the production inputs — machinery and equip-
ment in the production process — and then we proceed to look at the
earnings side of rural entrepreneurship in Shanghai. We use two measures
of fixed assets. The first is fixed assets used for production in all economic
sectors, including agriculture. We also look at industrial fixed assets and
those fixed assets deployed for the service activities. (Service industries here
refer to construction, transport, warehousing/postal services, and distri-
bution/catering services.) We single-out industrial and service fixed assets
because these industries should have thrived more rapidly given their prox-
imity to Shanghai’s huge urban economy and, therefore, rural entrepreneur-
ship in Shanghai should have reaped substantial gains from this locational
advantage.

But, the data point in the opposite direction. The size of production-
related fixed assets per rural household is uniformly smaller in rural Shang-
hai than it is in the rest of rural China. This can be shown by calculating
the ratios of Shanghai to the rest of China. In 2001, the ratios are 0.53 for
the fixed assets in all sectors, including agriculture; 0.27 for the fixed assets
in the industrial sector; and 0.82 for the fixed assets in the services sector.
The small size of industrial fixed assets in rural Shanghai is particularly
noticeable. Shanghai itself is a large industrial economy, but rural house-
holds located nearby do not seem to have developed a sizable industrial
operation.

Another striking observation is that the fixed-asset size of rural house-
holds in Shanghai actually became smaller relative to the rest of the country
between 2001 and 2005. All three ratios are smaller in 2005 than in 2001.
This reduction occurred during a period when the Shanghai economy was
expanding massively. In nominal terms, the GDP of the city expanded by
1.84 times between 2001 and 2005. The real GDP growth rates were 10.5
for 2001, 11.3 for 2002, 12.3 for 2003, 14.2 for 2004, and 11.1 for 2005.

We want to highlight one finding here — that the ratios of the fixed assets
in the service industries in Shanghai declined from 0.82 to 0.56 between
2001 and 2005. The service industries are normally urban-intensive; whereas
urban centers may decline as manufacturing hubs, normally they should
expand in these service areas. In fact, the size of the two service components
of GDP —transport/warehousing/postal services, and distribution and cater-
ing services — nearly doubled in Shanghai, from 89.5 billion yuan in 2001
to 159.2 billion yuan in 2005.”° Shanghai was abundantly endowed with
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business opportunities in these service areas, but the benefits of these oppor-
tunities did not accrue to Shanghai’s rural entrepreneurs. (Nor to the urban
entrepreneurs, as we pointed out before; Shanghai’s urban entrepreneurship
lags behind the rest of the country.)

We now turn to the earnings side. Shanghai’s rural income per capita
declined relative to the rest of rural China in the 1990s. Here, we want
to focus on one component of rural household income — what the NBS
describes in its surveys as “household business income.” According to the
NBS, household business income is derived from “rural residents using
households as the production or business units” and from “production
coordination and management.” The sources of the business income include
agricultural production but also industry, construction, transport, distri-
bution, and all other nonagricultural activities. Here, we want to focus on
the non-farm portion of the business income, so we subtracted the agricul-
tural income from the business income. One would expect the non-farm
business income to be very high because Shanghai, as the hub of manu-
facturing and financial services, would normally possess abundant business
opportunities.

The NBS rural household surveys provide detailed data on 1985, 1990,
1995, 2000, and 2005.”” There is a clear linear development in the business
income data. The level of business income in Shanghai declined during the
five points in history for which we have data. The ratio began at 1.47 in 1985
and declined to 1.15 in 1990, 0.89 in 1995, 0.57 in 2000, and 0.37 in 2005.
This is a dramatic development. In China’s purportedly richest region, the
level of rural business income in 2005 was only 0.37 of the entire rural
China. The ratio of Shanghai’s non-farm business income to that of the
country as a whole also declined, although less linearly as the total business
income ratio. The non-farm business income ratio began at 0.60 in 1985,
declined to 0.56 in 1990, and rose to 0.71 in 1995. In 2000 and 2005, the
ratios were, respectively, 0.52 and 0.54. While Shanghai’s GDP per capita is
five multiples of the country as a whole, its non-farm business income is
only half of the country as a whole. We have already seen that the returns
from urban self-employment businesses in Shanghai are about the same as
those in some of the poorest provinces in China. Now, we have the rural
data to complete the picture: Entrepreneurship across the board — whether
rural or urban — does not pay in Shanghai.

In contrast, Shanghai rural households have a very high level of wage
income. Wage income is, by definition, from non-farm sources and it rep-
resents returns from labor contributions to paid employment. According
to the NBS data, in 2005, the ratio of Shanghai to the country as a whole
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was 4.29. The wage income also accounts for a large portion of the rural
household income in Shanghai. It was 71 percent in 2005, a rise from 61
percent in 1990. It is largely because of the high level of wage income that
rural households in Shanghai have the highest income level in the country.

But Shanghai has always had the highest level of rural wage income in the
country. This is not news. The issue here is how to assess the contributions
of policy. Policies have to be assessed on the basis of their contributions
to economic outcomes given the stock conditions of history. That its wage
income is high in and of itself cannot be the only evidence that Shanghai has
the right economic policies. Shanghai falters when we look at the relative
wage income levels of Shanghai over time. In 1980, the rural wage income
ratio of Shanghai to the country as a whole was 4.31. The ratio then rose to
6.25 in 1985 and peaked at 7.69 in 1990. Throughout the 1990s, the ratio
declined. In 1995, it was 6.53, 4.88 in 2000, and then 4.29 in 2005. So, in
2005, whereas the average rural Shanghainese still enjoyed the highest level
of wage income in the country, they were actually comparatively poorer
than they were 20 years earlier. The decline in their wage income relative
to the rest of the country is consistent with a whole range of economic
indicators such as business income and rural household income. Shanghai
still enjoyed the highest wage income in the country but its relative level
compared with the rest of the country had actually declined.

In the last chapter, we saw that the greatest reversal in the 1990s involved
the growth rates of rural non-farm business income, not so much the
wage income received by rural households. Shanghai is not only a micro-
cosm of this development but also an extreme version of it. Judging by the
gap between the non-farm business income and GDP per capita, we can
safely infer that the policy repression of entrepreneurial opportunities in
rural Shanghai must have been extreme. Rural households shed consider-
able production assets and lost their business income, all amidst a massive
building boom, rising FDI inflows, and the emergence of a manufacturing
hub that is now global in scale.

3.3 For Whom Does the Door Open?

In 1991, the Shanghai municipal government issued an order — known as
policy document No. 287 — banning products of private businesses from
being stocked in “large and famous department stores” located on Nanjing
Road and Huaihai Road (Wu Xiaobo 2006, p. 109). (Nanjing Road and
Huaihai Road are the main shopping avenues in Shanghai.) Was this an
aberration in a market-oriented economy? Or was it an ideological gesture
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that the Shanghai government felt compelled to make against private busi-
nesses in the aftermath of the Tiananmen crackdown?

The following is from a dispatch by Xinhuanet dated March 1, 2007: “In
Shanghai, the most prosperous commercial economy in China, some of the
commercial districts simultaneously began to show the door to domestic
brands and yielded their space to international brands.”*® The dispatch
makes it clear that this was a decision by the government. One stall operator,
who sold cosmetic products, was informed by the state-owned department
store that the criterion was not the sales revenue but the nationality of the
brand. His domestic brand, he was told, had “bad genes.” Another stall
operator, whose clothing line drew 40 percent of his customers, was denied
an opportunity to renew his lease. He remarked, “Huaihai Road [a main
shopping district in Shanghai] needs to introduce international brands and
we do not even have a chance to put in a bid.” A number of documents
on urban planning in the Shanghai government outlined some specific
goals in terms of increasing international brands. One document envisioned
increasing international brands from the current 65 percent to 70 percent
in three years. Another document revealed that a government agency had
conducted an examination of a store claiming to sell an international brand.
The conclusion of the investigation was that it was actually a domestic brand
masquerading as an international brand.

In the 1990s, the Chinese government pursued a highly biased liberaliza-
tion strategy to favor FDI at the expense of indigenous private entrepreneurs
(Huang 2003). Governments at both the central and local levels show-
ered expensive policy resources to attract foreign investors while systemat-
ically restraining the business opportunities of indigenous entrepreneurs.
Government officials, when pressed for an explanation, often equate their
policies with the investment-promotion programs in some of the mar-
ket economies. The analogy is completely false. In the market economies,
the objective is to create job opportunities. In China, indigenous rural
entrepreneurs laboring under onerous regulations and credit constraints
have created more than 100 million jobs, whereas the highly subsidized for-
eign investors have created between 15 million and 20 million jobs. Also, the
governments in the market economies have not differentiated businesses on
the basis of nationality in the way the Chinese government has done.

Shanghai represents the ultimate embodiment of the highly biased liber-
alization strategy, and it may have been the pioneer of this strategy. The 1991
and 2007 rules about stock-keeping units in department stores are indica-
tive of both the extent of the micromanagement of the Shanghai govern-
ment and the overtly discriminatory nature of its regulations. The rationale
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provided to explain the 2007 rule is explicitly anti-market. The issue, how-
ever, is whether there is any more systematic evidence illustrating the FDI
policy biases in Shanghai.

Our evidence comes from a World Bank survey conducted in 120 cities in
China in 2005. The research from this survey appears in China Governance,
Investment Climate, and Harmonious Society: Competitiveness Enhancements
for 120 Cities in China (World Bank 2006a). As noted earlier, the World Bank,
as an institution, has always been enamored of Shanghai and this report is
no different. The report awards Shanghai as a silver medalist in its overall
assessment of its investment climate (World Bank 2006a, pp. 46-47). The
World Bank survey has three main components: (1) city characteristics,
(2) government effectiveness, and (3) social measures of environmental
quality, health, and education. Shanghai ranks very high in a compos-
ite ranking of these three components. Shanghai is No. 6 in investment
climate for domestic firms and No. 17 in investment climate for foreign
firms.

Upon closer inspection of the data, it is clear that Shanghai scores high in
the stock conditions. Of the three components in the World Bank survey, two
of them — city characteristics and social measures — are strongly influenced
by history and by the policy treatments of the central government. On these
two measures, it is not surprising that Shanghai would score very high. It
has an excellent geographic position augmented by massive investments by
the central government in its port facilities. It has a high level of human
capital and China’s best hospitals and educational institutions.

Only the measure on government effectiveness truly reflects the portion of
the investment climate that is subject to the discretionary influences of local
governments. This measure is based on a range of indicators, such as taxes,
bureaucratic red tape, and an indicator that is widely found to be closely
correlated with corruption — time spent with government officials. The
findings on government effectiveness are much more meaningful in terms
of both analytical and policy implications. There is very little a Chinese
city located in an interior region can do about its geographical isolation,
but it can improve its competitive position by strengthening its policy
effectiveness.

On this measure, Shanghai has a remarkably low score. Its government
effectiveness is ranked No. 77 in the country as perceived by domestic firms
(in comparison with No. 6 in the overall investment ranking). Its ranking
improved substantially in the perception by foreign firms, where it ranked
No. 26 in the country. In other words, Shanghai is ranked in the bottom
third of the Chinese cities by domestic firms whereas it is ranked in the top



What Is Wrong with Shanghai? 225

third of the Chinese cities by foreign firms. This is a specific illustration of
the biased liberalization.

Favoring foreign capitalists is often justified by the rationale that foreign
capitalists bring financial resources and technology. This reasoning lacks
both conceptual and empirical support. Economic research shows that tech-
nology transfer occurs in a competitive business environment. Restricting
indigenous entrepreneurs curtails competition. China, for example, attracts
a huge level of FDI in sectors that have very little technological content and
in sectors where indigenous entrepreneurs are expected to possess supe-
rior know-how (e.g., herbal medicine). The distortions introduced by this
strategy often result in fake or round-trip FDI, as the Shanghai bureau-
crats discovered when they sought to ban domestic brands. Indigenous
entrepreneurs simply dressed up their products as international products to
evade the regulatory restrictions. These practices have led to dishonesty in
business practices on the one hand and to further bureaucratic interventions
on the other.

What about the argument that FDI brings in precious foreign exchange to
Shanghai? The simple fact is that the FIEs in Shanghai incur chronic deficits
in their trade balances. In 2005, the FIEs based in Shanghai exported 61.6
billion dollars of goods, but they imported 63.9 billion dollars of goods,
incurring a deficit of 2.3 billion dollars (NBS 2006a, p. 175). This trade
imbalance persisted throughout the 1990s. Although one should not rush
to the judgment that the trade imbalances of the FIEs are bad for China,
or for Shanghai, it is worth noting that provinces with a more dynamic
domestic private sector have positive trade balances with their FIEs, and
their surpluses are huge. In Zhejiang, the FIEs had a trade surplus of 12.1
billion dollars in 2005. In Guangdong, the surplus was 30.7 billion dollars
and in Fujian, it was 7.7 billion dollars. By the way, the trade surplus of the
FIEs in each one of these three provinces is larger, some by several multiples,
than the annual FDI inflows into Shanghai.

In 1990, Shanghai — mainly the Pudong area — was designated a special
economic zone (SEZ). In the late 1970s and early 1980s, four regions of
China — Shenzhen, Zhuhai, Xiamen, and Shekou — were given SEZ status. It
is tempting to put Shanghai in the same category as these four SEZs in the
1980s. In fact, Shanghai is categorically different from the first-generation
SEZs. One difference is that FDI liberalization in Shanghai is biased to disad-
vantage the domestic private sector. The success of the four SEZs in the 1980s
was a product of opening both to FDI and to the domestic private sector.

We can compare the most successful SEZ in the 1980s — Shenzhen —
with Shanghai. Shenzhen attracted a huge amount of FDI but it was equally
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successful in attracting indigenous entrepreneurial talent. In Chapter 2,
using the SEBS1991 to assess entrepreneurial mobility between rural and
urban areas in the 1980s, we found that a large number of self-employers
with operations in urban areas were, in fact, rural residents. (SEBS1991
covered 10,000 self-employed businesses in 1991.) SEBS1991 shows that
Shenzhen was far more open to rural entrepreneurs than Shanghai. In the
survey, 45 percent of those self-employers in Shanghai were rural residents
compared with 93 percent in Shenzhen. (In Guangdong as a whole, the ratio
was 71 percent.) In the 1980s, Shenzhen implemented an internal passport
system that sharply restricted migration. Despite this restriction, however,
Shenzhen had a higher level of economic mobility than Shanghai.

PSS1995 — the private-sector survey of 1995 — provides another compar-
ison between Shanghai and Shenzhen, this time of more established, larger
private businesses.”” PS$1995 surveyed 83 private-sector firms in these two
cities so the sample size is identical. PSS1995 shows that the employment size
of private enterprises in Shenzhen was much larger than that of Shanghai
(91 employees per firm in Shenzhen compared with 55 employees in Shang-
hai). Another indicator of the developmental level of private enterprises
is the geographic scope of their operations. In the Shanghai sample, the
majority of firms — 64.8 percent — sold their products locally, as compared
with 35.7 percent in the Shenzhen sample. Because Shanghai’s firms were
immature, they were more beholden to the SOEs. In the Shanghai sample,
48.8 percent of the firms sourced products from the SOEs, compared with
28.9 percent in the Shenzhen sample.

Private entrepreneurs in Shenzhen were far better educated than those
in Shanghai, suggesting that the business environment in the mid-1990s
in Shenzhen was sufficiently enticing to attract quality human capital, but
not in Shanghai. Among the Shenzhen entrepreneurs, 68 percent had at
least an associate or college degree, compared with 24.1 percent in the
Shanghai sample. Private enterprises in Shenzhen were present across all
industries, whereas private enterprises in Shanghai were concentrated in a
few industries. This suggests that the entry barriers for indigenous capitalists
were lower in Shenzhen than they were in Shanghai.

4 Conclusion

We focus entirely on Shanghai in this chapter because of the oversized
political and economic position of the city. Shanghai dominated Chinese
politics throughout the 1990s (and beyond). In the late 1980s, Jiang Zemin
and Zhu Rongji, both of Shanghai, assumed the two top positions of the
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Chinese state. Jiang was the general secretary of the Communist Party from
1989 to 2002, and Zhu was the premier from 1998 to 2003 (and executive
vice premier between 1991 and 1998). Other vital national positions were
held, or are still held, by men and women rooted in Shanghai. Huang Ju,
the vice premier in charge of finance and a former member of the Standing
Committee of the Politburo until his death in 2007; Li Rongrong, the current
chairman of the State Asset Holding Commission; and Chen Zhili, who ran
China’s Ministry of Education, all came from technocratic backgrounds
based in Shanghai.

Shanghai is a window unto China of the 1990s. The Shanghai model,
formulated in the last five years of the 1980s, was a precursor to China’s anti-
rural bias and repression of small-scale and labor-intensive entrepreneur-
ship in the 1990s. The economic consequences for the rest of the country
were grave. As I show in the next chapter, GDP performance and personal
household income began to diverge at the national level in the 1990s. The
Pudong project, which in its essence is built on a massive taking of land from
rural incumbents, has had a powerful demonstration effect and was widely
emulated in the rest of China beginning in the late 1990s. The Pudong
model contributed to rising land grabs in China as many local govern-
ments sought to create their own versions of urban miracles. The tactics
include forcible evictions of long-term residents, large-scale demolitions of
existing housing stock, collusions with corrupt real estate developers, and
below-the-market-price land requisitions.

The political power of Shanghai underscores an essential difference
between the first-generation SEZs such as Shenzhen and Shanghai. In the
1980s, Shenzhen was always on the margins of Chinese politics and was
often mired in political controversy. It never enjoyed the kind of carte-
blanche political power that was freely wielded by Shanghai in the 1990s.
And herein is an explanation for Shanghai’s outward prosperity — its rapid
GDP growth, rising skyscrapers, and construction boom: It might have
been heavily subsidized by the rest of the country.”’ The Shanghai model
is extraordinarily expensive. The Maglev train, expensive to build but very
inconvenient to use, will take at least 160 years to get the investment back,
according to an estimate by two economists at Hong Kong Banking Corpo-
ration (Qu Hongbin and Sophia Ma Xiaoping 2006).

That the Shanghai model is not dynamic suggests that the city might
have been subsidized. More research should be done to understand how
the resource transfer occurred. The potential mechanisms include fiscal
transfers, financial flows through the banking system, reinvestments by
SOEs controlled by the central government, and subsidized energy prices. I
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detail some of these developments in the next chapter, but suffice it to note
here that there is a logical connection between the rural educational and
health crises on the one hand and the huge urban biases in favor of cities
such as Shanghai and Beijing on the other.

Herein lies the intimate connection between politics and economics.
Because of its privileged position in Chinese politics in the 1990s, Shanghai
was able to amass a huge amount of financial resources supplied from
the rest of the country. These resources were then invested in modern
infrastructures and luxury-amenity facilities and, importantly, they were
used to finance very generous tax and other benefits conferred on foreign
firms. It is in this sense that the Shanghai model can be described as being
built on a Potemkin foundation.

Like any subsidy, someone has to finance it. The next question is, Who
shouldered the financing costs of the rise of Shanghai? Deng Xiaoping is said
to have famously ruminated why he had not opened up Shanghai earlier.
It is not entirely clear that his remorse was justified. The SEZ designation
of Shanghai was fiscally costly to the central government in a way that
Shenzhen’s was not. This is a second difference between Shanghai and the
first-generation SEZs — the central government may have poured massive
resources into Shanghai and taxed other regions of China to finance this
resource transfer. In fact, one could reframe Deng’s remorse as follows: The
opening of Shanghai would naturally have to follow the opening of the other
SEZs because the first-generation SEZs generated the resources to finance
Shanghai.

I go into more details in the concluding chapter of this book, but let
me mention here a few critical details. In the 1990s, as the Chinese central
state was investing heavily in a few urban metropolises such as Shanghai
and Beijing, the same central government under-funded rural health and
education. The long-run implications of this resource allocation — investing
in and supplanting the economic roles of entrepreneurs in the urban areas
while taxing the rural and the poor populations heavily — are detrimental
both economically and socially. From a social perspective, this policy choice
planted the seeds of the jarring income inequalities and political instability.
From an economic perspective, this policy choice undermined the micro-
economic foundation for China’s economic takeoff. I explain these views in
the next chapter.

Let me end this chapter by returning to the main subject of this book —
entrepreneurial development in China. The Shanghai model is not antitheti-
cal to capitalism per se; itis just antithetical to the virtuous kind of capitalism.
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Recall our finding that small-scale rural and urban entrepreneurship does
not pay in Shanghai. Small-scale household businesses operated by peo-
ple with humble backgrounds languished in the 1990s. In their stead, there
emerged a small coterie of politically connected crony capitalists who thrived
in Shanghai’s distorted business environment. Shanghai is the quintessen-
tial state-led capitalism as described by Baumo, Litan, and Shramm
(2007).

In 2003, the All-China Federation of Industry and Commerce (CFIC)
published a list of the 1,582 largest indigenous private-sector firms in China.
Of the top 100 firms ranked by sales on the CFIC list, six were based in
Shanghai. This compares with 35 based in Zhejiang and 17 based in Jiangsu,
the two provinces bordering with Shanghai. To put Shanghai’s ranking in
perspective, on this list there were the same number of firms from Liaoning,
a province in China’s northeast that was saddled with inefficient SOEs and
with a struggling economy in the 1990s. The six Shanghai firms were not
ranked particularly high on the list. The top Shanghai firm is Shanghai
Fuxing (No. 6 on the list); the five other Shanghai firms were ranked Nos.
15, 39, 60, 81, and 91, respectively. Another statistic is also telling. Of the six
Shanghai firms, three were connected to real estate and construction, the
most political sector in the Chinese economy.

A few private-sector firms in Shanghai did attain some fame. One is the
Fuxi Investment Group founded by Zhang Rongkun, a private entrepreneur
from Suzhou in nearby Jiangsu. Zhang was known in Shanghai as the “road
king” because his firm successfully gained management rights over anumber
of critical highways around Shanghai. For a firm that was founded only in
2002, the rise was meteoric. In 2002, the same year of its founding, his firm
spent 3.2 billion yuan ($400 million) to acquire the management rights for
a Shanghai highway. This was followed by another massive acquisition in
2003, to the tune of 5 billion yuan ($600 million), and a 2004 acquisition
of 588 million yuan ($70 million). By 2005, Zhang’s firm had obtained the
control rights of 200 kilometers of highways in Shanghai. Forbes magazine
ranked him as the 16th wealthiest individual in China in 2005.

The Chinese media described Mr. Zhang as highly secretive and shy of
publicity. So, little was known about him until July 2006 when publicity
was forced on him — he was arrested.”’ It turns out that Mr. Zhang rose
in the same way that the Russian oligarchs rose in the 1990s — through
audacious corruption deals. It was revealed in the media that 30 percent
of the investment capital that Mr. Zhang amassed came from Shanghai’s
pension fund, and the remainder came from bank loans and under-the-table
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privatization deals involving one of the largest SOEs in the city, Shanghai
Electric. In other words, Mr. Zhang never built or developed a true business.
He became big because of his political connections.

The cast of characters involved in this scandal reveals the depth of the
crony capitalism in Shanghai. The head of the pension fund, which incurred
a massive deficit of 4 billion yuan in 2002, was arrested, as was a secretary
to the Party secretary of Shanghai. And, finally in September 2006, Chen
Liangyu, the Party secretary of Shanghai, whose quote appeared before in
this chapter, was detained on corruption charges. At the time of this writing
(August 2007), the Chen Liangyu affair is still producing ramifications.
The secretary to a prominent member of the Shanghai faction and former
member of the Politburo’s Standing Committee, Huang Ju was arrested in
July 2007.

Incidentally, many foreign investors and observers would describe Shang-
hai as quite clean. They seem to know the trees of petit corruption but miss
the forest of grand theft. Since late 2006, eight senior officials in charge
of land management have been arrested.”” One official, with a nickname
“King of Land” because every deal had to go through him, was found to
have received 4 million yuan in bribes. Another official, a deputy director
of land management bureau, amassed 10 million yuan, about $1.25 million
in his bank accounts, and 26 apartments valued between 70 million and 80
million yuan (between $8.7 million and $10 million), all on the strength of
his 10,000-yuan civil-servant pay scale. Liu Jinbao, the head of the Shanghai
branch of the Bank of China in the 1990s, reportedly took bribes amount-
ing to 30 million dollars (“Bank Executive Arrested over $30 Million Fraud
Scandal” 2004).

Probably the most notorious corruption case in Shanghai concerns that
of Mr. Zhou Zhengyi, a real estate tycoon. Prompted by a lawsuit filed
by a group of Shanghai residents whom Zhou had evicted with the help
of the Shanghai government, Zhou was arrested but was given what was
widely considered an extraordinarily light sentence — three years in jail —
on stock-market fraud. This is not all. The Shanghai authorities arrested
and sentenced the lawyer — Mr. Zheng Enchong, who led the lawsuit against
Zhou — to the same jail sentence (three years) as the one given to Mr. Zhou.
This is crony capitalism at its very worst.

The ascendancy of crony capitalism is a fitting testimonial to the Shang-
hai model and to the industrial policy approach of the 1990s. Shanghai
represents the political triumph of the Latin American path, anchored on
the prominence of statist interventions, huge urban biases, and distorted
liberalization in favor of FDI at the expense of indigenous entrepreneurship.
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Shanghai, as the world’s most successful Potemkin metropolis, is both the
sign of and the culprit for what is structurally ailing in the Chinese economy
today. If the Chinese economy stumbles, future historians will look back at
the dizzying rise of skyscrapers from the rice paddies of Pudong as a glaring
warning sign that almost everyone missed.

APPENDIX

A.1 Statistical Findings on Entrepreneurial Underdevelopment
in Shanghai

The findings presented in the text that private-sector firms are very small
in Shanghai are based on a descriptive reading of the survey data. One
might object that these findings do not sufficiently control for factors that
might account for some of the differences between Shanghai and other
regions. Yi Qian and I have conducted a detailed statistical analysis of
both survey and industrial-firm census data (Huang and Qian 2008), and
the results are consistent with the descriptive analysis presented in the
text. After controlling for many firm-level attributes and detailed industry
characteristics, Shanghai private-sector firms are fewer in number and are
far smaller in employment, sales, and assets as compared with almost all the
provinces and cities in China.

A.2 Did Shanghai Get a Rotten Deal?

There is a long-standing view that Shanghai got a historically “rotten deal”
from the central government — that Shanghai paid heavily into the treasury
of the central government. In 1985, Shanghai’s tax collection as a ratio of
its fiscal expenditure was about 4:1; in Guangdong, it was about 1:1. The
difference was remitted to the central government.*’ But, the fiscal channel
is only one of many ways in which the central government can transfer
resources. Although the central government taxed Shanghai heavily, it also
invested heavily in Shanghai in the 1980s and the 1990s. In 1986, Shanghai’s
GDP was about two thirds that of Guangdong (41 billion yuan compared
with 62 billion yuan), but from 1986 to 1990, the central government
invested 63 percent more in Shanghai than it did in Guangdong.** In the
first half of the 1990s, the central government continued to invest more in
Shanghai compared with Guangdong, despite the fact that the economy of
Shanghai was smaller.
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Another reason why the “rotten-deal” view is misleading is its implicit
suggestion that Shanghai was somewhat unusual. In fact, it is Guangdong
that was unusual, not Shanghai. Many other provinces bore a heavy tax
obligation toward the central government, and some of these provinces
still managed to create a dynamic entrepreneurial sector. Take Zhejiang as
an example. In 1985, Zhejiang collected 5.83 billion yuan in tax revenue
but only expended 3.74 billion yuan. The difference was remitted to the
central government. To be sure, the difference between tax collection and
expenditure is much greater in the case of Shanghai than in the case of
Zhejiang. The ratio of tax to expenditure in 1985 was about 4 in Shanghai
but 1.56 in Zhejiang. This is a large gap, but it shrank rapidly between 1985
and 1990 — 2.25 in Shanghai and 1.26 in Zhejiang — and, in fact, since 1995,
Shanghai has been a net recipient of tax revenue from the rest of the country
in the sense that it spent more than it collected. There is no evidence that
entrepreneurship in Shanghai failed to take off because of the high taxes by
the central government.

The central government favored Shanghai in another way as well — it
restricted the access of other regions to some of the FDI opportunities. In
1992, the central government issued the first insurance license to the Amer-
ican International Group to sell life-insurance products only in Shanghai.
No other cities were allowed a similar right despite the fact that in the
1980s, foreign insurance firms had already established representatives in a
number of cities other than Shanghai. In 1997, the Chinese central bank
granted licenses to eight foreign banks to conduct renminbi business in the
Pudong district. The number of foreign banks subsequently increased to 24
by March 2000 (Lardy 2002).
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Chapter 1: Just How Capitalist Is China?

. Lu provides a detailed account (Lu 2000).

. Many of the details on the early history of Lenovo are chronicled in Lu (2000).
. T explore this phenomenon in great detail elsewhere. See Huang (2003).

. See Eckstein (1977).

. See Qian (2003) and Naughton (2007). I provide more details on their views

later in this chapter.

. The lawsuit was covered extensively in the Chinese press. See http://arch.

pconline.com.cn/news/suiji/10308/210452.html, accessed on December 11,
2004.

. Table 4.5 in Bai, Li, and Wang (2003).
. This has been done by Lin, Cai, and Li (1996).
. It is interesting that some scholars, although recognizing the problems from

equating the non-state sector with the private sector, nevertheless use the devel-
opment of the non-state sector as a measure of the reforms. An example is
Bai, Li, and Wang (2003, p. 99), who explicitly acknowledge this problem when
they state: “In reality, collective enterprises are under close control of a govern-
ment. Major investment and employment decisions could not be made without
government direction or approval.”

Their paper is a background paper for the OECD report on China. See
Dougherty and Herd (2005).

Their methodology involves two steps. First, they divide the firms into state
and non-state firms. State firms in turn comprise two types of firms: SOEs and
collective firms in which the collective share capital exceeds 50 percent. The
second step is to classify all those firms in the non-state category as those with
more than 50 percent of share capital held by legal persons, individual investors,
and foreign firms.

The NBS dataset does not contain industrial value-added for 2001, so in my
calculations, [ used a close substitute, industrial profits. The 28.9 percentin 1998
in my calculations is very close to the 27.9 percent of the industrial value-added
reported in the OECD study.
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Another problem is that the study treats domestic private-sector firms and
FIEs as a single homogeneous category. This treatment does not recognize that
China has favored foreign firms at the expense of domestic private-sector firms.
Thus, the estimate implicitly incorporates a substitution effect between FIEs
and domestic private-sector firms.

The history of this firm is easily accessible by checking its website. The website, in
both English and Chinese, provides details about the organizational evolution of
the firm. An analogy would be those firms owned and controlled by Temasek, the
holding and investment arm of the Singaporean government. Whether Temasek
behaves as if it is a private firm is a separate question, but from an accounting
point of view, because Temasek itself is state-owned, the firms controlled by
Temasek ought to be classified as state-owned as well.

I have dealt with this issue extensively elsewhere. See Huang (2003).

This is available online. See http://law.baidu.com, accessed on December 19,
2006.

Quoted in Yergin and Stanislaw (1998).

The calculations are based on data on the value of gross industrial output broken
down by ownership. Private sector here refers only to individual businesses. The
data are provided in NBS (1997b).

This theory was first proposed by Che and Qian (1998a). Roland (2000) then
reiterates the theory. Stiglitz (2006) defends the China model by invoking the
TVE reasoning.

Some scholars have also argued that given China’s institutional environment,
the organization of TVEs is, in fact, superior to that of purely private firms. The
TVEs have the advantage of political protection provided by local governments
and in the biased financial system they have access to capital because their
borrowings are guaranteed by the state. See Chang and Wang (1994) and Li
(1996).

Acemoglu and Johnson (2005) have shown that those institutional arrange-
ments that protect property rights and constrain public officials from arbitrary
behavior have the greatest effect on economic growth. Not just any institutions
matter, but a particular set of institutions matters the most. See a comprehen-
sive review and assessment of this literature (Acemoglu, Johnson, and Robinson
2005). Finance economists have demonstrated the critical role of financial insti-
tutions. Access to finance has been shown to be a very important determinant
of long-run economic growth (King and Levine 1993; Levine 1997; Rajan and
Zingales 1998). La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1997) connect
the design of legal institutions with finance. The literature on this topic is vast
and the summary here is cursory. Some of the papers cited previously are survey
papers that contain more comprehensive coverage.

In Chapter 2, I explain why this is the case and provide some evidence for it.
The main reason is that central planning and the Cultural Revolution decimated
capitalism in the cities but not in the countryside. In addition, agriculture, even
at the height of central planning, was less planned than industry and rural
residents never had job or social security protection as compared with urban
residents.

For a good discussion on private plots during the commune era, see Perkins
and Yusuf (1984).
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For an explanation of the political holdup problem, see Acemoglu, Johnson,
and Robinson (2005).

The polity data are compiled by Jaggers Keith at University of Colorado and
Ted Robert Gurr at University of Maryland (source: http://www.bsos.umd.edu/
cidem/polity/). The polity scores in the exhibit are based on two variables in their
database - DEMOC and AUTOC. Both variables are based on an additive 11-
point scale (0-10). For DEMOC, 0 means least democratic and 10 means most
democratic. For AUTOC, 0 means least autocratic and 10 means most auto-
cratic. DEMOC and AUTOC are derived from codings of the competitiveness
of political participation, openness and competitiveness of executive recruit-
ment, and constraints on the chief executive. The polity scores here are derived
from the following formula: Polity score = DEMOC — AUTOC. Thus, —10
means the most autocratic and 10 means the most democratic.

For a very good account of the role of Deng in the politics of reforms, see
Harding (1987).

Whether Deng was actually politically distant from Mao is less relevant. In the
end, Deng turned out to be far more politically conservative than suggested
by his speech in 1980. But what mattered is how he was perceived in the early
1980s.

See Chua (2007).

Although there are complications, it is safe to say that FIEs are private firms,
although in the foreign sector. Because we are primarily concerned with the
domestic private sector, we do not discuss FIEs in great detail, except to make
two points. One is that in the early 1990s, FIEs absolutely dominated the “other”
ownership category of firms, with 71.2 percent of all the fixed-asset investments
of these firms in 1993. Second, this juxtaposition of the seemingly liberal policy
toward foreign firms, although imposing severe restrictions on the explicitly
domestic private firms, is a fascinating topic, to which we return later.

It should be noted that the NBS no longer uses the “individual economy” in its
data series on industrial output, although it still uses the “individual economy”
category for its fixed-asset investment reporting. The 11.7 percent quoted in the
text refers only to siying qiye and presumably does not include industrial getihu.
See NBS (2003b), p. 459.

There is a related concern, which is that the rural collective sector actually incor-
porates some private-sector activities. Beginning in about 1993, the fixed-asset
investment sources report separately on the collective economy and sharehold-
ing cooperative firms. Thus, although it is possible that the collective economy
still incorporates some shareholding cooperatives, it is incorrect to assume that
the rising rural private/collective ratio was primarily driven by the ownership
changes of the collective TVEs.

Chapter 2: The Entrepreneurial Decade

. This account of Nian Guangjiu is based on several sources. See Wu (Wu Xiaobo

2006) and Zhang and Ming (1999).

Detailed provincial data are available from the National Bureau of Statistics
(1996).

The data come from the 1985 industry census (State Council 1988).
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4. Seehttp://209.85.165.104/search?q=cache:b2JPcTT 19M]:www]1.worldbank.org/
economicpolicy/globalization/dollarqa.htm+David+Dollar+China+World+
Bank&hl=en&ct=clnk&cd=2&gl=us, accessed on February 15, 2007.

5. The official source is the NBS rural household survey. See NBS (2007b, p. 43).

6. The World Bank advocates globalization as the reason for China’s poverty
reduction despite the contrarian evidence marshaled by its own economists.
Ravallion and Chen (2007) devised their own poverty line that shows a higher
number of poor people than that given in the official statistics. According to
them, in 1980, 602 million Chinese rural residents lived in poverty, as compared
to only 99.5 million in 2001, an enormous reduction indeed. But what is lost by
merely looking at these two points in history is that an overwhelming portion of
the poverty reduction took place in the 1980s. According to the same measure
by Ravallion and Chen, by 1988, the number of rural people living in poverty
was already reduced to 190.7 million. (In fact, in 1985, the poverty level was
down to 183.1 million.)

7. This approach by the World Bank was first noted by Qian (2003). For more
details on the World Bank’s approach, see World Bank (1996), especially
pp. 14-17.

8. The data in this section are reported in the Bureau of Industry and Commerce
Administration (1990).

9. See World Bank development indicators for details.

10. A Western academic, John Burns (1981), documents that peasants in Guang-
dong engaged in fairly substantial speculative activities.

11. These are documented by Zhang and Ming (1999).

12. Dachai commune, located in Shanxi province, was flaunted by the Gang of Four
for having thoroughly eliminated private ownership and the market economy.

13. Thisaccount is provided by Wu (2006, pp. 17-18). Zhou (1996) has some similar
but less detailed accounts of private-economy activities during the Cultural
Revolution.

14. Oi (1999, p. 73), for example, states that until 1987, “the hiring of more than
seven employees was banned.”

15. See Jiangsu Statistical Bureau (1987) and (1988) for details.

16. Information about these cases comes from Zhang and Ming (1999).

17. This is a study by the Rural Policy Research Office of the Central Committee
and the Rural Development Research Office of the State Council (1987). The
field research was conducted between the fall of 1984 and the spring of 1985 and
provides a valuable and rare snapshot of the state of rural China five years after
the rural reforms began to unfold. The data and cases came from 28 provinces
and were based on surveys of and interviews with 37,422 rural households. Only
Tibet was excluded from the study.

18. That many rural entrepreneurs operated in the services sector, which we cannot
examine due to a lack of data, further implies that the usual measure — industry
share of the private sector — would understate the significance of the private
sector in the 1980s when service data were not collected by the government.

19. T am not aware of studies explicitly linking private rural entrepreneurship with
developments in income distribution, but some have suggested that the rural
industrialization was behind the rise in the income inequalities in the second
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half of the 1980s (Rozelle 1996). However, it is important to be specific about
the channels with which rural industrialization might have contributed to the
rising inequalities. There are two ways that this could have happened, but these
two mechanisms would entail opposite policy implications. One is that the
rural entrepreneurs came from a privileged socioeconomic group and their
gains were achieved at the expense of the gains of those from a less privileged
group. The other scenario is that the rural entrepreneurs possessed a greater
aptitude for success and this capability allowed them to be well-positioned
when the regulatory environment became flexible. It is more likely that rural
entrepreneurship contributed to the rise in inequalities through the second
channel.

During the 1980-1985 period, rural inequality rose even as inequality at the
national level declined. For the rest of the 1980s, rural inequality rose faster than
inequality at the national level. Thus, the most significant development in the
1980s was a mild reduction in the gap in income inequality between the rural
and urban areas (Ravallion and Chen 2007).

Data in this section are from Editorial Committee of Ten Years of Reforms
in Guizhou (1989) and Editorial Committee of Contemporary China Series
(1989).

See Rural Policy Research Office and Rural Development Research Office (1987).
All the data on banks cited in this section about Zunyi are from Editorial Board
of Financial History of Zunyi (1992).

The quote is from the Guizhou branch of the People’s Bank; other details are
provided by Editorial Committee of Ten Years of Reforms in Guizhou (1989).
As recently as 2006, Stiglitz remained a proponent of TVEs despite the fact that
many of the collective TVEs had failed in the late 1990s (Stiglitz 2006). His
thinking on TVEs is heavily influenced by the modeling effort that shows that
TVEs served as an effective bulwark against predation by the central state (Che
and Qian 1998b). It should be noted that this model relies on two potentially
incompatible assumptions to reach its conclusion. One is that the national
government is predatory and self-serving. The other is that the same predatory
national government trusts the local governments precisely because the latter
are viewed as effective in public goods provision.

Details about this firm are contained in Huang and Lane (2002).

Aside from the confusion about the debt for equity capital, there was a practical
reason as well: In the 1980s, the single-most binding constraint on private-sector
development was the ideological sensitivity about employment size. From its
first day, Kelon was a relatively large firm, recruiting some 4,000 workers.

As an article in The Economist recounts (“Infatuation’s End” 1999):

When Whirlpool set up factories to make refrigerators, air conditioners, wash-
ing machines, and microwave ovens in China in 1994, it assumed that it was
racing against other foreigners. Instead, its chief competitors turned out to be
Chinese appliance makers such as Haier and Guangdong Kelon. Their tech-
nology was nearly as good as Whirlpool’s, their prices were lower, and their
styling and distribution were better suited to China. By 1997, having lost more
than $100 million, Whirlpool had shut its refrigerator and air conditioner
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plants. The microwave factory survived mainly by devoting itself to exports,
and Whirlpool’s washing machine factory now makes appliances under con-
tract for Kelon, which sells them under its own brand, a reversal of the usual
hierarchy between Western and Chinese firms.

This finding is reported in Groves, Hong, McMillan, and Naughton (1995).
The story of Huabao is worth detailed examination. In 1993, the state-owned
holding firm of Huabao decided to sell a majority of shares to a Hong Kong
company at 10 million yuan. This was a highly questionable deal. Huabao
itself was worth 1.8 billion yuan and the Hong Kong firm in question only had
assets valued at 700 million yuan. The decision plunged the firm into turmoil
among management, the Hong Kong firm, and the state-owned holding firm.
Huabao, which was ranked No. 1 in the country in air-conditioner sales in 1993,
deteriorated rapidly. By 1998, it was a deeply troubled firm. See Wu (2007, p. 39).
Putterman (1995) presents data showing that the industrial output share
increased from 9 percent in 1978 to 18 percent in 1988. The private sector,
by contrast, accounted for only 4.3 percent in 1988. Roland (2000, p. 281) cites
data to show that the TVEs accounted for more than twice China’s industrial
output value as compared with that of private firms.

For example, Rodrik (2007, p. 87) has this to say about TVEs, “China did not
simply liberalize and open up; it did so by grafting a market track on top of a
plan track, by relying on TVEs rather than private enterprise. . ..”

This theory was first proposed by Che and Qian (1998a). Roland (2000) then
reiterated the theory.

TVEs have the advantage of political protection provided by the local govern-
ments, and in a biased financial system, they have access to capital because their
borrowings are guaranteed by the state. See Chang and Wang (1994) and Li
(1996).

For a historical account of the TVEs, see Whiting (2001).

A Chinese academic also notes this definitional change provided in document
No. 4. See Zhang (1990, p. 31).

The excerpt of his speech appears in Editorial Committee of TVE Yearbook
(1991, p. 128).

The 1990 regulations are found in Editorial Committee (1991, pp. 500-502).
The 1997 law is found in Editorial Committee of TVE Yearbook (1997, pp. 85—
87).

Naughton (2007, p. 271) also states that during the 1978-1996 period, “most
TVEs were publicly owned,” but Naughton fully acknowledges the heteroge-
neous nature of the TVE phenomenon. Figure 12.2 on p. 286 of his book clearly
shows that very early on, private TVEs accounted for a significant share of TVE
employment. In 1985, collective TVEs were only slightly larger than private
TVEs in terms of employment (40 million versus 30 million) and by 1988, their
employment size was quite comparable. So the data in his book actually do not
lend to the notion that “most” TVEs were collectively owned.

The data in this section are based on the Ministry of Agriculture (2003).

At that time, the ministry was formally known as the Ministry of Agriculture,
Husbandry, and Fishing. I have shortened it to the Ministry of Agriculture for
expositional ease.
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The TVE data used in this section are from Editorial Committee of TVE Year-
book (1989b, pp. 578-582). The TVE output data are broken down by economic
sectors as well as by TVE ownership.

The World Bank and Chinese researchers conducted field trips and surveys of
four counties in 1986, the results of which form the basis for this book. It offers
a rich, nuanced, and accurate depiction of the complex ownership structures
of TVEs. For example, the World Bank researchers reported that some of the
private TVEs each employed more than 100 workers (Lin 1990, pp. 178-179).
They also reported that although the collective TVEs had the size, the private
TVEs had the momentum — they grew much faster than the collective TVEs.
Between 1980 and 1986, the private TVEs grew at an annual average real rate
2.64 times that of the collective TVEs and, by 1986, the private TVEs accounted
for 21.3 percent of the entire TVE output value, up from only 5.4 percent during
the 1980-1983 period (Byrd and Lin 1990).

Micro data on the rural economy of Shandong are summarized in Shandong
Rural Social and Economic Survey Team (1989).

This quote is from a fascinating book on China’s economic history by Wu (Wu
Xiaobo 2006).

Deng’s quote appears in a report by a State Council research team on the rural
economy. See Rural Economy Research Team (1998).

This size is massive, considering that rural China had poor infrastructures. The
selection of the management committee of the commune was top-down, by
Party officials at the county level (Barnett and with Vogel 1967, pp. 344-370).
The management committee itself, ranging from nine to fifteen members, did
not run the daily operations but had the ultimate power to veto decisions at the
lower levels (brigades or production teams). The commune controlled all other
levers of power by “absorbing or amalgamating with the various basic level
organizations operating in the countryside....” These organizations included,
for example, agencies for supply and marketing, credit unions, and the local
branches of the People’s Bank (Donnithorne 1981, p. 44). The state extracted
exorbitant surpluses from the peasants through the commune system. A report
by the Chinese government describes Chinese peasants under the commune
system as “payers of tribute.” Per capita grain consumption and other welfare
indicators show no improvement between 1957 and 1977.

Data are from Lin (1983) and “Individual purchase of tractors has exceeded one
million.”

There are many references to this episode, in both Chinese and English. See
Wang, Wei, and Chen (1981). For an English reference, see Zhou (1996).

For a concise reading of this period, see Meisner (1999).

This is how Daniel Kelliher, in Peasant Power in China (1992, p. 247), describes
the reformist thinking during this period:

Deng’s coalition feared that peasant dissatisfaction, expressed in traditional
modes like passivity and noncooperation, could doom the whole enterprise.
Consequently, Deng’s government displayed unprecedented restraint toward
peasant defiance, an urge to accommodate peasant desires, and, above all, an
openness to peasant initiatives.
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This meeting is disclosed in a study of individual entrepreneurs by a research
team assembled by the State Council. See State Council (1986, p. 25). The study
does not disclose the timing of the meeting, but judging by the publication year
of the study and a biography of Hu Yaobang, published in 1997, we can put the
date at August 1983. See Chai, Shi, and Gao (1997, p. 126).

This is disclosed by Zhang and Ming (1999, p. 24). In 1999, Zhao was a political
persona non grata. So, the two authors do not mention Zhao by name and
simply note that the “Party secretary” visited the business in early 1988.

See Deng (2005, pp. 185-186).

This episode is recounted in Wu (2006, pp. 85-86).

Zhang and Li (2001, p. 7).

The data are from Zhejiang Bureau of Statistics (1985, p. IV-123).

For example, the level of grain production in 1978 was 36.2 percent more than
the 1965 level, but cotton production increased by only 2.8 percent. According
to one Chinese economist’s calculations, the net returns per area for grain pro-
duction were only 39.6 percent of the net returns for cotton (Li Bingian 1982).
The document uses euphemisms such as “large rural employment households”
to refer to private businesses.

These are outlined in the Ministry of Agriculture (1985, p. 2).

More information can be found in Zhang and Ming (1999), who discuss the
survey method and summarize the findings of the 1993 survey. A detailed
description of the 2002 survey is contained in the dataset available from the
Universities Service Centre of the Chinese University of Hong Kong.

Chapter 3: A Great Reversal

. In my earlier work, I argued that fiscal centralization, under the condition of

political centralization, could lead to some unproductive economic decisions.
When politics is centralized, fiscal decentralization serves as a way to check and
balance the discretion of the central government. It is also a risk-sharing device
in that if one province makes a wrong decision, the harmful effect is confined
to that one province. See Huang (1996).

. The NBS discloses nominal values and the real growth rates. The implicit

deflators are derived on the basis of these data.

. As far as I know, only one economist, Wing Thye Woo, has identified credit

constraints as the reason why the TVEs failed (Woo 2005). His view on this
subject is rarely cited in works on TVEs. I owe my own inspiration to Woo’s
writings on this issue.

. Economists have produced some evidence that TVEs outperformed private

firms in rural China (Chang and Wang 1994), but this finding hinges on an
erroneous classification of assigning all TVEs to the collective sector. As I have
noted, the majority of TVEs were actually completely private.

. To be fair, this is the after-tax profit figure. One reason for this huge decline in

the after-tax profit seems to be an increase in taxes. Taxes rose from 560 million
yuan in 1980 to 1.5 billion yuan in 1984 (Zhang Yi 1990). But this huge increase
suggests that the collective TVEs were vulnerable to government predation.

. This document states in part, “In order that billions of assets accumulated by

individual businesses and alliance enterprises be used for production rather
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than for consumption and in order to guide individual businesses and alliance
enterprises toward a path of collective development, from now on the regula-
tion of these enterprises should put an emphasis on guiding them to adopt a
shareholding cooperative system. This is to emulate the system of sharehold-
ing cooperatives in the transformation of the handicraft industry” (Editorial
Committee of TVE Yearbook 1990, p. 4).

. The Sun Dawu affair is described in great detail by Lei and Hong (2004).
. Ishould mention that some scholars, although acknowledging credit constraints

in general, believe that the credit constraints varied considerably across different
regions in China, either in the formal financial sector (Brandt and Li 2002) or
in the informal financial sector (Tsai 2002). It is worth putting this view against
the broad context. In 1999, the short-term bank debt outstanding to the de jure
private sector from all financial institutions (including rural credit unions) was
57.9 billion yuan (People’s Bank of China 2000). The top three provinces with
the largest credit outstanding to the de jure private sector in 1999 were Zhejiang
(11.4 billion yuan), Guangdong (8.4 billion yuan), and Fujian (3.4 billion yuan).
These three provinces accounted for 40.3 percent of the entire short-term bank debt
outstanding to the private sector; Zhejiang alone accounted for nearly half of that.
The view that there is considerable regional heterogeneity is thus true only for
a limited number of provinces.

. The IFC study on the private sector also shows that loans from banks and credit

unions for sampled firms declined between 1995 and 1998. In 1995, loans from
banks and credit unions accounted for 22.6 percent of finance but, by 1998, they
had declined to 18 percent. Corporate bonds declined from 1 to 0.3 percent. The
drying up of outside financing forced owners to put up more capital. In 1995,
the principal owners’ capital accounted for 21.9 percent; in 1998, it accounted
for 35.8 percent.

I add some additional restrictions. For example, I exclude those firms that were
subsequently privatized. We do not have information about when these firms
were privatized and, therefore, we cannot know their ownership status when
they received formal or informal finance. Moreover, in asking for information
about the firm during its “start-up stage,” the question contains an important
ambiguity: We do not know whether the respondents interpreted the ques-
tion to mean the start-up of the original firm or the start-up as a privatized
firm.

Until 1988, the loan data on TVEs did not explicitly separate out the collective
and private TVEs. By policy, loans to established private TVEs were reported
together with the loans to collective TVEs. A 1983 decree by the ABC accorded
the same loan policies to the new alliance enterprises — a contemporaneous
euphemism for large private enterprises — as collective enterprises (Agricultural
Bank of China 1985 <1983>-a). After 1988, private TVEs became a separate
reporting category in the bank data with the promulgation of the ABC “Pro-
visional regulations on loans to TVEs by rural credit cooperatives.” Article 6
specifically includes private businesses as a part of the TVEs (Agricultural Bank
of China 1988b).

The practices included that 57 percent of the Wenzhou RCC branches had
moved to a system of flexible loan rates and that the reformed branches reported
healthy profit growth (People’s Bank of China 1987, p. 126).
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During the years of a tight monetary policy, the credit squeeze was obtained
essentially by freezing the loans extended to the non-state sector. Loans to the
state sector continued, albeit at a lower rate of growth. In 1989, during the
period of an austerity policy, loans to small-scale private firms contracted by
20 percent as compared with the previous year. Working capital loans and fixed-
asset loans to the state sector rose by 21 and 14 percent, respectively. In 1994,
loans to collective firms and TVEs contracted by 10 percent and in 1995 loans
to private firms contracted by 36 percent. However, in both these years, loans
to the state sector grew at double-digit rates. See Sehrt (1998, p. 83).

The 1995 Loan Guarantee Law is available in Rural Work Leadership Team
(1997).

These numbers are reported in China Finance Association (1986).

In 1995, the central government compelled the genuinely private urban credit
cooperatives (UCCs) to form shareholding ties with municipal governments.
The official rationale was to impose better financial supervision. In a single
sweep, the municipal governments became the largest shareholders of the UCCs
(renamed Urban Cooperative Banks). But, the official rationale ran hollow as
the financial performance of the UCCs was far superior to that of the state
commercial banks, not to mention the fact that improving financial supervision
is a regulatory matter, not an ownership issue. See Girardin (1997).

For comprehensive treatment of the Chinese leaders, see Li (2001).

One very interesting finding in their research is that village elections are more
contested in those villages with more private entrepreneurs. This is clear evi-
dence that private entrepreneurs are attempting to counter the power of the
Party via the villager committees (Oi and Rozelle 2000).

For example, a township government has a Party committee, a court system,
and a legislature similar to that at the county level. An interesting example
illustrates how the Chinese government devised the different legal treatments of
the township and village enterprises. A ruling by the State Land Administration
in 1992 differentiates the assignment of land rental incomes between township
firms and village firms. In the case of township firms, the rental income is
accrued to the township governments. In the case of village firms, the rental
income is accrued to the villages. Very tellingly, the State Land Administration
applied the same assignment principle to village firms and private firms.

Field research indicates that these differences do matter in terms of perceptions.
Kung (Kung 1999) reports that a village cadre deliberately crossed out the word
zhengfu (government) on a questionnaire and remarked that the village was not
a part of the government. Budget constraints differ as well. Again, according to
Kung, the township managers, although often reassigned to other regions, could
count on government bailouts, whereas there was “the unceasing pressure that
the village Party secretary will inevitably face in the event a village enterprise
goes under, in which case the burden falls disproportionately upon him.”
Thearticleis reprinted in http://www.singtaonet.com/china/200707/t20070717
577084.html, accessed on July 24, 2007.

For more details about this episode, see Lieberthal and Oksenberg (1988).
According to one estimate, in 2006, the Chinese government spent 70 billion
yuan on official vehicles. See Pei (2007).
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The Chinese data on fixed-asset investments are disaggregated by 15 broad
sectoral categories, such as agriculture, manufacturing, construction, health,
and education. Within each of these 15 broad categories, there are several
subcategories. Manufacturing, for example, is further broken down into food
processing, beverage making, and so on. One of the 15 broad categories is labeled
“government, Party, and social organizations.” The data allow us to separate out
the investment activities of the social organizations, which are nongovernment
organizations. It should be stressed here that the figures preclude investments
in the provision of the public goods, such as public utilities and infrastructure.
These investment activities are listed separately.

Apparently, a few non-state firms were incorporated into the target list but the
precise number is unknown.

Naughton (1996) provides some detailed accounts of these early reform efforts.
See http://www.baidu.com/s?cl=3&wd=http://news.xinhuanet.com/stock/
2004-09/07/content_1952118.htm, accessed June 5, 2006.

For an exposition, see Roland (2000).

Chapter 4: What Is Wrong with Shanghai?

. The speech is printed on the website of the Indian embassy to the United States.

See http://www.indianembassy.org/newsite/press_release/2006/Mar/35.asp,
accessed on August 23, 2006.

. In 2004, according to NBS (2005a, p. 369), the number of employed people

in Shanghai was 8.37 million people and of this number, 2.48 million were
classified as “rural.” This suggests 29.6 percent of the workforce to be rural.
There is a sharp discrepancy between the residency data and employment data.
According to the same source, in 2004, only 80,000 people resided in the rural
areas. However, Shanghai’s residency data are highly unstable. In 1992, there
were 4.1 million rural residents, but in 1994, this number declined to only 1.8
million. In 1995, this number was reduced to 390,000. This pattern suggests the
likelihood that the number on rural residents is highly sensitive to administrative
reclassifications rather than to the long-run economic and social dynamics,
which tend to bring about changes more gradually.

. The comment that Shanghai is leveled with Silicon Valley appeared in Pink

(2005). See his New York Times column for his view on freedom in Shanghai
(Friedman 1999).

. For one thing, because GDP data are the explicit benchmarks used by the

Chinese political system to promote or demote officials, they can be easily
manipulated. During the 1990s, Shanghai was a showcase of Chinese economic
progress and it is not altogether implausible to assume that Shanghai’s GDP data
might have been assembled in such a way as to match its outwardly impressive
skyline. Chinese data are often suspected of statistical falsification, but this is not
a problem for which a ready solution exists. In the following analysis, I proceed
on the basis that the Chinese data are accurate, but I analyze the components of
Shanghai’s GDP to illustrate some of the particular dynamics of its economy.
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In 1997, for example, the net national product of the United States was 7,231
billion dollars. Of thisamount, 4,687 billion dollars was employee compensation
and 551 billion dollars was proprietors’ income. In the Chinese data, employee
compensation and proprietors’ income are reported together. So, in order to
compare the two countries, I added the two items in the US data, which comes
to 72.4 percent.

. The main problem is that we do not know whether foreign firms also fall into the

category of government-controlled firms, so double counting may be involved.

. Quoted in Balls (2004).
. Mr. Wood is quoted in Pocha (2006).
. The data are from Urban Social and Economic Survey Team (1991; Urban Social

and Economic Survey Team 1997, 2003, 2005).

It should be noted that official publications report a very high savings rate. There
are two possibilities. One is that the government and businesses, rather than
households, in Shanghai account for much of the savings. This is merely the
asset side of the income approach of GDP. Because much of the income accrues
to firms and the government, they have also accumulated the largest claims on
the financial assets in the city. The other possibility is that some institutions may
register their savings under individual names, a common practice in China.
This is documented in a study by OECD (2003).

Various issues of the Chinese statistical yearbooks provide employment. Also
see NBS (2005a) for employment data broken down by regions.

This narrow measure has some advantages and disadvantages compared with
our broad measure. The disadvantage is that it is too narrow and it fails to reflect
what is going on in the private sector. The advantage is that it is a closer measure
of urban employment and, therefore, we can use this measure to compare the
city of Shanghai with other regions. The other advantage is that this narrow
measure does not include private-sector employment. Because we know that
Shanghai has an under-developed private sector, we can then use this measure
as an indicator of a potential effect of suppressing private-sector development
rather than as an indicator of this suppression.

See the website on the Pre-Qualified Medicines project, http://mednet3.who.
int/prequal/, accessed on August 24, 2006.

See an interview on Xinhuanet, http://news.xinhuanet.com/fortune/2006—
08/07/content_4929294.htm, accessed on August 15, 2006.

The information on the NASDAQ-listed Chinese firms is culled from several
websites. See http://tech.sina.com.cn/i/nasdaq_china.shtml and http://www.
nasdaq.com/.

I have checked several sources on Chinese patents. Chinese patent data, unlike
its economic data, are quite consistent across different sources and are clearly
labeled and well defined. The annual patent application and grant data are
published in the Chinese Statistical Yearbook from 1988 to 2006. In addition, I
have drawn on two specialized publications on Chinese science and technology.
These are the NBS and the Ministry of Science and Technology (1999 and 2002).
All the patent data that are presented in this section refer to patents granted
to domestic residents. China’s patent data also include patents filed by foreign
residents — firms or individuals operating in China. I exclude these for the
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purpose of illustrating the “newness” of the products or technologies. The
inclusion of patents filed by foreigners would complicate the patent counts
because Chinese law does not recognize patents registered outside of China
and, therefore, foreign firms have to register their patents in China in order
to receive patent protection. Thus, the high levels of FDI would automatically
push up the patent counts, but it does not necessarily suggest inventions of new
products or new technologies.

For a succinct description of the main features of the Chinese patent system,
see Hu and Jefferson (2006).

The 1981 data are from NBS (1982, p. 443 and p. 454). The number of engi-
neers and scientists refers only to those working in SOEs. In 1981, however,
this likely exactly matched the total number of engineers and scientists. The
number of college students does not begin to describe the full difference in
terms of the level and quality of human capital. Shanghai is home to some of
China’s best-known universities, such as Fudan and Jiaotong. Zhejiang Uni-
versity, a historically strong academic institution, is usually ranked below these
two Shanghai universities. Sun Yat-sen University in Guangdong is considered
a second-tier institution.

See Li (2001).

For a very good account of the role of Shanghai industrialists in Hong Kong,
see Wong (1988).

There is very little evidence that the policy had any real effects and there are even
questions about the direction of the assistance. In one aid project, the Shanghai
municipal government built a hotel in one of the most scenic areas of Yunnan
province to attract tourists, but most of the profits were repatriated to Shanghai
(Saich 2001, p. 151).

Batra, Kaufmann, and Stone (2003) provide an extensive discussion of the
problems facing firms in the middle. Their findings are based on survey data of
10,000 firms in 81 countries. In the survey, middle-sized firms are found to be
most constrained by a poor business environment.

Data are from NBS (2004a).

For example, the Soviet Union was competing head-to-head with and even led
Western countries in steelmaking, machinery, synthetic materials, and micro-
electronics. The dynamics illustrated by Iacopetta is a familiar tale in centrally
planned economies. Kogut and Zander (2000), studying Zeiss companies in East
Germany and West Germany, found their products to be comparable in terms
of technological sophistication. The difference was that Zeiss in East Germany
was not self-funded and it soon collapsed during the economic transition as the
new government withdrew the funding.

Although Shanghai’s population (17 million) is much smaller than the total pop-
ulation of Zhejiang (45.7 million) and Guangdong (77.6 million), if we assume
that patenting is primarily an urban activity, the gap in the urban population
is not nearly as large. In 2004, Shanghai’s urban population was 14 million,
compared with 37.7 million in Zhejiang and 64.9 million in Guangdong. Thus,
even if one controls for the population size, there is no question that Shang-
hai is substantially less innovative than Zhejiang and Guangdong. Basically, the
urban population differential ranges between 0.37 — Shanghai to Zhejiang — and
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0.22 — Shanghai to Zhejiang, and the individual patent grantee ratio ranges from
0.16 to 0.09. This is not to mention the analytical argument that population size
may very well be irrelevant in this type of exercise, especially under the condi-
tion of the geographic mobility of talent. Those regions with a supportive and
fostering environment may attract more capable and innovative individuals,
and those regions with an inappropriate policy model may lose these people.
The total number of patents granted is a superior measure, and by this measure,
the gap between Shanghai and the two entrepreneurial regions in China is huge.
NBS (2005a) has detailed regional data on fixed asset investments.

The State Council report contains details about a number of individual busi-
nesses. The scale of their operations was substantial. One private entrepreneur
successfully developed a demolition line of business and subcontracted work
with the Shanghai Steel Factory. The long-term employment of her firm was
28 persons, and sometimes more than 100 persons during busy periods. In two
years, the equity of her business grew from 2,000 to 440,000 yuan, a remarkable
rate of growth. Another private entrepreneur with a successful construction
business hired 120 workers. Sales in 1985 amounted to 160,000 yuan.

Both were trained as engineers and had spent long careers in technology before
coming to Shanghai. Jiang had been minister of the electronics industry before
moving to Shanghai and Zhu had worked in the State Economic Commission,
the agency in charge of upgrading China’s technology base.

Quoted in Pocha (2006).

This developmental vision for Shanghai was outlined in his inaugural speech
after Jiang Zemin was appointed mayor of Shanghai. See Jiang Zemin (1988).
However, the effect of this change in the tax rule on private-sector development is
ambiguous when private enterprises were not perceived of as part of a township’s
tax base, and this would tilt the incentives in favor of developing collective
enterprises.

The Shanghai government justified this program as an effort to clear the “slum
areas.” But a commonsensical reasoning would refute this rationale. In 1997,
Shanghai had about 4.8 million households. Displacing 541,400 households
would suggest that 11 percent of Shanghai households lived in slums in the
mid-1990s.

These interviews were conducted in 2007 with entrepreneurs, lawyers who
specialize in registration regulations, and officials at the All-China Federation
of Industry and Commerce, an organization representing private-sector busi-
nesses. In addition, I also visited several district offices of the Shanghai Bureau
of Industry and Commerce, the agency in charge of registering and licensing
firms.

The regional GDP are available from the NBS (2006¢, pp. 63—64).

We do not report data for 1980 because the data for that year are not broken
down by sectors. The NBS records the income data on a per capita basis and
we use the income data valued on a cash basis. The NBS also collects data
on total household income that includes the imputed market value of unsold
products. Using the cash income minimizes potential variations in the valuation
methodologies. I have deflated the Shanghai and China data to their 1978 price
levels, using the Shanghai and China consumer price indexes. The national
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consumer price index is available from the NBS (2006¢). The Shanghai data were
downloaded from the website of the Shanghai government, at http://www.stats-
sh.gov.cn/2003shtj/tjnj/nj05.htm?d1=2005tjnj/C0901.htm. Using the nominal
values would yield similar results in terms of the data trends.

See news.sohu.com/20070301/n248423843.shtml 86k, accessed on April 1,2007.
Of all the private-sector surveys, SEBS1991 and PSS95 are the only two surveys
that include both Shanghai and Shenzhen.

In the 1990s, Shanghai was a special economic zone in that it was a special
recipient of the largesse of the central government, not that it had pioneered
in economic liberalization. Pudong depended on handouts from the central
government, whereas the four SEZs in the 1980s operated on a self-funded
basis. In 1990, Zhu Rongji, then the mayor of Shanghai, revealed that the
central government would earmark a special funding facility totaling 6.5 billion
yuan to support Pudong development (Zhu Rongji 1990). This is the only
explicit earmarking by the central government to support Shanghai. Shanghai
is the venue of many SOEs directly managed by the central government. Until
2007, these SOEs did not pay dividends to the central government; instead,
they plowed back their huge monopoly profits into reinvestments. Many of the
reinvestments in Shanghai were essentially transfers from the rest of the country
to Shanghai.

The Zhang Rongkun affair was covered extensively in the Chinese media, less so
in Shanghai than elsewhere in the country. For coverage in the English media,
see McGregor (2006a).

Since the downfall of Chen Liangyu, the Chinese media began to report more
details on corruption cases in Shanghai. The magazine, Caijing, in particular
has published a series of articles on the topic.

For one thing, the “rotten-deal” view is heavily colored by comparing Shanghai
with Guangdong. Shirk (1982, p. 141) reported the following remark by Shang-
hai’s mayor, Wang Daohan, “Of course we’re behind Guangdong on reform. If
the center gave us the same financial deal they gave Guangdong, we would be
moving faster on reform.” In the 1980s, Guangdong received a tax arrangement
with the central government that allowed the province to keep much of what it
collected, whereas Shanghai was required to remit most of its tax revenue to the
central government (Oksenberg and Tong 1991).

The investment gap is even larger between Shanghai and Zhejiang. In 1986,
Shanghai and Zhejiang had similar GDPs (41 billion yuan in Shanghai and 48.5
billion yuan in Zhejiang). But between 1986 and 1990, the central government
invested in Shanghai 4.2 times more than what it invested in Zhejiang.

Chapter 5: Capitalism with Chinese Characteristics

. This episode was reported extensively in the Chinese press. A number of

prominent Chinese lawyers and legal scholars came out in defense of Mr. Cui.
Mr. Cui received a lenient sentence, by Chinese standards. He was sentenced to
a suspended death sentence. See the coverage in Nanfang Daily, at http%3A//
www%_2Enanfangdaily%2Ecom%2Ecn/zm/20070201/xw/{z/2007020100,
accessed on June 16, 2007.
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. This account is from McMillan (2002). McMillan based his account on the work

of Claire Robertson, a scholar on Africa.

. There are numerous reports on this episode, including http://www.

chinadaily.com.cn/english/doc/2004-06/23/, accessed on May 15, 2007.

. These figures were reported by China Youth Daily on September 18, 2007, and

transmitted by http://news.boxun.com/cgi-bin/news/gb_display/, accessed on
September 19, 2007.

. This view is widespread even though there is no systematic evidence in support

of it. For a detailed discussion, see Rodrik (2007).

. Sen (1999, p. 44) quotes from research by Anand and Ravallion (1993) that

shows broadly defined human development is not solely a function of average
income.

. Nine-year compulsory education refers to schooling from primary to junior

lower secondary levels. The 12-year system refers to schooling from primary to
upper secondary levels.

. See a recounting of a Xinhuanet story on the website on educational issues

in Hebei province. See http://www.uedu.net/get/hebei/hebei_base/, accessed on
November 20, 2005.

. As far as I know, few have identified this issue. One exception is Naughton

(2007, pp. 195-196), who discusses it in some detail.

The title of the article is unusually frank: “The ghost of illiteracy returns to haunt
the country.” Although the article garnered very little attention in the West, the
Chinese Ministry of Education reacted strongly. It published a disclaimer saying
that the 30 million figure is an estimate by academics rather than an official
figure.

The 113.9 million is based on a sampling of 1.325 percent of the Chinese
population.

See the statement by an official of the Ministry of Education confirming that
the current illiteracy standard is still 1,500 Chinese characters.

Because rural households are also business units, we need to take out the expen-
ditures on production inputs in order to accurately reflect the burdens on rural
households from rising costs in health care and education. All the denominators
used in the calculation of ratios refer to consumption expenditures.

Some of the findings of the study are summarized in www.chinahexie.org?
Article_Show.asp?Artic, accessed on September 25, 2007.:

Urban China fared slightly better but also faced immense problems. The collapse
of the SOEs in the late 1990s contributed massively to the size of the problem.
In Zhenjiang city, for example, it is estimated that more than half of the SOEs
were not able to reimburse their employees the full cost of their medical care
as of the late 1990s. (Zhenjiang city, which is located in prosperous Jiangsu
province, probably has fared better than other regions of the country, such as
the northeast region of the country where the SOEs have collapsed on a greater
scale). Nationwide, as the World Bank points out (World Bank 2005b), China’s
overall reimbursement rate fell throughout the 1990s.

This is a government-sponsored program financed by the central government,
county governments, and households in equal shares (10 yuan per participant)
(World Bank 2005b).



17.

18.
19.

20.

21.

22.

23.

24.

Notes to Pages 250—-255 315

In fact, Zhao Ziyang began to argue for the creation of a social protection system
as early as 1984. In 1988, I participated in a World Bank study on the need and
steps required for creating a social protection system in China. The project was
initiated by the Chinese government.
Pei (2006, pp. 172—-173) summarizes some of the research in this area.
Many of the standard indicators of development of a country’s health sector
reflect what is happening on the supply side rather than on the demand side. For
example, the World Bank reports that China had 1.7 doctors per 1,000 persons
and 2.4 hospital beds per 1,000 persons during 1995-2000. These figures put
China in a favorable comparison with Malaysia (0.7 and 2.0), Thailand (0.4 and
2.0), and South Korea (1.3 and 6.1).
The data on the 1980s come from NBS (1993b, p. 802). Data for other years
come from the respective China Statistical Yearbooks.
In this book, I am not concerned with some of the generic issues about GDP
data, such as that they do not measure the subjective well-being of human beings
or they do not sufficiently take into account the external effects of economic
production such as pollution and resource depletion. I also do not discuss the
issue of self-reporting, which China economists have identified as a problem.
Local officials can over- or under-report GDP depending on their incentives.
Some scholars (Rawski 2001b) have documented the rather substantial problems
in Chinese GDP data.
Chinese construction of the CPI has already been questioned. After making some
adjustments to the Chinese price indexes, Young (2003) used an alternative set
of deflators and recalculated the GDP growth rates. He lowered the average
annual GDP growth rate from 9.1 to 7.4 percent between 1978 and 1998. The
main problem with the Chinese deflators identified by Young is the procedure
used to collect the data. Most countries collect price data through sampling.
But in China, the firms themselves report both nominal and constant values
of output. Government statisticians then convert the data into price deflators.
Some enterprises often assume equality between the nominal and constant
values of their output, which means that the value of the reported deflators
systematically understates the true inflation and thus systematically overstates
the real growth.
The growth of household income as reported by the NBS is higher than that
reported by Khan and Riskin (2005), who base their results on the 1995 and
2002 waves of the CHIP. Khan and Riskin themselves have noted this difference
and attribute it to the different ways the NBS and CHIP define income.
In interpreting this finding, it is important to stress some data issues. This ratio
is approximately the same ratio of employee compensation to GDP calculated
on the basis of the income approach of GDP. We cannot show it here explicitly,
but one may wish to argue that the declining ratio in the 1990s might reflect
the increasing privatization of the Chinese economy if the household claims on
corporate assets rose. This interpretation is not correct. For one thing, it is not
possible to reconcile this rationale with the rising ratio in the 1980s when the
private sector developed rapidly.

In fact, private-sector development should boost this ratio, as it did in the
1980s. This is because the household survey data on income include proprietors’
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income and capital gains (interest income and capital gains). So, theoretically at
least, the declining income share of GDP has nothing to do with the possibility
that Chinese households increasingly ran their own businesses or acquired
claims on the corporate sector (through purchases of company shares). To the
extent that these rising claims are important, they are already fully captured in
the household income data.

Their finding that geographic factors account for 80 percent of the variance is
generated without incorporating migrants into their data. When they do include
migrants, the importance of geographic factors declined to only 21 percent in
2002. The problem is that the 1995 CHIP survey did not poll migrants, so we
do not know what proportion of the explanation is due to migration in 1995.
In any case, there is no econometric reason why geography should increase in
explanatory importance even if the regressions do not explicitly incorporate
migration.

For a good account on this topic, see Tanner (2004).

The details are from Pastor and Wise (1992) and Wise (1994).

The details of these measures are available from the NSB (2007a, p. 109 and
pp. 378-381).

Data are from the National Bureau of Statistics (1990).

Some of these industrialists are household names in China. Rong Yiren, who
ran the largest textile operation in China in the 1930s and 1940s, came from
Suzhou. An Wang, who later founded Wang Computer in Massachusetts, came
from Kunshan, a county in the vicinity of Suzhou. In politics, maybe as a sign
of things to come, Zhou Enlai, Communist China’s premier between 1949 and
1976, was born in Jiangsu. His nemesis, Generalissimo Chiang Kai-shek, the
leader of the Nationalist government on the mainland and then on Taiwan, was
born near Ningbo in Zhejiang.

Elsewhere I have provided statistical evidence linking these aspects of the two
provinces. For now, let me concentrate on documenting this set of differences.
The adjustments are done to the Chinese GDP data rather than to the Indian
GDP data because the official Chinese GDP data in the 1970s and 1980s
were compiled according to different procedures from prevailing international
practices.

The HDI data can be downloaded from the website of the UNDP at http://
www.undp.org.

The data on social development in China and India can be accessed from
the World Development Indicators, available at http://devdata.worldbank.org/
dataonline.

The Chinese data are from various issues of the China Statistical Yearbook. A
very useful data source on India is www.indiastat.com. The data on India’s
transportation facilities were accessed on May 1, 2006.

The data are available at http://devdata.worldbank.org/dataonline.

See World Bank (2001, pp. 60-61).

The output measures here refer to the ratios of output in labor-intensive (skill-
intensive) industries to output in less labor-intensive (less skill-intensive) indus-
tries. High (low) labor-intensive industries are those industries above (below)
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the median value of labor intensity. The skill-intensity measure is similarly
derived. For details, see Kochhar et al. (2006).

The World Bank designed and implemented — with the cooperation of part-
ner institutions — the WBES in 1999-2000. The survey was carried out in 81
countries and on more than 10,032 firms operating in these countries. The
survey was designed to capture the firms’ views on many aspects of the busi-
ness environment pertaining to their operations. As far as this author is aware,
there have been only two studies that have used this dataset. One study was
conducted by a group of World Bank economists who focus on assessing the
business environment around the world (Batra, Kaufmann, and Stone 2003).
The other study focuses on differences in policy treatments between foreign
and domestic firms (Huang 2004). An important feature of the WBES is its
emphasis on entrepreneurial firms. The vast majority of the firms are owned
privately. In the entire WBES sample, only 12 percent of the firms reported
some government ownership.

It should be pointed out that in the same study, as compared to India, China
fares much better when it comes to labor and licensing regulations.

India implemented meaningful financial reforms in part because of the way its
reforms were triggered. The country experienced an external crisis in 1990 as
its foreign exchange reserves were being drawn down and at one point were
only sufficient to cover two months’ worth of imports. The rupee crisis, as it
is known, led to the involvement of the International Monetary Fund (IMF),
which imposed financial reforms as a condition for providing bridge loans.
The history of Infosys has been reported extensively in business school cases.
See Kuemmerle (2004).

For details, see http://www.gcr.weforum.org/.

Deng made this comment to Yang Shangkun, president of China at the time, on
the eve of the declaration of martial law. The comment is recorded in Zhang,
Nathan, and Link (2001, p. 218).

The data are provided by one of the best investigative journals in China. See
http://www.nfcmag.com/list-2.html, accessed on February 2, 2008.

Pei (2006, pp. 28-29) summarizes the views of many insiders.

For example, Sachs, Varshney, and Bajpai (1999) and Ahluwalia (2002), after
contrasting India’s slower pace of export growth and FDI inflows with those
in China, find India’s rigid labor laws, substantially higher tariffs, restrictions
on large firms, and exit barriers to be the sources of its lagging performance.
Business analysts readily concur with the view that India’s performance has
been less impressive than China’s. Two articles in The Economist, in 2003 and
2005, although inconsistent in their animal allegory — the tiger in the 2003
piece refers to India, whereas the tiger in the 2005 piece refers to China — are
nevertheless consistent in their conclusion that China has substantially outper-
formed India. See The Economist (“The Tiger in Front: India and China” 2005;
“A Tiger Falling Behind a Dragon” 2003). That said, business analysts have
recently recognized that India has also performed well in an absolute sense but
still not as impressively as China. Martin Wolf, a respected economic colum-
nist for the Financial Times, summarizes this new “consensus” most succinctly
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when he writes, “it will remain more China than India for some time.” See Wolf
(2005).

From World Bank (1989, p. 91).

For a detailed account of FDI in India during this era, see Encarnation (1989).
For example, see World Bank (1993), Stiglitz and Yusuf (2001), and Yusuf and
Evenett (2002).

Naughton (2007, pp. 144—145) points out that China’s investment to GDP ratio
today is quite similar to that in Japan in the 1970s and that in Korea in the
1990s.

The data on East Asia in this section are based on Wade (1990), Lee (1996), and
Campos and Root (1996).

Some analysts argue that Chinese GDP data undercount the service sector and,
therefore, may overstate the investment/GDP ratio. All the figures cited in this
text are based on revised GDP data that incorporate the previously under-
reported private service sector.

The export share data for Taiwan come from Ranis and Schive (1985).

See World Bank (1993) and Campos and Root (1996).

See Yergin and Stanislaw (1998, p. 179). There is, to be sure, government
ownership in Taiwan, but even according to an account normally sympathetic
to the strong role of the state in the economy, government ownership in Taiwan
seems to have been primarily confined to upstream, R&D sectors and not to
the manufacturing stages of production. The role of the state was to jump-
start businesses rather than to actively manage them (Amsden and Chu 2003,
pp. 86-88).

Different studies and sources provide different Gini numbers, but they all con-
verge on trend developments. See Haggard (1990), World Bank (1993), and
Asian Development Bank (1995).

A report in http://finance.sina.com.cn/g/20011105/125514.html, accessed on
October 5, 2007, summarizes these rounds of salary adjustments.

The poverty line is published by the NBS (2007b, p. 43). This is what the Chinese
call the absolute poverty standard.

See http://news.sina.com.cn/c/2007-11-01/110414212069.shtml, accessed on
November 4, 2007.

Li’s findings are published in http://www.p5w.net/newfortune/index.htm, ac-
cessed on October 20, 2007.

Summarized in www.npr.org/templates/story/story.php?storyld=5411325, ac-
cessed on July 23, 2007, and by Dean (2006).

China Digital Times at http//chinadigitaltimes.net/ has a special section on
forced evictions in China.

Quoted by Yergin and Stanislaw (1998), p. 130.

See some of the earlier studies on the TFP of the Chinese economy (Chen,
Wang, Zheng, Jefferson, and Rawski 1988; Borensztein and Ostry 1996).

One exception to the findings reported here is Wang and Meng (2001), who
report that TFP growth averaged 7.3 percent in the 1992-1997 period, but only
2.5 percent in the 1978-1991 period. However, the authors themselves dismiss
this finding because they cannot locate the sources of this dramatic acceleration
of TFP growth. A new factor in the 1990s, foreign investment, turns out to be
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insignificantly correlated with TFP growth, leading the authors to conclude,
“the extra 4.8 percentage points of industrial TFP growth during 1992-1997
appear to represent a statistical error.”

The 17th Party Congress and Hu’s speech are covered extensively at http://
xinhuanet.org.

Greenspan’s comment on the Chinese stock market was first reported by
Bloomberg and transmitted by China Daily. See http://bbs.chinadaily.com.cn/
redirect.php?gid=2&tid=583320&goto=lastpost, accessed on November 2,
2007.
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