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Sociological Dimensions of China’s Economic Transition:
Organization, Stratification, and Social Mobility

Andrew G. Walder!

Despite skepticism about official economic statistics, there is little doubt that China since
1978 has undergone an economic transformation of historic proportions. This outcome stands
in stark opposition to arguments that were once widely accepted in several scholarly com-
munities, and which are still highly influential even today. In the early 1980s there was wide
agreement that “partial” reform, under a single party dictatorship that sought indefinitely to
preserve public ownership, was a recipe for failure. China specialists, students of comparative
economic systems, and economists who advised governments and international agencies about
postcommunist restructuring in Eurasia were initially in broad agreement on this point.
Faced with the reality of two decades of rapid economic development, critical arguments
about China have begun to shift. Some changed their position, and now suggest that the kind
of growth one observes in China is somehow unhealthy—a “hyper-growth” that is unbal-
anced, destabilizing, and exploitative, certain to give rise to increasing levels of inequality,
massive social disruption, and imminent political instability. Others argue that China’s path
is not sustainable—that the policies and practices of the first decades will soon outlive their
usefulness and lead to economic stagnation. A third group posits that while China may have
achieved some success in the early years, the recent trend toward privatization and restructur-
ing finally vindicates the original arguments of those who urged a rapid movement to private
ownership and a radically diminished role of the party-state in economic management.
There may be some merit in each of these arguments (though I am least sympathetic to
the third). However, they all avoid the question of why such sustained and rapid growth
occurred in the interim despite widespread agreement that the Chinese Communist Party
was going about it all wrong. Economic growth of such historic magnitude should not be
taken for granted, even if analysts correctly point out the ways in which China’s political
and economic institutions remain flawed and limited. The continuing critical commentary



reflects an unspoken consensus that reform and economic development are essentially about
institutional design. But this reveals a large gap in thinking about economic reform. Identify-
ing better institutions is only the first step. The hard part is figuring out how to move from
the admittedly flawed institutions of central planning to more serviceable ones—and whether
or not severe hardship will accompany the process.

Thinking about economic reform has always contained strong but largely unexamined
assumptions about the structure of the polity, economy, and society in which it takes place,
especially about the capabilities and interests of political elites. Many of these assumptions
have proven poor guides to the past twenty years of Chinese economic history. My purpose
in this paper is to identify the assumptions that have fallen by the wayside, and to show how
this has helped China to escape some of the negative consequences predicted for its approach
to economic reform.

Inherent Structural Constraints: Three Early Views

Three separate scholarly communities put forward arguments about the near-futility of
reforming a centrally planned economy without a decisive break from the premises of the
Soviet system. The first view, shared by students of Soviet and Chinese politics and economic
policymaking, emphasized the fatal contradiction of trying to introduce reforms that un-
dercut the power and privilege of incumbent political elites. The interests of those who rule
are bound up with a system of central planning that allocates to them privileges in material
distribution and in access to state property. Their privilege is founded on this kind of power
and therefore their interests are tied to the preservation of public property. This explains
why impulses for economic reform were perennially so weak, and why regimes that did try
reforms always pulled back from the brink.

Even in economies that undertook market reform, officials benefited disproportionately
because of their control of valuable assets, contracts, and licenses (Szélenyi and Manchin
1987). In the language of institutional economics, officials derived economic rents from
their positions in the planning system. They would use their power to defend those rents,
and if market opportunities opened up new sources of income, they would use their power
to extract rent from these activities as well, stunting the development of a market economy
and derailing reform (Winiecki 1990). Moreover, bureaucrats advanced in a system that
demanded party loyalty and discouraged risk-taking; the most capable were not selected.
It was therefore highly unlikely that market reform under Communist rule could progress
to the point where it could turn these economies around—the interests and abilities of the
powerful militated strongly against it (Brus 1989; see also the extensive literature reviewed
in Goldstein 1995).

A second view, developed over two decades by students of socialist reform, highlighted
the distinctive organizational features of the socialist state and the associated behavior of
state agencies and firms. According to this view, the premises of state socialism create inherent
behavioral tendencies that are as predictable as they are different from a market economy.
Production proceeded according to planners’ preferences, not aggregate demand. Likewise,
production was resource constrained, not demand constrained—firms would produce to
meet production targets until they ran out of materials. They did not have to worry about
finding customers for their products, or improving products in order to maintain their sales.



(Kornai 1980, 1991). Firms responded to their resource constraints by stockpiling materials,
engaging in barter trade, and seeking higher investments to produce their own parts and sup-
plies. The result is wasteful investment, and lack of product innovation, and an economy that
excels in early stages of growth when the mobilization of capital matters, but which lags in
subsequent stages, when organizational and technological innovation increase productivity
and drive growth (Kornai 1980, 1991; see also Winiecki 1987, 1988).

To Kornai and other observers of Soviet-type economies, the only remedy for this situation
was to introduce market mechanisms: evaluate managers and allocate investment accord-
ing to profit criteria, not plan fulfillment; make them find their own customers and compete
for sales; allow prices for products to fluctuate so that they better reflect relative scarcities.
However, after more than a decade of experimentation in Kadar’s Hungary, Kornai concluded
that such a partial reform was doomed to failure; a market economy cannot be grafted suc-
cessfully onto socialist stock (Kornai 1990b).

Market mechanisms are defeated by the redistributive practices inherent in public owner-
ship. The state and firms are still locked into a position of dual dependence: the state depends
on the firm to produce goods for other enterprises, to maintain employment, fund social
services, and contribute tax revenues. At the same time, the firm depends on the state to set
conditions that determine its success and prosperity. These include setting marginal tax rates,
granting investment, and setting rates of repayment. Constant bargaining between state and
firm led to countless exceptions to tax and financial rules, resulting in a fiscal system that
redistributed revenue and opportunity from the more profitable to the less profitable. Public
firms therefore still had a soft budget constraint despite market competition. The conclu-
sion: public ownership is responsible for bargaining and soft budget constraints. The only
feasible course is to cut the ties of dependency between supplicant firms and the indulgent
state through privatization (Kornai 1990a, 1990b, 1991).

This argument assumes a unitary state fiscal structure. From this perspective, the tra-
ditional command economy is a formidable machine for the extraction of surplus and its
mobilization for industrial investment. Its coercive structures and monopolistic markets
separate farmers from their produce at artificially low prices, and keep the prices for their
inputs relatively high. Wages and consumption patterns are kept low, as is investment in
“wasteful” consumer goods, and “unproductive” investments such as housing, roads, and
telecommunications (except for national defense). Savings rates, determined by central plan-
ners, are kept high; massive investment rates are biased towards heavy industry. This bias
in the price structure—undervaluing raw materials, agriculture, commerce, and services in
relation to manufactured products—reinforces the tendency to overinvest in manufacturing by
making government revenues highly dependent on industrial production (Winiecki 1987, 1998).

The ability of this fiscal structure to enforce austerity and mobilize massive investment
in key industries led to remarkable initial growth rates in the USSR, and later China. Yet it
also led directly to the flaws of central planning identified by Kornai and many others. It al-
lowed planners’ preferences to reign over aggregate demand; the vast surpluses accumulated
at the center were the foundation for bailouts and soft budget constraints. But for the reasons
we have just seen, the fiscal structure supported a system of industrial administration that
stifled innovation and productivity growth, causing these economies to fall further behind the
market economies. By putting resources into the hands of government agencies and officials, it
provided a foundation for their privileges. So long as this fiscal structure mobilized surpluses
into the hands of government bureaucrats rather than those of the managers and entrepreneurs
who generated them, a more market-oriented economy had little hope to succeed.



A third view, highly consistent with both of the above, emerged from the mainstream of
the economics profession at the end of the 1980s. This perspective responded to the urgent
new demand from international agencies and postcommunist European governments for
policy advice about how to create a market economy. This advice was far from uniform
regarding the sequencing and pace of different elements of a package of restructuring and
reform. It was, however, remarkably consistent—and often emphatic—in arguing that reform-
ers would seriously undermine their efforts if they sought to preserve a mixed economy that
left considerable scope for public ownership and direct state management (Blanchard et al
1992; Blanchard et al 1993; Peck and Richardson 1992; Sachs 1993).2 Sometimes, the social
and political assumptions behind such advice were made explicit. Sachs (1993), for example,
urged rapid privatization in Poland not out of a dogmatic commitment to economic theory, but
because of justifiable fears that a delay would permit insider privatization by incumbent officials
from the old regime—an undesirable outcome for both normative and economic reasons.

What Went Right?

Why, contrary to these widely accepted arguments, did public ownership and the bureaucratic
interests of party-state officials not strangle the reform and growth of the Chinese economy
at the outset? The answer, I believe, lies in the following points.

Career paths of public officials now link advancement to ability and performance and
incomes to growth. Drastic Maoist policies only temporarily and partially undermined the long
historic link between formal education, performance, and government posts. The first years
of economic reform saw the systematic retirement of an earlier generation of bureaucrats, the
rapid promotion of a younger generation of better-educated officials, and a redoubled empha-
sis on higher education for recruitment into the party and promotion to leadership positions.
Career advancement and incomes have been closely tied to local economic performance.

The scale and organizational complexity of the economy reduced the predicted dangers
of monopoly and soft budget constraints, enhancing the effects of market competition for an
extended period even under public ownership. The Chinese economy did not fit the stylized
theoretical model of a single centrally planned economy with continual internal redistribution.
Instead, it is composed of thousands of competing jurisdictions in which officials strove to
maximize growth of revenues and employment from public enterprises under their control.
This lured many bureaucrats into behavior that mimicked that of entrepreneurs for a crucial
take-off period, and increased competitive and budgetary pressures on large state firms and
government jurisdictions.

Officials in Chinese localities that are not growing economically—under whatever form of
ownership—have few income advantages and lag behind private entrepreneurs and officials
in other regions. This phenomenon is observed most clearly at the regional and local level.
Whether the household incomes of officials and their relatives are derived from salaried jobs
in the public sector or from private enterprise, the incomes of officials at all levels have been
linked closely to local growth and prosperity. “Rent-seeking” behavior is therefore constrained
in ways that were initially unanticipated.

The interests of officials in public ownership are not as strong or as enduring as com-
monly assumed. The privatization of the rural industrial sector, for example, has proceeded
rapidly since the mid-1990s, even in localities with large public industrial empires, with little



apparent obstruction from government officials. In rural regions, the income opportunities
for the households of officials are in fact larger in localities where private enterprise is most
widespread.

The continued organizational viability of the party-state has constrained both the incentive
and capacity of officials to appropriate public assets as private property relative to the initial
postcommunist regimes immediately following political collapse. In retrospect, the experience
of Russia and other former Soviet Republics (especially along the southern tier) suggests that
rapid privatization in the midst of political collapse allows political bosses to seize assets and
leads to oligarchy and monopoly that inhibit market competition and economic dynamism.
Party officials and other managerial personnel have been observed to appropriate public assets
in China. Despite widespread public condemnation of such corruption, this has proceeded
at a slow pace, involving a more “orderly” transfer of ownership that will take more than a
generation under current political circumstances.

Political officials and their relatives have clear income advantages in a growing economy,
but this has not prevented the emergence of a separate economic elite. While officials and their
relatives have clear income advantages in the transitional economy, their advantages do not
come at the expense of entrepreneurs who do not themselves have political backgrounds.

Career Paths of Public Officials

One reason for deep skepticism about an active role for communist bureaucrats in market
reform is the widespread perception that they advanced in a system that did not reward in-
novation and initiative, and that promoted people for political loyalty and conformity rather
than ability and performance. Skepticism about Chinese bureaucrats seemed especially justified
in the wake of a decade (1966-76) in which expertise was denigrated and universities were
either closed or crippled. While such concerns were surely justified—and shared by China’s
leadership—the problem was less intractable than initially thought, and efforts to alleviate
it have been effective.

The period from 1966 to 1976 was a temporary aberration to an overall pattern of mas-
sive investment in human capital focused especially on those selected for promotion into top
positions. From 1949 to the late 1990s, formal education had a large net impact on the at-
tainment of elite professional positions in urban organizations—and party membership had
none. The late Mao period was different only in the fact that promotions into such positions,
and graduation from regular colleges, became very rare. But even then, the link between
education and professional posts was maintained (Walder, Li, and Treiman 2000). Formal
education played a significantly smaller role in advancement into leadership posts during the
Mao period, but in the post-Mao period, for the first time, those with a formal college degree
have large net advantages in the attainment of leadership positions (Walder, Li, and Treiman
2000). In both the Mao and post-Mao eras, moreover, China maintained a system of adult
education in which college-level enrollments were as large as the regular educational system.
This system was focused systematically on those who joined the party while young, or who
had already attained an entry-level leadership position. Such adult education doubled the
number of cadres and party members with college training. Despite more active recruitment
of regular college graduates in the post-Mao period, adult education has played an even larger
role in cadre training in recent years (Li and Walder 2001).



The concerted effort to revamp the bureaucracy in the 1980s, through early retirements
and new promotions, resulted in a corps of public officials who were much younger and
much better educated than their immediate predecessors—trends already evident in aggregate
statistics by the late 1980s (Lee 1991). Recent surveys gauge the marked changes of recent
years in both urban and rural organizations. In urban China, someone with a college degree
was four times more likely than a high school graduate to be promoted into an elite profes-
sional occupation from 1949 to 1987, but this effect more than doubled in the succeeding
period. Whereas children of cadres had a large net advantage in becoming professionals in
the Mao period, this disappeared after 1977 and instead, children of professionals enjoyed
new advantages of similar magnitude (Walder, Li, and Treiman 2000). In recruitment into
the Party, the Mao-era advantage of children from “revolutionary” households has disap-
peared, and there has been a clear shift toward educational standards for recruitment. For
promotions into leadership positions, the very large net advantage of party members in the
Mao period (8.4-fold over non-members) has been cut in half. By contrast, college educa-
tion, insignificant in the Mao period, now triples the net odds of promotion over that of high
school graduates (Walder, Li, and Treiman 2000).

This evidence of rapid and extensive change in bureaucratic career patterns is even more
striking in rural areas, where levels of education are much lower. This is clear if we compare
career paths into private entrepreneurship with those of village leadership posts. As one
would expect, in the post-Mao period there is a strong relationship in rural China between
education and entry into private entrepreneurship, which leads to larger household incomes
(Walder 2002a, 2002b). From 1978 to 1996, one year of additional education increased the
odds of shifting into private entrepreneurship (net of age, gender, and prior occupation) by
11 percent. During the same period, however, the net impact of one year of education on
the odds of becoming a village cadre was 33 percent. In other words, a high school graduate
would be 87 percent (1.1 1°) more likely than a primary school graduate to become a private
entrepreneur, but would be 550 percent (1.33%) more likely than a primary school graduate
to become a rural cadre (Walder 2002c¢).

The rapid transformation of cadre careers reflects a marked re-emphasis of education and
ability in promotion into key positions, and a rapid decline in the ability of party member-
ship and parents’ political connections to overcome shortcomings in education and training.
That government policy changed in this regard in the early 1980s has long been known, but
not until recently have we been able to gauge the depths of this policy’s impact on career
advancement. While not in itself a major factor in China’s subsequent economic growth, this
largely unnoticed aspect of social change helped create a new generation of administrators
better to respond effectively to the new incentives and opportunities of the era of reform.

The Scale and Organizational Complexity of the Economy

Arguments about the self-defeating nature of reform under public ownership assumed a uni-
tary fiscal structure that does not characterize an economy with the scale and organizational
complexity of China’s. In small economies like Hungary’s, the central government owned and
operated almost all the industrial base. A small number of large industrial plants contributed
their revenues directly to the central budget, and received their investment and financing from
the same source. In such an economy it makes sense to model the state as a single centralized
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hierarchy. On the larger scale of the Soviet Union, with subordinate republic and regional
governments below the center, such a high degree of fiscal centralization was not feasible. The
subordinate republics had large budgets of their own, with enterprises lodged under them that
contributed to republic revenues. Nonetheless, compared to China, the Russian Republic’s
own revenue system was more centralized: it had a relatively small number of large industrial
complexes providing revenues directly to the central government, the revenues collected by
regions were turned over directly to the center for reallocation (Treisman 1998).

China differed from its Soviet-style counterparts in two ways. First, it dwarfs both Hun-
gary and Russia in scale and complexity. Many of its thirty provincial governments are the
size of large nations; two of them have populations of more than 100 million. Below these are
some 340 subprovincial districts and cities, and some 2,600 counties and smaller cities. The
fact that China’s population was still 80 percent rural meant that a great deal of economic
activity—not solely agriculture but subsidiary production and small-scale industry closely tied
to agriculture—was lodged under even lower government jurisdictions. This was especially
true in the 48,000 communes, which later emerged as rural town and township governments.
Each of these levels of government had their own production plans and their own revenue
bases (Walder 1995a).

Second, the degree of decentralization in China’s planning and fiscal system was greater
than that of the Soviet Union or the smaller communist regimes, even taking into account
these differences in scale and complexity (Qian and Xu 1993). Khrushchev’s 1957 decen-
tralization effort failed, but Mao, following Khrushchev’s lead, succeeded, and continued to
decentralize the economy into the 1970s. Far fewer industrial goods were allocated by central
government planners in China than in the Soviet Union. Materials balances were handled
at each level of China’s government hierarchy. Over two decades, this practice affected in-
dustrial investment decisions such that China developed toward regional autarky, with large
numbers of relatively small industrial enterprises located in regions in order to promote local
self-sufficiency (Granick 1990; Wong 1987). Hundreds of subnational governments were to
a considerable extent “redistributive economies” on a scale similar to Hungary’s. By 1985,
there were over 100,000 state industrial enterprises in China (only 3,835 of which were un-
der central government planning) contributing revenues directly to the center. These central
enterprises produced only 20 percent of public sector industrial output in that year (Walder
1995a: 275). Therefore China was not so much a centrally planned redistributive economy
as it was a coordinated hierarchy of well over a thousand individual redistributive economies,
each collecting their own revenues from industries under their jurisdiction.

The relationships between these redistributive economies essentially amounted to bar-
gaining over fiscal transfers between jurisdictions. Because of the vast numbers of industrial
enterprises located in lower levels of the government hierarchy, local governments collected the
bulk of state revenues. The only question was how much of these revenues a local government
could retain. The typical redistributive practice was to extract more from those jurisdictions
that had surpluses, and to subsidize those jurisdictions whose revenues fell below local needs
(Walder 1992a).

In the early 1980s, these fiscal relationships changed. Fiscal contracts, or ex-ante agree-
ments, were fixed so that the division of revenues could be predicted. Rights to flows of
revenues were clarified. Incentives were built in. Provinces were allowed to retain a specified
proportion of revenues collected over a targeted amount. Provinces, in turn, set such agree-
ments with districts and large cities. Those jurisdictions, in turn, set such agreements with
counties and small cities, and they with townships and small towns. Moreover, revenues from
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private industry were not to be included in the base for redivision. Government jurisdictions
down to the township level now had, in theory, clearer fiscal incentives to encourage local
industry. The faster industry grew, the faster local revenues would grow. No longer would in-
creased revenues be seized for redistribution by higher levels (Oi 1992; Wong 1987, 1988).

At this point one might ask, as many did, whether this kind of piecemeal reform, es-
sentially tinkering with the old system, would have much impact. Wouldn’t the result of this
fiscal decentralization simply be a hierarchy of thousands of smaller redistributive economies,
each of which would replicate the fundamental problems of soft budget constraints that
plague all public industry administered by economic bureaucracies? The answer to that ques-
tion is a qualified, but firm, no. Why? The short answer is competition among government
jurisdictions for market share and revenue; the long answer requires working through the
implications of more than one “redistributive” state and the bureaucratic incentives created
by decentralizing fiscal reform.

The central flaw of strategies for reform under communist party rule, as analyzed so lucidly
by Kornali, is that the state has the capacity to redistribute financial resources among firms,
thereby softening budget constraints and undermining the incentives of market competition
among firms. Surpluses from profitable firms are skimmed off at higher rates to subsidize
firms that are less profitable or operating at a loss. This weakens incentives for the profitable
to perform even better, and for the unprofitable to cut losses. A “regime of bargaining” is
recreated under partial reform, in which bargaining over financial terms replaces the tradi-
tional bargaining over production quotas, plant capacity, tax rates, and material supplies.
The fundamental flaws of the system are not overcome (Kornai 1989; see also Naughton
1992a and Walder 1992b).

Two assumptions justify this analysis, neither of which receives the same kind of attention
as the relationship between the state and the enterprise. The first is that the budget constraints
on the state itself are relatively weak. The state can manipulate the money supply or the price
structure, run a foreign trade deficit or borrow internationally to cover any shortfalls (this of
course cannot work in the long run, as Poland and Hungary found in the 1980s). The second
is in fact the reason why the state bothers to bargain with firms at all—why can’t they just
say no? The reason is structural: while some enterprises may provide crucial inputs for other
national firms that would otherwise have to purchase their supplies abroad, all enterprises
meet central nonfinancial needs for the state—they maintain full employment, and fund hous-
ing and social services for large numbers of employees. As a result, very few firms are ever
closed, and the large industrial complexes, often among the biggest money losers, are virtually
never closed. To do otherwise would be to create severe social problems. The nonfinancial
interests of the state in public firms prevent the imposition of hard budget constraints. Partial
reforms therefore arrive at an impasse of constant bargaining with concealment of financial
resources as the central strategy—a reproduction of the central flaws of the system.

If we conceive of the state not as a single redistributive system (a not unreasonable as-
sumption for Hungary), but as a hierarchy of thousands of such redistributive systems, and
if we consider the effects of fiscal decentralization on revenues and bureaucratic incentives
across levels of this hierarchy, we can see the possibility of different results. Instead of shifting
the system into a new yet unsatisfactory equilibrium, we see the processes that can lead to
the dynamic yet gradual transformation of bureaucrats’ behavior and thereby the premises
of the entire system. While systematic econometric evidence pertaining to some aspects of
this transformation has only recently appeared, interview studies and field observations
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suggest strongly that this is precisely what happened in large parts of the Chinese economy
in the 1980s and 1990s.

The first step in analyzing this dynamic transformation is to examine the impact that
fiscal reforms have across levels of a system, in which only the small number of higher juris-
dictions have the features posited by Kornai. At the pinnacle of this hierarchy is the central
government, a redistributive economy of 3,800 large industrial enterprises (in 1985), each
of which employs an average of 2,270 people. The revenues of the central government come
directly from these large firms, which produced 20 percent of public sector industrial output,
and from the taxes remitted by lower levels of administration. At the next lower level were
30 provinces and below them another 320 cities and districts, which together owned 83,000
public industrial enterprises (an average of 235 per jurisdiction). Together, these firms pro-
duced 52 percent of national output in 1985. Below the cities and districts were 2,000 largely
rural county governments, which owned another 68,000 public enterprises (an average of
only 33 per jurisdiction), producing 13 percent of national output. Below the rural counties
were 91,000 townships and towns with an average of fewer than two public enterprises each,
and below these townships were another 80,000 villages with fewer than one enterprise on
average. The fiscal reforms of the 1980s gave each of the 93,000 government jurisdictions
above the village level clearer residual rights to increases in revenues (Walder 1995a: 275).

As redistributive systems, it is evident that the scale of the economy, the size of its revenue
base, and the degree of industrialization drops dramatically as one moves from the center
down to the smaller cities, counties, and townships. It is less immediately evident that as a
result, the defining features of redistributive economies disappear as one moves down in the
hierarchy (the next three pages are a condensation of Walder 1995a).

The lower the level of the government jurisdiction, the more its revenues rely on agricul-
ture rather than industry, and therefore the lower its per capita revenues. Economic growth
has a disproportional impact upon the revenues of less industrialized jurisdictions. Kornai’s
analysis of redistributive economies assumed a centralized system that itself already depended
heavily on a developed national industrial base. The fiscal incentives for the smaller cities,
counties, and especially townships and villages, where there is still a significant agricultural
population, are much stronger than this model assumes. Additions to the industrial bases of
these lower jurisdictions has a larger proportional impact on revenues, and therefore fiscal
decentralization created more intense fiscal incentives in the lower reaches of the government
hierarchy (Byrd 1990; Byrd and Gelb 1990; Oi 1992).

While the vast majority of China’s (mainly small) industrial enterprises are held by these
lower jurisdictions, the number of enterprises per jurisdiction drops dramatically as one
moves down the hierarchy. While there are almost 4,000 firms at the center, there are an
average of only 350 at the province and city level (with wide variations around this mean),
some 33 at the county level, and less than a handful on average in townships and villages.
The lower ranking jurisdictions therefore cannot redistribute revenues among firms with the
ease assumed in the basic model. The smaller the number of enterprises, the more likely the
industrial base is to be specialized in related lines of production (especially textiles and pro-
cessed food products), and the more likely that all firms will be similarly hit by a downturn
in business. In the small jurisdictions where one or two firms might contribute well over half
of local revenues, there quite literally is no other source of revenue to compensate. The losses
of the firm create havoc with local government finances, and government spending must be
slashed immediately.
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If a local jurisdiction suffers a revenue shortfall and cannot meet its fiscal targets set by the
next higher level of government, will that government jurisdiction have its “debt” forgiven by
the higher level, and in fact receive a subsidy? Perhaps, but the temporary covering of large
shortfalls, or the provision of subsidies, would create severe fiscal problems, for it would cut
completely any discretionary spending in the budget, and halt all capital construction and
industrial investment. The opportunity costs, absent in the old revenue system—when any
budgetary surpluses were automatically absorbed by the higher levels—are now very large.
The budget constraint might therefore be soft—you cannot close down a county—but the
fiscal consequences are immediate and painful.

The social costs of enforcing hard budget constraints on firms also decline markedly
as one moves to lower level jurisdictions. Only large public firms provide a full range of
benefits, housing, and other social services for employees. The smaller firms that dominate
the counties, towns, townships, and villages provide few if any such benefits. In rural juris-
dictions, employment does not present the same constraint that it does in the larger cities.
Local residents who are laid off will usually still have a family farm to return to, or they can
migrate to other regions in search of wage labor. In those highly industrialized rural regions
along the coast, where demand for labor outstrips local supply, you simply fire the temporary
migrant workers first and they leave your jurisdiction. These nonfinancial constraints drop
dramatically in the rural jurisdictions, and local governments are much less constrained in
enforcing financial discipline—or in closing down firms—than the basic model allows.

The implication of this for local government jurisdictions is profound. Thousands of local
government jurisdictions are effectively forced to compete with one another for revenues by
having their firms compete on regional and national product markets. These thousands of
local “redistributive systems” may operate in ways that echo the basic model’s assumptions,
but these are not the self-contained redistributive economies posited in that model. The in-
dustrial enterprises of small cities, counties, towns, townships, and villages do not constitute
balanced input-output planning systems. These jurisdictions must purchase their supplies
outside, and sell their products far outside of their boundaries. True, public officials intervene
deeply in the main business decisions of firms—to start new product lines, invest in one plant
or another, or assemble capital and loans for one venture while deciding against another. But
if local industry fails to thrive, local government revenues stagnate. Local officials must either
actively promote local industry, by gathering information, making connections with potential
customers, pulling in production subcontracts from cities, and using their connections and
knowledge to acquire loans in the provincial capital—or their jurisdiction will become a
backwater. Under these conditions, officials’ universal desire to command larger budgets
and build up local resource bases forces the same officials to become market-oriented
agents who actively promote local industry. The hard reality of competition forces constant
adjustments in local economic arrangements, and has transformed the orientations and
interests of local officials toward the market economy (and as we shall see below, toward
the private sector as well).

The second step in this analysis is to examine the fiscal pressures put upon the higher
levels by competition for sales and profits between their large firms and the vast numbers of
smaller firms held by lower levels of government. During the first decade of China’s reforms,
industrial growth has been fastest in the lower government jurisdictions in rural areas: coun-
ties, townships, and villages. This growth has come at the expense of the large state-owned
enterprises held by the center, provinces, and large cities. The share of output produced by
this traditional state sector shrank from almost 80 percent to less than 50 percent over this
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period. As the large-scale state sector has lost its traditional monopoly, its profit performance
has suffered steady declines due to competition with the newer small firms (Naughton 1992b).
And as profits and sales suffer, and as growth moves to the lower jurisdictions, the fiscal
pressures on higher government jurisdictions increase in ways not apparent in the first-order
impact of fiscal reform, and in ways not anticipated by the unitary models of the past.

As revenues from public industry decline, so too does the proportion of revenues received
by the higher level jurisdictions from the lower level jurisdictions in contracting agreements.
Higher proportions of national tax revenues are retained at lower levels of government. This
is partly due to the increased rights over revenue residuals enshrined in the reformed fiscal
contracting system, but more importantly to the rapid rise of “extra-budgetary funds” that
come from new local taxes on industry, extra-tax levies, and revenues from private industry.
The center’s share of total government revenue shrank from an average of 50 percent in the
decade prior to 1978 to an average of only 28 percent in the decade after (Wang 1995: 104).

The growing evidence of budgetary shortfalls at the center and the steady drop in the
profitability of the large state enterprises has set alarm bells ringing among conservative na-
tional politicians, and has been cited by some scholars as evidence that China’s strategy of
partial reform is failing. But as Naughton (1995) and others have argued, it also demon-
strates the systematic introduction of competition into the Chinese economy, competition
that hits the formerly monopolistic large-scale state sector especially hard, and the largest
and most self-sufficient redistributive systems at the top of the hierarchy even harder. It is
therefore not at all clear that these central difficulties indicate a failing reform—they may
in fact show the opposite.

This is the argument of a number of observers who emphasize the effects of fiscal pressures
on government and financial pressures on firms (Jefferson and Rawski 1994; Naughton 1995;
Rawski 1994a, 1994b). A poor central government with large numbers of money-losing firms
finds it more difficult to bail out those firms than in the past. It is also constantly pushed to
devise strategies to sell those firms to foreign investors, to use them as part of a joint venture,
or to begin to transfer their employees to other firms and sectors. Large state firms with fall-
ing profits, facing a government increasingly unable to bail them out, must push themselves
to reorganize and innovate to an unprecedented new degree (Rawski 1994b, 1995). Falling
profits coincide with increasing factor productivity. Long stagnant in the Mao era, factor
productivity began a slow rise in the mid-1980s and has increased at an accelerating rate since
then (Jefferson, Rawski, and Zheng 1992). Incentives for managers are increasingly being
linked to performance, failing firms are more likely to innovate, and investment is gravitat-
ing to profitable enterprises and sectors (see the evidence reviewed in Walder 1995c¢). The
second-order effect of fiscal reform in a decentralized economy therefore places mounting
competitive pressures even upon the highest levels of government hierarchy. The unmistakable
symptom of this is the recently accelerated pace of layoffs from large, “rust belt” industrial
complexes that were the backbone of the state’s heavy industry during the Mao era.

The Connection between Cadre Prosperity and Economic Growth
We now come to the widely shared belief that cadre advantages are so closely tied to privileges

granted in the command economy that they will seek to block market reform and retard the
pace of growth. This behavioral prediction—like the judgment that effective competitive
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pressures could not be brought to bear within a partially reformed political economy—was
crucial to the presumption that economic progress was unlikely to occur along the path
followed by China. In retrospect, it is easy to see the flaws in this reasoning. Twenty years
ago, however, these were far from obvious, and observers of the first stages of reform noted
that some cadres initially resisted the division of the land and the shift to a market-oriented
household economy (Latham 1985; Zweig 1986).

By today’s standards, the privileges formerly enjoyed by cadres (except those at the apex
of the political system) were remarkably paltry. In the 1970s, a mid-ranking urban official
or party secretary of a large state firm could expect larger salaries that were perhaps double
the average for blue-collar workers. They had slightly larger apartments of roughly compa-
rable (substandard) quality, and they did not have to wait so long for the industrial coupons
necessary to purchase rationed consumer goods (Walder 1995b; Whyte and Parish 1984). In
rural China, a commune or brigade official could escape physical labor, assign relatives and
friends to more palatable jobs as tractor drivers or office staff, eat meat a bit more frequently,
and receive somewhat larger cash distributions from meager collective cash income (Parish
and Whyte 1978).

There is little doubt that cadres throughout China realized very quickly that their incomes
and living standards, and those of their offspring, were intimately connected to the prosperity
of their organizations and localities. They have also latterly realized that they are likely to
share disproportionately in the wealth generated by growth and prosperity, even if they will
no longer monopolize economic advantages and the allocation of opportunities. The powers
of political office have opened up vast new economic opportunities for many cadres and their
families. This is evident in a wide range of phenomena: in the reports of illegal transactions
that transfer public assets into the hands of high-ranking corporate and government officials
(Ding 2000a, 2000b, 2000c¢); in the activities of public entities that set up or invest in private
enterprises that serve as a source of enhanced organizational revenue (Lin 2001; Lin and
Zhang 1999; Francis 1999); in the studies of rural cadres who built local industrial empires
via public ownership in the 1980s and 1990s (Oi 1992, 1999; Ruf 1998, 1999; Whiting 1999,
2001); and in the reports that cadres derive incomes from their protection and assistance
given to local private entrepreneurs (Chen 1999; Wank 1995, 1999). Whether the means to
enhance personal income are judged to be honest or unsavory, all these well-known examples
illustrate the close link between market-oriented prosperity and cadre income.

The relationship between political position and family wealth is evident in recent data
from a 1996 national survey of village household incomes (Treiman 1998). Rural China is
a useful setting for illustrating this relationship, because its private sector is far more exten-
sive, and its growth rates have been much larger than the urban sector over the past two
decades. It is also a setting in which some observers have long suggested that the wealth
to be earned from private household business will outstrip any advantages that accrue to
holders of political office.

Rural cadre households themselves have two kinds of potential income advantages, both
of which derive from the ability to earn much larger incomes outside of agriculture. First, the
salaries from the cadre office itself (which are known to grow with the prosperity of the local
community), and the enhanced ability of a cadre to arrange wage employment for household
members (also enhanced by local prosperity), will both tend to enlarge cadre household in-
come (Parish and Michelson 1996). Second, cadres may be able to employ the knowledge,
contacts, or informal influence at their disposal to aid the private business activities of their
own households. Both kinds of advantages, moreover, are potentially transferable to close
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kin who reside locally in separate households. The longstanding question about the rural
Chinese economy is how large these presumed advantages are, and whether they shrink as
economic growth and the expansion of the private economy increase income opportunities
for the rest of the population—especially those without political connections who engage in
private enterprise.

We have reasonably clear answers to these questions for 1996, well into the second decade
of reform, for the mean household earning power of different types of rural households.?
Households can be categorized into six types, depending on whether they operate a household
enterprise, whether they contain a current cadre, and if they do not contain a cadre, whether
they have a close relative who is currently a cadre.* This yields a classification of households
based on their relationship to political office-holders and whether or not they participate as
entrepreneurs in the private economy: “cadre-entrepreneur” (current cadre plus enterprise);
“cadre kin-entrepreneur” (current cadre kin plus enterprise); “entrepreneur” (enterprise
but no current political connections); “cadre” (current cadre but no enterprise); “cadre
kin” (current cadre kin but no enterprise); and “ordinary” (no current political connections
and no enterprise).

Figure 1 shows an upward progression in household earning power according to both
participation in entrepreneurship and connections to political office. One way to interpret the
figure is to look separately at two groups: nonentrepreneur households (on the left) and the
entrepreneur households (on the right). Within each group, there is an upward progression in
mean earning power according to connection to political office. Cadre kin appear to benefit
from this relationship, but not as much as cadres themselves. The earning power of cadre
households is more than double that of ordinary households, and that of cadre-entrepreneur
households double that of entrepreneur households. Cadre households go into entrepreneur-
ship at somewhat higher rates than others—28 percent of cadre households in the sample
run enterprises, versus 20 percent of those with no political connections. But they reap much
larger incomes when they do go into business, which suggests either that their political influ-
ence enhances their private income or that they are highly selective about entrepreneurial
opportunities—a selectiveness afforded by already high incomes from salaried jobs. After all,
cadre households that do not run an enterprise earn almost as much as entrepreneurs.

Another way to interpret these figures is that they show the growing importance of
private entrepreneurship despite the continued advantages that accrue to political position.
Entrepreneurs without political connections now earn somewhat more on average than cadre
households—an important shift in the structure of income opportunity over two decades.
Overall, Figure 1 indicates that both entrepreneurship and connections to political office have
a strong impact on earning power.

Of course, we need to ask to what extent these group differences are an artifact of variation
in household human capital endowments (“earning power” adjusts only for the number of
employed household members), and also the relative prosperity of the locality. We can readily
estimate the net impact of entrepreneurship and connection to political office on household
income by controlling for observed characteristics of households that indicate their human
capital endowments (average educational level of working adults, average age of working
adults, number of household members who work) and also the level of prosperity of the local
community (average household income in the village).’

The results of the multivariate analysis are illustrated in Figure 2.° It reinforces the im-
pressions gained from Figure 1, but it yields additional information as well. By including
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figures for the estimated impact of the number employed and average household education,
we provide a standard by which to gauge the magnitude of the net income advantages of
different types of households.

The most important finding illustrated in Figure 2 is that the net impact of running a
household enterprise and of having a cadre in the household are large and of equal magnitude.
The net impact of each (an increment of some 40 percent of additional income) is of similar
magnitude to the mean sample levels of household education (5.7 years) and of working
household members (2.5). In other words, a cadre or an enterprise in the household has an
effect equal to adding 5.7 years of education or another 2.5 workers to the household—a very
large relative effect. The net impact of having cadre kin is smaller, but still significant. However,
cadre kin who establish an enterprise do not have net income advantages over ordinary entre-
preneurs. Cadre-entrepreneur households nonetheless have enormous net income advantages
that are triple those due to having either a cadre or an enterprise in the household.”

So our multivariate analysis reinforces the descriptive statistics: the returns to both
political position and entrepreneurship are large and of roughly equal magnitude. But this
conclusion is based on a nationally representative sample, which masks potentially large
regional differences due to different levels and types of rural development. The key question
is whether the income advantages of cadre and cadre kin are altered by the expansion of a
market economy and the spread of private entrepreneurship. Multivariate analyses of these
data have shown that the net advantages of cadre households are not diminished at higher
levels of village nonagricultural development, nor are they affected by the extent to which
local nonagricultural incomes are derived from wages versus household entrepreneurship.
The net advantages for entrepreneurs, however, are highly sensitive to the local prevalence
of wage income: the more than the village derives income from wages, the smaller the net
advantages of entrepreneurs. In villages where there is little wage labor, net returns to en-
trepreneurship are much larger than that of cadres; where wage labor is extensive, the net
advantages of entrepreneurs decline precipitously (Walder 2002a).

Pursuing our group comparisons of earning power in different rural regions sheds addi-
tional light on cadre interests in different forms of economic development. For this purpose
we will examine three village subtypes: the agrarian, the industrial, and the entrepreneurial.
The “agrarian village” is represented by the twenty-six villages in the sample where the house-
holds earn the highest proportion of their incomes from agriculture (crops and agricultural
sidelines). Agrarian villages are by definition the least developed, with very low incomes
(2,008 yuan for each working household member) that are only 60 percent of the national
average. In these villages, an average of 80 percent of income is earned from agriculture.

The remaining two types are at the high end of rural development, and they represent two
different developmental paths. The “industrial village” is represented by twenty-five villages
where households derive the highest percentage of their household income from wages. An
industrial village is one in which there is high demand for wage labor in large enterprises.
This type is primarily associated with those regions where rural industrialization advanced
rapidly under public ownership in the 1980s (Ho 1994; Oi 1999), although villages with
large private enterprises (or recently privatized public enterprises) may fall into this category
as well. These are high-income regions—the average total earning power is 28 percent above
the sample mean, and 54 percent of household income is derived from wages.

The “entrepreneurial village” is represented by the twenty-six villages in the sample that
derive the highest percentages of income from household enterprise. These villages have the
highest incomes of the three subtypes. The average earning power of households in these vil-
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lages—5,412 yuan—is 63 percent higher than the national mean. Households in these villages
derive an average of 40 percent of their income from household enterprise. But they derive
almost as much from wages, which suggests that in regions where household and private
enterprise have developed the furthest, they generate wage income opportunities for other
households (Walder and Zhao 2002).8

Economic development creates changes in the occupational structure—and different forms
of development create different forms of structural change. Agrarian villages, not surprisingly,
have by far the highest percentage of ordinary households (77.6), the smallest percentage of
entrepreneurs (12.6), and by far the smallest percentage of cadre households (1.6)—meaning
that there are almost no cadre-entrepreneurs in these villages (0.4 percent, or 3 in a sample
of 780). Industrial villages have by far the largest percentage of cadres (6.9)—which suggests
that these regions are associated historically with public ownership. But they also have a per-
centage of entrepreneur households that is near the mean for the overall sample (24.1). Not
surprisingly, entrepreneurial villages have the highest percentage of entrepreneur households
(35.6), but despite having fewer than half the number of cadres as industrial villages, they
have by far the highest percentages of cadre entrepreneurs (2.4) and cadre kin-entrepreneurs
(5.4) of the three subtypes.

Figures 3, 4, and 5 illustrate the earning power of each type of household in the three
village subtypes. The agrarian villages (Figure 3) depart sharply from the national pattern in
two obvious ways. First, differences in earnings power among household types are relatively
small, with barely perceptible advantages, if any, that accrue to cadre or cadre kin households.
The ratio of the highest income group (cadre kin-entrepreneur) to the lowest (ordinary house-
holds) is only 1.7 to 1. The earning power of cadre households without an enterprise is only
marginally larger than ordinary households, and they are at a clear disadvantage compared
to entrepreneurs. Cadre-entrepreneurs—who are extremely rare in these villages—earn no
more than entrepreneurs, and cadre kin who run enterprises have a negligible advantage over
entrepreneurs with no political connections.

These agrarian villages differ strikingly from the national pattern that we have already
described. Political office and kinship ties to office-holders have little impact on household
income. In these agrarian regions, where rural market reforms have only begun to penetrate,
household entrepreneurship is the key route to wealth, and there are few apparent political
advantages. The first entrepreneurs in a village appear to quickly outstrip the incomes of
cadre households and their kin. The question is whether this is a temporary phenomenon
characteristic only of the first stages of marketization.

The pattern in industrial villages (Figure 4) suggests that this is the case. Here we see a
clear pattern of upward progression in earnings power as we move from the left of the figure to
the right. Cadre kin earn significantly more than ordinary households, and cadre households,
in turn, earn considerably more than their kin. The large wage incomes of cadre households
keep their total earnings on a par with entrepreneur households. Both cadre kin-entrepreneur
and cadre-entrepreneur households earn substantially more than ordinary entrepreneurs.

The distribution of earning power in industrial villages (Figure 4), however, still differs
from the national pattern (Figure 1) in several important respects. First, income differentials
across households are remarkably small for villages at very high levels of income. The gap
between the high earnings of cadre- and cadre kin-entrepreneurs and ordinary households is
still only two to one—marginally larger than in the agrarian villages. The wide availability
of substantial wage incomes to the nonentrepreneur households tends to elevate their earn-
ing power relative to entrepreneurs in ways that are not characteristic of the national pat-
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tern—or the agrarian villages. Moreover, the ability of cadres to keep up with the earnings
of entrepreneurs, even when they do not go into household entrepreneurship themselves,
deviates from the national pattern, as does the relatively muted income advantages of cadre-
entrepreneurs, which were much larger nationwide (see Figure 1). It is possible, however,
that the advantages of political position that we observe in the industrial villages is due to the
predominance of public enterprise in the most heavily industrialized rural regions. The large
percentage of cadre households in the industrial villages suggests that this may be the case.

Figure 5 makes clear that villages dominated by private household entrepreneurship exhibit
even larger income opportunities for cadre households. The consistent upward progression
from left to right that we observed in the national sample is duplicated here in exaggerated
form. In these villages, 50 percent of the cadre households run enterprises (versus 28 percent
in the national sample and 25 percent in the each of the two other subsamples), and they
enjoy even larger advantages over ordinary entrepreneurs than in the national sample (an
earning power ratio of 4.7:1 versus 4.3:1). Cadre income advantages were heavily based on
wages and relatively muted in the industrial villages. In the entrepreneurial villages, cadre
and cadre kin advantages shift to entrepreneurship, where they are able to reap much larger
rewards than in the industrial villages, with much greater advantages (for cadres) over or-
dinary entrepreneurs. The pattern of political advantage in the industrial and entrepreneur-
ial subtypes is highly consistent with Parish and Michelson’s (1996) conclusion that cadre
households adapt their economic strategies to the type of income opportunities available in
different local economies.

The final step in the examination of village subtypes is to determine whether the pattern
of political advantage is significantly altered if we control for variations in other household
characteristics. We therefore replicate the regression analysis of the national sample reported
in Figure 2 for each of the three separate samples of village subtypes. Figure 6 illustrates the
overall pattern of effects across village types. Again, the net advantages of cadre kin and cadre
households correspond closely to the observed differences in earning power of the various
household types in each region. In agrarian villages, cadre kin do better than cadres, who
have no net income advantages. Having cadre kin is worth a net of 23 percent compared to
36 percent for entrepreneur households. The net income advantages of cadre-entrepreneur
households derive entirely from entrepreneurship, and are therefore the same as that of ordi-
nary entrepreneurs. The net income advantage of cadre-kin entrepreneurs combines the net
advantages of both cadre kin and entrepreneurs.9

Industrial villages are quite different. Here, cadre kin enjoy no net advantages. Cadre
households have the largest net income advantages of all—close to 51 percent, substantially
larger than the entrepreneur advantage of some 32 percent. Cadre-entrepreneur households
combine the full advantages of both household types, and have a net income advantage
double that of cadre households, and triple that of entrepreneurs. The net advantages for
cadre households are even larger than those that were apparent from comparing household
earning power in Figure 5. This is what we would expect to observe in villages where industry
developed to very high levels under public ownership and cadre management.

The entrepreneurial villages are similar to the national pattern that we observed in Table
4, with one exception—there are no net advantages for cadre kin. The net advantages of
cadre, entrepreneur, and cadre-entrepreneur households are larger than in the national sample,
but their relative magnitudes are unchanged. The net advantages of cadre and entrepreneur
households are virtually the same (56.5 versus 58 percent), and those of cadre-entrepreneur
households (147 percent) are almost triple that of either.
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Figure 6 provides a direct way to visualize the differences across village types by cluster-
ing together the results by variable. Cadre kin have net advantages only in agrarian villages,
suggesting that kinship ties to cadres may decline in importance as the rural economy pro-
vides economic opportunity to large percentages of the rural population. The reverse is true,
however, for net cadre advantages. Cadre households have no net advantage in the agrarian
villages, large advantages that are larger than those of entrepreneurs in the industrial villages,
and even larger net advantages in the entrepreneurial villages that are still equal to those of
ordinary entrepreneurs. The pattern is even more pronounced for cadre-entrepreneurs. In
agrarian villages, cadre-entrepreneur households had no advantages over ordinary entre-
preneurs; in industrial villages, they earned triple the incomes of ordinary entrepreneurs, a
relative advantage that they maintained in the entrepreneurial villages.

These findings yield some clear conclusions. The income advantages that accrue to po-
litical office were large well into the second decade of market reform. They were large even
if the cadre household did not engage in entrepreneurship, but they were even larger if they
did. The advantages of cadre kin were tangible nationwide, although they were consider-
ably smaller than those of cadre households, and they seem to disappear in regions where
entrepreneurship and wage labor are most widespread. However, there is no evidence that
the income advantages of cadre households diminish with either rural industrialization or the
expansion of private entrepreneurship. Instead, rural economic development magnifies the
advantages of cadre households, who appear to be equally at home in economies dominated
by extensive industrial employment, and in regions where private household entrepreneur-
ship has developed to its highest observed levels. Cadres in China do not prosper if the local
economy does not flourish.

Eroding Official Interest in Public Enterprise

There is an additional implication of our examination of rural cadre incomes—cadre in-
terests are not tied to the preservation of public ownership. The “industrial” villages come
from regions well known for fostering rural industrialization under public ownership, and
indeed cadre households there have large income advantages that derive from salaries. But
their households do even better in “entrepreneurial” regions, which have a more extensively
developed household private economy. Cadre households in those regions still do well even
if they do not enter entrepreneurship, but in these regions they are twice as likely to run
household enterprises, and they earn much higher incomes than others if they do.

These findings help us to further understand the rapid shift in the ownership of rural
industrial enterprises that was already evident in the mid-1990s. It has been widely assumed
that rural cadres would have strong interests in public ownership, because of the evident
administrative power that they exercise in such settings, and because their incomes were
presumably derived in this power. But their incomes under this arrangement were high only
so long as their enterprises prospered, and such prosperity declined from the beginning of
the 1990s due to increased national competition for market share. Declining profitability of
both rural and urban industry was evident from the early 1990s, and the closure, leasing,
and outright privatization (through sale of underperforming public enterprise) has become a
pronounced nationwide trend (Li and Rozelle 2000; Kung 1999; Oi 1999; Ruf 1999). This
trend is evident even in localities famous for industrializing under public ownership and
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management (Kung 1999; Lin and Chen 1999; Oi 1998; Whiting 1999).

Since the early 1980s, the ratio of public to private enterprise employment in rural China
has been completely reversed (Figure 7). In 1984, 77 percent of rural employment was in
public enterprise, but by 2000, 70 percent was in the private sector. This shift accelerated
after 1993, when the public sector began a rapid decline, while the private sector began to
grow again after the recession of the early 1990s (Figure 8). In part, this reversal is due to
the open encouragement of the private sector in official policy, and to the closure of troubled
public firms. But rural enterprise employment has declined overall since 1994, which suggests
that much of this rapid shift in employment share may be due to the privatization of public
enterprises. The number of public enterprises declined rapidly after the 1990s peak of 1.65
million (see Figure 9), and since then this number has been slashed by more than half. By
2000, there were only 802,000 left. If rural cadres have vested interests in public ownership,
they not hesitated to close or privatize firms that have become a financial burden.

The Unexpected Benefits of Political Continuity

Does the rapid privatization of rural industry merely indicate that rural cadres are finally
engaging in the kind of asset stripping and “insider privatization” that resulted in the massive
transfer of public assets to former officials in Russia and many of the former Soviet Repub-
lics along the southern tier? Some credible local reports suggest that this may be occurring,
although the evidence is suggestive and the process still not complete (Sargeson and Zhang
1999; Lin and Chen 1999). There is, however, one very important distinction between what is
occurring in China now, twenty years after the onset of reform, and what occurred in Russia
and other former Soviet Republics shortly after the collapse of the Soviet Union. In Russia,
the majority of public assets were carved up at the outset to whomever had the power and
connections to divert them into their own hands. It did not matter how productive these
assets were, and the capabilities of the new owners was not part of the process of selection
(McFaul 1995, 2001). This was so because the process occurred in the midst of political
collapse: the Communist Party disintegrated, and along with it the governmental structures
of the Soviet Union itself.

Privatization in rural China, on the other hand, is now occurring after almost two decades
of economic growth, which has seen the rapid development of a market economy, the steady
growth of private employment to a dominant position, and the rise and decline of publicly
owned and managed industries. All of these events have occurred in the midst of institutional
continuity: party-state structures remained intact, and for many years they enforced restraints
against large-scale private enterprise, which had the consequence of suppressing the open
looting of public property. Cadres throughout these years could earn large incomes from their
public posts—both legally and, we assume, illicitly. Despite the persistence of corruption, this
is one unexpected advantage of keeping existing party-state structures intact. Privatization
occurs in a gradual and more orderly fashion, first through the gradual shifting of ownership
to managers via increasingly liberal management contracts (Chen and Rozelle 1999; Walder
and Oi 1999), and later through the transfer of troubled public enterprises into the hands of
new owners who are confident they can turn them around.

There is some evidence, however, that rural privatization is not a symptom of the large-
scale diversion of public assets into the hands of cadres. Local studies in regions once famous
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for large public industrial sectors indicate that it is the more problematic enterprises that are
being privatized—the best remain under public ownership for the time being (Kung 1999;
Oi 1998; Whiting 2001). Local enterprise surveys have shown that the primary recipients
of ownership are incumbent managers (Brandt, Li, and Roberts 2001). While this appears
to be a form of insider privatization, we need to keep in mind that incumbent managers are
also likely to be the ones most likely to bid for private ownership, because they are the most
knowledgeable about the firms’ operations and their potential for profitability. Managers of
rural public enterprises are themselves selected according to educational credentials to the same
extent as rural cadres (Walder 2002c). Recent enterprise surveys suggest that privatization
is by no means a mere exercise in asset-stripping by cadres—privatized firms tend to return
to profitability (Li and Rozelle 2000). Rural cadres without managerial experience do not
become private entrepreneurs more frequently than farmers, but management experience was
the most important single predictor of private entrepreneurship by the 1990s (Zhao 2002).

While it is clear that public enterprise managers are becoming private entrepreneurs at
high rates, there is little evidence to suggest that rural cadres are doing so. Evidence from
our national survey shows that rural cadres have at no time from 1978 to 1996 shifted into
private entrepreneurship at rates higher than ordinary farmers, although in the last half of
this period public enterprise managers became the most likely individuals to shift into private
entrepreneurship (Walder 2002b, 2002c¢). Cadre kin do begin to move into private enterprise
at twice the rate of others in the latter half of this period. This evidence, in combination with
the finding that cadres do not themselves move into private enterprise at high rates, suggests
that if the rural political elite is becoming the new economic elite, it is doing so through a
process that occurs gradually over two generations. The fact that public office has contin-
ued to be a source of high income throughout the post-Mao period paradoxically slows any
nascent process of asset-stripping by reducing its relative attractiveness.

The Growth of a Separate Economic Elite

Rural cadres benefit handsomely from local economic development, and their benefits are
not tied to public enterprise. At the same time, they have not monopolized these benefits. But
our foregoing discussion, focused on connections to political office, skirts a crucial transfor-
mation of rural Chinese social structure—the emergence of a large and prosperous class of
private business households. By 1996, 21 percent of households nationwide ran some form
of family enterprise, and the vast majority of these—17 percent—had no current connection
to political officeholders. The number of “ordinary” entrepreneurs far outstrips that of rural
cadres, who comprise only 3.7 percent of the sample, whether or not they run an enterprise
(the cadre-entrepreneur group comprises only 1 percent of the sample). Cadre households
may indeed be prospering as a result of economic growth, but they are joined by a much
larger and equally prosperous group with no apparent connection to political power.

The “ordinary” entrepreneurs are a large group, but also diverse. The mean incomes that
we have examined so far hide the fact that there is considerable variation within the entrepre-
neur group. The wealthiest among them earn much more than most cadres, especially those
who do not themselves operate a family business. This becomes more apparent if we look at
a subset of the rural population—the top political and business elites in the villages. Figure
10 summarizes the mean incomes of a special sample of village elites—the top two political
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cadres in the village and the heads of the two largest enterprises, regardless of ownership
form.'0 It s immediately apparent that the earning power of the top village leaders who do
not run a household business is highly circumscribed—not much higher than the national
average for all cadres in the sample. On the other hand, the wealthiest entrepreneurs in the
village (whether cadre or not) have incomes that dwarf those of cadres who do not go into
business. And even in this elite group, the “ordinary” entrepreneurs are the largest: they
comprise 56 percent of total number of entrepreneurs in the elite sample, versus 27 percent
and 17 percent for cadre and cadre kin-entrepreneurs, respectively. Cadre income advantages
have persisted for a long time, but they have not prevented the emergence of a large and
prosperous new class of rural entrepreneurs.

Conclusion

This account of China’s economic transition has been narrowly focused and backward-look-
ing, because I have tried to show why China has undergone an economic transformation of
historic proportions despite a broad consensus at the outset that the Party’s approach to reform
was unlikely to succeed. I have focused in particular on widely held but rarely articulated
assumptions about economic organization and behavior and the capacities and interests of
officials that were based on observation of state socialist regimes. We have seen a decisive
movement toward merit and ability in bureaucratic career patterns and a generational shift in
the bureaucracy. We have seen that the scale and complexity of the Chinese economy permitted
wide scope for effective competitive pressures even while public ownership was maintained.
We have seen that in the large and rapidly growing rural economy, cadres have shared in the
prosperity from growth, regardless of the form this takes. We have seen that cadre interests
are not tied to the maintenance of public ownership, that the privatization of public firms
proceeded rapidly near the end of the second decade of reform, and that a large new class of
independent entrepreneurs now dwarfs those with political connections and rivals them in
wealth. We have also seen that asset-stripping in this setting has been restricted and delayed
due to the continued viability of the party-state, and that to the extent that it does occur, it
is a gradual process that will take place over a generation or more.

China’s gradual and orderly departure from central planning unexpectedly led to twenty
years of extraordinary economic growth, but this does not guarantee another twenty years
of prosperity. It has been implicit in my discussion that growth and reform have wrought
massive social changes. It is clear that growth itself has created massive structural changes in
the economy as well. The fact that the rapid privatization of public industry is now underway
after more than a decade of rapid growth in the sector is one sign that economic conditions
have changed and along with them the problems facing reform and the remedies to address
them. At the outset of reform, China’s leadership sought to maintain employment in the
urban state sector to the greatest degree possible, and to emphasize public ownership in the
rural sector. Today, there is a rapid shift toward private enterprise and massive layoffs are
taking place as urban state industry finally undergoes fundamental restructuring. The fact
that rural industrial employment overall has declined since 1996 (see Figure 8) suggests that
daunting challenges remain. The first two decades will be a hard act to follow.
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Notes

! This is the initial draft of an overview paper for the Conference “China’s Economic Transi-
tion,” University of Toronto, 15-17 November 2002.

2 There has been considerable criticism of these early prescriptions, from both within the
economics profession and without (Murrell 1991; Rawski 19985; Stiglitz 1994; Stark 1992).
The issue of gradualism versus “the big bang” is now largely moot, and has been discussed
extensively elsewhere (e.g., Rawski 1995).

3 The data are derived from a nationally representative sample of 100 villages in 50 counties
conducted in 1996. Sampling procedures and survey design are detailed in the survey code-
book (Treiman 1998). Household earning power is defined as total annual household income
divided by the number of individuals in the household who were employed that year. The
method for estimating different forms of household income are described in detail in the project
codebook (Treiman 1998) and are described briefly in publications (Walder 2002a).

* Detailed definitions and marginal tabulations are described in other publications (Walder
2002a, 2002c). Cadre households were identified through a combination of self-reporting
and double-checking of the narrative occupational descriptions recorded for all responses.
“Cadre kin” was defined as having a close relative (parent, child, sibling, parent’s sibling, or
sibling’s offspring) currently employed as a cadre.

3 Controls for local incomes are important because there are likely to be more entrepreneurs
and more prosperous ones in more developed localities.

6 A full description of the model and the estimates is in Walder and Zhao (2002). The model
estimated is Log(n) total household income = a + b, average education(years) + b2 average
age + b, age squared + b, number employed + b, cadre kin + b, cadre + b_ entrepreneur +
b, cadre kin x entrepreneur + b, cadre x entrepreneur + b, average village income. The net
eégfects in percentages reported in the table are derived by solving for eP after performing the
necessary arithmetic for the designated number of units or the sum of main and interaction
effects for relevant household categories.

7 The interaction term for cadre-entrepreneur was not statistically significant, which means
that the estimated advantage of cadre-entrepreneur households is equal to the sum of the
model estimates for cadre and entrepreneur. The combined impact is triple rather than
double that for cadre and entrepreneur because the percentage impact is calculated on an
exponential scale. We cannot conclude that these large net advantages, already reported by
others for local samples (Cook 1998; Morduch and Sicular 2000) and for unrepresentative
national samples (Nee 1996), are direct measures of the role of political power or influence
in income determination. It is widely recognized that such measures as education and age
(or work experience) are at best crude measures of the underlying attributes of innate ability
and learned skills central to human capital theory.

It would make little sense to pursue the matter further, however, for two reasons. First,
we are interested in the relative returns to cadre position and entrepreneurship, and there is
no reason to believe that cadres have these unmeasured attributes more than entrepreneurs
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(or vice versa). Second, we are interested not in contributing to applications of human capital
theory, but instead to gauging the kinds of income differences that bear on the incentives and
interests of cadres. It is implausible that the people we are writing about mentally perform
the kinds of calculations required to control for unmeasured human capital attributes (or for
that matter, measurable ones). For our purposes, the mean differences in household earning
power were probably already sufficient.

8 Alternatively, this may suggest that in regions where incomes are high due to extensive wage
employment, this generates consumer demand that supports extensive household enterprise.
In fact, the industrial and entrepreneurial categories are not mutually exclusive. There are
nine villages that are so prosperous that they appear in the top quartile for both enterprise
and wage income, and are included in both the industrial and entrepreneur categories.

? The interaction terms for both cadre kin-entrepreneur and cadre-entrepreneur were not
statistically significant.

10 This special sample was collected at the same time as the general sample analyzed above,
but it was not included in any of the prior analyses. There are only 383 households in this
sample instead of the 400 demanded by the sampling scheme, because some villages had
fewer than two enterprises or fewer than two cadres.
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Figure 1. Annual Earning Power of Employed Household Members, by Source of Income
and Type of Household, 1996 (yuan per employed household member).
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Figure 2. Net Impact (in percent) of Various Household Characteristics on Total Household
Income, 1996.
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Figure 3. Annual Earning Power of Employed Household Members in Agrarian Villages, by
Source of Income and Type of Household, 1996 (yuan per employed household member).
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Figure 4. Annual Earning Power of Employed Household Members in Industrial Villages, by
Source of Income and Type of Household, 1996 (yuan per employed household member).

8000+

7000+

6000+
5000+

4000+ o Wages/other
3000+ m Household enterp.

m Agriculture

2000+
1000+

Ordinary Cadre Cadre Entrep Cadre Cadre-
kin kin  entrep.
entrep.

Source: Walder and Zhao (2002).

28



Figure 5. Annual Earning Power of Employed Household Members in Entrepreneurial Villages,
by Source of Income and Type of Household, 1996 (yuan per employed household member).
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Figure 6. Net Impact (in percent) of Various Household Characteristics on Total Household
Income, by Village Subtype, 1996.
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Figure 7. Percent Share of Employment in Public versus Private Rural Enterprise, 1984-2000.
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Figure 8. Employment in Public and Private Rural Enterprises, 1984-2000 (thousands).
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Figure 9. Number of Publicly Owned Rural Enterprises, 1984-2000 (thousands).
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Figure 10. Mean Earning Power of Rural Elite Households, Village Elite Sample, 1996.
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