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ABSTRACT

Following years of rapid economic growth, China remtly faces a crisis of its economic institutions.
Unconstrained business behavior has led to the motation of externalities with high social costs this paper we
consider the challenges of institutional changett@hina faces, especially the need to evolve aesysif ‘hard
constraints’ reinforced by ‘soft constraints’. Wescribe the U.S. experience in evolving economgitititions through
periodic crises of its economy, and analyze theoitamce of the U.S. experience as a model for copteary China.
We suggest that China’s institutional evolutiotikely to be eclectic, drawing on international nedgl but still largely
rooted in the ‘civilizational logics’ that are delgpembedded in the country. Thus, the currentvedvof Confucian
ideals in China is likely to prove significant mférming the process of institutional change tisaturrently underway.
Keywords:China, Institutional Change, Business Regulat@onfucianism

INTRODUCTION

As an economy transitioning from centralized plagnito a market driven system, China has experienced
unprecedented growth, wherein for the past quaftercentury the annual GDP growth rate has averabeve 10%.
Impressive as this statistic appears, it only otflehe quantitative dimension of economic groveth iheasured by the
market value of all goods and services producedially). Concomitantly, there is a qualitativelesiof economic
growth as well. Herein, we measure the degree oWwilr (maturity) of a country’s legal, regulatorydafinancial
systems. Academic literature has indicated thstagued economic growth, especially beyond low Iewé per-capital
GDP, correlates most highly with the quality oftingions and “in particular the role of properights and rule of law.
In this view what matters are the rules of the ganmee society and their conduciveness to desirabbmomic behavior”
(Rodrik, Trebbi, Subramanian 2002: 3). It is timas surprising that rapid economic growth has tethe emergence of
an institutional crisis. What remains in doubtisether the country will be able to develop instiins to cope with the
externalities created by rapid economic growth.

China’s legislation and law enforcement system eénegal and its business and commercial laws iricpdat
remain underdeveloped. Since the introductioonafket reforms, China is on pace to become thediolargest
economy. However, China’s market economy facesriaise challenge regarding the development of itécat and
legal ‘infrastructure.” China’s economic developmhé experiencing tensions between the goal ofirgpowth and
popular demand for restraints on the adverse comes®egs of that growth. With local government depanan local
businesses for revenue, provincial and city officiaave been reluctant to bring corporations t& fas polluting,
safety violations, or fraud. Frequently, businggsrests seem to be unchecked and unregulatembimytervailing
institutions. As a result, corrupt business poasj which focus on short-term profit gains insteidong —term
sustainability, are becoming more prevalent ingbeiety. China’s market system has been descakedapitalism
with the gloves off’ — similar to the nineteentmugry ‘robber baron’ period in the United Stateste&ent case in point
is evidenced by The Industry and Commerce Admigiistn of Zhejiang which issued the "three no’s"ippl Two of
the no’s dealt “with minor licensing and registoatiissues... the third one, though, states that tekoaild be no
punishment for businesspeople that make "commoalatidvos that don't directly cause harmful consegasni Instead
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they should be given suggestions and admonitionsotoect their errant behavior”. The reaction talswedicts
demonstrates the on-going concern for and intehbtster china’s ethical and legal infrastructure:

"... too much freedom for local authorities to intetpthe policy, which is not a good thing," said Kaiming,
director of the Institute of Contemporary Obsematat Migrant Workers Community College in Shenzhémean, |
don't know what kind of small crimes or illegalrigs would be let go. Is it tax evasion, labor riglgollution?" (Lee
2009)

In the current Chinese business environment, laaexist that protect consumers, protect the enwimt, and
regulate commerce. But the enforcement of thess is ineffective and coverage of the law is nahpeehensive. For
example, since China has no antimonopoly law, coess who object to price-fixing must attempt to kvémorough
the national Price Law. In addition to gaps in fteanework of law and regulation, the central goveent’s capacity
to implement and enforce has declined. The lofieconomic reform in the Deng Period (Shirk 199Zswvo rely on
localization and devolution of authority, in orderend-run opposition at the central governmenglev Thus, despite
that fact of the existence of a formal scalar ch&icommand oxitong that unifies national and local government
ministries, in practice central ministries exerdis@ted control over subsidiary levels of govermme

In this paper we describe the institutional crfaising China’s economy by placing it in comparatperspective
with the evolution of other major economies, esalgcithe United States. Based on this compargiespective, we
argue that while institutional change involvesltaad error, and selective bricolage drawing ondkperience many
other countries, China is likely to evolve a systefristructured pluralism’ that is consistent wibther East Asian
Capitalist nations. Thus, we also envision thanfGoian ideals and concepts are likely to playgmificant role in the
process of institutional change and re-inventiothasChinese economy evolves.

Hard vs. Soft Regulatory Approaches for StructuringChina’s Market System

It is commonly understood that the proper functigniof a market economy requires constraints on huma
behavior. These constraints are both ‘hard’ amdt.'s Hard constraintsare regulations and laws, including legal
property rights and enforceable contracts. Hamstaints include a system of laws, and institigitm enforce them.
Soft constraint@re values and ethical norms of behavior. Sofstramts includes values (traits and ideals comsitle
desirable and held in a positive regard), moral&jples of right human character or conducthic (a philosophy of
what is right or wrong in conduct), and norms (sylgtandards and patterns that dictate behavior).

Both hard and soft constraints are necessary elsmethe functioning of a complex society by natof the fact
that they complement and reinforce each other:

o First, soft law norms can strengthen hard law, upptementing it or by filling gaps in the law.

0 Second, soft law norms can act as a precursoeteublution of binding legal rules.

o Finally 'soft' responsibility can arise from theeoation of soft law norms, in much the same wayoatnary
responsibility. (Footer, 2008)

Luo Haocai (vice-chairman of the National Committdehe Chinese People's Political Consultative f€@mnce
until March 2009 and current president of the Ct8ioaiety for Human Rights Studies) describes tterptay between
hard and soft law in China:

These days law generally takes the form of "hand"lavhich is codified and mandated by the statet tBare are
also rules and norms that don't take the form difa law, such as custom and precedent. Thishatwe mean by
soft law. Soft law exists in every society, bubhd@s played a more prominent role in China thanndisee because the
hard-law framework was less developed in Chinam({&ysium Report, 2008)

As the market economy matures, it is incumbent bm&to develop soft (hon-mandatory) law in additio
hard (mandatory) law. As Luo (2008) observes, “icaanplex environment, a combination of soft and dadory
measures should be used and there have been gutesgdorations in many areas. The administratase and the
diversification in public administration have chadgthe old pattern of controlling everything thrbuadministrative
management:

China does not try to achieve social transformateernight but seeks a gradual progress. A cortaidta
mechanism with Chinese characteristics and a mgmaernance model that combines soft with hard lhas been
created....
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In general, China has already begun to form a mfmidgdrotecting and improving the environment tbaimbines
both soft and hard laws. It emphasizes the hards layw improving the environmental-protection leggbktem,
strengthening law enforcement, acting in strictoadance with the law and closing down a large nunolbeompanies
with backward production facilities. (Luo, 2008)

The experience of industrialized nations suggésts the process of overcoming institutional criseésapitalist
economy is a decades- long, emergent phenomenaotving conflict, trial and error, invention and bowing. The
time-scales and scope of institutional change waalare well-illustrated by the institutional eviddin of the U.S.
economy, which we describe below.

Hard Regulations and Soft Constraints on CorporateBehavior in the United States: A Historical Review
Examining the experience of the United States, @inds four distinct stages of development regarding
commercial and regulatory governance:

Stage 1: Unregulated before 1890s

The debate between advocates of a strong, ceetladitate, as represented by Hamilton’s classic anéliem,
and those favoring individualism, self-determinatismall economic scale and decentralization trieedmat the very
founding of the United States. Advocates of themier position including Franklin, Jefferson andk¥an prevailed,
and the country’s policies favored individual putsof property and accumulation, not least in emaging the
settlement of new territories with homesteadingslawechnological limitations kept firms small, iithe railroads and
telegraph physically enabled national markets angkl firms (Chandler 1977). The emergence of lacgdée enterprise,
especially the railroads and grain elevators, eckat great power asymmetry that disfavored farnagcs small
businesses, creating a populist backlash thaatig®e root of national economic regulation in théted States.

Stage 2: Economic Regulation of Firms and Markets

Largely motivated by a desire to curb market powrs stage withessed the emergence of regulatekietsan
the U.S. Towards the later part of the nineteeetfitury, unrestrained business influence came teeba as a threat,
not only to the market system, but even to demacvalues. If ordinary people were to maintainificdl sovereignty,
powerful corporate interests would have to be dorthunder a system of law and regulation. Busifes, which had
emphasized contract and tort law, began to incardigrust and general consumer protection. Anittiegislation was
promulgated, beginning in the late 19th centwith the aim of promoting a competitive environmégtchecking the
trend toward monopolies and cartels (Sherman AstitiAct, Clayton Act, and Federal Trade Commisskan).
Regulating market channels began during the depressa of the 1930’s with the purpose of protegiimdependent
merchants against competition from larger chairest§Robinson-Patman Act was the key legislatiovatds this end).

It must be noted that regulation of the U.S. econevas achieved with the indispensible role of tberts and
judiciary. The country lacked a unified and intgtgd civil service to implement economic regulasiotiue both to its
size and government structure. The critical ArtisE laws and regulation were not utilized primably Commerce
and Treasury departments, but by Justice usingolets as an arena to fight out and enforce pyidieccy. This
history contrasts with smaller countries like Franin which an elite, national civil service guidedonomic
development, and poses important questions foraChimich had re-constituted effective centralizatid the state in
the first decades of the People’s Republic (follmyvbn the disintegration of the early"26entury), only to have the
trend reversed during the Deng period, in the puadweconomic liberalization.

Stage 3: Social Regulation of Business:

This stage began mainly in the 196fflecting the conjuncture of several major trernidsluding the declining
trust in the paternalism of government and businesgrgence of ‘post-materialist’ values (Inglet2005) as a result
of high levels of affluence. These resulted iraasertion of civil-society in the form of new sdai@vements, such as
those advocating environmental protection, conswsaaty, and occupational safety. Governmentaredpd with the
creation of a substantial number of executive aigsnto oversee these new areas of social conceRRA, EPA,
OSHA, Consumer product safety, etc...
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Stage 4: Flowering of Civil-Society, soft regulaticand emergence of ‘Private Politics’ to promoterporate social
responsibility:

Larger NGOs such as AARP, World Wildlife Fund engégovernment policy arenas (lobbying legislators,
executive agencies, or engaging in public inteliggation), but many found these arenas asymmadtriavoring the
greater resources of corporations. As a resutiviative NGOs skillfully pioneered ‘private politicBaron 2003): the
influence of corporate behavior through the arenpublic opinion. The case of the NGO Rainforestién Network
and its influence of CitiGroup, was an exemplarstamce of a civil-society actor deftly exercisitg tpower of soft
constraints to achieve it aims. Other noteworthgcpitioners of private politics and enforcers oftsconstraints
include the National Coalition Against Misuse ofsi&ides, PETA, Special-interest groups, Americasadtiation of
Retired People (AARP). Additionally, industriesthre U.S. often constitute self-regulatory bodggh as the Motion
Picture Arts Association, or the Joint Commissionthe Accreditation of Healthcare Organizationgaiestall direct
government oversight.

In the U.S., as in all mature market economiesh hatrd regulation and soft constraints such ag®tlsiocial
norms and social principles are well developed emaiplement one another in the regulation of cotgobe&havior.
Consumers and customers have strong power to ipatécthe market for information exchanges andstations.
Additionally, civil-society is highly organized arftas developed effective means of influencing cafgobehavior
with soft constraints. The most sophisticated fitianers of ‘private politics’ has managed to hesa the market’'s
dynamics to promote corporate social responsibility

As illustrated in Figure 1 (below) a good corporatiizen complying with hard regulation and sofnstraint,
will be able receive positive reinforcement in tharket with stronger corporate image, higher custooyalty as well
as employee loyalty. Consequently, the firm w#l &ble to expand its market share and increaggdtsth rate. On
the contrary, a bad corporate citizen which dogamply with hard regulation /or soft constraiwtil be punished by
the market with negative reinforcement and a negatorporate image, its customers and disloyal eyegs. A poor
corporate citizen will experience a long-term Eiigpn process, associated costs will increase diealig and market
share will drop precipitously.

Figure 1. Hard Regulation and Soft Constraints in a Mature Market Society
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In a pre-mature market economy, hard regulatioesuadeveloped or underdeveloped. The market has ve
limited signaling power. The business interestthwie combination of (local) government’s suppadominate the
market. The citizenry and consumers have limitedvgr to participate the market for information exebes and
transactions. Soft constraints such as ethicsalsnorms and social principles tend to have dowawieends with no
power to regulate firm’s behavior. In this systeampoor corporate citizen that does not comply witft constraint
(also without the limit of hard regulation), wilbhbe punished by the market through negative oeteiment, on the
contrary, it will be able to rapidly establish andioant market position. Moreover, businesses doatcomply with
traditional soft constraint, are less likely toed® positive reinforcement and in competitionhatihe non-compliant
business may gradually lose market position.

Evolution of China’s Economic Institutions: Convergence on U.S. Model?

Drawing on the above historical review of the U&kperience China’s regulatory evolution could be
characterized as being between stages 1 and 2t eompletely unregulated but still short of a matbusiness
environment focused on hard regulation of unrest@icapitalism with a emerging system of effectatbical
constraints. Additionally, China’s current chaligs are greater than those faced historically leyUlS. when it
transitioned from stage 1 to stage 2. Issues aa@anvironmental pollution, which the U.S. systead to tackle many
decades after it instituted a robust framework afn®mic regulation, are pressing upon China apriésent stage of
development.

Table 1. A Comparison of U.S. & China Government Reglatory Agencies

Area

United States Enforcement Agency

China Enforgaeent Agency

Monopoly

Federal Trade Commission

No antimonopaly turrently exists

Consumer Safety

Consumer Product Safety CommissiofNot Currently Addressed

Environment

Environmental Protection Agency

Stateironmental Protection

IAgency with limited power
lAccorded Priority in proposed state|
reorganization of 2008

Labor Contract Law of 2008
Enforcement currently uncertain.

National Labor RatatBoard
Equal Employment Opportunity
Commission

Securities and Exchange Commissio

Labor and Employment Practices

Under Jurisdiction of National
Development and Reform
Commission

Financial Markets

Under Jurisdiction of National
Development and Reform
Commission

Credit Practices Federal Trade Commission

Economic development in all advanced countries lieen accompanied by the development of increasingly
sophisticated public and private institutions, mder to resolve a greater range of conflicts arwlifate more rapid
structural transformation of the economy. Thereehbeen multiple paths to achieve and implemenrt sustitutional
change: from the centralized, civil-service drivandel of France, to the decentralized, judiciatiyeh experience of
the United States, to the structured pluralism astEAsian capitalist nations. In the U.S. the etge arm of the state
was comparatively weak, especially in the institoél crisis that bridged stages one and two, hémeémportance of
the legislative and judicial systems in inventingtitutions that curbed market power. In Japarthe other hand, the
state bureaucracy played a greater role in gengraiid enforcing institutional changes. Chinaenilty stands at a
crossroads of its development. According to Rqdit&k growth has been so rapid, that it is fastrapphing an
institutional bottleneck or crisis. Comparisontwihe experience of industrialized nations suggéststhere is no one
single means of attaining institutional change. iNhpattern is China likely to follow in the devplment of its
institutions?
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Early ‘Modernization Theory’ expectations of a wibiide convergence on the American model were tddie
historical experience. Scholarly studies of EasiaA capitalist institutions (Orru, Biggart and Hiom 1997) have
argued that viable, yet culturally embedded formsapitalism have emerged in Asia. Rather thaparting western
institutions wholesale, Japan, S. Korea and othave adapted these to local conditions. Hamil®94), reasoning
from a Weberian perspective, argues that endudivijizational logics are embedded in institutiospheres of activity
where they provide orientations to action.” TRPRC, despite the revolution, remains within theitoob Confucian-
East Asian civilization, and is more likely to inraie institutional solutions for its evolving ecaomp that work within
the logic of its broader ‘civilizational logics’.

As their economies evolved and diversified, Japach & Korea's institutions evolved to accommodatatpr
degrees of pluralism. The systems evolved in ticesatries did not converge on the U.S. model ofoaie wide-open
and competitive pluralism. Rather, the ‘structupfdtalism’ they developed was consistent with Essan tradition in
which “organizational principles rest on the depslent, differentiation, and systematization of natirre
relationships...in the West laws regulate the actiohpeople, norms in Asia order the relations amorigs. The
Chinese emphasis on a hierarchy of ordered rekdtipa and on harmony among those relationshipsefdranpowerful
worldview for creating social, political, and econig institutions” (Hamilton 1994: 198). AlthougBhina is an
authoritarian state, it is beginning to manifdsteents of ‘structured pluralism’ (Baron 2008)akeé the example of
the popular pressures that resulted in the enattofi¢he Labor Contract Law:

...Workers in China complained of harsh working cdéiods, unfair dismissals, failure to make severance
payments, and failure to pay overtime. In 200%ept of 400 children posted a letter on an intesite describing
how they had rescued 40 children who had been gjggdand sold as slaves to work in brick kilns lia$i province.
Local government officials, however, prevented fidmmilies from locating more of the children. Ouweabroke out in
China, and the government sent 35,000 police tatha to search 7,500 workplaces. The police egsand released
nearly 1,000 workers, many of whom were dazed,ditgeand exhausted. Pictures of the released mebhays added
to the popular anger. This incident provided tlimalf impetus for legislation to establish certaights for
workers...The Labor Contract Law requires an employergive a contract to a worker within one month of
employment. (Baron 2010: 539).

The Chinese state is currently undergoing considerahange and struggle to adapt to the many clggke
thrown up by rapid economic growth. Currently aatl ministries are being restructured and integrab cope with
crises such as environmental pollution. There &raggle between central and local authority, Whitay result in
reversing the devolution trends that began in tlemdperiod. Additionally, the Judiciary, traditaly one of the
weakest segments of the PRC state, is increadimglgming a venue for resolving citizens disputesrdB 2010).

Confucianism and Institutional Change in China

Confucian ideas are enjoying a revival with statensorship after a long period of decline in Chit@onfucian
thought and ideals have the potential to suppa@rtettiorts of institutional change agents in Chipagvided they are
able to mobilize and influence others by effectvigaming their messages. This would represefiilkcircle’ change
in the country, as Confucian ideas were once aasiityfor holding keeping China backward and leadimgts
supplication before foreign powers. Additionallypr@ucianism has a host of contemporary critics &tgue that it is
incompatible with many modern institutions suchdasnocracy; autonomous civil society and profit-geglehavior
(see Chan 2000). Despite such criticisms, Confuplailosophy remains the most deeply rooted c@ilenal meta-
narrative in Eastern Asia, including China, andefere remains a powerful vehicle for addressingpbe at the level
of their values, ethics and norms.

Analysts who are skeptical of Confucianism’s adhijlityt to a modern context, are typically ignoraftthe role
of ideas in fostering change in the political eamyo Institutional reformers generally don’t attentbe wholesale
implementation of abstract ideology or philosoph&gstems. Instead they engage in a process o€ofbge, through
which they recombine already available and legitemzoncepts, scripts, models and other culturélaats that they
find around them in their recombination of old ingtonal elements in new and socially acceptabdgsy’ (Campbell
1998: 7).
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An ethical code, based on the writings and oraliti@n concerning the teachings of the scholar K-tuntzu
(literally "Master Kung") in the period 551- 479 BConfucianism provides considerable raw matedairistitutional
entrepreneurs and change agents; it has a vastuite with considerable legitimate appeal. WHilere are different
schools of Confucian thought, there are certainmomthemes. Confucianism emphasizes social harrandyright
behavior. The virtuous ‘gentleman’ will act witluthility and honesty toward others, and respechfdural law. He
will exhibit filial loyalty toward his parents argenevolence toward his children. The ethical pewsitl exhibit ‘jen’ —
recognition of the value of others, irrespectivahair rank or class. Another concept is ‘li' -ea conduct in terms of
propriety, reverence and courtesy. Confucius placed great emphasis on honesty and probity argomgrnment
officials. In contemporary China, Confucianism laagowerful role in conceptualizing good governmetdte reform,
and criticizing the behavior of local levels of gorment. This could strengthen the hands of ra&ismvithin the state
structure and CCP. It could also lead to strengtigethe Judiciary. Cheng (1998) argues that Goahism does not
conceive a role for civil-society (including busaseor NGOs). Cooperative, and deferential relatigm between an
ethical government and subordinate groups is enoddtus, as an ideology it serves the intereststait-led reform,
which, as the Labor Contract Law case illustratesy involve aligning with mobilized social forces.

It has been suggested that perhaps the most ceolieaConfucianism can play in the development bfin@’s
ethical and regulatory infrastructure derives friisnlessons in conciliation and harmony which ambedied in the
practice of the consultative mechanism of “xieshang

Viewed historically, xieshang is associated witktsluey Confucian values as conciliation and harmavhich
the Chinese people continue to embrace even tod#tye. xieshang mechanism can make an importantibatitm to
the development of democracy in China.... (SympodReport, 2008)

The need for and nature of commercial regulaticth@mnstraints is already being formally addresseatimes a
year when the “the ruling Communist Party but agght other parties, as well as various other dmgdions, take part
in the Consultative Conference, which holds deliliens concerning national policy, government pengd and legal
matters. In these conference sessions the pariisigiscuss the issues .... Conclusions are reachdteobasis of
rational deliberation and persuasion, not imposgdytivernment fiat. Furthermore, the same sorts arffarences
function at the regional and business level, estainlg local and industry codes and regulationsugh consultation.”
(Symposium Report, 2008)

Critics such as Cheng (1998) observe that thene ieory of the separation of powers within Corgnism, or
of judicial review. However, we need not draw tbenclusion that Confucianism has little to offereaty of
institutional change in China. The country is eutty passing through a phase of institutionaligriznd the process of
institutional change will have to reflect the catige efforts of change agents engaged in creatdts of ‘bricolage’,
drawing upon experience, tradition and models aléél from across the world.  Luo (2008) provideg vision of
institutional transformation :

China's social transformation means transformédtiom a planned economy to a market economy, fraaimgle-
sector system of public ownership to a system umdhich public ownership plays the dominant role dngrse forms
of ownership coexist, from the rule of men to théerof law, and from absolute, managerial goverrnterimited,
service-oriented government, from being closedemnisclosed to complete opening-up, and from a Kigkintralized
structure of state and society to a dual structure consultative mechanism with Chinese charactesistnd a mixed
governance model that combines soft with hard laas been created. Both hard and soft laws are fasits of
modern law.

The pace of growth in China has been unpreceddoteal large, complex society, and has brought albofatr
reaching institutional challenge: the country mmmsinage a variety of challenges that emerged niovdysin other
countries, and were accommodated over many decadeschange process is likely to prove enormoakjtlenging,
requiring collective experimentation on an unprecgdd scale. The outcome of this process remaiosrtain, but it
is likely to be consistent with East Asian patteofisstructured pluralism’ emphasizing strong noraisehavior and
strong relationships (i.e. guanxi), rather than est®rn model of independent legal jurisdictions.
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