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Insinuations on China’s Emergent Capitalism™

1. Introduction

Of all the competing forecasts for the 21% Century, most agree that the economic and
political emergence of China will be a central event. In terms of speed and scale, the
developments unfolding in China are without parallel in the past. Yet, China’s rise is
being driven by the same historical dynamic that catapulted Great Britain, the United
States, Germany, and Japan to international prominence — the emergence of capitalism.
Intriguingly, few analysts have explicitly interpreted the massive socio-economic changes
taking place within China as a capitalist transition. '

Interpreting China’s breathtaking transformation as a capitalist transition is complicated
by how the term capitalism is understood. Quite understandably, some see capitalism as a
misnomer for our present political economies because it emphasizes the role of capital
over that of ideas and institutions.” Even deeper problems lie in ideological
preconceptions. On the one hand, capitalism is seen by advocates of socialism and its
related ideologies as a system to be overcome. Capitalism here represents a morally
repugnant social system that allows a minority to own the means of production, while the
majority is left to toil under exploitative conditions. On the other hand, fervent believers
of capitalism tend to gloss over its dark underside and advocate the omnipotence of
market forces and private enterprise in solving the socio-economic problems of our time.

* The writing of this chapter benefited from the generous support of the Hong Kong Forum and the Center
of Asian Studies at the University of Hong Kong. Materials presented in this chapter utilized interview data
gained from fieldwork undertaken in China during the summers of 2001, 2002, and 2004, all of which was
partially supported by travel grants from the East-West Center. The views expressed in this chapter are
solely those of the author.

" There are several works that have put the capitalist nature of China’s transition up front, though most
focus on particular aspects of this transition and fail to specifically define the term capitalism. For example,
Doug Guthrie, Dragon in a Three-Piece Suit: The Emergence of Capitalism in China (Princeton: Princeton
University Press, 1999) puts the emergence of capitalism explicitly in the title of his book, but his emphasis
rests on micro-social phenomena such as changing labor relations and firm bureaucracies. Similarly, Mary
Gallagher (2005) in her Contagious Capitalism: Globalization and the Politics of Labor (Princeton:
Princeton University Press, 2005) looks at how foreign direct investment in China has affected labor
relations. You-tien Hsing, Making Capitalism in China (New York: Oxford, 1998) analyzes the influence
of Taiwanese investors on China’s emerging capitalism. Bruce J. Dickson, Red Capitalists in China
(Cambridge: Cambridge University Press, 2003) focuses on interesting aspect of China’s capitalist
transition: the emergence of “red capitalists” — capital-owning strata that are closely aligned with the
Chinese party-state’s interests. An Chen, "The New Inequality," in Journal of Democracy 14 no. 1 (2003):
57; and his chapter in this volume) uses a distinct political economy approach similar to the one developed
here. Naturally, the popular press and business literature have commonly noted the capitalist nature of
China’s transition. For examples, see Jonathan R. Woetzel, Capitalist China: Strategies for a
Revolutionized Economy (Singapore: John Wiley & Sons (Asia) Pte Ltd, 2003) and Will Hutton,
"Confucian' Capitalism: The Genie is Out of the Bottle," The Observer (March 29, 2005).

? Erik S. Reinert and Arno Mong Daastol, Production Capitalism vs. Financial Capitalism - Symbiosis and
Parasitism. An Evolutionary Perspective, Mimeo, Oslo (September 3-4, 1998).
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The central role of the state, the costs of market failures, and the legitimate aspirations of
civil society are often forgotten.

Perhaps because of this ideological polarization, conceptions of change in China as a
capitalist transition have generally been partial, lacking in analytical depth. The Chinese
Communist Party’s (CCP) own ideological lenses have certainly not helped in this
regard. However, we cannot restrict ourselves by ideological blinders and one-sided
interpretations. I will call a spade a spade and explicitly reinterpret the enormous
transformations taking place in China as generated by the emergence of capitalism. In
other words, I will emphatically argue that what is generally perceived as China’s
transition to a market economy needs to be recognized as part of the process of capitalist
development, with parallels to similar historical processes elsewhere in the world.

Capitalism will be viewed as a purely analytical concept. For lack of a better term,
capitalism conceptualizes the nature and logic of the predominant politico-economic
system of our time, with both its negative and positive attributes. Just like feudalism,
capitalism is not an ideology since it contains no distinct utopian vision for the future.
The term capitalism merely captures the historically unique forces that have unleashed
sustained economic development in the modern era.

While this chapter strongly argues for a reinterpretation of China’s massive
transformation, its central objective goes further. Speaking of a capitalist transition
without analyzing the consequences of such a transition would be like providing half a
meal. I will therefore attempt to delineate the contours of China’s emerging capitalism.
Logically, this constitutes a preliminary effort. The structure of China’s emerging
political economy is being forged by an ongoing process, the outcome of which remains
indeterminate. In fact, China’s capitalist transition is by no means complete. As [ will
note in the concluding parts, political imperatives could conceivably halt the process and
roll back achievements to date.

Nonetheless, by applying an analytical framework derived from historical and
comparative materials on capitalist systems, I can analyze China’s transformation and
indicate certain tendencies in its political economy. These tendencies are being in part
generated by the three forces of change mentioned in the introduction (economization;
pluralization & institutionalization; and international integration). 1 will therefore
engage in an exercise of logical analysis that will hopefully allow me to insinuate the
contours of China’s emerging capitalism.

To reach my objectives I will precede as follows: In the following part, I will work
towards a conceptual framework for analyzing China’s capitalist transition. An
investigation into the fundamental building blocs of capitalist systems will be provided,
followed by brief overviews of the evolution of capitalism and its institutional variations.
This part will end with a proposal for a conceptual framework. In the third part, I will
reinterpret China’s process of reform and opening up as driven by the logic of capitalist
development. Specifically, I will concentrate on the three basic elements of capitalism —
the drive to amass capital; the emergence of market society; and the bifurcation of secular
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authority — and elaborate how their manifestations evolved during China’s era of reform
and opening up.

In the fourth part I will work towards delineating the shape of China’s emerging
capitalism by briefly comparing it to varieties of Asian capitalism. I will argue that there
are at least two outstanding characteristics: First, the prevalence of networked forms of
capitalism in China’s domestic private sector. China therefore possesses certain
similarities with the Sino-capitalisms of Taiwan and Southeast Asia. However, China is
huge in comparison to these political economies, introducing considerable regional
variations.

Second, China’s capitalist development is clearly taking place under the strong influence
of globalization, but the internationalization of China’s economy has been highly partial.
The strong integration of the Chinese economy into the world capitalist system has
created economic spaces that are divorced from China’s domestic economy but highly
integrated into global production networks.

Despite major advances, China’s transition towards capitalism remains incomplete.
Substantial institutional and legislative uncertainty affects the domestic political
economy, inducing private entrepreneurs to forge clientelistic and idiosyncratic ties to the
party-state. Perhaps the biggest question concerning China’s future is therefore whether
its political economy will stay stuck in a form of “Chinese Crony Capitalism” or continue
to evolve. The concluding remarks will attempt to shed some light on this crucial issue.

II. Conceptual Framework

What is Capitalism?

The historical transition to capitalism in several world regions has over the last five
centuries constituted the most momentous event. Nonetheless, specifying the exact nature
of capitalism remains problematic. According to Milton Friedman, capitalism represents
the “organization of the bulk of economic activity through private enterprise operation in
a free market.” This conception expresses the popular understanding of the core
characteristics of capitalism: private enterprise and free markets. Ruth McVey presents a
more nuanced view, defining “capitalism as a system in which the means of production,
in private hands, are employed to create a profit, some of which is reinvested to increase
profit-generating capacity.” Again private enterprise is up front, but McVey also stresses
the expansive nature of capital — private individuals must be given opportunities to
accumulate capital to reinvest and generate more capital.

Both of the above definitions capture popular impressions of capitalism, but only
partially explain the underlying political economy of capitalist systems. Building on
Robert Heilbroner’s works I draw attention to three fundamental elements of capitalism.’

* Milton Friedman, Capitalism and Freedom (Chicago: University of Chicago Press, 1982), 4.

* Ruth McVey, "The Materialization of the Southeast Asian Entrepreneur" in Southeast Asian Capitalists,
edited by Ruth McVey (Ithaca: Cornell University Press, 1992): 8.

> Robert L. Heilbroner, The Nature and Logic of Capitalism (New York and London: W.W. Norton, 1985);
Robert L. Heilbroner, 21st Century Capitalism (New York & London: W.W. Norton & Company, 1993).



Christopher A. McNally 4

First and foremost is the distinctive drive to extract and accumulate capital, which must
become “the major organizing basis for sociopolitical life.”® Capital is intrinsically
dynamic, since it can change its form from commodity into money and then back again.
This dynamic nature of capital engenders a continuous process characterized by the
repetitive extraction and then reinvestment of capital. In turn, this process unleashes new
productive forces or as Heilbroner contends: “Capitalism is a system organized to search
for, and to seize on, whatever technological and organizational changes offer profitable
chances for expansion.””’

The second element of capitalism concerns the structuring role of markets, which
dominate the functioning of the economy. Unmistakably, the first function of markets “is
to allocate labor to those tasks that society wants filled.”® This cannot take place in a
society that controls the flow of labor, such as in feudalism or a centrally planned
economy. Markets are also indispensable to channel other factors of production. Some of
the most potent instruments to accumulate capital resulted from the establishment of
markets for land and capital. Finally, the market system must be able to create
competitive pressures via the price mechanism. Capital only can flourish when it is
continuously dissolved and recaptured, forced to move from productive activities with
lower returns to those with higher returns. All told, markets constitute the necessary
organizing principle of capitalism. Nonetheless, “capitalism is a much larger and more
complex entity than the market system we use as its equivalent . . . The market system is
the principal means of binding and coordinating the whole, but markets are not the source
of capitalism’s energies nor of its distinctive bifurcation of authority.””

The final element of capitalism is seldom explicated, even if it is crucial. Capitalism can
only emerge with the rise of a “capital-oriented class — originally always a merchant class
— from a subordinate position within society to a position of leverage.”'® Capitalism thus
differs from earlier socio-political regimes, such as those based on religious conviction,
military force, or a fixed status system. The formerly subordinated merchant classes rise
in social importance and gain control over strategic resources, making them indispensable
to the state. As a result, the direct access to the means of violence wielded by state elites
cedes its supremacy over the economy.

One cannot overstate this central element of capitalism. Historically, merchant classes
have existed at the pleasure of state elites. Capitalism could therefore only emerge as
state elites saw it in their interest to support the expansion of capital. This in turn entailed
some political recognition of capital, such as the freeing of factor markets, the curtailing
of predatory governmental tax behavior, and ultimately, the defense of private property
rights. Capital must therefore arise with the goodwill of state elites, but, as it expands,

® Heilbroner, The Nature and Logic of Capitalism, 143.

" Heilbroner, 21 Century Capitalism, 134-135. This drive to seek new profit opportunities in order to
accumulate capital also lends capitalism its relentless pressure for change. Capitalism is therefore a system
fostering progress (social, economic and political), another one of its unique historical properties. See Ibid.,
30-37.

¥ Heilbroner, 21* Century Capitalism, 99.

? Tbid., 96.

' Heilbroner, The Nature and Logic of Capitalism, 41.
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capital-holders take over strategic social functions (e.g., the relatively stable provisioning
of state revenue). It is at this point that the act of withholding capital becomes an
expression of power and the social force of capital “becomes increasingly capable of
defying, or of existing ‘above,’ the state.”'' An autonomous, self-directing economic
realm appears that assures the continued existence and social influence of capital-holders.

The historical reasons for capital’s political ascendance are complex, although the
underlying logic is straightforward. In an inter-state system where some state elites
tolerate capital’s ascendance, those that don’t pay a high price. History is replete with
examples of state elites that undermined the productive capacities of capital by high
taxes, excessive monopolies, and unwarranted expropriation. Capital then either withered
or left for territories with securer and higher returns, triggering economic stagnation and
national decline. In contrast, state elites that yielded authority over the economy to capital
actually experienced an expansion of their power in new realms. For example, the
monetization of the economy creates opportunities for increased taxation and more
effective governance.'? More importantly, capital to thrive seeks reconstituted and
expanding state power, especially to establish effective property rights, governance
structures, and rules of exchange.

The ascendance of capital triggers capitalism’s historically most unique arrangement: the
bifurcation of secular authority. As an increasingly autonomous, self-directing realm of
the economy emerges it disrupts time-honored political logics. The growing flows of
commodities become “subject to the directing forces of the marketplace, in addition to
those of national souvereignty.”'? Capital-holders therefore take over the major
influencing role to guide the allocation of goods and services, fostering an autonomous
realm of commerce and production. The power structures of “the state” and “the
economy”’ become different realms, each with its own logic, yet a need to coexist in the
same territory. “What we do not ordinarily bear in mind is that this duality of realms,
with its somewhat smudgy boundaries, has no counterpart in noncapitalist societies.”"*

Put differently, in order to survive and thrive, capital must exist in a mixed state of
independence from and dependence on state power. Views of the capitalist system as
being based solely on private capital and markets are therefore misconceived. Although
the state’s full economic power remains in the background during peacetime, it represents
a key force shaping capitalist accumulation. Only with the state’s active establishment of
stable property rights, governance structures, and rules of exchange can the normal
operation of capitalism be assured. As Douglas North maintains: *. . . the search for

"' bid., 94.

'2 One classical example of this is the increase in power of the Japanese state after the Meiji reforms. The
monetization of obligations by subjects to the state helped create a governmental structure, giving the Meiji
state a great deal more direct control over its subjects than the Tokugawa state ever had. See David L.
Howell, Status and Politics of the Quotidian (Mimeo: Princeton University, 2002), 188.

1 Heilbroner, The Nature and Logic of Capitalism, 92.

" Heilbroner, 21 Century Capitalism, 69.
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efficient economic organization leads us to political organization, since it is the polity
that defines and enforces the economic rules of the game.”"

To sum up, three central elements distinguish capitalist systems from earlier social
systems. First, capital must be able to expand in the continuous process of investment,
extraction, reinvestment, and further extraction. The motivating dynamic of capitalism
therefore rests in “the driving need to extract wealth from the productive activities of
society in the form of capital.”'® Second, this condition can only be attained after markets
constitute the organizing principle of the economy. The free flow of capital and fierce
competition, including oligopolistic competition, are necessary selection mechanisms,
engendering what Schumpeter aptly termed “cycles of creative destruction.” Finally, the
rise of capitalists to both economic and political prominence constitutes the socio-
political turning point for the emergence of capitalism. With the growth of capital-
owning social strata an autonomous, self-directing realm for the economy transpires,
bolstered by capitalists’ fundamental power to withdraw capital from use if returns are
insufficient or risks too high. In this manner, the productive and financial resources
controlled by capital circumscribe the hitherto dominant force of state authority.

Capitalism in Time and Space

The above three elements merely constitute the fundamental dynamics propelling
capitalist systems. A variety of additional factors have created different institutional
manifestations of capitalism over time and space. First and foremost, capitalism evolved
in world historical time, moving from humble beginnings to a system encompassing most
of the globe.'” T will here sketch aspects of the birth of capitalist production and its
subsequent development with the purpose of informing the conceptual framework applied
to China’s capitalist transition that follows in the next section.

The genesis of capitalism has fascinated historians and social scientists throughout
modern times. Reasons given for the emergence of capitalism have encompassed cultural,
ideational, economic, environmental, geographic, demographic, social, and political
explanations. Due to space considerations, these explanations cannot be given exhaustive
treatment. Besides, no single factor or relationship can be said to have had an all-
powerful effect on the emergence of capitalism.

Seeds of capitalist production emerged in many world regions. For example, merchants in
China grew rich and could bribe their way to influence. However, unless they became
landed officials, their wealth remained at risk of confiscation by public officials.'® In
addition, the nature of China’s empire made it all but impossible for Chinese merchants

' Douglas C. North, "The Rise of the Western World" in Political Competition, Innovation and Growth - A
Historical Analysis, edited by Peter Bernholz, et al. (Berlin, Heidelberg and New York: Springer, 1998):
13.

' Heilbroner, The Nature and Logic of Capitalism, 33.

' Fernand Braudel, Civilization and Capitalism 15th - 18th Century (New York: Harper and Row, 1982-
1984); Immanuel M. Wallerstein, The Modern World-System (New York: Academic Press, 1974-1989);
Heilbroner, The Nature and Logic of Capitalism, chapter 6.

'8 Eric L. Jones, The European Miracle: Environments, Economies, and Geopolitics in the History of
Europe and Asia, Third Edition (Cambridge: Cambridge University Press, 2003): XXX.
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to withdraw their capital and move to more accommodating environments. Chinese state
elites therefore restrained the power of merchant classes, hampering the emergence of a
self-directing economic realm.

The first time more permanent processes of the repetitive and expansive accumulation of
capital emerged was in the politically autonomous city-states of Northern Italy."
Capitalist accumulation then spread across Europe along ancient trade routes facilitated
by common religious practices and trading customs. Capitalism in Europe also became
increasingly tied up in imperial conquest, which allowed European economies to access
more resources, new markets, and, later, larger labor forces.

Perhaps one of the crucial ingredients for the emergence of capitalism lay in Europe’s
growing political competition.”® A large swath of Europe possessed a common
civilization and was part of a market network allowing for commodity trade across long
distances. However, the European state-system was characterized by political
decentralization, which engendered increasing inter-state competition. Since this
competition took the form of constantly changing and ever more expensive warfare, state
elites required escalating amounts of capital. To be successful state elites therefore
needed to strike a political “deal”: A rival social stratum — capital — was granted greater
political space in return for greater tax revenue. Due to Europe’s fragmented political
order, capitalists could also move capital to those territories with the highest returns and
lowest risks, engendering institutional competition among and within political units. Two
simultaneous dynamics unfolded: the emergence of an autonomous economic realm that
fostered the expansion of capital accumulation; and the evolution of the modern
European nation-state sys‘[em.21

As one would expect, not all state elites succeeded in providing the incentives that let
capitalist production thrive. Divergent policies of elites, all driven by the same need to
support warfare, but conditioned by different socio-political conditions, led to radically
different economic outcomes. The stagnation in Spain, despite imperial conquests, and
the rapid expansion in the Netherlands and specifically Amsterdam, where modern
economic growth originated, portray two extremes. Europe’s “freedom from overarching
imperial political control . . . allowed the necessary diversity of domestic political
conditions to evolve, in some of which market behavior become a dominant social and
economic practice.”*

' Fernand Braudel, Out of Italy: 1450-1650 (Paris: Flammarion, 1991).

% Jones, The European Miracle: Environments, Economies, and Geopolitics in the History of Europe and
Asia Douglas C. North, Structure and Change in Economic History (New York: W.W. Norton, 1981);
North, The Rise of the Western World.

! William H McNeill, The Pursuit of Power: Technology, Armed Force, and Society Since A.D. 1000
(Chicago: University of Chicago Press, 1982); Charles Tilly, Coercion, Capital, and European States, AD
990-1992 (Cambridge MA & Oxford: Blackwell, 1992); Michael Mann, The Sources of Social Power, vol
1: A History of Power from the Beginning to A.D. 1760 (Cambridge: Cambridge University Press, 1986).
2 Barry Buzan, “The Interdependence of Security and Economic Issues in the ‘New World Order’” in
Political Economy and the Changing Global Order, edited by Richards Stubbs and Geoffrey R.D.
Underhill (New York: St Martin’s Press, 1994), 90.
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Institutional innovation to support capitalist accumulation, especially the establishment of
effective parliamentary, legal, and financial institutions, reached a peak in Great Britain
around 1760.% It was at this point in world historical time that capitalism began to
emerge in full force. The machine-based first industrial revolution rapidly expanded the
scope of capital accumulation. Over the 1800s standardized modes of work, such as
assembly lines, appeared, production processes became mechanized, and expanding
domestic and international markets spurred large-scale industrial development. Families,
however, retained control over most firms. Proprietary capitalism characterized this early
phase of capitalist accumulation in Great Britain.**

At the beginning of the 20" century, England was the world’s workshop, while the City
of London acted as the world’s financial center. Yet, proprietary capitalism persisted.”
The consequent underdevelopment of modern managerial organization in Great Britain
gave other economies an edge during the second, science-based industrial revolution.?® In
the United States, a powerful form of managerial capitalism started to take root. Spurred
by the Great Merger movement at the end of the 19" century and the increasing liquidity
of stock markets in the 1920s, stock ownership came to be separated from managerial
control. Technical and administrative specialists were increasingly in charge of the day-
to-day affairs of corporations. Like in the United States, several late developers rapidly
developed technical training and modern managerial organizations. However, preexisting
social, economic, and political institutions heavily shaped the emerging institutions of
capitalism in these late developers, which include Germany and Japan, as well as several
smaller European nations.

The industrial strife and massive human dislocation resulting from the Great Depression
and the Second World War triggered a reconstitution of capitalist institutions. New Deal
legislation in the United States and the 1946 victory of the Labor Party in Great Britain
ushered in the expansion of social welfare systems. Even more pronounced changes took
place in Germany and Japan. Allied occupation forces sought at first to break the highly
concentrated and oligopolistic industrial sectors that had formed in close association with
state interests. Ironically, the onset of the Cold War led to policy adjustments, which
partially reconstituted former state-capital relations. A curious amalgam of old and new
emerged, producing distinctive capitalist regimes in Germany and Japan.*’

In Germany one main characteristic of the new system was the institution of
codetermination, which gave West German workers extensive formal representation in

 Douglas C. North and Barry W. Weingast, "Constitutions and Commitment: The Evolution of
Institutions Governing Public Choice in 17th Century England," in Journal of Economic History 49 no. 4
(1989): 803-382

* Ronald Dore, William Lazonick and Mary O’Sullivan, “Varieties of Capitalism in the Twentieth
Century,” in Oxford Review of Economic Policy 15 no. 4 (1999), 103.

» Roy Church, "The Family Firm in Industrial Capitalism: International Perspectives on Hypotheses and
History," in Business History 35 no. 4 (1993): 17-43; Alfred Chandler, Scale and Scope: The Dynamics of
Industrial Capitalism (Cambridge and London: Harvard University Press, 1990).

26 Dore, Lazonick, and O’Sullivan, “Varieties of Capitalism in the 201 Century.”

27 Chalmers Johnson, MITI and the Japanese Miracle (Stanford, CA: Stanford University Press, 1982);
Dore, Lazonick, and O’Sullivan, “Varieties of Capitalism in the 20™ Century.”
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the corporate governance of firms. In Japan, labor-capital relations emphasized
enterprise-based unions and “lifetime employment.” Perhaps more significantly, a
generic form of coordinated capitalism emerged in post-war Japan.”® Technically
competent bureaucrats provided a blueprint for national reconstruction, directing bank
loans to particular enterprises able to achieve this blueprint. This fostered close
coordination among bureaucrats and large business groups.”’

Despite considerable differences among the institutional arrangements of major capitalist
economies, several parallels can be detected during the post-war era (1945-1970). First,
managerial capitalism had become a global norm by the 1960s. Technological
complexity in the activities of large-scale firms demanded an increasing array of
specialist knowledge. Control over decision-making thus passed from the owners of
capital to managerial and technical specialists. Towards the end of this era John Kenneth
Galbraith even argued that in the modern corporate enterprise individual entrepreneurship
and leadership had become more or less irrelevant.’® Second, in all the major economies
the role of the state was magnified. John Maynard Keynes’ theories engendered a more
active role for state fiscal policy in influencing economic cycles and growth. Moreover,
in Europe and Japan post-war governments had become active as owners of productive
and commercial assets in their own right, while in the United States low public ownership
was compensated by the close ties between the defense industrial complex, research
universities, and government officials.

The combination of low economic growth and high inflation in the 1970s ushered in a
major transition: the active role of the state in the economy was first questioned and then
decried. Neoliberal free-market ideology ascended. Especially in the United States and
Great Britain deregulation and privatization started to dominate state economic policy; a
drastic reduction in union power occurred; and shareholder value — the belief that
business concerns must maximize shareholder value as measured by stock prices --
became the buzz of boardrooms. All of these changes triggered a rise in the importance of
stock markets. Pension funds started to invest more and more of their assets in equity,
leading Dore to refer to this new phase of capitalism as stock market capitalism, pension
fund capitalism, or gray capitalism.”" At the same time, management remuneration
packages changed to incorporate stock options, an attempt to tie management incentives
directly to the performance of a company’s share price.

Two very remarkable facets of this latest phase of capitalism must be noted since they
directly affect China’s capitalist transition. First, with the fall of Communism in Eastern

¥ See Mark Beeson and Richard Robison, "Introduction: Interpreting the Crisis" in Politics and Markets in
the Work of the Asian Crisis, edited by Richard Robison, et al. (London and New York: Routledge, 2000):
11. Coordinated capitalism can also be compared with what Peter A. Hall and David Soskice, Varieties of
Capitalism - The Institutional Foundations of Comparative Advantage (Oxford: Oxford University Press,
2001), 8, term a coordinated market economy. Examples of coordinated market economies include Japan,
Germany, and most other continental European economies.

% Johnson, MITI and the Japanese Miracle.

30 John K. Galbraith, The New Industrial State (Boston, MA: Houghton Mifflin, 1967), 71.

3! Ronald Dore, Stock Market Capitalism: Welfare Capitalism - Japan and Germany Versus the Anglo-
Saxons (Oxford: Oxford University Press, 2000).
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Europe and the Soviet Union, the opening of China to world trade, and the
implementation of market-friendly reforms in Latin America, South Asia and Southeast
Asia, the dynamics of the world capitalist system are reaching more people than ever
before. The rapid increase in international capital flows most succinctly expresses this
new era of global capitalism.** Second, Great Britain and especially the United States
moved from stagnation to dynamism over the course of the 1980s and 1990s. The high-
tech boom in the United States fuelled a massive increase in new ventures, new
knowledge, and new business models. The individual entrepreneur was once again at the
center of capitalist accumulation, aided by new technologies to manage operations and
new financial mechanisms to support start-up ventures.

The drive to amass capital, capitalists’ economic and political prominence (the
bifurcation of the secular realm), and market society characterize all forms of capitalism.
Yet, capitalism is undergoing continuous change throughout time and space. New
institutional configurations centered on the role of the state, markets, civil society
(including labor), and capital-holders are continuously generated. Global forces further
interact with the development of capitalist institutions on the national level and vice
versa.

Intriguingly, the growing force of global capitalism is reflected in a recent academic
debate on the origins and influence of “varieties of capitalism”.** The dispute focuses on
whether all national capitalisms will converge to one standard (implicitly, most efficient)
institutional configuration of capitalist production. This debate, however, is far from
resolved.’ Depending on how one selects the country and period, convergence among
some advanced industrialized economies can be found. Among the most advanced and
developing economies, though, the differentials point to no convergence at all.*”
Evidently, the large volume of research on comparative capitalisms highlights the marked

differences among capitalist institutions on the national level.*

32 See Beth A. Simmons, "The Internationalization of Capital" in Continuity and Change in Contemporary
Capitalism, edited by Herbert Kitschelt, et al. (Cambridge: Cambridge University Press, 1999): 36-69.

33 The debate originated with Michael Albert, Capitalism Against Capitalism (London: Whurr, 1993).

3 Suzanne Berger and Ronald Dore ed., National Diversity and Global Capitalism (Ithaca, NY: Cornell
University Press: 1996).

3% Robert Boyer, "The Convergence Hypothesis Revisited: Globalization but Still the Century of Nations?"
in National Diversity and Global Capitalism, edited by Suzanne Berger and Ronald Dore (Ithaca, NY:
Cornell University Press, 1996): 29-59.

3¢ See, for example, Andrew Shonfield, Modern Capitalism (London, New York and Toronto: Oxford
University Press, 1965); John Goldthorpe, Order and Conflict in Contemporary Capitalism (Oxford and
New York: Oxford University Press, 1984); Albert, Capitalism Against Capitalism; Neil Fligstein and
Robert Freeland, "Theoretical and Comparative Perspectives in Corporate Organization," in Annual Review
of Sociology 21 no. (1995): 21-43; Berger and Dore ed., National Diversity; Herbert Kitschelt, Peter Lange,
Gary Marks and John D Stephens ed., Continuity and Change in Contemporary Capitalism (Cambridge:
Cambridge University Press: 1999); Hall and Soskice, Varieties of Capitalism; and Neil Fligstein, The
Architecture of Markets - An Economic Sociology of Twenty-First Century Capitalist Societies (Princeton,
NJ: Princeton University Press, 2001).
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Conceptual Framework

When looking at the birth and evolution of capitalism it becomes clear that as a socio-
economic system capitalism is not cast in stone. Indeed, all developed economies are
currently experiencing profound changes. A technological revolution is creating entirely
new industries, including biotechnology and digital electronics. Similarly, most
developing economies are experiencing an acceleration of economic and social change,
triggered by the growing force of global capitalism.

A conceptual framework that can be fruitfully applied to China’s emerging capitalism
must therefore be able to capture the ever changing nature of capitalist institutions, while
at the same time pointing to certain tendencies that are common across all capitalist
systems. Definitely, the purpose of the conceptual framework must be to shed light on the
process of China’s capitalist transition. Figure 1 represents a process model, which is
most ideally suited to this task. Specifically, four parts constitute the framework:
structuring conditions that often trigger and fundamentally shape the process of a
capitalist transition; the central logic of capital that is relatively constant across time and
space; historical junctures that can originate from the tensions underlying capitalist
development or be brought about by exogenous factors; and the institutional contours of
capitalist systems that result from this process.

As Figure 1 illustrates, the nature of capitalist development is understood to be path-
dependent. The political, social, economic, geographic, and cultural environment in place
at the outset of a capitalist transition (structuring conditions) shapes how capitalist
institutions evolve, accounting for the institutional variations found in contemporary
capitalism. Likewise, historical shocks and contingencies (historical junctures) are
known to impinge on the process of capitalist development. Some of these originate on
the local and national level, while others are driven by global forces. In this way, the
model attempts to capture how the advancement of capitalism on a global scale shapes
national processes of capitalist development. In the following I will briefly elaborate on
each of the four constituent parts of the conceptual framework.



Figure 1: Conceptual Framework
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The framework encompasses four types of structuring conditions, which attempt to
capture the totality of physical and social factors that can influence the trajectory of
capitalist development. Several have already been observed in the section on Capitalism
in Time and Space. Undoubtedly, environmental and geographical differences condition
the economic possibilities of societies. Some societies find themselves in lands of
abundance, while others are faced with rugged inhospitable terrains. Geography therefore
deals worse cards to some than to others.’’ Favorable geographical and resource
endowments, however, do not necessarily facilitate the emergence of capitalism, since
state elites controlling large resource endowments do not need to rely on capital-holders
for greater state revenue. Indeed, many political systems in territories with resource
abundance have created forms of crony capitalism, an embryonic form of capitalism in
which the bifurcation of the secular realm is not complete. Government-business
collusion is the order of the day, forestalling healthy market competition and a maturing
of the social force of capital.

The geopolitical environment was and remains one of the major factors triggering or
hindering the emergence of capitalism. The history of Europe and East Asia shows that
states facing grave national security threats have been more likely to allow capitalist
development to proceed. This is for a simple reason. The need to marshal sufficient
resources for national security induces state elites to allow the emergence of a rival power
stratum — capital. Most late developers in the post-World War II period, including
Taiwan, South Korea, and Israel, embody this principle.*® However, when no threats to
regime survival exist and/or rich resource endowments are available, as in many nations
of Sub-Saharan Africa, then competitive pressures can be lagging or even non-existent,
fostering crony capitalism and bad governance.*’

The literature on capitalist development has been especially attentive to how differences
in institutional arrangements can be traced back to at which point in world historical time
a nation transitions to capitalism. The first countries to undergo capitalist transitions
faced no established competitors. Great Britain industrialized first, followed closely by
the United States, which benefited from a vast continental hinterland and massive
immigration. Similarly, Canada, Australia, and New Zealand, although developing a few
decades later, could harness abundant natural resources and the transfer of knowledge
and institutions from Europe. In all of these cases, technological advances and
institutional change were relatively gradual.

37 As Jones, The European Miracle: Environments, Economies, and Geopolitics in the History of Europe
and Asia argues, the incidence of major natural disasters was a hindering factor for the emergence of
sustained capitalist development in India and China. Although faced with less abundant climate and soil
conditions, Europe benefited from the lower incidence of major natural disasters (hurricanes, earthquakes,
etc.), which in turn provided better incentives for long-term investments in irrigation and infrastructure.
Another prominent statement on the importance of environmental factors is Jared Diamonds, Guns, Germs,
and Steel (New York: W.W. Norton & Co., 1997).

3 Joel S. Migdal, Strong Societies and Weak States: State-Society Relations and State Capabilities in the
Third World (Princeton: Princeton University Press, 1988).

3% See Jeffrey Herbst, "War and the State in Africa," in International Security 14 no. (1990): 117-139.
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By the late 19" century several late developers appeared. Chiefly, these include Germany
and Japan, although Italy and France, as well as many smaller European countries are
considered late developers as well. Most of these countries experienced a much more
rapid capitalist transition. Competition from more established enterprise and market
institutions was fierce, even though previously developed technologies could be copied.
Many late developers thus harnessed their financial systems to intimately support the
rapid development of industrial firms.*’ Large-scale integrated firms emerged within the
span of one decade in cutting-edge industries such chemicals, steel, and electronics.
Educational institutions, bodies of law, and state administrative structures also underwent
rapid transformations in the face of the greater competitive pressures exerted by already
well-established capitalist systems.

Besides harnessing new financial and enterprise institutions, the role of the state was
magnified considerably in late developers.*' Indeed, in the Russian and Japanese cases it
became a prime driver of industrialization. During the late 1920s and 1930s this
development was even taken a few steps further under the Soviet Union. However, an
overemphasis on planning and state investment occurred at the expense of competition
and the free flow of capital. Despite considerable successes in establishing integrated
industrial complexes, Soviet central planning ultimately ended as a failure.*

World historical timing therefore draws our attention to one crucial aspect of capitalist
transitions. As is the case in China, the institutional infrastructure supporting capitalist
production in most developing countries tends to be incomplete. Financial infrastructures
are ineffective in channeling funds to the most productive ventures. Likewise, families
remain in control of most private firms, while managerial organizations are
underdeveloped.® Firms in developing economies are therefore handicapped, especially
when facing highly sophisticated competitors from already well-established capitalist
systems. A common reaction in developing countries is the deployment of state and state-
sponsored institutions to create competitive advantages for indigenous firms.* Evidently,
the threat of a loss of national economic sovereignty looms large for late developers, even
more so for nations that undertake development under global capitalism in the early 21*
century.

The final structuring condition pertains to socio-political and cultural systems that
influence the introduction and subsequent development of capitalist institutions. The
influence of cultural and religious values on the commencement of capitalist production

40 Alexander Gerschenkron, Economic Backwardness in Historical Perspective: A Book of Essays
(Cambridge, MA: Harvard University Press, 1962).

! Gerschenkron, Economic Backwardness.

*2 See Janos Kornai, The Socialist System: The Political Economy of Communism (Princeton, NJ: Princeton
University Press, 1992).

4 See, for example, Gary G. Hamilton and C.S. Kao, "The Institutional Foundations of Chinese Business: The Family
Firm in Taiwan," in Comparative Social Research 12 no. 0 (1990): 95-112 on Taiwan; and Peter Evans, Embedded
Autonomy: States and Industrial Transformation (Princeton: Princeton University Press, 1995) on Brazil
and India.

* One excellent illustration of this is Taiwan, see Robert Wade, Governing the Market -- Economic Theory
and the Role of Government in East Asian Industrialization (Princeton, NJ: Princeton University Press,
1990).
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has been most prominently dealt with by Max Weber in his The Protestant Ethic and the
Spirit of Capitalism (2001 [1904]).* Nonetheless, how cultural and religious value
systems support the drive to amass capital and the emergence of market society is
controversial. Confucianism, for example, was at first held to be inimical to capitalist
development and then later seen as highly supportive. In a similar vein, it is difficult to
establish which socio-political systems are especially supportive of capitalist
accumulation. Certainly, the nature of political elites and their interaction with other
social interests influences the emergence of capitalist social relations. For instance, a
powerful landed oligarchy keeping peasants in quasi-feudal circumstances has been held
to be inimical to the emergence of a bifurcated secular realm and liberal polity.*°

The four structuring conditions impinge on the logic of capital, sometimes supporting it,
sometimes undermining it. In brief, the logic of capital is the interaction among
Heilbroner’s three elements: the drive to amass capital, the rise of capital and therefore
the emergence of a bifurcated secular realm, and the appearance of market society.
Although these are the constant and fundamental building blocks of capitalist systems,
most observers are more attuned to several popularly known manifestations. As noted in
the introduction to this volume, we see the logic of capital as emanating three forces of
change: economization; pluralization & institutionalization; and integration into the
world capitalist system (globalization).

Economization is most closely related to the appearance of market society, but tied to all
three elements of the logic of capital. While the term marketization is used more often,
we prefer economization. Economization captures the total impact of growing
competitive pressures on businesses, individuals, and state organizations, including the
social, political, ideological, and economic manifestations that follow on. It also
expresses how the economy becomes of much greater importance to state elites, be it for
national survival or for popular support. Indeed, the economy under capitalist
development becomes a force driving much policy thinking and policy-making.

The pluralization of social interests is most directly associated with the bifurcation of the
secular realm. As economization progresses it engenders the accumulation of wealth. The
emerging capital-owning social strata foster dynamics that lead to social pluralization,
including the formation of new professional and class interests. New social interests in
turn create pressures for institutional restructuring. In particular, more powerful capital-
owning social strata seek reconstituted and expanding state power. Social pluralization
therefore creates dynamics that pressure the state to improve legal, political, economic,
and media institutions in order to foster higher institutional transparency and certainty —
what is commonly referred to as institutionalization or what the Chinese label
zhengguihua.

* Max Weber, The Protestant Ethic and the Spirit of Capitalism (Chicago and London: Fitzroy Dearborn,
2001 [1904]).

* Gunnar Myrdal, Asian Drama - An Inquiry into the Poverty of Nations (New York: Twentieth Century
Fund, 1968).
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Finally, integration into the world capitalist system expresses how all capitalist
development produces pressures for international integration. This is especially so in the
case of China, since it is undertaking development in the era of global capitalism.
Integration into the world capitalist system also conveys the dual nature of the
international system: as structured in hierarchical relations where certain actors possess
superior power and wealth; and as driven by competitive opportunities that have allowed
actors to rise in the hierarchy via wealth accumulation and other elements of power.

As the logic of capital unfolds it is impacted by historical junctures.*” Historical
junctures are transforming events or shocks that shape the trajectory of a capitalist
transition. Some examples are wars, economic crises, and political revolts. Historical
junctures can be of mostly endogenous origin. These are events triggered by the process
of capitalist development, such as the rise of capital and pressures from new social
interests. Conversely, historical junctures can be of largely exogenous origin. Wars and
externally triggered economic crises are cases in point. Historical junctures are further
influenced by the structuring conditions, which can act as catalysts for or mold the
intensity and outcome of such shocks. In some cases, such as political regime change and
major wars, historical junctures can even halt the process of capitalist development all
together.

The final part of the conceptual framework — the institutional contours of capitalist
systems — denotes variations in the forms of local, national, and global capitalisms. Most
works on the varieties of capitalism include some sort of matrix to map institutional
variations, especially among national forms of capitalism. For instance, Hall and Soskice
when dividing advanced capitalist systems into two types — liberal and coordinated
market economies — focus on four core aspects: financial systems; corporate governance
systems; industrial relations; and education and training systems.** However, almost a
dozen additional factors seep in during their analysis, such as the nature of inter-company
networks, legal systems, quasi-public research institutes, economic policy making, and
the organization of the political realm. Clearly, attempts at producing an encompassing
matrix of institutional variations among capitalist systems are bound to suffer either from
oversimplification or unmanageable complexity. I will consciously eschew a map of
institutional variations among capitalisms, especially since in China capitalist institutions
are merely in the process of forming.

Nonetheless, to elucidate how the logic of capital is unfolding in China I will emphasize
three analytical features. First, as Heilbroner observes, “the issue that takes on an often
obsessive prominence in every capitalist nation . . . is the relationship between business
and government.”*’ State-capital relations, including the nature and constitution of the
state, are thus of primary analytical importance. Second, the nature and constitution of
capital, including its relations to other social interests and its internal structure (corporate

471 borrow this concept from Stein Rokkan, Peter Flora, Stein Kuhnle and Derek W. Urwin ed., State
Formation, Nation-Building, and Mass Politics in Europe: The Theory of Stein Rokkan (Comparative
European Politics) (Oxford: Oxford University Press: 1999).

* Hall and Soskice, Varieties of Capitalism — The Institutional Foundations of Comparative Advantage,
Chapter 1.

* Heilbroner, 21" Century Capitalism, 68.
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governance and ownership systems; industrial relations; business networks) is key.
Finally, a capitalist system’s external orientation, especially the way in which openness to
trade and foreign direct investment are managed, plays a prominent role.

While looking at the process model represented in Figure 1, some might hold that it is
devoid of human agency. In reality, human agency is present throughout the conceptual
framework. It exists in the logic of capital, which is ultimately driven by the human
desire to better one’s material lot, be it by trading, innovating, or accumulating capital. It
is also especially prominent in the historical junctures, since a society’s response to such
shocks often decides whether the process of capitalist accumulation is halted or proceeds.
Put differently, human agency permeates the process model and therefore cannot be
analytically distinguished. This is not to diminish the extremely important role of human
agency, in particular leadership. Leaders taking a long-term view who are willing to
reconsider traditional values and create the conditions for successful group decision-
making are vital to thriving capitalist development.

In summary, the conceptual framework in Figure 1 focuses on the process of a capitalist
transition. It emphasizes the path-dependent nature of capitalist development and allows
for considerable historical contingencies to interrupt the process. The conceptual
framework therefore incorporates a central analytical thrust. Although the force of global
capitalism is sure to exert strong pressures for convergence among the institutional
configurations of capitalist systems, it is unlikely to generate homogeneous institutional
arrangements (at least as long as there still are nation-states). Indeed, diverging
structuring conditions, path-dependent institutional development, and transforming
national events will continue to generate different patterns of national capitalisms. The
purpose here is to understand the factors and processes shaping the contours of China’s
emerging capitalism.

ITI. Capitalism in the Dragon’s Lair

Capitalist production has thrived in Overseas Chinese communities stretching from New
York to Singapore. Driven by an admirable commercial acumen, these communities have
been successful in amassing large amounts of capital and building internationally
competitive business institutions, some of which span the globe. The success of Overseas
Chinese communities, including those in Hong Kong, Macao, and Taiwan, which are
adjacent to China proper, has earned the Chinese the reputation of being formidable
business practitioners — “The Jews of East Asia.” Yet, up until recently sustainable
capitalist production never took root in the vast territory of Mainland China.

To be precise, the seeds of capitalist production emerged within China at various
historical junctures. Certainly by the late Qing Dynasty commercialism increased in
importance, spurred by changes within the Chinese economy and the influence of
colonial powers.”® During the Republican era from 1911 until 1949 capitalist production
thrived in various pockets of the country, most notably in the foreign concessions along

0 William T. Rowe, Hankow: Commerce and Society in a Chinese City, 1796-1889 (Stanford: Stanford
University Press, 1984).
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the Eastern Seaboard. However, imperialism, the political influence of warlords, the
corruption and largely ineffective governance of the Kuomintang (KMT), the Japanese
occupation during World War II, and the long lasting civil war created conditions
inimical to sustained capitalist development.

Even as the KMT retreated to Taiwan in 1949 after losing the civil war, it remained
highly skeptical of private enterprise. Initial strategies of industrial development focused
on state enterprises and “import-substitution” industrialization, both to support a counter-
attack on the Mainland and to assure the island’s survival when war broke out. Only as
the prospects for a successful counter-attack became dismal and aid monies from the
United States were destined to wane in the 1960s did the KMT look to private Taiwanese
enterprise as a new potential source of economic dynamism.”’

On the mainland, the CCP’s rise to power initiated a gradual, though ultimately highly
thorough process of nationalizing most industrial, commercial, and agricultural assets that
were in private hands. This process reached a peak with the collectivization movement in
the late 1950s, ebbed during the early 1960s, and was then driven to new extremes during
the Cultural Revolution (1966-1976). Only in the late 1970s with the increasing
normalization of both China’s domestic political realm and external relations emerged the
will to fundamentally restructure the country’s political economy.

It is fascinating to note that the grounds for initiating economic reforms and a capitalist
transition in China are not much unlike those prompting the leaders of other Asian “late
developers” to begin fundamental transformations.’* At the outset of reforms in 1978
China’s leaders perceived grave threats to regime survival. The tragedies of the Cultural
Revolution had caused a loss of revolutionary legitimacy. The CCP therefore redefined
its purpose to seek economic modernization.”® Externally, China had undergone a
strategic shift, which in turn influenced shifts in economic policy. Due to its bitter rivalry
with the Soviet Union, China formed a de facto alliance with the United States in the
mid-1970s, opening the door to economic cooperation with capitalist countries. Chinese
leaders recognized at this point the dynamism of adjacent economies in Asia and the
geopolitical benefits of economic wealth. An image of China as technologically
backward came to the fore, triggering policies to encourage external trade and
investment.™

! Thomas Gold, State and Society in the Taiwan Miracle (Armonk, NY: M.E. Sharpe, 1986); Tun Jen
Cheng, "The Politics of Industrial Transformation," PhD Dissertation, (Berkeley, CA: University of
California 1987).

32 These “late developers” chiefly include Japan, South Korea, Taiwan, Hong Kong, and Singapore. See
Richard Stubbs, "War and Economic Development: Export-Oriented Industrialization in East and Southeast
Asia," in Comparative Politics 31 no. 3 (1999): 337-355 on how national security concerns prodded the
leaders of these economies to initiate sustained efforts at economic transformation.

33 Frederick C. Teiwes, "The Chinese State During the Maoist Era" in The Modern Chinese State, edited by
David Shambaugh (Cambridge: Cambridge University Press, 2000): 105-160.

> Bruce Cumings, "The Political Economy of China's Turn Outward" in China and the World: New
Directions in Chinese Foreign Relations, edited by Samuel S. Kim (Boulder: Westview, 1989): 203-236.
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Although Mao’s mass movements had weakened the Communist party-state, it remained
exceptionally dominant over society in the late 1970s. Following the traumatic
experiences of the Cultural Revolution, the state could marshal its organizational and
ideational resources to reject “high Maoism™ and introduce sweeping economic and
social reforms. The intrusive Leninist organizational apparatus was employed to mobilize
resources on a national scale, especially by altering the incentives facing local cadres to
encourage markets, develop new enterprises, and integrate with the global economy. No
social interests outside of the party-state possessed sufficient power to oppose these
sweeping economic and social changes.” Therefore, in another parallel to Asia’s “late
developers,” the Chinese government enjoyed a high level of political autonomy at the
outset of reforms that allowed it to implement transformative economic policies.>

Throughout the reform era external and internal conditions reinforced a mindset among
top CCP leaders that perceived industrialization and technological upgrading as a means
for national and regime survival. As one Chinese interviewee put it, “the CCP became
addicted to high economic growth.”’ The seeming need to assure national survival by
industrialization can be traced right up to the present. The Fourth Plenum of the 16™
Communist Party of China’s Central Committee held in September 2004 issued a report
on “Enhancement of the Party’s Governance Capability.” In it, the CCP points out that
China’s reform and development has reached a critical state in which “hostile forces are
still pursuing their strategic attempts to westernize and separate our country.”® Threat
perceptions that generate the political will to continue China’s reforms therefore
permeated three generations of CCP leaders. Quite ironically, this political will has by
default prodded the Chinese leadership to embark on a capitalist transition.

For reasons of simplicity and general acceptance, I will here take the launch of China’s
capitalist transition to be late 1978 as Deng Xiaoping initiated the policy of economic
reform and opening up. Of course, one could trace the antecedents of reforms back to
Mao’s normalization of relations with the United States in 1972, experimentation with
agricultural and industrial reforms in the early 1960s, and farther back to the Republican
and Imperial eras. Nonetheless, 1978 marks a clear break with the past.

Despite certain commonalities with the “late developers” of East Asia, in particular the
perception of an imminent threat to national (and regime) survival and the existence of a
high level of political autonomy, the legacy of the People’s Republic of China (PRC)

55 Teiwes, “The Chinese State during the Maoist Era,” 159-160.

% On the importance of the “structural autonomy” of the state in implementing transformative economic
policies see, for example, Chalmers Johnson, "Political Institutions and Economic Performance" in 7he
Political Economy of the East Asian Industrialism, edited by Frederic Deyo (Ithaca, NY: Cornell
University Press, 1987): 136-164 and Peter Evans, "The State as Problem and Solution: Predation,
Embedded Autonomy and Structural Change" in The Politics of Economic Adjustment, edited by Stephan
Haggard and Robert R. Kaufman (Princeton: Princeton University Press, 1992): 139-181.

7 Informant 181. Interviews and fieldwork for this paper were undertaken during the summers of 2001,
2002, and 2004. In addition, some materials are derived from earlier fieldwork undertaken in China,
including the summer of 1988 and the period from 1995 to 1997. All interviews were conducted without
the aid of translators in either Mandarin or Cantonese. Interviewees were assured of utmost confidentiality,
and a coding system has been employed to protect their identities.

3% People’s Daily, “Enhancement of the Party’s Governance Capability,” (September 19, 2004).
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introduces distinct dynamics. First, China’s territory is much vaster than those of East
Asia’s “late developers.” Due to its larger production capacity and domestic markets, the
PRC followed different economic strategies from those employed by its East Asian
neighbors. China’s vast landmass also introduces considerable complexities to
governance. Since national and local governments differ in their interests, viewpoints,
and resource levels, problems of managing central-local relations are prominent.

Second, the Communist party-state spent the period from 1949 until 1978 managing a
command economy. The PRC’s economic reforms therefore faced a two-pronged
challenge: at the same time as it had to overcome the obstacles of “late developers,” such
as weak financial and enterprise institutions, it had to undertake the transition from a
command economy to a market system. This two-pronged challenge left salient impacts
on China’s quest for industrialization.

The central question remaining for this section is whether what started to unfold in China
after 1978 is actually a capitalist transition. Indeed, given the PRC’s dissimilar
ideological and political vantage points when compared to other East Asian “late
developers” can we at the end of the day speak of capitalism emerging in the Dragon’s
lair? A noted Chinese economist, Fan Gang, when arguing that China had undertaken
successful globalization noted the following characteristics of China’s reforms:
“development of the private or non-state sector; price liberalization in the domestic
market; relaxation of government control and central planning; privatization of state-
owned enterprises; and development of the legal framework for private enterprises.”’
These reforms in turn are giving rise to an improved environment for foreign investment
and the building of a legal framework. To observers of instances of capitalist
development, including the transition economies of Eastern Europe, all this must sound
quite familiar. Nonetheless, the CCP insists that it is not pursuing capitalism and that this
is the emergence of a “socialist market economy with Chinese characteristics.”

This paper is not about semantics, but rather about providing an unclouded analysis. Its
purpose is to use the wealth of materials on capitalism and capitalist transitions to further
elucidate the nature of China’s massive transformation. Following this logic, I will first
emphatically argue that what is taking place in China is undeniably a capitalist transition,
albeit one that is yet far from reaching a mature stage of institutionalization. I will apply
Heilbroner’s three fundamental elements of capitalism — the logic of capital — to the case
of China, elaborating how China’s reform trajectory can be understood as generated by
the drive to amass capital, the emergence of market society, and the embryonic
bifurcation of secular authority.*’

The Drive to Amass Capital in China
China’s economic development has not followed any predetermined economic strategy
and is therefore best conceptualized as a process of upward spiraling virtuous cycles of

% Fan Gang, "A Made-in-China Solution to Globalisation," South China Morning Post (October 19, 2004).
5 One could equally argue that China’s reform path is being manifested and generated by the three forces
of change — economization; pluralization & institutionalization; and international integration — used in this
volume. This is the major thrust of other chapters.



Christopher A. McNally 21

induced reforms.®' Early on, the most important reforms raised prices for agricultural
goods and then replaced the people’s communes in the countryside with the household
responsibility system. This allowed households to gain lease rights over land and enabled
the emergence of farmer’s markets for produce. The result of these developments was a
rapid rise in agricultural productivity and a rural consumption boom.

During this period farmers rapidly increased their propensity to save.® In a sense, rural
households acted as the catalysts in China’s drive to amass capital. They invested in
small-scale private enterprises (the getihu) and provided much needed investment funds.
However, since savings were predominantly deposited in state-owned financial
institutions, most investment decisions remained in the hands of local township and
village governments.

Quite unique to China’s developmental patterns, local officials did not squander most of
this capital in conspicuous consumption. Rather, they invested it in a manifold of
government-guided ventures, which became known as the Township and Village
Enterprises (TVEs). There are several reasons for this. First, China never operated a
command economy as centralized as those found in Eastern Europe and the Soviet Union.
As Susan Shirk puts it, “soon after the communist takeover, the Chinese system became a
multitiered, regionally based system in which much of the responsibility for planning and
coordination devolved to local governments.”® This situation was reinforced during the
Cultural Revolution when Mao’s policies encouraged local self-sufficiency and triggered
a wave of rural industrialization under the heading of the “five small” industries.®* At the
outset of reforms local Chinese governments were therefore already in charge of
industries over which they possessed some autonomy.

Local self-rule was further reinforced as Deng’s reforms continued to grant greater
autonomy to local economic actors, a process that rapidly evolved into economic and
political decentralization. At the same time, local government units received decreasing
amounts of financial support from higher levels, forcing them to look for new sources of
revenue. Finally, the economic performance of local economies emerged as the principal
yardstick for cadre evaluation under the Communist Party’s nomenklatura system and the
state’s administrative hierarchy.®® This provided powerful incentives for cadres to
maximize local economic growth, since a thriving economy generated much better
chances for promotion.

8! Barry Naughton, Growing Out of the Plan: Chinese Economic Reform, 1978-1990 (Cambridge:
Cambridge University Press, 1995); Gary H. Jefferson and Thomas G. Rawski, "Enterprise Reform in
Chinese Industry," in Journal of Economic Perspectives 8 no. 2 (1994): 47-70.

62 Naughton, Growing Out of the Plan, 142-144. Between 1978 and 1982 total household savings in China
jumped from 4% of national income to 11% (Naughton, Growing Out of the Plan, 142).

8 Susan L. Shirk, The Political Logic of Economic Reform in China (Berkeley and Los Angeles: University
of California Press, 1993), 29.

% Naughton, Growing Out of the Plan, 1978-1990, 145.

% Yasheng Huang, Inflation and Investment Controls in China: The Political Economy of Central-Local
Relations during the Reform Era (Cambridge: Cambridge University Press, 1996); Maria Edin, "State
Capacity and Local Agent Control in China: CCP Cadre Management from a Township Perspective," in
The China Quarterly no. 173 (2003): 35-52.
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A highly powerful combination of incentives transpired. Local officials were granted the
political space for economic experimentation, faced strong incentives to find new sources
of revenue and maximize economic growth, and received a boost in capital from higher
agricultural productivity and savings. The result was much greater investment in TVEs
and their emergence as China’s dynamo of industrialization in the late 1980s.

Several concurrent reforms added extra fuel to capital accumulation in the TVE sector.
During the 1980s and early 1990s the pricing structure was gradually liberalized, state-
owned enterprises (SOE) given greater management autonomy and profit incentives, and
foreign trade and investment allowed to enter sections of the domestic economy. Taken
together this bundle of reforms set in motion cycles of induced reforms, where each small
step at liberalization created pressures for further liberalization. For example, by easing
the state monopoly over industry, TVEs were able to enter monopolistic markets
protected for the benefit of SOEs. This at first produced super-profits for TVEs and then
gradually intensified competition, leading to the erosion of the state industrial sector’s
monopolistic profits.®® In turn, lower profits in state firms hurt local government
revenues, inducing local leaders to experiment with capitalist measures such as
bankruptcies, enterprise takeovers, and shareholding ventures as early as the late 1980s.%’
However, only in the early 1990s did the unintended consequences of these initial
reforms culminate in the central government announcing a wide-ranging plan — the
establishment of a “socialist market economy” — that aimed at restructuring the Chinese
economy along market lines.

The introduction of the household responsibility system in agriculture, the rise of the
TVEs, and the political will to establish a fully-fledged market economy laid the
groundwork for capital accumulation in the private sector. Although TVEs functioned
along commercial lines with flexibility in the management of labor, they nonetheless
represented a unique form of local government-owned industry.®® Initially, they benefited
in many ways from their close association with local government, since this facilitated
regulatory approval and access to finance. However, as TVEs over-expanded and faced
ruthless competition during the first half of the 1990s, their economic profitability
declined. Local governments were confronted with fiscal crises and started to tinker with
a range of reforms, most involving some form of partial or full privatization.® Therefore,
as with other reform achievements, cycles of induced reforms encouraged local leaders to
experiment with privatization measures and ways to support private business. Indeed, as
problems in the TVE and state industrial sectors became more notorious, the greater
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