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Conventional wisdom indicates that private ownership generates stronger incentives in productivity. Secure property rights are critical to economic development (North 1990). China has been experiencing rapid economic growth over past three decades and private property rights and ownership have been increasing dramatically in the absence of secure property rights. The case of China poses an intellectual puzzle. The puzzle is why people invest in China even though there are no secure and efficient property rights and contract enforcement? With one-party communist rule and no independent judicial system to enforce their property rights, these investors may appear to be taking a big risk. In 2007, China enacted its first law to protect private property explicitly, but it does not provide enough details or enforcement guidelines. Even if government can specify property rights and enforcement is promised, why should an individual investor believe that government will honor that promise after he/she has deployed her wealth in productive assets? Perhaps investors are rational after all, and perhaps property rights in China are more secure than they may appear. 

This paper is a part of my dissertation project that explores the sources and social mechanism of secure property rights in China with focus on the importance of informal institutions to the security of property rights. In this paper, I offer a survey of the development of private enterprise in Chinese economic history by examining the evolution of institutions and policies, and cases that involved violations of private property rights and successful stories of private enterprise publicized in Chinese media. In so doing, I am able to show the commitment problem that domestic private entrepreneurs have faced and coping strategies they adopted in order to protect their investment. 
There are two theoretical traditions that identify the threat to private property rights. In the Hobbesian view, the main threat to property rights is from private actors therefore looks to state institutions as a remedy. Equally important theoretical issue lies in the tradition of Locke, which sees the threat to private property rights within the state itself. Whereas the former view suggests a focus on building state capacity to prevent private threat, the latter implies a focus on limiting state power to reduce arbitrary behavior in private property rights.  

The theoretical literature on the interaction of political and economic institutions shows that there is inherent paradox on the interaction between the strong state and economic development. The problem is that any government strong enough to specify and protect property rights is also strong enough to abrogate them for its own benefit (North and Weingast 1989). Therefore, how government can provide a credible commitment to its population is crucial for economic growth to occur. How property rights become credible has claim to being one of the central questions of political economy and public policy.

The literature offers several solutions to the commitment problem. The well-known solution is liberal democracy, namely limited government. Another way to mitigate credibility problem is to rely on an exogenous commitment device that raises the costs of expropriation. These mechanisms neither require the rule of law nor a stable polity. What they require is credible threats of retaliation by investors (Haber et al. 2003). However, these credible threats may only work in the countries where the government is weak and unstable. Country likes China, neither intervention, nor financial hostage, nor the third party can be placed upon it.   

Still some solutions may result from strategic interactions among political and economic actors rather than solely as a result of a commitment device. Barry Weingast (1995) argues that “market-preserving federalism” established checks and balances on arbitrary changes in property rights. There are limitations, however, when apply federalist theory to the case of China. As Victor Nee observed, federalist theory assumes a legal-rational institutional framework in which laws regulating property rights apply to both economic and political actors (Nee 1997). Such is not the case in China, where political authority defines itself above the rule of law. Competitive pressure among lower levels of government for investment and market share may constraint predatory behavior by government, yet this in itself does not give rise to secure and credible commitment to property rights.   

As with most of China’s economic reforms, policies governing the private sector have evolved in an experimental, incremental, and sometimes contradictory manner. Before 1978, capitalists were official “class enemies” in China. Private businesses were strictly forbidden. Anyone who went to private business faced severe punishments including being arrested and persecuted. 
These risks no longer existed as the Fifth National Peoples’ Congress (NPC) adopted a constitutional amendment in March 1978 that allowed for “individual labors” to operate business “within the limits permitted by law.” But the State Council did not formally sanction the private sector until July 1981 when it issued regulations on the urban nonagricultural individual economy (Young 1989). Supported by both Deng Xiaoping and Chen Yun, the limited revival of private sector activity had two main purposes: first, to improve economic performance; and second, to increase employment opportunities, especially for the millions of urban youths who had returned to the cities after spending the Cultural Revolution in the countryside (Young 1989). 
Regulations governing rural individual businesses were then passed in February 1984, but it was not until 1988 that the NPC approved the establishment of “private enterprises” (siying qiye) with more than eight employees. Ideological justification of the private sector also was provided by what became known as the theory of the “initial state of socialism.” 
Between 1978 and 1988, the private sector was not allowed officially except “individual entrepreneurs” (getihu) doing small business with less than eight employees. In the following section, I show the strategies that domestic private entrepreneurs used in doing business in order to protect themselves and the sources of dealing with the commitment problem in 1980’s. 
As a private entrepreneur, there were four ways of doing business in 1980’s. First, firms were registered as “individual entrepreneurs” (getihu). This type of doing business only works for small business with less than eight employees. People entered this form of business generally lacked alternative, legitimate employment options. They included peasants, urban youths who had returned to the cities after spending the Cultural Revolution in the countryside, former political prisoners, underage retirees, and other type of otherwise idle people who were not fortunate enough to be employed by the state.

However, even the combination of ideological rhetoric, economic practicality, and formal legislation governing the private sector has not prevented it from broader shifts in the political environment (Kraus 1991; Young 1995). Particular during the 1980s, the periodic political campaigns against spiritual pollution (1983-1984), bourgeois liberalization (1987), tax evasion, and corruption challenged the legitimacy of private enterprise to varying degrees. Street peddlers, vegetable vendors, and getihu shops were most vulnerable. This type of business was easily targeted for harassment by cadres and tax and fee collectors (Tsai 2007). 
For larger private business owners, however, the coping strategies were quit unique. They had to disguise their operations as collective enterprises or foreign firms in order to protect themselves. One way of doing business in 1980’s for a private entrepreneur was to disguise his/her investment as Foreign Direct Investment (FDI). China began to accept FDI in 1978. In 1979, government introduced the Chinese-Foreign Equity Joint Venture Law and Wholly Foreign Equity Law. The purpose of this law was to attract foreign investment and in practice this law became a legal protection for foreign investment. One of the characteristics of China’s effort to attract FDI is the establishing Special Economic Zones (SEZs) in 1979 and 1980 along the Southern coast. The proliferation of special investment zones of various kinds contributed to the dramatic flood of FDI that flow into China. Even today, although special zones are less special than before, much foreign investment is still located in zones of various kinds, and the rules of business are still subtly different inside the zones. 

In fact, at the very beginning of reform era the establishment of SEZs became a symbol of the government’s commitment to economic reform and external liberalization. Zones permitting foreign businesses free operation in China were very. However, by demonstrating to foreign businesses that China would maintain an open environment in a specific, easily monitored location, the SEZs enhanced the credibility of the government’s commitment to reform. By showing that commitment, foreign investors would maintain certain level of confidence investing China. 

China’s policy was favorable toward foreign investment not only because China needs capital, technology and accessing global market but also because China wants to show its commitment to open to the outside world. In this way, China’s policy toward FDI as self-enforcing mechanism addresses the commitment problem. 
This strategy of disguised FDIs requires those who have opportunity to go to abroad, most likely to Hong Kong or Singapore, and are able to register a firm in a foreign jurisdiction and then invest back to China. However, at the early stage of reform era, this strategy was not popular as it did in 1990s because familial or personal connections that enable indigenous entrepreneurs to access to foreign investor were not available for everyone and it was not easy to go to Hong Kong at that time. Donald Sull (2005) has showed eight successful stories of private enterprise of this kind in 1990’s, such as Lenovo, Sina, Haier, Wahaha, etc. All of these firms are owned by domestic private investors but legally classified as FDI. They fall under the protection of China’s foreign investment laws and regulations and enjoy favorable taxation and trade policies.      
Less favorable than foreign investors, however, domestic private entrepreneurs have been facing more difficult situation in which the commitment problem is the major one and the coping strategies are quiet unique. For most domestic investors, the popular strategy in 1980’s was “wearing a red hat” whereby larger private enterprises were registered themselves as “collective enterprises.” Kelon was a classical example of “red hat” practice. When it began operations, it hired 4,000 employees. In 1980’s, it was almost impossible to register a firm with thousands of employees doing business as a pure private firm.  As a result, private investors were paying a state-owned public enterprise for use of its name in running a private business. Those were called hang-on enterprises (guahu qiye) because they registered as appendages of established government operations. By the time that private enterprises were permitted, an estimated half a million business were already using the red hat disguise (Tsai 2007). 

Similarly, some Township and Village Enterprises (TVEs) operated this way. According to Yaheng Huang (2008), these private TVEs were different from red hat firms. For him, the private TVEs were fully private and their private ownership identity was fully known to the government. Huang shows the official definition and official data that include both TVEs controlled by townships and villages and TVEs controlled by private entrepreneurs (p. 75). The dataset between 1985 and 2002 from the Ministry of Agricultural indicates that the majority of TVEs were private-run TVEs and household businesses (p. 79). But as both Oi (1999) and Naughton (2007) stress, the private TVEs were individually much smaller than the collective TVEs both in employment and output shares. 
Huang also provides an explanation for those rural private entrepreneurs who had overcame the commitment problem. What he calls “directional liberalism” means that the change in the political climate and policy changes were substantial in 1980’s. But why these policy promises made by the Chinese leaders should have been viewed as credible. For him, it is simple, the Deng Xiaoping effect. But for political economy, it was not that simple. Professor Huang did not elaborate why the rural private entrepreneurs in the early 1980s’ viewed the political and policy signals as credible. 
Most important, the reason for those private entrepreneurs to register a firm as a TVE is the same as those who registered a red hat firm. It was simply impossible for those rural private entrepreneurs to register a private firm except individual business with less than eight employees. In this sense, both rural private entrepreneurs and urban private entrepreneurs adopted similar strategy to operate a private business in the consent of local governments and hence increased the security of property rights.
This strategy can readily be explained by local corporatist theory. Traditional theories of corporatism seek to explain the high economic growth in advanced industrial democracies as the product of informal coalitions among government agencies, labor groups, and corporate managers. The local corporatism variant proposed by China scholars sees high economic growth as coming from the “fiscal dependence” of governments on “profit-sharing” fiscal institutions and the informal, cooperative ties among local governments, enterprise managers, and financial organizations (Nee 1992; 1997; Nee and Su 1994; Oi 1992; Walder 1992).

In corporatist models, local government provides essential backing for firms operating in an institutional environment of partial reform. For many local firms, especially TVEs (both collective TVEs and private TVEs) at the bottom of the hierarchy of industry, local government’s backing is crucial because it provides firms with valuable network ties needed to secure factor resources and stronger negotiating positions with respect to larger state-owned and foreign firms. Such services provided by local government are different from socialist redistribution, in which resources are appropriated from the periphery to the center and distributed back to the periphery. In the corporatist role, local government seeks to promote economic development, and if this requires limitations on redistribution, it willingly does so for not losing out in the competition for investment capital and market share (Nee 1997: 289).

Although corporatist theories share the same emphasis on the role of local government, they nonetheless differ in the causal mechanisms that explain sustainable growth. There are two variants of the corporatist model. One employs state-centered analysis while the other conceives of local corporatism as a social institution. The state-centered approach stresses the importance of fiscal decentralization in providing incentives for political actors to pursue local strategies favorable to economic growth. One source of credibility in the theories of local corporatism comes from fiscal dependence. For state-centered theorists the credibility of new property forms is the result of changes in fiscal institutions. The logic is very simple. Governments can actually increase the credibility of property forms in the eyes of investors by raising tax rate so that the government is more dependent on the revenue they provide. Investors may believe that governments will protect their property rights because they do not wish to harm an important source of revenue (Diermeier et al. 1997).

Indeed, China’s fiscal reform provides local governments rights over income generated by nonstate firms, creating strong incentives for local officials to foster economic development. Local governments play a role in a multidivisional firm, with state officials acting as the equivalent of a board of directors. They plan and coordinate economic activities in their jurisdictions, making all investment decisions, taking risks, and finding ways to bail out firms in financial trouble. Political actors are the real entrepreneurs in state-centered analysis, as it is the local government that is responsible for economic development.

A game-theoretic model on commitment and credibility of property rights might support the fiscal dependence hypothesis. As such model demonstrates, property rights are credible only if the expected benefits for the government, that is, tax revenue, are high enough to make it worthwhile to forgo expropriation. In other words, the credibility of property rights rests on a counterintuitive notion. Government can actually increase their credibility to property rights by raising tax rate because investors may believe that government is more dependent on the revenue they provide. By raising tax rate the expected benefits for the government increase. Therefore, government faces higher opportunity cost from reneging on the investor, and this makes property rights more secure (Diermeier et al. 1997: 33).  

The local state corporatist model makes distinction between property rights and private property rights. It claims that sustained economic growth can obtain as long as there are secure property rights for some government unit and sufficient incentives for that unit to pursue growth. Individual agents need not have private rights over firm’s profits for economic growth to occur, because there is no inherent reason why secure property rights will be an incentive only if they are assigned to private interests (Oi 1992). The local state corporatist model can account for the operation of collective TVEs not private TVEs. 

The limitation of state-centered approach is that it treats markets as a background factor, rather than as an explanatory variable (Nee 1997: 290). The success and survival of firms is still determined by the state, albeit it’s local governments. Firms operated under control of local state officials and played no autonomous role. Rather than seeing the shift to markets as the source of improved economic performance, it attributes the success of Chinese economic development to more effective monitoring and enforcement by local government of industrial property it owns compared to that of the central state. This is why state-centered analysis emphasizes the reassignment of property rights within the state hierarchy to explain economic growth (Walder 1992). Missing from the state-centered approach to explaining economic growth in China are the economic actors and key features of institutional change. These include economic institutions like profit sharing, the presence of foreign investors as economic actors, the birth and growth of private and semiprivate business, and the evolution of informal rights to property leading to the profit motive in an emergent mixed economy (Nee 1992). 

By contrast to the state-centered model, local corporatist theory argues that economic actors and firms embedded in local communities, backed by corporatist government, fueled the economic growth in China (Nee 1996). Victor Nee (1996) points out that in a system like China, economic actors seek to cement formal agreements and contracts in a framework of informal understanding and trust secured by ongoing personal connections.  He defines corporatism as the matrix of social institutions giving rise to a “loosely coupled” coalition between local government, financial institutions, firms, and managers aimed at promoting market-oriented growth (p. 113). In local corporatists arrangements there is a gap between the formal rules of the game and what political and economic actors actually agree to do in informal settings. This separation between formal and informal institutions provides corporatist arrangements. Such arrangements are real sources in explaining long-term economic performance in ways that lower transaction costs where trust and cooperation flow from informal norms and established social relationships,  promote repeated social exchanges that foster credible commitment, and promote growth are backed by social institutions that limit free riding (p. 113).


Local corporatist model emphasizes the importance of repeated exchange, social norms, and networks of personal ties that link political and economic actors in local communities. Trust needed for maintaining credible commitment is fostered by a thick web of personal ties. In settings where information is shared by actors, not only lowering transaction costs, but trust is more readily enforced by credible sanctions. Opportunism is punished by sanctions that lead to exclusion from the core group of political and economic actors in local corporatist orders. In other words, reputation matters when a web of personal connections provides the critical social capital needed to be a participant in economic activities. Nee believes that corporatist theory readily combines with federalist theory. Competition for investment and trade between corporatist governments results in the evolution of local institutions, formal and informal, more apt to attract investment capital and promote economic growth (Nee 1997: 291). 

Local corporatist theory is useful in explaining local political actors’ behavior during the early stage of reform where informal rights to property were dominant. Local corporatist arrangements have a comparative advantage under conditions of partial reform when the existing institutional framework is not consistent with the needs of market economy and has yet to be supplanted by market institutions. Under such circumstances, informal arrangements worked out by political and economic actors, backed by enforceable trust, are crucial because they maintain a framework conducive to credible commitment between political and economic actors.  
Nee and Su’s analysis of local corporatism is based on then institutional innovations—profit sharing and informal privatization with focus on local firms, namely TVEs. Their data are based on field work conducted from 1990 to 1992, the period the Company Law was not introduced, not alone the formal law on private property rights. In fact, evidence shows the dramatic shift in numbers from TVEs to private firms since the Company Law was passed in late 1993. In fact, the risk of red hat firms became apparent as institutions and polices changed after 1988, and I discuss this topic in the following section.
The 1988 regulations allowed businesses with more than eight employees to be registered as “private enterprise” (siying qiye), but it was only after Den Xiaoping’s tour of the southern coastal provinces in early 1992 signaled central approval for continued economic liberalization. The subsequent boom in private sector growth was reflected in official statistics. Between 1990 and 2000, the average annual growth rate in the number of registered private businesses was 10.3 percent; the number of people employed in the private sector grew at an average annual rate of 15.9 percent; their registered capitalization grew at 45.8 percent; their value added to the GDP grew at 58.7 percent; and their volume of retail sales grew at a rate of 56.5 percent.
 
Two reasons account for the rapid development in private sector during the 1990’s. First, it was the 1988 regulations and the Company Law, which was introduced in 1993. The second is the process of privatization. Having said, in 1980’s, small businesses with less than eight employees were most vulnerable as they were visible target for harassment by cadres and tax and fee collectors. However, little evidence shows the violations of property rights on FDI, red hat enterprises, and TVEs. In fact, one can argue that a private entrepreneur doing business is much safer in 1980’s than 1990’s because the cooperative relationship between local governments and private entrepreneurs. 
Starting at 1988, many disguised collective firms began to take off their red hat. As a result, in 1990’s disputes between local governments and private entrepreneurs have increased. The news of the violations of property rights have been publicized in Chinese media. People debated in public media regarding whether this was an action of appropriating public asset or a violation of private property. 

“Lu-yun case” illustrates this phenomenon very well. In 1995, the China Business Times published a letter wrote by Zhang Chaorong, a private owner of shipping company Lu-yun in Wenzhou in Zhejiang province. This letter told a story in which Zhang had experienced a false accusation by the local government and hence lost his control over Lu-yun. The fact was that he actually the sole owner of this company as he invested three million sixty one RMB wholly by himself. The problem is that he registered Lu-yun as a collective firm. This is typical story of a red hat enterprise. The letter raised a heated debate in the public and the China Business Times subsequently published eight follow up reports. At the end, Zhang regained his Lu-yun. 

Not lucky as Zhang, Xiao Anning, a private owner of a red hat firm in Deyang in Sichuan province, was arrested by the local government for an accusation of appropriation of public asset and sentenced eighteen years in prison. After eight years appeal, in 2002 Higher People’s Court of Sichuan recalled the judgment of local government.  But Xiao already suffered many years in prison and his property became worthless as his case got closed.
  

Zhao and Xiao were not alone. Many private entrepreneurs established a red hat enterprise had experienced disputes with local governments in 1990s. But, the majority of them finally got the ticket: took off the red hat and became a private enterprise. However, this is not the end of story. For those who registered a firm as a private enterprise after 1993 still have to struggle for the security of property rights. 

The coping strategies of doing business in 1990’s were very different from 1980’s. The red hat enterprises had disappeared; the substitute type of firm was shareholding firms. According to Chinese statistics, this type of firm increased from zero at the end of the 1980’s to 7.8% during the 1996-2000. Some of these shareholding firms are private-sector firms. For example, a category of firms known as “shareholding cooperatives” can be viewed as private-sector firms. Many of them are majority-owned by their employees.
 

Having said, in 1990’s a disguised FDI became popular strategy to the security of property rights as it is much easier to go to a foreign country and especially to Hong Kong after 1997. In 2008, there are 178 listed firms in Hong Kong stock market, and 97 in US stock market. Similarly, for those who are not able to go to public in foreign stock market, another strategy to the security of property rights is to go to public in domestic stock market. To be true, in 1990’s it was difficult for private enterprises to being a listed firm in domestic stock market. In 1993, private-owned listed company in domestic stock market only account for 2.4% of the total listed company. In 1999, this percentage increased to 31.6%, and 42.9% in 2008.
   
However, it is not clear whether these strategies can increase the security of property rights. For those who registered a firm as a private enterprise after 1993 still have to struggle for the security of property rights. The political system imposes no constraints on the government to renege on its promises. Some cases show there are potential risks to the security of property rights even the formal law protecting private property rights was introduced into the constitutions in 2004 and the Property Law was passed in 2007. With one-party communist rule and no independent judicial system to enforce their property rights, the risk always exists.

The first risk concerns land issue. All land belongs to the government. Private entrepreneurs only have the right to use the land for 50 years for commercial and production purposes. If local government needs the land to develop whatever project, normally real estate project, then that property is at risk. The disagreement on the compensation became source of disputes, sometimes involved harassment, accusation or even imprison by the local government. For example, in 2006 Zhao Junping, the owner of two gas stations and a convenient store in Xifeng in Liaoning province, was at big risk when local government tried to expropriate her property for a real estate development project. The appraisal was about 3.64 million RMB. But the developer was not satisfied. Local government offered Zhao two hundred and twenty thousand RMB for compensation. The dispute became a deadlock as Zhao appealed to different branches of local government and the top leader of local government claimed that there would be no compensation for Zhao. In 2007, Zhao was accused for tax evasion and slander, and sentenced to three years and six month in prison.

Another potential risk rests on the kind of sector a private entrepreneur was doing business. Most likely are those strategic industries, such as oil industry and mining industry. Many cases involved disputes and violations are in these two industries. Government expropriated the private-owned oil-field or mining company with little compensation. Three oil-fields expropriated in the north of Shaaxi province, one oil company in Hubei, and three mining companies in Shanxi. 

As my discussion shows, the coping strategies and potential risks of doing business for private entrepreneurs are quite different since the beginning of 1990s’ as the institutions and policies have been changed. Local corporatist theory provides a best explanation to local political actors and private entrepreneurs’ behavior in 1980’s where informal rights to property were dominant. As formal rules of private property rights were enacted in 2007 and the private sector generates one-third of industrial GDP, government’s credibility of commitment to property rights needs to be further studied. 
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