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Abstract

A central theme in the comparative political economy of the welfare state is the
complementarities between political institutions, social policy, and labour markets. Yet little
has been writtern to uncover this political-economic nexus in China, the world’s second
largest economy. This thesis partly addresses this gap by studying the country’s public
pension arrangement, the most expensive component of the Chinese welfare state. It reveals
the working of the political-economic nexus in contemporary China by showing how it
leads to two puzzling characteristics of the Chinese pension system, namely the rapid
expansion in the absence of electoral pressures and the persistent regional fragmentation
despite an authoritarian central government. It argues that the decentralised authoritarianism,
in which China’s authoritarian central state delegates to regional governments and motivates
them to achieve its developmental goals, drives municipal authorities to compete with each
other in generating economic growth. In the inter-municipal economic competition, local
leaders adopt an expansionary yet localising pension policy. This facilitates the formation of
specific industrial skills, which are productive for particular local industries, and the
retention of skilled industrial workers. All of this is important to local economic
development in a context of industrial upgrading and labour market tightening. It is argued
this is the political-economic logic of China’s pension system.
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Chapter 1 Introduction

The first decade of the twenty-first century witnessed the rise of an expansive yet localised pension
system in China. This thesis formulates a theoretical framework to explain two puzzling
characteristics of the Chinese pension system, namely its rapid expansion in the absence of electoral
pressures and persistent localisation despite an authoritarian central government. The framework
focuses on the complementarities between political institutions, the pension system, and labour
markets in China. The central argument is that the Chinese political institutions shape an
expansionary and localised pension system by driving municipal authorities to compete with each
other in generating specific skills in local labour markets. To be more precise, China’s pension
reform coincided with two structural changes in the Chinese economy, that is, industrial upgrading
and labour market tightening. The two trends raised the need for the training and retaining of
workers with specific industrial skills. An expanding and regionally fragmenting pension policy
encourages workers to invest in the acquisition of skills that are specific for local industries by
insuring them against lifetime income loss, and serves to keep the industrial workers stay in the
locality by limiting the cross-regional portability of their pension packages. The implementation of
pension policy falls within the domain of local government. The incentive of the municipal
authority to adopt the expanding and localising pension policy is structured by the Chinese political
institutions, which award promotions to local officials who outperform their counterparts in
promoting local industrialisation. Under this incentive structure, the office-seeking Chinese
municipal bureaucrats engage in an economic competition and in the process implement the
expansionary and localising pension policy, which is beneficial for skill formation and hence local
industrial expansion. The result of the Chinese political institutions, in the context of industrial
upgrading and labour market tightening, is the expansive and localised pension regime.

By demonstrating the interconnections between political institutions, social policy, and labour
markets in the Chinese context through the study of the Chinese pension system, this thesis
contributes to three sets of literature. First, it adds to the Varieties of Capitalism theory by testing its
hypothesis in the Chinese context that social protection enhances the formation of specific skills
(Estevez-Abe et al. 2001; Iversen and Soskice 2001; Iversen 2005). Secondly, it complements to the
Statist account of welfare state development (Flora and Alber 1981; Orloff and Skocpol 1984;
Skocpol and Amenta 1986), which shows political concerns to appease challenging social interests
drive state actors to expand the welfare state. This thesis argues that in addition to such political
anxieties, economic consideration, especially that regarding skill formation, can also be one
important motivation behind state bureaucrats’ push for welfare state formation. Finally, this thesis
contributes to the institutionalist model of welfare politics (Lijphart and Crepaz 1991; Iversen and
Soskice 2006, 2009, 2010; Estevez-Abe 2008), by revealing in an authoritarian setting how
institutional arrangements shape political competition and the nature of the welfare state.

This introductory chapter proceeds in four sections. First, it starts with a brief introduction of
China’s pension reform, identifying the two puzzling features of the resultant pension system. Then
it contextulises the Chinese pension reform, focusing on the economic and political environment in
which the reform unfolds. Finally, before outlining the structure of the thesis, it discusses how a
political-economic account of the Chinese case contributes to the literature on the comparative
political economy of the welfare state. This thesis, in short, utilises the issue of pension reform as a
policy case to show the political-economic logic in the formation of the Chinese welfare state,
thereby improving our understanding of the political economy of the welfare state in general.



The Puzzling Case of the Chinese Pension System

The Chinese welfare state is pension-dominant. Government spending on public pension far
exceeds that on other major social insurance programmes, making pension the most important
component of the Chinese welfare regime (Graph 1.1). Welfare states in advanced economies are
dominated by healthcare spending in addition to pension expenditure (Moran 1999), while in China
spendings on medical care cannot even remotely rival those on pension programmes. Given the
country’s stage of development, the rise of a pension-dominant welfare state in China is “sudden
and exceptional” (Frazier 2006: 3). One cannot make sense of the Chinese welfare state without
understanding its pension system.

Graph 1. 1 Public Expenditure on Major Social Insurance Programmes (2011)
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China’s pension system, in the broadest sense, is a three-part government-sponsored arrangement. It
constitutes a mandatory pension insurance system for urban residents, a voluntary old age insurance
system for rural residents, and non-contributory special occupational schemes for civil servants and
soldiers. The pension system for the urban area, or urban basic old-age insurance as it is named in
China, is a multi-pillar system which entails: a mandatory pay-as-you-go pension insurance (Pillar
1); a compulsory defined contribution individual account (Pillar 2); and optional pension insurance
which enterprises and individuals could purchase (Pillar 3). Under this system, Pillar 1 is financed
solely by employer contributions of 20% of wages, while Pillar 2 is funded by employee
contribution of 8%. As we shall see below, the regional fragmentation of the pension system means
that in practice specific contribution rates are chosen by the provinces and municipalities, with the
wages used to calculate the contributions being subject to a minimum of 60% and maximum of 300%
of average wages in the locality. On the precondition that contributions have been made for at least
15 years, an individual reaching retirement age (60 for men and 50 for women) is entiled to receive
a pension funded from a “social pool” and his or her individual account. Pension benefit is
calculated on the basis of a locality’s average salary, the individual’s indexed contribution salary
and the individual account balance. The focus of this study is the pension system for urban workers
and residents, especially its government-run, mandatory components (Pillar 1 and 2). This thesis
does not cover voluntary pension insurance for firms and individuals (Pillar 3) because it is still in
its adolescence. In 2008, the share of firms that purchase optional pension schemes for workers was
only 1%, while the proportion of workers who participate in such occupational pension programmes
was just 1.3% (Zheng 2010: 6).



This system has gone through several reforms to reach its current form. The foundation of China’s
pension system was laid by the 1951 Labour Insurance Regulations, which was enacted by the
State Council two years after the founding of People’s Republic of China. It covered urban workers
in public and private factories with more than one hundred employees. With the accomplishment of
the socialist transformation of urban industries in 1957, in which private companies were
collectivised and incorporated into state-owned enterprises, few urban firms were left with fewer
than one hundred employees. This, combined with the 1958 modification on the 1951 Regulations,
which abolished the threshold of one hundred employees, effectively achieved full pension
coverage for all full-time workers at state-owned and urban collective enterprises. Regulations in
1950s stipulated that labour insurance programmes including pension should be financed by firm
contributions of 3 percent of the wage bill, which was collected, managed and pooled across
enterprises by municipal and sectorial branches of ACFTU (All-China Federation of Trade Unions).
30 percent of local contributions to pension fees were further transferred to the national level by the
ACFTU to make redistribution across regions and industrial sectors.

The Cultural Revolution that started in 1966 however virtually dismantled this system. ACFTU
officials at central and local levels, like other officials in the state apparatus, were purged in waves
of political movement during those turbulent years. ACFTU then fell into paralysis. With no one to
manage the collection and distribution of labour insurance, in 1969 regulations were formulated
calling for enterprises to be solely responsible for financing pension programmes and distributing
pension benefits. Under the new arrangement China’s pension system ceased to be a pay-as-you-go
type of social insurance that makes intergenerational transfers from current workers to retirees.
Instead, pensions became enterprise operating expenses. State enterprise managers were left alone
in charge of pension distribution to retired workers according to broad guidelines drawn up by state
regulations and, most important, to the financial situation of the enterprise. The result was an
enterprise-based pension system.

After the Chinese leadership initiated market-oriented reforms in 1978, the welfare arrangements
under the planned economy were thought to be incompatible with a market economy. In particular,
the enterprise-based welfare system, where state enterprises were required to be solely responsible
for financing pension programmes and distributing pension benefits, was held accountable for
imposing too much financial burdens on firms and causing economic inefficiency. In 1986, with the
aim of easing the social burdens on the state sector, tentative reforms took place in several localities,
asking pension contributions to be shared between the state enterprise and its employees and pooled
within the locality. This signified the beginning of the end of the enterprise-based pension
arrangement and the start of a “social insurance type” pension system in China.

These early local experiments with pension reform were adopted as national policy in 1991 by the
central government (State Council Document 33 [1991]), which transferred the authority of pension
provision and administration from the state enterprise to the local government. In 1995, the central
government (State Council Document 6 [1995]) asked all localities to complement the mandatory
pay-as-you-go pension insurance with a compulsory defined contribution individual account for all
urban enterprise employees (i.e. workers in both state and private sectors). This arrangement is
called “the combination of social pools and individual account” (tongzhang jiehe) and has become
the basic setting for China’s urban pension system. In 1997, the piecemeal reform measures that had
been taken before were consolidated and reaffirmed by the central government in the State Council
Document 26 [1997], which has since served as the guilding regulation on China’s national pension
policy. Subsequent development mainly saw the extension of its principles to cover more segments
of the society (for example, State Council Document 38 [2005] required the coverage of the pension
system to further extend to urban workers in self-employment and flexible employment, notably
migrant peasant workers).



The development of the Chinese pension system in the reform era, when put in a comparative
perspective, shows two puzzling characteristics. The first puzzle is about the reform approach. Most
large developing countries chose to protect privileged segments of the workforce by preserving
corporatist welfare arrangements when they reformed their pension systems in the last quarter of the
twentieth century. By contrast, China abolished its socialist “mini welfare states” run by
state-owned firms under the enterprise-based arrangement (Gu 2001), which once only covered
privileged industrial workers in the pre-1978 Maoist period, and replaced them with an urban-based
old-age insurance arrangement with increasingly extended coverage (see Graph 1.2). In this respect
one can compare China with two large developing countries, Brazil and India. The three are
members of the club named “BRICs”, denoting today’s four most vibrant emerging economies
(O’Neill 2001). Rudra (2007) puts forward a typology of welfare states in less developed countries,
which distinguishes between protective welfare states and productive welfare states. While in
productive welfare states social policies are directed to nourish a productive workforce demanded
by the capital so the economy can get prepared to compete in the world market, protective welfare
states seek to insulate domestic industries from international competition, making social rights
reserved for a small, politically influential clientele. Rudra’s cluster analysis classifies India, and to
a less extent, Brazil as protective welfare states. This echoes the conclusions of other researchers,
who report that the protective or corporatist features of the Indian and Brazilian welfare system
have persisted despite several reforms since the 1980s. For example, Allianz International Pensions
(2013: 3) reports that the Indian pension system, which consists of various targeted plans for
different occupation and earning groups, is “reminiscent of the country’s traditional caste system”.
Ferrerr (1996) conceptualises the welfare regime in Latin American, including that of the Brazil, as
“clientelistic welfare state”. On the other hand, Rudra’s analysis shows East Asian Tiger economies
like South Korea and Singapore are identified as having productive welfare states. Although
Rudra’s analysis does not include China, theorists on East Asian welfare states have increasingly
seen China as one of the region’s productivist welfare regimes (Holliday 2002; Holliday and Linda
2003). As this thesis will demonstrate, the Chinese state utilises pension policy as a tool to facilitate
skill formation and economic growth, a defining feature of the productive welfare state. Frazier
(2010: 176-182) also discerns the different approach to pension reform in China compared with
other large developing countries. Therefore we have a puzzle: While the developing world sees its
democracies cater to the interests of narrow segments of society with selective social policy, China,
an authoritarian party-state that is supposed to be less sensitive to citizens’ needs, applies a more
inclusive approach to pension reform by expanding the pension system to cover larger segments of
the urban population. In the absence of genuine electoral pressures, what motivates the Chinese
government to respond to the social needs for old-age income security?



Graph 1. 2 Number of Participants and Coverage Rates of Urban Pension Programmes
(1997-2011)
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Source: China Statistical Yearbook (2012). Pension coverage rates are measured as the ratio of participants of urban
pension programmes to the urban workforce.

The second puzzle about the Chinese pension system is its territorially fragmented structure. After
alomost two decades of pension reforms, China still has no nationally unified scheme for its
pension programmes. In China, the management of urban public pension programmes remains the
domain of local authorities. This keeps the pooling of old-age income loss risks at a territorial level
rather than at the national level, and it makes pension packages non-portable across localities. This
pattern is unique in the world: None of the major welfare states, whether they are unitary or federal,
large or small, have their public old-age insurance systems fragmented on a regional basis
(Agarwala 1998). Despite being federal democracies where subnational political actors tend to
block national redistributive endeavors by forming coalitions to exercise their veto powers
(Beramendi 2012; Obinger 2005; Tsebelis 2002), large developers such as Brazil and India have
achieved the national integration of their public pension systems. China, a constitutionally unitary
country with an authoritarian central government, fails to have its basic pension schemes unified at
the national level. China has five levels of government. Descendingly they are the national
government (i.e. the central government), province, municipality, county, and township (for a more
detailed introduction to the territorial structure of the Chinese state, please see Appendix 1). By
2011, of the 31 provincial-level jurisdictions in mainland China, only 13 have had their pension
schemes consolidated at the provincial level, while the rest of provinces still have the authority over
pension provision and administration left with municipal governments (see Graph 1.3, where the 13
provinces are shaded). This presents a second puzzle, namely that while China’s authoritarian
central government has attempted for the past decade to achieve national pension integration, the
country’s pension system is still deeply fragmented along regional lines and firmly controlled by
local governments.



Graph 1. 3 Provincial Jurisdictions with Provincial-level Integrated Pension Schemes (2011)
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This thesis therefore aims to develop a unified explanatory framework, which highlights the
political-economic interaction between political institutions, pension policy, and labour markets, in
order to answer the question of why China’s pension system is expansive and localised. Some
clarifications about the research topic should be made at the outset. First, as mentioned earlier, this
study focuses on the pension system for urban workers, i.e. the municipal basic old-age insurance,
especially its compulsory, state-run components, rather than on the pension arrangements for rural
residents or civil servants. Secondly, the time span of this study ranges from 1997, when the
national policy to establish the pension system for all urban workers was announced and the
municipal pension pooling model was established, to 2010, the year in which China enacted its first
Social Insurance Law, a watershed event in the evolution of Chinese welfare state.

Contextualising The Chinese Pension Reform

One cannot explain the peculiarities of the Chinese pension system without understanding the
particular political-economic contexts in which the pension reform unfolds. The socio-economic
background defines the social needs for pension policy, and the political and institutional
environment affects how policy makers respond to such needs, which directly shapes the resultant
pension system. This section starts with the socio-economic contexts in which China’s pension
reform was implemented before revealing the reform’s political and institutional underpinnings.

Socio-Economic Contexts

China’s pension reform, fully implemented since 1997, unfolds against the backdrop of two
structural changes in the Chinese economy in the first decade of this century. They are industrial
upgrading and labour market tightening. The popular image of China as world’s workshop
producing cheap, low-end commodities like toys and umbrellas has become increasingly outdated
since the beginning of the twenty-first century. With China’s accession to WTO in 2001, the
pouring into the Chinese market of foreign direct investment and technological know-how,
combined with reforms on domestic regulatory frameworks on market entry according to WTO
rules, injected great stimulus into the process of industrial upgrading of the Chinese economy by
providing financial and technological resources as well as competition pressures. As Brandt et al.
(2008: 624) observe, “ongoing domestic reform facilitates deepening engagement with global
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markets, and therefore promotes continued upgrading and capacity-building among Chinese
manufacturers”. The industrial upgrading of the Chinese economy is evident in the shift in China’s
export mix. As can be seen in Graph 1.4, which shows the share of different types of export
commodities in China’s total exports to the world in value terms, the proportion of low value-added
products, like textiles and processed materials, has kept falling since the late 1990s, while the
increase of the share of products at the higher end of the value chain, like electronics and heavy
manufactures, has been steady and accelerated since 2001. Whereas China’s export was dominated
by low-end commodities like raw materials and processed textile products a decade ago, in 2010
more than 60% of Chinese export value came from more technologically sophisticated products
(see also Thun and Brandt 2010; Herrigel et al. 2013). The fact that China now can compete at the
relatively high end of the world product markets indicates the industrial structure and technological
levels of the Chinese economy have seen considerable progress over the past decade.

Graph 1. 4 The Composition of China’s Exports by Product Type (1997-2011)
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Source: UN Comtrade (http://comtrade.un.org)1

Industrial upgrading requires a corresponding skill upgrading of the Chinese workforce. The skill
upgrading coincides with the tightening of labour markets. The conventional view has it that with a
large population China enjoys an abundant supply of cheap labour force, which gives he country a
“demographic dividend” and thus fuels its economic rise in the last three decades. This is no longer
the case. Demographic transition, which is the natural result of China’s rapid modernisation but also
accelerated by the government’s one-child policy, has led to an ageing population, with the growth
of people at working age (15-64) slowing down since the early 2000s (Cai and Wang 2010). When
the slow growth of working age population is met with a booming economy, the result is a
tightening labour market. As shown in Graph 1.5, the ratio of job vacancies to people seeking jobs

! Following the procedure used by Australian Treasury (http://www.treasury.gov.au), this study classifies export products coded as
the two digit product classification codes of the HS classification system into the following high level product groupings. Raw
materials: refers to the sum of: live animal product (01-05); vegetable product (06-14); animal or vegetable fat or oil (15); mineral
product (25-27); and wood and article, and charcoal (44-46). Processed materials: refers to the sum of: prepared foodstuff, beverage
and tobacco (16-24); product of chemical or allied industry (28-38); plastics, rubber and article thereof (39-40); pulp of wood, paper,
and paperboard (47-49); and articles of stone, cement or glass (68-70).Textiles and other light manufacturing: refers to the sum of:
raw hide, skin and leather (41-43); textile and textile article (50-63); footwear, headgear and umbrellas (64-67); and miscellaneous
manufactured article (94-96).Electronics: refers to the sum of: electrical equipment (85); and optical equipment, clocks and musical
instruments (90-92).Heavy manufacturing: refers to the sum of: vehicle, aircraft, vessel and transport equipment (86-89); arms and
ammunition (93); nuclear reactor, boiler and machinery (84); and base metals and articles thereof (72-83).Other: refers to the sum of:
pearl, precious stones and metals (71); art, collector’s piece and antiques (97-98); and commodities not classified according to kind
(99).

7



in China’s urban labour markets has kept firmly increasing since 2001, only meeting brief setbacks
in the recent financial crisis before bouncing back strongly in 2009. As the labour market tightens,
the competition for labour force is likely to intensify among employers, who would outbid each
other to offer competitive compensation packages to attract and retain workers (Nee and Opper
2012). Drawing on China Household Income Project (CHIP), John Knight et al. (2010) find that
even migrant workers, the traditionally least paid segment of the Chinese urban workforce, saw
their real wage increased by an annual rate of 7 percent on average during the period of 2004-2009.
The past decade marks the beginning of the end of cheap Chinese labour (Rein 2012).

Graph 1. 5 Demand-Supply Ratio in Chinese Urban Labour Market (2001-2012)
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The changing socio-economic conditions, notably industrial upgrading and labour market tightening,
have profound implications for the role of social protection programmes like pension in the
economy and the social policy preferences of economic actors such as workers and employers. First,
with the process of industrial upgrading raising the demand for a workforce with a higher level of
industrial skills, social protection schemes become increasingly important in terms of facilitating
skill formation. According to the literature of Varieties of Capitalism, which will be discussed in
Chapter 2, comprehensive social protection programmes encourage individuals to acquire specific
industrial skills by assuring them about the stability of future income. So to the extent that social
protection helps to bring about income stability and secure the sufficient supply of skilled labour
force, Chinese workers and employers, especially those who rely on specific skills for production,

require expansionary social policies like the extending of the coverage of public pension
programmes.

Secondly, in addition to its positive impacts on skill formation, China’s social insurance system,
with its localised structure, also serves to regulate the labour market competition. The tightening of
labour markets intensifies the competition for skilled workforce among Chinese employers.
Poaching is rampant (Li and Sheldon 2010; Sheldon and Li; 2013). To retain workers, which is
meant not only to have a stable workforce but also to protect employer’s investment in the skill
development of workers, employers have to offer higher-than-equilibrium wages. An especially
effective form of such wages is the deferred benefits. As Swenson (2002: 27) argues,
“insurance-type benefits, like pension, take the form of ‘deferred wage’, further inhibiting turnover
by inducing workers to stay long enough to qualify for and then receive them”. This thesis argues
that the localised public pension scheme can serve the purpose well. It discourages labour mobility
by making pension package non-portable across regions. This in turn deters poaching activity by
raising the amount of money the outside employer has to offer to the poached employee, whose loss
8



of pension rights has to be compensated. With the excessive competition in labour markets curtailed
and the problem of poaching addressed, the employer then has incentive to fund training
programmes for employees, which assists skill improvement to meet the demand of industrial
upgrading.

Political and Institutional Foundations

Socio-economic changes determine the economic functions of social protection and social policy
preferences of the Chinese workers and employers (for examples of new socio-economic conditions
giving rise to new demand for social policies, one can see Armingeon and Bonoli (2007), Bonoli
(2007), Iversen and Wren (1998), Iversen and Cusack (2000), Emmenegger et al. (2012) and
Fleckenstein et al. (2011)). But citizen’s policy preferences never automatically translate into
government policy. Whether policy outcome reflects citizens’ preferences depends on how political
institutions align the preference of policy makers with that of the populace. In other words, it is the
incentive structure facing policymakers that determines whether they will make policy choices that
correspond to citizens’ preferences. Then who are the decision makers in China’s pension reform
and what incentive structure do they face?

The major policy actor in China’s urban pension reform is the leader of the municipality (Frazier
2010), and the political institution that structures his incentive is the “decentralised authoritarianism”
(Landry 2008). Despite a facade of a constitutionally unitary state, China never specifies in formal
rules how the centre and the locality should interact with each other. This ambiguity leaves ample
room to local authorities to pursue their own developmental strategies and to maneuver for a
position of power in their relations with the central government. In fact, the local state in China has
so much autonomy and political influence that central leaders, from Mao Zedong to Deng Xiaoping,
often ally with local authorities to form political coalitions in elite competition, a strategy called
“playing to the province” (Shirk 1993: 162). Given the prominence of regions in the Chinese
political life, one should not be surprised to find the Chinese state is characterised by a high degree
of decentralisation of decision-making. As shown in Graph 1.6, the local government accounts for
over 70 percent of overall public expenditure by the Chinese state, while when it comes to social
policy, the local state is responsible for 86% of total social expenditure (including the spending on
social security, pension, healthcare, and employment policies). Political scientists have coined
various terms like “market-preserving federalism” (Weingast 1995; Qian and Weingast 1997),
“Chinese style federalism” (Montinola et al. 1995) and “de facto federalism” (Zheng 2007) to
capture the highly decentralised nature of the Chinese state.

Graph 1. 6 Share of Central and Local Government Spending (2000-2011)
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Source: China Statistical Yearbooks (2001-2012)

With regional authorities granted such autonomy, how does the Chinese central government control
them? This leads to the notion of authoritarianism. China is an authoritarian state in the sense that
public officials are selected, not on the basis of competitive election, but through a rigorous cadre
evaluation and promotion system tightly controlled by the party-centre and the central government
(Lieberthal 2004: 208-219). It is this system that incentivises Chinese local leaders, who are
office-seeking and concerned about their career advancement, to utilise their autonomy according to
local conditions to achieve developmental goals set by the central government, rather than to get
their own way.

One crucial feature of this “decentralised authoritarianism” (Landry 2008) is the bureaucratic
promotion tournament (Edin 2003; Tsui and Wang 2004; Li and Zhou 2005), in which the central
government awards the municipal leaders who perform best in achieving developmental targets like
local economic growth by promoting them to higher-level government offices. The implication of
the bureaucratic promotion tournament is twofold. First, Chinese local leaders are motivated to
increase the likelihood of being promoted by pursuing pro-growth economic strategies to expand

the regional economy of their jurisdictions. This explains the “entrepreneurial” and “developmental”
behaviour of the Chinese local state (Oi 1992; Walder 1995; Blecher and Shue 1996; Duckett 1998).
Secondly, local leaders are also incentivised to decrease the promotion chances of their competitors
by adopting non-cooperative sabotage measures like local protectionist policies. This is the reason
why leaders of Chinese local states can act like “economic warlords” who keep a tight control over
access to economic resources in their own jurisdictions, be it customers, capital, or labour force
(Wedeman 2003). In short, a local leader may win the competition for promotion by making

himself look good and others look bad.

The other important facet of China’s decentralised authoritarianism is that the central government’s
commitment to award the winning local officials in the promotion tournament is not always
credible. The authoritarian nature of the Chinese central government means that no mechanism
exists that ensures it is committed to its promise to promote the best-performing municipal leader to
top provincial posts. In particular, under the arrangement of what I call “Chinese-style political
decentralization”, such promise is not equally credible across all regions. The credibility of the
Chinese central government’s commitment to promote municipal leaders can be revealed by
studying the insider/outsider profile of provincial leadership. In provinces where provincial leading
posts are traditionally held by home-grown insiders rising from municipalities, such commitment is
much more credible and hence more motivational than in provinces that are often governed by
outsiders parachuted from Beijing or elsewhere. Authors like Tsai (2007) and Persson and
Zhuravskaya (2012) have reported, through case studies and statistical analysis, that Chinese
locality being governed by home-grown leaders tend to be associated with a higher level of public
goods provision in this locality. They explains this by arguing that home-grown cadres have some
intrinsic attributes that will make them more inclined to serve the local people through public goods
provision. This study differ from them in that it sees background of local leaders, not as indication
of any personal attributes, but as indication of an incentive structure that affect the incentive of
lower level officials to provide public goods. That is to say, background of provincial leaders
suggests the incentive structure facing municipal officials.

Considering the combined effects of the two institutional settings of the decentralised
authoritarianism in China, i.e. bureaucratic promotion tournament and Chinese-style political
decentralisation, it can be inferred that the incentive of Chinese municipal leaders to adopt
pro-growth policies and to engage in local protectionist activities is a function of the credibility of
the central government’s commitment on promotion. These two political institutions provide the
basic incentive structure that shapes municipal leaders’ behaviours. Then the issue becomes what
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pension policy this incentive structure motivates the office-seeking Chinese municipal leaders to
choose in the context of industrial upgrading and labour market tightening, where a large pool of
skilled labour force is a major component of the competitiveness of local economy. This thesis, in
Chapter 3, will formulate a political-economic theory on how Chinese municipal authorities, driven
by the political institutions to engage in an economic competition among them, make pension
policy to facilitate the acquisition of industrial skills and the retention of industrial skilled workers.

Theoretical Implications

How does a study of the Chinese case of pension reform improve our understanding of the political
economy of the welfare state in general? Drawing on China’s experience in pension reform, this
research attempts to add to three streams of literature. The first one is the literature on the economic
benefits of social protection in terms of its positive impacts on skill formation (Estevez-Abe et al.
2001; Iversen and Soskice 2001; Iversen 2005; Cusack et al. 2006). The second strand of literature
is the one that investigates how state agency shapes the development of the welfare state (Heclo
1974; Weir and Skocpol 1983; Skocpol and Amenta 1986). Finally, this study tries to contribute to
the literature on the institutional underpinnings of welfare politics (Birchfield and Crepaz 1998;
Lijphart and Crepaz 1991; Iversen and Soskice 2006, 2009, 2010).

Mainly formulated under the Varieties of Capitalism paradigm (Hall and Soskice 2001), it has been
argued that social protection can be beneficial for economic development because it gives workers
incentive to invest in human capital, which is conceptualised as productive skills co-specific for
both of employers and employees (Estevez-Abe et al. 2001). This study tests this hypothesis in the
Chinese context. On the basis of that, this study explores how the expansion and fragmentation of
the Chinese pension system is linked with the competition between political actors on developing
local economy through the training of a skilled workforce.

The Chinese case is ideal for demonstrating the thesis that economic considerations may play a
crucial part in the development of the welfare state (Iversen and Soskice 2009; Mares 2001, 2003;
Martin and Swank 2012). When arguing this in the settings of OECD countries, where trade unions
are likely to have political leverage, it is difficult to tell whether the enactment of social legislations
is a response to the pressure from the organised labour that is concerned about redistributive
equality, or it is the result of the support of social interests like employers who care more about
economic efficiency (for example, see Mares 2001, 2003; Swenson 2002). In other words, with the
presence of politically strong trade unions, the welfare state can always be interpreted as the
product of labour playing redistributive politics against the market forces (Esping-Andersen 1985),
thereby making it a daunting task to demonstrate the argument that in addition to serving the
redistributive cause the welfare state also facilitates the well-functioning of market economy
through, for example, dealing with the market failure in skill formation (for the debate on this issue,
please refer to Korpi (2006) and Iversen and Soskice (2009)).

Compared with the cases of advanced democracies, the Chinese context makes it relatively easy to
isolate and demonstrate the economic rationale behind the welfare state. The necessary
organisations for working class to use their political muscle to pursue redistributive goals, as
identified in the power resource literature (for example, see Lenski 1966; Korpi 1983; Huber and
Stephens 2001; Korpi and Palme 2003), are leftist parties, which are able to take part in competitive
elections, and trade unions, which are independent from the state. China has neither of these. China
is a one party state, where the existence of any party other than the ruling Communist Party and the
seven “political consultative parties” is illegal. In addition, Chinese unions are subservient to the
Party, which is manifested in several institutional arrangements like that Chairman of All-China
Federation of Trade Unions must be a member of the Standing Committee of the Communist Party
Politburo (Metcalf and J. Li 2005). Surely it would be oversimplifying to describe the Chinese
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labour movement as weak or incompetent. Labour may be mobilised in a different, non-institutional
way in the Chinese context than in the historical context of the West. Indeed, authors like Ching
Kwan Lee (2007: 229) and Mingwei Liu (2010) find out that unlike its Western counterpart, labour
activism in China tends to be cellular and localised and vary in union strategies according to
regional socio-economic conditions. But at least for the period this research studies (1997-2010),
there has been no evidence showing the Chinese way of labour mobilisation, if there is any, has
equipped the Chinese labour with sufficient strength to challenge the government or the capital.
Even Ching Kwan Lee (2007) herself admits that the central theme for the regional economic
development is one of “local accumulation” by acquisitive local officials and businessmen.
Therefore, the institutional environment of China allows a possibility to rule out the impact of
unions in social policymaking and focus on the economic considerations in the making of welfare
policy.

Revealing the economic functions of social policy brings us new insights into the literature on the
role of the state agency in welfare state development. Thanks to the contribution made by
state-centred theorists (Evans, Rueschemeyer, and Skocpol 1985; Skocpol and Amenta 1986), the
state has been brought back onto the centre stage of public policymaking and the comparative
political economy more generally, and the agency of state actors has been assigned an important
role in the process of welfare state formation. The state-centred theory helps to balance the power
resource theory of welfare politics, which is dominated by the analysis of social interests such as the
organised labour (Korpi 1983; Korpi and Palme 2003; Esping-Andersen 1985; Hicks 1999; Huber
and Stephens 2001), by exploring how state actors and ruling bureaucrats utilise social policy as a
means to appease challenging social groups (see also Offe 1984), as was in the case of Bismarckian
Germany and Hapsburg Austria (Flora and Alber 1981) and post-Communist Eastern European
countries (Vanhuysse 2006). In short, the Statist model of welfare politics attributes the building of
the welfare state to the political benefits of social policy to state actors.

But the benefits of social policy to state actors can also be economic. Drawing on the Chinese case
of pension reform, this study argues that economic considerations in terms of facilitating skill
formation can loom large when state actors make social policies. As will be demonstrated in this
study, the political actors who make the economic calculation in China’s urban pension reform are
state bureaucrats, especially those working as municipal leaders. They are engaging in an economic
and promotion competition in which officials seek to enhance promotion chances by outperforming
one another in generating economic grwoth. This study shows how state actor’s concerns about
economic issues like skill formation shape their policy actions on welfare state building. Therefore,
this study makes a contribution to our understanding of welfare state development by linking the
Statist model of welfare politics, which focuses on the role of state agency in welfare state
formation, with the Varieties of Capitalism theory, which reveals the economic benefits of social
policy with respect to skill formation. It shows that to appease the challenging social interests is not
the sole concern of state actors when they make social policy, as the Statist account of the welfare
state often argues. Through social policy, the state agents also try to foster industrialisation by
addressing the market failure in the formation of industrial skills, as one can see in the Chinese
pension reform. From the perspective of the state, the raison d’étre of social policy is not just
political, but economic as well.

Examining the role of the state actor in welfare politics from the perspective of Varieties of
Capitalism also contributes to the model of welfare politics that is based on economic benefits of
social policy. Drawing on economic implications of welfare programmes, this model of welfare
politics, termed as the cross-class alliance model (Swenson 1991; Estevez-Abe 2008), challenges
the power resource theory by introducing the active participation of employers in social
policymaking. In light of the business preferences for social policy, which is based on social
policy’s economic functions in terms of insuring against risks and containing labour management
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costs, it has been argued that employers may have a shared interest with the unions in the enactment
of social legislations and regulations (Martin 1995, 2000; Swenson 1991, 2002; Mares 2001, 2003).
That is to say, the essence of welfare politics should be accurately captured by the notion of
“politics of markets” (Iversen 2005), which argues the strategic interaction among various market
participants such as employers and unions shapes the welfare state in a way that enhances the
efficiency of the market economy, rather than by the idea of “politics against markets”
(Esping-Andersen 1985), which interprets the welfare state as the organised labour’s effort to wield
political power to counteract the market force. By revealing the social policy preferences of the
Chinese employers by analysing their statements, which is presented in Chapter 6, this study
discovers the articulation of the “politics of markets” thesis in the Chinese context and therefore
contributes to the cross-class alliance model of welfare politics.

Although it directs theoretical attention to social policy preferences of employers, the cross-class
alliance theory fails to incorporate political power into the model of welfare politics. Indeed, this
theory focuses on the economic calculation of societal actors such as employers and trade unions
and hence their active involvement in the process of social policymaking. There is no account of the
participation of political actors, such as elected politicians and state bureaucrats. This thesis, on the
other hand, by studying the economic considerations of the Chinese state actors in pension politics,
demonstrates that it is possible to build a model of welfare politics based on the economic functions
of the welfare state that takes political power into account.

A theory of welfare politics that incorporates political power has been provided by the new
institutionalist model of social policymaking. This model understands institutions as the rules that
regulate political interactions. Institutions affect policy outcomes by shaping agents’ preferences,
forming actors’ expectations about the response of others, and structuring their choices of actions.
A particular focus of this set of literature is on the impact of electoral rules, which are able to shape
the electoral strategies and hence the redistributive preferences and policy actions of office-seeking
politicians. Most notably is the thesis that proportional representation leads to large welfare states
because it structures political competition in a way that biases more social spending (Katzenstein
1985; Birchfield and Crepaz 1998; Lijphart and Crepaz 1991; Iversen and Soskice 2006, 2009; for
the impact of electoral system proportionality on skill formation, see Iversen and Soskice 2010).
Focusing on different types of welfare provision rather than different levels of social spending,
Estevez-Abe (2008) draws on the Japanese case to demonstrate various distributive biases that
emerge under different electoral rules, especially district magnitude and personal vote, which shape
the competition strategies and distributive preferences of politicians. The institutional
underpinnings of political competition, therefore, are an important factor shaping the pattern of
welfare provision.

Although Estevez-Abe (2008) discusses the institutional constraints on the behaviours of Japanese
bureaucrats, the majority of the literature on the institutionalist model of social policymaking
primarily looks at electoral competition, in which politicians compete for votes in order to win
electoral campaigns and get elected to the legislature. It rarely studies the bureaucratic competition,
in which bureaucrats in the executive branch of the government compete for promotion to
higher-ranking positions in the administrative hierarchy. This research supplements the
institutionalist theory of welfare politics by studying the competition among state bureaucrats in the
pension reform of China, an exemplar country in terms of bureaucratic politics. It asks the
following questions: If the shaping of the Chinese pension system is driven by the competition
among local state officials for economic performance and promotion opportunities, then what are
the institutional underpinnings of such competition? In other words, what institutional arrangements
motivate Chinese local bureaucrats to compete with each other for economic performance and
career advancement, which in turn leads to the competition on the training of an army of labour
force with industry specific skills through expansive and fragmenting pension policy? This thesis
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will demonstrate that in the absence of Western-style electoral competition in China, social
policymaking has been shaped by bureaucratic competition that is regulated by political institutions.
This, therefore, enriches our understanding of how political institutions structure political
competition, manifested as electoral competition in advanced democracies and bureaucratic
competition in China, which in turn shapes patterns of welfare provision.

Studying China’s welfare politics from the viewpoint of institutionally shaped political competition
broadens the possibility of studying the Chinese case in a comparative framework. China, because
of its peculiar political system (i.e. an authoritarian regime led by a hegemonic party), has long been
denied a place in the comparative political economy theories of the welfare state, which are mostly
formulated on the basis of the historical experience of advanced democracies. This prevents a
deeper understanding of the Chinese case with the help of the comparative political economy
literature. It also denies this set of literature the opportunity to develop and enrich itself by drawing
on the experience of the world’s second largest economy. We can get out of this unfortunate
situation by going beyond the democracy/authoritarianism dichotomy and getting a common ground
on which China can be compared with other countries. Applying the notion of institutionally shaped
political competition to China can be a first step to finding such common ground. China is not a
member of the club of liberal democracies. But this does not mean there is no institutionally
regulated competition among political actors in China. As will be shown in this study, China’s
political institutions give rise to bureaucratic competition among local officials, and this has
profound implications for the shaping of the Chinese pension system. If we go beyond the
democracy/authoritarianism contrast and place our investigation on a higher level of abstraction,
then we can see that in the sense of having institutionally shaped political competition with
distributive consequences, China is no different from other industrialised democracies. What we
need to do is to identify which institutions regulate political competition in China and to discover
how the competition affects the design of its welfare provision. After that, we may examine to what
extent welfare politics in China can be compared with that in other countries and whether China can
be incorporated into the comparative political economy literature on the welfare state. This study
presents the first step in the efforts to situate China in the landscape of the comparative studies of
the welfare state.

To summarise, building on the notion of social policy facilitating skill formation, this study
formulates an institutionalist account of the pension policy actions of China’s local state actors. It
argues that the institutionally shaped competition between state agents to utilise the economic
benefits of pension schemes leads to the expansion and fragmentation of China’s urban pension
system. This study therefore first contributes to the Varieties of Capitalism literature by testing its
thesis in the Chinese context that social protection programmes assist skill formation. Then by
revealing the Chinese state actors’ economic considerations in pension policymaking, this study
adds to the literature on the role of state agency in welfare state development. Finally, this study
contributes to the institutionalist theory of welfare politics by demonstrating how political
institutions structure the competition among Chinese state actors, which in turn shapes their pension
policy preferences and actions.

Structure of the Dissertation

This study adopts mixed methods that combine quantitative approach with qualitative analysis. It is
structured to reflect this methodological choice. Theoretical insights are first to be drawn from the
literature. On the basis of these insights, a theory will be formulated, showing the interrelationship
between political institutions, agency of state actors in the making of pension policy, and skill
formation on the part of workers and employers. To assess the validity of this theory, quantitative
approach will be applied to test its observable implications, while qualitative analysis will be
conducted to evaluate to what extent its assumptions about political and economic agents’
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preferences and behaviours accurately reflect the reality in China. Qualitative analysis also serves to
provide micro-foundations for the macro-level statistical analysis. Only with the predictions
surviving the quantitative tests and assumptions supported by qualitative materials can we
demonstrate the validity of our theory.

Following this introductory chapter, Chapter 2 provides a literature review, discussing how theories
on welfare state development can improve our understanding of China’s pension system building. It
shows that the literature on the impact of political institutions on social policymaking is especially
helpful in highlighting the central role in China’s pension reform played by state actors, especially
those at the municipal level, and the institutional arrangements that make the interaction among
them competitive and non-cooperative. The interests of Chinese municipal state actors in getting
actively involved in pension reform rest with the economic benefits of pension policy in terms of
facilitating the formation of productive industrial skills, as emphasised in the Varieties of
Capitalism literature and the labour economics theories on individual’s human capital investment.

Drawing on the insights from the literature, Chapter 3 formulates a theory from the perspective of
rational choice institutionalism, which, according to Hall and Taylor’s (1996) categorisation of
institutionalism, refers to the institutionalist approach that examines how institutional settings shape
rational actors’ strategic calculation and interaction. The theory aims to show how the equilibrium
of the interactions between political and economic agents leads to the expansion and localisation of
China’s pension system. This theory generates two predictions on the policy behaviours of the
Chinese municipal leaders, namely Expansion Hypothesis and Localisation Hypothesis, and two
predictions on the human capital investment decisions by workers and employers, namely
Schooling Hypothesis and Training Hypothesis.

Having a theory and its predictions in place, Chapter 4 sets out to discuss the methods to be used to
assess the validity of this theory. This study applies a mixed methods research strategy, combining
quantitative approach with qualitative analysis, to have a comprehensive assessment of the theory.
The quantitative approach is aimed at utilising statistical manipulations of large amount of data to
have systematic testing of the implications derived from the theory. The quantitative data come
from statistical yearbooks on Chinese provinces, which are treated as the unit of analysis in the
statistical analysis. The qualitative analysis, on the other hand, is meant to substantiate the theory by
providing micro-foundations and to evaluate the theory’s assumptions about agents’ preferences
and behaviours.

The following two chapters apply the mixed methods to assess the validity of our theory. Chapter 5
examines the impact of political institutions on pension policy behaviours of political agents. After
showing the pension policy preferences of Chinese municipal leaders through their conference
speeches, it tests the Expansion Hypothesis and Localisation Hypothesis, which argue that the
regional variations in institutional arrangements should cause regional variations in pension policy
choices by municipal leaders. Chapter 6 explores how such choices of pension policy in turn affect
human capital investment decisions by economic agents. It draws on survey data and qualitative
newspaper data to reveal economic agents’ preferences for pension programmes, before
quantitatively testing the Schooling Hypothesis and Training Hypothesis to see how workers and
employers make human capital investment decisions in response to local pension arrangements.

While the venture of this research is rooted in academic scholarship, it also wishes to speak to
policy debates ongoing in China today. So Chapter 7, in addition to summarising the preceding
chapters, concludes this thesis by discussing how the political-economic framework of this research
can improve our understanding of wider economic issues in China. This study comes at an
uncertain point in the trajectory of China’s economic rise, when the slowing economic growth due
to the global recession has exposed the greatest weakness of the Chinese economy, namely the
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imbalanced growth model. This model is characterised by the unusual prominence of the export-led
manufacturing sector and the equally uncommon lagged development of the service economy. In
offering insights into how China’s welfare state is embedded in the developmental strategy of
supplying a workforce with industry specific skills, the political-economic framework formulated in
this study provides an institutionalist explanation of China’s imbalanced economic growth model:
The expansive Chinese welfare state, which rises in a political context of interregional competition,
favours the growth of the manufacturing sector by subsidising the production of industrial specific
skills and constraints the expansion of the service economy by imposing heavy social security taxes.
The net result is the imbalanced growth formula. This study, therefore, not only contributes to the
literature on the service economy expansion and its relationship with the welfare state by applying
the literature’s theoretical insights to the Chinese case (for examples of this set of literature, see
Iversen and Soskice 2010; Wren 2013), but also engages with the policy debate in today’s China on
how to rebalance the Chinese economy by offering a fresh perspective of the causes of the
imbalanced growth model.
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Chapter 2 Literature Review

This chapter reviews three sets of literature. They are the literature on the logic of industrialism in
welfare state development, the Statist account of social policymaking, and the theories on the
positive impacts of social policy on skill formation. The literature on industrialism and
late-industrialisation highlights the central role of the state in the process of welfare state
modernisation in late-industrialising countries such as China. The discussion of the literature on the
role of state institutions in social policymaking suggests that institution matters in shaping the social
policy behaviours of political agents. In the Chinese context, the political agent that plays a leading
part in China’s pension reform is the Chinese local state at the municipal level, which competes
against its counterparts to promote local economic development. According to the labour economics
literature and the Varieties of Capitalism theory, one instrument that could be employed by Chinese
local leaders to foster regional economy is social security policy, which facilitates the formation of
specific industrial skills. Such economic function of social protection makes it crucial for local
industrialisation and economic expansion. These insights constitute the basis on which this thesis
formulates its theory on the political-economic logic of the Chinese pension system.

Logic of Industrialism

Many would attribute the development of the Chinese pension system to China’s rapid economic
expansion and increasingly ageing population, echoing the argument of industrialism logic. One can
distinguish between old and new “logic of industrialism”. The first generation of “industrialism
logic” draws on the modernisation paradigm to explain the rising social expenditures throughout the
industrialised nations in the early postwar years. It is argued that industrialisation generates the
social risks that traditional social institutions, like kinship and patrimonial arrangements, are
inadequate to deal with (Kerr et al. 1960). This renders vulnerable those who are unable to
participate in and generate incomes from capitalist labour markets, such as the old and the sick
(Pampel and Weiss 1983). This requires the state to step in to increase public spending on social
programmes, which is made possible by the material wealth generated from industrial expansion
(Wilensky and Lebeaux 1958). The result of the “logic of industrialism”, therefore, is the growth of
the welfare state.

Cutright (1965) and Wilensky (1975) were among the first to test empirically the industrialism
account of welfare state development. The study by Wilensky (1975) is especially important for two
reasons. First, Wilensky’s quantitative analysis identifies economic growth and population ageing
to be the most crucial factors that contribute to welfare state expansion. This is central to
subsequent studies, in which GDP per capita and the share of the elderly in the population become
default controls in empirical testing of theories on welfare state development. Secondly, Wilensky
(1975: 24) argues “economic growth is the ultimate cause of welfare state development”. This
implies that all nations, with their economies reaching a similar stage of development, would
eventually converge at comparable levels of welfare state maturity. This view constitutes what
Myles and Quadagno (2002) call the strong version of the industrialism theory on welfare state
expansion.

This version of industrialisation theory, which predicts a convergence of national welfare states, is
later developed into a “new logic of industrialism” (Pierson 1996: 148). In this theory, the economic
determinism is found, not in the force of industrialisation, but in the weight of globalisation. It is
argued that economic integration of the world market, especially that of capital markets, constrains
fiscal and monetary policy options of national governments, which now have to engage in tax
competition in the increasingly globalised world economy (Rodrik 1997; Steinmo 1994; Strange
1996; Tanzi 1995). The implication for the welfare state is clear: With national government’s
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control over tax bases weakened, social transfers and services, which are funded by national taxes,
have to be rolled back (Schwartz 1994). Unlike the old logic of industrialism, which predicts an
upward convergence of national welfare efforts, the new version of industrialism logic expects to
see a downward trend among welfare states in an era of globalisation.

This relates to the “social dumping” thesis. The term “social dumping” refers to the situation where
national governments reduce social benefits and employment protection to enhance the
competitiveness of their economies, anticipating firms would choose to operate at or relocate to
countries with low social costs in the global market (Alber and Standing 2000: 99). The result of
every government doing so is a “race to the bottom”, a metaphor originally made by William Cary
(1974) to describe the regulatory competition among U.S. states, which is updated in the social
policy literature to refer to a convergence toward very rudimentary national welfare states. The
“social dumping” thesis is applied in the context of increasingly intensified international
competition, which can result from incorporation of less developed countries into the world market
(Sinn 2003), integration of EU single market (Mosley 1995), and EU eastern enlargement
(Vaughan-Whitehead 2003).

In addition to failing to explain the timing of the first adoption of the social security programmes
(Collier and Messick 1975), the logic of industrialism is also unable to explain the
NON-convergence of the welfare states in the developed world. Indeed, to the contrary of what this
theory predicts, being at comparable levels of economic development does not lead industrialised
countries to spend the same proportion of their national wealth on social programmes. In fact, the
discrepancy in welfare efforts of the developed nations has persisted, if not increased, since the
early postwar years, with the Nordic countries and the Anglo-Saxon nations at the two ends of the
spectrum (Lindert 2004). As for the “race to the bottom” argument, the other version of the
convergence thesis, no statistical evidence has been found to support it. Instead, authors have
observed a continuation of national differences in spite of the supposedly leveling effects of
gloablisation, which is attributed to the cross-national differences in domestic political and
institutional factors (Garrett 1995, 1998; Rhodes 1996; Swank 1997). Although the logic of
industrialism is not successful in explaining cross-national differences between rich democracies, it
is generally believed this argument “explained broad social policy differences between rich and
poor nations” (Pierson 1996: 148). But as will become clear later, when we assess the industrialism
logic argument in the Chinese context, this thesis is actually not more helpful in explaining the
situations of social policy in developing countries such as China, due to its neglect of the historical
condition of late-industrialisation.

The logic of industrialisation literature identifies the social demands generated by industrialisation
and economic growth, and the Chinese story to some extent is consistent with this logic. Over the
past three decades, China’s economic growth has been almost uninterrupted, averaging at around 10%
a year, which consequently puts China the second largest economy in the world in terms of nominal
GDP (The Economist 2010). With economic prosperity comes the improvement of human
wellbeing and then the heavy burden of caring for the elderly people. According to World Health
Organisation (2011), life expectancy of the Chinese people now reaches 76 years (74 years for men
and 77 years for women). The average annual growth rate of the population aged over 60 is 3%,
three times the natural increase rate of the national population. As a result, the trend of population
ageing puts the pension system under great pressure. In 1978, the ratio of the number of pensioners
to the number of active contributors in China was 1:30. This figure changed dramatically to 1:5.4 in
1989 and 1:3.5 in 2001 and is projected to reach 1:1.69 in 2050 (Ministry of Labour and Social
Security 2001). Population ageing therefore constitutes an important backdrop to China’s pension
reform.
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From this demographic perspective, voluminous analyses of the Chinese pension system are
produced to offer policy recommendations on how the government should respond to the financial
burden posed by the demographic pressure. The Graying of the Middle Kingdom by Jackson and
Howe (2004) documents and predicts the trend of demographic transformation in China caused by
falling fertility and rising longevity, and warns about a likely financial crisis for China’s pension
system half a century later unless the Chinese government, first and foremost, pumps more funds
into this system and makes the individual account fully funded. West (1999) reports several
government-led reforms on the pension arrangement in responses to the ageing Chinese population,
arguing that the decision to dismantle the enterprise-based welfare system was made on the grounds
that the old system would be financially unsustainable to meet the challenge posed by a declining
worker-retiree ratio.

These studies, though quite informative in documenting demographic statistics and innovative in
offering reform measures, “tend to take for granted the capacity of states to implement ambitious
and complicated new schemes for the provision of old-age income to pensioners”, as Mark Frazier
(2004: 45) criticises. Indeed, most researches, often commissioned by international development
organisations like the World Bank, deal with the reform of old-age income security arrangements in
developing countries and transition economies, where limited state capacity is usually a defining
feature due to the strength of social forces, as Midgal (1998) finds in several African countries, and
due to the fragmented structure of the state, as we shall see in the Chinese case. The policy-oriented
studies based on the industrialisation/demographic transition perspective are correct in pointing out
that if we take proper actions the ageing population would not become a time bomb. But this does
not mean the demographic pressure would translate automatically into certain state actions like
those they recommend. Without taking into account the limited state capacity of developing
countries, these studies often offer unrealistically ambitious policy options, like that “China should
have an universal pension system” (Jackson and Howe 2004: 79), and make the pension reform
measures actually taken in practice puzzling, like the Chinese pension system’s low level of risk
pooling which should have been heightened years ago given the mounting financial pressure caused
by a declining worker-pensioner ratio. Paying no attention to the actual ability of the state becomes
the first drawback of the literature on China’s pension reform inspired by the industrialism and
demographic perspective.

A second drawback of this set of literature is its ignorance of the specific historical situation which
developing countries like China are caught in, that is, the late industrialisation. Industrialisation
alone cannot account for the demographic pressure on China’s pension system. Despite its sustained
economic growth, China’s GDP per capita has only reached the level of Japan in the early 1960s
(Hubacek et al. 2007). China, therefore, with a developing country economy, has already become
one of the fastest ageing countries in the world, confronted with the problem of population ageing
that is expected to be found only in developed economies. Another way to illustrate this is to note
that China’s population ages faster than the industrial countries historically did. For example, it
took Belgium more than 100 years to have the share of the population over 60 increase from 9 to 18
percent. The same transition would take only 34 years in China (World Bank 1994: 2). One may
hold the one-child policy responsible for China’s faster-than-usual demographic transformation.
After all, the policy was launched in 1979, it clearly has profound depressive effects on fertility
rates, and therefore it should be contributing to China’s population ageing which has accelerated
since its implementation (White 2006; Zhang and Goza 2006). This may to some extent account for
China’s faster transition to an ageing society, but it cannot explain the demographical transition of
other developing countries that never have any birth control policy. For example, Venezuela will
take even less time than China, that is, 22 years, to double the percentage of the population over 60
from 9 to 18. It is clear that the logic of industrialisation is unable to explain why developing
countries have to deal with the demographic pressure that is expected to only come at a higher
economic development stage. Then why do developing countries grow old before they get rich?
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This is because what developing countries are experiencing is not industrialisation but
late-industrialisation. What matters is not just what you do but also when you do it. Difference in
timing could be crucial. Building on the historical analysis by Gerschenkron (1962), Amsden (1989)
formulates the late-industrialisation theory. Amsden argues that late industrialisers, i.e. countries
that had not started industrialisation until the twentieth century, such as South Korea and India,
borrowed technologies and institutions from the pioneer modernisers to upgrade their production
procedures, thereby catching up with the leaders in the industrialised Western world. This thesis
argues that the advantage of backwardness in learning from pioneers does not confine in the field of
productive technology and industrial policy, it can also exist in the field of welfare-related
technologies, policies, and institutions. For example, the transfer of medical technology and
equipment from the former Soviet Union to China during the 1950s and 1960s helped greatly to
improve the health and wellbeing of the Chinese people (Zhang et al. 2004). The World Bank (1994)
reports that the massive diffusion of medical knowledge contributes to the population ageing trend
in developing countries. The point here is not to fully discuss the role of backwardness advantage in
welfare state development in the developing world, but to make it clear that the logic of
industrialisation, mainly drawing on the historical experience of the pioneering industrialised
countries in the West, is inadequate to explain the demographic pressure confronting developing
countries. Instead, the development of welfare programmes of developing countries should be put in
the context of late industrialisation, in which countries like China once exploited the backwardness
advantage to achieve a relatively high degree of human development but now has to deal with the
demographic pressures resulting from their former success at a low stage of economic development.

A further implication of late-industrialisation is that it gives the state a prominent role in the
society’s resource allocation process. As Gerschenkron (1962) observes, most late-developers, if
they are to catch up with industrialised pioneers, have to concentrate their limited amount of capital
to invest in some pivotal industries, the so-called commanding heights of the national economy.
This was what the Germans did for the chemical and electronic manufacturing industries in the late
nineteenth and early twentieth century and what the Japanese did for the ship-building industry in
the interwar period. The only actor with the interest to do this is the state. Other social sectors, like
the business, however organised and powerful they might be, represent a mere fragment of the
society. Only the state, being the legitimate monopoly of political power over a territory in the
Weberian sense, has the interest and willingness in such nationwide investment. The prominence of
the state in late-industrialisers’ catching-up strategy and modernisation project, pension programme
being an important component, is a historical necessity.

This tells us why developing countries including China struggle with the modernisation of their
pension systems. Being late-industrialisers means they have to rely on the state to do this daunting
task, which is made even more difficult by their “growing old before getting rich” through
backwardness advantage. But being developing countries means they often lack necessary
economic resources to strengthen the state capacity through institution building and staff training. A
state is weak when and where it is most needed. This is probably the root of many social and
political problems in the developing world. To be sure, being late-industrialising and being
developing are two faces of the same coin. However, it is this coin that the industrialism theory and
the numerous studies inspired by it tend to overlook when they deal with issues in developing
countries.

Similar to the late industrialisation argument, the logic of industrialism theory also points to the
necessity of state intervention in modernisation programmes like social welfare provision. The
traditional social institutions like the family are inadequate to deal with the social risks in an
industrial era. Tu et al. (1989) trace the changes of average household size in Mainland China
throughout the twentieth century and find it in constant decrease (reaching 4.43 person per family in
1982), meaning that the traditional extended family has been gradually replaced by the modern
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nuclear family. The one-child policy put in place since the late-1970s in particular has a serious
consequence, which is the ‘4-2-1’ family. It refers to the situation where the only grown-up child
has to shoulder the responsibility of taking care of the two parents and the four grandparents (Leung
2003). It is obvious that such nuclear family is unable to take the responsibility to care for the
elderly in China. Clearly here is a family failure.

Then how about the market? Authors like Esping-Andersen (1999) have given strong theoretical
accounts to explain why markets are ultimately insufficient to deal with social risks. For example,
problems of adverse selection and moral hazard rampant in the market render the private annuity
market unable to distinguish between people likely to be long-lived and people likely to be
short-lived, whereby the annuity prices are driven up, resulting in inefficient market outcomes (also
see Barr 1989). These theoretical arguments hold for China. Furthermore, with highly
underdeveloped financial markets, China is in an even worse position to utilise the market to deal
with its social risks. According to a Goldman Sachs report, for example, China’s stock markets are
the “most immature” in Asia (Bloomberg 2010). The structure of Shanghai equity market, China’s
most dynamic and capitalised equity market, is still relatively undeveloped by regional standards as
Chinese regulators have taken a gradualist approach to market development. For example, the free
float level at Shanghai’s share market, which is only 30 percent, is the lowest among the benchmark
stock exchanges in most Asian-Pacific nations, dwarfed by for example Australia and Japan, which
have the levels of free float at 91 percent and 76 percent respectively (Bloomberg 2010). Likewise,
China’s bond market is immature, where failure to honour both corporate bonds and local
government bonds often upset not only the purchasers but also the central bank, and it only
develops slowly as a share of financial intermediation (Keidel 2009). It seems that at least in the
near term, China’s financial markets seem unable to handle the tremendous task of financing the
insuring of the ageing Chinese society.

The implication of the family failure and the market underdevelopment is that the government
should step in to provide and administrate a public pension system. This is also consistent with the
argument of the late-industrialisation literature, which emphasises the important role of the state in
late-industrialising countries in their modernisation projects. Then why do researchers studying
China’s pension reform through the lens of the industrialism paradigm often fail to take the state
capacity into account when offering policy prescriptions? This may be due to a Eurocentric
perspective, which takes the administrative capacity of the state found in Europe as given in other
countries (for a critique of the Eurocentricity of western modernisation theories, see Mehmet 2002).
Or maybe the researchers are dazzled by the achievements of the Chinese state in the past three
decades in terms of generating economic growth and therefore assume it is naturally having a
“getting things done” quality. In later chapters, this study will open the black box of the Chinese
state and show how it is constrained by several institutional arrangements in pension reform,
thereby dismissing the popular myth of the omnipotent Chinese party-state.

Although acknowledging the central role of the state in pension reform, both of the industrialism
and late-industrialisation literature stop here. Neither of them step further to ask important questions
concerning the implication of the territorial structure of the state: Which level of government should
take the responsibility of pension policymaking? Why do some countries have pension
administration controlled by the national government while in others the authority to administer
pension programmes resides with subnational authorities? How is this arrangement affected by the
institutions that govern the relations between the central and regional governments? These
questions are of particular relevance for China where pension administration is the domain of
provincial and municipal governments. To tackle these questions one therefore needs to review the
literature on the relationship between state institution and welfare state development.
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State Institutions

As put forward by Skocpol (1985) in Bringing the State Back in, the state in the state-centred
literature is conceptualised in two senses. First, viewed from the Weberian perspective, the state is
treated as an independent political actor, capable of “fully autonomous state actions” (Skocpol 1985:
15). In other words, the state ceases to be merely reflective of the interests of social classes or just
an instrument through which social groups realise their goals. Instead, the state has its own aims,
the raison d’état, and is armed with necessary personnel and organisational resources to achieve
these aims free from the pressures of the society. Secondly, the state is understood through the
Tocquevillian lens as “configurations of organization and action that influence the meanings and
methods of politics for all groups and classes in society” (Skocpol 1985: 28). That is to say, the
state itself, with its own institutions and the policy environment it creates, constitutes a field in
which all actors, state bureaucrats and social groups alike, pursue their goals, interact with each
other, and shape the political outcome. The majority of the Statist literature follows either of the
two perspectives.

Let us start with the Weberian approach, which examines the state as an autonomous political actor.
This thrust of the state-centred theory has identified the state bureaucracy as an active and crucial
element in the process of public policymaking. Heclo (1974) compares the policy formation process
in Britain and Sweden, two countries with highly centralised bureaucracy, and finds that civil
servants were quite important in the initiating of policy innovations. In the American context,
Skowronek (1982) dispels the assumed weak state image of the United States and highlighted
bureaucratic expansion at the turn of the twentieth century. For example, administrative autonomy
can be discerned in Social Security Administration, where programme administrators, although
constrained by the policy guidelines of the ruling party, are able to define and implement policy
priorities for the public old age assistance programme (Cates 1983; Derthick 1979). This approach
helps to overcome the drawback of T. H. Marshall’s (1950) social citizenship theory as identified
by Mann (1987) as over-emphasising the role of social interests like the rising bourgeois and
proletariat at the expense of overlooking the strategy of the ruling class implemented through the
state apparatus. Indeed, in the history of the welfare state too often social legislations were initiated
by the ruling monarchist rather than by any social forces in opposition, as in the case of
Bismarckian Germany and Hapsburg Austria, and an analysis of the administrative capacity of the
ruling class enabled by the state apparatus helps to explain why that was the case (Flora and Alber
1981).

The state bureaucracy is an important actor in the formation of social policy. Obviously it operates
and interacts with other policy actors within the constraints of state institutions. This brings us to
the Tocquevillian perspective of the state, which views the state as a set of institutional
arrangements and policy settings that structure domestic politics (Skocpol 1985: 28). In the case of
social policymaking, it is argued that social policy is shaped by the institutional configurations and
policy legacies of the state (Skocpol and Amenta 1986). This approach first leads to the state
capacity thesis, which, with the state capacity indicated by the centralisation and bureaucratisation
of the state apparatus, argues “strong states are likely to produce strong welfare states” (Pierson
1996: 152). In a comparative study of the health insurance reform in Sweden, Switzerland, and
France, Immergut (1992) shows successful reforms depend upon the centralisation of the state
executive. Orloff and Skocpol (1984) demonstrate that the lagged development of the
bureaucratisation of the American state explains the late introducing of social policy initiatives in
the United States, especially when compared with Britain, which developed a centralised state
bureaucracy before mass democratisation. On the other hand, state institutions that reduce the
administrative cohesion and capacity of the state, like federalism and separation of powers, tend to
impede welfare state development. For example, the Canadian federalism, by fragmenting political
authority and providing multiple accesses to the social policymaking process, facilitates minority
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groups to block unfavourable social legislations (Banting 1987), even though the strong party
discipline in the Canadian parliamentary system is often able to thwart the lobbying effort of social
groups (Maioin 1998). Likewise, in the United States, the federal structure of the American state
allowed Southern politicians to bring racial divide as a salient issue into the making of American
social policy until the 1960s (Quadagno 1988).

Apart from shaping welfare policy by imposing state institutions on social policymaking, the state
also affects welfare state development through its policy legacies. Two themes emerge following
this line of logic. First, social programmes created by the state in the past, by generating their own
constituents, affect the formation of interest groups, which in turn influences welfare politics in the
future. This leads Pierson (1996, 2001) to portray the politics of containing social benefits as “new
politics of the welfare state”, in which beneficiaries of past social programmes make the
retrenchment difficult, contributing to the “frozen welfare state landscape” that exhbits stable social
spending (Esping-Andersen 1996: 24).

The second theme of the policy legacy thesis puts an emphasis on policy learning. As Heclo (1974:
315) puts it, “policy invariably builds on policy, either in moving forward what has been inherited,
or amending it”. That is to say, in explaining today’s policy, one has to look at previous
governmental efforts dealing with similar social problems, which impose policy and cognitive
constraints on state activity afterwards (Shefter 1977; Skocpol and Finegold 1982). For example, in
the United States, the making of the Social Security Act of 1935 was affected by the prior social
legislation initiatives made by the state government in the old-age pension and unemployment
insurance (Skocpol and Ikenberry 1983). This understanding of policy as a result of building on
previous government actions echoes the path dependence theory, which argues past circumstances
may accumulate over time to constitute long-term equilibria (David 1985; Pierson 1993, 2000). A
less researched aspect of the policy learning argument is the possibility that the welfare state can get
its institutional form by adopting practices from other policy areas. Gordon (1988), in documenting
the evolution of the industrial relations in Japan from 1835 to 1955, reveals that the institutional
settings of the enterprise-based labour management system were imitated from the state
bureaucracy newly established after the Meiji Restoration. In a similar vein, Bian (2009) traces the
origins of China’s bureaucratised workplace-based welfare arrangement to the bureaucratic
traditions of the late Chinese imperial dynasties, thereby refuting the conventional view that the
Soviet practice on state welfare provision inspired China’s socialist enterprise-based welfare
regime.

The policy learning argument is based on one assumption. The analysis of this assumption will help
to reveal one theoretical pitfall of the state-centred approach. By focusing on the impacts of
previous state activity on governmental action, the policy learning argument makes an assumption
about the preferences and behaviours that the state actors have. Policymakers, as assumed in the
policy learning thesis, base their actions on prior state policy. That is to say, state actors do not
derive their behaviours from any internal preference or external social pressure. Instead, they form
future goals and actions on the basis of what they did before. In this way, public policymaking is an
“inherently historical process”, in which the dependence on the past path becomes the
self-reinforcing dynamics (Quadagno 1987: 119). The preferences of the state actor, accordingly,
become irrelevant. The problem with this view is that it does not apply to times of crisis or rapid
social change. Indeed, during normal times, when the past practice is still believed to be viable,
learning from previous decisions could be a feasible model of policymaking. But when
policymakers are caught in times of crisis, like the Great Depression in the 1930s, or in times of
radical social change, like China’s post-socialist transition, they tend to repudiate the past, and the
policymakers’ preferences matter greatly in determining what new policies they will choose. For
example, comparing the experiences of the United States and Sweden in the 1930s and 1980s, Blyth
(2002) shows politicians’ policy preferences, which primarily came from the economic ideas they
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held, had causal impacts on the two states’ policy reactions to economic crises. Therefore, when we
look beyond normal times, the preferences of state actors become important in explaining public
policymaking. Unfortunately there is no consensus in the state-centred literature about state
bureaucrats’ preferences. Sometimes they try to maintain social stability (Flora and Alber 1981) or
ensure regime survival (Johnson 1982). At other times the state officials simply seek to guard their
administrative turf (Cates 1983) or manage laeger budgets and administrative organisations
(Skocpol 1995). The Statist literature falls short of providing theoretical foundations of the state
actor’s preferences. This is one major drawback of this set of literature.

A remedy to this pitfall is provided by the rational choice theory. While it can be traced to
philosophers in the social contract tradition like Thomas Hobbes and John Locke (Monroe 2001),
the modern rational choice approach to social and political science was developed by a group of
economists through the 1950s to 1960s (Ordeshook 1990), based on the conviction that individuals
are the ultimate unit of social analysis, a position termed as methodological individualism which
will be discussed in detail in Chapter 4. Kenneth Arrow’s (1957) seminal contribution puts forward
the impossibility theorem, demonstrating the inherent conflict between the individual and collective
rationality in democratic society. Anthony Downs’ (1957) An Economic Theory of Democracy,
assuming political actors to be rational maximisers of individual utility as opposed to social welfare,
makes the proposition that self-interested politicians seek to maximise votes in electoral
competition. This inspired later development in the spatial model of voting, in which rational
electoral candidates compete for voters’ support by converging to the center point of the ideological
space (Shepsle and Bonchek 1997). The assumption about the individual rationality of political
actors is also adopted by other prominent rational choice theorists. Buchanan and Tullock (1962:
305) assert that each participant in the political game seek to further their own interests “at the
expense of others if this is necessary”. Mancur Olson (1965: 65), in his theory on collective action,
argues actors are rational in the sense that their interests are pursued by means “that are efficient
and effective for achieving these objectives”. William Riker (1965: 22), one of the pioneers in the
application of rational choice approach to political science, makes it boldly that “politically rational
man is the man who would rather win than lose, regardless of the particular stakes”.

The individual rationality assumption sets a starting point for analysing the preferences and hence
the bahaviours of state actors. On this basis, the rational choice approach develops its theory of the
state. Margaret Levi (1988), drawing on historical cases from the Roman Republic to French
Revolution, applies game theoretical language to show how self-interested public officials bargain
with subjects and citizens to expand the state capacity to extract fiscal resources from the society.
Writing in the tradition of Douglas North (1986), who applies the neoclassicial economics approach
to the analysis of the state, Yoram Bazel (2002), in his book A Theory of the State, gives the most
theoretically informed account of the nature of the state, which is understood as a solution to the
problem of enforcing property rights in a world of economic transactions among rational
individuals. Based on game theory, Masahiko Aoki (2001) develops a general framework for
comparative institutional analysis, in which different kinds of institutions, including the state, are
rules of the games in equilibrium.

The most renowned theorist who applies the rational choice approach to the state bureaucracy is
William Niskanen (1971). As the title of his book Bureaucracy and Representative Government
indicates, Niskanen explores how elected politicians control permanent civil servants. Adopting the
individual rationality assumption, Niskanen argues state bureaucrats are self-interested, rational
actors. Specifically, they are budget maximisers, seeking to obtain the largest possible budget in
their negotiation with the politicians (the sponsor) to enrich themselves (in the form of higher salary,
better benefits, bigger office buildings, etc). Here Niskanen formalises the assumption implicitly
recognised in the Statist literature that bureaucrats seek to run larger budgets (for example, see
Skocpol 1995). This revenue-maximising assumption proves influential, becoming the standard
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assumption about the preferences of bureaucrats in many later analyses (Mueller 2003). Bureaucrats’
efforts to maximise budget are taken responsible for the rapid expansion and the low efficiency of
the bureaucratic machine. Subsequent literature is devoted to alter the parameters of the
Niskanenian model, like the assumption on the negotiation process (Romer and Rosenthal 1978;
McGuire et al. 1979) and the assumption on the informational asymmetry between the bureaucrat
and the politician (Miller and Mow 1983). Few efforts have been made to assess the
budget-maximising assumption, suggesting its wide acceptance as an accurate description of the
preferences of the state bureaucrat. As we shall see below, this assumption only has very limited
applicability in the context of China’s bureaucratic politics.

It is such unquestioning acceptance of its bold assumptions that often puts the rational choice theory
at the risk of making unrealistic arguments. As Green and Shapiro (1994) point out, rational choice
theorists have the ambition to formulate universal theories of politics. This is commendable, but it
often leads to “a debilitating syndrome in which theories are elaborated and modified in order to
save their universal character” (Green and Shapiro 1994: 7). This is why rational choice theorists
often make bold general assumptions about the preferences and behaviours of political agents,
which are necessary for building universal theories but which may not capture the reality correctly.
One may need to use extra caution when applying the rational choice theory to a non-Western
context like China. Indeed, despite its universalist aspiration, the rational choice theory is
formulated on the basis of the experiences of Western democracies. The universalist assumptions it
makes seldom conforms with varying national contexts of different democracies in the West, not to
mention the context of China. This requires us to assess the applicability of the rational choice
theory of the state bureaucracy and the Statist approach in general in the Chinese context.

The Statist approach, by putting the state in the centre of public policymaking, is of great relevance
for studying China. This is because in this country the state is often the single most important agent
in the policymaking process. China was characterised by Dr. Sun Yat-sen, Father of Modern China,
as “a heap of loose sand”, meaning that the Chinese society has a class structure in which “all
classes are weak” (Meisner 1999: 16). Consequently, Chinese social interests have little power over
the making of public policy, leaving the state in the centre of the stage. Indeed, an undemocratic
state without the check of any powerful social interests, the Chinese state exemplifies the notion of
“strong state”. Thus, the welfare reform that the Chinese state undertakes should serve as a
most-likely-case of the state capacity argument discussed above. In other words, if there is any
empirical case for the state capacity thesis, then it should be China. However, despite all the success
and impressive performance in other aspects of economic reform, in the area of social policy the
Chinese state’s efforts to transform a localised pension system into a more unified one have only
achieved very limited progress. Then the Chinese case seems to cast some doubts on the state
capacity literature. What prevents the Chinese state from wielding its seemingly omnipotent power?

This leads us to the dilemma the Chinese polity is caught in. The Chinese state has to maintain
control over a country with a vast geographical extension and great ethical and regional diversities.
One cannot rule a country like this simply from Beijing. Instead, one has to delegate. So the
Chinese state adopts a highly fragmented and decentralised structure (Landry 2007; Lieberthal and
Lampton 1992). This is not simply to generate administrative efficiency from division of labour.
More important, this is meant to ensure the local government’s responsiveness to local needs and
interests, hoping to gain the performance legitimacy, a type of state legitimacy which is crucial for
the legitimation of the Chinese state but which Weber ignores when he formulates his theory of
domination (Zhao 2009). Paradoxically, the decision of the central government to decentralise,
aiming to realise efficiency and to acquire political legitimacy, creates powerful political interests
that sometimes are even challengers to the central state itself. Such political interests are the
territorial authorities.

25



Although formally declared as a unitary state in the Constitution, China never specifies in formal
rules how the centre and the locality should interact with each other (Goodman 1986; Zheng 2007).
This ambiguity leaves ample room to local authorities to pursue their own developmental strategies
and to maneuver for a position of power in their relations with the central government (Florini et al.
2012). The Chinese provincial government enjoyed considerable autonomy even in the Maoist
years (Granick 1990: 73). This decentralised structure has been further fostered since the post-Mao
market transition through a series of institutional innovations, including the introduction of the
public finance system that shared taxation and other important government revenues between the
central and the provincial governments. Against this background, the province has been playing an
increasingly important role in the Chinese political economy, as have been documented in many
studies. For example, local experimentations by regional governments that prove effective are often
borrowed by the central government to formulate nationwide reform directives (O1 1999; Walder
1995). In the area of macroeconomic policymaking, Huang (1996) examines several rounds of
economic overheating during the early reform era (1978-1993) and finds that this is largely caused
by the “investment hunger” of the provincial government, which defied the central command to
curtail government projects and continued to invest in order to stimulate the regional economy.
Huang’s multivariate regression analysis of a panel of data on 27 provinces during this period
shows a significant association between the willingness of provincial officials to implement
austerity policy and the number of posts they take in the Central Committee of Chinese Communist
Party. In a similar vein, Shih (2008) argues that the inflation cycle is shaped by the competition
among intra-party factions with conflicting preferences over pro- or anti-inflation monetary policies.
Shih effectively pushes Huang’s argument one step further by exploring the possibility that central
leaders ally with provincial officials to form influential political coalitions, echoing Shirk’s (1993:
162) observation that in Chinese politics “playing to the provinces” is a major strategy to mobilise
political support in the central elite political competition.

Unfortunately in the field of Chinese social policy, the role of local government remains
under-explored. Indeed, only with a few exceptions like Frazier (2010), the majority of the
researches on China’s social policy follow the literature on the Western welfare state and take the
settings of the nation-state for granted, effectively leaving the role of territorial authorities and the
politics of central-local relations out of the analysis (for the discussion of the inapplicability of the
“nation-state assumption” to studying the Chinese welfare system, see Shi 2009). The absence of
local government in the study of China’s welfare reform will surely impede a comprehensive
understanding of this process, given the importance of territorial governments in the area of social
policy in China, which is evident in the fact that, as we have seen in Graph 1.5, the Chinese local
government accounts for more than 85% of public social spending in the first decade of this
century.

Studies on the political dynamics of China’s pension reform are rare. Even rarer are the studies that
look at the role of local government in the reform of the Chinese pension system. Indeed, when
Bland and Yu (1999: 3) try to fill the gap in the literature on China’s welfare system when they
found “no theoretically informed account on the politics of Chinese pension reform has yet been
published”, they put “decentralisation and limited administrative capacity” as the number one factor
that affects the politics of the Chinese pension reform. Their article is more of a theory-oriented
research agenda than an empirical study. This agenda, unfortunately, seems to have not received
much academic attention since its publication. One decade later, authors like Shih-Jiunn Shi (2009:
2) still note that “[g]iven the rising importance of local governments, however, their role in the
social policymaking has regrettably caught scant attention from the scholarship of Chinese welfare
studies”. But his efforts to fill this gap in his article is hardly satisfactory, not only because he only
provides limited empirical evidence of local authorities’ actual input into China’s social
policymaking, but also due to his treatment of the local government as a mere vehicle of innovative
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ideas on pension reform rather than the stakeholder pursuing its own interests within the confines of
institutional settings of the Chinese state.

A recent contribution along this line of research is Mark Frazier’s Socialist Insecurity (2010). This
book provides us with a comprehensive picture of China’s pension reform since the early 1990s and
argues that the urban government is a major actor dismantling the old enterprise-based welfare
arrangement and expanding the new social insurance programmes. The incentive driving urban
officials in the pension reform, according to Mark Frazier, is their hunger for pension funds, which
clearly echoes Niskanen’s assertions about bureaucrats being budget maximisers. As will become
clear later in this study, this is too simplistic an assumption about local official’s preferences. If
municipal officials are craving for pension funds, then in every province we should expect to see
their resistance against the pension provincial integration, which will effectively take away from the
municipal government the ownership rights to the funds in local pension pools. But then how can
we explain why some provinces have a pension arrangement integrated at the provincial level while
others have not? In other words, Frazier’s account fails to answer questions about the regional
variation of pension reform. This failure reflects the limited applicability of Niskanen’s supposedly
universal budget-maximising assumption. Only with the exception of one chapter, Mark Frazier
relies too much on the evidence from two cities, Beijing and Shanghai. He seems especially
preoccupied with the 2006 Shanghai social security scandal in which local officials misappropriated
millions of social insurance funds, which probably leads him to follow Niskanen to assume Chinese
local officials to be maximisers of public funds. Nevertheless, Socialist Insecurity is by far the most
informative and insightful publication on the involvement of local governments in Chinese pension
politics. One particular insight it has is the notion of “local coalition between urban officials and
crony capitalists” (Frazier 2010: 173). This study will take this idea forward to further investigate
the possibility of Chinese employers forming coalition with the government in pension reform.

As argued above, Frazier’s (2010) view that Chinese local officials’ pension policy preferences are
determined by their pursuit of pension funds is problematic. According to an institutionalist
understanding of political actor’s policy preference, one can assume what in general motivates
political actors, but when it comes to preferences in particular policy areas, the policy preferences
can not simply be assumed but has to be examined in light of the relevant institutional arrangements.
In other words, how political actors’ motivation is translated into concrete policy preference is not
given. Instead, it is shaped by the institutional settings which the actors are caught in (Thelen 1999).
Then in order to know what pension policy preferences the local government has, we should
examine the institutional environment in which Chinese local officials form preferences and make
decisions. The starting point is the institutional underpinnings of the Chinese political economy.
China’s impressive economic performance since 1980s poses a great puzzle for social scientists.
Indeed, the contribution of North (1981) in our understanding of the institutional foundations of
economic growth makes the Chinese case very intriguing. The kind of institutions North and others
working in the field of Neo-Institutional Economics associate with good economic performance are
rule of law, representative government, and property rights. China is famous for none of them.
Hence the puzzle: Why has the Chinese economy grown against all odds?

The search then starts for the Chinese functional equivalents of the economy-friendly institutions.
These institutions can enhance economic performance because they are able to “make the incentive
right” (Easterly 2005). In other words, they can give agents credible incentives to consume, save
and invest in a way that will stimulate economic growth. The expansion of the Chinese economy
should be explained by the existence of such institutions in China no matter how unorthodox they
may be. One institution held responsible for the phenomenal Chinese growth by many prominent
political economists is the so-called “market-preserving federalism”, which is characterised by
fiscal decentralisation (Oi 1992; Montinola et al. 1995; Qian and Weingast 1997; Weingast 1995).
According to this argument, the driving agent of China’s economy is the Chinese local state. Local
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governments in China promote regional economy by adopting pro-business policies in order to
maximise government revenues to which they have residual claims guaranteed by
intergovernmental fiscal revenue-sharing contracts under the fiscal decentralisation arrangement.
This explains why the Chinese local government usually has a “helping hand” in economic
development instead of a rent-seeking “grabbing hand” often observed in developing and transition
economies (Krueger 1974; Frye and Shleifer 1997). Indeed, compared with other countries at a
similar stage of economic development, the extent of fiscal decentralisation in China is larger, as
shown in Table 2.1. This fiscal federalism argument has received ample empirical support (Jin et al
2000), mostly by the provincial level data, and thus become the dominant explanatory framework in
the political economy of the Chinese growth since the late-1990s. It is worth noting that Mark
Frazier clearly writes within this framework. His Socialist Insecurity (2010) also assumes Chinese
urban officials to be revenue-seeking and therefore to expand the pension programmes to collect
more pension contributions.

Table 2. 1 Expenditure/ Revenue of Central Government and Inflation Rate in Selected Countries

Countries Central Expenditure as a Share of GDP  Central Revenue as a Share of GDP
(%0) (%)

China 10.2 (1990-91) 6.1 (1990-91)

Developing Countries 26.4 (1985) 22.7 (1985)

Low-income Countries 20.8 (1985) 15.4 (1985)

Source: cited in Huang (1996: 72)

The problem with the “market-preserving federalism” paradigm is its failure to capture the fluid
nature of Chinese politics. First, in practice the revenue-sharing contracts between the central and
local government are often subject to ad hoc changes made unilaterally by the central government.
In other words, the promise of the central government to give its local agents residual claim to fiscal
revenues is actually not credible, which may not be surprising given the fickle character of the
Chinese state. Despite this local governments nevertheless pursue economic development
passionately, as documented by the fiscal federalism literature itself. Secondly and most
importantly, put forward in the mid-1990s, the fiscal federalism paradigm fails to keep up-to-date
with the post-1994 development in China’s fiscal system. In 1994 the central government
re-centralised the authority over government revenue, thereby increasing the share of central
revenue to total government revenue from 25% to 55% (see Graph 2.1). This change in the
intergovernmental fiscal relations, according to the fiscal decentralisation argument, should have
slowed down China’s economic growth. But this is not what actually happened. In fact, the average
GDP growth rate during 1994-2000 was 8.1%, the same as that in the period of 1987-1993. And
there is no sign of the ceasing of local competition for economic development. Having been
deprived of the rights to revenue generated from local economic expansion, why does the Chinese
local state continue to foster regional economy? All the above discussion suggests there may be
other source of local official’s motivation. But what is it?
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Graph 2. 1 Ratio of Sub-national Government Revenue/Expenditure to Total Government
Revenue/Expenditure, 1978-2008 (%)
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This is where the model of bureaucratic promotion tournament comes into play. In this model,
which is based on the seminal work by Lazear (1981), Chinese local officials are not assumed to be
revenue-maximising. Instead, they are assumed to be office-seeking, meaning they want to be
promoted to higher government positions. The rules of promotion are set by the central government,
which chooses officials from a large amount of candidate local leaders to fill a limited number of
senior government posts. Since the number of positions is much larger than that of the candidates,
the local officials have to compete against each other, outperforming their counterparts in
demonstrating their capacity to achieve the developmental goals like economic growth set by the
central government. Only the winner of the competition can get promoted. It is the promise of the
central government to promote the tournament competition winner, which is assumed to be credible,
that motivates Chinese local leaders (Edin 2003; Li and Zhou 2005; Tsui and Wang 2004).

Chapter 3 will discuss the bureaucratic promotion tournament perspective in detail and apply it to
develop this thesis’s own theoretical approach. Here we compare this argument with the fiscal
federalism thesis. The model of bureaucratic promotion tournament is said to have more
explanatory power than the fiscal federalism argument in accounting for the behavior of Chinese
local state because it can explain what may appear incomprehensible under the fiscal
decentralization paradigm. First, the promotion tournament theory argues that with the hope of
being promoted local governments are motivated to foster regional economy by enhancing local
competitiveness, building a business-friendly environment, investing in local infrastructure projects,
etc. This explains why the local hunger for economic development persists after the centralisation
of authority over fiscal revenue, which the fiscal federalism argument fails to understand. This
persistence simply reflects the continuation of the promotion tournament. A second implication of
the bureaucratic tournament model is the difficulty of cooperation between local governments.
Because only the winners emerging from the local economic competition can be promoted, the
competition between local governments is non-cooperative. In other words, the highly competitive
promotion tournament makes the interaction between localities a zero-sum game, meaning that one
municipal leader’s gain in the likelihood of being promoted is the loss of the other. A rational local
leader then should avoid anything that would better his competitors more than himself. Therefore, it
is very difficult for two municipalities to take cooperative action even this can enhance the
economic efficiency of both parties. This is perplexing under the perspective of fiscal federalism.
Indeed, if local governments are solely concerned about government revenues generated by
economic expansion, then the one thing we are sure of them doing is being cooperative and
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exploiting each one’s comparative advantage to have mutual gains. What we really observe in the
Chinese political economy, however, is the rampant local protectionism. Local protectionist policies
range from setting up all kinds of trade barriers to copying the industrial development plans from
neighbouring localities regardless of its own comparative advantage merely to make sure its
neighbours do not enter the market under its jurisdiction (Wedeman 2003). This can be easily
explained by the promotion tournament model: The local officials simply cannot afford their
competitors to grow strong and get ahead of them and thus are willing to do everything to prevent
this from happening even if it means to have something they do not really want (as in the case of
building industries they do not have comparative advantages in). Therefore, the promotion
tournament model, with its two implications, one about the local passion for economic growth and
the other about the local protect against neighbours, has more explanatory power than the fiscal
federalism argument. Chapter 3 will build on the promotion tournament model to formulate a theory
to explain why China’s pension system is expansive and localised.

To summarise this section, the state-centred approach to welfare politics highlights the cruicial role
of the state actor in welfare state development. The rational choice theory of the state formalises
and specifies the preferences of the state actor by assuming them to be self-interested, and more
specifically, revenue-maximising. This assumption is adopted in the analysis of the behaviours of
Chinese municipal officials, as in the market-preserving federalism thesis. This approach, however,
fails to account for the possibility that local leaders’ pension policy preferences are constructed by
the institutional arrangements of the Chinese state. This requires us to analyse the institutional
environment that shapes Chinese municipal leaders’ developmental strategies and policy decisions,
which will be conducted in Chapter 3. Before that, we must examine how social policy and pension
policy in particular is linked with local leaders’ economic development strategy. This leads us to the
literature on how social policy can benefit skill formation.

Social Policy and Skill Formation

A seminal contribution to our understanding of the role of social policy and the welfare state in the
functioning of the modern capitalist economy comes from the Varieties of Capitalism paradigm
(Hall and Soskice 2001). It highlights the relationship between social protection and skill formation
(Estevez-Abe et al. 2001). The starting point of the Varieties of Capitalism paradigm is the notion
of institutional complementarity (Aoki 1994). According to Hall and Soskice (2001: 17),
institutional complementarity refers to the mutual reinforcement of the efficiency of two or more
institutions. Built on this idea, the concept of production regime is formulated by Hollingsworth,
Schmitter and Streeck (1993: 76) to refer to a constellation of institutionally complementary
institutions and policies, including employer organisations, labour market institutions, financial
regulation, and macroeconomic policy, etc (also see Soskice 1999; Huber and Stephens 2001). Hall
and Soskice (2001: 21-33) explore the components of the production regime and examine the
configuration of five spheres of strategic relationships the firm has to deal with, which are industrial
relations, vocational education and training, employee relations, corporate governance and
inter-firm relations. Two types of capitalist economy emerge, namely the liberal market economies
(LMESs) and the coordinated market economies (CMEs). The two are differentiated on one
fundamental dimension, that is, coordination. In a liberal market economy, coordination is achieved
through market mechanisms, thereby preferring investment in transferable assets and radical
innovations. In a coordinated market economy, coordination is done by non-market, strategic means,
which then favour investment in specific assets and incremental innovations. This is the original
formulation of the Varieties of Capitalism theory.

The importance of social policy in production regime becomes clear when one considers the
production strategy of firms that depends on different types of skills (Estevez-Abe et al. 2001). A
fundamental decision a firm has to make is on which production strategy is to take. It must decide
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whether to have a flexible production strategy, which needs an army of workers with transferable
skills that would ensure management autonomy to reduce labour costs, or a production strategy that
focuses on niche segments of the market, which requires a highly cooperative workforce with skills
that are specific to the relevant industries and even firms. Clearly, the skill here is conceptualised on
the basis of the dichotomy made by Gary Becker (1964), which makes a distinction between
general and specific training. General training is devoted to equip workers with general skills that
are productive in a wide range of firms and industries, while specific training provides workers with
specific skills that are only valuable for particular industries and employers. Social protection,
therefore, is hypothesized to be complementary to firm’s specialised production strategy because it
gives workers incentive to acquire specific skills by providing income support in adverse situations
like unemployment to ensure the returns to such human capital investment. In other words, by
dealing with the risks associated with making investment in specific skills, social protection solves
the market failure in the formation of industry- and firm-specific skills and facilitates firms to adopt
specialised production strategy. Therefore, social policies, especially employment protection,
unemployment benefits and wage protection, which aims to achieve income maintenance by
cutailing management’s power to lay off workers, providing income support during unemployment,
and upholding employee wages above certain levels, are the cornerstone of the “welfare production
regime”, which refers to the configuration of employer production strategies, employee skill
profiles, and supportive socio-political institutions (Estevez-Abe et al. 2001: 146). Recent studies
focus on the skill formation component of production regimes in advanced economies (Busemeyer
and Trampusch 2012). Researchers are particularly interested in the variation of institutional
arrangements of vocational education and training within the group of coordinated market
economies (CMEs) such as Sweden and Germany, arguing that CME country’s skill formation
regimes can be further differentiated on two dimensions, namely the vocational orientation of the
education system and firms’ participation in vocational education and training (Busemeyer 2009;
Thelen and Busemeyer 2012). The varieties of skill regimes within the group of coordinated market
economies suggest that the positive link between social protection and skill formation can be
articulated differently in different national contexts.

The Varieties of Capitalism paradigm, alongside with its implications about the economic benefits
of social policy in skill formation, has become prominent in the comparative political economy
literature since the 2000s. But the application of this paradigm to China has only started in recent
years. It mainly deals with the question of what kind of capitalism China has. Wilson (2006)
suggests that we may not have an unambiguous answer to this question because the Chinese
economy, being in the process of post-Communist transition, is characterised by a dualism between
the state and private sector, each of which has a distinctive mode of coordination. State enterprises,
especially those national champions in pillar industries, rarely face market competition. Instead,
they are subject to bureaucratic and political types of coordination that one would expect to find in
the Keiretsu of Japan and the Chaebol of Korea (see Soskice (1999) for the Japanese and Korean
cases). But the close collaboration between the government and large enterprises in key industries is
not a justification for grouping China and Japan and South Korea together into any sort of Asian
model of capitalism (Bruno 2003). So while Redding and Witt (2009: 381) predict that “[t]he
present South Korean business system is probably the closest equivalent among the existing major
forms of capitalism to what the Chinese business system may look like in the next 10 or 20 years”,
Naughton (2007) provides a counterargument, which focuses on the separation between the public
and private sector in China. For the foreseeable future, the Chinese Communist Party (CCP) is
likely to maintain its primacy and hence the control over the commanding heights of the national
economy. So CEOs of state enterprises in pivotal industries will continue to be appointed by the
Central Committee of CCP, which would never happen in Japan or South Korea. For the private
sector, the mode of coordination is much more market-based. But when it comes to corporate
finance, the situation becomes something uncaptured by the analytical framework of the Varieties
of Capitalism theory . Because the state enterprises have the monopoly access to loans from banks,
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which are mostly owned by the state, the private enterprises have very limited access to formal bank
loans (Allen et al. 2008: 517; Walter and Howie 2012). They also confront discriminating
regulations when they try to raise funds from the capital market. As a result, entrepreneurs in the
private sector have to rely on unofficial financial arrangements like loans from friends and family
and unlicensed private banks to get their firms and projects financed (Naughton 2007). Given the
unique context (i.e. the dualism during transition and the one-party state), the Chinese capitalism,
which is still in the making, is a hybrid of different coordination mechanisms. Indeed, Krug (2012)
discerns a wide range of institutional diversity in the Chinese economy. The lack of institutional
coherence in the Chinese case poses one major challenge to the studying of the country’s
institutional complementarity and business system (Storz 2013; Witt and Redding 2013). The
theorisation of the Chinese capitalism therefore requires further scholarly efforts in the future.

This study does not seek to categorise China into either of the ideal types of market economy
identified by the Varieties of Capitalism theory (hereafter VoC). Instead, it attempts to engage with
the VoC hypothesis on the role of social policy in skill formation and test it in the Chinese context.
But before we set out to do the testing, we have to know to what extent this VoC argument is
relevant for China. In particular, we should ask the question of how important skill is for the
Chinese economy. Needless to say the VoC argument is formulated in the context of advanced
capitalist economy. The Chinese economy may be capitalist but it is not advanced. So one may well
argue that at the current stage of development, highly skilled labour force may not be a driving
force for the Chinese economy as it would be in the OECD countries. This view misreads the
Chinese situation. Without an army of industrial skilled workers, the industrial upgrading of the
Chinese economy, as has been indicated in Chapter 1, would have been impossible. This is clear
evidence of the importance of industrial skills to the economic growth in China. But even before the
industrial advancement gained momentum, human capital had played a crucial role in China’s
economic success. It is commonly believed that China’s economic takeoft is fuelled by the massive,
low-skill hence cheap migrant workers. This statement does not do justice to the Chinese workers.
If massive labour could lead to economic expansion, then why the equally populous India, with an
even younger population, cannot perform as good as China in economic terms? The crucial
difference is not on how many labours one country has but on how employable they are. The 1990
World Development Indicator shows that the literacy rate for the Chinese adult population was 77.8%
while it was only 48.2% in India. The literacy rate for Indian women was even lower, which was
33.7%, while the number of China was 68%. The contrast is even more stunning when one realises
the difference in the definition of literacy in the two countries. In China, the definition of being
literate is one’s ability to read and write 1,500 Chinese characters, while the Indian definition is the
ability to write one’s own name in any language he or she happens to speak. The investment in
human capital under the leadership of Chairman Mao has paid off in the post-Mao era, in which the
expansion of labour-intensive, export-oriented industries makes China the world’s second largest
economy. The better economic performance of China compared with India could be explained by
the advantage China has over India in human capital resources (Dreze and Sen 2013; Kohli 2012),
which gives China a kind of comparative advantage over other developing countries in the world
market competition. So in the developing world, at a relatively low economic stage, simply being
literate counts as a kind of skill that could make someone employable and productive. This is the
reality in today’s Global South, which is hard to imagine for someone from OECD countries where
raising literacy was an issue that had been solved and forgotten for many decades. But if we look at
today’s developed countries one and half century ago, as Iversen and Stephens (2008) do, public
education and basic public health measures like epidemic disease control in early welfare states
greatly contributed to the growth of the modern economy by shaping a nation of healthy and
well-educated citizens and workers. Clearly the same logic is repeating itself in the developing
world today.
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After the economic takeoff, skill and human capital has become increasingly important to
developing economies like China. Paul Romer (1986) and Robert Lucas (1988) incorporate human
capital into Robert Solow’s (1956) exogenous growth theory to construct a growth model with
endogenous technological change driven by human capital accumulation through schooling. Using
school enrolment rates as a proxy for human capital, Barro (1991; 1996) finds initial human capital
is positively related with the growth rate of GDP per capita in around 100 countries during the
period of 1960-1990. Evidence from 120 developing countries from 1975 to 2000 also supports a
positive relationship between economic growth and human capital, whose accumulation can be
attributed to government social spending (Baldacci et al. 2004). In the Chinese context, human
capital is especially hypothesized to have a direct impact on production, among other positive
effects, via generating skills necessary for workers adapting to market transition and technological
innovation (Lin 2003). Having the growth of total factor productivity (TFP) controlled for, a
significant proportion of China’s economic growth from 1952 to 1999 can still be attributed to the
stock of human capital, approximated by the average years of schooling per capita for the
population in the age group of 15—-64 (Wang and Yao 2003). Applying a different measure of
human capital, which is the percentage of the population with either college degree or senior high
school certificate, Fleisher et al.’s (2010) cross-provincial study of the period of 1985-2003 shows
that provinces with more human capital enjoy higher industrial output and productivity growth,
after controlling for other pro-growth factors such as infrastructure and foreign direct investment.
The study by Qian and Smyth (2006), with a smaller sample covering 27 provinces from 1990 to
2000, yields similar results. The above empirical studies, though relying on different measures of
human capital, suggest a positive role of human capital and education in the economic development
of the world ad China in particular.

Human capital is positively associated with economic performance in China. But does this mean the
Chinese local state will rely on the accumulation of human capital to foster regional economy?
After all, Chinese local officials have other means to promote the development of regional economy.
For example, they can invest in local infrastructure projects, which will stimulate the local economy
on a massive scale. Heckman (2005) shows that the Chinese state favors physical capital investment
over human capital investment in forms of training and schooling. This view, which may have a
point for China’s early development stage, neglects the complementary relationship between human
capital and physical capital, which has become increasingly evident with the industrial and
technological progress of the Chinese economy. With economic development comes a higher
requirement for human capital because new industries with sophisticated technologies need a high
quality labour force. As Justin Lin Yifu (2003: 288) puts it, in China “human capital becomes
increasingly complementary to physical capita in the new, frontier industries/ technologies”. This
complementarity may be reflexed in the decision on the geographic locations of investment by
foreign investors. Shen and Tian (2002) examine Chinese provinces as recipients of foreign direct
investment (FDI) in the late 1990s and find that after controlling for other factors that may affect
the investor’s choice of investment location, the regions with abundant stock of human capital
attract more FDI. Using the data in 1992, Broadman and Sun (1997) report that adult literacy has a
positive and statistically significant impact on the spatial distribution of FDI while the level of
wages unexpectedly shows no significant effect, suggesting the quality of labour force counts more
than its costs in investors’ decision on the location of their investment. Therefore, even if Chinese
local officials prefer to invest in physical capital, they cannot afford to ignore the accumulation of
human capital given the increasingly close link between the two.

If a pool of skilled labour force is important to the performance of the local economy, then how can
social policy in general and pension programmes in particular contribute to the accumulation of
labour force with productive skills? As will become clear in the following discussion, the literature
suggests two mechanisms through which social protection programmes facilitate the local
accumulation of skilled labour force. The two mechanisms correspond to two kinds of human
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capital investment decisions. The first type of human capital decision is made by the student, who
has to divide their educational investment between general education and vocational education
(Estevez-Abe et al. 2001; Iversen 2005). As we shall see in the labour economics literature, social
protection programmes can encourage students to attend vocational schools to acquire specific
skills by assuring them about the security of future income. This is consistent with the VoC
argument that the welfare state is conducive to the formation of specific skills, but the labour
economics elaborates the micro-foundations underlying this association, thereby supplementing the
VoC argument on the role of social policy in skill formation. The second kind of human capital
decision is made by the employer, who has to decide what levels of on-the-job training programmes
are to be provided to employees so the latter can acquire productive skills that are specific to the
employers’ industry. Insights into what determinants affect this decision are also drawn from labour
economics, which argues the social protection programme that can serve to limit worker’s job
turnover should induce employers to provide on-the-job training programmes that aims to equip
workers with specific skills. This is because by limiting worker mobility, social programmes offer a
solution to the “poaching problem” in skill formation, where employers, worried about workers
being poached by other firms after the training programmes finish, will under-invest in the training
of employees. The two mechanisms are discussed in detail in following paragraphs.

First let us look at the schooling decision by students. Human capital theory in labour economics
conceptualises schooling and education as an investment in one’s human capital, which increases
individual productivity and hence labour market income (Becker 1962, 1964). Rational individuals
are assumed to calculate their lifetime income before committing themselves to a certain period of
schooling. So individuals make the schooling decision by weighting the marginal benefit of an
additional year of schooling (i.e. increased labour market income) against its marginal cost (i.e. the
sum of spendings on the education and the earnings forgone while studying). Drawing on this
theory, Mincer (1974) constructs the human capital earnings function, a regression model with a
linear schooling term, to calculate the private rate of returns to education. Mincer’s function has
become the most commonly employed empirical model in labour economics when it comes to
investigating individual educational investment (Heckman 2011; Lemieux 2010).

The human capital theory focuses on the level or magnitude of education, which is operationlised as
years of schooling in Mincer’s wage equation. It seldom pays attention to the types of education,
which can be divided as general education and vocational education (Charlot et al 2005; Decreuse
and Granier 2007). This is understandable if we realise that the labour market in human capital
theory is assumed to be perfectly competitive. That is to say, in the labour market there are no job
matching frictions, which are the factors obstructing the match between job applicants and vacant
positions, including the low rate of job destruction, wage stickiness, skill mismatch and inefficient
matching process as a result of labour market institutions (Fujita and Ramey 2009; Hall 2005;
Marimon and Zilibotti 1999). Since matching frictions for individuals can come from the kind of
skills the individual acquires from different types of education, in a theory that does not account for
such labour market imperfections, the examination of different kinds of education becomes
irrelevant to analysis. So one must drop the assumption of perfect labour market competition to
investigate the factors affecting individual’s schooling decision on the types of education to receive.

Subsequent theoretical development seeks to bring labour market imperfections into explaining
economic agent’s educational investment, especially incomplete information and the resulting job
matching frictions, a situation where job matching is no longer instantaneous as in perfectly
competitive market but becomes time consuming and costly due to labour market institutions like
employment protection. The result is a large body of literature that examines the impacts of
matching frictions in the labour market on human capital investment. The effort to theorise the
interrelationship between matching friction, labour market institutions, and the decision to choose
vocational over general education started with Rosen’s seminal work in 1981. Like labour
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economists after Becker and Mincer, Rosen works within the theoretical framework that
incorporates labour market imperfections, and he is interested in how matching frictions affect
individual’s decision on human capital specialisation. Rosen draws on Adam Smith’s idea that the
degree of division of labour, which is in essence a specification of human capital in certain
production area, depends upon the scope of the market for the end product and hence the skills to
manufacture this product. Rosen argues that the larger the scope of the market for a skill, which
means there are more employers whose production needs such skill and therefore more opportunity
for workers to utilise this skill, the more willing are workers to make human capital investment in a
way that makes him to specialise in this area of skills.

Rosen’s argument implies that when labour market ceases to be perfectly competitive and there are
situations of job matching frictions, where one is unable to employ his skills during the employment
interval, workers will be discouraged to engage in human capital specification and the level of
human capital investment will be suboptimal from the perspective of the society. This is consistent
with the prediction of Acemoglu’s (1996) model that unemployment, which means a considerably
high level of matching frictions, is detrimental to the incentive of workers to invest in education.
This prediction, however, fails to account for the European experience of the 1970s and 1980s,
when a rising level of unemployment coexisted with an increase in the duration of schooling years,
as Charlot et al (2005) point out. To explain this puzzling case, Charlot and his colleagues borrow
the insights from Nelson and Phelps (1966) and bring a two dimensional concept of education,
which makes a distinction between vocational education, aimed to deepen the productivity of
workers in one or a few specific technologies, and general education, meant to broaden the scope of
the technology the worker can use and thus to improve the adaptability of the worker’s skills. In
light of this perspective, the conclusion of Rosen (1981) and Acemoglu (1996) becomes more
applicable to the type of education that intends to increase the worker’s productivity in one certain
industry, i.e. vocational education. Indeed, the model constructed by Charlot et al (2005) shows that
in a purely vocational education setting, unemployment will lead the worker to under-invest in
human capital. But if education is general, designed to improve the applicability of the worker’s
skills across a wide range of industries, then in times of unemployment the worker will turn to the
general education because it will equip workers with transferable skills that can increase his contact
rates with employers and hence the chances of exiting from unemployment. In fact, the worker will
over-invest in general education to a socially suboptimal level. This echoes the conclusion of one
prominent theory in labour economics, that is, the signaling model (Arrow 1973; Spence 1973),
which argues that people’s heavy investment in obtaining university degree is not meant to improve
his productivity but is intended to make signals to employers about his inner, unobservable ability.
In the model of Charlot et al. (2005) the divide between vocational education and general education
is fixed. Decreuse and Granier (2007) make the choice between the two kinds of education
endogenous when they model a student’s decision on which type of education to have. Their model
synthesises earlier findings, showing that in the presence of matching friction, workers prefer
transferable skills to specific skills.

The implication of the theories discussed above is clear. To encourage the acquisition of skills that
improve the worker’s productivity in one or a few industrial sectors, one has to address the problem
caused by job matching frictions. This is where social policy comes into play. As the theories
suggest, job matching frictions lead to employment intervals when the worker cannot utilise his
skill to generate incomes, and consequently encourage people to choose general education over
vocational education because the former can give them transferable skills that would better help
them get out of the employment interval so they can have earnings. It then follows that if there are
social and political actors, such as the employer or the state, step in to provide income support
during those intervals, then the returns to and hence the attractiveness of having transferable skills
will diminish and people will be willing to acquire productive skills specific for certain industries
through vocational education, without worruing about income sources during employment intervals
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caused by matching frictions. This advances the efficiency of the overall economy not only by
improving the worker’s productivity but also by preventing people over-investing in general
education simply for signaling purposes. Therefore, the literature of labour economics, especially its
theories on the relationship between job matching friction and human capital investment, provide an
economic rationale for the welfare state by highlighting the positive role of social policy in dealing
with problems caused by matching friction and hence in promoting the formation of productive
industrial skills.

This is consistent with the argument of Varieties of Capitalism theory. The seminal work by
Esteves-Abe et al. (2001) formulates the concept of welfare-skill formation nexus. It draws upon
Gary Becker’s (1964) conceptulisation of skills and makes a distinction between general skills,
industry-specific skills, and firm-specific skills. It assumes that individuals care about their lifetime
income when making schooling decision. In other words, “people calculate overall return to their
educational/training investment before deciding to commit themselves” (Esteves-Abe et al. 2001:
149). It then uses the comparative pattern of national economies in advanced countries to show the
tight coupling between a strong welfare state, especially one with strict employment protection and
generous unemployment protection, and the national workforce’s skill profile characterised by a
dominance of industry-specific and firm-specific skills. In a similar vein, Iversen (2005: 9) argues
that a generous welfare state contributes to the formation of what he terms as “specific skills
system”, because it can encourage workers to make investment in skills that are specific to firms or
industries by making “implicit agreements for long term employment and real wage stability”.

Although the original argument of Esteves-Abe et al. (2001) does not relate skills to pensions but to
various labour market policies, the Varieties of Capitalism approach takes pensions as “deferred
wages” and implicitly recognises the role of pension programme in skill formation. Indeed, pension
constitutes an important part of people’s lifetime income. While in the neocorporatist literature
pension is understood as the “social wage” alongside with other kinds of social benefits like
healthcare and unemployment benefits (for example, see Molina and Rhodes 2002), in the Varieties
of Capitalism literature it is a wage that is “deferred to the future” (Iversen and Soskice 2001: 876).
In the words of Iversen (2005: 79), “those who are most fearful of losing the labour market power
of their skills, and, hence, their ability to secure good health and pension plans through employers,
will also be most concerned about guaranteeing a high level of benefits, even if the benefits are
‘deferred’ to the future”. The workers, as described in Iversen’s remarks as having the highest
stakes in holding the market value of their skills and thus in having generous social benefits even if
the benefits are only received in the future like pension, are those with specific skills. Therefore, it
then follows that by guaranteeing a level of a deferred wage and hence the stability of lifetime
income, the presence of generous pension programmes should affect individuals’ schooling
decision in a way that encourages the acquisition of specific industrial skills through vocational
training.

The schooling decision, which is made by students on whether to have general education or
vocational education, is one facet of human capital investment. The other dimension of human
capital investment this thesis studies is the training decision, which is made by the employer on
whether or not to provide training programmes for employees to equip them with specific industrial
skills. Indeed, individuals acquire specific skills not only through vocational education at schools
but also through vocational trainings at workplaces. The on-the-job training sometimes is entirely
funded by the employer, while in other cases the training costs are shared between employers and
employees (Becker 1962, 1964). The participation of employers, therefore, is important for the
provision of on-the-job training programmes. Then what affact employers’ willingness to provide
such training programmes? The following paragraphs will review the labour economic theories on
private sector training. The literature will show that poaching externality, which exists especially in
the case of industry specific skills, will lead to an under-provision of training programmes by
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employers (Stevens 1996). Therefore, the institutional arrangements that limit the worker’s job
turnover and thus offer a partial solution to poaching externality will encourage employers to
provide training programmes.

The literature on training decision, like that on schooling decision, starts with Gary Becker’s human
capital theory. As discussed earlier, Becker (1964: 33-50) dichotomises training into general
training, which gives workers the productivity that is the same for the training company and the
market, and specific training, which endows workers the productivity that is only valuable to the
training firm. In a perfectly competitive labour market, employers have no incentive to provide
general training programmes, because since the labour market is competitive the training firm
cannot reap any of the returns to the general training. The returns will go entirely to the worker in
the form of a higher wage, which in a competitive labour market has to be equal to his marginal
productivity, which has now been increased due to the training. If the training firm turns down the
worker’s pay raise request, then the worker will leave the training company and join another firm
that will pay him according to his marginal productivity. Since there is no chance to reimburse the
costs of training, the employer will not fund any general training in the first place. When it comes to
specific training, the situation is completely reversed. Since specific training equips the worker with
skills that are of value only to the training company, the firm can reap all of the benefits of the
training programme. This, therefore, gives the firm incentives to finance the training (Becker 1964:
44-48).

Up to this point, Becker’s analysis of general training seems to echo the analysis of the same issue
by Arthur Pigou (1912), who also sees the incapacity of the firm to capture the returns to general
trainings as a major factor that deters employers from providing such training programmes. This
incapacity is the result of the fact that “workpeople are liable to change employers” (Pigou 1912:
153). This phenomenon is termed by later economists as “poaching externality” (Moen and Rosen
2004; Gautier et al. 2010), which means that the tendency of outside firms to hire away trained
workers discourages all firms to fund training programmes and thus leads to an under-investment in
the worker’s human capital. Therefore, in the presence of the poaching externality, the level of
human capital investment made by employers is socially suboptimal. Pigou’s idea was widely
accepted in the first half of the twentieth century as one explanation for the failure of Britain to
produce a workforce that had a high level of skills comparable to that of the German labour force.

Unlike Pigou, Becker rejects the notion of “poaching externality”. The drawback of Pigou’s
analysis, Becker would argue, is that it neglects the worker’s willingness to fund the general
training programme. Knowing that they will not be able to get the returns to general trainings,
employers do not want to finance general trainings. But the employer is not the only party that can
provide the funding. The worker, anticipating that he will reap all of the returns from general
trainings, will have the incentive to pay for the training programmes themselves. Then the question
becomes how the payments are arranged. Becker argues that the employee can pay for the trainings
by receiving reduced wages during the training period (Becker 1964: 40). This explains why
workers often start their career with a period of apprenticeship when they learn from their senior
colleagues and get under-paid. Workers will calculate and weigh the earnings forgone during
training against the returns to training. Since the training costs and benefits are all internalised by
the worker, there is no externality resulting from poaching. In equilibrium, human capital
investment reaches a socially optimal level. In other words, the perfect labour market competition
ensures efficient investment in human capital. Therefore, by focusing on the worker’s incentive to
pay for trainings, Becker disproves the existence of poaching externality and reaches a strikingly
different conclusion, compared with Pigou’s analysis, that only workers fund the general trainings
and the resultant human capital investment is socially optimal.
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Becker’s analysis of on-the-job training decisions, which argues that the worker will bear the full
costs of general trainings while the employer will finance specific trainings, has been influential
since it publication. Later theoretical developments expand Becker’s model and enhance its
explanatory power. This model gets greatly improved thanks to the contribution by Hashimoto
(1981), who formalises Becker’s model and introduces into the model transaction costs of
evaluating workers’ productivity. The two-stage interaction between the employer and the worker is
set as follows: At the start, when the two parties are uncertain about the worker’s productivity after
trainings, they sign a fixed contract specifying the level of wages and trainings, a contract which is
not re-negotiable. When the training is completed, the productivity of the worker is revealed to the
employer, while alternative wages in the market is revealed to the worker. The two parties, then,
will compare their respective benefits from the training with the terms in the pre-determined
contract and decide whether or not to end the employment relationship (i.e. the employer will fire
the worker if the worker’s productivity is lower than the agreed wage, while the worker will quit if
the wage is lower than the market value of his productivity). Hashimoto’s model shows that with
the transaction costs of performance evaluation and contract negotiation, in the case of specific
trainings, secession can be inefficient from the perspective of the society. To have an efficient
solution, Hashimoto argues, training costs of specific trainings will be shared between the employer
and the worker. This arrangement is necessary given the fact that the non-investing party will be
able to capture part of the returns to the specific trainings, which will effectively give it more
bargaining power in the negotiation process and thus lead to socially suboptimal negotiation results.
This phenomenon is later termed by Williamson (1985) as “hold-up”. By identifying the “hold-up”
problem in the investment decision and modeling its solution, Hashimoto (1981) modified Becker’s
original model and explains a usual arrangement in the design of specific training scheme, that is,
the cost sharing between employers and employees.

Although its explanatory power for specific trainings has been improved by subsequent theoretical
development, Becker’s model still fails to explain an important phenomenon in economic life that
firms often provide general trainings that have value for other firms. As discussed earlier, Becker’s
model makes the prediction that employers have no incentive to provide general trainings because
they cannot reap any of the returns to such trainings. But in reality we have ample evidence
showing that private firms do provide general trainings for their employees, ranging from giving
on-the-job trainings designed according to industry standard, to paying tuitions fees for MBA
courses. Loewenstein and Spletzer (1999: 710), using National Longitudinal Survey of Youth
(NLSY) and Employer Opportunity Pilot Project (EOPP) survey, find that workers and employers
report that “most of the skills learned in training are useful elsewhere”. Similarly, Barron et al.
(1999) examine the 1993 National Assessment of Vocational Education survey, which explicitly
asked employers: “How much of skills learned on-the-job by new employees in this job are useful
outside of this company”, and report that over 70 percent of employers considered most or almost
of the skills gained by new workers were general skills. It is true that employers may overestimate
the generality of the trainings they provide. But focusing on the perspective of the training recipient,
Booth and Bryan (2002) use the British Household Panel Survey (1998-2000) and find that
participants of workplace training programmes financed by employer view the trainings as general.
More important, Booth and Bryan apply statistical techniques to analyse the survey data, showing
that with other personal characteristics being controlled for the trainings employee receive increase
wages in the training firm and in the outside firm alike, which supports training recipients’
perception of the trainings as general.

If workplace training tends to be general, then how is it financed? Will it be fully financed by
workers who accept a reduced wage at the starting stage of the employment, as Becker’s model
predicts? There is not much evidence for the expected negative relationship between employee
starting wage and the incidence of on-the-job training. Barron et al. (1989) consider the process of
matching heterogeneous workers to jobs and test their model with the Employer Opportunity Pilot
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Project (EOPP) data, finding no statistically significant relationship between the worker’s starting
salary and training. Barron et al. (1997) analyse a different dataset, which is Small Business
Association Survey, and report a significant and negative association between entry-level wage and
on-the-job trainings. But the negative effects of workplace trainings on starting wages are so small
that it hardly indicates the worker bearing a significant proportion, not to mention all, of the training
costs, as Becker predicts. Loewenstein and Spletzer (1998) report similar findings of a negligible
impact of trainings on starting wages after analysing National Longitudinal Survey of Youth
(NLSY). It seems that the bulk of general training costs falls on employers.

Empirical studies show firms do provide and finance general trainings, which is in striking contrast
with the prediction of Becker’s model. How can we explain this? Why do employers have
incentives to invest in the worker’s general skills? This question has motivated recent theoretical
models that drop the core assumption of Becker’s model, that is, the perfectly competitive labour
market. Acemoglu and Pischke (1999) assume an imperfect labour market with job matching
frictions. Matching and search costs make the market wage offered by alternative employers lower
than the worker’s marginal productivity, thereby giving the firm that employs the worker a de facto
monopolistic bargaining power. With such power, the firm can currently hire the worker with the
market wage and yet exploit his productivity that is higher than the market wage. The same logic
applies when the worker receives what Acemoglu and Pischke call “technologically general training”
and thus has higher productivity. The firm with a monopolistic bargaining power then can enjoy the
increased productivity without paying the employee wages equal to this productivity. Since
employers can reap some of the returns to the technologically general training, they have incentives
to finance such training.

Acemoglu and Pischke (1999)’s model does not specify sources of labour market imperfections. A
substantiate literature is devoted to examine the origins of labour market imperfections and its
implications. Of particular relevance to this study is the analysis by Stevens (1994, 1996), who sees
labour market imperfections as contingent upon the type of skills. Stevens evaluates Becker’s
conceptulisation of skills, arguing that the concept of general skills only applies to a perfectly
competitive labour market, in which there are numerous buyers (i.e. employers) for such skills that
are of the same value to all buyers, while the notion of specific skills is only suitable for a purely
monopolistic labour market, where there is only one buyer who value this particular kind of skills.
The type of skills that sits in between these two extreme cases is not a mixture of general skills and
specific skills, Stevens argues. Instead, such middle-ground skills should be conceptualised as
“transferable skills”, similar to Acemoglu and Pischke’s (1999) “technologically general skills” or
Esteves-Abe et al.’s (2001) “industry specific skills”, which are valuable to some firms but not to
others. Since the number of buyers is more than one but not numerous, the nature of the market for
industry specific skills is not perfectly competitive, nor purely monopolistic, but incompletely
competitive. This means a worker with industry specific skills is paid a wage that is above his
reserve wage (paid in purely monopolistic market for firm specific skills) but below his marginal
productivity (paid in a perfectly competitive market for purely general skills). In other words, the
returns to industry specific skills will not be taken entirely by the firm (as in the case of specific
skills), nor will be reaped solely by the worker (as in the case of general skills), but will be shared
between the employer and the employee. This is what the Varieties of Capitalism literature means
when it argues some assets like industry specific skills are “co-specific” for both employers and
workers (for example, see Hall and Soskice 2001: 17). It is the prospects of acquiring some of the
benefits from industry specific skills that give firms incentives to invest in the trainings on such
skills. This explains why firms often fund trainings in what appears to be general skills, which in
fact are of value to the industry.

An important implication of the above analysis is the reemergence of poaching externality. As
discussed earlier, Becker (1964) dismisses the existence of poaching externality by focusing on the
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purely ideal skill types in a perfect labour market. But in the situation of incomplete labour market
competition, as argued by Stevens (1996), poaching externality reappears. This is because if the
possibility that firms can reap part of the premiums of industry specific skills gives employers
incentives to make investment in industry specific trainings, then it should equally motivate
employers to poach skilled workers from the training firm. In other words, if a firm hopes to benefit
from industry specific skills, making investment in training its own employees is one way to
achieve this. Another way, which may be more convenient, is to poach from elsewhere workers that
have completed the training programme paid by other companies. This creates an externality
because training benefits and costs are not bared by the same firm. Anticipation of the poaching
possibility will lead all firms to under-invest in training programmes that will equip workers with
industry specific skills. The level of human capital investment of the society, therefore, is
suboptimal, due to the market failure resulting from poaching externality.

One may argue that the validity of Stevens’s argument about the existence of poaching externality
depends upon how much knowledge the outside firms have about the productivity and training
experience of the worker they intend to poach. As authors like Katz and Ziderman (1990) and
Chang and Wang (1996) would argue, one of the defining characteristics of an incompletely
competitive labour market is informational asymmetry. Between the worker’s current employer and
alternative employer, there exists an informational asymmetry about the worker’s unobservable
ability and actual trainings the worker receives. The uncertainty about the worker’s genuine
productivity, it then follows, would deter outside firms’ poaching activities. Such uncertainty, if we
follow the argument of Hashimoto (1981), will constitute transaction costs in the job matching
process and reduce the wages the worker will receive from the poaching company, which will lower
the worker’s willingness to do job hopping. Informational asymmetry, therefore, reduces poaching
externality.

Stevens’s theory could be improved if it took informational asymmetry about the worker’s
productivity into account. But this does not mean one cannot defend this theory within its own
framework. The focus of Stevens’s argument is the industry specific skills, which are of value to
some firms but not to others. They are, in other words, transferable across firms within the same
industry. There are technical and institutional reasons for the fact that they are transferable within
an industry. With respect to technology, for example, the process for machinery operation and
production should be standardised if the industrial skills involved are to be transferable. Such
transferability should also be ensured by institutional arrangements like certified qualification
system for skill levels acknowledged industry-wide (Acemoglu and Pischke 2000; Casey 1991).
Without these technical and institutional supports, it is hard to imagine the industrial skills can be
standardised and hence transferable within the industry. The same technical and institutional
supports, this study argues, can reduce the uncertainty about the worker’s skill levels and
productivity by standardising and recognising the worker’s skills. This will reduce the severity of
the informational asymmetry problem between the worker’s current employer and the alternative
employer and thus make poaching an attractive strategy for the latter. Poaching, in other words, is a
viable option for firms in the case of industry specific skills. This explains the phenomenon
highlighted in the Varieties of Capitalism literature that in Germany collective wage bargaining
between employer associations and trade unions is often set at the industry-level. The rationale
behind this arrangement is that “by equalising wages at equivalent skill levels across an industry,
this system makes it difficult for firms to poach workers” (Hall and Soskice 2001: 25). Stevens
(1996: 23) also cites surveys by Britain’s Training Agency as evidence to show employers’ concern
about the problem of poaching when they provide on-the-job trainings. Poaching, therefore, is a
problem that really exists. It cannot be easily assumed away by citing uncertainty about the
worker’s capacity or informational asymmetry between different employers. It has to be dealt with.
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This leads to an important policy implication of Stevens’s theory. If the problem of poaching, which
impedes employer-sponsored training and leads to suboptimal human capital investment, is caused
by the failure of an incomplete labour market, then the solving of this problem may require certain
institutional infrastructures. We have discussed one type of institution, which is the industry-level
collective wage bargaining. This study argues that the poaching problem can also be solved by the
institutional arrangement that directly limits the worker’s mobility, like China’s localised pension
system. Indeed, the problem of poaching externality, in essence, is the fear of employers that
workers might leave the company after the training programme completes. As Stevens (1994: 541)
argues, one important source of poaching externality is the “uncertainty about labour turnover”. It
then follows that the arrangement that serves to reduce labour turnover and facilitate labour
retention should help to relieve employer’s worries about poaching and thus induce them to invest
in on-the-job trainings.

The idea that some arrangement could reduce job turnover and serve the purpose of labour retention
relates to the notion of efficiency wage. In labour economics, the efficiency wage theory argues that
a worker’s productivity is positively related with the wages he or she receives (Cahuc and
Zylberberg 2004: 353-360). Several variants of this theory are developed to explain why this is the
case. The first model emphasises the role of the higher-than-equilibrium wage in discouraging
shirking (Shapiro and Stiglitz 1984). It is argued that a higher wage increases the cost of losing
one’s job, which therefore reduces the worker’s inclination to shirk. The second model looks at the
firm’s recruitment strategy (Weiss 1980, 1990). A wage higher than the labour market equilibrium
level will attract more job applicants to the firm, thereby allowing the firm to select better
employees from a bigger pool of labour force. A final model examines the impacts of higher wages
on job turnover (Stiglitz 1974). A wage higher than that offered by other firms means the worker is
less willing to leave the current employer, which thus reduces the turnover rate and saves the firm
the costs of recruiting and training new workers. Apart from the above economic interpretations, a
sociological understanding of efficiency wage is also put forward by Akerlof (1982, 1984), which
sees a higher wage as a gift from the employer to the worker, who is then expected to return this
favour by putting more efforts into work.

The turnover model of efficiency wage is most relevant to this thesis. It argues that efficiency wage
serves as an incentive mechanism for labour retention. A specific form of efficiency wage with such
function is deferred payments. Lazear (1979, 1981) analyses the employee’s age earnings profile.
His deferred payments model argues that the workers with less seniority, for example those at the
entry level, get paid below their marginal productivity and the workers with more seniority receive
wages that are above their marginal productivity in forms of higher salary, bonus, or pension. This
arrangement encourages newly recruited workers to furnish the skills required by the firm and to
stay with the firm long enough to qualify for those deferred benefits. A steep pay scheme, in other
words, motivates and retains workers (Shapiro and Stiglitz 1984). The deferred payments model
explains a notable phenomenon in labour markets, which is the return to seniority (Buchinsky et al.
2010; Kotlikoff and Gokhale 1992; Lazear and Moore 1984). The implication is clear: Deferred
payments, like pension, can be designed to serve the purpose of labour retention.

This is why occupational pension programme can have the effects of reducing labour mobility. This
has received ample empirical support. Using the data from the 1984 Survey of Income and Program
Participation (SIPP) conducted by the U.S. National Bureau of Economic Research, Gustman and
Steinmeier (1993) finds job turnover rates to be lower in occupational pension-covered groups, no
matter what the type of pension schemes is, DB (defined benefits) or DC (defined contribution).
This is consistent with an earlier study by Mitchell (1982), who, after conducting probit analysis of
workers’ decision on changing jobs on the basis of a panel dataset from the US-wide Quality of
Employment Survey in 1973 and 1977, reports that fringe benefits offered at the firm level
significantly reduce the likelihood of worker changing job. In the Chinese context, a similar story
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can be told of the socialist enterprise-based welfare system. The occupational welfare programmes,
which were offered by state-owned enterprises (SOEs), served as an obstacle to labour mobility,
preventing skilled labour force in SOEs from moving to the vibrant, emerging private sector
(Naughton 1995).

In terms of limiting labour mobility, regional pension programmes resemble the occupational
pension schemes. This is evident in the literature on the impacts of pension portability on intra-EU
mobility. EU citizens have the legal right to work wherever they choose in the European Union. To
prevent the lack of portability of social rights becoming an obstacle to EU citizens enjoying the
right to free movement within the Union, European Council Regulations No. 1408/71, No. 574/72,
and No. 883/2004 were made to coordinate social rights granted under different Member State’s
national legislations (Verscheuren 2009). So in theory EU citizens should be able to take their
social benefits’ entitlements anywhere in the EU. Legal analysis by social policy lawyers normally
assumes so (Andrietti 2001; Forteza 2010; Whiteford 1996), but empirical researches prove
otherwise. Eurobarometer wave 75.1 of 2001 asked respondents multiple-choice questions about
their perceived obstacles to mobility. The result shows that among the 13 options, “social security
abroad” ranks 6™ as the most relevant “practical difficulty” in relocating to another Member State,
after language barriers, family concerns, bureaucracy involved, job opportunities, and cultural
differences (d” Addio and Cavalleri 2013: 9). This micro picture is consistent with the macro-level
findings from Fenge and Weizsédcker’s (2010: 264) study on public pension systems in EU-15 that
“some inherent mobility distortions survived directive 1408/71”. This is confirmed by many other
researches, who show the difficulty with transferring public social security packages across nation
states will decrease the propensity of citizens to make cross-border relocation (Avato et al. 2009; d’
Addio and Cavalleri 2013; Holzmann et al. 2005; Holzmann and Koettl 2012).

Although it is not entirely appropriate to draw a parallel between the European case of fragmented
welfare systems and China’s localised public pension arrangement, the message is clear: If the
European Union, even with the help of EEC directives to coordinate the national welfare schemes,
could not ensure full labour mobility, then it is reasonable to expect that the localised Chinese
pension system, without such coordination mechanism, is more likely to see labour mobility
impeded by the non-portability of pension rights. Indeed, under the localised structure of the public
pension system, instead of being managed by the national government, the public programmes that
cover workers are administered by individual geographical units, which are municipalities (or at
best provinces), as the occupational pension schemes are run by individual employers. Under the
localised pension schemes, workers and their employers contribute to the pension pool of the
locality and the benefits depend on the amount and length of contributions from employees and
employers. This greatly limits the portability of pension rights accrued under such arrangement, if
not making the pension package entirely non-portable. This locality-based pension programme is
very much like the firm-based occupational pension, which also limits the portability of pension
packages. So it makes sense to hypothesize that by incurring potential loss of pension benefits to
workers who try to move out of the locality, the Chinese public pension schemes deter the workers
from doing so and consequently leads to prolonged employment and decreased labour mobility.

It follows that with labour mobility constrained, employers become more willing to provide and
fund training schemes for employees. The reason is simple: If a worker changes job and moves
from one municipality to another, he risks losing his previous contribution to his pension plan he
made when he worked for the previous city. It means the outside firm may need to pay a higher
wage, which has to offset the worker’s forgone pension contributions, if it chooses to poach a
skilled worker elsewhere. This should deter poaching activity and, according to Stevens (1994,
1999), will consequently give current employers incentives to invest in trainings on industry
specific skills. In short, Chinese workers covered by the public pension programme should be more
likely to receive trainings from their current employers because this programme reduces their
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mobility. Chapter 3 will draw on this insight to inform the theoretical building of this thesis, which
explores how the deferred payments made on the basis geographical units, like China’s localised
pension benefits, help to retain the labour force within the locality in a context of labour market
tightening.

To summarise, this section starts with demonstrating the crucial importance of productive skills to
the Chinese economy. With the ongoing industrial upgrading, which results in an increasing
complementarity between physical capital and human capital, China has become more and more
dependent on a workforce with industrial skills to bolster its economy. Social protection
programmes and pension in particular can meet the economy’s requirement for skilled workers
through its contribution to skill formation. Drawing on the literatures on the Varieties of Capitalism
theory and labour economics, this section identifies two mechanisms through which social
protection programme can facilitate the formation of specific industrial skills. First, by ensuring the
stability of lifetime income, the public pension system encourages the student to choose vocational
education, which will equip him with productive specific skills. Secondly, by partly addressing the
poaching problem through reducing labour turnover, the arrangement that limits the portability of
benefit packages motivates the employer to make investment in employee training programmes,
which will improve the worker’s specific skills. The two hypotheses on the expansive and localised
pension system’s impacts on the individual’s schooling and training decision will be incorporated
into this study’s theoretical framework in Chapter 3.

Summary

This chapter has reviewed three streams of literature, each of which provides insights into this study
of China’s pension system. The industrialisation literature, with a focus on the social needs to deal
with structural pressures that come along with secular trends like modernisation and demographic
ageing, rightly highlights the need for the state to step in to provide old-age income security. This is
especially true for China, a late-industrialising country where the state intervention assumes an even
more important role in socio-economic development. But this literature treats the state as a holistic
entity and therefore falls short of identifying with which administrative level of the state the
responsibility of pension provision and administration resides, while this is a highly salient issue in
China’s pension reform. In a vast country like China, where a top-to-bottom approach to governing
is simply not feasible to ensure the government’s responsiveness and administrative efficiency,
local authorities are granted ample autonomy. This gives the regional government a vital role in the
nation’s political and policy process. Pension policy, in particular, lies in the authority of the
municipal government. So to understand the dynamics of China’s pension reform, one has to
investigate the policy behaviours of the political leaders of the municipalities, which are shaped by
the political institutions of the Chinese state.

This leads to the state-centred literature on the impact of state institutions on welfare state
development. This literature explores how the agency of state actors is structured by political
institutions and how such institutionally shaped agency is articulated in the process of social
policymaking. To explain state bureaucrats’ social policy behaviours, one must specify their policy
preferences. The rational choice theory of the state offers a way to model state actors’ policy
preferences by assuming them to be revenue-maximising. This approach, when applied to the
Chinese case, successfully identifies the economic competition between Chinese municipalities. But
the revenue-maximising assumption, in its application to the Chinese pension reform, fails to take
into account China’s particular political and institutional environment, which shapes Chinese state
actors’ pension policy preferences. Chapter 3 will formulate a theory that examines the institutional
underpinnings of Chinese local leaders’ pension policy behaviours.
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Finally this chapter investigates the role of social policy in skill formation, which has been
extensively discussed by the literature on Varieties of Capitalism and labour economics. The
Varieties of Capitalism paradigm offers us a macro picture at the national level that the developed
welfare state is institutionally complementary to the specific skills system. Labour economics
provides the micro-foundation of this broad picture. According to the two sets of literature, social
protection programmes such as public pension are conducive to the formation of specific industrial
skills for two reasons. First, pension programme encourages student to attend vocational schools by
dealing with labour market risks (i.e. the risks of income loss) that are likely to come along with
specific skills. Secondly, it can induce employers to provide on-the-job trainings by limiting the
portability of the pension package and thus offering a partial solution to the “poaching externality”.

Given the positive impacts of social protection on skill formation and the policy behaviours of
Chinese local leaders shaped by China’s political institutions, it follows that the inter-municipal
economic competition will drive municipal leaders to extend the coverage of pension programmes
to induce the training of workers with specific industrial skills that are crucial to local economic
development, and at the same time keep the pension programmes at the municipal level so the
skilled workers can be retained within the jurisdiction of the municipality. This is the reason why
China has an expansive and yet localised pension system. All of these insights will inform the
theoretical building in the next chapter.
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Chapter 3 Theoretical Approach

This chapter formulates a theory on the interconnections between political institutions, pension
policymaking, and labour market behaviours in China’s pension reform. This theory examines how
institutional arrangements of the Chinese state, notably bureaucratic tournament promotion and
Chinese-style political decentralisation, shape the pension policy actions of municipal leaders, and
how the resultant pension policy affect human capital investment decisions by workers and
employers in labour markets. This theory builds on Edward Lazear’s (1981, 1989) seminal work on
tournament competition in organisations, but it extends Lazear’s model by relaxing his assumption
that the principal can make credible commitment to award the agent who wins the tournament
competition.

Drawing on Treisman’s (2007: 27) three-stage formalisation of political process, the theory is
structured into three parts, which combined together constitute a political-economic equilibrium.
The first phase is the leadership selection stage, in which bureaucratic tournament promotion and
Chinese-style political decentralisation structure the incentives of Chinese municipal leaders. The
second stage is the policymaking stage, in which the incentive structure shapes municipal leaders’
pension policy choices. In this stage predictions are generated on under what conditions municipal
leaders will expand the coverage of pension programmes and resist the integration of the pension
system. The final stage is the economic decision-making stage, which shows how economic agents
such as workers and employers make human capital investment decisions in response to the local
pension arrangement. It generates predictions on which type of skills, general skills or specific
skills, economic agents will acquire in the presence of local pension schemes.

As this theory shows, the choices of economic agents facilitate the formation of industry specific
skills that are crucial for local economic development. This reinforces municipal leaders’ tendency
to implement an expansive and localising pension policy. It is in the sense of such positive
feedbacks that the three-stage process comprises a political-economic equilibrium whereby the
expansive and localised features of the Chinese pension system can be sustained. Before
formulating the theory, this chapter starts with discussing its foundational theoretical perspectives,
namely methodological individualism and rational choice institutionalism.

Methodological Individualism and Rational Choice Institutionalism

Methodological individualism is a theoretical position that holds social phenomena should be
explained in terms of individual choices that are to be aggregated into the phenomena of interest.
“The elementary unit of social life is the individual human action”, Elster (1982: 463) points out
when he discusses the essence of methodological individualism. “To explain social institutions and
social change is to show how they arise as the result of the actions and interactions of individuals”
(Elster 1982: 13). In this way, theories based on methodological individualism are different from
theories that see social phenomena as the function of impersonal historical forces, like the
modernisation theory and other structural-functionalist theories, or theories that attributes social
changes to the agency of collective actors, like the various kinds of interests group explanations
(Tsebelis 1990).

Adopting the position of methodological individualism, this study maintains that China’s pension
system, the social institution we seek to make sense of, should be understood with reference to the
individual choices made by political and economic agents (i.e. local bureaucrats, workers, and
employers) and to the interactions among them. Therefore, theories that hold structural pressures
like industrialisation and demographic transition as causal factors shaping the Chinese pension
system, which have been discussed in Chapter 2, become competing hypotheses to the central
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argument of this study and thus have to be taken into account when our main hypotheses are being
tested.

Under the perspective of methodological individualism, individual agents are assumed to be rational,
making choices on the basis of rational calculation. This is why methodological individualism is
naturally linked with rational choice theory. Here rationality is instrumental, simply referring to the
“optimal correspondence between means and ends” (Tsebelis 1990: 18). Hall and Taylor (1996: 944)
see this as a fundamental characteristic of rational choice theory’s behavioural assumptions: “[t]he
relevant actors have a fixed set of preferences or tastes (usually conforming to more precise
conditions such as the transitivity principle), behave entirely instrumentally so as to maximise the
attainment of these preferences”.

Drawing on this theoretical position, this study assumes the political and economic agents involved
in the process of China’s pension reform to be rational, preference-maximisers. Then what are these
preferences are? For economic agents like workers and employers, it is normally assumed that they
try to maximise their utility, which refers to income in the case of workers and profit in the case of
employers. But when it comes to the preferences of political agent, fewer consensuses are found in
the literature. Persson and Tabelini (2000: 10) identify two types of motivation in the literature of
rational choice theory. Politicians can be partisan, who cater to the interests of a fragment of society.
Or alternatively, political actors can be opportunistic, who care about getting office (office-seeking)
and/or extracting rents to enrich themselves (rent-seeking). As we have seen in the last chapter,
studies on contemporary Chinese politics generally assume bureaucrats in China to be opportunistic,
while there are debates on which kind of opportunistic behaviour, office-seeking or rent-seeking,
better capture the motivation of Chinese bureaucrats. Given the evidence of local official

behaviours presented in Chapter 2, this study argues that the notion of office-seeking is a better
approximation of the reality of Chinese politics.

In rational choice theory, the calculations made by agents are not only rational, meaning that it aims
to maximise actors’ preferences, but also strategic, which means that the calculations are made in
anticipation of the bahaviours of other agents. Such strategic calculation, in turn, is structured by
institutions. This emphasis on the central role of institutions in shaping strategic interactions among
agents and hence in determining political outcomes is the essence of rational choice institutionalism.
As Hall and Taylor (1996: 945) put it, “an actor’s behaviour is likely to be driven, not by

impersonal historical forces, but by a strategic calculus and, ... this calculus will be deeply affected
by the actor’s expectations about how others are likely to behave as well”. Then what shapes agents’
expectations about others’ behaviours and responses? The answer is institution. Institution is
conceptualised as a set of formal and informal rules that govern social interactions (North 1990). By
providing rules of games and channeling information about the likely responses of other actors,
institutions help the agent to anticipate others’ behaviours and to devise one’s own strategy
accordingly. Institutions, in a word, have an impact on political outcomes by affecting the strategic
interactions among the participating actors. This is the most important insight that rational choice
institutionalism offers to the study of politics.

This study formulates a rational choice institutionalist theory to explain why China’s pension
system is expansive and localised. This theory shows how political institutions of the Chinese
decentralised authoritarianism give rise to this system by structuring the strategic interactions
between municipal leaders and the central government. It demonstrates the role of institutions to
affect municipal leaders’ expectations about how likely the central government is to award their
efforts to promote regional economic development, and hence to influence municipal officials’
efforts to pursue local economic expansion through pension policy that is conducive to local human
capital investment. The implications of this theory, as will be discussed in detail later, are that the
regional variation in the expansion and localisation of pension schemes should be caused by the
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regional variation in the relevant institutional settings that shape municipal officials’ expectations
about their promotion prospects. In addition to explaining the behaviours of political actors in
pension policymaking, our theory also explores how economic agents make human capital
investment decisions in response to the pension schemes installed by municipal leaders. In short,
the strategic interactions between political and economic agents generate a political-economic
equilibrium that makes the Chinese pension system expansive and localised.

Stage One: Leadership Selection

Adopting the theoretical positions of methodological individualism and rational choice
institutionalism, the first part of our theory models how political institutions incentivise Chinese
municipal leaders. The starting point is the leadership selection process. At this stage, the model of
bureaucratic promotion tournament is applied to analyse the impacts of promotion prospects on the
behaviours of Chinese local officials. This model is originally formulated by Lazear and Rosen
(1981), who examine the motivation mechanism applied in the situation where one party (the agents)
act on hehalf of another (the principal). They point out that the tournament competition is an
instrument used by the principal to provide incentive to its agents to carry out the orders given by
the principal. To be more precise, the principal gives orders to agents, examine how their jobs are
done, and reward them not by assessing their performance in absolute terms but by comparing the
performance of agents and choosing the agent with the best performance to be the only recipient of
the prize. In other words, the agents, carrying out the same task given by the principal, are in a
tournament competing to be the best player and the sole winner of the principal’s award. The
advantages of the tournament competition as an incentive mechanism are twofold. First, if the
reward is a job vacancy that has to be filled by someone anyway, then in the eyes of the agents the
promise made by the principal to give this reward is credible because when the tournament finishes
the principal has no incentive to renege its promise since it is simply not in its interests to do so.
Secondly, the tournament competition is cost-effective because the assessment process only
involves comparison between the performances of agents rather than designing a system of index
and collecting massive information to measure the agent’s absolute performance. Two conditions
have to be met if the tournament competition is to function well as an incentive mechanism. First,
agents should carry out the same task otherwise there will not be any true comparison between their
performance. Secondly, agents should be able to have an impact on the result desired by the
principal otherwise the results will not reflect the ability of the agents.

These two requirements are present in the Chinese case. In China, local governments are given the
same task, which is to promote the local economy, and they are granted by the central government
with administrative means and fiscal resources to do so. Therefore, based on the insights from the
literature on principal-agent theory and on tournament competition in particular, the bureaucratic
promotion tournament model is constructed as a competing hypothesis of the fiscal decentralisation
argument (Edin 2003; Tsui and Wang 2004; Li and Zhou 2005). Unlike the fiscal federalism
paradigm where Chinese local officials are seen as revenue maximisers, the bureaucratic promotion
tournament theory assumes local leaders to be office seekers, aiming to get promoted to higher
ranking bureaucratic posts. The scenario here is a Chinese version of tournament competition: The
principal, which is the central government, delegates the task of forstering economic development
to its agents at local levels with the promise that the best developer in generating economic growth
will be promoted. Empirical findings have lent support to this model. For example, Li and Zhou
(2005) examine the bureaucratic career of provincial party secretaries from 1979 to 1995. Their
regression model, employing turnover data of these top provincial leaders, shows that the chances
of being promoted are positively associated with the economic performance of a leader’s province.
Chen et al. (2005) enlarge the sample to cover the period of 1979-2002 and get similar findings.
The relationship between economic performance and bureaucratic career not only exists at the
provincial level but also holds for municipal leaders. Mei (2009) finds that in Zhejiang province the
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likelihood of a municipal leader getting promoted is dependent on the GDP growth rate of his or her
municipality while in the province of Hubei it is the share of municipal GDP that counts.

The problem with the promotion tournament theory, when applied to the Chinese context, is its
assumption that the principal can make credible commitment to award the winning agent in the
promotion tournament. The original tournament competition model formulated by Lazear and
Rosen (1981) assumes the potential recipients of the reward offered by the principal are restricted to
the agents the principal hopes to motivate, which renders the promise made by the principal
credible to these agents. Accordingly, the bureaucratic promotion tournament model, when applied
to the case of Chinese bureaucratic politics, assumes that the local officials are the only candidates
for the higher ranked bureaucratic posts they are willing to compete to get promoted to. In the
multilevel governance structure of the Chinese state, this assumption does not hold. In China, for
any office within one jurisdiction, candidates come from four sources in most cases, as listed in the
following Table 3.1 with simplistic examples for illustrative purpose.

Table 3. 1 Sources of Candidates for Bureaucratic Offices

Scenarios Example

Source 1  Promotion from the lower-level of Mayor of municipality A of province X get
government within the same jurisdiction promoted to be the governor of province X

Source 2 Transfer from the same level of posts within Mayor of municipality A of province X gets
the same jurisdiction transferred to be the mayor of municipality B of
province X

Source 3 Promotion from the lower level of posts in Mayor of municipality A of province X gets
other jurisdictions or in central government promoted to be the governor of province Y

Director of a department of a central ministry gets
promoted to be the governor of province Y

Source 4  Transfer from the same level of posts in other Mayor of municipality A of province X gets
jurisdictions or in central government transferred to be the mayor of municipality B of
province Y.

Minister of a central ministry gets transferred to be
the governor of province Y

It is clear from the above table that a given office, for example the provincial leadership post, is not
only open to the lower level officials like municipal mayors within this province, i.e. insiders, but
also to officials from other provinces and central ministries, i.e. outsiders. In other words, the
reward offered by the central government in the form of promotion is not restricted to the group of
local agents in a given jurisdiction. Therefore, to the municipal mayors within one province the
promise made by the central government that the reward of promotion to provincial posts is
dependent on municipal economic performance is not necessarily credible. This requires us to relax
the credible principal assumption in the model of bureaucratic promotion tournament. Given the
fact that municipal leaders are the major policymakers and implementers of sub-provincial policies,
relaxing the credible principal promise assumption and allowing the credibility of central principal
to vary will enable us to examine how the variation in central credibility will affect policy outcomes
at local levels. Such variation in the credibility of the central government can be indicated by the
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profile of the provincial leadership, i.e. whether they are locally recruited insiders or parachuted
outsiders. The following paragraphs further explain the working of this arrangement, which is
called “Chinese-style political decentralisation” in this study.

The term “Chinese-style political decentralisation” may seem odd at first glance. Indeed, we are
used to thinking China as a politically closed party-state where the political power is highly
concentrated at the Party centre, no matter how administratively and fiscally decentralised it may be.
This view has some truth as we shall see below, but it is over generalised and too simplistic to allow
us to see some institutional settings that grant de facto political power to localities. One of such
institutional arrangements, as I shall show, is one under which the provinces are governed by
insiders, i.e. home-grown officials who build their entire bureaucratic career from grass roots within
the province, as opposed to being ruled by outsiders sent from Beijing. This arrangement, combined
with the tournament promotion, constitutes an important incentive structure, because it affects local
officials’ perception of the credibility of the promise on promotion made by the central government.
Given its profound policy implications, this often-overlooked institution should be taken seriously.
Let the analysis begin with a discussion of the prevalent view on how politically decentralised
China is.

Despite the term “market-preserving federalism”, China is not formally structured as a federal
polity. Regardless of various measures to decentralise administrative authorities over local affairs
during the last three decades, there has not been any serious push for political decentralisation in
China’, that is, to enfranchise local people and empower local congress to share political power
with local party-state and with the central authority. In fact, authors have offered evidence that
supposedly show the centre has tightened its political control over the regions in the reform era. For
example, Huang (1996) traces the changing length of provincial leadership tenures since the
founding of People’s Republic of China. He finds that the post-1978 provincial officials serve a
much shorter term than their predecessors (see Table 3.2), suggesting that the central government
has been reshuffling provincial appointments more frequently to prevent the latter from making
alliance with (or being captured by) local interests and using their newly-gained administrative
power in the decentralisation process to defy central orders. This leads Huang to conclude that in
post-1978 China political centralisation had to go hand in hand with administrative and fiscal
decentralisation, because the former is necessary to sustain the central control to prevent the
disintegrating tendency that is often associated with the latter.

Table 3. 2 Average Tenure of Provincial Leaders in China, 1949-1995 (years)

1949 —67 1977—81 1982 —095 Ratio: 82-95/49-67
Provincial party secretary 6.23 3.86 4.05 0.65
Provincial governor 6.43 3.28 3.84 0.60

Source: cited in Huang (1996: 106)

This view actually echoes the popular wisdom that political reform in China is lagging far behind
economic and administrative reform. Economically China may have become more open, but
politically it is still the country we used to know. Is it really the case? Has China no political
decentralisation? Surely we can see a declining tenure length of regional leaders in the post-1978
era. But it is rather hasty to jump to the conclusion that China has become more politically
centralised, because simple numerical summation of provincial tenures leaves out important

’ The only progresses in political decentralisation seem to be limited in the introduction of village-level election. The efforts to push
for free election above that level are rare (O’Brien, K. J. and L. Li 2000).
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information on the qualitative differences among provincial leaders. Without such information, one
cannot discover the real constraints facing the central government when it selects provincial leaders.
That is to say, the central government does not choose provincial leaders at will. Instead, as shall be
shown below, the candidate pool could be limited to very specific groups of cadres with certain
quality. So, even if the central government could reshuffle provincial officials more frequently, the
fact that each time its choice on the successors is under meaningful constrain implies a less
powerful centre than one would expect from the simple observation of decreasing provincial tenure
length. Then what kind of quality of provincial leader should be identified if we are to assess the
actual extent of political centralisation in China?

This research suggests looking at provincial leaders’ career paths. As we have seen in Table 2.2, a
provincial official, before appointed to this provincial-level post, he may have either of the
following three career paths: either he is transferred/promoted from another province, or from one
central ministry’, or he is promoted from within the same province like from the municipal
leadership. If the provincial leader has either of the former two career paths, then he is rendered as
an “outsider” to this province. If he rises from one of the municipalities within the same province,
then he is counted as an “insider” in the provincial politics. Table 3.1 (with the blue line) depicts the
share of years when the provincial governor was insiders for each of the 18 provinces (selected on
the basis of presentational economy). It also includes the average tenure length of provincial
governor in each province, as shown with the height of the red bars.

Graph 3. 1 The Share of Insider-dominant Years and the Average Tenure of Provincial Governors
in 18 provinces (1978-2008)
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Source: Career paths of provincial governors are derived from their resumes, which can be obtained online from the
official website of the Chinese central government (http://www.gov.cn/) and the official websites of the selected
provincial governments.

Graph 3.1 shows for the selected 18 provinces the insider indicator has a much larger variation than
that of the tenure. Some comparisons of individual cases would be helpful to illustrate the point that
the indicator of qualitative difference among provincial governors should be more important than
their tenure in assessing the degree of de facto political decentralisation in China. Take Shandong
and Fujian for example. Governors in both of the provinces have a similar length of tenure (i.e.
around 3 years), but in Shandong the insiders governed for 21 years in the 30-year reform period
while the number of Fujian is only 7 years. In other words, it seems that when the central
government chooses Shandong governors the candidates have to be limited to the insiders while the
scenario in Fujian is very much the opposite. In this case, can we still say that, on the basis of their

In some cases he serves at managerial positions in strategically important state-owned enterprises. As these enterprises are
controlled by some certain central ministries, these officials are included in the group of ministry-transferring cadres and thus coded
as “outsiders”.
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similar governor tenure, Shandong and Fujian are equally “centrally controlled” by the party centre,
as Huang (1996) would suggest? Or should we say that Shandong enjoys much more de facto local
political power because the centre’s action could be constrained by the local influences, the
influence which the centre could not easily dismiss as it would do in Fujian? The latter
interpretation seems more accurate. This is what I call the “Chinese-style political decentralisation”,
that is, regional politics being dominant by insiders and the will of the central government being
checked when it tries to intervene in the local affairs.

One important implication of the Chinese-style political decentralisation is that this arrangement is
likely to motivate local officials to respond to local needs. This idea is best summarised in Lily
Tsai’s book title “Accountability without Democracy” (Tsai 2007). In this book, Tsai studies public
goods provision in Chinese villages. She compares villages where public goods like roads and
irrigation systems are well provided with those where these public goods are under-provided. Her
findings from extensive field work show that a crucial factor to explain the willingness of the
village officials to provide public goods is whether village officials are recruited from
“encompassing solidary groups” in village, like clans. It is argued that in these solidary groups to
which officials belong, in order to gain influence, a kind of soft power as conceptualised by Tsai,
the village official is likely to provide public goods and avoid any kind of behaviour that would be
denounced by his or her peers in the group. Here what Tsai has demonstrated is that in China, an
undemocratic policy where free elections are absent, accountability of local officials is enforced not
through formal rules like competitive election but through informal ties (like the solidary group)
that link officials with the society. Then how does one discern such informal ties? As Tsai has
shown, it can be done by examining an official’s background, especially where he is recruited and
how he builds his career. The usefulness of this approach is not limited to the study of the
governance at the village level. In fact, it has proved fruitful when applied to the higher level of
government. Using a panel of data on 31 Chinese provinces over 26 years, Persson and
Zhuravskaya (2012) show that the background of top provincial leaders has considerable impacts on
the provision of regional public goods. Provinces led by party officials who build their careers
within the province enjoys better business environment and a higher level of public goods provision
than the provinces governed by cadres transferred from outside the province. The impact of
“home-grown” provincial leaders is evident even after other inter-provincial variations like fiscal
constraints and macroeconomic conditions are controlled. As Dani Rodrik (2005: 981) notes, the
success of China should be attributed to that “unorthodox institutions worked precisely because
they produced orthodox results”. This seems to be the case when China manages to ensure the
responsiveness of local government to social needs, not through political decentralisation in a
liberal democratic fashion, but through its own style of political decentralisation.

It is clear now that the Chinese polity is not only administratively and fiscally decentralised, but
also politically decentralised in an unorthodox way, which is the Chinese-style political
decentralisation. Following the institutionalist logic, this decentralised structure should have
profound implications for the preference and behaviour of local government. Then how exactly
does the political decentralisation in China have such policy impacts? Persson and Zhuravskaya
(2012) show that officials recruited locally tend to provide more public goods than those parachuted
from outside. Their explanation for this is that local insiders are more likely to be assimilated into,
if not “captured” by, the circle of local elites and therefore to have the preference of these elites. In
other words, the de facto political decentralisation affects local officials’ preference by making this
preference that of local elites. This thesis argues this is not the mechanism through which the
politically decentralised structure shapes local governments’ preferences. Indeed, one cannot derive
this from the evidence provided by the above study. The dependent variable of Persson and
Zhuravskaya’s study is the public spending on education and health care. The independent variable
is the background of provincial leaders. The problem is that the majority of education and
healthcare spending happens at the sub-provincial level, i.e. at the municipal and county level. In
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other words, the provincial leaders do not directly make decisions on the aggregate level of social
spending of a province, which is hardly surprising given the localised structure of the Chinese
welfare system. So even if provincial leaders’ preferences can be aligned with that of the local elites,
they simply lack the legal authority to dictate how much should be spent on municipal welfare
programmes. The best we can do, if we are to save Persson and Zhuravskaya’s argument, is to
argue that insider provincial leaders would increase fiscal transfers to municipal governments that
are stipulated to be spent on social programmes. But then one has to show how provincial leaders
can monitor sub-provincial officials and ensure these transfers are really spent on the right
programmes if they do not want another Shanghai social insurance funds scandal exposed in their
jurisdiction. Are insider provincial leaders are more willing to take a firm hand in the case of public
funds embezzlement than outsiders? Probably not. After all, they build their careers within the
province and these municipal leaders are their power resources, if not protégés. Insider provincial
leaders would be reluctant to punish any of them. Knowing the bottom line of their provincial party
bosses, municipal officials, driven by a sort of moral hazard, could be even more audacious than
they would be under the provincial leadership composed of outsiders. Therefore, Persson and
Zhuravskaya’s interpretation seems invalid. But their regression analysis does show a statistically
significant association between provincial leader background and the overall level of public goods
provision. Why is the case if it is not because of the alignment between the preferences of insiders
and those of local elites as Persson and Zhuravskaya claim? Can we have a better explanation of
this?

By linking together two institutional settings, which are bureaucratic promotion tournament and
Chinese-style political decentralisation, here I offer a parsimonious explanation without distorting
the reality of Chinese politics. Following the promotion tournament model, I assume local officials,
instead of being revenue-seeking, to be office-seeking. That is to say, municipal officials are eager
to climb up along the bureaucratic ladder. And the next ladder they want to step on is the
government posts one level higher than the municipal posts, that is, the provincial posts. The
decision on who are to be provincial leaders is made by the central government. The central
government then employs the tournament competition to motivate the municipal leaders, promising
that the promotion to provincial posts hinges on municipal economic performance. This promise,
however, is not equally credible across provinces. If a province has long been governed by officials
promoted from the municipality, which means municipal leaders working in this province have a
good chance of getting the provincial post, then the promise by central principal is credible. But if a
province frequently has leaders sent from Beijing, then the municipal leaders in this province know
they may not be promoted to the provincial leadership no matter how well their municipalities
perform in economic terms, suggesting that the central promise on promotion is not credible. The
credibility of the central government can greatly shape the preference and hence the behaviour of
municipal officials. For those municipal leaders who are fortunate to serve in an insider-dominant
province, motivated by the credible promise from central government they work to their very best
to promote local economic development, which is the main criteria when assessing cadres’
performance, in order to squeeze into the candidate pool for the future provincial leadership. Such
motive however is much lower for those municipal leaders who work in an outsider-led province,
because in such province the promise on rewarding the best economic champion is not credible,
meaning that municipal officials know no matter how well they perform in their job they are
unlikely to get the attention from the central government, which will parachute an outsider to this
province anyway. Surely, these unlucky municipal leaders may still have chances of getting a job in
the provincial government. But at the very best they can only be one of the 7 or 8 vice-governors
(which are by no means reserved for municipal leaders and are also open to outsiders). But even
this may count nothing in the eyes of some ambitious bureaucrat compared with the provincial
leadership, especially when it comes to the possibility for office holders to be further promoted to
the party centre. Indeed, only the provincial leader (not the deputy leaders) can serve in the Chinese
Communist Party’s Politburo, the true core of the Chinese political power. The point here is not that
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municipal leaders in outsider-dominant provinces would have no incentive to do anything, which is
simply untrue. Rather, they do have motivation but their motivation to perform well is much lower
than their counterparts serving in insider-led provinces where the promise made by the central
government is more credible in terms of municipal leaders having greater chances of getting the
provincial leadership posts.

The implication of the above story, therefore, is that the motivation of local officials to compete
against each other to promote regional economy and enhance local competitiveness, whether it is
through business friendly policies or protectionist measures, is a function of the credibility of
central government on bureaucratic promotion in this province. With this, we can re-interpret the
findings of Persson and Zhuravskaya (2012). The background of provincial leaders does not reflect
certain inherent qualities of them, as assumed by many scholars examining Chinese leaders’
resumes like Persson and Zhuravskaya. Instead, it is an indicator of the central government’s
credibility and hence the incentive structure in which local officials calculate and behave. Being
office-seeking may be the same for every local official. But this universal preference has to be
mitigated through institutional settings so it can be translated into local official’s concrete
preferences over public policies. Such institutional arrangements, as has been shown, are the
bureaucratic tournament promotion and the Chinese-style political decentralisation. These
institutional settings, through affecting officials’ chances of promotion and the credibility of the
central government on promotion, shapes municipal leader’s preferences and hence behaviours
regarding local developmental strategies. Municipal officials in insider-dominant provinces,
motivated by the credibe promise of the central government, are more likely to adopt policies that
would create a better business environment and provide more public goods to foster socio-economic
development. By contrast, municipal bureaucrats in outsider-dominant provinces, frustrated by the
prospect that their efforts would not earn them a prominent provincial post which the party centre
will always fill with an outsider, tend to be less motivated, if not predatory, in local economic
development, compared with their counterparts in insider-dominant provinces. That is why we can
see, as in Persson and Zhuravskaya’s article, a positive relationship between provincial leaders
being insiders and local provision of public goods. Bureaucratic tournament promotion and the
Chinese-style political decentralisation, being incentive structures constraining local governments,
shape local official’s policy behaviour.

Having revealed the impacts of the Chinese-style political decentralisation, it is worthwhile to
explore its causes, i.e. what brings this institutional arrangement into being? To answer this helps us
to explain a seeming paradox: If the central government wants economic growth, then why does it,
instead of appointing insiders to every province, which should give the municipal leaders more
incentive to pursue economic expansion, assign outsiders to provincial leading posts in some cases,
which tends to discourage the sub-provincial leaders from promoting local economic development?
In other words, why do some provinces have insiders as their provincial leaders while others have
outsiders? This study argues that while it is true that the central authority asks for economic
performance, the varying geographical and historical conditions of Chinese provinces may compel
the central authority to have political considerations rather than pure economic calculation when it
decides which one, the insider or the outsider, to appoint as provincial leader. Two political
considerations are prominent. The first is the need to control the minority ethnic groups. The
Chinese central government is highly alert to any separatist tendency, which is most likely to come
from ethnic minority groups such as the Tibetans and Uyghurs. So in provinces with sizeable
minority communities, like Tibet, Xinjiang, Gansu, Qinghai, and even Yunnan, provincial leaders
are often outsiders, who are sent there by the central government to excise a firm grip on the
locality. The second political consideration stems from the need to maintain the reform-minded
coalitions between the central and local political elites. As mentioned in Chapter 2, “playing to the
province” is a major strategy employed by the political elites at the central level to mobilise
political support from the locality in the power struggle with other factions in the party centre. After
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the death of Chairman Mao, this strategy was applied by market-oriented reformers, notably Deng
Xiaoping, in the battle with the conservatives who sought to retain the Maoist regime. Deng allied
with the provinces that had suffered the most under the Maoist radicalism and thus were most
willing to embrace changes to form a reform-oriented coalition, which successfully brought him to
the status of paramount leader. In the process he granted the provinces much autonomy, including
the implicit political autonomy to have their home-grown officials (i.e. insiders) as their provincial
leaders, to “give local officials an incentive ... to join his political coalition for reform” (Shirk 1993:
21). This is why many of the provinces that pioneered China’s market transition, like Guangdong,
Shandong, Zhejiang, and Sichuan, are often governed by insiders in the reform period, while the
strongholds of the planned economy, like Jilin and Liaoning, are more likely to be led by outsiders,
who are there to keep in check the local officials and citizens reluctant to abandon Maoist practices.
A province’s affinity with Maoism, in turn, is determined by how it was incorporated into the
Communist regime during the process of the Chinese Communist Revolution (Yang 1996; Kung
and Lin 2003; Anderson 2010). Therefore, the geography and history of a province often shape the
central government’s decision on the appointment of its provincial leaders. Geography and history
matter, but this does not suggest that the economic logic ceases to work. It just means the possibility
of economic calculation to dominate the appointing decision is reduced by other structural factors.
Since the central government’s personnel decision is shaped by historical and geographical factors,
which are decided outside our theory, the credibility of the central authority on bureaucratic
promotion (as indicated by the composition of provincial leadership) is treated as exogenous in our
theory.

The above disussion about the leadership selection process can be summurised and encapsulated in
the following parsimonious way (a formal expression of the leadership selection game is provided
in Appendix 1). This study makes the following assumptions about Chinese bureaucrats’
preferences:

(1)  Bureaucrats are rational maximisers of their own utilities.
(1)) Bureaucrats derive utilities from holding offices.

(iii)) Offices that are higher in the administrative hierarchy generate a higher degree of
utilities.

The logical implication of the above three assumptions is that Chinese bureaucrats maximise their
utilities by climbing up the bureaucratic ladder. In other words, Chinese bureaucrats are
office-seeking. The municipal officials, therefore, try to maximise their utilities by pursuing the
provincial offices, whose administrative status is one level higher than that of the municipal posts.

The municipal leaders’ pursuit of provincial posts is regulated by two institutional settings. The first
institutional arrangement is bureaucratic tournament promotion. The central government appoints
provincial leaders. The number of provincial posts is limited. The municipal officials have to
compete against each other for the promotion to the provincial office. The winner of the
inter-municipal competition is decided on the basis of municipal economic performance. That is to
say, the municipal leader who performs best in terms of delivering economic growth wins the
competition. This arrangement motivates municipal officials to enhance their chances of winning
the competition by, on the one hand, promoting economic development within their own
jurisdictions through economy-friendly policies, and on the other, sabotaging the economic growth
of their competitors through non-cooperative local protectionist policies. This is easy to understand:
One can win the competition by making himself look good and others look bad.

The second institutional setting is termed as Chinese-style political decentralisation. Due to the
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authoritarian nature of the Chinese central government, there is no mechanism that can make the
central government committed to appointing the best performing municipal officials to be
provincial leaders. The credibility of the central government’s commitment to award the wining
municipal officials provincial posts is not equal across all regions. In some provinces, municipal
leaders that emerge winning from the tournament competition get the provincial posts, but in other
provinces the provincial positions are filled with outsiders from elsewhere like central ministries or
other provinces, which resembles the hiring practice whereby employers recruit from external the
labour market rather than promote internally.

The two institutional arrangements have profound implications for policy choices of the municipal
leaders. The bureaucratic tournament promotion drives municipal officials to make efforts to foster
local economic growth and to compete with each other by adopting non-cooperative or even
sabotaging actions. The likelihood of municipal leaders having those behaviours is in turn
dependent upon the credibility of the central government’s commitment to award the tournament
winner, which is dictated by the Chinese-style political decentralisation. Therefore, the more
credible the central government’s commitment to award the inter-municipal competition winners
provincial posts is, the more efforts the municipal leaders will make to develop regional economy
and implement local protectionist policies. This is how the institutional arrangements of the Chinese
state, namely bureaucratic promotion tournament and Chinese-style decentralisation, govern the
leadership selection process and hence constitute the incentive structure that shapes the behaviours
of the office-seeking municipal leaders.

Stage Two: Social Policymaking

The incentive structure given rise by the institutional settings in the leadership selection process has
great implications for municipal leaders’ policy behaviours. First, motivated by realistic prospects
of promotion, local leaders foster regional economy by enhancing local competitiveness through
various policy measures including building a business-friendly environment and investing in local
infrastructure projects. A second implication of the institutional arrangements is the difficulty of
cooperation between local governments. Because only very few winners of local competition can be
promoted, the competition among local governments is non-cooperative. In other words, the highly
competitive promotion tournament makes the interaction between localities a zero-sum game,
meaning that one municipal leader’s gain in the likelihood of being promoted is the loss of the other.
A rational local leader then should avoid anything that would better his competitors more than
himself. Therefore, it is very difficult for two municipalities to take cooperative action.

The above logic is articulated in the area of pension policy as follows. As we will see later at the
economic decision-making stage, by reducing labour market risks of lifetime income loss, pension
policy can be conducive to the formation of specific industrial skills, which are crucial for local
economic expansion in the context of industrial upgrading and labour market tightening. In this case,
if municipal leaders are motivated by a credible commitment of the central government regarding
bureaucratic promotion to foster the development of regional economy, then they will expand the
coverage of pension programmes so more workers and employers can be encouraged to acquire
industry specific skills, a kind of production factor that is crucial for local industrialisation. The
central government’s credible promise will also incentivise municipal leaders to keep the pension
programmes localised at the municipal level, a kind of local protectionist policy, because this can
make the pension package non-portable and therefore prevent skilled workers from moving to and
benefiting other municipalities. The credibility of the central government’s commitment regarding
bureaucratic promotion is indicated by the historical composition of the provincial leadership. If a
province traditionally has insider leadership that is promoted from its municipalities, then the
central government’s promise to award the winner of the inter-municipal tournament competition is
credible to the municipal leaders within this province. Such promise becomes less credible to
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municipal officials if the province usually has outsider leadership, which is not promoted locally but
transferred from Beijing or elsewhere. The above logic then generates the following two
hypotheses:

1. Expansion Hypothesis: The province more often governed by insider leadership will have a
higher level of pension coverage because its municipal leaders are motivated to spare more
efforts to promote local economic development by expanding the coverage of pension
programmes.

2. Localisation Hypothesis: The province more often governed by insider leadership is less likely
to have its pension scheme integrated at the provincial level because its municipal leaders have
the incentives to keep the pension programmes localised along the municipal border.

Stage Three: Economic Decision-making

After municipal leaders install the pension programmes, how will economic agents such as workers
and employers respond? In particular, will they respond to the presence of the local pension
programmes by making human capital investment decisions in a way that favours the acquisition of
specific skills? Following Gary Becker (1962, 1964), this study conceptualises human capital as
two types of skills. They are general skills, which are valuable in a wide range of sectors, and
specific skills, which are productive in only a small number of industries. This study focuses on the
human capital investment decisions made by two types of economic agents. The first type of
economic agent is the student, who has to make the schooling decision on which kind of education
to pursue, general education that offers general skills or vocational education that teaches specific
skills. The second kind of economic agent is the employer, who makes the on-the-job training
decision on whether or not to provide training programmes for employees that equip them with
specific skills.

Our model on how these two types of economic agents make human capital investment decisions
builds on three assumptions about individuals’ preferences and behaviours:

(1)  Individuals are rational maximisers of lifetime income, which is composed of wages and
pensions.

(i) Individuals invest in human capital to acquire skills that will generate the highest
expected lifetime income.

(i) Individuals are risk averse.

The question then arises: Which type of skills, general skills or industry specific skills, will
individuals choose to maximise their expected lifetime income? General skills are of value to a
large number of industries and firms, whereas industry specific skills are valuable to only one or a
few industries. Different skill specificity leads to different income loss risks. During time of
unexpected economic downturn or technological change, workers with general skills will face fewer
risks of income loss because, given that their skills can be utilised in a large number of industries,
general-skilled workers will have higher contact rates with potential employers and hence better
chances of exiting unemployment if they are made redundant, and the transferability of their skills
will ensure that they will earn the same level of wage if they get reemployed. The situation is
reversed for workers with industry specific skills. These workers will face more income loss risks
during economic downturn. This is because, if they get laid off, the high specificity of their skills
greatly limits the number of their potential employers and makes it difficult for them to be hired at
the same level of wage if they are back to work. Compared with general skills, specific skills entail

56



higher risks of income loss.

Such risks have implications for the accumulation of wealth in preparation for retirement, i.e.
pension. Pension can be understood as “deferred wage” (Iversen and Soskice 2001: 876; Iversen
2005: 79). It is closely associated with the employment status and earning ability of the workers
before retirement. If a worker is made redundant and his skills are left idle, then his income drops,
so does his financial input into his pension plan, be it in the form of savings, taxes, or old age
income insurance contributions. The contribution to his post-retirement plan will decrease even
more if such contribution requires the input from the employer. Therefore, the loss of income at
working age, which we have associated with specific skills, means the loss of pension after
retirement and hence the loss of lifetime income.

The implication is clear: If the risks of lifetime income loss are more likely to come with specific
skills compared with general skills, then any risk-averse individual will choose to acquire general
skills to maximise his lifetime income and shun the investment in specific skills, provided there are
no outside interventions to alter individuals’ human capital investment decision.

If we bring in outside factors like social protection programme, then the picture will be different.
Social protection programme is the institutional arrangement that insures workers against the risks
of income loss during time of unemployment, disability, old age, etc. It has many institutional
manifestations. Of particular relevance to this study is the public old-age income insurance. By
providing pension benefits, the state assures the individuals about the stability of their lifetime
income. The lifetime income of workers, in other words, becomes less dependent upon their
employment status and earning ability, compared with the case where there is no such state input
into the pension programme. The public pension scheme then constitutes an insurance against the
risks of lifetime income loss. Without the public pension programme, such insurance would be
provided by general skills, which minimises the income loss risks with the help of skill
transferability. With a public pension programme in place, the necessity to acquire general skills to
maximise lifetime income diminishes. Without worrying about the loss of lifetime income,
individuals, when they are students who have to choose between general education and vocational
education, then are not deterred from acquiring specific skills through vocational education. That is
to say, students are more likely to attend vocational schools when there is a more comprehensive
public pension system. This is the first implication.

If workers care about pension benefits for the sake of lifetime income, then the portability of
pension package should have an impact on their labour market behaviours. The Chinese public
pension system is regionally fragmented along municipal and provincial borders, which makes
pension package non-portable across regions. Workers cannot move from one locality to another
without incurring the loss of some or all of the accumulated pension benefits. This therefore deters
labour mobility. One implication of the reduced workforce mobility is that employers become less
concerned about the problem of poaching. Poaching across regions becomes more expensive in the
presence of a localised pension system because outside firms have to pay more to the poached
workers so that the lost pension benefits can be compensated. In this sense China’s pension system
deters poaching. Being less worried about their workers being poached, employers become more
willing to invest in employee training programmes that will equip workers with industry specific
skills. This is our second implication.

Therefore, on the basis of the assumptions made about individual preferences and behaviours, two
hypotheses are generated, which combined together argue that China’s pension system contributes
to the formation of specific skills because it encourages students and employers to invest in the
acquisition of such skills. These two hypotheses are:
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1. Schooling Hypothesis: If social protection programmes like pension can encourage students to
acquire industry specific skills, then regions with higher pension coverage rates should have
higher enrolment rates of vocational schools.

2. Training Hypothesis: If localised pension programmes can limit job turnover and hence
alleviate the problem of poaching, then workers covered by pension programmes should have
longer job tenure and thus be more likely to receive trainings offered by employers.

Summarising Discussion: China’s Localised Pension System as A Beneficial Constraint

This study adopts the position of methodological individualism, arguing that China’s pension
system should be understood in terms of individual choices made by local leaders, employers, and
workers. The theoretical perspective of rational choice institutionalism is then applied to build a
three-stage theory on how political institutions of the Chinese state shape the strategic interactions
between rational agents and eventually lead to an expansive and localised pension system. The
starting point of this theory is the interaction between the central government and the municipal
leaders in the leadership selection process. At this stage, under the institutional arrangements of
bureaucratic promotion tournament and Chinese-style political decentralisation, municipal leaders
make calculations based on their expectations on how likely they are to be awarded by the central
government, and accordingly choose the degree of efforts to promote local economy and the level
of hostility against other municipalities. The incentive structure formed in the leadership selection
process shapes the pension policy choices of municipal leaders in the policymaking stage. When the
commitment of central government to promote the winner of the inter-municipal tournament is
credible, municipal leaders tend to implement an expansive pension policy and resist the integration
of pension programmes beyond the municipal level, in the hopes that this could induce the training
of a locally retained workforce with productive industrial skills. Whether such belief is grounded in
facts depends on the outcome of the economic decision-making process, where economic agents
like workers and employers respond to municipal leaders’ pension policy by making decisions on
human capital investment. The interactions between political and economic agents in this
three-stage process generate a political-economic equilibrium in the sense that political institutions
create policy and the policy leads to economic outcomes that in turn reproduce the policy and the
institutions by providing positive feedbacks. Only by putting it in the perspective of this
equilibrium can we explain the continuing expansion and persistent localisation of China’s pension
system. To have a comprehensive assessment of the validity of this theory requires its predictions to
be tested and its assumptions evaluated. This asks for a mixed methods approach that combines the
quantitative methods with the qualitative analysis. This is to be discussed in Chapter 4.

Before discussing the methodology applied to test this theory, it is helpful to discuss how the
theoretical framework of this thesis engages with two prominent notions in the literature of the
comparative political economy of the welfare state, namely “beneficial constraint” and “welfare
magnet”. This thesis’s argument that China’s localised pension system facilitates skill formation
conforms to the idea of “beneficial constraint”. This concept is formulated by Wolfgang Streeck
(1997) in his discussion on the capacity of institutions to constraint the voluntaristic choices of
rational actors so beneficial outcomes can be generated for the society as a whole. In particular, this
concept refers to the institutional underpinnings of the market economy that restraint actors from
doing what they believe is in their best interests, implicitly force them to choose alternative
strategies they would not otherwise have considered, and (unintentionally) enhance the overall
economic efficiency. It is articulated on the basis of the historical experience of the forging of the
German production regime in postwar years. During that period, with the disgracing of right-wing
parties due to their shameful wartime record, the German business sector were tamed by leftist
parties and strong unions. As a result, a co-determination system that limits managerial power and
an expensive welfare state funded by employer contributions were imposed on German capitalists,
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who did not want these restraining institutions but had to give up resistance and accept them given
the political circumstances. Faced with the resulting situations of an expensive workforce, German
firms had to give up the competition strategy that relies on mass production of low-quality
commodities, a relatively easy strategy they would have chosen if there were no institutional
constraints on managerial prerogatives and production flexibility. Instead, they were forced to take
a difficult “high way”, climbing up the value chain of industrial production and focusing on the
niche segments of product markets. Meanwhile, to make the best use of the expensive labour force,
German employers had to invest significantly into their skill development, thereby contributing to
the formation of a high-skilled workforce. The resultant production mode is what Streeck calls
“diversified quality production”, which has since served as the cornerstone of the postwar German
economic efficiency. The economic success of the German economy, therefore, is not the result of
any intelligent design. On the very contrary, it should be seen as the largely unintentional outcome
of the institutional settings given rise by the political circumstances in early postwar years, which
restrained the capitalist’s production strategy choice but eventually upgraded the structure of
German industries and enhanced the overall efficiency of the German economy.

A similar story can be told of the Chinese case of public pension inducing employer investment in
worker skills. As will be clear from the qualitative materials presented in Chapter 6, which deal
with social policy preferences of employers, some segments of Chinese employers, especially those
pursuing industrial upgrading like Geely Automobile, support expansionary social policies and urge
the government to impose stricter regulations on the employers who gain cost advantages by
evading social insurance contributions. The employers who can afford to evade social insurance
contributions and use cheap, unskilled labour force, arguably, should be producing in low-end
industrial sectors. China’s extensive public pension system, this study argues, forces these
employers to climb up the value chain to survive the market competition. The reason for this is as
follows. The politics of inter-municipal competition for bureaucratic promotion gives rise to a
localised pension system. With the support of employers who need to retain skilled workers for
industrial upgrading, this system is expanded and imposed on all employers, including those whose
production strategy requires a mobile, low-skilled workforce. The expensive pension programme,
on the one hand, levies a financial cost in the form of pension contributions on these
low-skill-intensive Chinese firms. This forces these employers to compensate the extra human
capital costs (i.e. social insurance contributions) by increasing workers’ productivity through
vocational trainings designed to improve their skills. On the other hand, the localised pension
scheme discourages voluntary mobility of workers by incurring the loss of pension benefits when
workers move across localities. The reduced labour mobility, due to the institutional restraints,
gives employers assurance that their workers will not easily do job-hopping and therefore
encourages employers to make investments in workers’ skill development. The net result of the
expensive and localised pension system, therefore, is that employers have to give up low-end,
low-skill-intensive competition strategy, which they would have voluntarily followed if labour costs
had not been raised by social insurance contributions, and to pursue a high-skill-intensive
production strategy by investing in the skill upgrading of employees, an investment that they would
not be willing to make if job turnover rates were not reduced by the non-portability of pension
packages. The expansive and localised Chinese public pension system is restrictive in terms of
curbing the voluntary mobility of workers and the competition strategy choices of employers. But it
is at the same time beneficial in the sense that it facilitates the pursuit of the alternative production
strategy that would improve the skill profile and hence the productivity of the whole economy.
China’s localised pension system, therefore, by generating beneficial outcomes for the society as a
whole with constraints on voluntaristic choices of workers and employers, articulates the logic of
“beneficial constraint”.

While the notion of “beneficial constraint” lends theoretical support to our theory, the idea of
“welfare magnet” is a competing hypothesis to our argument. It has been argued that social
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protection programmes like pension can facilitate the production of specific skills by encouraging
workers and employers to make investment in the acquisition of those skills, which implies that
local officials who are concerned with the industrialisation of local economy will get actively
involved in pension reform. But there is an alternative argument on why Chinese local leaders may
have an interest in social problems like pension. One may have a “welfare magnet” argument that
generous social benefits can serve as a magnet that attracts skilled workers to move from elsewhere
to the municipality. Indeed, under the constraints of a short tenure length, making investment to
train their own skilled workers may be time-consuming in the eyes of municipal leaders. Then to
have a quick solution to the issue of human capital and investment and accumulation, local leaders
may consider increasing social spending to build a working environment that is attractive to skilled
workers. Therefore, a locality with comprehensive social protection programmes can have a large
pool of skilled workers, not because those programmes encourage the human capital investment by
local citizens as argued earlier, but because those programmes attract skilled workers from
elsewhere. Do Chinese social protection programmes have such magnetic effects? To answer this
question requires us to review the literature on the “welfare magnet” hypothesis and evaluate it in
the Chinese context.

A large body of literature on migration examines how the generosity of social programmes affects
migrant’s location choices. It has been hypothesized that a high level of social benefit generosity
will attract migrants. In other words, localities, whether they are countries, states, or any other
jurisdictions, will be “magnets” that draw migrants in if they offer generous social benefits. This
hypothesis has been formulated and extensively tested in the context of the United States, where the
concern of international migration often stirs major public debates. In an influential article, George
Borjas (1999) examines whether location decisions made by international migrants who come to the
United States can be affected by the variation in welfare benefits across the states. International
migrants, assumed by Borjas to be wealth maximisers, are a self-selected sample of people who are
willing to bear the fixed costs of migration, which means the marginal cost for them of choosing the
“right” state with high social benefits should be low. The implication is that the states that have
higher levels of welfare generosity should see more international migrants who receive welfare
benefits. This hypothesis receives empirical support from statistical analysis of the 1980 and 1990
Public Use Microdata Samples (PUMS) of the U.S. census. This then leads Borjas (1999: 635) to
conclude that inter-state differences in immigration patterns can be partially explained by the
variations in welfare benefits across states. This conclusion is supported by a recent study by
McKinnish (2007), who examines the same U.S. Census data with a research strategy that
synthesises approaches of previous welfare migration literature. McKinnish provides further
support for the magnetic welfare argument by showing those resident closer to the state borders are
more likely to engage in welfare migration.

In the Chinese context, will generous welfare programme have a similar magnetic effect in serving
as a force that pulls mobile workers to work in a locality? Chen and Coulson (2002), using a dataset
of 223 Chinese cities covering 1995 to 1999, investigate the causes of the growth rate of urban
residents in non-agricultural sector minus the natural growth rate of the urban population (i.e. births
minus deaths). After controlling for factors that may attract migrants to urban areas, such as
economic growth and service sector development, they find a positive association between
government fiscal expenditure and the rate of migration to cities. The authors explain this
association with reference to the attactiveness to mobile workers of better local schooling, which
tends to be to associate with high public spending. Then why can better local schooling affect the
Chinese worker’s location choice? This is because workers may move to localities with better
schools for their children to have better education, and educated workers are more likely to do so
than their less educated counterparts. Never underestimate what Chinese parents can do for their
children especially when they are only allowed to have one child. In an interesting paper on the
impact of birth control policy on the investment in human capital in China, Rosenzweig and Zhang
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(2009) report a trade-off between the number of children and the quality of children in terms of
health condition, school grades and college enrollment chances. The heavy investment in child
nutrition and education may be induced by the fact that most Chinese parents only have one child to
rely on when they get old. So as rational individuals, following Gary Becker’s reasoning, in order to
secure the future of the child and hence their own post-retirement life, parents will do anything for
their only child, including moving to a nice city.

The “welfare magnet” argument has one drawback. It pays no attention to the policy and institution
that governs the migration flow, which is termed as “migration regime” by Razin and Wahba
(2011). This is not surprising. Empirical testing of the “welfare magnet” hypothesis is often
conducted within one country, be it the United States or China, where subnational jurisdictions have
the same migration regime. This certainly helps to control for the impact of migration policy, which
is important to empirical testing. But the price is that it gives researchers no chance to investigate
the impact of migration regime when it comes to theoretical building. Migration regime appears
unimportant in a single country research strategy simply because it is the same everywhere at the
subnational level, but this does not mean it is not important for welfare migration.

Razin and Wahba (2011) take on this pitfall of previous “welfare magnet” literature and set out to
examine how welfare state’s magnet effect is mediated by different migration regimes. Their
research strategy is to compare and contrast countries with different migration regimes. Two types
of migration regimes are identified: the free migration regime, where the state recognises an
individual’s right to reside and work freely regardless of his personal characteristics, and the
restricted migration regime, where there is no recognition of the rights to free movement. Razin and
Wahba assess the different effects of the two regimes on international migration by comparing the
free movement within European Union (plus Norway and Switzerland) and the restricted labour
movement from non-EU countries. Their statistical results show that welfare state generosity has
different impacts on the skill composition of migrants, depending on which type of migration
regime is in place. When there is free migration regime, low skilled workers will be attracted to the
country and end up living on welfare benefits, while high skilled people will be deterred from
moving to this country because of the fear that they may have to shoulder a heavy financial burden
to fund the welfare state due to the welfare dependency. Under a restricted migration regime, the
generous welfare state is still a public good that is appealing to everyone, regardless of his skill
levels, but there is no such worry about financial burdens for skilled workers. This is because a
restricted migration regime, by giving the government policy tools to keep at bay unskilled workers
that are likely to be welfare dependents, offers the skilled workers a credible promise on the
sustainability of the welfare state and hence the stability of future taxation. This motivates the entry
of skilled migrants, who are more than welcome in the country because the government knows
skilled migrants will be net contributors to the generous, expensive social programmes. In a word,
the effects of “welfare magnet” on migration are contingent upon migration regimes. While a free
migration regime shifts the pattern of migration towards an unskilled one, a restricted migration
regime leads to the migration of skilled workers.

The argument of Razin and Wahba (2011) may lead one to conclude that under China’s internal
migration regime, generous social programmes should encourage the migration of skilled workers.
Indeed, the institution in China that regulates interregional migration, called Household Registration
System or Hukou, is highly restrictive and selective. At every subnational level, it discriminates
migrants from other localities who have no or few productive skills, but at the same time favours
the migration of better educated migrants (for a discussion on China’s education-based selective
migration, see Pan 2012). Clearly Hukou is similar to the kind of restricted migration regime
identified by Razin and Wahba (2011). Under such migration regime, will a Chinese locality with
better social protection programmes attract more skilled workers? If we follow the argument of
Razin and Wahba (2011), then the answer should be a “yes”. But this study does not think so.

61



Razin and Wahba are right in bringing in the institutional arrangement that regulate migration. But
they have only focused on the institutions of the host country, that is, the country where migrants
move to. Their study pays no attention to the policies and institutions of the source country, that is,
the country where the migrants come from. The outflow of skilled workers, who are attracted by
generous welfare system in other countries, means “brain drain” for the source country. The source
country will have policy responses to prevent such “brain drain”. These preventive measures then
should affect the features of migration. This idea is especially relevant for the Chinese case.
Chinese local governments view a skilled workforce as a crucial component of local
competitiveness. They will not sit aside and watch their skilled workers leave. In fact, Chinese local
authorities extensively intervene in the labour market to keep skilled workers from leaving their
jurisdictions, by, for example, retaining skilled workers’ personnel files (Wang 2008; Liao and
Qing 2011). Such intervention also includes the localising pension policy, which, as will be
demonstrated in Chapter 6, reduces job turnover and thus limits labour mobility. Because of local
state’s intervention, skilled workers may not be able to leave a locality without incurring high costs
(like the loss of accumulated pension funds) in the first place. This is why “welfare magnet”
argument, which pays no attention to the preventive measures by source country that limit labour
mobility, will not be applicable to the Chinese context. This also explains why Chinese localities
have to train their own skilled workforce as opposed to trying to poach them from elsewhere. Such
training, as we have argued, will have to be facilitated by the expansion and localisation of pension
programmes.
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Chapter 4 Methodology

To evaluate the theory formulated in last chapter, this study employs a mixed methods research
strategy. It combines the quantitative approach, which is deployed to test hypotheses generated by
our theory, and the qualitative approach, which is dedicated to substantiate the theory and assess its
assumptions about agents’ preferences and behaviours. The first section of this chapter presents the
research design of this thesis. After a critical review of major branches of social science
methodology, this section justifies the selection of China and its pension system as the focus of this
thesis. It also explains why this study adopts a sub-national research design and chooses province as
unit of analysis. Disaggregating China into sub-national units enlarges the number of cases, which
allows this study to use the statistical method to test the implications of our theory. This quantitative
approach should be coupled with the qualitative analysis because this is the way through which we
can have a comprehensive assessment of the validity of our theory.

Advocates of the rational choice approach argue that a theory should be justified on the capacity of
its predictions to survive empirical tests rather than on the accuracy of its assumptions (Friedman
1953). This study agrees with the stance that one should assess a theory on the basis of the
explanatory power of its implications, and in accordance with this position, this thesis utilises a
quantitative approach to systematically test the hypotheses derived from our theory. But this study
is cautious with the assertion that the accuracy of the assumptions bears little relevance in
determining the validity of a theory. In fact, avoiding examining the accuracy of assumptions is
potentially dangerous. As Hall and Taylor (1996) point out, generating predictions on behaviours
from rational choice theory is sensitive to the assumptions made about agent’s preference structures.
If these assumptions are made arbitrarily or without empirical support, then one can never know
whether the theory inspired by the rational choice approach shows anything concrete about social
life, nor one can have genuine confidence in the predictions based on such assumptions, even
though the predictions may have ample explanatory power in terms of being able to pass empirical
tests. The failure to make behavioural assumptions a reasonable approximation of social reality
becomes one of the major “pathologies” of rational choice theory (Green and Shapiro 1994).

To avoid the error of making unrealistic assumptions, this study employs a qualitative approach to
interpret and understand the preferences and behaviours of political and economic agents. This
study reveals the actors’ perspectives on pension policy and skill acquisition by citing their own
words in speeches collected in fieldwork and interviews derived from newspaper data. This is
meant to examine to what extent the assumptions made in the rational choice account of this study
reflect what agents genuinely think about issues concerning pension policy and human capital
investment. The close resemblance between the theoretical assumptions made by the researcher and
the actual belief and behaviour of the agents should demonstrate the validity of the assumptions and
hence the validity of our theory.

Therefore, the need to have a comprehensive assessment of our theory, which not only examines its
implications but also evaluates its assumptions, requires a mixed methods research strategy that
couples quantitative techniques with qualitative methods. On the basis of assumptions about the
preference and behaviours of political and economic agents, this study formulates a rational choice
institutionalist theory to explain the expansive and localised characteristics of China’s pension
system, which generates observable implications to be tested. The quantitative methods of statistical
analysis are then used to test these implications, while the qualitative approach is deployed to
evaluate the assumptions about actors’ preference and behaviours. Only by combining the
quantitative and qualitative approach can we fully assess the validity of the theory. The following
sections present the research design of this thesis and discuss further methodological issues
involved in the application of the two approaches.
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Research Design

A fundamental question a researcher must ask himself, according to de Vaus (2001: 1), is whether
he aims to discover what is going on (descriptive research) or he seeks to explain why it is going on
(explanatory research). If the research belongs to the latter camp, then a further question emerges as
to whether it aims at theory-building, which uses inductive reasoning so observations are
generalised into a theory, or theory-testing, which applies deductive reasoning to construct a theory
before using empirical evidence to assess it against competing theories (de Vaus 2001: 5). This
thesis is clearly an explanatory study since it attempts to explain why the Chinese pension system is
expansive and localised. In addition, it aims at theory-testing, because in the preceding chapter we
have applied the rational choice approach to build up a theory on the bahaviours of political and
economic agents in China’s pension reform. In this case, the purpose of research design for this
thesis is to choose a research strategy among various options that will best serve the goal of
theory-testing.

Lijphart (1970) provides a framework to categorise different research strategies, which often serves
as the point of departure for many subsequent discussions on social science methodology (for
example, see Collier 1991). This framework identifies four branches of methodology in social
science. All of them aim to realise the ceteris paribus condition, which means holding other
variables constant, because this is the only way to identify causal relationship and formulate
scientific explanation (Lijphart 1970: 683).

The first method for scientific inquiry identified by Lijphart (1970) is the experimental method. It
achieves ceteris paribus by comparing one group of observations exposed to a stimulus (the
experimental group) with the other group (the control group) that is identical to the former group in
every way except that it is not affected by the stimulus. This allows the researcher to attribute any
difference in the result to the presence of the stimulus, thereby identifying a causal relationship. The
condition of two groups being equivalent in every aspect can be achieved through the procedure of
randomisation, which randomly assign subjects to research groups to avoid selection bias by
eliminating systematic preexisting group differences (Bloom 2008). In the settings of social
research, however, this often meets ethical or practical impediments. So researchers have devised
alternative ways to apply the experimental method. One approach is the quasi-experimental design,
which observes a time series of data interrupted by some discreet event, like the introduction of a
new public policy, and compares the observations before and after this event to assess the event’s
causal effect (Campbell and Stanley 1963). This approach counts as an experimental design in the
sense that the interrupting event is treated as a form of experimental intervention that occurs in a
natural setting. The quasi-experimental design is often criticised for its lack of randomisation
(Achen 1986), which may lead to incorrect estimation of the causal effect of the interrupting event
because subjects may differ in certain prior attributes that may affect the impacts of the event.
Nevertheless, it is widely applied in studies that assess the effects of public policy (for a recent
example of its application, see Dube et al. (2013), who examine the impacts of the 2004 expiration
of a U.S. federal gun law on gun-related crimes).

The practical and ethical constraints limit the application of the experimental method in social
research, but the idea of experiment has been influential in social science methodology in the sense
that every social research method aiming at establishing general empirical proposition must have in
it “the essential logic functions of experiment” (Nagel 1961: 452). This is why Lijphart (1970: 685)
calls the comparative method, the second branch of social science methodology identified in his
framework, the “substitute” for the experimental method. The comparative method seeks to
approximate the logic of experimental control by conducting two strategies originally formulated by
Mill (1848), that is, the most-similar-system design, which compares cases that equivalent in all
ways except a few aspects of theoretical interest and holds these differences responsible for any
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difference in the outcome, and the most-different-system design, which identifies same correlations
between cases’ characteristics across a number of otherwise completely different cases (also see
Hopkin 2002). The comparative method conceptulised by Lijphart (1970) deals with a small
number of cases in order to give empirical explanations. Subsequent developments in the
comparative methodology see a renewal of interpretive historical analysis. This can be seen in
Skocpol’s (1979, 1984) work on comparative historical sociology, which examines long-term
historical process in the comparative perspective, and in Ragin’s (1987) contribution to the “holistic”
approach to comparison, which, following Verba’s (1967: 112) treatment of cases as “configurative
wholeness” rather than aggregations of several analytic aspects, puts an emphasis the holistic nature
of cases and examines the model of causality in this setting, namely conjunctural causation,
meaning that factors can have their causal effects only in combination with other factors. New
development also sees the number of cases the comparative method can handle increased, thanks to
the application of fuzzy sets and set theory to the comparative methodology (Ragin 2008; Schneider
and Wagemann 2012), which now allows the researcher to conduct in-depth analysis of a modest
number of cases (20 or so).

Having this said, the number of cases the compative method can deal with is still limited. This leads
to what Lijphart (1970: 686) thinks the major problem facing the comparative method, that is, the
problem of “many variables, small number of cases”. This problem occurs when the limited number
of cases greatly constraints the researcher’s ability to control for many variables simultaneously,
which makes it difficult to achieve the ceteris paribus condition and assess his theory against
alternative ones. Therefore, although hypothesis-testing is seen as a primary goal of the comparative
method (Skocpol and Somers 1980), in practice it is not always easy to assess several competing
hypotheses with this approach. Lijphart (1970) suggests two primary ways to deal with this “too
many variables, too few cases” problem. First, one may reduce the number of variables by applying
the most-similar-system design. Indeed, when focusing on largely similar cases, which are
“comparable cases” in Lijphart’s (1970: 687) words, one may treat these similar aspects as
constants and therefore can isolate the associations between those dissimilar characteristics. This
solution, however, is criticised for causing a problem of “overdetermination” (Przeworski 1987: 38),
meaning that too much similarities between cases deny the researcher the opportunity to assess
competing theories and therefore the dependent variable is “overdetermined” by the researcher’s
hypothesized causal factor. Instead, Przeworski (1987) suggests that the most-different-system
design should be used for hypothesis-testing. This suggestion, however, is rejected by Geddes
(2003: 89). She argues that because the most-different-system design selects cases on the basis of
the value of the dependent variable, it causes a lack of variance on the outcome and introduces a
selection bias. Other theorists like King et al. (1994: 129) also ask researchers to avoid selection on
the dependent variable.

If reducing the number of variables is likely to cause extra problems, then to address the issue of
“many variables, small number of cases” one may have to increase the number of cases, which is
Lijphart’s (1970) second strategy to deal with this problem. An enlarged sample of observations
gives the researcher enough degree of freedom to conduct statistical manipulation. This leads to the
third branch of social science methodology identified in Lijphart’s framework, that is, the statistical
method. This method achieves ceferis paribus, i.e. the controlling for variables, by means of partial
correlations, which essentially divides the sample into groups and focuses on the correlations
between variables within each group. The statistical method can approximate the logic of
experimental design to the extent that authors like Lazarsfeld (1955: 119) even assert the
experimental method can be seen as a special approach to the statistical design. Although the
statistical method is widely applied in all fields of social research, statisticians like Freeman (1987,
1991) suggest researchers to use caution when conducting quantitative analysis of social
phenomena, primarily because the data collected and employed in the social sciences often fail to
meet the assumptions underlying the statistical approach. Fortunately, innovations in statistical
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techniques help social researchers to deal with these problems. One example is the development of
“robust” statistical procedures, which prevent the regression coefficients being distorted by deviant
or extreme values, a problem that often occurs when the analysis only includes a few hundred of
country and region cases (Hampel et al. 1987; Mosteller and Tukey 1977). Ragin (1987) argues the
assumption in statistical analysis that causal relations are homogeneous across cases does not hold
in the social world, where “conjunctural causation” are often encountered, meaning causal effects
vary with contexts. This problem can be addressed by adding interaction terms into the regression
equation, which allows researchers to examine how the impacts of a certain independent variable
change depending on the value of another explanatory variable (Jackson 1992). The application of
interaction term in political economy has proved fruitful, as one can see in the debate on how
corporatism affects major European countries’ economic performance, where the strength of the
unionised labour and the power of leftwing parties are interacted in the quantitative analysis to
examine the impacts of the two factors on economic growth (Lange and Garrett 1985; Jackman
1987, 1989; Hicks and Patterson 1989). Having solved the methodological problems such as those
mentioned above, the statistical method is a powerful tool for theory-testing. That is why Lijphart
(1970: 485) makes the comments that for the purpose of making scientific generalisations one
should “generally use the statistical method instead of the weaker comparative method”.

The final branch of social science methodology highlighted in Lijphart’s (1970) framework is the
case study method. Unlike the statistical method, which studies many cases, or the comparative
method, which is applied to at least two cases, the case study method focuses on one single case,
and by examining it intensively gains an in-depth knowledge of this case. Lijphart (1970: 106)
thinks a single case cannot serve as the basis for disproving a generalisation, and therefore the
major function of the case study method is not so much to test established theories as to inform
researchers for the purpose of theory-building. Likewise, Earl Babbie (1992: 24) argues that since it
includes only one case, the case study method offers little variation in the outcome to be explained
and hence no chance of disconfirming a hypothesis, a situation which he calls “the problem of ex
post facto hypotheses”.

For other authors, that the case study method is not fit for theory testing is one major yet common
misunderstanding about this method (Flyvbjerg 2006; Yin 2009: 47). A strategy to realise the
potential of the case study method for theory-testing is offered by Campell (1975). He argues that a
given theory can generate many implications for different facets of one case, and therefore
examining whether these implications are supported by the evidence collected from this case
multiplies the researcher’s opportunities to test the theory. This strategy is termed by Campell (1975)
as “pattern matching”. It is echoed by King et al. (1994: 48), who are aware that simply increasing
the number of cases, an approach recommended by Lijphart (1970), may not add new information
and thus suggest the researcher should increase the number of implications derived from his theory,
which allows the researcher to test the theory from different angles and enhances the causal
inference. Another strategy aimed at enhancing the ability of the case study method to test a theory
is what George and McKeown (1985: 34) call “process-tracing”. Through this strategy the
researcher closely studies the sequential unfolding of the events, which occurs over time within the
case, in an effort to assess to what extent the causal process suggested in the theory is reflected in
the actual dynamics of change. Like Campell’s (1975) “pattern matching”, the process-tracing
approach also seeks to explore the multifaceted nature of the case. The difference is that it focuses
on examining this along the timeline. Other theorists concerned with the possibility of the case
study method to test hypothesis, like Eckstein (1992), suggest analysing a “critical case”, the case
which the researcher expects to best fit the hypothesized causal story. A critical case tends to be
either a “least likely” or “most likely” case, that is, the case which is likely to either strongly verify
or clearly falsify the theory to be tested. An exemplary analysis of a “least likely” case is given by
Robert Michels’s (1962) study of oligarchy in organisations. It chooses to study a horizontally
organised association with strong democratic ideals, which should be unlikely to become
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oligarchical, in order to test and demonstrate Michels’s iron law of oligarchy. Whyte (1943), on the
other hand, gives a classical example of the “most likely” case design, by studying a Boston Italian
slum community, where existing theory expects to see social disorganisation but in fact, order and
social integration emerged.

This thesis is a case study, focusing on the Chinese pension system. Then why studying China? The
rationale for this case selection is twofold. First, as discussed in Chapter 2, this thesis engages with
the Statist approach to welfare state development, which argues that the authority and capacity of
the state contributes to the formation of the modern welfare state. The Chinese state, given its
unitary structure and authoritarian nature, has the political authority and administrative capacity
necessary for welfare state-building, which is rarely found elsewhere. Therefore, if the Statist thesis
is right, then we should expect China to have a modern welfare system that matches with its state
capacity. In other words, China serves as the most likely case of the Statist theory of welfare state
development. But as Chapter 1 has revealed, despite more than a decade’s efforts, China still has no
nationwide integrated pension system that one would expect to see given the tremendous authority
and capacity of the Chinese state. To explain this puzzle, therefore, will contribute to the Statist
theory of welfare state. Secondly, this thesis engages with the Varieties of Capitalism theory and
seeks to test one of its implications that economic considerations, especially those regarding skill
formation, can be an important rationale behind the expansion of the welfare state. As discussed in
Chapter 1, in the Western context, the presence of the unionised labour, which pursues
redistribution, makes it difficult for researchers to separate the quest for economic efficiency from
the pursuit for social equality when examining the motivation behind welfare state development.
The Chinese case, where the trade unions are politically weak, offers better opportunity to focus on
the concerns about economic efficiency in social policymaking and demonstrate the Varieties of
Capitalism argument on the economic role of social policy.

This efficiency argument leads to the reasons why this thesis chooses to study pension. As Graph
1.1 has shown, pension is the most expensive component of the Chinese welfare state. One cannot
make sense of the Chinese welfare system without understanding its pension component. This is
one rationale behind the selection of pension as the focus of this study. More importantly, since
pension is the most expensive component, it imposes the heaviest social costs on employers. This
should harm economic efficiency and drive employers to resist pension expansion. If concerns
about economic efficiency take a central place in China’s social policymaking, as this thesis argues,
then pension should be the last social program that Chinese policymakers would like to actively
expand, because this would impose too expensive a financial burden on the market. In other words,
pension is the least likely case of our economic efficiency argument. If we can demonstrate that
even in the case of pension political actors in fact passionately expand pension programmes to
pursue economic growth and employers actually support such expansion, then our thesis that
economic considerations loom large in China’s social policymaking can be better supported.

This thesis being a case study poses challenges to the testing of the theory formulated in Chapter 3.
Indeed, how can we test a theory on one single country case? This thesis argues this can be done by
using disaggregated data, which can be collected on sub-national units. King et al. (1994: 48-49)
give an example of disaggregating data to increase the observable implications and hence the
opportunities to test a theory. They suggest that when examining how economic variables such as
the unemployment rate affect the outcome of the U.S. presidential election, the researcher should
disaggregate presidential election results and unemployment rates to the state level because this
offers “many more observations of the implications of our theory than does the aggregate rate for
the nation as a whole”. This thesis applies this strategy, disaggregating data to China’s sub-national
units. Therefore, the decision to examine sub-national units is made not only because our theory
predicts what policy actions the local government will have, but also because of the methodological
requirement for theory-testing in the single case study, which asks the researcher to examine as
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many facets of this case as possible (Campell 1975). The sub-national variation is one important
facet of the Chinese case.

While political science has traditionally focused on national-level phenomena and hence
comparisons across nations, a “sub-national turn” can be clearly discerned in recent years (Rithmire
2014: 166; also see Snyder 2001). Sub-national research design, in which researchers draw on cases
at the sub-national level to build and test theories, has gained considerable popularity. This research
strategy proves especially fruitful in single case studies. One can see its application in studies that
cover a diverse range of topics, including the democratisation dynamics in authoritarian settings in
Brazil (Hagopian 1996) and Mexico (Cornelius et al. 1999), ethnic conflicts between religious
groups in India (Varshney 2002; Wilkinson 2006), and public goods provision in China (Tsai 2007).
It is interesting to note that the sub-national research design is most likely to appear in studies on
large developing countries with a high level of internal disparity, such as Brazil, India and China.
Indeed, in the field of contemporary China studies, sub-national research design is a major strategy
for researchers to make empirical generalisations about the Chinese case. For example, Thun (2006)
compares the approaches to the development of automobile industry in three Chinese regions and
from the comparisons derives general patterns of China’s industrial policy in auto sector. This
approach is also used by Segal (2003) and Breznitz and Murphree (2011), who demonstrate their
arguments about the development of the Chinese IT industry through comparisons between some of
China’s most economically vibrant regions such as Shanghai and Guangdong. In addition to the
comparative method, the statistical method equally features in sub-national studies on China.
Authors like Huang (1996) and Shih (2012) utilise time-series-cross-section analysis of data on
Chinese provinces to test theories on the political determinants of China’s macroeconomic stability
and inflation cycle. This thesis follows these studies to apply the sub-national research approach to
the Chinese case.

If this thesis is to be a sub-national research design, then the question arises as to which level of
sub-national jurisdiction it is to use as unit of analysis. The theory we are to test argues that the
institutional arrangements of bureaucratic promotion for municipal leaders, which is indicated by
the insider/outsider composition of the provincial leadership, serve as an incentive structure for
municipal officials in this province and hence should have an impact on their efforts to expand the
pension coverage and resist pension integration. Our theory involves two levels of government, that
is, the municipality and province. Which one should we use as unit of analysis? This thesis chooses
the province as unit of analysis for the following three reasons. First, according to Przeworski and
Teune (1970), the logic of scientific inquiry and the comparative method in particular can work at
two levels, that is, at the level of systems (for example, the nation state) and at the within-system
level (for example, the individuals within the nation state). The analysis can be conducted at either
of the two levels, depending on what the research is about. If the research is about how systems
affect the behaviour of units within them, then the research can be designed as follows: The
independent variable is measured at the level of system, and the researcher can also measure the
dependent variable as the system level variable by aggregating the properties of within-system units
to the system level (Przeworski and Teune 1970: 49). Since both of the independent and dependent
variables are measured at the system level, the unit of analysis is the system. This thesis follows this
design. In the case of this study, the system-level unit is the province, the within-system level unit is
the municipality, and the independent variable is the provincial-level incentive structure and the
dependent variable is the municipal leaders’ pension policy choices, which are aggregated into the
observed provincial-level policy outcomes in terms of pension coverage rates and the level of risk
pooling. This design decides that the province should be used as unit of analysis.

Secondly, using province as unit of analysis allows us to examine the provincial-level incentive and
sanction arrangements that affect the policy actions of the municipality. This study focuses on the
incentive mechanism that motivates Chinese local leaders to implement pension reforms. But

68



clearly the policy behaviours of municipal leaders hinges not only on the carrot offered by the
promotion arrangement, but also on the stick wielded by their provincial bosses. In other words,
what matters in shaping municipal officials’ policy action is not only the incentive arrangement,
which award the officials if they succeed in achieving certain policy goals, but also the sanction
mechanism, which exert pressures on municipal officials to take policy actions. If we are to isolate
and examine the effects of the incentive arrangement, we have to control for the impacts of the
sanction mechanism. The pressures municipal leaders receive come from the provincial government.
The Chinese state has a “one-level-down” cadre management system, in which each sub-national
government is solely accountable to its immediate superior, i.e. the next higher level government
(Joseph 2010: 232). For example, the central government has the authority to appoint provincial
government heads, which can appoint or sack municipal leaders without seeking approval from the
central government. The implication of this dependence on one’s immediate superior is that the
provincial government can credibly force municipal leaders to carry out its favoured policies (Perry
and Goldman 2007). Therefore, variables measured at the provincial level can indicate such
pressures imposed by the provincial government on municipalities. For example, the elderly
dependence ratio of a province can suggest the urgency for the provincial government to deal with
the problem of population ageing, which will then translate into the pressures faced by municipal
officials to carry out pension reform measures dictated by the provincial leadership. Since the
sanction mechanism confronting municipal leaders resides at the provincial level, one has to choose
province as unit of analysis if he or she wants to control for the impacts on municipal officials of
such mechanism.

Finally, choosing the province as unit of analysis helps us to overcome constraints on data
availability. The majority of publicly available data on sub-national jurisdictions in China are
collected at the provincial level. As shall be seen in next section, provincial statistical yearbooks are
published on many topics, ranging from economic development to social security. They contain the
data on all major variables examined by this thesis. By contrast, data on Chinese municipalities are
available from only one source, that is, China City Statistical Yearbook. This source, however, does
not report data on social security or vocational education issues such as pension coverage rates and
vocational school enrolment rates, which are crucial for this study. The limited availability of
municipal data, therefore, prevents this thesis using municipality as unit of analysis.

To summurise this section, a review of the four branches of social science methodology in light of
Lijphart’s (1970) framework reveals that the statistical method should be the general choice in
theory-testing. This is because it is more practical and bears less ethical constraints than the
experimental method and it deals with the problem of “too many variables, too few cases” better
than the comparative method. This thesis being a case study of the Chinese pension system requires
us to apply a sub-national research strategy because this is the way to increase the number of
observations and hence the opportunities to test our theory. Given that both of the incentive and
sanction mechanisms facing municipal leaders are at the provincial level, the province is chosen
over the municipality as unit of analysis. In this way, we follow the two-level research procedure
for the comparative method, and we take both of the incentive and sanction arrangements into
account so the latter can be controlled for when we examine the effects of the former. In addition,
choosing province as unit of analysis allows us to ensure data availability for our analysis.
Therefore, the best way to study political agency at the municipal level is to look at the
provincial-level institutional environment that shapes municipal leaders’ behaviours. This
sub-national research design will be implemented through a mixed methods strategy that combines
quantitative approach with qualitative analysis. This is to be discussed in following sections.
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Quantitative Approach

Using province as unit of analysis facilitates us to apply quantitative approach to test our theory.
The reason for this is twofold. First, armed with an increased number of cases under a sub-national
research design, this study is able to employ TSCS (time-series-cross-section) regression techniques
because it has ensured enough degrees of freedom for statistical manipulation. All of China’s 31
provincial-level jurisdictions are incorporated into this study. Ideally, 31 provinces across 10 years
(2000-2009) can yield a dataset of 310 cases, decent enough for conducting TSCS
(time-series-cross-section) regression analysis. Secondly, given that the Chinese provinces are in
similar historical, cultural and socio-political contexts, the conceptulisation of variables can be both
connotatively precise and applicable to all cases. This is because the comparability between
provinces helps us to avoid the problem of “conceptual stretching”. This problem refers to the
situation where comparativists, in order for their concepts to be applied to all cases that are in
different contexts (for example, nation states in varying socio-economic contexts), have to stretch
the concepts so much that these concepts may become rather vague or even hallow. In Satori’s
(1970: 1035) words, one can “cover more only by saying less”. One can avoid this however by
examining comparable cases such as the Chinese provinces. Finally, the comparability of data can
be ensured because the data collection and process procedure is standardised across the Chinese
provincial jurisdictions.

To apply the quantitative approach and the TSCS strategy in particular to test our theory, we have
to deal with two issues. First, what statistical techniques will be used? Secondly, how is the
availability and reliability of data? Let us begin with the first issue. The TSCS design has been
widely used in the last two decades in the comparative political economy because this strategy helps
researchers to overcome the “too few cases” problem discussed in last section. Traditional
cross-sectional and time-series analysis cover only a limited number of spatial units and available
data over time. The small sample size constraints the degree of freedom necessary for modeling the
association between the explanatory and outcome variables. By contrast, TSCS design allows the
researcher to relax this restriction, because in such design the cases become “country-year”, which
start from the country 7 in year ¢, then the same country in year ¢+/, and all the way through to the
last country in the last year of the period. With a greatly enlarged sample size, the researcher can
conduct multivariate analysis without worrying about the number of independent variables
exceeding that of the cases (Schmidt 1997: 156). The TSCS design has a wide application in
substantive research on some of the most important issues in the comparative political economy (for
an introduction to TSCS methodology and its applications, see Janoski and Hicks 1994: 167-242).
One can see this application in empirical works on the institutional determinants of macroeconomic
performance (Alvarez et al. 1991; Swank 1992), on the socio-political causes of the welfare state
expansion (Pampel and Williamson 1989; Huber et al. 1993), and on how political and economic
factors affect the openness of domestic financial markets (Alesina et al. 1994; Quinn and Inclan
1997), just to cite a few examples.

The TSCS design builds on the standard ordinary least square estimator (OLS), and this raises
several methodological issues. In particular, when applied to the TSCS setting, the OLS estimator
tends to be insufficient and biased and therefore produces insufficient coefficient estimates and
biased standard errors. This is because the OLS estimator makes specific assumptions about the
error structure, asking that all the errors are independent of each other and that they share the same
variance (homoschedasticity), while the data structure of the TSCS design violate these assumptions
in several ways (Hicks 1994: 171). For example, the errors in TSCS design tend to be serially
correlated and contemporaneously correlated, meaning that they are not independent from one
period to the next and from one unit to another. This is not surprising given that values measured
across time (for instance, the same economy’s size over time) are temporally interdependent and
that units closely interconnected with each other (like the Scandinavian countries) cannot be
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independent for one another. Also, in TSCS design the errors are likely to be heteroschedastic in the
sense that they tend to have different variance across units. To give an example of this problem,
Hicks (1994: 172) makes a comparison between the United States and Switzerland. The U.S. has a
large heterogeneous workforce and hence much volatile unemployment rates, and therefore the
variance in the U.S. unemployment rates tends to be greater than smaller, more homogeneous
countries like Switzerland, which has less volatile unemployment rates.

Further statistical techniques are developed to address these problems. Building on the works by
Parks (1967), Kmenta (1971) formulates the generalised least squares estimation (GLS). This
estimator deals with the problems arising from the data structure of TSCS design by making two
assumptions. First, the error covariance matrix is known. Secondly, the elements of the error
covariance matrix are correctly specified. In practice the first assumption is kept but the second one
is often dropped, which yields the estimator of feasible generalised least squares (FGLS). The
Parks-Kmenta method is arguably the most widely used technique for TSCS design in the
comparative political economy until the mid-1990s (for examples of its application, see Alvarez et
al. 1991; Huber et al. 1993).

Things have changed since Beck and Katz (1995) published their seminal article on an alternative
approach to TSCS analysis. This article criticises the application of FGLS because, due to its
assumption that the error covariance matrix is known, FGLS tends to underestimate the true
variability of the standard errors of the estimated coefficients. In other words, FGLS would cause
the inflation of standard error, thereby misleading the researcher to call some variable statistically
significant when the opposite might be the case. To address this problem of standard error inflation,
Beck and Katz (1995) suggest a different approach. Since in TSCS analysis the OLS estimates of
coefficients are consistent but its estimates of the standard error are inaccurate, one can use OLS in
settings of TSCS design as long as the issue of standard error estimation is addressed. Therefore,
Beck and Katz propose to keep the OLS estimator but replace OLS standard errors with
panel-corrected standard errors (PCSE), which take into account the contemporaneous correlation
and heteroschedasticity of the TSCS error structure. As for the issue of serial correlation, Beck and
Katz suggest it can be dealt with by either estimating autoregressiveness or including a laggard
dependent variable in the right-hand side of the equation. Utilising Monte Carlo analysis Beck and
Katz demonstrate their technique of ordinary least squares with panel-corrected standard errors
(OLS-PCSE) is able to produce accurate estimation of standard error variability in TSCS analysis.
Since Beck and Katz (1995, 1996), OLS-PCSE has become the most utilised approach for TSCS
analysis in comparative politics and political economy (for example, see Brady et al. 2005; Oatley
1998; Quin and Inclan 1997).

For TSCS analysis, therefore, this thesis uses Beck and Katz’s (1995) OLS-PCSE with a first-order
autocorrelation correction and a panel-level heteroskedastic errors correction to address the issues
of serial and contemporaneous correlation and heteroskedasticity. This approach applies when the
dependent variable is continuous, as in our Expansion Hypothesis and Schooling Hypothesis, which
deal with continuous dependent variables such as pension coverage rates and vocational school
enrolment rates. When the regression has a binary dependent variable, as in the case of Localisation
Hypothesis, which examines whether or not the province has its pension arrangement integrated at
the provincial level, the appropriate statistical technique is the ordinary logit model (Menard 2010).
One of the assumptions underlying the OLS estimator is that the error variances are normally
distributed. This assumption is violated when the dependent variable is dichotomous, in which case
the error variances tend to follow a logistic distribution (Pampel 2000: 36). This error structure
should be modeled by ordinary logit regression, which estimates the probability of an outcome
happening. The outcome is measured as a binary variable, with a value of 1 indicating the
occurrence of the outcome and a value of 0 representing its nonappearance. Compared with other
statistical techniques that deal with continuous dependent variable, the logit model is less utilised in
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the comparative political economy of the welfare state, whose primary interest such as government
social spending is often of a continuous nature. Yet a recent renewal of interest in explaining social
policy preferences, which are often measured as binary or mutilnominal variables (for example,
individuals’ policy preferences are indicated by their responses to questions such as “Do you
support or not support government redistribution’), has seen an increasing application of the logit
model (Busemeyer 2011, 2013; McCall and Kenworthy 2009).

These studies that apply the logit model in the comparative political economy of the welfare state
primarily deal with cross-sectional data, which report for example respondents’ policy stances in
one given year (for example, an often used dataset is the International Social Survey Programme
(ISSP) 2006 “Role of Government IV”"). They do not have to deal with the complexity that results
from the TSCS (time-series-cross-section) design. Beck et al. (1998: 1262) term the
time-series-cross-section data with a binary dependent variable as BTSCS data and point out that it
shares “all the standard characteristics” of continuous dependent variable TSCS data. This means
the analysis of BTSCS data, as in the case of the testing of this study’s Localisation Hypothesis, is
faced with similar methodological problems that arise from the error structure of TSCS data as
discussed earlier. A particularly serious issue is the problem of temporal correlation, meaning that
errors in BTSCS data are likely to be interdependent across time. This violates the assumption of
the ordinary logit estimator that errors should be serially independent. Therefore applying the
ordinary logit model to BTSCS data would lead to incorrect estimates of standard errors. For
example, Poirier and Ruud (1998) report that in logit and probit models standard errors tend to be
wrongly estimated in the presence of temporally correlated errors. Likewise, Beck and Katz (1997)
demonstrate that in BTSCS settings the problem of temporal correlation is likely to cause an
underestimation of the variability of standard errors. In practice this problem is mostly encountered
in the study of international relations, especially in the literature on conflict studies, which uses
BTSCS data to examine the occurrence of war or militarised conflict across time (for example, see
Farber and Gowa 1997: 397). Oneal and Russett (1997: 283) admit that in statistical analysis of
BTSCS data the “greatest danger arises from autocorrelation”.

Beck et al. (1998) proposes a simple approach to deal with the issue of temporal correlation in
BTSCS data. They suggest the researcher to include a series of period dummy variables (usually
year dummies) as controls to the logit model specification. This solution is based on that BTSCS
data are essentially equivalent to grouped event history data. Event history analysis examines the
length of elapsed time until the occurrence of an event (for example, the breakout of war), that is,
the length of a “spell” (for an introduction to event history analysis, see Blossfeld et al. 2007). It
models the hazard rate, which is an indication of the likelihood of the event occurring, as a function
of independent variables. If the hazard rate does not depend upon the length of the spell, then the
hazard is “duration independent”. On the other hand, if the hazard rate changes with the duration of
the spell, then the hazard is “duration dependent”. Durations can be measured continuously so the
hazard rate varies continuously. Alternatively, duration data can be “grouped” into one point so it
only tells us whether a unit has experienced the event at some discrete time point (for example, a
certain year). This is the case in BTSCS data, which codes the happening of an event as 1 (that is,
the hazard rate is equal to 100 percent) and assigns the occurrence to a certain year so we know in
this specific point the event occurs (for conducting event history analysis for longitudinal data, see
Allison 1984). It is in this sense that Beck et al. (1998) argue BTSCS data is grouped duration data.
This idea allows them to apply the technique used in event history analysis to deal with duration
dependent hazard in the settings of BTSCS to correct for serially correlated errors. This technique is
the inclusion of period dummy variables. This thesis will apply the same method to deal with the
problem of BTSCS temporal correlation when testing the Localisation Hypothesis.

A final note on statistical techniques concerns about the inclusion of unit dummy variables. A
convention in TSCS analysis is to add unit dummies to the right-hand side variables to control for
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unobservable cross-unit heterogeneity. This thesis does not follow this procedure. Instead of adding
unit dummies, which in the case of this study are province dummies, this thesis adds region
dummies, which indicate the macro-region (eastern, interior, or western region) the province is
located in. Province dummies are not included for three reasons. First, the use of unit dummies is
most defensible when we are not sure about whether certain cross-sectional variance arising from
history and geography would have impacts on the outcome of interest. In Peter Kennedy’s words
(1998: 227): “The dummy variable coefficients reflect ignorance - they are inserted merely for the
purpose of measuring shifts in the regression line arising from unknown variables”. So it is
reasonable to add unit dummies in a cross-national study, where the variance in national history for
example is great and hard to control for without adding country dummies. The problem of
ignorance, however, is far less severe in a study comparing Chinese provinces, the difference
among whom is much less than that among nation-states. Secondly, as Plumper et al. (2005) point
out, “the use of unit dummies can lead to the absorption of most of the theoretical interesting
cross-sectional variance”. They especially remind researchers that unit dummies should NOT be
included if the theory being tested implies level effect. This effect refers to the situation where in
addition to changes in the level of the independent variable, the level of the independent variable
itself could theoretically affect the level of the dependent variable. Adding unit dummies to the
equation will absorb such effect in the sense that this effect will be reflected not in the coefficient of
the independent variable we are interested in but only in the coefficient of the unit dummies.
Thirdly, testing the Localisation Hypothesis with a binary dependent variable requires using the
logit model. Adding unit dummies would easily make the model fail to achieve convergence. This
problem also confronts Yumin Sheng (2010: 171) when he estimates his probit model of Chinese
provincial leaders characteristics. He then gives up controlling for the provincial-level fixed effects.
This thesis will choose to do the same. Therefore, province dummies are not to be added. As an
alternative, this thesis adds region dummies, which can capture the major unobserved
cross-provincial differences without suppressing too much interesting variance among provinces.

Having discussed the statistical techniques for our TSCS analysis, we now move to the second issue
of data availability and reliability. Data used for the quantitative analysis are publicly available. The
independent variable, i.e. the insider composition of provincial leadership, is constructed on the
basis of the career paths of provincial party secretaries and governors (for a detailed discussion on
the measurement of the independent variable, see Chapter 5). One can study provincial leaders’
career trajectories by investigating their resumes, which are available on the official website of the
Central People’s Government of People’s Republic of China (http://www.gov.cn) and the official
websites of the provincial governments of the 31 provincial-level jurisdictions. Data for other
variables come from the statistical data collected and compiled by relevant government bodies like
National Bureau of Statistics of China, Provincial Bureau of Statistics, and All-China Federation of
Trade Unions, etc. China Statistical Publishing House publishes most of the statistical yearbooks.
Detailed data sources are provided in Table 4.1.

Table 4. 1 Data Sources

Variables Data Sources
Pension Coverage Rates China Population and Employment Statistics Yearbook (2001-2010)
China Labour and Social Security Statistics Yearbook (2001-2010)
GDP per capita China Statistical Yearbook (1997-2010)
Elderly-dependency Ratio China Population and Employment Statistics Yearbook (1997-2010)
Inter-municipal Disparity Provincial Statistical Yearbook of 31 provincial jurisdictions (1997-2010)
Fiscal Transfer from the Central China Finance Yearbook (1997-2010)
Government
Employment Share of the China Industry Economy Statistical Yearbook (1997-2010)

Manufacturing Sector
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This study takes measures to ensure the data used for the quantitative analysis are reliable. The
reliability of the data provided by the Chinese government has often been questioned. Indeed, there
is a saying in China that “officials produce statistics, and statistics produce offices”. In a
bureaucratic state where promotion is dependent on quantified performance, officials have every
incentive to manipulate statistical data to get a better chance of promotion along the bureaucratic
ladder. However, as Chen (2010) argues, there is no need go to the extreme of being paranoid about
the reliability of the Chinese data. State-generated data, in fact, can be of great use if the user stays
clear-headed about how it is produced and most importantly, who produces it. The data most likely
to be distorted are those generated by local officials, which tend to report and publish inflated data
to impress their superiors. Therefore, this study avoids using the data from sub-national government
whenever possible. That is why most of the variables are measured using data collected by national
agencies like National Bureau of Statistics of China. This reduces the possibility that these data are
subject to the manipulation of local officials. Only in the case of measuring the variable of
inter-municipal disparity, this thesis uses data collected at the provincial level (i.e. the municipal
GDP per capita). But even this would not distort the overall picture. If the provincial government is
prone to inflate data on its economic performance, then all provincial governments should have
equal incentive to do so. So such inflation will not change the relative ranking among provinces on
this variable. Therefore, the data used for measuring inter-municipal disparity, though subject to the
risk of being manipulated by local officials, can yield a generally reliable picture.

Although the quantitative statistical analysis is useful for exploring associations between macro
factors, it falls short of determining the causal mechanism underlying those associations. It is
especially unable to reveal the micro foundations of the general tendency, i.e. preferences and
choices of individual agents that are aggregated into the macro phenomenon. This is where the
qualitative approach comes into play. By investigating different actors’ preferences on pension
policy and how they perform according to their views, we are able to uncover the complexity in the
process of China’s pension reform. This complements the relatively parsimonious statistical results.
Moreover, by discovering whether the agents really calculate and behave in the way hypothesized
in this study, it helps to assess the validity of competing interpretations of the statistical association
and verify the causal mechanism of our theory.

Qualitative Approach

The rationale for applying a qualitative approach in this study is twofold. First, the qualitative
approach is employed to evaluate the accuracy of our theory’s assumptions about the agents’
preferences and behaviours. This is important because the validity of a rational choice theory, as
discussed earlier, depends on not only how well its predictions can survive empirical tests, which
can be determined through quantitative analysis, but also on how accurately its behavioural
assumptions reflect the social reality, which has to be found out by uncovering the actual
preferences and behaviours of agents through qualitative methods. Secondly, in the process of
discovering the actual preferences and actions of relevant actors, the qualitative analysis will reveal
the contexts in which agents form their preferences and make choices. This contextualisation of
preferences and decisions uncovers the socio-economic conditions that affect preference-forming
and decision-making. These socio-economic situations are not included in our theory, because it
focuses on the institutional constraints that shape the behaviours of agents and it leaves other
relevant conditions out of the model in order to be parsimonious. So the revealing of relevant
socio-economic conditions through qualitative analysis complement the parsimonious theory, and in
the process the theory gets contextualised and substantiated. Therefore, by uncovering the actual
preferences and behaviours of political and economic agents, the qualitative analysis in this study
aims to evaluate the theory’s assumption about agents’ preferences, which is important for
assessing the validity of the theory, and to contextualise actors’ desires and beliefs, which
complements the theory.
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Then how can we know the preferences and beliefs of the relevant agents in our theory? For
economic agents like workers and employers, the answer is pretty straightforward: We can know
about their viewpoints by listening to what they have to say about pension policy and skill
development. What they say can be taken as expressing their genuine views because normally they
have little incentive to lie about their situations and they are unlikely to face external constraints
that would refrain them from telling the truth (especially in the case of talking about non-politically
sensitive issues like pension). This study uses journalistic materials from major Chinese national
and regional newspapers that cover interviews with workers and employers on issues of public
pension, vocational education, labour retention, and firm-funded training. It applies a strategy of
purposeful sampling to select the relevant materials. As Pattern (2002: 230) points out, “[t]he logic
and power of purposeful sampling lies in selecting information-rich cases for study in depth.
Information-rich cases are those from which one can learn a great deal about issues of central
importance to the purpose of the enquiry”. In other words, with purposive sampling the researcher
chooses the materials that offer the best information to serve the research purpose and answer the
research question. In particular, this study adopts one of the subcategories of purposive sampling
(Pattern 2002: 235), namely maximum variation sampling, which aims at “capturing and describing
central themes that cut across a great deal of variation” (Markula and Silk 2011: 221). That is to say,
this study selects and analyses newspaper articles that reflect contrasting policy views. For example,
it covers stories of workers willing and unwilling to join pension schemes and employers willing
and unwilling to contribute to pension funds. In this way it is hoped that an unbiased account of
worker and employer preferences concerning relevant policy issues could emerge from the
qualitative analysis.

Anyone using Chinese newspaper data for qualitative analysis is confronted with the issue of press
censorship. Indeed, it is generally believed that the Chinese government tightly controls the mass
media to make sure everyone keeps the “party line” (Young 2012). This could have a direct impact
on which views would appear on the media and which would not, thereby compromising the quality
of the Chinese newspaper data. This conventional view, however, is challenged by a recent study by
Gary King et al. (2013), which, on the basis of computer-assisted content analysis of online text
posts, shows that the Chinese authority is not more likely to curtail criticism of the state and its
policies. Rather, it is the comments that mobilise citizens for collective action that are more likely
to be silenced. This finding regarding Chinese government’s Internet censorship practices echoes
earlier studies, which show that newspapers have more leeway in discussing policy issues in their
online editions (for example, see He and Zhu 2002). Issues like pension policy and vocational
education are not likely to spur social mobilisations. So it is reasonable to think that views
regarding these issues expressed in newspapers, especially in their online editions, are not distorted
too much by the government censorship. This is why this study primarily draws on online editions
of major national and regional newspapers for newspaper articles that are subject to qualitative
content analysis. Having this said, the censorship may still have an impact on what we read on the
mass media in a subtler way by, for example, making individuals in interviews (interviewees and
reporters alike) self-censored, i.e. conforming to the official discourse (Tong 2009). The issue of
self-censorship is inevitable in a country where freedom of speech is highly regulated, if not
curtailed. This study acknowledges it and uses caution when interpreting peoples’ views expressed
on the mass media.

While one can interpret the preferences of workers and employers from their interviews, when it
comes to revealing the preferences and perspectives of political agents like Chinese local
bureaucrats interviews may become less useful in documenting what they really think. Indeed,
when speaking to the public media or the researcher, politicians may have incentive to promote a
rosy picture of the situation. It may not necessarily be that politicians would lie about the actual
situation. It is just that politicians’ desires to look good will affect how they frame policy issues
when they give interviews to the media or the researcher. This problem is universal, but it may
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become even more severe in China, where the political culture does not encourage open policy
debate, especially between policymakers and the public. In the case of this study, what we hope to
reveal is the policy preferences and beliefs of the municipal leaders. They are no ordinary
government staff but party secretaries and mayors of the municipal party-state. So they have even
higher stakes when giving interviews, which will make them more cautious in making policy
comments. Researchers would find what they say differs little from the official document or the
publicly stated policy line. In short, it would be difficult, or at least very time- and
energy-consuming”, for researchers to induce Chinese bureaucrats in local leadership to talk about
their genuine views on policy issues.

This study has to solve this problem because to understand the policy preferences of municipal
leaders is important to its analysis. But how? This study suggests looking at the internal speeches by
municipal leaders. Internal speeches are speeches addressed by municipal leaders (i.e. municipal
party secretary, mayor, and vice-mayor who is in charge of specific policy areas) at work
conferences (i.e. the conferences that are dedicated to discuss concrete policy issues) to their
subordinates (i.e. the sub-municipal cadres such as county leaders who are charged to implement
the policies made by the municipal government). Such speeches are called “internal” because when
they are delivered they are not open to the public or the media. Nor are they required to be
submitted to the municipal leaders’ superiors in the provincial government for approval. Without
the need to look good to the public or to please their provincial boss, municipal leaders are
relatively free to express their policy opinions at those work conferences behind closed doors.
Internal speeches of municipal leaders are dedicated to offer diagnosis of social problems, provide
policy solutions, and mobilise lower-level cadres for policy implementation. By analysising internal
speeches addressed by municipal leaders at economic work conferences and pension reform work
conferences, the researcher can get to know municipal officials’ relatively genuine policy
preferences on pension and their views on the economic role of pension policy. By revealing the
actual pension policy preferences and behaviours of municipal leaders, one can evaluate the
assumptions made in our theory and substantiate the causal story it tells.

There are several ways through which the researcher gets access to those internal speeches. First,
during the fieldwork in China the researcher contacted local social insurance agencies to collect the
speeches. Because speeches of leading municipal officials made in work conferences are treated as
policy guidelines, normally they are dispatched to related functional agencies that are in charge of
policy implementation. Such functional agency like the social insurance agency is a major source of
the internal speeches. I was able to get in touch with them when I made two fieldtrips to China, one
was from December 2010 to January 2011 and the other from July 2012 to January 2013. I visited
local social insurance agencies in five provinces, which are Shaanxi, Liaoning, Fujian, Guangdong,
and Guizhou (see Graph 3.1), to collect internal speeches by leading municipal officials. The
provinces are selected to reflect China’s inter-provincial diversities in geographical and
socio-economic terms. As one can see from Graph 3.1, three provinces are located on the coastal
line while two are sited in the inland areas, which allows us to take into account the historical
“coastal-interior divide” in China (Saw and Wong 2009: 2). Among the selected coastal provinces,
two are economic stars that rose in the post-1978 reform era (Guangdong and Fujian), renowned for
their vibrant private sector economy, while the two Northern provinces, Liaoning and Shaanxi, are
home to many state-owned enterprises, most of which were established in the socialist years.
Including these provinces in the case selection gives one the opportunity to control for diverse
historical and economic conditions.

4 My experiences of fieldwork in China suggests that only when the researcher have very good personal ties with the politician can
the official trust the researcher and talk frankly in interviews. To nourish such personal ties requires a considerably long time of
interaction, which is too time- and energy-consuming for a DPhil study to manage.
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Graph 4. 1 Locations of Fieldwork Sites

The second source of the municipal speeches is the Internet. Months after the delivery of the
internal speeches, some of them are posted on municipality’s governmental website as archives. So
searching on the municipal government’s official websites is another way to collect its leaders’
internal speeches. Finally, sometimes local official newspapers publish leaders’ speeches delivered
at work conferences after those speeches are declassified. Those local newspapers are archived by
databases for Chinese journals and newspapers, notably CNKI (China Knowledge Resource
Integrated Database). These databases then allow the researcher to get access to municipal internal
speeches.

In total this study collected 36 pieces of municipal internal speeches. They are then subject to
qualitative content analysis, which is a standardised “sense-making effort that takes a volume of
qualitative material and attempts to identify core consistencies and meanings” (Patton 2002: 453).
Three approaches to qualitative content analysis are identified by Hsieh and Shannon (2005) on the
basis of to what extent inductive reasoning gets involved in the process. The first approach is
conventional qualitative content analysis. It is purely inductive, used for ground theory building,
which hopes to let coding themes emerge from the raw data. The second approach is termed as
“directed content analysis”. It is theory-informed, deriving the coding categories from a theory or
previous relevant studies, with the aim to “validate or extend a conceptual framework or theory”
(Zhang and Widemuth 2010: 2). The final approach is summative content analysis, which
synthesises the quantitative and qualitative perspectives of content analysis, combining the counting
of manifest themes (i.e. words) with the interpreting of latent meanings.

In light of the typology formulated by Hsieh and Shannon (2005), the qualitative content analysis of
this study falls into the second camp, namely directed content analysis. Its purpose is to evaluate
and validate our theory’s assumptions about agents’ preferences and behaviours, which means it is
theory-directed. So the qualitative content analysis in this study is conducted in a manner that
follows the procedure of directed content analysis (Schreier 2012): After the qualitative data are
prepared, individual themes, rather than linguistic units (for example, words and sentences), are
defined as unit of analysis. The themes or categories (like “inter-municipal competition” or
“economic benefits of pension programmes”’) are informed by our theory. Also derived from the
theory is the coding scheme, which mainly decides the rules for assigning category codes to
contents. The coding scheme is then tested on a sample of 9 municipal internal speeches. An
additional coder, with Chinese language skills, is invited to code the same sample. The inter-coder
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agreement is 93%, suggesting a high level of consistency. Then the coding scheme is applied to all
the speeches. In the process new themes emerges that are not covered by our theory (hence not
included in the coding frame) and yet are relevant to this study. So new coding categories are added
and presented to the additional coder to check their consistency. After all the qualitative data are
coded, the author then sets out to explore the properties of categories and uncover the patterns of
relationships between them. The findings from the qualitative content analysis are reported in
Chapter 5 and 6 as the micro-foundations of the macro-level statistical associations.

Although the priority of qualitative research is not to be representative, this study tries to avoid the
results of its qualitative analysis being distorted by particular cases, which is possible if the
qualitative data were collected from a biased selection of cases. This is why, as discussed earlier,
the locations of fieldwork site are chosen in a way that covers as much of the inter-regional
diversity in China as possible. As Sidney Tarrow (2000: 176) points out, “[t]he representativeness
of qualitative research can never be wholly assured until the cases become so numerous that the
analysis comes to resemble quantitative research”. So to ensure the representativeness of qualitative
studies, he suggests a strategy of “framing qualitative research within quantitative profiles”, which
means to situate the qualitative research on a few cases in a context of large-N dataset, as Charles
Tilly (1993) does when he bases a narrative of revolutions in Europe on a collection of more than
700 revolutionary events in the last five centuries. It would be ideal for this study to collect
qualitative data from all Chinese provinces across a long time span. But this clearly exceeds the
capacity and scope of an individual project. So this study chooses the second-best strategy,
selecting the cases purposely to take into account China’s internal disparity. This, admittedly, is a
compromise. But the author believes this would not be a serious problem. After all, the purpose of
the qualitative analysis of this research is not to build up a new theory inductively, which would
require the qualitative data to be drawn from a representative selection of cases. Rather, it is meant
to validate an already-built theory by examining whether the agents view the world in the way
assumed by the theory. This is a modest goal and can be achieved without making a high level of
demand for representativeness.

In short, the qualitative approach applied in this study aims to reveal the preferences and behaviours
of political and economic agents, especially those of municipal leaders. By doing so, the
behavioural assumptions made in our theory can be evaluated, the causal story told by the theory
can be substantiated, and the theory’s statistical implications can be complemented with
micro-foundations. In the case of Chinese municipal leaders, this study suggests applying the
directed qualitative analysis approach to analyse their internal speeches delivered at various kinds
of work conferences to discover their policy views and behaviours.

Summary

This study adopts a mixed methods research strategy. It has formulated a rational choice
institutionalist theory on the expansion and localisation of China’s pension system, focusing on how
political institutions shape the pension policy actions of Chinese municipal leaders and how the
resultant municipal pension schemes affect economic agents’ human capital investment decisions.
The quantitative approach is applied to test implications of the theory with statistical techniques of
time-series-cross-section analysis. In addition, qualitative methods is employed to uncover the
policy preferences and behaviours of municipal leaders, employers, and workers, so that the
assumptions made by our theory can be assessed and the theory itself can be contextualised and
substantiated. The next two chapters will implement this research strategy to assess our theory.
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Chapter 5 Political Institutions and The Pension
System

This chapter examines the two hypotheses derived from our theory, namely the Expansion
Hypothesis and Localisation Hypothesis. They are about how political institutions of the Chinese
state, by structuring the incentives of Chinese municipal leaders, lead to the two prominent features
of China’s pension system, namely the extensive coverage and the persistent localisation. Before
testing the two hypotheses using statistical techniques, this chapter first evaluates how well the
assumptions the theory makes about the preferences and behaviours of municipal officials capture
the reality. As assumed in the leadership selection stage and social policymaking stage of our theory,
Chinese municipal leaders compete with each other to promote local economic growth and they
tend to apply pension policy as an instrument in the process. The analysis of internal speeches
delivered by municipal officials allows us to assess to what extent these behavioural assumptions
reflect the actual situation. By examining the perspectives and preferences of individual political
agents in the making of developmental strategy and pension policy, this chapter provides the
micro-foundations of the hypothesized macro-level associations.

As this chapter will reveal, Chinese municipal officials clearly perceive the pressure to outperform
their counterparts in the province in generating economic growth and fiscal revenue. Overtaking
one’s colleagues in increasing fiscal revenues is a particularly important goal. This is not because
municipal bureaucrats seek to manage larger budgets, as Niskanen’s budget-maximising assumption
would suggest. The reason why Chinese municipal leaders try to generate more revenues than their
counterparts is that under China’s intergovernmental fiscal system, a large proportion of municipal
revenues are required to be remitted to the provincial government, and therefore beating one’s
colleagues in contributing to the provincial coffer means having more political influence within the
province, which will enhance the municipal leaders’ promotion chances. Pension policy is
instrumental in municipal leaders’ efforts to generate fiscal revenues because it serves two local
developmental strategies that are applied to fuel economic growth and hence revenue increases.
These two strategies are called in the Chinese context “industrialisation” and “urbanisation”. By
attracting surplus labour from the countryside and keeping them trained and stay in the urban centre,
an expansive and localising pension policy secures the supply of skilled workforce for local
industries and facilitates the urban sprawl into the countryside. The expansion of local pension
programme also assists the restructuring of state enterprises and the cost containment efforts of
local employers. This is how Chinese municipal leaders perceive the economic role of pension
policy. This picture constitutes the micro-foundations of the two hypotheses to be tested in this
chapter. The following sections will first derive the micro-foundations from municipal officials’
conference speeches before applying statistical techniques to test the Expansion Hypothesis and
Localisation Hypothesis.

Micro-Foundations: Pension Policy Preferences of Municipal Leaders

At the micro-level, the theory of this study argues that Chinese municipal leaders engage in a
competition with each other to demonstrate good economic performance and employ pension policy
to foster local economic development. Is this an accurate description of the political and policy
preferences of Chinese municipal officials? This section looks at internal speeches by municipal
leaders to reveal their perceptions and preferences. As has been discussed in Chapter 4, internal
municipal speeches are delivered by Chinese municipal leaders behind closed doors to the
subordinate cadres at work conferences about specific policy issues. Without the need to please the
public or their superiors, the municipal leaders are believed to be more likely to express their
genuine political and policy preferences in these speeches. Therefore the analysis of the municipal
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internal speeches allows us to uncover these preferences of municipal leaders and to examine
whether our theory’s assumptions about such preferences accurately capture the situation in the real
world.

Local Competition

This sub-section examines from the perspective of Chinese local leaders the competitive nature of
the political environment within which municipal governments operate. It reveals the
inter-municipal economic competition by decoding the internal speeches of municipal leaders
through exploring the economic rationality that underlies these speeches. As will become clear in
the following discussion, the starting point of the rational calculation of Chinese municipal leaders
is the ranking of their locality relative to other municipalities of the province in terms of several
socio-economic developmental goals. The most important socio-economic indicator is the fiscal
revenue, which is in turn to be generated through promoting local industrialisation and urbanisation.
That is to say, Chinese municipal leaders compete to foster the industrialisation and urbanisation of
their jurisdictions, so that they can catch up with the pioneer municipalities and eventually move up
their rankings in the province, which will enhance their localities’ importance to the province and
better their prospects of career advancement. The aim of this section is to elaborate this line of
reasoning of Chinese municipal leaders, citing their own words in their speeches.

The starting point to reveal the economic calculation of Chinese municipal leaders and to decode
their internal speeches is one crucial number, that is, the ranking of the municipality within the
province. Municipal leaders in China are obsessed with the place of their cities in relation to
neighboring municipalities with respect to several macroeconomic indicators. In their internal
speeches, city bosses very often cite the rankings of their localities, comparing indicators of their
jurisdictions with those of other municipalities within the same province, to boast about leading
positions they vow to retain or to warn about the danger of falling behind they urge to avoid.
Interestingly, city leaders would mention explicitly the names of the municipalities they have (or
have not) caught up with, suggesting that they are very clear about their competitors in the
economic game. This can be clearly seen from the following example. This is a speech given at a
municipal economic work conference by Mr. Zhang Yong, major of Fuzhou City in the province of
Jiangxi, who summarised the achievements his municipality attained in the year of 2009:

To catch up and surpass we have to accelerate the pace of development, so moving up our
rankings is a test for the result of our development. This year our city has ranked in the top
three of the province in terms of the growth rates of 6 major economic indicators. Among
them, gross domestic products, industrial outputs, total fiscal revenues, and revenues of
sub-municipal governments have seen their growth rates top the list of the province, while the
growth rate of fixed assets investment rank the second in the province and that of foreign
trade export volumes rank the third. In terms of absolute number, the rankings of our city on 5
indicators have moved up this year. For example, on industrial value-added we have moved
up by 1 place, thereby outranking Yingtan; on total fiscal revenue, by 1 place, outperforming
Pingxiang; on sub-municipal government revenues, by 1 place, surpassing Xinyu; on fixed
assets investment, by 1 place, outstriping Xinyu again; and finally, on volumes of foreign
trade export, by 2 places, surpassing Yichun and Ji’an’.

The five cities mentioned in the speech, that is, Yingtan, Pingxiang, Xinyu, Yichun and Ji’an, are
municipalities in the Jiangxi province, just like Mayor Zhang’s own jurisdiction, Fuzhou. Clearly
Mayor Zhang saw them as rivals in the economic race and was proud that his city, Fuzhou, had

> Zhang Yong: Speech for Municipal Economic Work Conference (Fuzhou of Jiangxi province, 30/12/2009) [T HiEN K F £ 4T 4
P T2 E 83, 2009 4 12 A 30 H]
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outperformed them in several aspects like industrial growth and foreign export volumes. But what
seems most important to Mr. Zhang is the province-wide position of Fuzhou in the rankings of
growth rates of six major macroeconomic indicators, including GDP, industrial output and fiscal
revenues etc. Fuzhou ranked in the top 3 on all these indicators, an impressive performance that
well placed it in the first group of Jiangxi’s municipalities, a place municipalities would kill to get.

The typical mentality of the municipal leader in the economic competition is best captured by the
opening line of the above passage: “Moving up rankings is a test for the result of our development”.
Development, or getting better than yourself, is not enough. You have to be better than others. In
the words of Qi Jihui, mayor of Fuxin in Liaoning province, when he warned about
self-complacency to municipal government officials’, “We can never just compete with ourselves,
not to mention have a sense of complacency. Instead, we must compete with advanced regions in
our province”. To a municipal leader, development becomes meaningful only when it can put his
municipality above others, i.e. it can withstand the test of “moving up rankings”. When it cannot,
municipal leaders can get very upset, as we can tell from the following speech given by Wen Xihao,
who addressed it at one municipal industrial economic work conference as vice-mayor of Longyan
in Fujian province. He was concerned that Longyan’s industrial growth had fell behind that of the
“sibling municipalities” in Fujian. This is another snapshot of the sibling rivalry in the Chinese
province:

We still fall behind our sibling municipalities, so we have to shoulder more responsibilities.

Now the situation is threatening: every municipality is doing its best to leap forward to develop.
If we don’t progress, we will fall behind. If we progress only a little, we will still fall behind.
Let’s look at the industrial output. The industrial value-added of our city accounts for only 7.1%
of the provincial industrial value-added and only one fourth of that of Quanzhou. Our growth
rate [of industrial value-added] ranks a mere seventh place province-wide. ...If we look at the
number of major industrial projects whose investments are worth more than 1 billion yuan, we
only have a few, like the Longgong excavator factory, Longma heavy truck factory, and
Longyan mini-van factory. Cities in mountainous regions, like Sanming, Ningde and Nanping,
they all have more major industrial projects than us’.

It is interesting to note the last sentence of the excerpt. Mr. Wen explicitly targeted at Sanming,
Ningde and Nanping, the municipalities in mountainous areas of the province, his city Longyan
being one of them. Mr. Wen did not target the star municipalities like Xiamen, the coastal economic
special zone, or Fuzhou, the provincial capital of Fujian. Instead, he aimed to catch up with cities in
mountainous regions, which presumably had the similar conditions for economic development as
Longyan. In other words, he was not overambitious but set realistic catching-up targets, signaling to
his audience the credibility of his words and hence his determination to achieve these catching-up
goals.

Chinese municipal leaders’ obsession with rankings is clear and evident. Then how can we start
from the ranking of a municipality to make sense of the rest part of an internal speech? Can we use
this number, the ranking, to help us understand the other numbers in a speech? In other words, can
we explain the policy actions and targets proposed by municipal leaders from the ranking of their
municipality? Let us go back to the speech by Zhang Yong, mayor of Fuzhou in Jiangxi, whose
words disclose the mindset of a municipal official when he sets targets and makes policies.

® Qi Jihui: Speech for Municipal Government Plenary Session (Fuxin of Liaoning province, 3/3/2011) [iT T 537 77 K F 4 & £ 7 3
JE AR A L8 3kE 2011 43 A 3 B

7 Wen Xihao: Speech for Municipal Industry Work Conference (Longyan of Fujian province, 16/2/2011) [4 # £.% &) ¥ K i%4) % 72
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The effect of the development will be tested by the moving-up of rankings. We must keep a
close watch on the sibling municipality that ranks one place higher than us on major economic
indicators, and try our best to catch up with it. Next year, our fiscal revenue should surpass
that of Xinyu. In this year Xinyu’s fiscal revenue is 5.6 billion yuan and it expects to have a
16.8% growth rate next year, reaching 6.6 billion yuan. This year the fiscal revenue of our city
is 5 billion yuan. So if we can grow by 32% next year, then we can overtake Xinyu and thus
advance our ranking to the seventh place in the province. Every county, every department and
every industrial park should do the same, fixing your targets on the rivalry units that rank one
place higher than you and doing all you can for catching-up".

The passage above is revealing. It tells us about the logic behind the seemingly perplexing bunch of
numbers contained in Chinese official speeches. The aim of municipal leaders is to move up
rankings of the municipality. If you were a municipal leader, then the starting point of your thinking
would be to know your place, which allows you to know which cities to catch up with. Then you
would set out to find out the developmental goals, for example fiscal revenues as in the above case,
of the city whose ranking is higher than yours. Based on the goals of your target city, you could
calculate how much should be achieved on your side in order to get ahead of the target city. This
kind of calculation is made not only by the municipal government but also by “every county, every
department and every industrial park”, all of which are required to know their own places in the
province.

It is crucial to note that Zhang Yong specially mentioned fiscal revenue, rather than GDP, when he
designed the strategy for Fuzhou to catch up with Xinyu. It is widely acknowledged that GDP
growth is of the utmost importance to Chinese governments at all levels. Many have taken this for
granted but few asks why GDP matters especially for Chinese local leaders. Surely the Chinese
local bureaucrats have to demonstrate their capacity to stimulate economic development to their
central superiors by showing high GDP growth in their localities. But the official speeches of
Chinese local leaders indicate that another equally important reason is due to the tight association
between economic development and government revenue. In other words, the expansion of local
economy is important to Chinese local officials because it leads to the growth of fiscal revenues of
local government, which is a highly prioritised target. For example, when Chen Zhenggao, Mayor
of Shenyang in Liaoning province, summed up the economic achievements of his city, he said “the
quality of the functioning of our economy has increased impressively. This can be seen from the
fact that the hard indicator, that is, the fiscal revenue, has kept a growth rate of 30% for four
successive years™. In all of the official speeches investigated in this study, no other macroeconomic
indicator, not even the GDP growth, is labeled as “the hard indicator”. Only the fiscal revenue gets
called as such. The word “hard” in the Chinese political language, as opposed to “soft” which
means flexible, suggests that the target is non-negotiable and therefore must be achieved, as in the
famous remark by Deng Xiaoping, which reads “Development is the hard truth”. Therefore, only in
the case of fiscal revenue would municipal leaders warn their subordinates, i.e. the county and
township cadres, that the failure to achieve the target would cost their job. This cannot be clearer in
the speech of Qi Jihui, mayor of Fuxin in Liaoning province, who mobilised government officials to
achieve the target of generating 5 billion of fiscal revenues by making clear the grave consequences
of failing to do so:

Here I emphsise this again: we have to achieve the target of 5 billion of fiscal revenues this year.
We must have this determination... The work of our municipality should revolve entirely around
this target. We should push forward our work by sticking with this target. For this year’s work,

® Zhang Yong: Speech for Municipal Economic Work Conference (Fuzhou of Jiangxi province, 30/12/2009) [T H £ K F £ 4T 4
P LA A L8 FHiE 2009 412 A 30 B]
’ Chen Zhenggao: Speech for Municipal Economic Work Conference (Shenyang of Liaoning province, 17/2/2005) [iL 7 #ufa i K &
BB AT 25 TAE A L e HtE 2005 42 A 17 B
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the target on fiscal revenues must be achieved. Anyone who fails to meet this single requirement
will get dismissed'’.

Why is fiscal revenue so important to Chinese municipal leaders? Surely municipal government
needs money to fund its own functioning and deliver public services to the local community. But
this does not justify or explain municipal leaders’ obsession with generating more revenues than
other cities or their obsession with moving up the ranking of their municipality in terms of
generating fiscal revenues. Indeed, if fiscal revenue is mainly for one’s own use, then there seems
no point of engaging in a competition with others. To understand the importance of fiscal revenue
to municipal leaders and the origins of inter-municipal competition on generating fiscal revenue,
one needs to look at the fiscal arrangement between the Chinese central and local government.

The current regime regulating central-local fiscal relations, named tax-sharing system, which was
installed in 1994 and centralised the collecting of government revenues, dictates that the municipal
government must remit a proportion of its fiscal revenues to the provincial government, which in
turn should forward a share of its revenues to the central government (Ahmad et al. 1995; Zheng
2004: 153). Under this arrangement, the fiscal revenues of municipal governments are used for
funding the functioning not only of itself but also of the provincial government and ultimately the
central government. The fiscal health of the provincial government, therefore, depends on the
contribution of municipal governments, and likewise the fiscal health of the central government on
the contribution of provincial governments. The implication is that higher-level governments will
tend to award those lower-level governments that make more contribution. The most alluring
reward to the leaders of subnational governments is none other than the promotion to a higher place.

Numerous studies have been made to examine the factors that may affect Chinese local officials’
chances of getting promoted. These factors include the economic performance of their localities (in
terms of GDP growth), the fiscal contribution to upper-level governments, and several personal
characteristics like educational background and factional ties with the central leaders. Statistical
regressions are run to assess the relative importance of these competing variables. While the effects
of other factors remain inconclusive, the positive impact of fiscal contribution on promotion
prospects emerges to be consistent across researches. Bo (2002) examines the mobility of provincial
leaders since the founding of People’s Republic of China in 1949. He finds that while better
economic performance of jurisdiction helps to keep a provincial leader’s job but fails to provide
good chances of promotion, the contribution of fiscal revenues to the central governments tends to
bring about better prospects of promotion. Guo (2007) studies a dataset of more than one thousand
county-level leaders during 1995 to 2002 and reports that more tax revenues will increase the
likelihoods of being promoted, an association which still holds after various “informal factors” like
ethnic minority background are controlled for. In a recent paper published in the American Political
Science Review, Shih et al. (2012) applies a Bayesian estimation method to a newly constructed
biographical dataset of members of Chinese Communist Party Central Committee. They discover
that the promotion of Communist Party elites to the party center to a large extent can be explained
by three factors: local revenue collection, educational attainment, and personal connections with top
party leaders.

Given the importance of fiscal revenue to bureaucratic promotion, we can easily understand
municipal leaders’ preoccupation with outperforming their counterparts in collecting revenues.
More fiscal contribution to the province means better chances of promotion. The competition to
generate fiscal revenues is essentially the competition to win favours from the province and the
party center. Since the number of offices to be filled by promoted local officials is very limited, it is
crucial for a municipal leader to contribute more than his counterparts, i.e. to rank higher than his

' Qi Jihui: Speech for Municipal Government Plenary Session (Fuxin of Liaoning province, 3/3/2011) [i 7 ##7 7 K F 48 B & 7 5
JF AR A L8 3kE 2011 %3 A 3 B
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counterparts in terms of fiscal contribution, if he hopes to win the competition. On the other hand, if
a municipal leader falls behind others in the race to collect government revenues, he risks his city
and eventually himself being ignored and marginalised in the provincial politics. Municipal leaders
themselves are clearly aware of this, as evident in the remarks by Qi Jihui, mayor of Fuxin, and
Zhang Yong, major of Fuzhou. Qi Jihui warned that if they failed to achieve the target of collecting
5 billion fiscal revenues, Fuxin would be “neglected in Liaoning province”. Similarly, Zhang Yong
told his colleagues that without “making it big” in terms of generating economic growth and fiscal
revenues, Fuzhou would “have no position in the province”. In a word, the direct link between
fiscal contribution and municipal leaders’ career advancement forces them to focus on surpassing
their counterparts in terms of generating fiscal revenues.

After the crucial catching-up objective, fiscal revenue, is set, everything else follows. As the
authority of the Chinese local government to adjust tax rates is very limited, to generate government
revenue municipalities have to expand the tax base (Lou and Wang 2008: 112-113). Unlike
advanced countries where the government generates most revenues from income tax, the majority
of budgetary revenues of the Chinese municipal government come from industrial and commercial
taxation. Then to promote industrialisation becomes one major strategy for local government to
expand its tax base. As for the non-budgetary revenue, most of it comes from sales of user-rights to
the land owned by the municipality. Lucrative land sales therefore explain Chinese municipal
bureaucrats’ enthusiasm for property development, an activity they nicely named as “urbanisation”.
Therefore, the policy to promote industrialisation and urbanisation is logically derived from
municipal leaders’ pursuit of more fiscal revenues and higher rankings. That is why when mayor of
Fuxin in Liaoning province, Qi Jihui, when setting up developmental objectives, explicitly link the
growth of industrialisation and urbanisation to that of government revenues.

Revolving around the target of 5 billion fiscal revenues, in this year the focus of our work
should be put on getting breakthroughs in industrialisation and urbanisation. So the growth
rates of industrial output and urbanisation should both reach at least 4 percent''.

In the case above, the growth rate of industrialisation and urbanisation would have to reach at least
4 percent in the year of 2011. Why? Because that was what would take to guarantee the 5 billion
RMB of fiscal revenues. Then why 5 billion? Because according to the mayor, that is how much
was needed to prevent Fuxin being “neglected” in Liaoning province. This is the logic that strings
up the indicators and numbers in the municipal internal speeches: The logic starts with the rankings
of the municipality in the province, which allow the municipal leader to know which competitor to
catch up with, then some “hard” catching-up objective like fiscal revenue is set, so finally
instrumental indicators like rates of industrialisation and urbanisation that help to achieve the
central aim can be determined.

Following the logic, there are sub-instrumental targets that are set to sustain industrialisation and
urbanisation, like fixed asset investment, manufacturing output, electric power supply, etc. These
are all interesting aspects of the strategies for local economic development. But what interests this
study is the role of pension policy in local economic expansion. Does pension policy serve to
facilitate industrialisation and urbanisation? Do municipal leaders see pension policy as a
developmental tool in the economic competition with other cities? The analysis in the next two
sub-sections will suggest affirmative answers to both questions.

"' Qi Jihui: Speech for Municipal Government Plenary Session (Fuxin of Liaoning province, 3/3/2011) [i 7 ##7 7 K F 48 B & 7 5
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Economic Benefits of Pension Policy (1): Factor Guarantee

The preceding section has shown that Chinese municipalities compete against each other to move

up rankings in the province by developing local economy through industrialisation and urbanisation.
This section explores the role of pension policy in local developmental strategy. In particular it asks:
Do municipal leaders see pension policy as an instrument for local industrialisation and
urbanisation? If so, then what economic benefits does pension programme have? These questions
are to be answered in this and the following two sub-sections.

The findings on the economic benefits of pension policy are as follows. As this and the next two
sections show, municipal leaders think an expansionary pension policy is able to serve three
pro-business functions: (1) to secure the supply of the workforce for urban industries by
encouraging the flow of the labour force from the rural to the urban areas, which alleviates the
problem of labour shortage and accelerates the process of urbanisation, (2) to improve the allocative
efficiency of urban labour markets by facilitating the reallocation of the labour force from the state
sector to the private sector, and (3) to reduce pension contribution rates, which helps to serve the
purpose of cost containment for employers. In a word, public pension scheme is an integral part of
local leaders’ developmental strategy to build an environment that is attractive to both workers and
employers. This is why Lian Weiliang, vice-mayor of Luoyang city in charge of social security,
when summarising the economic benefits of social protection at the municipal old-age insurance
work conference on October 14", 2006, explicitly emphasised the role of the social security system
in attracting migrant workers and investors:

To what extent we have a comprehensive social security system concerns our investment
environment, entrepreneurial climate and situations of job creation. Without a comprehensive
social security system, investors would not invest in our place, because there would be no
harmonious industrial relations for them. Without a comprehensive social security system,
migrant workers would not work here, because there would be no security for his income and
future life. At the same time, we are re-structuring the state-owned enterprise system, and
social security is a central issue in the process. So in this sense we can say that a
comprehen%ve social security system is a precondition of the successful restructuring of the
state sector ~.

This section examines how the expansive pension policy facilitates industrialisation and
urbanisation by dealing with the problem of labour shortage. We have seen industrialisation and
urbanisation are two major developmental strategies of Chinese municipal leaders to generate fiscal
revenues and enhance their influence in the province. An expansive pension policy plays a crucial
role in the process. For the aim of industrialisation, municipal leaders use pension and other social
protection programmes to attract migrant peasant workers from the countryside. This is meant to
secure the labour supply for urban industries in a context of labour market tightening. When
municipal leaders search for the source of labour supply, they prefer local peasant workers to
“foreign” peasant workers, who migrate from other municipalities. The reason for this is as follows:
The jurisdiction of a Chinese municipality is composed of its urban centre and the surrounding
countryside, which is home to the local peasant workers. By drawing these local peasant workers
into the urban economy, the municipal leaders can seize their farmland and transform it into land
for urban property development, provided that these peasant workers can stay in the urban centre
and not go back to the countryside. Social protection programmes like pension give peasant workers
a safety net for urban living, which is necessary for them to stay permanently in the urban area. The
result therefore is successful urbanisation. The following paragraphs elaborate the above logic by
citing municipal leaders’ speeches.

2 Lian Weiliang: Speech for Municipal Pension Coverage Expansion Work Conference (Luoyang of Henan province, 14/10/2006) [#T
Bk e &) WK g R E AT RERBY @A TAE A L 3HE 2006 410 A 14 8]
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As discussed in Chapter 1, labour market tightening has been a prominent phenomenon in the
Chinese economy since the early 2000s. The implication of a tightening labour market is that
Chinese workers now face more employment opportunities and they obtain the power to vote with
their feet, meaning they can choose to quit or change positions if they are not happy with the firm or
the city they work for. The strengthening of the bargaining power of workers puts pressures on local
employers and eventually local officials, who are concerned about the health of local
industrialisation, to attract and retain workers. This is evident in the fact that “guaranteeing labour
force supply” has become an important component of the local government’s developmental
strategy of “factor guarantee”.

“Factor guarantee”, as municipal leaders call it in their speeches, refers to the municipal
government’s commitment to secure the supply of various kinds of production input factors for
local employers and potential investors. The abundance of production inputs is vital for local
industrialisation, and the commitment of their sufficient supply provides crucial assurance to the
capital about the viability of local business environment. So it is not surprising that “factor
guarantee” receives so much attention from local leaders. The production factors concerned
normally include: land, bank credit, energy, and technology. With the advent of tightening labour
markets, to secure the supply of the labour force has gradually assumed a prominent priority on
municipal leaders’ policy agenda. For example, Liu Daoqi, mayor of Sanming in Fujian province,
analysed the situation of labour shortage in his city and urged to tackle this problem at one
municipal economic work conference,

At the moment, the problem of labour shortage is getting serious among all sorts of firms in
our city. 463 firms have reported they have experienced shortage of workers. It is estimated a
total number of 18,890 workers are needed. This problem is especially serious in the
manufacturing industry. Three manufacturing sectors, like textiles, machinery manufacturing
and electric and electronic manufacturing, are reported to run short of 10,150 workers,
accounting for 53.8% of the total labour shortage”.

Local governments have taken all sorts of measures to secure the sufficient supply of production
factors. For example, they would go to the provincial government to ask for an increase in their
quota of industrial land use. One mayor, in a surprisingly frank manner in his speech, even
encouraged the staff of the Municipal Bureau of Land and Resource to treat the provincial officials
in charge of land allocation as “good buddies” and to dine with them, obviously in the hope that
private networking would smoothen the official granting of land use rights. Likewise, local bankers
of state-owned and private banks are pushed by municipal leaders to provide credits to local firms, a
practice widely applied when China responded to the 2009 credit crisis, and those who succeeded in
doing so were publicly praised by local leaders at economic work conferences. But as for the labour
force, how to guarantee its adequate supply is less straightforward. After all, human resource is
mobile and has its own agency, so no government department or business entity can reasonably
control and allocate this kind of production factor as in the case of land and credit. So in order to
secure labour force supply, municipalities have to appeal to the workforce itself. That is to say, the
municipal government has to provide what workers need in to attract and retain them in the
municipality. Then who are the workers that municipal leaders try to attract and what do these
workers need?

Local leaders primarily recruit the workforce needed from the peasant workers in the local
countryside. The local countryside surrounds the urban area of the municipality and hence is part of
the municipality in the sense of administrative subordination. In terms of household registration
status, the peasant workers from the surrounding countryside are the citizens of this municipality

" Liu Daogi: Speech for Municipal Economic Work Conference (Sanming of Fujian province, 17/1/2011) [#% 2 = B8 7 K x| 1 w5 /£ 4
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but they belong to its rural rather than urban sector. For reasons we shall see below, compared with
migrant workers from other places, municipal leaders prefer these local peasant workers and take
them as the first choice as sources of labour force for local industrialisation. The project to direct
these local peasant workers to work at their home municipalities so the supply of workforce for the
urban economy can be secured is called “local transfer of labour force” by local leaders. For
example, the aforementioned mayor of Sanming city, Liu Daoqi, saw the “local transfer of labour
force” as a major strategy to deal with Sanming’s labour shortage problem:

We should achieve the local transfer of labour force. In the present, in the rural area of our
city there are 1.703 million peasant workers. 58.3% of them have been transferred away from
the countryside to work in urban areas, which are 626, 000 people. Among these 626, 000
workers 395, 000 work for our city, which is only 37% of our transferred rural workers, while
the rest 63%, which is 395,000 people, work outside our city. So we have to guide our rural
workers to work within our locality and transfer within our locality... We also need to guide
employers to have the idea that “treating workers well is treating yourself well”, encouraging
employers to reasonably raise workers’ wages, improve their living conditions and protect
their labour rights... We should establish long-term mechanisms for benefit sharing between
firms and workers, so employment stability can be realised'*.

From the above passage we can get a sense of competition, that is, the competition for rural workers
between the workers’ home municipality and other cities. Clearly Mr. Liu was not happy about so
many Sanming rural workers choosing to work for other localities rather than his city Sanming,
which may exacerbate Sanming’s labour shortage problem. But he also sees this presenting a
potential solution: The situation of labour shortage may be relieved by bringing back the many
Sanming rural workers who chose to leave Sanming and worked at somewhere else, i.e. by
encouraging them to move from the countryside to the urban centre within the jurisdiction of
Sanming. Then how peasant workers can be successfully “locally transferred” to the urban sector?
Mr. Liu urged employers to treat their employees well so workers can be attracted and retained by
better compensations. This stance was also shared by other municipal leaders, like Liu Keqing,
mayor of Zhangzhou in Fujian province, who said that “at the current situation of labour shortage,
higher employee income, better employee welfare and better working conditions are especially
needed so your working men can stay for better working treatment and living conditions”'”. For a
more systematic approach to “local transfer of labour force”, we should turn to mayor of
Guangzhou in Guangdong province, Su Zhequn. As this approach shows how a local leader views
the function of social security in securing labour supply, Mr Su’s words are thus worth quoting at
length here:

To transfer surplus rural workforce, in the present our central aim is to push forward “two
integration and one equality”... “Two integration” means the integration of rural-urban
employment regulation and the integration of rural-urban labour market. It means to extend
the networks of the city’s employment service agency and labour market services to the
countryside...

“One equality” refers to the equality of several labour rights between rural and urban workers.
I think it should involve equalities in the following aspects. The first is the equal rights
between urban and rural workers to get registered in the employment service agency... The
second is the equal rights to employment. Under the state regulation, as long as the worker
has qualification issued by state institutions, he should be taken as qualified for this job no
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matter he is from the countryside or the city. The third is the equal rights of rural and urban
workers to labour protection. That is, no matter the worker is a peasant or an urban resident,
he should receive equal protection from labour laws as others. The fourth aspect is the
equality of rights to social protection. Once the peasant workers get employed in the city,
employers should buy them whatever social insurance urban workers enjoy. Finally it is the
equality of rights to vocational training. Peasant workers should have access to whatever
training services provided to urban workers'®,

Mr. Su’s approach to “local transfer of labour force” seeks to facilitate labour mobility between
rural and urban areas by integrating the labour markets fragmented between the two sectors. It puts
a great emphasis on the “equality of social protection” between urban and peasant workers, urging
to bring migrant workers into the urban social security programmes. Why would social protection
be a selling point to peasant workers? The reason is similar to that in the case of solving the
overstaffing problem in state sector, which we will discuss shortly in the next section: To attract the
surplus labour force in state enterprises to move to the private sector, the redundant workers have to
be assured that they will be covered by social protection schemes once they work for the private
firms. Likewise, to direct the workforce from the rural sector to the urban sector and make them
stay in the urban economy, these peasant workers have to believe that they will be looked after by
the urban social security arrangements. It is in this sense that social protection programmes can
attract peasant workers to urban economies and thus serve to facilitate the labour mobility between
the rural and urban sector.

A tightening labour market has changed the power balance between the labour and the government.
To attract and retain the labour force, a production factor that is crucial for local industrialisation,
municipal leaders have to take measures that are appealing to workers, like covering workers with a
more comprehensive social security scheme. Under the conditions of labour scarcity, municipal
leaders’ pursuit of economic development and peasant workers’ claim to social rights eventually
coincide. In the words of Liu Keqing, mayor of Zhangzhou city, “improving people’s livelihood is
equal to developing the economy”'’. Paradoxically, it is the need to commodify Chinese peasant
workers that delivers them rights to de-commodificating social programmes. In this respect the
power of competition works better than any diligent labour rights lawyers or job inspectors.

But as mentioned earlier, not every peasant worker is lucky enough to benefit from the situation of
labour scarcity. To find labour supply for the urban economy, municipal leaders generally turn to
peasant workers from the surrounding countryside, which is administratively subordinated to the
municipality and whose villagers are in principle its citizens albeit only with rural household
registration status. But for the non-local migrant workers from places that do not fall into the
municipality’s jurisdiction, the attitudes of municipal officials are quite different. They prefer native
peasants over “foreign” migrant workers. In fact, they see it as a problem that, in the words of a
Guangzhou mayor, “numerous migrant workers from other provinces pour into our city, taking up
positions and leaving many of our own peasants with nothing to do”'®. They make regulations that
favour the interests of native workers and encourage firms to employ these local peasants. For
example, in a speech by the Guangzhou mayor Su Zhequn, a section was dedicated to “preferential
policies to encourage Guangzhou firms to recruit local peasant workers”. These policies include
government subsidies to the work-related injury insurance for native peasant workers and a pre-tax

' Su Zhequn: Speech for Municipal Surplus Agricultural Worker Transfer and Employment Work Conference (Guangzhou of
Guangdong province, 11/11/2003) [/~ & 7~ M 1 K3 FB LT M T RATE &5 3 5 A4 3% T4E IS4 Lag3H4E 2003 5 11 A
11 8]

7 Liu Keqing: Speech for Municipal Economic Work Conference (Zhangzhou of Fujian province, 31/12/2010) [# #& & M 77 K X) T #
AT 2 FIAE A L6 3E 2010 4 12 A 31 8]

'8 Su Zhequn: Speech for Municipal Surplus Agricultural Worker Transfer and Employment Work Conference (Guangzhou of
Guangdong province, 11/11/2003) [/~ & 7~ M 7 K3 FB LT M T RATE 453 5 #HA43%H T4E IS 4 Lég3H4E 2003 5 11 A
11 8]

88



deduction of expenses on the training programme for these workers. In addition to ensuring the
employment of local peasant workers from the demand side, from the supply side Mr. Su went
further to suggest that villagers’ committee, the governing body in the countryside, should be
awarded 100 RMB for every local peasant worker it sent out to work in Guangzhou city, and if
committee was “too rich to care for the mere 100 yuan”, more straightforward incentives could be
provided like “giving the money directly to individual village cadres”.

The reason why Chinese municipal leaders care passionately about bringing native peasants rather
than non-local migrants into the urban economy is that this strategy facilitates the process of
urbanisation. As we have discussed earlier, alongside with industrialisation, urbanisation, with its
implication on property development and other related construction industries, is a major engine of
local economic development, which is crucial for generating government fiscal revenues and
moving up the ranking of the municipality. Urbanisation in China, as in most developing countries,
mainly takes the form of urban sprawl, meaning that urban areas spread outward incorporating the
suburban and rural area into the urban territory. In the process, the municipal government can
acquire the village land. Making peasants leave the countryside surrounding the city and taking
them into the urban economy, therefore, facilitate the land acquisition by the municipal government,
because every couple of years in land reallocation the villagers’ committee often takes back a
proportion of the land left uncultivated from the peasants who are employed in the city. The land
taken by the villagers’ committee is often sold to the municipal government. Then we can
understand why Mr. Su, mayor of Guangzhou, asked local cadres to “put the issue of transferring
the rural labour force in the perspective of the urbanisation process of Guangzhou”. In the first ten
months of 2003, according to him, urban area of Guangzhou had expanded from “tens of square
kilometers” to “hundreds of square kilometres”, with more industrial parks in the north and south of
Guangzhou being put on the municipal government’s development plan'®. Against the background
of municipal officials’ pursuit of rapid urbanisation, it is not difficult to understand their enthusiasm
for bringing local peasants into the urban economy.

For the local government, one essential way to prepare local peasant workers for urban jobs is to
equip them with relevant skills that are required by the urban economy. This is most likely to be
achieved through vocational education and training. As we shall see in Chapter 6, which deals with
the issue of vocational education, the expansion of social protection programmes like pension plays
an important role in the development of vocational education, because it encourages individuals to
attend vocational schools by assuring them about the stability of future income and induces
employer investment into employee training programmes by reducing labour turnover. Thus,
vocational education is an indispensable supplement to the strategy of “local transfer of labour
force”, because it equips local peasant workers with industrial skills and therefore enhances the
chances of peasant workers getting employed in the urban centre, which keeps them out of the way
in the process of urbanisation. The issue of local vocational training and education will be examined
in greater detail in Chapter 6.

“Local transfer of labour force”, therefore, is not only aimed to secure sufficient supply for local
industrialisation, but also meant to accelerate the process of urbanisation. It is a strategy that kills
two birds with one stone. Under the pressure of a tightening labour market, the pursuit of
industrialisation dictates municipal leaders to find and retain a source of workforce for local
employers. Their enthusiasm for urbanisation then directs them to turn to local peasants rather than
non-local migrants for the source of labour supply. To achieve the “local transfer of labour force”,
urban social security programmes like pension should be expanded to cover peasant workers,
because that is the way to reduce the risks of losing welfare coverage that face peasant workers
when they move out of the countryside to and settle in the urban areas. It is also the way, as we
shall discuss in Chapter 6, to encourage the peasant workers to attend vocational education to
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acquire specific industrial skills, which are needed if they are to get employed in the urban economy
and settle down in the city permanently. This is the reason why, if we go back to the remarks of Mr.
Lian Weiliang, vice-mayor of Luoyang city, “[w]ithout a comprehensive social security system,
migrant workers would not work [in the municipality], because there would be no security for his
income and future life.”

Economic Benefits of Pension Policy (2): State-sector Restructuring

The speech by Mr. Lian Weiliang also reveals another economic benefit of pension policy, when he
said that “a comprehensive social security system is a precondition of the successful restructuring of
the state sector”. Why are comprehensive social security programmes like pension a prerequisite of
the successful state sector reform? This concerns the second economic function of pension policy,
that is, to facilitate the allocation of workers from the state sector to the private economy, which
imporves the efficiency of labour force utilisation that is crucial for rapid industrialisation.

China’s pension reform coincided with the reform on the state sector in the urban areas, which
started tentatively in mid-1980s and saw more fundamental restructuring lunched in 1997. During
the socialist era, when there was no labour market in China, the Chinese state allocated labour force
to state-owned enterprises. State-run companies could not dismiss urban workers, who effectively
enjoyed the right to lifetime job security, a major embodiment of socialist ideals and an important
component of the contract between the socialist state and the urban proletariat. Lacking the
authority to optimise their employment structure, state-owned enterprises were consequently
burdened with surplus labour, which inevitably led to economic inefficiency. The reform on the
state sector, aiming to restore the efficiency of the allocation of economic resources such as the
labour force, commenced in 1985, when a labour contract system was introduced, allowing state
enterprise managers to recruit workers on a contract basis and renew the contract on the basis of
workers’ productive performance. This arrangement, despite granting managers more authority on
personnel decisions, failed to solve the problem of overstaffing, because it was only applied to new
labour market entrants while leaving the permanent employment status of old workers intact. To
deal with the problem of inefficient workforce utilisation, the Chinese government then sought to
enhance the mobility of the surplus labour in state-owned enterprises. In other words, the issue of
overstaffing should be addressed through the channeling of abundant workers in the state sector to
somewhere else. But to where?

The answer is that the surplus labour in state-run enterprises should be directed to and absorbed by
the non-state enterprises, like private and foreign-invested companies, which emerged after the
launch of economic reform. This is where pension reform can be economically beneficial. One
obstacle to the labour reallocation from the state to the non-state sector is the potential loss of
welfare packages, like housing, health care, and pension. Workers were often reluctant to move to
work for private enterprises, fearing that their welfare rights accumulated over the years at the state
work units would be lost. So unless the emerging private sectors are also covered by some social
security arrangement, the voluntary labour mobility between enterprises of different ownership
types would be very low, which prevents the solving of overstaffing problem in the state sector and
impedes the flourishing of the private economy. Therefore, extending the pension programmes to
cover the non-state sector can have enormous economic benefits. That is, it can enhance the overall
efficiency of industrialisation by increasing the efficiency of state enterprises and fostering the
growth of private firms. Chinese municipal leaders are clearly aware of these benefits of pension
programmes, as we can tell from the words of Shen Bonian, vice-mayor of Guangzhou in
Guangdong province, who gave the following speech at a work conference on extending pension
coverage when he explained the importance of pension expansion:
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With the deepening of the reforms on economic structure and labour employment system and
the maturity of labour market, workers have become increasingly mobile across firms of
different types of ownership. Whether they can have old-age income security, therefore, has
become an important factor that affects their job choice. If our social insurance arrangement
cannot cover every type of firms regardless of their ownership, then it will impede the
prospects for job creation, inhibit the optimal allocation of labour force, and hinder the
development of private economic sector. Now due to the economic restructuring and reforms
on the state-owned enterprise, we have more and more laid-off workers. We are under a great
pressure to ensure their reemployment. To address this issue, we have to create jobs not just in
the state sector. This thus requires social insurance programmes to cover all kinds of
economic sector. To free them from worries about their future life social insurance should
follow workers to whatever economic sector they want to go to™’.

It is worth noting that in his speech Mr. Shen saw extending pension coverage could benefit the
private sector by improving the allocative efficiency of the labour force. As we have discussed,
expanding pension programmes to cover the private sector can help to solve the problem of
overstaffing in state-owned enterprises by increasing labour mobility across firms of different
ownership. In the process the private sector absorbs from the state sector a large number of workers
who have been well trained. In other words, being covered by the social security programmes helps
private enterprises get the human resources that are needed for their expansion and growth. That is
why Mr. Shen reckoned that if social security programmes could not be extended to enterprises of
all types of ownership, the development of the private sector could be snuffed.

Indeed, to ensure private firms to have the human capital they need is always an integral part of the
strategy of Chinese local leaders to bolster the growth of private economy. For example, Lin Shusen,
mayor of Guangzhou in Guangdong province, at one private sector economic work conference in
1998, made it clear that a crucial step to help the private business was to “encourage graduates from
colleges and vocational schools and technicians to flow to individual employers and private
enterprises™'. Another example is given at a municipal non-state economic work conference in
2003, by Zheng Zhongli, mayor of Xiamen in Fujian province, who charged the Municipal Bureau
of Labour and Social Security to “help private enterprises to break the boundaries of enterprise
ownership so they can attract the talent they need**. One way to increase the attractiveness of the
private sector relative to the state enterprise, as we have seen, is to make sure employees in the
private firm are also covered by social security programmes like public pension, which means
pension programmes have to be extended to cover the private sector.

Therefore, against the backdrop of state-sector restructuring that has unfolded on a large scale since
1997, pension policy has been used by municipal leaders as a tool to smooth the restructuring
process and enhance the growth of the private sector. A central aim of the reforming of the Chinese
state sector is to solve its overstaffing problem, which means the surplus labour that has been
accumulated in the state sector during the period of planned economy has to be directed to other
sectors of the economy. An obstacle to achieving this goal is the lack of incentives to join the
private sector of the state sector workers, who are worried about losing their enterprise-based
welfare benefits after they leave their state work units. By building a public pension scheme and
extending it to cover the private sector, the municipal government then assures state sector workers
about the availability and stability of welfare entitlements in the private sector, which therefore

* Shen Bonian: Speech for Municipal Pension Coverage Expansion Work Conference (Guangzhou of Guangdong province,
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encourages these workers to move to the private business. The result is that the state sector shrugs
off the surplus labour, which improves its efficiency, and the private sector also benefits from being
staffed by well-trained workers who come from the state enterprises. In other words, with an
expansive pension programme that covers all enterprise regardless of their ownership type, the
overall allocative efficiency of the labour force can be improved, which is important for local
industrialisation and economic expansion.

Economic Benefits of Pension Policy (3): Cost Containment

The final economic benefit of the expansionary pension policy concerns its contribution to cost
containment for employers. This may seem paradoxical. Indeed, pension programmes are expensive.
If we consider the costs of funding the public pension schemes, then there could be a potential
dilemma. On the one hand, as we have seen, an extensive pension system can be conducive to local
industrialisation and urbanisation, which help municipal leaders to generate fiscal revenues, their
major concern in their plan for career advancement. On the other hand, a comprehensive pension
scheme means a huge financial burden imposed on employers, who normally have to pay 20
percent of workers’ wages as contribution to the pension programme. This reduces employers’
profits and therefore is likely to discourage investment and deter potential investors, the last thing
the local leaders obsessed with economic growth would like to see. With the possibility that pension
programme may harm local business, will municipal leaders still choose to adopt an expansive
pension policy?

The following analysis shows that although local leaders do have concerns about the problem of
pension contribution being a financial burden on local firms, they see the expansion of the pension
programme as a solution to this problem. That is to say, an expansive pension policy, rather than
being the cause of firm’s financial burden, is seen as a tool to ease such burden. This is because the
more people are covered under the pension programme, the more contribution the programme will
receive from a enlarged pool of programme participants, and the lower the contribution rates will be
that are required to fund a given level of benefits for a given number of pensioners. In other words,
the expansion of pension programme, by bringing in new active contributing workers and
employers, increases the total contribution and therefore eases the financial burden on individual
workers and employers.

It is conventionally believed that the expensive welfare state threatens the flourishing of business.
One way of the welfare state harming business is the imposing of tax burdens on employers, which
adds to labour costs and distorts investment incentives. In other words, the welfare state sacrifices
economic efficiency when it redistributes wealth for the sake of social equality. It then follows that
employers, whose pursuit of maximised profit depends upon the unchecked functioning of the
market, will try to shed the shackles imposed by the welfare state whenever possible. This argument,
which views the welfare state as a manifestation of “politics against markets” (Esping-Andersen
1985), has one important implication: In a world where the capital becomes increasingly mobile and
hence the business sector possesses more bargaining power, the employers can force the
government to reduce regulations because now they can issue credible threats of exit. Faced with
the credible intimidations from the employers, the government, which needs investment for
economic growth, has no choice but to yield to the demands of the capital, retreating its market
interventions, including those concerning citizens’ social security. The result of government
competing for the mobile capital is a “race to the bottom” of welfare provision or “social dumping”
(see Chapter 2 for detailed discussion on the literature on the “social dumping” thesis).

As far as China’s pension programme is concerned, the “social dumping” argument seems even
more pertinent. Pension is the biggest component of the Chinese welfare state and the bulk of it is
financed by the payroll tax imposed on employers. In other words, pension represents the heaviest

92



financial burden on Chinese employers, which accounts for at least 20 percent of the taxable payroll.
Then pension should be a most likely case of the “social dumping” thesis in China. If there is one
social programme Chinese employers would oppose, then it should be the public pension
programme. If Chinese local leaders care about the health of local economy, which hinges upon the
activities of the business sector, then presumably they would share employers’ concern about the
huge costs of pension contribution and should be most reluctant to push for pension reform and
expand the coverage of pension programmes. This is the expectation of the “social dumping”
argument when it is applied to the case of the Chinese pension reform.

As one may have already realised, this prediction fails to account for what has really happened. In
fact, the coverage rates of China’s pension system has increased rapidly especially since the early
2000s and the agency of Chinese local officials, particularly those working at the municipal level,
contributes a lot in the process. It is not that Chinese local leaders are not aware of the huge costs of
funding the increasingly expanding pension programmes. Nor are they indifferent to the financial
burden the pension programmes impose on employers. In fact, the costs of pension programme and
the resultant financial burdens on the business sector are real concerns of Chinese municipal leaders,
as we can tell from the following passage of the internal speech delivered by Mr. Lian Weiliang,
mayor of Luoyang city, at the municipal work conference on extending pension coverage:

[T]he contribution rate of pension programme in our city is 31 percent, with employers paying
23 percent and workers paying 8 percent. This means firms in Luoyang, under the current
policy framework, have to pay an extra 3 percent in pension contribution, compared with firms
in other municipalities. An extra of 3 percent amounts to an extra of 90 million yuan. So
compared with firms in other places, firms in Luoyang face higher costs, and therefore the
scope for their profitability of investing in Luoyang becomes narrower. This has a bad effect
on the competitiveness of Luoyang™.

The above passage reveals that Mr. Lian did think the high contribution rate of pension programme
was a huge burden on the employers in Luoyang. The use of the term “competitiveness” suggests
that he saw this issue against the background of the economic competition between Luoyang and
other municipalities in the province. This is not surprising given the high priority of winning the
inter-municipal economic race on Chinese municipal leaders’ political agenda. Given the political
importance of this issue, obviously Mr. Lian would seek to enhance his city’s competitiveness by
easing the financial burden of firms, which he believed could be done through the reduction of the
pension contribute rate:

So the municipal party committee and municipal government have made a strategic decision to
bring the pension contribution rate down. This is meant to improve Luoyang’s environment of
economic development. Originally we planned to bring firm’s contribution rate right down to
20 percent, thereby saving almost 100 million yuan and leaving it to the firms, which should
enhance their competitiveness. But the provincial government thought it would be too much
because it would lead to a large fall in pension contribution, so they suggested that we should
make it step by step. We pushed for our cause and finally we decided to first bring down 2
percent, which reduces costs for firms of nearly 60 million yuan. Indeed we will see a
corresponding funding gap of 60 million in our pension programme. But this is well worth it.
This is because we believe that creating an investment environment better than other cities is
an important responsibility of our municipal party committee and municipal government.
Where we are not as well as others, we catch up with them. Where we are equals of others, we

2 Lian Weiliang: Speech for Municipal Pension Coverage Expansion Work Conference (Luoyang of Henan province, 14/10/2006) [T
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seek to outperform them. Only in this way can our firms have a good environment to grow and
thrive™,

Viewed in isolation, this passage may serve as exactly a piece of evidence showing Chinese local
officials engage in social dumping. Indeed, to contain costs for firms and improve their
competitiveness at the expense of social programme funding is a defining measure of social
dumping. But Mr. Lian would really have dumped workers “socially” if he had left funding gaps in
pension programmes unattended and hence let pension benefits fall. But as we have discussed, in
the first decade of the twenty-first century, with the labour market tightening, Chinese local leaders
simply cannot afford to ignore the wellbeing of workers, or otherwise they will face even more
severe labour shortage, which harms local business even more than pension contribution fees.
Therefore, Chinese local leaders have to ensure the stability of welfare benefits at the same time of
easing firm’s financial burdens. That is why Mr. Lian, having asked to bring down pension
contribution rate, moved quickly to discuss how to deal with the resulting 60 million funding gap in
pension programme:

Surely we had different views when we made the decision [to bring down employer pension
contribution rate to 21 percent]. Many colleagues were worried about the 60 million gap after
the reduction of contribution rate. Having this funding gap, we may have to put money from
local finance into it [i.e. pension programme], which will put a huge pressure on municipal
treasury in the future. As many people questioned, could we afford to do s0?*

Clearly Mr. Lian had no intention to leave the problem of funding gap in pension programme
unaddressed. Pumping public money into the pension programme may be one way to solve this
problem. But Mr. Lian shared his colleagues’ concern about it putting financial stresses on the local
public purse. So at this point Mr. Lian introduced a viable way to deal with the funding gap, that is,
to extend the coverage of pension programme,

[B]ut if we can well enforce the expansion of pension programme and the collection of pension
contribution, then there is no need to use local finance money to subsidise pension programme.
This is because we still have huge potentials for increasing the participation of pension
programme and collecting the arrears of pension contribution fees. So in this year we reduce
pension contribution rate for employers by 2 percent, and next year, if possible, we will still
bring down the extra 1 percent. ... This requires us to do our job well to expand the coverage of
pension programme and to settle the pension contribution fees due, otherwise we cannot

realise the improving of business environment and the safeguarding of the rights of pension
programme participants and pensioners™.

The last sentence of the above passage indicates that Mr. Lian did not see the cultivating of a
pro-business atmosphere conflicts with the guaranteeing of citizens’ rights to social security. In
other words, one does not have to “socially dump” workers to improve the investment environment.
Mr. Lian was confident that his municipality could achieve the two things at the same time, which
are developing a business friendly environment and achieving the old age income security for
citizens. This confidence came from the municipality’s capacity to solve the problem of 60 million
funding gap in pension programme, which is in turn dependent upon the “huge potentials” for
expanding the pension programme coverage. What does this mean? What are the potential sources
of new pension programme participants? Like many municipal leaders we have seen earlier, Mr.
Lian, mayor of Luoyang city, also urged to bring in peasant workers from the countryside
surrounding Luoyang and cover them with public pension programmes. So the potentials for

2 Ibid.
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expanding pension coverage and thus establishing a financially sustainable pension programme
come from the inflow of peasant workers, young and productive, who can make a great amount of
net contributions to the local pension programme for years before they retire to claim their benefits.
Therefore, expanding the municipal pension programme to cover these peasant workers can help to
offset the funding gap in the pension scheme, which is caused by the reduction of employers’
contribution rate, and to maintain the stability of workers’ welfare benefits, which is required to
alleviate labour shortage when the labour market becomes increasingly tightened. Considering such
“potentials”, one can understand why Mr. Lian believed that cost containment for employers did not
conflict with ensuring social security for workers. Mr. Lian is not alone in holding this belief. Mr.
Chen Zhenggao, mayor of Shenyang in Liaoning province, expressed a similar view when he gave
orders on the exact number of people needed to participate in the pension programme for the
improving of investment environment and the ensuring of social security rights.

Regarding extending the coverage of pension programme, our goal is to have 1.6 million
people covered in the programme. This is a difficult task, but it must be done. If we achieve
this goal, then we will have more pension funds to provide old age security for the working
people. Also, it will create conditions for us to lower employer pension contribution rate by a
further 2 percent, and then by that time Shenyang will have better investment environment®’.

Therefore, the analysis of the internal speeches by Chinese municipal leaders reveals what the
“social dumping” thesis is right and wrong about the Chinese case. It is correct to point out the local
government’s concern about the huge costs imposed on employers by the expensive pension
programme. Indeed, as we have seen, Chinese municipal officials have tried to ease the financial
burden on firms, mostly by reducing the pension contribution rate at which they have to pay. But
the “social dumping” argument is wrong in assuming that this cost containment for employers has
to be done at the expense of workers’ social security. In fact, in the Chinese context, the municipal
leaders respond to the employer’s demand for cost containment, not by cutting social benefits so the
firm can bear less social costs, but by expanding the social programmes to cover new active
contributors so the contribution from firms can be reduced without diminishing the total funds into
social programmes. The expansion of social programmes, in other words, is not the cause of
employers’ financial burden, but on the very contrary, it is its remedy. The new contributors to
social programmes, as we have seen, come from the surplus labour released from the countryside in
the process of urbanisation.

It is the neglect of this point that may render it misleading to apply the “social dumping” thesis to
the Chinese context. The “social dumping” thesis is originally formulated on the historical
experience of advanced countries and mature welfare states. In the context of the well-established
welfare state, where social programmes have virtually covered all citizens, there is no source of new
participants that can be brought into social programmes. Without any new blood to bring in, if the
government has to trim some of the social costs for employers, the total contribution to social
programmes has to fall, which will inevitably lead to a corresponding cut in social benefits. This is
the scenario where social dumping happens. But in China the historical context is different. Unlike
the industrialised countries, China is still transforming itself into an urban society while it tries to
establish its own welfare state. The coincidence of the two ongoing processes, urbanisation and
welfare state building, means that they can reinforce each other. As we have discussed earlier, the
expansion of social programmes like pension brings peasant workers into the urban areas and
facilitates their vocational education that will give them industrial skills required for the urban
economy, which helps the peasant workers to permanently settle down in the city centre. This is a
case of how welfare state building assists urbanisation. What we have seen in this section is how

? Chen Zhenggao: Speech for Municipal Economic Work Conference (Shenyang of Liaoning province, 17/2/2005) [iL 7 #efa i K &
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urbanisation contributes to the building of the welfare state. The process of urbanisation releases a
massive number of surplus labour from the countryside. This surplus labour from rural areas then
becomes sources of funding for China’s urban welfare programmes. So when the Chinese local
state hopes to relieve some of employers’ social burdens, it need not to reduce the total contribution
to the social programmes or the benefit levels, because it can always extend the coverage of these
programmes to cover peasant workers for extra contribution. So even if the Chinese local state
seeks to nourish an investment friendly environment, “social dumping” may not necessarily happen.
This is an example of how urbanisation aids welfare state formation. Applying the “social dumping”
argument to the Chinese case of welfare state building without paying attention to China’s specific
historical context, in which welfare state formation coincides with urbanisation, would yield a
misleading conclusion that the Chinese state’s desire to attract investment would jeopardise China’s
welfare regime, especially its most expensive component, the pension programme. The above
analysis has shown that when Chinese local leaders adopt pro-business measures like reducing
employer’s share in the funding of pension programmes, they avoid endangering the financial
viability of public pension scheme by expanding the programme to cover more active contributors.

Summary

The preceding discussions provide micro-foundations for the two hypotheses derived from our
theory, which are the Expansion Hypothesis and Localisation Hypothesis, by citing the internal
speeches by municipal leaders to show how they perceive the political and economic competitions
between municipalities and the role of pension policy in the process. The assumptions made in the
theory that Chinese municipal leaders compete with each other to promote local economic growth
and adopt pension policy as an instrument to achieve this goal receive empirical support from
municipal leaders’ own words. Our theory, therefore, accurately captures the political and policy
preferences of Chinese municipal leaders in the real world.

No passage is better than the following one to conclude this section. It is an excerpt of the speech at
the municipal old-age insurance work conference made by Cai Guangxin, Head of Social Security
Bureau of Sanming City in Fujian province:

Extending the coverage of [old-age] social insurance is an old issue as well as an important
issue...We are not only to compare ourselves to ourselves with respect to extending [pension]
coverage rates, examining whether we have reached the target. We also should compare our
city to other cities in this respect. Last year we had municipalities that had coverage rates of
more than 90%. In comparison though our city reached the target our ranking is still relatively
low. This puts great pressures on this year’s work of extending coverage rates... So we have
to promptly track how neighbouring cities approach to extend their coverage rates, learn from
their experience, know what to focus on in our work, and never hold our city back™.

The above passage shows how the inter-municipal economic competition can “spill over” to the
field of pension policy. Cai was concerned that Sanming had lagged behind in extending pension
coverage compared with the neighbouring cities and urged his staff to learn from them and to catch
up. The reason why Chinese municipal officials care about the local economy and hence local
pension schemes is that they are motivated by the political institutions of the Chinese state.
Building on the micro-level preferences and behaviours of Chinese municipal leaders, our theory
generates two predictions on how political institutions, through shaping the preferences and
behaviours of Chinese municipal leaders, shape the structure of China’s pension system. Next two
sections are dedicated to test the two hypotheses using statistical techniques.

% Cai Guangxin: Speech for Municipal Pension Work Conference (Sanming of Xiamen province, 8/5/2008) [#% & = 9 AL 4% By K& &
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Expansion Hypothesis

Other things being equal, the province more often governed by insider leadership will have a
higher level of pension coverage because its municipal leaders are motivated to make more efforts
to promote local economic development by expanding the coverage of pension programmes.

In this hypothesis, the independent variable is the insider index, an institution variable reflecting the
incentive structure facing municipal leaders. The dependent variable is the coverage rate of pension
programmes, which is measured as the ratio of the number of urban employees and retirees covered
by pension schemes to the total number of urban workforce and pensioners. The estimation applies
Beck and Katz’s (1995) technique of ordinary least squares with panel-corrected standard errors
(OLS-PCSE) to a panel of data on 31 provincial-level jurisdictions from 2000 to 2009. The year of
2000 is chosen because data on provincial pension coverage rates are not available until this year. In
all models, the independent variable and all of the control variables are lagged by one year to
eliminate possible reversed causality.

The independent variable, the insider index, measures the degree to which the top provincial
leadership post (i.e. the provincial party secretary) is presided by officials recruited from within the
province, i.e. promoted from the municipalities of this province. It is an indicator of the chances of
the current municipal leaders being promoted to the provincial posts and hence the credibility of
central government regarding promotion, which as this thesis has argued will affect the motivation
of municipal leaders to bolster local economic development through the expansive and localising
pension policy. This variable, the insider, is coded as 1 for the year when the office of provincial
party secretary is presided by insiders (i.e. officials who build their career from below within the
province) or 0 if otherwise. This thesis uses a cumulative measure from 1978 to each year in the
period of 2000-2009, meaning that for a given province the value on the insider variable for each
individual year in the period concerned are obtained by summing up its scores on this variable in
previous years since 1978. Following the convention in contemporary China studies, the year of
1978 is chosen because this is when China entered the reform era. One can understand measuring
the insider variable in a cumulative manner as a way to reflect the calculation of municipal leaders
when they speculate the possibility of the next provincial party secretary being an insider (i.e. being
one of them): They must have gone through the backgrounds of all top provincial leaders in the past
three decades (in total there are 18-20 top provincial leaders for each province during this period)
before they come up with the prospects of next provincial governor being an insider. After all, to
make a prediction about the future one often has to rely on the past. Also, measuring the insider
variable cumulatively is to follow the convention in the comparative political economy literature to
measure for example the prominence of leftist parties. For example, in their study on the extent of
redistribution among major OECD countries in post-war years, Bradley et al. (2003) measure the
party government share of the leftist party and Christian democratic party by using a cumulative
measure from 1946. Similar application of historically cumulative measures to indicate the
prominence of political actors can also be found in Huber and Stephens (2000). The career paths of
provincial party secretaries are traced by examining their resumes, which are available on official
websites of the Central People’s Government of People’s Republic of China (http://www.gov.cn)
and the provincial governments of the 31 provincial-level jurisdictions.

Three variables are controlled for in addition to year and region dummies (see Chapter 4 for reasons
for adding region dummies). The first one is Industrialisation, measured as provincial GDP per
capita (in logged form), indicating the level of economic development. For two reasons this variable
is controlled for. First, according to the literature on the logic of industrialism (Cutright 1965;
Wilensky and Lebeaux 1958; Wilensky 1975), economic modernisation should push the provincial
and ultimately the municipal government (who receive pressures from their provincial bosses) to
respond to demographic pressures associated with modernisation by expanding pension
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programmes. Also, economic development generates material resources that are necessary for the
expansion of social programmes such as public pension. Secondly, as argued in this study, China’s
pension reform unfolds in a context of industrial upgrading and labour market tightening. Chapter 1
has cited China’s export product composition to indicate the level of industrial upgrading and the
demand-supply ratio in urban labour markets to show the degree of labour scarcity. Unfortunately
there are no data that measure the two indicators at the provincial level. But it is reasonable to
assume that both of industrial upgrading and labour market tightening are positively associated with
the level of economic development. Indeed, the coastal provinces, which are the most prosperous
regions in China, first see their manufacturing industries climbing up the value chain, while the less
developed inland provinces still largely rely on exporting raw materials for economic growth. It is
also in those coastal, developed provinces, for example Guangdong, that labour shortage was first
reported, which was in 2003 (Southern Weekly 2004). So the level of economic development,
measured as GDP per capita, can be a proxy of industrial upgrading and labour scarcity. Therefore,
the variable of Industrialisation, indicating the material resources available to the government as
well as the likelihood to have industrial upgrading and labour shortage, is hypothesized to be
positively associated with pension coverage rates.

The second control variable is that of Marketisation, which measures how far a province has gone
in the transition from a planned economy to a market-oriented one. It reflects the relative
importance of the private sector to the state sector in terms of employment and economic output.
This variable is taken from the works by two prominent Chinese economists, Fan Gang and Wang
Xiaolu (2011). They measure the degree of marketisation of Chinese provinces on five dimensions
and construct a composite index™. The higher the index is, the more developed the market economy
and the stronger the private sector is in the province. As the analysis of municipal speeches has
revealed, in order to foster local economic development, municipal leaders expand pension
coverage to facilitate the moving of workers from state-owned enterprises to private firms. The
motivation of urban officials to do so should increase with the strength of the private sector,
meaning a positive relationship between Marketisation and pension coverage rates. In addition, a
market-oriented environment should see more intensified competition for the labour force, which
facilitates the expansion of localised pension programmes as a tool for labour retention. So this also
predicts the degree of marketisation to be positively associated with pension coverage rates. On the
other hand, it is conventionally held that one obstacle to the expansion of pension coverage is the
resistance from the private sector, which sees participating in pension programmes as a financial
burden because having private firms to pay pension contribution fees is a redistribution of wealth
from the younger private sector to the state sector with older workers. This view echoes the
“politics against markets” thesis that holds capitalists as antagonists of the welfare state. Mark
Frazier (2010) and many others have this view but none of them have offered convincing evidence.
Thus it is important to test this competing hypothesis here by adding the variable of Marketisation,
which according to the above argument should have a negative impact on pension coverage.

Finally, I control for the variable of Central Subsidy, which is the fiscal subsidy to local social
insurance programmes from the central government as a share of the total provincial government
revenue. This intends to capture the impact of central government in the process of local pension
expansion. A large amount of fiscal transfers from the central government should ease the financial
burden for local governments to run pension programmes and consequently make them more
capable to carry out pension expansion. Thus the variable of Central Subsidy is expected to
positively relate with pension coverage rate.

¥ The five dimensions are: (1) state-market relations in terms of for example the proportion of commodities whose prices are
regulated by government; (2) the development of non-state sector; (3) maturity of commodity market; (4) maturity of factor market;
(5) the development of market intermediary organisations like law-firms and trade associations.
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Table 5. 1 Testing Expansion Hypothesis: Determinants of Pension Coverage Rates (2000-2009)

Prais-Winsten regression, heteroskedastic panels corrected standard errors

Variable Model 1 Model 2
Insider .0037785*** .0051699***
(.0010458) (.0012299)
Industrialisation .0208315
(.027583)
Marketisation .0283438***
(.0079433)
Central Subsidy .0068366%**
(.0017551)
Year Dummies Yes Yes
Region Dummies Yes Yes
Constant .6522925%** 5627745%**
(.125221) (.0179054)
Observations 279 279
Probability > Chi-square 0.000 0.000
Adjusted R-square 0.8197 0.8172

* ) xxxx%stand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses. All variables are
lagged by one year.

The regression results in Table 5.1 show that in the baseline estimation Model 1 all variables exhibit
expected impacts. That is to say, a province tends to have a higher level of pension coverage if it
has been more often governed by locally promoted insider leaders, enjoys a higher level of
economic development, has deeper market-oriented reforms, and receives more subsidises to social
protection programmes from the central government’ . All variables show statistical significance,
except for Industrialisation, measured as logged provincial GDP per capita, whose coefficient has
the hypothesized sign but fails to show statistical significance. But if this variable is measured as
logged GDP rather than logged GDP per capita, then without altering the signs and significance of
the coefficients of other variables, it shows the expected effect that is statistically significant at the
0.05 level (this result is omitted here for presentational economy). It may be that GDP per capita is
not a good indicator of industrial upgrading and labour scarcity. One may need more specific and
precise measurements for the two structural factors. It may also suggest a more general issue in the
research on the Chinese political economy. In studies on policy decisions in Western countries,
when economic development should be taken into account, the usual indicator to look at is GDP per
capita. Like the present study, the majority of the political economy literature on contemporary
China follows this norm. Looking at GDP per capita makes much sense in the Western context,
because in the democratic decision-making process it is the preference of individual voters, which is
largely shaped by the material resources each individual enjoys, that dictates the government policy.
But in China where such electoral pressure is absent, the developmental state can concentrate the

% Coefficients of variables of Model 1 in Table 5.1 are unstandardised. If we standardise them, which allows us to compare the size
of effects of variables, then we can see the standardised coefficient of /usider is 0.16, meaning a 1 standard deviation change in
Insider results in a 0.16 standard deviation change in the dependent variable. The standardised coefficients of the control variables
are: Industrialisation (0.08), Marketisation (0.39), and Central Subsidy (0.20). It is clear that the effect of political institutions, as
indicated by the variable of Insider, is close to, if not larger than, that of the socio-economic factors.
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economic resources on a few chosen social engineering projects through industrial policies in an
authoritative manner without worrying too much about the popular preference. Therefore, in the
Chinese context it seems that total amount of economic resources matter more than such resources
averaged at the individual level in terms of giving the state the fiscal capacity to achieve
developmental goals such as industrial upgrading’'. To fully explore this issue exceeds the capacity
of this dissertation, so it has to be left for future research.

What is also worth noting is that Marketisation actually increases pension coverage rates, which is
consistent with this study’s argument that the expansion of pension programmes is a response to the
growth of private sector and the intensified competion for workers in the labour market. This is on
the very contrary to the common wisdom that Chinese private firms competing in an increasingly
liberal market reject pension programmes as an unnecessary financial burden. Even if we replace
the variable of Marketisation with the share of private sector in terms of industrial output, the result
is the same (which is not shown here for presentational economy). This finding should cast some
doubts on the “politics against markets” argument in the Chinese context, suggesting that the
employer preferences should be further explored. Indeed, as one will see in Chapter 6, the
statements made by business leaders show that private employers whose production strategy relies
on skill upgrading of employees actually urge the government to strengthen the enforcement of
social protection regulations so no employers could evade social insurance contributions to have
labour cost advantages. Therefore, there are segments of private employers who support the
expansion of social insurance programmes, and the regression results here show that they are not a
minority.

At the moment it is important to note that the independent variable of interest, i.e. insider, is
positively associated with pension coverage rates with statistical significance, even after all control
variables are dropped from the equation as in Model 2. This supports the Expansion Hypothesis that
the provincial leadership dominated by insiders effectively demonstrates the credibility of the
central government on personnel promotion and therefore gives municipal leaders incentives to
expand pension programmes to facilitate local skill formation and retain skilled workers locally.

Several robustness checks are conducted to examine how the results from the baseline Model 1 hold
to different model specification. The results are shown in Table 5.2. From Table 5.2 we can see that
across all models the independent variable, insider, shows significant and expected impacts on
pension coverage rates, which should reinforce our confidence in the theory of this study. Model 3
controls for the insider/outsider profile of the provincial governor. The provincial party secretary,
who leads the party-apparatus that supervises, if not dictates, the government policy, is the
undisputable top leader of a province. So who is appointed by the central government to this post,
compared with any other posts in the provincial party-state, conveys more messages about the
central government’s credibility to municipal leaders. This is the reason why the insider/outsider
composition of provincial party secretary is chosen as the independent variable in this study.
Nevertheless, one may think that the appointment of provincial governor, the number two official of
a province and head of the provincial government, can also send important information to municipal
officials. Therefore, insider/outsider profile of provincial governor may need to be controlled for.

Model 4 measures the dependent variable, the pension coverage rate, by having the number of
pension-covered urban workers divided by the total number of urban workforce, thereby excluding
the number of retirees from the calculation. To take retirees into consideration, the variable of
Retiree Dependency Ratio, measured as the ratio of retirees to urban labour force, is included in this
model. This ratio is expected to have a positive impact on pension coverage rates, because a higher

3! To concentrate economic resources authoritatively on certain projects presumes that the state has some knowledge on where to put
these resources. Where does such knowledge come from? Often the state gets it by learning from pioneering countries, an activity
captured by the notion of “backwardness advantage”. This therefore relates to the issue of late-industrialisation we discussed in the
literature review in Chapter 2.
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dependency ratio of pensioners should present greater pressures on local governments to take care
of them through pension programme expansion, which is meant to relieve such pressure by
incorporating more young contributors and thus increasing the financial viability of pension
schemes.

Model 5 drops from the dataset Chongqing, Hainan and Tibet, three provincial units that are not
often included in cross-provincial researches in the field of contemporary China studies. Data on
Tibet, due to the high political sensitivity of this region, is often confidential or unreliable when
made publicly. Hainan and Chongqing only became provincial-level units in 1988 and 1996
respectively and thus may not be really comparable with other provinces that have existed since
1949. In this study for example, few of the party secretaries of these two provincial-level
jurisdictions are insiders, which may reflect the fact that they simply lack enough time to produce
home-grown provincial leaders.

The previous models use Beck and Katz’s (1995) technique of pooled ordinary least squares
regression with panel-corrected standard errors (OLS-PCSE). Model 6 uses a different estimation
method. Beck and Katz (1995) suggests that OLS-PCSE had better be used in panel data settings
where the number of time points (T) is greater than that of units (N). Although Beck and Katz do
not specify the ratio of time points to units that is best suitable for OLS-PCSE, one should be
cautious when applying this technique to dataset with relatively large N and small T, which is the
case in this research, which studies 31 provinces across a period of 10 years. Therefore, Model 6
uses pooled ordinary least squares regression with Driscoll and Kraay’s (1998) standard errors,
which does not place any restrictions on the number of panel units and therefore can be used even
when the number of N is much larger than T.

Finally, model 7 adds another control variable to the baseline model, namely Inter-municipal
Disparity, which is the inequality in economic development in terms of GDP per capita among
municipalities within a province. This variable is included for the following reason: The
bureaucratic promotion tournament model has an implicaiton that the more equal municipalities are
in economic terms, the more fierce the inter-municipal competition is, because equal economic
capacity to compete among municipalities means that no one will be too weak to give up competing.
A higher level of pension coverage rate could therefore be caused by a more fierce inter-municipal
competition induced by a low degree of inter-municipal disparity rather than by the central
government’s credibility regarding promotion. This is a competing hypothesis to our theory and
thus needs to be taken into account. The inter-municipal disparity is measured by the coefficient of
variation (c.v.) that measures the dispersion of the GDP per capita of municipalities within one
given province. Coefficient of variation is a distribution’s standard deviation divided by its mean. A
higher coefficient of variation means a higher level of disparity between the municipalities of a
given province. Its limitation is that it is not weighted and thus is not immune to outliers. With that
said, the inter-municipal disparity is expected to be negatively associated with pension programme
coverage rates.

As is clear from Table 5.2, these robustness check models show largely similar results as the
baseline estimation. In particular, across all models, the independent variable, insider, as predicted
by our theory, is significantly and positively associated with coverage rates of pension programmes,
thereby supporting the Expansion Hypothesis.
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Table 5. 2 Robustness Checks: Determinants of Pension Coverage Rates (2000-2009)

Prais-Winsten regression, heteroskedastic panels corrected standard errors (except for Model 6, which uses pooled
OLS with Driscoll and Kraay’s (1998) standard errors)

Variable Model 3 Model 4 Model 5 Model 6 Model 7

Insider .0037656%**  0027893***  (004834%** .0026719%** 0041077 ***
(.0011129) (.0006261) (.0011237) (.000298) (.0010713)

Industrialisation .0214669 -.0215086 .0443591 -.005447 080803 ***
(.028892) (.0426853) (.0279079) (.01763) (.0260449)

Marketisation .0270634*** 0357262*** 0069914 .0493952*** 0079907
(.0079216) (.0066258) (.0076173) (.0038731) (.0066425)

Central Subsidy .0065133***  0061582***  .0027779* 0156095*** 0020298
(.0017655) (.0023545) (.0016227) (.0017253) (.0015558)

Governor .0002145
(.0010976)

Retiree 2232316%**

Dependency (.0540162)

Inter-municipal -.0190049

Disparity (.0252335)

Year Dummies Yes Yes Yes Yes Yes

Region Yes Yes Yes Yes Yes

Dummies

Constant 6376213*** 3752011 1143918 9419738***  3466703%***
(.1367104) (.3950054) (.261924) (.065642) (.093606)

Observations 279 279 252 279 234

Probability >  0.000 0.000 0.000 0.000 0.000

Chi-square

Adjusted 0.8223 0.7132 0.8393 0.6971 0.8547

R-square

* ) xxoxxkstand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses. All variables are

lagged by one year.

Localisation Hypothesis

Other things being equal, the province more often governed by insider leadership is less likely to
have its pension scheme integrated at the provincial level because its municipal leaders will try to
keep the pension programmes localised along the municipal border.

In the Localisation Hypothesis, the independent variable is still the institution variable insider,
which indicates the degree of domination by locally promoted officials in provincial leadership. The
dependent variable is the level of risk pooling of pension programmes. If a province has given the
authority of pension provision and administration solely to the provincial government, then this
province is said to have an integrated provincial pension scheme and it is coded as 1. Butif a
province leaves such authority to its municipalities, then this province has a municipally fragmented
pension arrangement and it is coded as 0. Given the dichotomous nature of the dependent variable, I
choose the probit model, which is used to model binary outcome variables. I also choose logistic
model to do the robustness checks.

In addition to year and region dummies, the model for Localisation Hypothesis include the same
three control variables used in the testing of Expansion Hypothesis. Two of them, that is,
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Industrialisation (measured as logged GDP per capita) and Central Subsidy, are hypothesized to
positively affect the likelihood of a province achieving pension integration. This is because both of
economic development and the fiscal aid from the central government will give the provincial
governments more material resources to implement pension integration. The third variable,
Marketisation, is expected to be negatively associated with a province’s chances of having an
integrated pension system. This is because a higher level of labour mobility in a more marketised
environment will intensify the local competition for labour force and this will make municipal
leaders more dependent on keeping pension packages non-portable as an instrument to retain
workers within their jurisdictions and hence more reluctant to comply with the central directive on
pension integration.

Table 5.3 gives regression results that are largely consistent with the Localisation Hypothesis. The
baseline Model 1 shows that the variable of insider has a significant, negative impact on the
likelihood of a province having pension pooling arrangement integrated at the provincial level. In
other words, other things being equal, insider-dominant provinces are more likely to have a
fragmented pension scheme because in these provinces the economic competition among municipal
leaders are more intensive and hence they tend to apply local protectionist measures like resisting
the integration of pension programmes at the provincial level so they can retain locally skilled
workers that are crucial for local economic growth. All control variables show expected signs of
coefficients, but only Industrialisation and Marketisation are statistically significant. Model 2
controls for Retiree Dependency Ratio, which displays a positive yet insignificant impact on the
chances of a province having provincial-level pension scheme. This positive sign is easy to explain:
Mounting demographic pressures clearly gives the provincial government more incentive to achieve
pension integration, which helps to share old-age income risks more efficiently among
municipalities within the province.

Table 5. 3 Testing Localisation Hypothesis: Determinants of Level of Pension Pooling
(2000-2009)

Variable Model 1 Model 2
(Probit) (Probit)
Insider -.2010748%*** -.2047195%**
(.0682113) (.0690453)
Industrialisation 8.981657%** 8.804506%**
(1.668305) (1.724159)
Marketisation -.6815531% -.6917569%*
(.4227314) (.4198304)
Central Subsidy 091119 .0708227
(.1320815) (.1532669)
Retiree Dependency 2.261283
(6.673607)
Year Dummies Yes Yes
Region Dummies Yes Yes
Constant -71.84268%** -70.53785%**
(13.58777) (13.99267)
Observations 279 279
Wald Chi-square 38.57 38.23
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Probability > Chi-square

0.000

0.000

Log Likelihood

-19.202842

-19.167463

* ) wk Rk stand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses. All variables are

lagged by one year.

As shown in Table 5.4, another five models are estimated for checking the robustness of the above
findings. It is clear that across all of them the independent variable, /nsider, exhibits statistically
significant effect as expected by the Localisation Hypothesis. Model 3 controls for the insider
profile of provincial governor. Model 4 excludes Tibet, Chongqing and Hainan from the data.
Model 5, 6, and 7 follow a similar checking procedure but estimate the regression equations with
logistic models. All of the models yield largely the same results with respect to the signs and
statistical significance of the coefficients of the variables. Most importantly, the independent
variable, Insider, shows hypothesized impacts with statistical significance consistently across all
models. The Localisation Hypothesis then survives the sensitivity tests, so we can safely conclude
that this prediction has received ample support from the data on 31 provincial jurisdictions from

2000 to 2009.

Table 5. 4 Robustness Checks: Determinants of Level of Pension Pooling (2000-2009)

Variable Model 3 Model 4 Model 5 Model 6 Model 7
(Probit) (Probit) (Logit) (Logit) (Logit)

Insider -.1603807**  -.1948408**  -4318516* -.836482%* -.6955496%**
(.0796645) (.080455) (.2532217) (.4455747) (.2399461)

Industrialisation 17.01937*** 8 251873***  37.45499%*** 28 72431***  52.(09224%***
(2.905575) (1.856587) (6.301854) (7.917972) (8.82107)

Marketisation -1.367455**  -.6735188 -2.154433 -1.516186 -4,554872%**
(.5987074) (.5629994) (1.6666006) (1.569315) (1.719492)

Central Subsidy -.1961248 .1059878 2432893 2665537 -.4198277
(.1672682) (.164768) (.5181264) (.5576318) (.4105393)

Governor -.4282784%* -1.181447***
(.1016081) (.2533183)

Retiree 28.33832

Dependency (28.93658)

Year Dummies Yes Yes Yes Yes Yes

Region Yes Yes Yes Yes Yes

Dummies

Constant -130.7072*%**  -66.07366***  -302.951***(51.-233.7836%** -399.0172%**
(22.11781) (15.15014) 17836) (62.81341) (70.7388)

Observations 279 252 279 279 279

Wald 39.14 26.05 47.04 19.02 50.74

Chi-square

Probability > 0.000 0.025 0.000 0.212 0.000

Chi-square

Log Likelihood -13.78427 -17.862171 -17.867564 -17.960295 -14.020847

* ) wk Rk stand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses. All variables are

lagged by one year.
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Extension of Analysis: Political Institutions and Welfare Efforts

This section follows the advice of King, Keohane and Verba (1994) that one should test as many
observable implications of a theory as possible to assess its validity. Up to this point we have tested
two predictions of our theory. The results have shown that the incentive structure facing municipal
leaders, as indicated by the insider profile of provincial leadership, has a significant impact on the
shaping of the Chinese pension system. The explanatory power of our theory does not limit to the
area of pension policy. In fact, this theory can generate more predictions concerning a wide range of
social policies. This section extends the application of our theory to examine a phenomenon of
major interest to political economists, that is, the welfare efforts of government. If its additional
prediction can be supported by quantitative analysis, then we can be more confident in the validity
of our theory.

How much economic resources a society allocates to welfare programmes through its public
authority has been a central question in the comparative political economy of the welfare state. It is
interesting and important to explore this issue in the Chinese context. If we follow the Varieties of
Capitalism theory, which argues that social policy is conducive to economic growth via its
contribution to skill formation, then we should expect the Chinese local leaders, who are obsessive
with the economic expansion of their jurisdictions, tend to enhance their regions’ economic
performance by making more welfare efforts. Such tendency, as suggested by our theory, is
mediated by the incentive structure facing Chinese municipal leaders. That is to say, only when the
promise about bureaucratic career advancement becomes credible can the office-seeking municipal
officials be motivated to promote local economy through expansive social policy that helps to build
up a local stock of skilled workers. Therefore, concerning the welfare efforts of the Chinese local
state, our theory generates the following prediction:

Other things being equal, municipal leaders working in provinces with more insider-domination
have more motivation to spend on human-capital related social programmes like education,
healthcare, and social protection to foster local economic development.

For this prediction, the independent variable is insider, indicating how credible the promise of
bureaucratic promotion seems to municipal leaders. The dependent variable, Social Spending, is
operationalised as the ratio of public spending on education, healthcare, and social protection, i.e.
the sort of social programmes that would have an impact on the local stock of human capital, to
total public expenditure. This thesis calls such expenditure human capital-related social spending.
This study measures the government efforts on human capital-related social spending by using the
ratio of such social spending to total public spending rather than to provincial GDP. This is for two
reasons. First, as Chinese provinces have to remit a significant proportion of fiscal revenues to the
central government, the total provincial GDP does not reflect the economic resources that a
province is free to use. Secondly, given the high GDP growth rate of the Chinese economy, using
total GDP may suppress the government welfare efforts.

To test the welfare efforts prediction, this thesis uses Beck and Katz’s (1995) method of pooled
ordinary least squares with panel-corrected standard errors (OLS-PCSE). The baseline regression
has three control variables in addition to the region and year dummies. Industrialisation and
Marketisationare are included and both are expected to have positive effects on government welfare
efforts. The reasons are twofold. First, the process of industrialisation and marketisation generates
social risks that call for government intervention through social policy. Secondly, as suggested by
the analysis of the internal municipal speeches, Chinese local leaders tend to foster the growth of
private sector by directing human resources to this sector. To achieve this the private sector has to
be covered by the state-funded social programmes. So a strong and rapidly growing private sector,
as indicated by a high degree of marketisation, should be associated with a high level of welfare
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efforts by the government. The third control variable is Retiree Dependency Ratio. It has to be
controlled for because the structural trend of population ageing naturally increases government
social spending. It is possible that a high level of welfare efforts is the result of demographic
pressures rather than of the inter-municipal competition to build up human capital stock. Therefore,
to deal with this alternative hypothesis the variable of Retiree Dependency Ratio has to be added to
the regression model.

The results of regression models are shown in Table 5.5. In the baseline estimation Model 1 where
the independent variable of insider and all control variables are included in the regression equation,
there is a positive and statistically significant association (at the level of 0.01) between the insider
index and the share of human capital-related social spending in total public expenditure. This is
consistent with our prediction, which argues an insider-dominant provincial leadership, suggesting
the credibility of the central government regarding promotion, will motivate its municipal leaders to
increase social spending. This pattern still holds, though with less statistical significance, when all
control variables except year and region dummies are dropped from the regression equation, as
shown in Model 2. It is interesting to examine the effects of the control variables in Model 1.
Coefficients of the variables Marketisation and Retiree Dependency Ratio show expected signs, but
the impact of Marketisation bears no statistical significance.

Industrialisation has a significant but unexpectedly negative impact on government efforts on social
spending. This is not hard to understand: The dependent variable is measured as the ratio of social
spending to total public expenditure. Other things being equal, a more industrialised province
should have more fiscal revenues and hence more total public expenditure, which therefore reduces
the share of social expenditure in total public spending. If we measure Industrialisation as total
provincial GDP and add total public expenditure as a control variable to the model, then the
variable of Industrialisation shows a positive sign, which is consistent with the argument that
economic modernisation increases government welfare efforts.

Table 5. 5 Determinants of Human Capital-related Social Spending as % of Total Public
Expenditure (2000-2009)

Prais-Winsten regression, heteroskedastic panels corrected standard errors

Variable Model 1 Model 2
Insider .0981764** .0877458*
(.0486441) (.0539961)
Industrialisation -5.936726%**
(1.012983)
Marketisation 0217844
(.2952482)
Retiree Dependency 8.940669**
(3.832028)
Year Dummies Yes Yes
Region Dummies Yes Yes
Constant 890.36122*** 34.38534***
(8.956947) (.9783329)
Observations 279 279
Probability > Chi-square 0.000 0.000
Adjusted R-square 0.8265 0.8133
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* ) xxxxkstand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses. All variables are
lagged by one year.

More models are run to assess the robustness of the findings from the above baseline estimation,
largely following the procedure used earlier when the Expansion Hypothesis is tested. The results
are listed in Table 5.6. With the independent variable of Insider displaying the expected and
significant impacts on human capital-related social spending across all models, the welfare efforts
prediction is further supported. Model 3 controls for the insider profiles of provincial governors.
Model 4 re-measures the dependent variable by excluding social assistance, because one may argue
that it does not serve any productive purposes, although it may be very important for someone to
survive in urban China without regular income before he finishes his un-paid apprenticeship and
becomes a worker with some skills. Model 5 drops Tibet, Chongqing and Hainan from the dataset.
Model 6 uses a different estimator, which is the pooled OLS regression with Driscoll and Kraay’s
(1998) standard errors. Model 7 tries to capture the role of central government on local welfare
efforts by adding to the equation the variable of Central Subsidy.

Table 5. 6 Robustness Checks: Determinants of Human Capital-related Social Spending as % of
Total Public Expenditure (2000-2009)

Prais-Winsten regression, heteroskedastic panels corrected standard errors

Variable Model 3 Model 4 Model 5 Model 6 Model 7
Insider .1400429***  (0851828* .1113444** .0946492***  (0626627*
(.0465178) (.045343) (.2532217) (.0195566) (.0373429)

Industrialisation -5.180665***  -5.646561%**  -1.0734%** -7.17683%**  -5.59609***
(.9031352) (.9640316) (.2417311) (.4811556) (.8185271)

Marketisation .0548302 .0540836 -2.154433%*%  4434054*** 3404745
(.2678597) (.2843775) (1.6666006) (.1094831) (.2614749)

Retiree 5.257707 8.700354** 1.046385 12.7493%%** 4.283346

Dependency (3.68301) (3.687073) (3.366594) (1.80969) (3.410372)

Governor Yes No No No No

Central Subsidy 3212548%**

(.0761177)

Year Dummies Yes Yes Yes Yes Yes

Region Yes Yes Yes Yes Yes

Dummies

Constant 5.133036 86.63075 02.58804*** 29.90994** 35.74587***
(24.95627) (7.647417) (8.656496) (12.25951) (5.819642)

Observations 279 279 252 279 279

Probability >  0.000 0.000 0.000 0.000 0.000

Chi-square

Adjusted 0.8246 0.8542 0.8596 0.6635 0.7980

R-square

* ) xxxxkstand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses. All variables are
lagged by one year.

Therefore, the results of the quantitative analysis of time-series-cross-section data on public welfare
efforts support our theory’s prediction that the more credible the central government’s commitment
regarding bureaucratic promotion is, the more economic resources local governments will allocate
to social programmes that are conducive to the accumulation of human capital. In addition to
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Expansion Hypothesis and Localisation Hypothesis, one more implication of our theory has
survived the quantitative test. If we adopt the criteria set by King, Keohane and Verba (1994), then
this should give us more confidence in the validity of our theory.

Summary

The theory of this study generates two predictions concerning the shaping of China’s pension
system, which argue that the credibility of the central government’s commitment regarding
bureaucratic promotion is positively related with the coverage rates of public pension programmes
but negatively associated with the pension programmes’ level of risk pooling. To provide
micro-foundations for the hypothesized associations, this chapter first conducts qualitative analysis
of the internal speeches by Chinese municipal leaders to reveal their political and policy preferences.
The micro picture shows that Chinese municipal leaders adopt the expansionary pension policy to
foster local industrialisation in the inter-municipal competition in economic development. This is
consistent with the assumptions made in our theory about the preferences and behaviours of
Chinese municipal leaders. Aggregated from the micro preferences and behaviours are two macro
phenomena, which are the expansive and localised characteristics of China’s pension system. This
chapter then tests two hypotheses on how the two features are shaped by China’s political
institutions, drawing on statistical analysis of time-series-cross-section data that covers China’s 31
provincial jurisdictions during the period from 2000 to 2009. After controlling for other
socio-economic variables that identified in the literature as being able to affect the shaping of the
pension system, the results of statistical analysis support our predictions. Also supported by the data
is an additional hypothesis derived from our theory, which predicts a positive relationship between
the central government’s credibility on bureaucratic promotion and local governments’ welfare
efforts. With our theory’s implications supported by qualitative materials and surviving the
quantitative analysis, we can say in confidence that the political institutions of the Chinese state,
which constitute an incentive structure, do have an impact on local officials’ policy behaviours
concerning social programmes like public pension. The effect of political institutions on Chinese
municipal leaders’ pension policy choices is one part of our theory. The other part of the theory is
the influence that public pension policy has on economic agents’ decisions on human capital
investment. This is the subject of Chapter 6.

108



Chapter 6 The Pension System and Skill
Formation

Having demonstrated that credible promise of bureaucratic promotion will motivate Chinese
municipal leaders to extend the coverage of pension programmes and keep the pension schemes
localised at the municipal level, this chapter turns to explore what economic results this can
generate for municipal officials. The theory of this study argues that urban pension programme
facilitates the formation of industry specific skills through two mechanisms. First, by dealing with
labour market risks associated with specific skills and thus ensuing the stability of lifetime income,
the urban pension programme encourages students to acquire such skills by attending vocational
education. Secondly, by limiting labour mobility and hence addressing the poaching problem, the
pension system induces employers to make investment in on-the-job training programmes that will
equip workers with specific skills. The net result is that an army of workforce with industry specific
skills is trained under the extensive and localised pension system.

Hence we have the following hypotheses, which are to be tested in this chapter. The first is the
Schooling Hypothesis: 1f social protection programmes like pension can encourage students to
acquire industry specific skills, then regions with high pension coverage rates should have high
enrolment rates of vocational schools. The second one is the Training Hypothesis: If localised
pension programmes can limit job turnover and hence alleviate the problem of poaching, then
workers covered by pension programmes should have longer job tenures and hence be more likely
to receive trainings offered by employers. In addition, this chapter tests a third hypothesis, which is
the implication of the first two hypotheses: If urban pension programmes induce individuals like
students and employers to invest in the acquisition of specific skills, then workers with such skills
should be clustered in regions with high pension coverage rates.

This chapter follows the structure of Chapter 5, which provides micro-foundations by revealing
agents’ preferences and behaviours before testing the associations between macro-level phenomena.
It is structured as follows. The first section of this chapter examines economic agents’ preferences
concerning pension programmes, i.e. how workers and employers view urban pension schemes, by
analysing CGSS2006 (Chinese General Social Survey)’, an opinion survey of Chinese workers,
and comments made by employers. After providing the micro-foundations, the rest of this chapter
tests the macro-level associations. The second section tests the Schooling Hypothesis, which,
drawing on the idea that a strong presence of social protection programmes like pension reduces the
risk of acquiring industry specific skills and thus encourages students to attend vocational schools,
predicts a positive association between pension coverage rates and vocational education enrolment
rates. The third section tests the Training Hypothesis, which argues that localised pension
programmes, by making pension package non-portable and hence job-changing across regions
costly, discourages labour turnover and therefore encourages employ to provide on-the-job training
programmes. This section starts with exploring the effects of pension programme on labour
mobility, and then it examines how this affects the training decisions made by employers. The
fourth section extends the analysis to test further theoretical implications. If China’s urban public
pension system encourages students and employers make human capital investment in a way that
facilitates the formation of specific industrial skills, as argued by our theory, then we should expect
to observe a geographical concentration of workers who possess specific skills in regions with a
high coverage rate of pension programme. This hypothesis is tested in the fourth section, which

32 Acknowledgement: Data analysed in this chapter were collected by the research project “China General Social Survey (CGSS)”
sponsored by the China Social Science Foundation. This research project was carried out by Department of Sociology, Remin
University of China & Social Science Division, Hong Kong Science and Technology University, and directed by Dr. Li Lulu and Dr.
Bian Yanjie. The author appreciate the assistance in providing data by the institutes and individuals aforementioned. The views
expressed herein are the author’s own.
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uses workers’ occupations as a proxy for skill specificity on the basis of the harmonisation of
China’s national classification of occupations with the 1988 version of International Standard
Classification of Occupation (ISCO-88).

Micro-Foundations: Pension Policy Preferences of Workers and
Employers

Preferences of Workers

Do Chinese workers’ preferences concerning social protection programmes are related with the type
of skills they possess, as assumed in the Varieties of Capitalism theory? Following the literature,
this section uses Chinese data to evaluate the validity of this assumption in the Chinese context. In
other words, this section replicates the procedure used in the literature on social policy preferences
in the Chinese case.

At the outset, it is helpful to clarify the rationale for studying Chinese citizens’ policy preferences.
One may wonder why it is relevant to understand individual pension policy preferences in China.
Indeed, China is not a liberal democratic country and its pension policymaking is not based on its
citizens’ policy preferences. Indeed, as we have shown in Chapter 5, the Chinese pension system is
shaped by the bureaucratic competition, which is structured by political institutions in China. In
other words, China’s pension policymaking follows a top-down approach, in which political actors
make policies to cater to their own interests, rather than a bottom-up route whereby citizens’
preferences are aggragated by electoral competition into public policy. If this is the case, then why
should we care about Chinese citizens’ policy preferences? This thesis argues that citizens’
preferences matter even in an authoritarian setting because the sustainability of government policy
depends on to what extent the policy fits with the citizens’ preferences. Citizens’ policy preference
reflects their needs for government action in certain policy area. The government may impose a
policy without any concern of the needs of the populace. If such policy does not require much
contribution from citizens, then people may just accept it in a passive way. If, however, such policy
requires citizens’ contribution, as in the case of pension policy where employers and workers have
to put a considerable share of their income into the pension funds, then popular preferences/needs
for this policy becomes important in terms of ensuring the sustainability of the policy. If citizens
have little needs for that policy, then there will not be much popular contribution into its
implementation. If the government chooses to coerce citizens into making the required contribution,
then costs of monitoring and punishing will increase. Either way the policy’s longterm financial and
political sustainability will be jeopardized. In the case of pension policy, if Chinese bureaucrats
simply impose expensive pension schemes that no one wants, then the evasion of pension
contributions will be rampant, which will ultimately bring down the pension system. But in fact
what we observe is the growth, rather than the death, of the Chinese pension system. This very fact
suggests that there must be segments in the society that support pension expansion in China and
therefore provide positive feedbacks to the continuation of the Chinese pension system. Therefore,
to fully understand the longterm sustainability and continuing existence of this system, i.e. to what
extent the Chinese pension system constitutes a political-economic equilibrium, one has to uncover
which segments of the populace need and support public pension in China. In other words, one has
to examine Chinese citizens’ pension policy preferences. This will be done in the following analysis,
which applies the method used by the literature on individual social policy preferences to the
Chinese case.

How does the existing literature examine the determinants of indivudal social policy preferences
and the impact of skills on such preferences in particular? In the literature (for example, see Iversen
and Soskice 2001; Fleckenstein et al 2011), the independent variable, i.e. workers’ skills, is proxied
by occupations, which are classified according to International Standard Occupation Classification
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(especially its 1988 version, i.e. ISCO-88). For the dependent variable, i.e. workers’ attitude
towards social protection programmes, the literature utilises cross-national social surveys, notably
the rounds of International Social Survey Project (ISSP) that are themed on citizens’ perceptions on
the appropriate role of government, to examine individual’s support (or non-support) for
redistributive social spending. The literature then investigates whether the two variables are linked
with each other, i.e. whether the specificity of a worker’s skills can affect his or her attitude towards
government intervention in the area of social security. The underlying hypothesis, as discussed in
detail earlier, is that workers in occupations that require specific skills should be in greater need for
public social security programmes and hence be more likely to support the government’s
involvement in welfare provision because the limited transferability of their skills makes them more
likely to face income loss risks during economic downturn.

Testing this hypothesis in the Chinese context requires us to replicate the above approach as much
as possible using Chinese data. Let us start with the dependent variable, workers’ attitude towards
social policy. As discussed above, to measure this variable the literature draws on the data from
ISSP, especially the ISSP rounds with the theme of the role of government. China only participated
in ISSP2009 (Social Inequality IV). So China is not covered by the 2006 round of ISSP that focuses
on the role of government. In other words, we cannot draw on ISSP2006 (Role of Government V)
to examine Chinese citizens’ viewpoints on social policy.

Given that there is no ISSP data on how Chinese citizens view the role of government in public
welfare provision, this study relies on another social survey, which is Chinese General Social
Survey (CGSS). CGSS is the Chinese equivalent of General Social Survey, a widely used survey on
societal trends nainly within the U.S. that has been conducted since 1972. An annual or biannual
survey of Chinese households designed to collect longitudinal data on social trends, CGSS is the
first and most important continuous national social survey project in mainland China. CGSS started
in 2003 and its first five rounds (in 2003, 2004, 2005, 2006, and 2008) have been made available to
the public. Of all the publicly available CGSS data only the 2006 wave asked questions on ideology
and political attitudes. In CGSS2006 the only question about citizens’ view on the role of
government was the question that asked respondents to rank government spending priorities among
several areas. It is framed like this: “Assuming that there is a large amount of public funds available
to the government, in which areas would you like the government to spend it? Please choose three
areas from the provided options and rank them according to their importance to you”. The
questionnaire offers 11 options, including public pension. This study takes choosing pension as the
first preference as indicating a great need for more government involvement in the provision of old
age income security. The hypothesis therefore is that those who exhibit such need should be
concentrated in the occupation groups that require specific industrial skills.

This leads to the measurement of the independent variable, the worker’s skill specificity. As
discussed earlier, the existing literature measures this variable by examining the respondent’s
occupation, which is often classified according to the 1988 version of International Standard
Occupation Classification (ISCO-88). In particular, of the nine major occupation groups of
ISCO-88, Fleckenstein et al. (2011) define ISCO-88 major groups 1, 2 and 3 as occupations
requiring high-general skills, major groups 4, 5 and 9 as posts needing low-general skills, and major
groups 7 and 8 as professions with specific skills. This study follows this approach to measure
Chinese workers’ skill specificity. So it requires that Chinese workers’ occupation should be coded
on the basis of ISCO-88.

Unfortunately CGSS does not apply ISCO-88 to record Chinese citizens’ occupations. Instead, it
uses China’s own National Classification of Occupation, which was put into use in 1999 (NCO-99).
This requires us to use ISCO-88 to recode the occupation data in CGSS. In other words, we have to
convert China’s NCO-99 into ISCO-88. Compared with ISCO-88, which distinguishes 4 levels of
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skills and consists of 9 major groups of occupation, under which there are 28 sub-major groups, 116
minor groups and 391 unit groups, NCO-99 defines 3 levels of aggregation of occupations,
consisting of 8 major groups, 66 minor groups and 413 unit groups. With these differences
notwithstanding, NCO-99 and ISCO-88 are not two separate, totally unrelated systems. In fact, the
making of NCO-99, which started in November 1994, borrowed many conceptual and practical
1deas from ISCO-88. As Peter Elias documented in 1997,

China has now also commenced plans to introduce a version of ISCO-88 as its national
classification. This process was started with a programmeme of training for key officials and
statisticians associated with the production and use of occupational information, studying the
conceptual basis of ISCO-88... In preparation, key industrialists and statisticians have
participated in training sessions organised by the ILO Turin Training Centre (Elias 1997).

The fact that NCO-99 shares the same conceptual and theoretical basis with ISCO-88 makes it is
possible to achieve the harmonisation between the two occupation classification systems. This study
converts NCO-99 into ISCO-88. The conversion is carried out at the lowest level of aggregation of
these two systems, i.e. the unit group of occupation. That is to say, the 391 unit groups of ISCO-88
are used to recode the 413 unit groups of NCO-99. A detailed discussion on the conversion is
provided in Appendix 3.

Having the occupation of each respondent in CGSS2006 recoded to ISCO-88 and knowing each
respondent’s view on the priority of government spending, we can examine the relationship
between individual’s skill specificity and his or her pension policy preference. The assumption to be
evaluated is that compared with other workers, workers in specific skilled occupations should be in
greater need for public pension and therefore be more likely to support government involvement in
the provision of pension programmes. The purpose here is to assess the assumption about the
pension preferences of Chinese workers. This study will first follow the approach used in
Fleckenstein et al. (2011) and utilise descriptive statistics to illustrate the relationship between skill
specificity (indicated by occupations) and the need for public pension programme before applying
multivariate regression technique to analyse Chinese workers’ pension policy preferences in a more
systematic and rigorous way.

Graph 6.1 shows the percentage of workers in each ISCO-88 major occupation group who agree
that public pension programme should be the most important area where the government should
spend public money. Clearly, the occupation that sees the highest share of workers expressing a
strong support for public pension scheme is major group 8, the plant equipment operators, a specific
skilled occupation group. Compared with other occupation groups that require general skills (i.e.
major group 1, 2, 3, 4, and 9), the two specific skilled groups, group 7 and 8, see higher proportions
of workers who think public pension should be at the top of the government’s policy agenda.
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Graph 6. 1 Share of Chinese Workers in ISCO-88 Major Groups Who Agree Public Pension Should
Be the Most Important Public Expenditure Item (2006)
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Source: Chinese General Social Survey 2006

What we find from CGSS2006 is largely consistent with the idea that specific skilled workers are in
greater need for public pension programme. The only exception is the workers in major group 5,
service and sales workers, who possess general skills but nevertheless have a high share that call for
more government spending on public pension programmes. The reason for this is that in China’s
national occupation classification system, NCO-99, the service worker is a broad category. It
includes workers working in supporting and auxiliary jobs in the factory, who should have been put
in major group 7. Because the unit groups in this category are not detailed enough, it is impossible
to separate these “would-be-in-group-7" workers from the true service workers with general skills.
So major group 5 covers many specific skilled workers that should have belonged to major group 7.
This may be the reason why it shows a relatively high proportion of workers that show great need
for public pension programmes.

Despite being useful for illustrative purpose, Fleckenstein et al.’s (2011) approach has clear
drawbacks. It mainly relies on descriptive statistics to show the correlation between skill specificity
and social policy preferences, and therefore falls short of controlling for other variables that may
have an impact on the formation of individual’s policy preferences. Of particular relevance to our
analysis are two variables, namely age and income. Drawing on data on individual preferences on
redistributive government spending from 14 OECD countries, Busemeyer et al. (2009: 196) show
that “individual attitudes towards social policies are not only determined by one’s position on the
income scale, but also by one’s position in the life cycle (age)”. In the case of pension, it is
reasonable to argue that people care more about pension when they get older because they are
nearer the retirement age and thus more lilely to gain from the redistribution from the younger
generation, and that people prefer more public spending on pension when they are poorer because
they stand to gain more from the redistributive government expenditure in the form of public
pension. It is then hypothesised that the individual need for (i.e. support for) public pension
spending should increase with age and decrease with income. The positive association between
pension policy preference and age and the negative relationship between such preference and
income, therefore, are competing hypotheses to our argument, which holds a positive link between
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the need/support for public pension program and skill specificity. It then requires us to hold
constant age and income, along with other variables, when we examine the relationship between
skill specificity and pension policy preferences.

To this aim, this thesis adopts a multivariate regression approach. The dependent variable, Pension
Policy Preference, is constructed as an ordered response variable using the aforementioned
CGSS2006 question on government spending priority. It has four ordered values, coded as 0 if the
individual does not choose public pension as a government spending priority and as 1/2/3 if the
individual thinks public pension as the third/second/first government spending priority. That is to
say, the larger the value of the variable of Pension Policy Preference, the greater the individual’s
need/support for public pension program. The independent variable, Skill Specificity, is measured as
a binary variable following Fleckenstein et al.’s (2011) operationalisation of specific/general skills.
If the individual is in ISCO88 major group occupation 7 or 8, then he is thought of having specific
skills and thus is coded as 1 for the variable of Skill Specificity. If the individual works in either of
the other ISCO88 major group occupations (1, 2, 3, 4, 5, and 9), then he is coded as O for the
variable of Skill Specificity, indicating that he has general skills. Our hypothesis is that there should
be a positive relationship between Skill Specificity and Pension Policy Preference.

The two alternative arguments to our hypothesis, as discussed above, concerns about the role of
income and age in the formation of individual’s pension policy preferences. The control variable of
Income is measured as the individual’s monthly wage in decile terms. It shows at which decile the
individual’s monthly earnings are in the income distribution (with 1 being the lowest decile and 10
being the highest). The other crucial control variable is 4ge, which simply refers to how old the
individual was in the survey year (2006). Besides these two variables, we have to control for other
individual characteristics. These include Gender (1 = Male, 0 = Female), Marital Status (1 =
Currently in marriage, 0 = not in marriage), Education (dummy variables indicating whether the
individual receives his highest educational attainment from vocational education), Ethnicity
(dummy variables indicating the individual’s ethnic background), and Religion (dummy variables
indicating the individual’s religious belief). The model also includes Contract (1 = the respondent
had signed labour contract with his employer, 0 = No labour contract) and Hukou Status (1 = the
respondent having a urban household registration, 0 = the respondent having a rural household
registration), with the aim to capture the difference in policy preferences between labour market
insiders (i.e. those who hold local household registration and labour contracts) and outsiders (i.e.
those who do not) (Rueda 2007). Finally, the analysis controls for the variable of Region (dummy
variables indicating where the individual lives, in the western region, central region, or the eastern
region), trying to control for any unobserved regional level cultural/socio-economic factor that may
affect individual social policy preference.

Given that the dependent variable is ordinal, our analysis applies ordered logit regression as the
estimation method. It is an extension of the logistic regression model and can model more than two
(ordinal) response categories. The result on the model of pension policy preference is presented in
the first column of Table 6.1 (Model 1). Our discussion focuses on three variables, namely Skil/
Specificity, Income and Age. We can see that after controlling for other individual characteristics
including income decile and age, there is a positive and statistically significant association between
the individual’s skill specificity and his support for public expenditure on pension programmes.
This supports our hypothesis that compared with general skills, specific skills, by entailing a higher
level of labour market risks, will lead the individual to require more government involvement in the
ensuring of old-age income security. The significance and signs of the coefficients of the variables
of Income and Age are also consistent with our expectation: The negative relationship between
income decile and pension policy preference supports the thesis that an individual has more to gain
from the redistributive public pension spending when he steps down the income scale, while the
positive association between age and the need for government pension expenditure suggests that
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being nearer the retirement age will lead to higher likelihood of gaining from inter-genearational
redistribution and therefore will induce more support for such redistribution in forms of public
pension spending.

To have a sense of the magnitude of the effects of the variables, we have to look at their
proportional odds ratios, which are shown in parentheses underneath the coefficients in Model 1.
The odds ratio of the variable Skill Specificity is 1.145. This means that holding other variables in
the model constant, compared with the worker with general skills, the odds of the specific skilled
worker thinking public pension as the government’s 1% priority versus the combined
2"4/3"mon-priority categories are 1.145 times greater, and that the odds of the combined 1%/2™
priority categories versus the combined 3™/non-priority are 1.145 times greater, etc. In other words,
other things being equal, compared with individuals having general skills, individuals with specific
skills are 14.5% more likely to demand public pension spending. Likewise, the odds ratio of the
variables of Income and Age are 0.956 and 1.028 respectively, which means other things being
equal, an individual is 4.4% less likely to support public pension programmes when his income
level climbs up by 1 decile in the income distribution, and he is 2.8% more likely to favour
government involvement in pension provision when he gets one year older, holding everything else
constant. It is clear that after controlling for income level, seniority and other individual
characteristics, skill specificity still shows a sizable, if not greater, impact on individual pension
policy preferences.

Table 6. 1 Determinants of Individual Pension Policy Preference (2006)

Ordered logit regression

Model 1 Model 2 Model 3
(Dependent Variable: Pension (Dependent Variable: Social (Dependent Variable:
Policy Preference) Policy Preference) Redistribution Preference)
Skill Specificity  .1352291%** A177276%* .1490182**
(1.144799) (1.124938) (1.160694)
Income -.0446365*** -.0609382*** -.0454158***
(.9563451) (.9408814) (.9556)
Age 027527 1%** 011883 1*** .0023937
(1.027909) (1.011954) (1.002397)
Gender -.2051233*** -.131727%%* -.1062083*
(.8145469) (.8765803) (.8992373)
Contract -.1298598%** - 117714* -.0681025
(.8782185) (.8889503) (.9341648)
Hukou Status .1085104 -.1901766 2388231 ***
(1.114617) (.8268131) (1.269754)
Marital Status .0800153 -.0337091 .0027556
(1.083304) (.9668528) (1.002759)
Education Yes Yes Yes
Ethnicity Yes Yes Yes
Religion Yes Yes Yes
Region Yes Yes Yes
Observations 4774 4774 4628
Probabilty > 0.000 0.000 0.000
Chi-square
Log likelihood -5349.4569 -4476.8608 -5011.9662
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* ) Fx Fxxstand for p<0.1, p<0.05, and p<0.01 two tailed test. Odds ratios are in parentheses.

Our skill specificity thesis can do more than explaining pension policy preference. It can also shed
light on the formation of Chinese citizens’ preferences regarding social policy and redistribution in
general. Besides public pension, the CGSS2006 question on public spending priority mentioned
earlier lists other policy areas for respondent to choose as government priority. Among them are
healthcare, education, poor relief, unemployment assistance and active labour market policy. This
thesis takes these policy areas, alongside with public pension, as a broad concept of social policy.
Drawing on this information, we can construct an ordinal response variable, Social Policy
Preference, coded as 0 if the individual chooses none of the social policy areas as a government
spending priority and as 1/2/3 if the individual takes any of the above social policies as the
third/second/first government spending priority. CGSS2006 also provides an opportunity for us to
examine Chinese citizens’ preferences regarding redistribution, by asking about the respondent’s
attitudes towards the view that “The government should collect more taxes from high income
groups to help the poor”. To indicate the individual’s support for income redistribution, we use this
question to construct another ordinal response variable, Redistribution Preference, which is coded
as 0/1/2/3 if the respondent is strongly against/against/agreeing with/strongly agreeing with this
stance.

Using Social Policy Preference and Redistribution Preference as dependent variables, we can apply
ordered logit model to examine the determinants of Chinese citizens’ preferences in these two
regards. The independent variable is still Skill Specificity, coded as 1 if the individual is in specific
skill occupation and as 0 if he works in general skill jobs. The hypothesis to be tested is that
individuals with specific skills should be in greater need for social policies and therefore more
likely to support government redistribution. The control variables, including /ncome and Age, are
the same set of variables we include in the pension policy preference model. The regression results
are shown in Table 6.1 (Model 2 and 3). One can see that Skill Specificity has significant and
positive impacts on the individual support for social expenditure and redistribution. To put it in
odds ratio terms, other things being equal, in comparison with people with general skills,
individuals having specific skills are 12.5% and 16% more likely to support social spending and
government redistribution, respectively. Income sill has expected impacts, consistently showing
negative effects on the support for social policy and redistribution. Age, on the other hand, is
positively related with the support for social spending as expected, while it ceases to be significant
in the redistribution preference model. The literature of the comparative political economy of the
welfare state rarely assesses the relative importance of skill specificity, income and age in the
shaping of individual social policy preferences (with the exception of Busemeyer et al. (2009),
which however mainly focuses on income and age and does not pay much attention to skill
specificity). Our analysis here should be a starting point for future research in this direction.

In the three models presented in Table 6.1, skill specificity shows consistent and expected impacts
on the formation of Chinese citizens’ social policy preferences and pension policy preferences in
particular. This is strong evidence demonstrating the crucial role of skill specificity in shaping
Chinese workers’ need for social protection programmes like public pension. This therefore lends
ample support to the argument that Chinese workers with specific industrial skills need public
pension programme more than workers with general skills, which suggests that this hypothesis is a
valid one in the Chinese context. It is on the basis of this argument that we have the Schooling
Hypothesis, which predicts that a comprehensive public pension programme encourages students to
choose vocational education over general education and thus to acquire specific skills. Here it is
helpful to deal with two possible counter-arguments, one concerning whether Chinese students have
a choice between vocational and general education and the other regarding the degree of rationality
involved in the making of this choice.
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As the first counter-argument, one may argue that the actual decision on education investment
depends not only on one’s preference but on one’s ability as well. For example, if the education
system has a strict tracking arrangement and sets a high standard required for progressing to the
next level of academic study, as is the case in German education system, then the student who fails
to meet the standard would simply not be allowed to pursue further academic education and
therefore would be “tracked” onto the path of vocational education. In this case, the education
institution, with its tracking system, translates the limited academic ability of the student into the
constrained choice over education investment. With education system as such in place, there is
simply no need for incentive to encourage people to have vocational education. The tracking system
in education will do the job.

There, however, is no such strict tracking arrangement in China’s education system. This system in
China, simply speaking, works as follows. All Chinese citizens are required by law to attend the
nine-year compulsory education (from the age of 6 to 15), which is consisted of six years of
primary education and three years of junior secondary education (or middle school). What serves as
the bridge between the nine-year compulsory education and the higher education are three years of
senior secondary education (or high school), where one may attend the general high school that
leads to academic university or the vocational high school that leads to higher vocational colleges.
Which kind of high school one is to attend after the nine-year compulsory education, the general or
vocational high school, is mainly decided by one’s performance in the Senior High School Entrance
Examination at the age of 15. This is similar to the German tracking system but it has two crucial
differences. First, the tracking in China’s education system happens at the student’s age of 15,
rather than around 10, which is the case in Germany. Secondly, and most important, in China the
severe competition for a place in general high schools only occurs in the very top high schools,
which set a high level of entrance requirement. For the rest of the local general high schools, the
admission requirement is fairly low. In other words, the majority of students taking the Senior High
School Entrance Examination would have sufficient scores to enter these average-level general high
schools. For example, in 2013, a 15-year-old student in the city of Nanchang would have to score
569 points (out of a total of 600 points) to get into the very best general high school in the
municipality, while it would only take 320 points to get admitted by one of the average general high
schools and 300 points to enter the vocational high school (Jiangnan Metropolis 2013). In terms of
the entrance requirement, the wide gap between the top and the average general high school and the
narrow distance between the average general high school and the vocational high school suggest
that Chinese students do have a wide range of choice between general and vocational education.
Then the question becomes what factors they would consider to make such choice. This thesis
argues that if specific skilled workers are in greater need of social protection, as we have seen from
the analysis of CGSS2006, then the presence of a comprehensive social protection system, with
public pension as its important component, will encourage students to attend vocational education.
In other words, social security and pension arrangement in particular will affect individual’s
schooling decision.

This may invite a criticism, which is the second counter-argument. It concerns the role of rationality
in education investment decision. Indeed, one may challenge that even though specific skilled
workers are generally in greater demand for the public pension programme, it is hard to believe the
agent that makes the schooling decision, be it the student himself or his parent, could be so
farsighted and rational that he takes public pension into account when he makes the decision on
which type of education to have decades before his retirement. In other words, the assumption
simply seems too demanding that people are rational to the extent that they think about their
retirement life when they make decisions at their early age.

This study contends that we do not have to impose a demanding rationality assumption on agents to
argue that the presence of public pension programme can have an impact on their schooling
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decisions. People may not possess the degree of rationality to take everything into account and
process all the information when they make decisions. But they do have the capacity to observe the
situation of others and to make choices on the basis of what they learn from other people. This is
the basic human capacity to learn, imitate, and adjust. An individual may not have pension
programmes in his mind when he makes the decision on whether or not to attend vocational
education and to become an industrial worker. But he will look around and have an assessment on
the living standard of industrial workers before he makes the choice on whether or not to become
one of them. If a young person learns that the life of a worker with specific skills is satisfactory,
thanks to comprehensive social protection programmes such as public pension which insures him
against the risks of lifetime income loss, then there is a good chance he would like to become one
industrial worker. But if it turns out an industrial worker often has to suffer income loss, due to the
absence of a comprehensive social protection system, then the youngster may be deterred from
stepping onto the same path and therefore shuns vocational education. Therefore, the limited
individual rationality may not allow the presence of comprehensive public social protection
programmes to directly enter people’s calculation in the making of schooling decision, but the
presence of social protection system will nevertheless indirectly affect people’s human capital
investment decision through the “watch and learn” process described above.

To make decisions on the basis of others’ experiences, this mode of decision-making is common
among Chinese parents. As Mr. Lin, from the city of Lanzhou, explained to the reporter of Lanzhou
Morning Post (2010) why he would not let her daughter have vocational education,

There is no way I send my daughter to the vocational school... Many of my colleagues had
their kids go to vocational school. After graduation they become workers. The wage is low,
benefits are bad, and the job is not stable. I will not put my child on this road.

It is reported that Mr. Lin then sent her daughter to a high school to have general education, even
though it meant he had to pay extra 3000 RMB for tuition fees. Clearly, largely based on what other
people who had chosen vocational education ended up with, Mr. Lin made a decision on which type
of education her child would have. The low compensation and job insecurity of working as an
industrial worker, which is likely to be the result of the inadequacy of the Lanzhou municipal social
protection system, reduces the attractiveness of vocational education for citizens of Lanzhou. So the
appeal of vocational education mostly comes from the treatment one gets from working in industrial
factories in terms of the compensation and social benefits received. This is consistent with our
earlier findings from CGSS2006 that workers in occupations requiring specific industrial skills are
in greater need for social protection programmes like public pension. Chinese policymakers, in both
local and national government, are clearly aware of that. When asked by China Vocational &
Technical Education (2009) what determines the attractiveness of vocational education, Li
Zhong’an, member of Standing Committee of National People’s Congress, China’s legislature, gave
the following remarks

The attractiveness of vocational education is in essence the attractiveness of the career path [it
leads you onto]. You can choose the general high school and go to the college, or you can
attend vocational school and step on the path to become a skilled talent. In some extent, it is the
contrast between to be a worker or to be a cadre [i.e. management]... Whether or not to choose
the path of vocational education, is directly dependent upon whether the prospective job will
entail a good position, a good compensation package, and a high social status... The more
people can expect from vocational education, the more attractive vocational education will be.

At the end of the interview, Li Zhong’an acknowledged that to improve the attractiveness of
vocational education is something “that cannot be achieved by the vocational education system
itself alone”, because to improve the appeal of vocational education, the attractiveness of the career
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path of workers has to be improved, which can only be achieved through the efforts of the whole
society and the government. In a similar vein, local officials, like Zhao Weiliang, vice president of
the Municipal Board of Education of the city of Chongqing, attributed “the treatment for skilled
workers” as “the most crucial and important condition for bringing about the attractiveness of
vocational education” (China Vocational & Technical Education 2009). Unlike Li Zhong’an, who
thought the improvement of the treatment for skilled workers would depend on the efforts of the
whole nation, Zhao Weiliang gave a more realistic view that we should count on the “attention and
support of the leading cadres”. This corresponds to the argument of this study that the efforts of
local leaders, who are motivated by the prospects of career advancement, to a large extent
determine whether a locality can have a comprehensive social protection system, which in turn
shapes the livelihood of industrial workers and hence the attractiveness of vocational education.
The positive impact of the treatment for skilled workers on the appeal of vocational education are
captured by this study’s Schooling Hypothesis, which argues that regions with a comprehensive
public pension programme will see higher enrolment rates of vocational education.

Preferences of Employers (1): Labour Retention and Poaching Problem

We have seen how Chinese workers view social protection programmes like public pension and
how this view is related with individual decisions on human capital investment. Then how about the
views of employers? The Training Hypothesis of this study predicts a positive relationship between
the incidence of employer-provided on-the-job training and the coverage of public pension
programme, because by incurring extra costs to job changing the localised pension system can
discourage the practice of poaching and thus reduce employee turnover rates. This hypothesis is
based on the assumptions that Chinese employers have their social policy preferences based on the
human resource management need of labour retention, and that the poaching problem deters
Chinese employers from investing in the skill development of their employees. The following
analysis evaluates whether these assumptions accurately portray certain aspects of the reality in the
Chinese business world.

The most used employer survey in China is the China Privately-Owned Enterprise Survey (CPOES).
It is a biannual nationwide survey conducted since 1991 by Chinese Academy of Social Sciences in
collaboration with All China Industry and Commerce Federation. Unfortunately CPOES focuses on
socio-economic background of employers, the networks among them, their participation in social
and political activities, and their self-assessment of their social and political status. There is no
survey question on Chinese employers’ view on the role of social protection programme. So we
have to draw on qualitative data, mostly statements made by employers in interviews with
academics and journalists, to illustrate the social policy preferences of Chinese employers.

As discussed in Chapter 5, China has experienced labour market tightening since the early 2000s.
The analysis of speeches by municipal leaders has revealed that the situation of labour shortage
alerts Chinese local leaders, who then urge employers to treat employees better so the workers
would stay. This is exactly what Chinese employers have done in a tightening labour market. To
retain the workforce, they raise labour compensation. Enterprises that would have evaded their
social insurance contribution now can no longer afford to do so, because without full social
insurance package workers simply would leave. As Bei Jianying, owner of a manufacturing factory
in the province of Anhui, told China Economic Weekly (2011), “to solve the problem of labour
shortage, the enterprise has to better workers’ treatment, so we can keep our workers”. One measure
to improve the treatment for employees, according to Mr. Bei, is to pay the full amount of
employer’s share of social insurance contribution to employees’ account, which has ensured “little
labour mobility” of his factory workforce since the measure was taken. Other employers from
Anhui province, like Xie Jun and Zhang Jianfa, expressed similar views to the reporter of China
Economic Weekly. “We buy our employee all five kinds of social insurance [i.e. pension,
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unemployment, healthcare, maternity, and work injury]”, says Mr. Xie, “If workers have
[participated in] social protection programmes, then our workforce becomes obviously more stable”.
Likewise, Mr. Zhang, a manager in the city of Fuyang, Anhui province, adopted a similar strategy
for labour retention. “We keep our employees stable by improving their treatment”, Mr. Zhang
comments, “We encourage everyone to join in social insurance programmes, to reduce [labour]
mobility”.

It is revealing to note that the above news story from China Economic Weekly happens in the
province of Anhui, an inland province. Anhui is often thought as having a net outflow of labour
force, which pours into the coastal provinces to fuel the growth of the export-led manufacturing
industries. If even employers in interior regions have to raise labour compensation for labour
retention, then we can have an idea of the situation in more developed, more labour-hungering areas.
Nee and Opper (2012) interviewed more than 100 employers during 2006-2011 in Yangtze River
Delta, China’s most dynamic economic area, and found that “tight labour markets in which firms
must compete to recruit and especially to retain their employees have led to a rapid improvement of
employment conditions” (312). For example, the owner of a Ningbo-based office equipment
producer reports in 2011,

Labour shortage is now a serious problem. There used to be a lot of workers coming to us from
the provinces of Jiangxi and Anhui. But now their provinces are developing, and they are no
longer willing to work away from home... My old workers now have their own houses, and do
not want to work for me anymore (Nee and Opper 2012: 312).

The measure taken by the employer in Yangtze River Delta to retain workers, again, is to offer
competitive compensation package. A producer put it quite clear, “as long as the salary and benefits
are all right, workers will certainly not run away” (Nee and Opper 2012: 370). This will surely
increase labour costs, but it is based on careful cost-benefit calculation. As another producer
reasoned, “once the skillful workers leave, it is hard to train new workers” (Nee and Opper 2012:
370). Therefore, one aim of labour retention, which is mainly achieved through competitive labour
compensation, is to protect employer’s investment in workers’ skills.

This leads to the discussion on the positive impact of labour retention on employers’ willingness to
provide on-the-job trainings for employees. It has been argued that employers will be discouraged
to offer training programmes if their workers tend to job-hop or be poached by other companies. In
other words, high job turnover, which can be caused by the problem of poaching, reduces the
incentive of employers to fund on-the-job training programmes. Is this a fair description of what
happens in China? On this point, China Privately-Owned Enterprise Survey (CPOES) does not
provide information on employer’s considerations in employee skill development. So again we have
to draw on employers’ statements from journalistic sources.

In 2009, Shenzhen Logistics and Supply Chain Management Association surveyed all companies in
the logistics industry in the city of Shenzhen, and found that 79% of the surveyed firms would like
to have in-house training schemes for employees but the majority of them actually did not have any
(Modern Logistics 2010). One of the reasons why employer-funded trainings were so rare in this
industry, according to one interviewed employer, is the threat of poaching. This employer took his
own experience as example,

I have always thought human capital is crucial for the development of the firm, so I put a huge
amount of resources into employee training. But unlike what I had hoped, after the training
finished many employees did not stay with the firm and grow with the firm. Instead, they
jumped to other firms that offered higher salaries. My guys that I put so much effort to cultivate
ended up able lieutenants of my competitors. This made me very frustrated. Since then I gave

120



up training and learnt to poach (Modern Logistics 2010).

When everyone is afraid of poaching, poaching becomes rampant. It is a self-fulfilling prophecy. As
another interviewed manager put it, “now we logistics firms fall into a vicious cycle where all want
to make it quick. Whenever firms need someone, the first thing they can think of is not to improve
their training schemes so employees can meet their needs, but to poach from other firms” (Modern
Logistics 2010).

Therefore, in a tightening labour market, where employees have more options and more bargaining
power, the problem of poaching is severe. The most important measure Chinese employers take to
deal with the poaching problem is to offer better compensation package. As we have seen earlier, to
offer competitive wage package is a major strategy to retain workers in a tightening labour market.
The social insurance component of the compensation package is particularly useful for labour
retention. This is because the localised structure of Chinese social insurance programmes like
pension, by rendering the social insurance package non-portable and therefore incurring extra costs
to cross-regional labour mobility, reduces job turnover and deters poaching activity. Therefore,
being covered in social insurance programmes, for instance public pension, will reduce the
likelihood of a worker being poached by outside employers and therefore prolong his employment
relationship with his employer, which in turn will encourage the employer to fund on-the-job
training programmes. This is the Training Hypothesis, which will be tested quantitatively latter in
this chapter.

Preferences of Employers (2): Regulation of Labour Market Competition

The discussion above shows that Chinese employers see better compensation package, which
include salary and social benefits, as useful to keep workers stay, and this is a prerequisite for
employer investment in the long-term skill development of the employee. Then on the basis of this
can we form an understanding of Chinese employers’ social policy preferences, i.e. why they may
support more state intervention in social insurance and the establishment of a more comprehensive
welfare state? At first glance, to derive the social policy preferences of Chinese employers seems
straightforward: If social protection programmes like pension help employers to retain labour and
improve employee skills, then surely they will ask for more state involvement in welfare provision,
which would entail more subsidies to social insurance programmes. This is true, but it does not tell
us the whole story. The real incentive of employers to support welfare expansion is subtler. It is not
just about the retention of the labour force, but also about the regulation of the competition in
labour markets.

It has been shown that workers, especially those in occupations requiring specific skills, are in need
of social protection programmes like pension. And the fact that employers use generous
compensation package, which includes social insurance benefits, for labour retention also
demonstrates employees’ demand for social security programmes. But all of these only concern one
aspect of the Chinese social insurance system, which is its function to provide social security. It
does not consider this system’s another function, which is to limit labour mobility through its
regionally fragmented structure. When the non-portable nature of the Chinese social insurance
packages is taken into account, the simplistic picture that has emerged from the above analysis
becomes more complex. Indeed, a better social insurance package means higher income security.
This is surely attractive to employees, especially those with specific industrial skills. But on the
other hand, the social insurance schemes limit worker’s mobility, which makes the offer less
attractive and even can drive worker away to other employers whose production strategy relies on
labour market flexibility and who will allow workers to keep the mobility by ignoring the state
regulation and not joining the social insurance programmes. In other words, workers need social
insurance programmes to ensure income security, but some segments of the workers, especially
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those with general skills, also want to have labour mobility. If in this security-mobility trade-off the
general skilled workers prefer the latter to the former, then a generous social benefit package simply
cannot work to attract and retain the labour force. Instead, the package probably could drive them
away to other firms that also need unconstrained labour mobility. This is the problem that faced Mr.
Zhang, a food factory manager at Xining in Qinghai province. Zhang told Xihai Metropolis (2012),

Our firm wants to buy [social] insurances for employees, first to secure their future life, and
secondly to use social protection to keep them stay... But they are not willing to cooperate with
the firm [to join the social insurance programme]. The reason is simple: They are just afraid
that the firm uses social insurance to chain them up so they cannot jump ship.

In other cases, employers’ insistence on the participation in social insurance programmes can force
workers to leave. In a steel factory in the city of Zibo, Shandong province, 40 employees left
because they do not want to follow the employer’s instruction to join the local social insurance
scheme (Dazong Daily, 2008). The firm had to gave in to another 3 workers, who threatened that
“If you force me to buy social insurance, then I will quit to shift to a firm that does not buy [social
insurances]”. When asked why they were unwilling to join the social insurance programmes, one of
the workers who threatened to quit answered:

We come from another locality to work here. If we pay social insurance fees here, then it will
cost us more than 1000 yuan a year. But it [the social insurance package] cannot be taken to our
hometown if we go back home to work there. So what’s the point [of buying social insurance
here]?

The fact that the firm gave in to the demand of the three workers who refused to join local social
insurance programmes suggests that their threat to move to another factory is credible. Indeed,
some employers in China, especially those whose competition strategy requires flexibility in labour
management, often ignore the stipulation in Labour Law that all urban employees should join social
insurance programmes. The even help the employees (and ultimately themselves) to evade the
social insurance contribution. This clearly gives them cost advantage compared to those firms that
hope to achieve industrial upgrading through investment in workers’ skill development, which
requires the solving of poaching problem and the nourishing of long-term employment relationship,
which can be attained by having the employees join the mobility-limiting public social insurance
programmes. The latter group of employers, with a production strategy that relies on technological
upgrading and skill improvement, therefore has every incentive to call for the state intervention in
the area of social policy to impose social insurance programmes on all employers and employees.
This is why Li Shufu, automobile magnate and owner of Geely Automobile, proposed a motion to
the National Committee of the Chinese People’s Political Consultative Conference in 2011 when
elected as its member, a motion that is titled “Guaranteeing Labour Rights, Achieving Enterprise
Transformation and Upgrading™>. The aim of this motion is to urge the national legislature to pass
what Li calls “Regulations on the Guaranteeing of Rights of Enterprise Employee”. Li highlights
the importance of his motion in a context of labour shortage and industrial upgrading,

Labour shortage has become more and more severe: It is not a temporal phenomenon after the
Chinese New Year. Nor is it only confined to the South Eastern and Southern provinces. Some
of the interior and Western regions have the same problem. Labour shortage has become a
social problem. It has started to affect the development of enterprises. It is harmful to the
ongoing enterprise transformation and upgrading, to the nourishing of Chinese global brands,
and to the building of a harmonious society. We have to pay great attention to this problem.

Next, Li sets out to propose his strategy to tackle this problem,

3 Source: official website of Geely Automobile, http://www.geely.com/news/news/info/5684.html, accessed on Feb 6™ 2013.
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I think for China to have global brands and for Chinese enterprise to achieve the goal of
transformation and upgrading, the first and foremost thing to do is to improve the business
environment, especially to make sure workers can enjoy their labour rights, including the rights
to pension, social insurance, healthcare, public housing, and vocational training.

It is noteworthy that Li equates a business friendly environment with an environment where
workers enjoy various labour rights. It is in striking contrast with the conventional wisdom that
Chinese companies benefit from a human resource management regime that sees excessive labour
rights abuses. To be sure, many Chinese employers do rely on abusing labour rights to keep labour
costs low. These employers are exactly whom Li fights against. He calls for the authority to impose
tougher regulations on them,

Surely our government has paid great attention to issues like social protection reform,
healthcare reform, and pension reform, etc. The enforcement of Labour Law has also been
strengthened. All of these undoubtedly are of crucial importance to the guaranteeing of labour
rights. Then why can we still see many violations to employees’ rights and interests? Why
many firms cannot have a stable workforce and have to deal with the problem of labour
shortage?

The answer is that many of the government’s measures to protect employees’ rights and
interests have not been fully translated into action. Some firms adopt human management
practices that are against the law, and they can do so without being punished heavily, thereby
enjoying a low cost of law breaking and feeling free to violate employees’ rights.

To change this, I urge the relevant central ministries, especially All China Federation of Trade
Unions, to make the “Regulations on the Guaranteeing of Rights of Enterprise Employee”, as a
supplement to the Labour Law, to guarantee the lawful rights and interests of workers, to
increase the costs of law breaking through heavier punishment, to ensure a fair and just
environment, and to accelerate the transformation and upgrading of the Chinese economy.

That Li calls for building a “fair and just” environment at the end of his law-making proposal tells
us why he links protecting labour rights with a business friendly environment. To Li, an
environment that is good for business, or for his business, is a fair environment where no employer
can enjoy labour cost advantage by evading state regulations and violating labour rights. In other
words, what Li asks for is fair play. With employers violating labour laws and regulations at little
costs, the game can easily become unfair for Li’s auto empire, Geely Automobile, which cannot
afford to adopt similar practices. Geely, established to produce affordable vehicles for Chinese
households at the beginning, now has started to upgrade its products and climb up the value chain.
It has taken bold moves to achieve the advancement in technology and management, including
spending US$ 1.8 billion to buy Volvo Cars from Ford Motor in 2010 (Volvo News 2010).
“Upgrading and Transformation”, therefore, are the key words for Geely’s production strategy,
which explains their repeated appearance in Li’s motion. To ensure successful industrial upgrading,
Li’s Geely has invested heavily in the training and retention of its workforce. In fact, a whole
section of Li’s motion (which is not cited here) is dedicated to calling for more state investment in
vocational education and training. Also, going global means Geely has been put under stricter
regulatory frameworks, including those in the labour rights areas. But in the meantime of industrial
upgrading and entering the world market, Geely has continued to compete with other Chinese
automobile companies in the domestic market to produce affordable vehicles for Chinese customers,
a market where it built its earlier success and which it simply cannot let go. In this situation, Li
surely does not want to see his competitors, which may have different production strategies that do
not require sophisticated industrial skills from workers, gain labour cost advantage over his Geely
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by ignoring labour rights. Nor does Li wish his workers to leave and join his competitors because
they do not want to be forced into localised social protection programmes. One way to deal with all
of these concerns, as we have seen in Li’s motion, is to urge the state and the union to work
together to pass new regulations, which are aimed to strengthen the law enforcement so the social
protection system can be imposed on all workers and employers. In this way, no employer will be
able to have cost advantage by evading social insurance contribution, and no employee will be lured
away by outside employers’ promise to let workers stay out of the mobility-limiting local social
insurance schemes. The competition in labour markets, therefore, is regulated, and the playing field
becomes level. What we see here is not a scenario of “politics against markets”, where capitalists
attempt to shake off the shackle of a welfare system imposed by the labour and the state, but a case
of “politics of the market”, where a group of Chinese employers, dictated by their production
strategy, ally with the state and the trade union, trying to influence the shaping of the regulatory
framework for workers’ social rights and to keep the competitions in the labour market and product
market under control. The close link between employers’ production strategy and their social policy
preferences, as we have seen in the above Chinese case, confirms a central thesis in the Varieties of
Capitalism theory that social protection is inherent in the production regime (for two major types of
capitalist production regime, coordinated and un-coordinated/liberal, see Soskice 1990; Soskice
1999; Hollingsworth et al. 1994; Hall and Soskice 2001). Future studies on the political economy of
the Chinese welfare state should focus on how Chinese employers’ production strategies, which
may be determined by socio-economic conditions (like industrial upgrading and labour market
tightening), shape their social policy preferences, and to what extent such employer preferences can
be translated into government policy through the institutionally regulated interaction between
employers and local/national policymakers. In this way, one can find out how the Chinese welfare
state fits into China’s production regime.

To sum up, the above discussion has shown how Chinese employers perceive the benefits of social
insurance programmes in terms of keeping workers to stay and protecting their investment in
employee skill formation, and how they form social policy preferences. In the context of labour
market tightening, to retain labour force Chinese employers rely on competitive compensation
packages, which include generous, non-portable social insurance schemes. Such measure for labour
retention also serves to protect employer investment in worker’s skill development by reducing the
attractiveness of offers from the outside, poaching employers. On the basis of the economic benefits
of social insurance programmes, employers whose production strategy relies on employee skill
upgrading support the state to adopt an expansive social policy, which not only serves the
employers’ purpose of labour retention and skill formation, but also functions as a way to regulate
the competition in labour markets, where less skill-intensive firms may lure workers away by
helping them evade social insurance contribution and therefore gain labour cost advantage. Without
the support from the business sector, the expansion of the Chinese pension system would not be
possible.

Summary

This section examines pension policy preferences of Chinese workers and employers, assessing to
what extent our theory’s assumptions about pension policy preferences of economic agents are an
accurate reflection of the reality. The survey on Chinese citizens’ opinions, CGSS2006, shows that
workers in specific skill occupations are in greater need for public pension programmes than
workers in general skill occupations, which is consistent with the assumption our theory makes
about Chinese workers’ pension policy preferences. It is then followed that comprehensive public
pension programmes should encourage individuals to choose specific skill occupations through
attending vocational education, a hypothesis that will be tested in the next section. As for the
preferences of Chinese employers, in a tightening labour market they compete with each other for
workforce and are worried about the problem of poaching. The need for labour retention drives

124



employers, especially those who pursue a production strategy of industrial upgrading, to support the
enforcement of expansionary social policies. This helps them share with other employers the costs
of social insurance programmes, a kind of “deferred wages” that are especially effective for labour
retention. It also meant to discipline labour market competition and eliminate labour cost advantage
some employers may gain from evading social insurance contribution. With the help of social
insurance programmes like pension to regulate the competition in labour markets and alleviate the
problem of poaching, the employer then can nourish long-term employment relationship with the
employee, which in turn encourages employers to fund on-the-job training programmes. This
hypothesis, which predicts a positive impact of pension coverage on job tenure and the incidence of
vocational training, will be tested in the third section.

Schooling Hypothesis

If social protection programmes like pension can encourage students to acquire industry specific
skills, then regions with high pension coverage rates should have high enrolment rates in
vocational education.

This section tests the Schooling Hypothesis, which argues that provinces with high pension
coverage rates will have high vocational school enrolment rates. The dependent variable is the
enrolment rate in vocational education. It is measured as the number of the students who get
admitted to secondary vocational schools as a share of all students that get admitted to secondary
schools (which include both of vocational and general education schools) in each year’*. Clearly
this measurement reflects the influx of students attending vocational education. To provide a
robustness check, I also measure the dependent variable as the incidence of vocational education,
which is the total number of students enrolled in secondary vocational schools as a proportion of
students enrolled in secondary schools. This indicates the stock of vocational education students.
The independent variable is pension coverage rate, which as argued above should have a positive
impact on students’ willingness to attend vocational education and hence on the enrolment rates in
vocational education.

Three control variables are included. The first variable is Industrialisation, which is measured as
GDP per capita (in logged form) and used to indicate the level of economic development of a
province. It is included because economic circumstances should have an impact on individual’s
schooling decisions. Compared with those in poor regions, people living in prosperous areas tend to
face different economic and educational opportunities, which will affect their education choices. In
particular, it is expected that an economy at a higher income level has a higher degree of
technological sophistication, which accordingly makes a higher requirement for the skill levels of
the industrial worker. This should provide an impetus for individuals to acquire specific industrial
skills through vocational education. The level of economic development, therefore, need to be
controlled for, and it should have a positive impact on the enrolment rates of vocational schools.

The second variable is the Markettisation index on the labour market, which is one component of
the composite marketisation index from the works by Fan Gang and Wang Xiaolu (2011). It
measures the integration of rural-urban labour market with reference to the share of peasant migrant
workers in total urban labour force. The higher this labour market marketisation index is, the fewer
the institutional and policy barriers are in place in labour markets that would discriminate against
peasant workers working in urban areas. A major strategy of municipal leaders to increase the
enrolment rates of vocational schools is to attract peasant students from rural areas through various
preferential treatments, like waiving vocational school tuitions fees for rural students (Chen and

¥ This study focuses on vocational education at the secondary level because the secondary vocational education produces the
majority of skilled workers and technicians in China’s manufacturing sectors (Yang et al. 2009).
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Wang 2009; Wang and Jiang 2012). The countryside then constitutes a major source of students for
secondary vocational schools. For example, in 2010 over 80 percent of Beijing’s secondary
vocational students came from rural background (Beijing Evening 2010). The willingness of
peasant students to have vocational education depends on not only the preferential policies, but also
on their access to urban jobs after graduation, which is in turn dependent upon the labour market
regulations on the hiring of peasant workers. If such regulations are rigid and discriminate against
peasant workers, which can be indicated by a low share of peasant workers in urban labour force,
then the employment prospects are not promising for peasant workers, which should discourage
rural students to have vocational education. On the other hand, if there are few discriminative
labour market regulations, then the better employment opportunity in the city should encourage
students from rural areas to attend vocational schools. The Markettisation index on the labour
market, which indicates to what extent rural workers can be integrated into the urban labour
markets, should have a positive impact on the enrolment in vocational education.

The third variable is the Industrial Structure, which is measured as the share of the secondary
industries (whose official definition in China includes manufacturing and construction sectors) in
terms of employment. Arguably peoples’ inclination to develop certain kind of skills depends upon
the employment opportunities available in the economy that require such skills. Since construction
and manufacturing industries are in great need for specific skills, a strong secondary sector in terms
of the huge number of jobs it creates should encourage people to attend vocational schools where
they can learn specific skills of value to this sector. To take into account this effect the proportion of
secondary industry employment thus should be controlled for.

Drawing on China Statistical Yearbooks (2001-2011) and other statistical yearbooks, the dataset
used to test the first hypothesis is a panel of data that covers 31 provincial-level jurisdictions across
10 years. The estimator is the generalised least squares regression with fixed effects™. Beck and
Katz’s (1995) technique of pooled ordinary least squares regression with panel-corrected standard
errors (OLS-PCSE) is also used to provide sensitivity checks. Table 6.1 summarises the findings
from the regression analysis.

Table 6. 2 Testing Training Hypothesis: Determinants of Secondary Vocational School Enrolment
Rates (2000-2010)

Generalised least square regression

Variable Model 1 Model 2 Model 3 Model 4
Pension Coverage 255033  *** 2257585%#* .1527962%* 1359521%**
(.0700436) (.0618273) (.0603431) (.0530717)
Industrialisation 0611158 .0220435
(.0725266) (.0624822)
Marketisation .0026771 .0067773*
(Labour Market) (.0042652) (.0036745)
Industrial Structure .6657374%*%* .6260534%**
(Secondary Sector) (.1888545) (.1626997)
Year Dummies Yes Yes Yes Yes
Province Fixed Effects Yes Yes Yes Yes

 For all generalised least squares regression models presented in Table 6.1 and 6.2, the Hausman test rejects random effects models
in favour of fixed effects models. So only results from fixed effects models are reported.
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Constant -.6639438 0383793 -.185644 1623863 ***

(.6342176) (.0444279) (.5463836) (.0381363)
Observations 217 279 217 279
Probability > F 0.000 0.000 0.000 0.000
Adjusted R-square 0.4579 0.7621 0.4648 0.6480

* kxwkxstand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses.

In Table 6.1, Model 1 is the baseline estimation, which includes all control variables. It shows that
the coverage of pension programmes has a significant and positive impact on the enrolment rates in
secondary vocational schools®®. In other words, the more comprehensive a region’s pension scheme
is, the more students will be attracted to vocational education. This supports the Schooling
Hypothesis that social protection programmes like pension induce people’s investment in specific
skills. Model 2 drops all control variables, and the sign and significance of pension coverage rates
stay the same. Model 3 changes the baseline model by measuring the dependent variable as the
incidence of vocational education, that is, the total number of students enrolled in secondary
vocational schools as a proportion of students enrolled in secondary schools. The results indicate a
positive relationship between the presence of pension programmes and the incidence of vocational
education, meaning that the more comprehensive pension programmes a region possesses, the more
vocational students it will have. This association remains the same when Model 4 excludes all
control variables from Model 3.

It is interesting to examine the effects of the control variables. The employment share of
manufacturing sectors has a significant and positive impact on both of the enrolment rate in
vocational schools and the incidence of vocational education, which is consistent with the
expectation that a strong manufacturing economy creates many jobs that requires specific skills and
thus gives students incentives to acquire such skills through vocational education. The coefficients
of the other two variables, that is, economic development and rural-urban labour market integration,
though showing no statistical significance, display positive signs. This is consistent with our
expectations. A technologically sophisticated economy at a higher income level requires more
workers with industrial skills, which then motivates people to choose vocational education. The
willingness to do so, especially for those from the countryside, hinges upon the prospects of getting
employed in the urban manufacturing sector, which are in turn positively linked with the integration
of rural-urban labour markets.

Table 6.2 presents the results from robustness checks that use alternative estimation methods.
Model 5 and Model 6 use generalised least squares regression with robust variance to replicate the
estimation of Model 1 and Model 3 respectively. The procedure of robustisation does not change
the coefficients of variables but re-calculates their standard errors, thereby serving to re-examine
the statistical significance of variables. The estimation of Model 1 and 3 are also replicated by
Model 7 and Model 8, which use pooled ordinary least squares regression with panel-corrected
standard errors (OLS-PCSE). It is clear that after the re-estimation of standard errors, the significant
and positive impact of pension coverage on vocational education holds across all checking models.
The effects of other control variables also remain the same as in the baseline estimation. This gives
us more confidence in the validity of the Schooling Hypothesis that the presence of comprehensive

36 Coefficients of variables of Model 1 in Table 6.1 are unstandardised. If we standardise them, which allows us to compare the size
of effects of variables, then we can see the standardised coefficient of Pension Coverage is 0.35, meaning a 1 standard deviation
change in Insider results in a 0.35 standard deviation change in the dependent variable. The standardised coefficients of the control
variables are: Industrialisation (0.34), Marketisation (0.73), and Industrial Structure (0.53). The effect of pension policy on
vocational training, as indicated by the variable of Pension Coverage, is sizable.
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pension programmes encourages students to invest in specific skills through attending vocational

schools.

Table 6. 3 Robustness Checks: Determinants of Secondary Vocational School Enrolment Rates

(2000-2010)

Generalised least squares regression and Prais-Winsten regression with panel corrected standard errors

Variable Model 5 Model 6 Model 7 Model 8
Pension Coverage .2550331%** .1527962%* 211881 7%+ .1053349*
(.0948494) (.071194) (.0674097) (.0570089)
Industrialisation 0611158 .0220435 .0566402 .0175498
(.0835445) (.0815336) (.0617131) (.0540604)
Marketisation .0026771 .0067773 .0014997 .0047609
(Labour Market) (.0062043) (.0049202) (.0052437) (.0047844)
Industrial Structure .6657374%** .6260534*** .6359252*** .5835542***
(Secondary Sector) (.225365) (.2115345) (.152172) (.1234737)
Year Dummies Yes Yes Yes Yes
Province Fixed Effects Yes Yes Yes Yes
Constant -.6639438 -.185644 -.4992716 -1.189157**
(.7374758) (.7168239) (.6712146) (.3508201)
Observations 217 217 217 217
Probability > F 0.000 0.000 0.000 0.000
(Chi-square)
Adjusted R-square 0.4579 0.4648 0.8651 0.8683

* ) Fx Fxxstand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses.
Training Hypothesis

If localised pension programmes can limit job turnover and hence alleviate the problem of
poaching, then workers covered by pension programmes should be more likely to receive trainings
offered by employers.

Human capital investment in the acquisition of specific industrial skills is made not only by the
students through their decisions on which type of education to have, as examined by the last section,
but also by employers. Pension scheme, especially in a localised, non-portable form, reduces labour
mobility and therefore gives incentives to employers, who are now less worried about workers
being poached by outside firms, to invest in the skill development of their employees through
trainings on specific skills. This generates the Training Hypothesis: If localised pension
programmes can limit job turnover and hence alleviate the problem of poaching, workers covered
by pension programmes should have longer job tenures and hence be more likely to receive
trainings funded by employers. Clearly, this hypothesis has two parts, one concerning the effect of
pension programme on limiting labour mobility and the other concerning the role of pension
scheme in inducing employer investment in employee training programme. This section is
accordingly structured into two parts. The first part investigates the relationship between pension
coverage and job tenure. The second part examines the association between pension programme
and employer-sponsored training.
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Pension Programme and Labour Mobility

As have been argued in Chapter 2, China’s public pension system, with its localised structure that
makes pension packages non-portable across regions, incurs the potential loss of moving to other
localities and consequently reduces voluntary labour mobility, thereby prolonging job tenures. This
has two implications: One is at the micro level and the other at the macro level. First, at the micro
level, workers that are covered by the public pension programme tend to have longer job tenures,
compared with those not covered under such pension scheme. Secondly, at the macro level, regions
with more extensive pension coverage should see less out-migration. The first implication is tested
using the micro data from China Urban Labour Survey (2001), examining at an individual level
whether the coverage of public pension schemes prolongs job tenures. The testing of the second
implication draws on data at the regional level, aimed to explore whether a region with higher
pension coverage rates will have a lower level of out-migration. As shall be clear at the end of this
section, statistical analysis of both of the micro- and macro-level data supports the hypothesis that
pension coverage lengthens job tenures and lowers migration across localities. Let us start with the
testing of the first implication.

To test the first prediction we need data at the individual level. This comes from China Urban
Labour Survey 2001 (CULS2001). This survey was conducted in 2001 by the Institute for
Population and Labour Economics at the Chinese Academy of Social Sciences, in collaboration
with provincial and municipal offices of National Bureau of Statistics. It was administered at five
major Chinese cities: Fuzhou, Shanghai, Shenyang, Wuhan and Xi’an. These cities were selected to
reflect China’s regional diversity as much as possible: Shenyang is the capital city of the
North-eastern province, Liaoning, which has been a base of heavy industries since the socialist
years. Wuhan and Xi’an are also traditional industrial bases dominated by state sector enterprises,
but they are located at very different places: Wuhan is the capital of Hubei province in central
China, while Xi’an serves as the capital city of Shaanxi province, which lies in the inland area of
north-western China, near several ethnic minority regions. Shanghai, a coastal metropolis that was
once home to many large national industries, is now an economic hub dominated by
foreign-invested manufacturing companies and financial firms. On the contrary, Fuzhou, the capital
city of the coastal province Fujian adjacent to Taiwan, boasts its vibrant, burgeoning home-grown
private sector, whose business model of export-led processing trade helps China to earn its name as
“the workhouse of the world”. A proportional population sampling approach was used. From each
of the 70 neighbourhood clusters sampled in each city, 15 registered households were sampled,
where all family member older than 16 were interviewed individually. The completed survey
covered 8,109 adults above the age of 16, among whom 4,238 were employed in 2001 and 5,787
were under the mandatory retirement age (i.e. 60 for men and 55 for women).

CULS2001 asked questions on the employment history of the individuals, i.e. questions about when
they started working for the employer, when they ended the employment relationship, what kind of
benefits they received, what their occupations were, etc. To test the first hypothesis on the link
between public pension coverage and job tenure, the question on the benefits that the respondent
received when on employment is used to measure the independent variable, Public Pension,
indicating whether the individual was covered by the public pension scheme (coded as 1 if the
respondent was covered under public pension programmes or 0 if the respondent was not covered).
Questions on the start and end date of employment with the same employer are used to calculate the
length of job tenure, which is the dependent variable. Several variables on characteristics of
respondents and their firms, which may affect the length of job tenure, are controlled for in the
regression analysis. There are seven variables that capture individual characteristics, including:
Gender (1 = Male, 0 = Female), Age, Education (dummy variables indicating which level of
education attainment the respondent has), Occupation (dummy variables indicating which role the
respondent was serving in the firm: average worker, technician, administrative staff, or technocrat
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who work both as technician and administrative manager), Contract (1 = The respondent had
signed labour contract with his employer, 0 = No labour contract), and Hukou Status (1 = the
respondent having a urban household registration, 0 = the respondent having a rural household
registration). It is possible that a respondent can be covered by the public pension scheme and the
firm-based private pension programme at the same time. Since occupational benefits can also
reduce labour mobility and prolong the length of employment, it is necessary to control for whether
the respondent enjoys employer-provided pension programme. This is captured by the variable of
Occupational Pension (1 = respondent having joined the company pension scheme, 0 = not having
joined such scheme). Three firm characteristics variables are included: Ownership (1 = Private
sector firms, 0 = State sector work units and enterprises), Profitability (dummy variables indicating
whether the firm is making a great profit, a moderate profit, a loss, or a great loss), and Sector
(dummy variables indicating which sector the firm belongs to, like the manufacturing, finance,
social service sector, etc.). Finally, the regression includes the variable of City (dummy variables
indicating where the firm is located, Shanghai, Wuhan, Shenyang, Fuzhou, or Xi’An), in an attempt
to control for unobserved city-level socio-economic factors and institution/policy environments that
may affect job tenure of workers. Since the dependent variable, Job Tenure, is a continuous variable,
the estimator is ordinary least squares (OLS). The regression results are presented in Table 6.3.

Table 6. 4 Determinants of Length of Job Tenure (2001)

Ordinary least squares regression
Dependent Variable: Job Tenure

Independent Variables All cases Sub-sample (workers joining the
labour market after 1985)
Public Pension 2.437%** 1.374%**
(.499) (.440)
Occupational Pension 4.746%** 1.191***
(:490) (.366)
Gender 428 -.162
(.437) (.324)
Age S21%** .066%**
(.021) (.015)
Contract 572 154%*
(.442) (.336)
Hukou Status -.671 -.250
(1.831) (.917)
Ownership -5.026%** -1.695%**
(.797) (.394)
Education Yes Yes
Occupation Yes Yes
Profitability Yes Yes
Sector Yes Yes
City Yes Yes
Constant -10.051%** 4.375%**
(2.758) (1.624)
Observations 1606 557
F({p=0) 27.656%** 4.236%**
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Adjusted R-square 0.495 0.252

* kxwkxstand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses.

The first column of Table 6.3 shows the results of the regression analysis that includes all
observations. After other variables that may affect worker’s tenure are controlled for, the coverage
of public pension schemes displays a positive and significant impact on the length of job tenure,
supporting the hypothesis that being covered by public pension programmes can reduce workers’
willingness to change jobs and thus prolong job tenures. The effect of occupational pension
schemes on job tenure is also positive with high statistical significance, which is expected since
occupation benefits are purposefully designed by employers to retain workers. This may explain
why the impact of occupational pension benefits is larger than that of public pension schemes (as
both of them are binary variables, to assess their relative importance we can compare the coefficient
of Occupational Pension with that of Public Pension, which are 4.746 and 2.437 respectively).

The second column of Table 6.3 lists the results of the analysis that uses a sub-sample of workers
who started working after 1985. In 1985 China introduced a labour contract system to the rigid
socialist personnel management, thereby bringing some market mechanisms into the employment
practice especially in the state sector enterprises (White 1987). Since then, whereas old workers
who had got employed before 1985 still largely enjoy the traditional stable employment, workers
who joined labour force after 1985 have to sign a renewable labour contract with their employers.
The result is that the job security of these workers is more likely to be affected by labour market
fluctuations. Therefore, to control for the effects of the law change in 1985, the sub-sample is used
that only include workers who entered the labour market after 1985. The regression results are
presented in the second column of Table 6.3. The public pension coverage still has the expected
positive impact on job tenure. Interestingly, the coefficient of Public Pension becomes larger than
that of Occupational Pension. In other words, for those workers who are employed after 1985 and
hence are under the new labour contract system and are more exposed to market fluctuations, public
pension schemes matter more than occupational pension benefits in terms of extending job tenure.
This may suggest that in more liberal labour markets in the post-1985 years, the localised public
pension system becomes more important with respect to reducing labour mobility.

What is also interesting is the effect of Ownership, whose negative coefficient indicates that
workers in state sector firms tend to have longer job tenure. This is not surprising. Though having
been through several rounds of reforms China’s state-owned enterprises (SOEs) still have an
arrangement of industrial relations that have features inherited from the socialist era. Although there
is no lifetime employment that once characterised the socialist employment practice, or “iron rice
bowl” as it is called in China, due to organisational inertia in the state sector the pre-reform legacy
of personnel management practices tends to foster long-term employment relationship, especially
when compared with the private sector (Ding et al. 2000). This justifies the inclusion of ownership
types of firms in the regression analysis, because by doing so we can control for different personnel
management practices that may affect workers’ job tenure.

The limitations of the above analysis are twofold. First, although its case selection tries to be
representative, CULS2001 covers only five cities, which is clearly insufficient to capture China’s
internal variety and disparity in geographical as well as socio-economic terms. Secondly, the five
cities surveyed in CULS2001 are all provincial capitals, where the level of economic development
is often higher and therefore the local governments are better financed than the rest of the province.
This may overestimate the situations of social benefit provision in China. To examine to what
extent the findings from the analysis of CULS2001 can hold valid beyond the five cities, one needs
to use macro level data that include all of the Chinese regions. This makes necessary the testing of
our second hypothesis, which predicts a negative association between public pension coverage and
regional out-migration.
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If the public pension scheme, with its localised structure, can work to extend job tenure and retain
labour force, as we have discovered from the analysis of CULS2001, then localities with higher
level of public pension coverage rates should be better at retaining workers and therefore see less
out-migration. The rate of out-migration is the number of emigrants (who leave the area to settle in
other places) per 1,000 residents of an area in a period of time. Ministry of Public Security of China
reports the annual out-migration rates of provincial jurisdictions in its Population Statistical Data
by County/City of People’s Republic of China. The Chinese data on internal migration is often
criticised for problems like underreporting and incompleteness, but one has to use the data provided
by the Ministry of Public Security because it is the only government agency in China that regulates
population flows. So to the author’s knowledge this dataset is the best available data source of
China’s inter-regional migration. The interest then is to examine whether the province with higher
pension coverage rates (measured as the number of workers covered under public pension schemes
as a share of total urban labour force) will have less out-migration as expected. First we take the
year of 2001 as an example and draw a dot plot graph in Graph 6.2 to illustrate the relationship
between provincial out-migration rates and pension coverage rates.

Graph 6. 2 Pension Coverage Rates and Provincial Out-migration Rates (2001)
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Source: Data on pension coverage rates comes from China Statistical Yearbook 2002, and data on out-migration rates
from Population Statistical Data by County/City of People’s Republic of China (2001), compiled by Ministry of Public
Security of China and published by Qunzhong Publishing House (Beijing) in April, 2002.

Graph 6.2 shows a negative relationship between a province’s out-migration rate and its pension
coverage. Three provincial jurisdictions seem to deviate from this general pattern, which are
Chongqing, Hainan, and Tibet. As discussed earlier in Chapter 5 when we conduct the regression
analysis of how the provincial leadership dominated by insiders affects municipal leaders’
willingness to expand pension coverage, these three provincial jurisdictions tend to be different
from other provinces: Hainan and Chongqing only assumed their provincial rank since 1988 and
1996, while the high political sensitivity of Tibet may make data on this region distorted for
political reasons.

To examine whether the pattern emerging from Graph 6.2 is specific to the year of 2001, whether it
is affected by outlier cases, and whether it is actually caused by some other factors, we need to
conduct the time-series-cross-sectional regression analysis of all 31 provincial-level units across 10
years (2000-2009), in which pension coverage rate is the independent variable while the
out-migration rate is the dependent one. The regression should also control for variables that may
affect the out-migration rates. The first control variable is that of Industrialisation, measured as the
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provincial GDP per capita (in logged form). A higher level of economic development provides
people with more opportunities like job positions and a higher living standard and hence makes
them less willing to leave, whereas people may be more ready to escape from poor regions. So it is
expected that economic development should be negatively related with out-migration rates. The
second variable controlled for is Marketisation (on the dimension of labour market), which
indicates the integration of urban-rural labour markets. It is the same variable used earlier when we
examine the association between pension coverage rates and vocational education enrolment rates.
This variable is included because intra-provincial migration can be a substitute for inter-provincial
migration. Indeed, a peasant worker will first try to find a job in the nearby city centre before he
tries his luck in more distant places, like in the localities outside of his home province. The
implication is that a province with a more peasant-worker-friendly labour market should see less
out-migration of such workers. To include this variable allows us to control for the institutional
settings that may affect the migration decisions by peasant workers, who are the major agent in
China’s long-distance inter-regional migration. The analysis controls for other variables that may
have impacts on out-migration rates by adding province dummy variables. Table 6.4 reports the
regression results.

Table 6. 5 Determinants of Provincial Out-migration Rates (2000-2009)

Generalised least square regression and Prais-Winsten regression with panels corrected standard errors

Variable Model 1 Model 2 Model 3 Model 4
Pension Coverage -6.639539*%* -7.466706* -10.61115%* -11.53499*%*
(3.423048) (4.624119) (4.424723) (5.489209)
Industrialisation -.0000681 -.0000699 -.0000861 -.0000889
(.0001627) (.0001091) (.0001648) (.0001144)
Marketisation -.5897467* -.6011538* -.7262727%* -.735005%**
(Labour Market) (.3478327) (.3599679) (.3590279) (.3822332)
Year Dummies Yes Yes Yes Yes
Province Fixed Effects Yes Yes Yes Yes
Constant 18.86766%** 19.36445%** 19.0994 8*** 23,7932 %%
(6.737911) (5.951207) (5.648584) (6.635446)
Observations 248 248 224 224
Probability > F 0.000 0.000 0.000 0.000
Adjusted R-square 0.5699 0.6160 0.5487 0.5958

* ) Fx Fxxstand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses.

Model 1 in Table 6.4 uses pooled ordinary least squares regression with panel-corrected standard
errors (OLS-PCSE), while Model 2 employs a different estimator, which is the generalised least
squares regression (GLS). Both of them include all 31 provincial units. In both of the two models
the independent variable, Pension Coverage, exhibits a negative impact on provincial out-migration,
indicating that provinces with more extensive coverage of pension programmes tend to have lower
out-migration rates. This supports our hypothesis and is consistent with the argument that public
pension programmes can serve to retain the labour force locally. The coefficients of control
variables also show expected signs. The negative impact of the integration of rural-urban labour
markets on out-province migration rates indicates the trade-off between intra-provincial migration
and inter-provincial migration: A more integrated urban-rural labour market with less
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discrimination against peasant migrant workers may encourage more of them to stay in the
province’s urban centres instead of moving out of the province. The negative sign of the coefficient
of economic development, though having no statistical significance, may suggest the attractiveness
of economic wealth: people living in rich provinces are less likely to leave compared with their
counterparts in less wealthy provinces. Model 3 and 4 drop the possible outliers, i.e. Chongqing,
Hainan and Tibet, from the regression and use OLS-PCSE and GLS as estimation methods
respectively. The regression results remain largely the same, but the coefficients of Pension
Coverage and other variables become larger than in Model 1 and 2 which include all provincial
units. This may suggest that other factors may matter more in terms of affecting out-migration rates
in these outlier provinces, which could be explored in future research. For now, the important thing
is that from the regression analysis we can see the coverage of the localised public pension schemes
can reduce the migration out of a locality, thereby effectively retaining the labour force within the
region.

To summarise what has been discussed so far: It has been argued that China’s localised public
pension system, by incurring the loss of pension benefits to the worker who job-hops to another
locality, deters labour mobility across regions and therefore serves to retain the workforce locally.
This argument has two implications. One is at the individual level, which predicts that workers
covered by public pension schemes should have longer job tenure, compared with those who are not
covered by such programmes. The other implication is at the macro level, which argues that regions
with higher public pension coverage rates will have lower out-migration rates. Both of the two
predictions have passed the statistical testing, therefore supporting the argument that the public
pension scheme serves the function of limiting the labour mobility across regions. Then what does
this imply? It implies that a Chinese local leader, if he sees possibilities of promotion and worries
that the flowing of skilled workers into the neighbouring localities would enhance the
competitiveness of his competitors, will adopt a protectionist policy in the labour market by
expanding pension coverage to retain the labour force locally. But this is not our only focus. What
we are also interested in is how the localised pension system, which reduces labour mobility, affects
employers’ willingness to fund employee training programmes.

Pension Programme and Employer-provided Training

This study argues that the presence of pension programmes will induce not only the student’s
investment into acquiring industry specific skills, but also the emplyer’s investment into training
schemes on specific skills. The idea is that by reducing labour mobility with its localised design, as
have been demonstrated earlier, the Chinese local pension schemes assure the employer that its
employees may not be easily poached by other firms and therefore encourage the current employer
to invest in the skill development of their employees. This generates the prediction that workers
covered by public pension arrangements are more likely to receive trainings provided by their
employers.

The China Urban Labour Survey (CULS) in 2001 provides the opportunity to examine this
prediction. It asks the questions of “Have you had any job training or study experience since 1996?”
and “What kind of job training or study was this?” Therefore, the dependent variable can be
constructed as a binary one. If the respondent had job trainings provided or paid by the employers,
then the dependent variable is coded as 1, or 0 if the respondent had training courses paid by
himself or had no trainings. The independent variable of interest, named Public Pension, is also
binary, indicating whether the respondent is covered by the public pension programme (coded as 1
if covered and as 0 if not). The analysis controls for several characteristics of the respondent and his
firm that may affect the respondent’s chances of having employer-provided trainings. The personal
characteristics variables include: Gender (1 = Male, 0 = Female), Age, Education (dummy variables
indicating which level of education attainment the respondent has), Occupation (dummy variables

134



indicating which role the respondent was serving in the firm: average worker, technician,
administrative staff, or technocrat who work both as technician and administrative manager) and
Contract (1 = The respondent had signed labour contract with her employer, 0 = No labour
contract). It is possible that a respondent, in addition to be covered by the public pension scheme,
also join the firm-based private pension programme. Since firm-based benefits can reduce labour
mobility and hence encourage employers to invest in employee’s career development, it is
necessary to control for whether the respondent enjoys the employer-provided pension programme.
This is captured by the variable of Occupational Pension (1 = having the firm-based pension
scheme, 0 = not having such scheme). The firm characteristics are: Ownership (1 = Private sector
firms, 0 = State-run enterprises), Profitability (dummy variables indicating whether the firm is
making a great profit, a moderate profit, a loss, or a great loss), and Sector (dummy variables
indicating which sector the firm belongs to, like manufacturing, finance, social service sector, etc.).
Finally, in order to control for unobserved socio-economic factors and institution/policy
environments, the regression includes the variable of City (dummy variables indicating where the
firm is located, Shanghai, Wuhan, Shenyang, Fuzhou, or Xi’An). Because the dependent variable is
dichotomous, the estimation method is logistic regression. Table 6.5 presents the estimation results.

Table 6. 6 Testing Training Hypothesis: Factors Affecting the Likelihood of Attending
Employer-provided Training Programmes

Logistic regression
Dependent Variable: Whether or not to have attended employer-provided training programmes

Independent Variables Coefficient Marginal Effects
Public Pension 363** 1.438**
(.171) (.171)
Occupational Pension S520%** 1.683%**
(.177) (.176)
Gender -.079 924
(.151) (.151)
Age -.030%** -.1.026%**
(.007) (.007)
Contract .033 1.033
(.161) (.161)
Hukou Status -.278 57
(.747) (.747)
Ownership -T73%* A461%*
(.344) (.344)
Education Yes Yes
Occupation Yes Yes
Profitability Yes Yes
Sector Yes Yes
City Yes Yes
Constant 213.941 213.941
(395081.895) (395081.895)
Observations 4845 4845
Probability > Chi-square 0.000 0.000
Log likelihood -1579.273 -1579.273
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* ) kx Fxx stand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses.

From Table 6.5 we can see a positive relationship between the presence of the public pension
scheme and workers’ likelihood of attending training programmes provided by employers. This is
to say, a worker being covered under the state-run pension system increases his chances of
receiving trainings organised or paid for by his employer. This association should be a causal
relationship because the regression controls for variables that may simultaneously affect workers’
chances of having public pension coverage and their probabilities of attending firm-provided
trainings, like the worker’s education and job position, financial situations of the company, and the
industrial sector in which the firm operates, etc. The pattern that emerges from the analysis
therefore supports the hypothesis that by reducing voluntary labour mobility and hence employers’
worries about job-hopping and poaching, the coverage of public pension schemes encourages
employers to invest in the skill development of employees. Since such investment is made by the
employers, the kind of skills it aims to produce should be those that employers have the most
interests in, which are firm- and industry-specific skills. We have argued that the public pension
system contributes to the formation of specific industrial skills by encouraging the skill investment
by individuals (who then attend vocational schools), here we find the second mechanism through
which the public pension programme induces the production of specific skills, that is, through
encouraging the skill investment by employers.

The effects of two control variables are worth discussing. The first is the variable of Occupational
Pension, whose coefficient exhibits a positive sign with high statistical significance. It shows that
having occupational benefits like firm-based pension package increases the chances of receiving
company-provided trainings. This is easy to understand: occupational pension programme set up by
firms, whose portability is often limited, is intentionally designed to retain the labour force, which
in turn assures employers about workers’ long term employment and hence encourages them to
provide training schemes for employees. So occupational pension package, given that it is
purposely devised by the employers for labour retention, should best serve to induce the skill
investment by employers. If we compare the marginal effects of Public Pension and Occupational
Pension, which are 1.438 and 1.683 respectively, we can see the impact of the public pension
system on encouraging employer investment in employee skills is actually very close to that of the
occupational pension arrangement. This is an indication about the effectiveness of the public
pension scheme in terms of inducing the skill investment by employers.

The second noteworthy variable is that of Ownership, whose negative coefficient suggests that
compared with working in the private sector, a worker working for the state sector is more likely to
receive trainings from the employer. This is unsurprising and consistent with what we have found
from Table 6.4 when we explain workers’ job tenure. As we have discovered, workers in the state
sector tend to have longer job tenure, which can be explained by the socialist human resource
management legacy in this sector. Therefore, the pre-reform legacy of personnel management
practices nourishes long-term employment in today’s state sector and thus encourages firm
investment in employee training schemes. Here the key to explaining the incentive of employers to
provide trainings is still the institutional capacity to limit labour mobility. The argument of this
research is that such capacity can be provided by the institutional arrangement of the localised
public pension scheme. As the socialist employment legacy in the state sector can also reduce
labour mobility and hence induce employers’ investment in workers’ skill development, we have to
control for firm’s ownership type so we can better isolate and capture the capacity of the public
pension system to constraint voluntary labour mobility and foster skill formation.

A final note about the above analysis concerns the problem of endogeneity and selection bias. In
labour economics this represents the universal challenge where some omitted individual-level and
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firm-level characteristics may correlate with both independent and dependent variables and
therefore may lead the researcher to mistaken spurious association for causal relationship. In the
case of our analysis, for example, one may argue that the positive relationship between individual
being covered by public pension and him receiving employer-funded training may actually be due
to some unobserved individual ability that positively links with the individual’s prospensity to
receive both pension and training. In other words, since good workers tend to be awarded with
pension program and training opportunity from the employer, the positive relationship between
pension coverage and training incidence is simply spurious and therefore does not suggest any
causal association.

There are several approaches in labour economics that one may apply to deal with the issue of
endogeneity (Angrist and Krueger 1999: 1284-1309). The most straightforward and common
strategy is to control for confounding and theoretically relevant variables. This approach is applied
in our analysis, which explains why many firm characteristics such as ownership types and
profitability are added in the regression to control for the factors that may affect a worker’s chances
of receiving pension and training. The second approach is to utilise repeated observations on
individuals or firms to control for unobserved characteristics that are constant across time. This
implies running fixed-effects regression. This strategy is not applicable here, because we only have
data on China Urban Labour Survey in one year (2001). Even if we have access to other waves of
CULS, we will not be able to use the fixed effects model, because this survey is not longitudinal,
meaning that it does not collect data on the same individuals at different points of time. So one has
to wait until there is panel survey on the Chinese labour force available to use the fixed effects
model to address the endogeneity problem. Finally, one may apply the instrumental variable
approach as identification strategy, which makes it possible to use exogenous variation to
approximate randomized trails. This strategy, therefore, requires the survey data to contain suitable
instrumrntal variable, which should link with the outcome variable but remains unrelated with the
independent variable. To the best knowledge of the author, there is no such appropriate instrumental
variable in our dataset, CULS2001, which only covers a limited number of relevant variables. The
limitation on the available data, again, prevents us implementing a main solution to the endogeneity
problem, which is the instrumental variable approach.

Data limitation, therefore, means endogeneity cannot be perfectly eliminated in our analysis. This
requires us to use caution in the interpretation of our findings on the positive association between
public pension coverage and training incidence. Indeed, as Busemeyer (2007: 595) puts it, “The
nature of the data often precludes the application of more complex estimation techniques like
instrumental variables estimation because of a lack of appropriate instruments. The answer to this
general problem is to scale down claims of causality”. This thesis adopts this stance. It does not
argue the public pension system causes employer to fund workplace training in the strictest sense of
causality. Instead, this thesis argues that by limiting labour mobility the localised public pension
scheme partly deals with the poaching problem, thereby facilitating the occurring of firm-funded
training. One should understand the positive association between public pension coverage and
employer-provided training as indicating the pension program is a contributing factor in skill
formation as opposed to a causal determinant in the process.

Summary

The Chinese public pension system is fragmented along provincial and, more often, municipal
borders, with provincial and municipal governments, rather than the central government as in the
case of most countries, running the provision and administration of pension programmes. Such
fragmentation makes workers’ pension packages virtually non-portable across localities. This
increases the costs of cross-region job changing and thus reduces labour turnover. The reduced
labour mobility, in turn, gives employers assurance that their workers will not be easily poached by
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outside firms. This assurance encourages employers to invest in training programmes that will
equip workers with specific skills. This is the logic behind the Training Hypothesis.

The Training Hypothesis argues that China’s public pension system reduces labour mobility and
thus induces firm investment in employee training programmes. This section then is divided into
two interrelated parts. The first part tested the hypothesized negative relationship between pension
programme coverage and labour mobility, using micro- and macro-level data. The second part
evaluates the argument that the public pension scheme, if it constraints labour turnover, should
encourage employers to fund on-the-job training programmes, drawing on individual level data
from China Urban Labour Survey 2001.The evidence shows China’s localised pension system
reduces labour mobility and it encourages employer-funded trainings. This, therefore, supports the
Training Hypothesis that by dealing with the poaching programme through its effects on
constraining labour mobility, the public pension system in China induces employer-provided
trainings.

Extension of Analysis: Pension Coverage and Skill Profile of The
Workforce

As in Chapter 5, in this section this thesis follows King, Keohane and Verba’s (1994) advise that
one should derive as many observable implications from it as possible and examine the validity of
these implications. The preceding two sections have demonstrated that China’s pension system
contributes to the formation of industry specific skills by encouraging economic agents such as
students and employers to make investments in the acquisition of such skills. This is consistent with
the labour economics literature and especially with the Varieties of Capitalism theory, which cites
high incidences of vocational education in generous welfare states as evidence of the positive role
of social protection in skill formation (for example, see Estevez-Abe et al. 2001: 170-173; Iversen
2005: 19). But the Varieties of Capitalism literature stops here. It does not step further to examine
more implications of its thesis on the positive impact of social protection on skill formation. If
countries with generous social protection programmes have a high level of vocational education
incidence, as the VoC literature rightly points out, then these countries should have a high
proportion of workers with specific skills in the total labour force. In other words, since social
protection programmes encourage people to invest in specific skills, the result of an economy
having comprehensive and generous social protection programmes should be that this economy has
more workers with specific skills. The Varieties of Capitalism literature has not studied this
implication so far. This section tests this implication in the Chinese context.

If China’s pension system is conducive to the formation of specific skills by inducing individuals to
acquire such skills, as the two preceding sections have demonstrated, then regions with higher
levels of pension coverage should have more workers with specific industrial skills. This section
exmaines this hypothesized relationship between the presence of public pension schemes and the
skill composition of the workforce. The skill profile of the labour force is measured according to
Fleckenstein et al.’s (2011) methodology, which categorises major occupation groups classified by
International Standard Occupation Classification 1988 (ISCO-88) into three types of skills, namely
specific skills, high-general skills, and low-general skills. To apply this methodology of to the
Chinese context, one has to convert China’s National Classification of Occupation 1999 (NCO-99)
into ISCO-88, which we have done in the first section of this chapter. On the basis of that, this
section applies Fleckenstein et al.’s (2011) methodology to catergorise the harmonised Chinese
occupation classifications into skill types before moving to test the hypothesized relationship
between pension programme coverage and the skill profile of the labour force, using
provincial-level data from the 2000 and 2010 China Population Census. As will be shown in the
analysis below, the province with higher pension coverage rates has a larger share of specific
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skilled workers in the labour force. This result reinforces the argument that China’s public pension
system is conducive to the formation of specific skills.

Let us begin with the conceptulisation of the workforce skill profile and the method to measure it.
The original Varieties of Capitalism argument follows Gary Becker’s (1964) formulation, which
makes a distinction between general and specific skills, and argues that social protection is
negatively associated with the formation of general skills while it can positively induce the
production of specific skills. Recent contributions to this literature further differentiate between

high general and low general skills (Fleckenstein and Seeleib-Kaiser 2009; Fleckenstein et. al 2011),
arguing that one should distinguish the two kinds of skills at the two ends of the skill spectrum in
the service sector.

No matter how skill is conceptualised, in the literature the specificity of the skills possessed by a
worker is indicated by his or her occupation. In other words, the skill specificity is operationalised
as workers’ occupations, especially the occupations classified in the 1988 version of International
Standard Occupation Classification (ISCO-88). We have converted China’s National Classification
of Occupation (NCO-99) into ISCO-88, so the methodology of Fleckenstein et al. (2011) to
measure skill specificity can be readily applied to the Chinese data.

The harmonised Chinese occupations are then coded as each of the three types of skills using the
approach of Fleckenstein et al. (2011). This approach combines Esping-Andersen’s (1993)
occupational classification with the ISCO-88 major group classification to produce a distinction
between high-general, low-general, and specific skills. Therefore, following this approach, the
Chinese occupations that are equivalent to ISCO-88 major groups 1, 2 and 3 are coded as
occupations requiring high-general skills, the Chinese occupations that are corresponding to major
groups 4, 5 and 9 are coded as posts needing low-general skills, and the Chinese occupations that
are counterparts of major groups 7 and 8 are coded as professions with specific skills (for detailed
discussions on the procedure, please refer to Appendix 3).

Having coded the harmonised Chinese occupations on the basis of their skill specificity, we can
calculate the number of Chinese workers with each of the three types of skills. Therefore, the skill
profile of Chinese provincial jurisdictions can be indicated by the proportion of each type of the
skilled workers to the total urban workforce. This means each province has three ratios to indicate
its skill composition. The data for the calculation come from the Fifth and Sixth Population Census
of People’s Republic of China, which were conducted in 2000 and 2010 respectively. The two
waves of population census are chosen because it is in these two rounds of population census that
NCO-99 was applied. For both rounds of the Population Census only provincial-level data are
available. For each province, the Population Census provides data on Chinese citizens’ occupation
coded as minor occupation groups of NCO-99. To the best of the author’s knowledge, only in the
Population Census are Chinese workers’ occupations are reported systematically across all
provinces. So the 2000 and 2010 Population Census are the best datasets to date that can be used to
test the hypothesis on the impact of social protection on skill composition in the Chinese context.

Ratios of the workforce with different skills (i.e. high-general, low general, and specific skills) to
the total urban labour force, therefore, are the dependent variables. Since the Varieties of Capitalism
hypothesis to be tested argues that the different types of skills should have different associations
with the presence of social protection programmes like pension, the independent variable is the
coverage rate of pension programmes. The interest is to examine whether the presence of pension
programmes is positively related with the formation of specific skills and negatively associated with
the accumulation of general skills. The estimation method is multivariate regression. It can estimate
more than one dependent variable simultaneously. This suits the purpose here, which is to examine
the relationships between three dependent variables (i.e. three types of skills) and one independent
variable (i.e. pension programme coverage). The results of the multivariate regression analysis of
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the cross-sectional data of 31 provincial-level jurisdictions in 2000 and 2010 respectively, without
any control variables, are presented in the following Table 6.6.

Table 6. 7 Pension Coverage and Skill Profile (2000 and 2010)

Dependent Variable: Specific Skills

Independent Variable 2000 Population Census 2010 Population Census

Pension Coverage 2269803 *** .1966615%**
(.0763845) (.0689437)

Constant 2674336 ** 2682012 **
(.0551657) (.0559369)

Observations 31 31

Adjusted R-square 0.2334 0.2191

Dependent Variable: High General Skills

Independent Variable 2000 Population Census 2010 Population Census
Pension Coverage -.1508382%** -.0669627%*

(.0408343) (.0253014)
Constant 312404 7*** 2045918%**

(.029491) (.0205281)
Observations 31 31
Adjusted R-square 0.3200 0.1945

Dependent Variable: Low General Skills

Independent Variable 2000 Population Census 2010 Population Census
Pension Coverage -.0761422 -.1296987%*
(.0482107) (.0523668)
Constant 420161 7*** .5272069%**
(.0348183) (.0424874)
Observations 31 31
Adjusted R-square 0.0792 0.1746

* ) Fx Fxx stand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses.

It is clear from Table 6.6 that the presence of pension programmes is positively associated with the
share of workers with specific skills but is negatively related with the proportion of workers with
general skills (be it high-general or low-general skills). This pattern holds for both of the datasets of
2000 and 2010 Population Census (though with the exception in the equation for low-general skills
in 2000, where pension coverage displays a negative yet insignificant impact). This supports the
Varieties of Capitalism hypothesis that a strong presence of social protection programmes
contributes to the formation of specific skills. The reason why this should be the case, as has been
discussed earlier, is that a comprehensive social protection system reduces labour market risks
related with specific skills and therefore gives agents like the students great incentives to acquire
such skills, while in the absence of such social protection system, people choose to acquire the
transferable, general skills that may serve as an insurance against labour market risks.

Several control variables are added to see whether the pattern that emerges from the above analysis
still holds. First, since economic development clearly has an impact on the skill composition of the
labour force, the variable of Industrialisation is included, which is the logged form of provincial
GDP per capita. Secondly, the skill composition of the labour force is also likely to be affected by
the process of marketisation, especially the marketisation process in labour markets. So the index of
Marketisation on the dimension of labour market is controlled for. It is drawn from works by Fan
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Gang and Wang Xiaolu (2010), as discussed in the previous chapter, and measures the
segmentation between urban and rural labour markets. A higher labour market marketisation index
indicates a higher proportion of peasant migrant workers in urban labour force and hence a more
integrated rural-urban labour market. Finally, peoples’ choices on which type of skills to acquire
should be influenced by available employment opportunities, which can be indicated by the
industrial structure. As Iversen (2005) observes when he investigates the relationship between the
process of deindustrialisation and the composition of workforce skills in OECD countries,
occupations requiring general skills are most likely to concentrate in the service industries. A
province with a strong service sector, if we follow the logic, should offer more employment
opportunities that require general skills and therefore encourage people to acquire such skills.
Therefore, the share of tertiary industry in total employment is included to capture this effect. The
results of the multivariate regressions that control for the above variables are shown in Table 6.7.

Table 6. 8 Determinants of Skill Profile (2000 and 2010)

Dependent Variable: Specific Skills

Independent Variables 2000 Population Census 2010 Population Census
Pension Coverage 2454835%** 1576519%**
(.0790331) (.0560537)
Industrialisation .0234303 .0395884
(.0279573) (.0283554)
Marketisation .0171722%%** .008965%***
(Labour Market) (.0039489) (.0022402)
Industrial Structure -.2492611%* -.0049018***
(.1490545) (.0011341)
Constant .0847706 0269176
(.1823045) (.2449169)
Observations 31 31
Adjusted R-square 0.7029 0.6940

Dependent Variable: High General Skills

Independent Variables 2000 Population Census 2010 Population Census
Pension Coverage - 1176277** -.064024 1 ***
(.0459468) (.0223718)
Industrialisation -.0134491 .0022884
(.0162533) (.011317)
Marketisation -.0110075%** -.0040021%**
(Labour Market) (.0022957) (.0008941)
Industrial Structure 0625649 .0010999**
(.0866545) (.0004526)
Constant A4158692%** 158048
(.1059847) (.0977496)
Observations 31 31
Adjusted R-square 0.7196 0.6267

Dependent Variable: Low General Skills

Independent Variables 2000 Population Census 2010 Population Census
Pension Coverage -.1278559%%* -.0936278*

(.0572597) (.0487826)
Industrialisation -.0099812 -.0418769*

(.0202551) (.0246772)
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Marketisation -.0061648%* -.0049629%*

(Labour Market) (.002861) (.0019496)

Industrial Structure .1866962* .0038019%***
(.1079903) (.000987)

Constant 4993602 %** .8150346***
(.1320801) (.2131471)

Observations 31 31

Adjusted R-square 0.4461 0.5754

* ) Fx Fxx stand for p<0.1, p<0.05, and p<0.01 two tailed test. Standard errors are in parentheses.

Table 6.7 shows the determinants of the workforce skill profile. After controlling for the other three
variables, the pension programme coverage still exhibits the expected impact on skill profile with
high statistical significance. In both of the datasets of the 2000 and 2010 Population Census, it is
positively related with the proportion of specific skilled workers and negatively associated with the
share of workers with general skills. This supports the Varieties of Capitalism argument that social
protection schemes such as pension programmes can contribute to the accumulation of specific
skills. This suggests that pension policy can help Chinese local officials to train an army of specific
skilled workers.

The effects of the control variables are worth discussing. First, the employment share of service
industries is negative associated with the share of specific skills and positively with that of general
skills. This is consistent with the expectation that general skill occupations are more likely to be
found in the tertiary industry and a strong service economy should induce people to develop general
skills. Secondly, the integration of urban-rural labour markets has a positive impact on the
formation of specific skills, meaning that the share of peasant migrant workers in urban labour force
is positively related with the proportion of specific skilled workers. This suggests that the peasant
workers who pour into city centres in the process of urbanisation are largely absorbed by the
specific-skills-intensive manufacturing sector. This is consistent with the consensus that China’s
comparative advantage on manufacturing industries comes from its relatively low labour costs,
which is made possible by the huge amount of peasant workers coming from the countryside. The
reason why peasant workers are more likely to get employed in manufacturing industries is easy to
understand. First, as the observation made earlier shows (see Table 6.1), the countryside is a major
source of students attending vocational education, which equip them with industry specific skills
that are required by the manufacturing sector. Secondly, it is also likely that peasant workers who
used to work in the field may not have the kind of “social skills” (Iversen 2005: 187) required for
the urban service sector. This explains the negative association between the integration of
urban-rural labour markets and the accumulation of general skills. So peasant workers may have to
seek employment in the manufacturing factories, doing the tedious manufacturing job that urbanites
may be reluctant to take. The implication of the importance of peasant workers to manufacturing
industries is clear: If Chinese local leaders hope to foster local industrialisation, then they need to
have “something” to keep peasant workers stay in the urban centres and encourage them to attend
vocational education and training programmes to learn the specific industrial skills required for the
manufacturing sector. As we have seen in the analysis of municipal internal speeches, this
“something” is the local pension scheme, which can facilitate the integration of peasant workers
into the urban labour market and encourage them to attend vocational schools where they can
develop specific skills.

Finally, economic development seems to have no significant impact on the skill profile of the
labour force. But the signs of its coefficients are noteworthy. Provincial GDP per capita appears to
relate positively with the share of specific skilled workers and negatively with that of the general
skilled workers (only with the exception of high general skills in the 2010 Population Census). This
may suggest that to achieve local economic expansion, more specific skilled workers are needed.
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This is easy to explain because the driving engine of the Chinese economy is the export-led
manufacturing industry that relies on specific skills. We will come back to this issue later.

A final noteworthy pattern from Table 6.6 and 6.7 is that the shares of general skilled workers are
negatively associated with the presence of public pension programmes. The Varieties of Capitalism
theory offers one explanation, as we have mentioned earlier, that the absence of such social
protection scheme will lead people to acquire general skills as an insurance against income loss
risks. This argument, however, falls short of explaining why the presence of social protection
programmes may reduce the employment share of workers in general skills jobs. Since general skill
employment is most likely to concentrate in the service sector, the recent literature on the expansion
of the service economy can shed some light on this issue (for a review on this literature, see Wren
2013). According to this literature, the social security payroll taxes necessary to fund expensive
social protection schemes will harm the growth of the labour-intensive, private service sector,
which are discouraged from hiring people due to the heavy financial burdens imposed by social
security taxes (Bradley and Stephens 2007; Nelson and Stephens 2013). This is why we see in
Table 6.6 and 6.7 that the higher the pension system coverage is, the lower the share of people with
general skills will be. This has one important implication: The expansive Chinese social protection
system, though contributing to the expansion of the Chinese manufacturing sector, should be
partially responsible for the lagged development of the service economy in China. Chapter 7 will
elaborate this idea in detail, discussing the implication of China’s extensive pension system on the
Chinese government’s efforts to unleash the momentum of the service growth.

This section examines the impact of pension schemes on the skill profile of the labour force. The
statistical analysis of the provincial-level data from two recent rounds of population census (2000
and 2010), which are harmonised in accordance with ISCO-88, shows that a strong presence of
pension schemes contributes to the formation of specific skills. Then how does the pension system
achieve this? This research proposes two mechanisms, as analysed in the two preceding sections.
First, by reducing lifetime income loss risks associated with specific skills, the social protection
programmes of public pension encourage students to invest in acquiring such skills by attending
vocational schools. Secondly, by reducing the possibility of worker job-hopping and being poached,
the public pension programmes encourage employers to invest in training programmes that equip
employees with specific industrial skills. As shown in the two preceding sections, these two
hypotheses have received empirical support from the statistical analysis. Therefore, the reason why
a comprehensive pension arrangement is associated with a strong specific skilled workforce is that
the Chinese public pension system induces the investment in specific skills by workers and
employers.

Summarising Discussion: SKkill Profile, Economic Performance, and
Institutional Complementarity

How do pension programmes contribute to the formation of industry specific skills? Drawing on the
literature on labour economics and Varieties of Capitalism, this study proposes two mechanisms.
The first one is the Schooling Hypothesis: By reducing the labour market risks of lifetime income
loss, which are more likely to be associated with industry specific skills than with general skills,
pension programmes encourage students to acquire specific skills through vocational education.
The implication is that enrollment rates in vocational education should be high in regions that have
a strong presence of pension programmes. The second hypothesis is the Training Hypothesis: By
making pension package non-portable across regions, China’s localised pension system reduces
labour mobility and therefore makes employers less worried about their employees being poached
and more motivated to invest in on-the-job training programmes that will equip workers with
industry specific skills. This predicts a positive relationship between workers being covered by
public pension programmes and them attending training courses provided by their employers. The
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implication of the two hypotheses is that regions with comprehensive public pension programmes
will have a workforce whose skill profile is skewed towards industry specific skills. This chapter
has tested all of these hypotheses, drawing on statistical analysis of micro- and macro-level data.
The results support the hypotheses, thereby demonstrating the positive impacts of the pension
programme on the formation of industry specific skills.

In the discussion on the Chinese pension system being a “beneficial constraint” in Chapter 3, it is
argued that having a workforce with a skill profile skewed towards industry specific skills will
enhance the overall economic efficiency. Does such positive link between a specific skill profile
and a good economic performance exist in the Chinese context? To explore the determinants of the
performance of the Chinese economy greatly exceeds the capacity and scope of this thesis.
Nevertheless, this thesis can examine the relationship between the skill profile of the labour force
and the performance of the provincial economy. The interest here is to study whether a specific
skills system can lead to better economic performance. Drawing on the provincial-level data from
China Population Census 2000 and 2010, the best dataset available to measure the skill profile of
the provincial economy, this thesis plots the provincial GDP per capita against the share of
workforce with specific skills in 2000 and 2010. The results are presented in Graph 6.3.

Graph 6. 3 Workforce with Specific Skills and Provincial Economic Development (2000 and
2010)
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Source: Data on the share of specific skilled workers come from China Population Census 2000 and 2010. Data on
provincial GDP per capita come from China Statistical Yearbooks (2001 and 2011).
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Graph 6.3 shows that in both 2000 and 2010, the proportion of specific skilled workers tends to
positively link with the provincial GDP per capita, suggesting that specific skills can be a
contributing factor to the expansion of the provincial economy. This should not be surprising. As
shown in the next chapter, until the recent global recession, the Chinese economic success can be
largely attributed to China’s comparative advantage in the export-led manufacturing sector. This
sector relies on a workforce with industrial specific skills. Therefore, to nourish a workforce with
such skills by for example expanding social protection programmes like pension is to promote the
development of the economic sector in which China has the most comparative advantage. This
clearly will enhance economic performance.

But to nourish a specific skilled industrial workforce through extensive social protection is not
without price. As has been discovered by statistical analysis (see Table 6.7), the expansion of
pension programmes reduces the share of general skilled workers. This is because public pension as
a social protection programme gives students incentives to proceed to attend vocational schools to
acquire industry specific skills, thereby discouraging students to enter labour markets right after
their basic education and end up with jobs that only requires low-general skills or to continue to
prepare for the extremely competitive college entrance examinations to get a general higher
education that will equip them with high-general skills. In other words, an expansive pension policy
contributes to the accumulation of specific skills at the expense of high- and low-general skills. So
in order to see the overall impact of such policy on economic performance, we need to examine
how high- and low-general skills may affect the economy. Therefore I plot the shares of these two
types of skills against provincial GDP per capita. Graph 6.4 shows the results.

Graph 6. 4 Workforce with General Skills and Provincial Economic Development (2000 and
2010)
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GDP per capita and high-general skills (2010)
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As is clear from Graph 6.4, both types of general skills appear to negatively relate with provincial
GDP per capita. It seems that general skills, which are concentrated in service industries, contribute
little to China’s economic expansion. Two reasons may explain this. First, it may be due to the low
productivity of the Chinese service economy, which is still in its adolescence. Secondly, it could be
the result of China’s low level of urbanisation. Because most services are non-tradable, a vibrant
service economy that could sustain continuing economic growth have to be supported by a great
demand from a huge number of consumers that are geographically concentrated. Without a strong
demand for services from the urban centres, which are geographically concentrated population, the
service industries lack momentum to develop and therefore cannot contribute to the growth of the
economy at large. This is exactly the situation in China. In 2010, China’s urbanisation rate just
passed 50% (Bracken 2012). That is to say, it is only until very recently that China has seen more
people live in the cities than in the countryside. This is a great achievement for a country once
dominated by an agrarian economy, but it also indicates how far China lags behind the highly
urbanised developed world. With a low level of urbanisation, the Chinese service economy simply
cannot serve as growth engine of economy like the manufacturing sector does. This explains why
general skills, which are most likely to concentrate in the service sector, cannot help to foster the
economic expansion in China.

The findings above that the territorial concentration of a workforce with specific industrial skills is
positively linked with the level of economic development is consistent with the argument in
economics literature that regional specialisation contributes to economic performance. Ever since
Adam Smith economists have argued that division of labour improves productivity. The spatial
manifestation of labour division is the regional industrial clusters, which, according to Michael
Porter (1978: 78), are “geographic concentrations of interconnected companies and institutions in a
particular field”. The territorial agglomeration of industries facilitates the utilising of scale economy,
the sharing of a pool of skilled labour force, and the spillover of technological-knowhow. These
effects combined together improve economic efficiency. China exemplifies this well. The rise of the
Chinese economy is driven by extensive regional specialisation. Graph 6.5 gives us a glance of the
regional industrial clusters in China. It can be seen that the industrial agglomerations are based on
municipalities. In each province, indicated by bold texts, there are municipalities that specialise in
the production of certain manufactures. The establishment of municipal industrial clusters, as have
been argued in this study, is the result of the inter-municipal economic competition. The economic
rivalry amongst municipalities compels the municipal government to be the developmental agent
who seeks to enhance the economic performance by specialising in producing certain commodities
and products in the value chain. One strategy to assist this production specialisation is to keep and
train an army of workers with industry specific skills. This, as we have seen, is facilitated by the
expansive and localised pension system.
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Graph 6. 5 China’s Regional Specialisation (2010)
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This invites us to ponder on the institutional underpinnings of China’s regional industrial clusters.
Indeed, Michael Porter’s definition of industrial clusters includes the concept of “institutions”,
suggesting that institution is a prerequisite for the territorial concentration of specialised production.
The localised pension system, in serving for the purpose of local skill formation and labour
retention, is one institutional prerequisite for the spatial industrial agglomeration. This raises the
question of whether this institution alone is sufficient for supporting durable local industrial clusters.
This leads to the application of the notion of institutional complementarity to the Chinese context.

As discussed in Chapter 2, institutional complementarity refers to the situation where the economic
returns from an institution improve when it is coupled with other institutions (Hall and Soskice
2001). The Varieties of Capitalism literature identifies five institutional areas that are
interconnected to constitute a production regime: corporate governance, industrial relations,
vocational education and trainings, inter-company relations, and internal firm structure. As will be
shown later, as far as skill formation is concerned, there is a Chinese articulation of institutional
complementarity at the municipal level, which can be seen as the foundation of China’s local
production regime.

Let us start with the area of social protection, the focus of this thesis. For the localised pension
system to function well to encourage the investment in industry specific skills, it has to be
complemented by other institutions. In Chapter 5, we have seen that the intensity of inter-municipal
competition, in addition to increasing the coverage of local pension programmes, also tends to
increase the public spending on other welfare programmes like unemployment insurance and
medical care. That is to say, the expansive and localised pension scheme is often coupled with a
more generous unemployment programme. This is easy to understand. The localised pension
programme encourages the acquisition of industry specific skills, which however exposes the
workers to greater unemployment risks due to the limited transferability of such skills. The concern
about the viability of local industries may deter workers from acquiring skills specific for these
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industries. To deal with this problem, the local government has to establish a comprehensive local
unemployment programme so the workers’ faith in acquiring industrial skills can be ensured. This
demonstrates the complementarity between the localsed pension scheme and the local
unemployment programme when it comes to skill formation. This complementarity in the Chinese
context should be a important subject for future research.

Then what about other institutional areas? The pension system localised along the municipal border
makes it costly to move across localities, thereby deterring the cross-regional poaching. But this
does not exclude the possibility that poaching can happen within the same municipality. If
employers in one locality can freely poach workers from each other, then their incentive to provide
trainings for employees will be reduced and therefore the localised pension scheme will become
less effective in inducing investment in skills formation. The institutions regulating inter-firm
relations come to solve this problem. As discussed above, the poaching is rampant in a tightening
labour market. One way Chinese employers have found to cope with this problem involves the
collective action among them. This is often achieved through the collaboration between business
associations and the local government. For example, in the city of Jinjiang in Fujian province,
Jinjiang Municipal Food Industry Association worked with Jinjiang Municipal Bureau of Labour
and Social Security to monitor and, in some cases, punish the practice of poaching. As Ceng
Guochan, head of Jinjiang Municipal Bureau of Labour and Social Security, introduced, “We work
in close cooperation with the Food Industry Association, and target those firms that do not follow
the code in labour markets. One of our trump cards is to put the companies on record that engage in
vicious poaching and take this into account in the reviewing of their applications for licenses and
subsidies” (Quanzhou Evening 2011). Another example comes from the city of Quanzhou, where in
2008 the Leather Industry Association introduced a tripartite agreement to be signed by the
employer, the employee, and the Association, requiring that any hiring before a worker’s contract
with his previous employer ends should be approved by the Association (Jinjiang Economy News
2008). Unlike the Food Industry Association in Jinjiang City, whose enforcement of the labour
market rules has the backing of local authority, the Quanzhou Leather Industry Association relies
on self-discipline and peer pressures that exist in the informal networks among its members. Such
reliance on business networks to regulate the competition in labour markets is also discerned by
Nee and Opper (2012: 356) in Yangtze River Delta, where an informal rule exists in the networks
among employers that one should “not poach on a friend’s business or lure away skilled
employees”. The important role of employer organisation in regulating labour market competition
and addressing the “free ride” problem in the training of skilled workers has long been
acknowledged in the literature on industrialised countries. For example, the absence of strong local
employer associations has been held responsible for Britain’s failure to effectively overcome the
poaching problem, which partly explains why Britain was trapped in “low-skills equilibrium” and
lacked advantage in high quality product markets in global competition especially when compared
with high-skill economies like Germany (Finegold and Soskice 1988; Soskice 1991). Few studies
have looked at the institutional infrastructures for activities of Chinese employers (for example,
firm-based training) and the institutional underpinnings of China’s competitiveness in the world
market. This should be one direction for future study.

To the extent that the business association with the assistance of local government can regulate the
poaching activity within one locality, employers should have incentives to fund employee-training
programmes. This equips workers with industry specific or even firm specific skills, which makes
the employees less poachable. But this, by limiting workers’ outside options and making them more
dependent on the employer, reduces their bargaining powers. Therefore, in the area of industrial
relations we should expect institutional arrangements to emerge that grant workers more power to
offset their weakened bargaining position. This is vindicated by recent changes in China’s trade
union movement. The Chinese labour, as introduced in Chapter 1, are represented by the national
peak organisation, ACFTU (All China Federation of Trade Unions), which has numerous regional
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and sectoral branches. Many scholars have criticised ACFTU’s incompetence, citing its lack of
independence from the Chinese Communist Party (Walder 1991; Perry 1995; Chan 1993). But if we
observe the dynamics of the Chinese labour movement from a bottom-up perspective, we can
discern a different picture under the current economic situation. In 2006 the ACFTU started to
require all firms operating on Chinese soil, domestic and foreign, to set up firm-level trade unions.
The employers gave in to ACFTU’s demand but, unwilling to completely yield the managerial
prerogative, often appointed staff in the management to be chairmen of the shop-floor unions. This
“boss union”, lacking autonomy and credibility in the eyes of workers, was unable to represent
workers’ interests in the handling of labour disputes, which increased at an accelerating pace since
labour markets have tightened (Southern Daily 2012). Disputes therefore often developed into
large-scale strikes and stoppages, the most notable of which was the 2010 strike by the Honda
workers in the province of Guangdong (The Economist 2010). This pressed the local government,
along with the local branches of ACFTU, to seek institutional solutions to deal with labour disputes
in a more peaceful and institutionalised manner. For example, in 2012, in the city of Shenzhen of
Guangdong province, the government and local ACFTU supported the demand of workers of
OHMS Electronics (Shenzhen) Co., Ltd., the parts supplier of the Japanese firm Panasonic, to
directly elect the firm union chairman and other representatives, who were then entrusted on behalf
of the workers to conduct collective negotiations with the employer on issues regarding wages,
social insurances, and working conditions, etc. With the backing of the municipal government and
the local ACFTU, 163 firms in Shenzhen soon followed suit to have their own directly elected trade
unions in the same year, including Shenzhen Hailiang Storage Product Co., a subsidiary of Hitachi
Global Storage Technologies, Shenzhen Coca Cola, and Foxcoon (Shenzhen), Apple’s largest OEM
(original equipment manufacturer) in mainland China (The Economic Observers 2012). It is not just
in Shenzhen that the Chinese labour’s power has been strengthened and institutionalised. In
Shanghai, China’s another manufacturing hub, Shanghai Volkswagen, a joint venture between
Volkswagen Group and Shanghai Automotive Industry Corporation, set up a works council to
discuss with the management “among other things collective bargaining and health and safety
issues”. This, along with the fact that 80 per cent of Volkswagen’s 23,000 workers in China were
unionised, was applauded as an impressive achievement when the labour and management
delegates from Shanghai Volkswagen attended the conference of Volkswagen’s world works
council for the first time in 2010 (International Metalworkers’ Federation 2010). Admittedly, the
novelty of the above changes and the scarcity of related statistics make it difficult to estimate to
what extent industrial relations in China can be characterised by the direct election of grassroots
union representatives and the negotiation by works councils. But given the tightening Chinese
labour market, which is likely to persist into the near future and thus continues to give Chinese
workers more de facto bargaining power, labour disputes between unsatisfactory workers and
employers trying to contain costs will tend to increase, and so will the need to keep the disputes in
check through institutional measures. Therefore, we have reasons to believe that the approach of
electing shop-floor trade union representatives and organising works councils would assume a more
important place in the institutional settings of China’s industrial relations.

In the area of vocational education, the institutional arrangements reinforce the tendency for
employers and workers to invest in the acquisition of industrial skills. China’s vocational education
system is highly decentralised. The recent decade saw more than 95 per cent of government
spending on vocational training happens at the subnational level (China Statistical Yearbook 2011).
An even higher share of vocational schools (at the secondary level and above) are either directly
administered or regulated by the local government, depending on the ownership type of the
vocational school (publicly owned or private). In 2006, Ministry of Education called for the
incorporation of working experience into vocational education. This policy guideline, named
“work-integrated learning”, gave endorsement to the long-standing strategy, called
“school-enterprise cooperation”, which has been implemented by local governments for vocational
education development since 2000 (Wang 2009; Yu 2009; Xu 2009). The ‘“school-enterprise
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cooperation” refers to the partnership between vocational schools and enterprises, in which the two
parties codetermine the content of curriculum, the cultivation of needed workers, the training of the
firm’s employees, the arrangement of internship, etc. The role of local government in the process is
to provide institutional infrastructures for the partnership. The institutions vary among localities but
they mainly consist of two aspects. The first is the incentive structure that encourages the enterprise
to join the partnership with vocational schools. For example, the city of Changzhou, in its
Guidelines on Strengthening School-Enterprise Cooperation in Vocational Education and Training
issued in 2007, provides favourable tax conditions and subsidises internship programmes for
enterprises that join the partnership (Changzhou Education 2007). The second institutional
arrangement provided by the local government is the cooperation platform. In 2011, the city of
Wuxi asked that at least half of the board directors for the school-enterprise partnership should
come from the business (Wuxi Daily 2011). The function of the school-enterprise cooperation is to
serve the local economy. This is most evident in the arrangement of “order training”, in which local
employers in the partnership enjoy the rights to place orders for students, who are then educated and
trained by the vocational school according to the requirements of the employers. The many classes
that bear the name of a firm, like “Siemens Class” and “Audi Class”, operate under such
arrangement (Zhong 1996). In this way, the skill profile of vocational school graduates is tailored
precisely to fit the needs of local industries and even one single firm. The nourishing of a pool of
workforce with skills that are specifically prepared for local economy clearly contributes to the
formation of regional industrial clusters.

Finally, in the area of corporate governance, the Varieties of Capitalism literature expects the use of
industry specific skills is complemented with a reliance on patient capital, which is likely to come
from banks rather than securities markets. To figure out how well this prediction fit with the
Chinese reality require us to examine China’s financial system. The view that “China’s financial
system is clearly bank-led” (Witt 2010: 4) is shared by many authors. Walter and Howie (2012: 82)
report that in China “the banks are the financial system”. A often cited piece of evidence for this
comes from Naughton (2007), who finds that in 2005 banks accounted for 78.1 percent of funds
raised in China, with 6.4 percent coming from corporate bonds and 6 percent from stock issues.
What dominate China’s bank-led financial system are the state-controlled commercial banks,
especially the Big Four, namely Bank of China (BOC), China Construction Bank (CCB),
Agricultural Bank of China (ABC), and Industrial and Commercial Bank of China (ICBC). In 2009,
as shown in the 2010 Financial Stability Report of PBOC (i.e. People’s Bank of China, which is
China’s central bank), the Big Four accounted for over 70 percent of the US$11 trillion-worth
financial assets that were held by the state-controlled bank sector (Naughton 2007). The result of
this financial system dominated by state-controlled banks is that bank lending is highly skewed
towards the state-owned enterprises (SOEs) and firms that have close links with the government.
But does the fact that SOEs rely on loans from state banks mean these banks have control rights
over SOEs, as we expect to see in a Coordinated Market Economy (CME)? Witt (2010) says no, on
the grounds that state-controlled banks do not hold equity of SOEs or sit in the SOE boardroom as
banks in CME normally do. In fact, it is the local government that actively influences the running of
local SOEs. It does so through, among other things, controlling the firm’s access to financial capital.
Ba et al. (2005) trace the evolution of local state’s methods to control local supply of financial
capital from the early years of the reform era to the present. In the 1980s, when the local
government could control the personnel appointment of the local branches of the state owned banks,
local government could easily direct bank lending to fund whatever project or firm they favoured by
making administrative orders. This is why several rounds of inflation in the 1980s were caused by
reckless local credit expansion (Huang 1996). This arrangement lasted until 1995, when the central
government centralised the personnel control in the whole state banking system, which made the
local state less able to influence bank’s loan decisions. But in what seemed like a compromise
gesture, the central government exchanged local government’s support for the banking reform by
allowing it to have control over the municipal commercial bank, which were transformed from
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urban credit cooperatives. It dictated that only the local state could hold the majority equity of the
municipal commercial bank in its jurisdiction, which virtually gave the municipal government
nearly full control rights. The municipality since then has relied on the municipal commercial bank
to influence the credit supply. Therefore, through its control over the local state banks, the
municipal government effectively becomes the ultimate source of funds for Chinese firms. It is
reasonable to think the capital provided in such environment to be “patient”, because the municipal
authority does not require quick returns from the investment. In fact, during economic recession it
even helps firms default by putting pressure on the court to bend laws when the bank suits the firm
(Ba et al. 2005). Practice like this would cause excess production capacity and bad bank loans, but
it also allows local firms to have long-term thinking, which therefore facilitates the accumulation of
industrial specific skills.

The above discussion does not intend to give a comprehensive assessment of the institutional
complementarity in China’s local production regime. It only aims to highlight those institutional
settings that complement the localised pension system in terms of enabling the buildup of a
workforce with industry specific skills. In the presence of these institutional arrangements, the
Chinese pension system functions even better to facilitate the skill formation process. To summarise
this chapter: If a local leader in China wants to enhance the economic performance of his
jurisdiction, then the best he can do is to specialise in certain sgements in the manufacturing sector,
because this is key to improve the productivity of the local economy. To succeed in the regional
specialisation, the local leader has to secure the supply of qualified workers with industry specific
skills. As we have argued, this can be achieved by the expansion of social protection programmes
like pension. The statistical analysis has demonstrated that a comprehensive pension scheme can
induce the formation of industry specific skills, because it encourages the investment into acquiring
such skills by workers and employers. Meanwhile, we have also seen that the pension system, with
its localised structure, reduces labour mobility across regions and hence helps to retain workers
locally. Therefore, with the aid of complementary institutions, the expansive and localised pension
system serves to help the training of specific skilled workers and to retain them within the
jurisdiction, both of which are crucial to the expansion of local manufacturing industries and hence
the growth of the local economy. This is why Chinese local leaders, when perceiving good
prospects of promotion, tend to expand pension programmes to better their chances of winning the
inter-regional economic competition.
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Chapter 7 Conclusion: Economic Rebalancing and
the Future of China’s Pension System

This thesis explores the political-economic logic of China’s welfare state, drawing on its pension
system as an example. By studying the Chinese pension system in light of the political-economic
framework, this thesis shows how it is shaped by the interaction between political institutions,
economic developmental strategy through welfare policy, and human capital investments in labour
markets. This approach sees China’s pension system as an integral part of the Chinese political
economy, thereby avoiding the common mistake of treating the pension arrangement as a separate,
self-contained entity. This gives us the opportunity to examine some of China’s greatest economic
issues through the lens of the political-economic logic of China’s pension arrangement. Indeed, if
China’s welfare state is often designed for developmental purpose, as discovered by this study, then
it is bound to have impacts on the Chinese economy. Drawing on the political-economic framework
of this study, this chapter shows how China’s welfare state is partially responsible for its
imbalanced economic growth model, characterised by an overreliance on export-led manufacturing
industries and the laggard development of the service economy. It argues that the expansive
Chinese pension system facilitates the expansion of the manufacturing sector by subsidising the
training of workers with industrial specific skills, as this system is designed to do, but it has an
unintended consequence: The social security taxes required to fund the pension programmes are
likely to harm the growth of the service economy by imposing heavy financial burdens on the
service firms (Bradley and Stephens 2007; Nelson and Stephens 2013), which suffer productivity
stagnation and therefore cannot compensate the social security costs through productivity growth.
Rebalancing the Chinese economy, the overriding priority in Chinese government’s post-crisis
macroeconomic policy, therefore requires adjustments to the Chinese pension system. To the
contrary of the popular policy prescription that advocates pension centralisation, the
political-economic framework of this study suggests that certain elements of the current pension
system’s decentralised structure should be maintained. Only with a decentralised structure can we
harness the Chinese polity’s most dynamic element, namely the interregional competition, to
achieve the target of economic rebalancing. Therefore, in this final chapter this study engages with
the literature on the expansion of service sector employment (Iversen and Wren 1998; Wren 2013;
Nelson and Stephens 2013) and the policy debate on China’s economic rebalancing (Blanchard and
Giavazzi 2006; Deer and Song 2012; Fukumoto and Muto 2012). Let us begin with summarising
the findings of this research, that is, the political-economic logic of China’s pension system.

The Political-Economic Logic of China’s Pension System

This thesis aims to reveal the political-economic nexus underlying the Chinese welfare state. By
“political-economic nexus” it means the interconnection and complementarity between the political
institutions (that provides the incentive structure facing political actors), the welfare policy (that is
chosen by politicians under the incentive structure), and the economic decisions in labour markets
(that are made by economic agents such as workers and employers in response to the welfare
policy). This interaction produces a self-reinforcing equilibrium in the sense that institutions
generate policy, the policy shapes economic decisions, and economic decisions produce outcomes
that make economic actors constituents of the policy and the institutions. Only in light of this
equilibrium can we have a full understanding of the political and economic forces that shape the
welfare state. To uncover the political-economic logic of the Chinese welfare state, this study
focuses on its urban pension system, because it is the most important component of China’s welfare
regime in terms of expenditure. In other words, the fact that the Chinese welfare regime is
“pension-dominant” warrants the central place of public pension system in the study of China’s
welfare state (Frazier 2010).
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The Chinese urban pension system has two prominent yet puzzling features in international
comparison. First, the authoritarian Chinese state abolished the socialist occupational pensions for
state sector workers and has applied an inclusive approach to pension reform that extends the
coverage of pension programmes, while democracies in the developing world largely retained their
corporatist welfare arrangements that entrench special interests. Secondly, while almost all large
countries have integrated pension systems at the national level, China has its public old-age pension
system fragmented on a regional basis, despite the authoritarian central government’s efforts to
consolidate this system for more than one decade. How can we explain these two characteristics
within one theoretical framework?

To solve our puzzles, this study puts China’s pension reform in the context of two structural
changes in the Chinese economy, namely industrial upgrading and labour market tightening. These
two trends have gained momentum since the early 2000s, coinciding with the pension reform that
fully started in 1997. Industrial upgrading sees the Chinese economy climbing up the value chain
and producing more technologically sophisticated products. The upgrading of the industrial
structure and technology requires a corresponding improvement of workforce skills. The condition
of labour market tightening, on the other hand, intensifies the labour market competition for skilled
labour force among employers and raises the issue of retaining skilled workers. Both of the
structural changes point to the importance of a skilled workforce to economic development. Under
such circumstances, social protection programmes like public pension can serve crucial economic
functions.

On the basis of statistical analysis of quantitative data at the micro- and macro-level, this thesis
finds that in China the presence of public pension programmes is positively linked with students’
willingness to join vocational education and employers’ inclination to provide vocational trainings,
while it is negatively related with workers’ disposition to change jobs. The qualitative materials,
drawn from newspaper data on views of workers and employers, reveal the reason why this is the
case. It seems that the localised Chinese pension system, by insuring the covered workers against
the loss of lifetime income, encourage individuals to acquire skills that are specific for certain
industries, and, by incurring extra costs to cross-locality job changing, deters job turnover and
poaching, thereby giving employers incentives to invest in workers’ skill development. Therefore,
pension policy is beneficial for the skill formation of Chinese workers, which is of crucial
importance to economic growth under the circumstances of industrial upgrading and labour market
tightening.

Given the economic benefits of pension policy, it can be expected that Chinese municipal
bureaucrats, who are passionate about outperforming their counterparts in generating economic
growth, will resort to pension policy for developmental purpose. This is supported by qualitative
analysis of internal speeches by Chinese municipal leaders. The inter-municipal economic
competition is driven by institutional arrangements of China’s decentralised authoritarianism,
notably the bureaucratic promotion tournament and the Chinese-style political decentralisation.
When the central government’s promise to promote the best performing officials is credible,
municipal leaders will be motivated to compete with each other to foster local economic
development through various measures, including adopting an expansionary pension policy for the
purpose of skill formation. They also tend to keep the pension programmes localised along the
municipal borders, because this could prevent skilled workers from leaving their locality and
joining the labour force of the competing municipalities. These predictions have been supported by
statistical analysis of macro-level data on Chinese provinces. Therefore, we can conclude that the
competition between Chinese political actors to utilise the economic benefits of pension
programmes, among other things, is responsible for the expansive and localised nature of China’s
pension system.
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The above political-economic interaction is modeled as a three-stage process. First, the central
government appoints the provincial leadership in accordance with the institutional rules of
bureaucratic promotion tournament and Chinese-style political decentralisation. Next, under the
career incentive structure shaped by these institutional arrangements, municipal leaders move to
adopt and implement pension policy. In the final stage economic agents such as workers and
employers respond to such policy by making human capital investment decisions. The interactions
among economic and political agents constitute an equilibrium in the sense that there exists a
feedback loop between institutions, policies, and economic outcomes.

Having discovered the political-economic logic of China’s pension system, this study has clear
theoretical implications. First, it contributes to the Varieties of Capitalism theory by empirically
testing the hypothesized positive impacts of social protection on skill formation in the Chinese
context. Given the political weakness of the Chinese trade unions, one can identify economic
efficiency, rather than the redistributive cause championed by labour movements, as the major
rationale for welfare expansion. In this sense, this study also demonstrates the crucial role of
economic considerations in welfare state debelopment. Secondly, by revealing the economic
functions of social policy, this study adds to the Statist account of welfare state formation. The
state-centred theory on welfare politics normally sees social policy as a tool utilised by state actors
and ruling bureaucrats to appease challenging social groups. This study shows that, in the case of
Chinese bureaucrats, considerations of economic performance and career advancement also drive
state actors to push for welfare state building. Finally, this thesis contributes to the institutionalist
model of welfare politics. The institutionalist account of social policymaking focuses on how
political competition is regulated by institutional settings in electoral democracies and what impacts
such institutionally structured competition have on welfare politics. By showing how institutions in
an authoritarian state (i.e. China) regulate political competition and affect social policymaking, this
study broadens our understanding of the institutional underpinnings of welfare politics.

In addition to contributing to the existing literature, the political-economic framework of this study
is also able to shed light on some of the most pressing economic challenges confronting China
today. Indeed, designed for developmental purposes, China’s pension system is deeply embedded in
the Chinese economy and has shaped the economy in profound ways. The next section examines
the structure of the Chinese economy through the lens of this study’s political-economic
framework.

Pension System and China’s Economic Imbalance

The political-economic logic has shown that China’s pension system is dictated by the need of the
Chinese economy. Through the lens of this political-economic framework we can make sense of
some of the most important aspects of the Chinese economy. The most critical issue about the
Chinese economy after the financial crisis (i.e. after 2007) is its imbalanced structure. In March
2007, at the press conference after the annual meeting of the National People’s Congress, China’s
former Premier Wen Jiabao warned that the economic development is China was “unsteady,
imbalanced, uncoordinated, and unsustainable” (People’s Daily 2007). At that time Mr Wen’s
remarks were only interpreted as his characteristic rhetoric and few took it seriously. Indeed, since
1978 the Chinese economy has expanded at a near double digit average annual rate. Moreover, after
2007, when the global economy plunged into the greatest recession in decades, China weathered the
financial crisis fairly well after launching a multi-billion stimulus plan. Entering 2012, however, the
optimism about the health of the Chinese economy has turned sour. With the effects of the stimulus
plan fading away and a swift recovery of the global demand not in evidence, China’s economic
growth started to slow. The growth rate for the first quarter of 2013 slowed to a record low 7.5%,
which led Paul Krugman (2013) to comment in New York Times that “Just the other day were afraid
of the Chinese. Now we’re afraid for them”. What’s wrong with the Chinese economy?
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The answer points to Mr Wen’s diagnosis of the Chinese economy, which emphasises its
imbalanced structure. According to Nicholas Lardy (2012), there are two main approaches to
measuring the extent to which an economy is balanced. The first is the production approach, which
examines the relative share of different sectors (i.e. agriculture, industry, and service) in total output.
While this approach looks at the economy from the supply side, the second approach, called the
expenditure approach, observes the economy from the demand side. The expenditure approach
examines the composition of aggregate demand by investigating the respective share of
consumption, investment, government spending, and net exports.

Graph 7.1 displays the changing structure of the Chinese economy from the production perspective.
As shown in the graph, there was a constant decline in the share of agricultural sector in the past
three decades, which reflects the unceasing industrialisation and urbanisation of the Chinese
economy. The service sector expanded rapidly, but its share never exceeded that of the industry (i.e.
the manufacturing and construction sector), which accounted for almost half of the overall output
for the past decade. It is revealing to note that China’s service economy kept growing steadily until
2002, after which its development became stagnant, only to have a weak recovery after 2008, when
the export-led industrial sector was hit hard by the global recession. As mentioned in Chapter 1, the
year of 2002 was the first time China saw labour shortage, which intensified the competition for
workers in the labour market. This gave the pension programmes, designed for the purpose of
labour retention, real momentum to expand. It is no coincidence that the ceasing of the service
sector expansion and the growth of the pension system happened in the same year, 2002. As shall
be discussed in detail below, the expensive social insurance schemes like public pension are
partially responsible for the stagnant development of the Chinese service economy.

Graph 7. 1 China’s Economic Structure: Production Approach (% of GDP, 1997-2012)
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Given the dominant status of the manufacturing and construction industries and the fact that capital
investment is disproportionately concentrated in these sectors, it is not surprising to find the
importance of investment to China’s aggregate demand. Graph 7.2 examines the Chinese economy
from the expenditure perspective. It shows a continuing drop in the share of private consumption in
China’s GDP and an accelerating surge in the ratio of investment, which surpassed that of
household consumption in 2002, the year when the service sector stopped expanding and the share
of industrial sectors in the economy started to rise. The share of household consumption, which
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stood at around 35 percent, is the lowest among the world’s major economies (Lardy 2012).

Graph 7. 2 China’s Economic Structure: Expenditure Approach (% of GDP, 1997-2012)
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The dominance of the industry and the relative weakness of the service sector, which is responsible
for the overreliance on investment to sustain aggregate demand, is the clearest indication of China’s
economic imbalance (Pettis 2013). The imbalanced growth model is a prominent feature of the
Chinese economy. The share of industrial sector in China is higher than would be expected in a
country at a comparable level of economic development, while the contribution of the service sector
to the Chinese economy is much lower than in other countries at China’s GDP level. As shown in
Graph 7.3, the service economy is much weaker in China than it is in most of the countries with a
similar level of per capita GNI (gross national income).

Graph 7. 3 China’s Services Economy Development in International Comparison (2003)
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The imbalanced growth model, with an overemphasis on the export-led industrial sector and the
capital investment, served the Chinese economy well when the external demand was strong (Zheng
2010). Indeed, when the domestic consumption is weak, the production capacity built through
excessive investments in the industrial sector has to be absorbed elsewhere. The extra demand is
most likely to come from the external, i.e. the global market. So when the economies in advanced
countries and emerging markets were booming and craving for Chinese products, as they did before
the current recession, the Chinese economy fared quite well. But when the world economy is hit by
the financial crisis, which leads to a plummet in the global demand, surplus production capacity in
the Chinese economy has nowhere to go and becomes a serious liability. This is a perfect
illustration of the renowned Harrod—Domar model of economic growth (Harrod 1939; Domar 1946).
In this model, investment has a dual role in an economy: In the short run, investment is a major
source of demand. In the long run, investment will become the source of production capacity on the
supply side. An economy that relies on investment to boost demand in the short run, like China,
therefore faces the challenge of dealing with the extra production capacity that is gradually built up
over the long run. If it fails to release the excess capacity, then the problem of overcapacity will
lead to an imbalanced economy that has no sufficient demand to match the supply. The result is the
economic slowdown. This is the situation we see in China today.

To get China out of this trouble, therefore, the Chinese authorities have to rebalance the economy,
i.e. to make China’s economic development dependent less upon the capital-intensive industrial
sector and more on the consumption-led service economy. To this aim, they should be aware of the
causes of China’s overreliance on the industrial sector. The finding of this thesis, i.e. the
political-economic logic of China’s pension system, offers one explanation of why China’s
economy is dominated by the industry. The prominence of the industrial economy, or alternatively,
the weakness of the service sector, owes much to China’s extensive social insurance system that
serves the purpose of local industrial skill formation for the competing regional governments. The
reason is twofold. First, as this thesis has demonstrated through qualitative and quantitative analysis,
China’s localised social protection programmes like pension, by insuring individuals against the
risks of lifetime income loss and helping employers deal with the problem of labour retention,
encourage the investment in the acquisition of industrial skills. Chinese municipal authorities, by
funding the expansion of local pension programmes under the pressure of inter-regional economic
competition, are essentially bestowing subsidies to the supply of skilled labour force, the production
factor that is essential for the development of the industrial sector. With the crucial input (i.e. a
skilled workforce) underpriced, the unusually strong growth of the industrial sector in the Chinese
economy should not be surprising. This is consistent with the argument in the economics literature
that China’s manufacturing-biased production structure can be attributed to the Chinese state’s
deliberate downward distortion of the prices for several key industrial inputs, like credit, land,
energy, environmental charges, etc (Huang and Wang 2011).

Secondly, in addition to facilitating the expansion of the manufacturing industry, China’s social
insurance system directly limits the growth of the service sector. As we have discussed above, the
expansion of social insurance programmes like public pension, which is spurred by the
inter-regional race for industrialisation, promotes the growth of the manufacturing sector by
facilitating the training of skilled workers this sector needs. But the social insurance contribution
fees, which is indiscriminately imposed on firms in all sectors, poses a financial burden on
employers of the service economy, which suffers a stagnation of productivity growth and thus
cannot compensate the costs of social insurance contribution by increasing productivity as the
manufacturing sector does. The lack of productivity gains in the service sector is first identified by
Baumol and Bowen (1966) and has since been widely accepted by economists (for example, see
Gordon 1987), despite the difficulty to measure productivity in the service industry. The service
economy’s productivity stagnation becomes a centrepiece in the analysis of its employment
expansion (for instance, see Iversen and Wren 1998). One result of the stagnation of productivity in
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the service sector is that payroll taxes may hamper the development of the services industry,
especially that of its low-end segment’’, by discouraging the labour-intensive service firms to
expand through employing more service workers.

The adverse effects of social security payroll taxes on the service economy growth have been
documented in the literature on the service transition in advanced economies (Wren 2013). The
statistical analysis by Bradley and Stephens (2007) on a pooled dataset of 17 industrialised
democracies across 1974-1999 shows that social security taxes dampen national employment
performance, suggesting that with the end of employment expansion in the industrial sector, the
employment growth comes from the service employment expansion and therefore depends on how
the service expansion is facilitated or constrained by institutional settings like the social protection
system. Nelson and Stephens (2013) find a similar pattern, extending the work by Huo et al. (2007)
to an updated dataset of 18 advanced economies from 1972 to 2004.

There is not much literature on the service expansion in China and how it is related with the welfare
regime, perhaps due to the fact that China has not reached the stage of de-industrialisation, but
Chinese policymakers and employers know well that social security taxes may have harmed the
service business. It is reported that head of municipal labour and social security bureau of Maoming
City, Guangdong province once warned “[i]f we impose social insurance fees forcibly on local
business, then our service firms like restaurants and hotels would all go bankrupt” (Guangzhou
Daily 2007). This view echoes employers like Zhou Zhongyi (2011), general manager of Chengdu
Security Service Company, who expresses to CGBA (China’s national private security employers
association) his concern about the fact that the passage and enforcement of Social Insurance Law
has raised the social security costs for security service firms, often resulting in frontline security
workers getting laid-off. The adverse impact of social security taxes is felt not only in the service
economy’s low end segment but also in the high end service business. In June 2013, Ma Yiming,
CEO of Camelot Information System Inc, the Chinese branch of the U.S. Camelot Business Inc.
that offers business IT solutions and consultancy, complained at the Shanghai Smart City Forum
that “Shanghai’s current social security system harms the development of modern service industries”
(Dofang Daily 2013). According to him, social security taxes reduce the income of employees,
which makes it hard for services firms like his to attract high-skilled talents from other domestic
regions and foreign countries. Given the harmful effects of social security fees on the growth of
service sector, it is not surprising to find that Chinese local governments, when they are to foster the
service economy expansion, will subsidise service workers on the participation in social
programmes, as the Ningbo municipal government did when it offered a 50% discount on social
insurance contribution fees to all household service workers (Ningbo Evening Post 2012).

China’s extensive social insurance system, therefore, is likely to have contributed to an imbalanced
model of economic growth, which is highly skewed towards manufacturing industries and lagging
behind in terms of service economy development. This is why there is a positive relationship
between the coverage of urban pension programmes and the share of industrial workers with
specific skills in the labour force and a negative association between that coverage and the ratio of
service workers with general skills, as we have seen in Chapter 6 (please refer to Table 6.6 and 6.7).
This is a clear indication of the Chinese welfare state’s positive effects on manufacturing expansion
and its adverse impacts on service development™.

37 Recent researches suggest that advances in information and communications technologies (ICT) allow high-end service segments
like financial intermediation and business services to enjoy productivity growth comparable to, if not higher than, that in the
manufacturing sector (for example, please refer to Table 1.1 in Wren (2013: 7), which compares the growth rates of productivity in
different economic sectors). Having that said, the growth of productivity in the high-end of service industry has been mostly
observed in postindustrial economies, while due to the lack of literature it remains unclear whether ICT leads to productivity gains in
high-end service sector in developing countries like China. But it is certain that in the low-end segment of service economy, there is
productivity stagnancy, no matter at what developmental stage the national economy is.

¥ Another phenomenon that may indicate the adverse impact of the Chinese social security system on the service economy, which
may be studied in future researches, is the informalisation of employment in China’s labour market. By “informal” it means the
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Does China Need a Nationally Unified Pension System? A Case For
the Decentralised Structure

China’s imbalanced growth model, which would remain one of the greatest challenges for Chinese
policymakers to address in the coming years, owes much to its welfare regime. Thus, to rebalance
the growth formula so the industrial and service sectors could have healthy and sustainable
proportions in the economy requires adjustments on the Chinese welfare state, especially on its
most expensive component, the public pension system. Then what reform measures are needed?
The fact that expensive social insurances programmes obstruct the growth of the service sector may
suggest the retrenchment of the Chinese welfare state. This would be a self-defeating option.
Cutting welfare benefits and hence employer social insurance contributions could ease the financial
burdens on firms. But it will equally reduce the perceived wealth of workers and will in no way lead
them to form stable expectations about the future. This will increase their disposition to make
savings and reduce their willingness to consume. Indeed, there is extensive literature on how social
benefit programmes, including the age-related schemes, serve the role as the smoother of
consumption and hence the stabiliser of aggregate demand during recessions (Darby and Melitz
2008; Prasad and Gerecke 2010; Jochem 2011). Reducing welfare benefits, therefore, will not help
to transform the investment-led economy in China into a consumption-fuelled one. Strengthening
the welfare provision, on the other hand, is what’s needed after the 2008 financial crisis, when the
aggregate demand has to be maintained at a certain level to sustain economic growth.

It is therefore not surprising to find the Chinese central authority has devised several strategies to
reinforce various social insurance programmes since 2009 (The Economist 2012). In the case of
public pension, the measures range from injecting more public money into the pension funds to
raising the compulsory benefit level. Of particular relevance to this study is the move to unify the
localised pension system at the national level in the near future, which has been codified in the 2010
Social Insurance Law. The Chinese central authorities hope that the centralisation of the public
pension system would improve the efficiency of pension funds allocation across localities, thereby
addressing the problem of regional disparities in benefit levels and contribution rates (Reuters
2013).

This study acknowledges the importance of tackling regional inequalities and the crucial role of
pension centralisation in the addressing of this problem. Indeed, Chinese citizens’ rights to old-age
income security should not depend upon where they choose to work or retire. The integration of the
public pension system at the national level, by allowing the central government to pool and allocate
pension resources countrywide, ensures that every Chinese citizen should enjoy equal pension
rights no matter where he or she happens to be born or decides to work and live. However, public
policymaking is about making trade-offs. The policy of pension centralisation does not generate

atypical employment that is based on the temporary contract and insufficient labour protection. After comprehensively surveying
various official data sources, Albert and Cai (2011) report that almost 39 percent of Chinese urban workers are employed informally,
concluding that the informalisation of the Chinese labour market has been “significant over the past two decades”. This trend can be
understood if we take China’s social insurance system into account. As argued above, this system discourages the employment of
low skilled workers. But when economic conditions require employers in the service sector to hire more workers, they resort to
several types of informal employment practice to contain the costs imposed by the social insurance system. The most widespread
practice is called “labour dispatching” (laowu paigian), which is most common among the urban service firms. It refers to a kind of
atypical employment relationship in which “workers employed by a contractor are sent to work at client firms on a contingent basis”
(Gallagher et al. 2011: 2). It is a practice that aims to help employers to reduce costs incurred by social insurance contributions. This
is because it is the contractor, rather than the client firm, that pays the social insurance fees for the workers. Given the localised
nature of China’s social insurance system, the contractor then can register its business at a locality where the social insurance
contribution fee rates are low and send its workers to work for employers at regions with high contribution fee rates. By doing so it
saves the client employers the difference in social insurance fees between the two localities. No wonder service sector employers,
who have to contain labour costs, are so fond of using dispatch worker. The fact that Chinese employer in the service sector go to all
that trouble, like extensively employing dispatched workers, for the purpose of saving labour costs imposed by the social insurance
contribution fees is an indication of the financial burden on the service firms imposed by China’s welfare state. Such burden
undoubtedly constraints the development of China’s service economy.
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those benefits without paying prices. This study, based on the political-economic logic of China’s
pension system, argues that the centralisation of the pension system, while ensuing equal pension
rights among Chinese citizens, would snuff the potential of China’s decentralised political
institutions to strengthen the country’s welfare state and tackle the issue of economic imbalance.

That China’s decentralised political institutions have the potential to enhance its welfare state is the
most important policy implication of this study. The political-economic framework of this thesis
shows that under the economic conditions of industrial upgrading and labour market tightening,
China’s decentralised authoritarianism motivates the local authorities to better their regional
pension programmes for the purpose of skill formation and labour retention. Striping local
governments of the authority over pension programmes and entrusting such authority solely with
the central government will undoubtedly deprive local officials of a crucial policy tool in the labour
market and therefore thwart local officials’ enthusiasm about pension policy. Surely the resistance
to pension integration will fade away, but so will the passion for pension expansion. Unless the
central ministry in charge of running the integrated, national pension system could offer its local
branches enough incentives equal to those generated by the economic competition under the
decentralised regime, the prospects of further active pension reform initiatives and implementations
at the local level would not be bright. At worst, in a centralised pension system, there could be a
moral hazard problem, in which local governments, in anticipation that the central government
would take full responsibility of pension provision, would cease to actively extend the pension
coverage or to collect sufficient funds for benefit distribution but instead count on transfers or even
bail-out from the central government. Without the participation and contribution of local authorities,
the sustainability of the pension system and the Chinese welfare state at large would be in danger.

Therefore, this study argues that while certain pension centralisation is worth pursuing, we should
keep some elements of the decentralised structure of the pension system. That is to say, in addition
to establishing a nationally integrated pension programme, China should allow its municipal
governments to run their own pension schemes and retain the authority to set the parameters of their
pension programmes, like contribution rate and benefit level, according to their local conditions.
The municipal pension scheme would be like the employer-provided occupational pension, but
instead of being funded by a firm, it is funded by a locality, or precisely, funded by a combination
of funding sources from local government, employers, and workers within one locality. Financial
aids from higher levels of government should be cut off in order to have the municipal government
solely responsible for the provision of the municipal pension, thereby avoiding the moral hazard
problem.

Retaining the decentralised structure of the pension system is meant to allow the municipal
government to utilise pension policy as a strategy in the inter-municipal competition. Nothing
motivates Chinese local officials better than the competition for economic performance and career
advancement. With pension policy as a useful labour market tool at hand, the municipal
government can set the related parameters to shape the skill profile of the labour force in its
jurisdiction to match the municipality’s comparative advantage. If the municipality, due to its
natural endowments and geographical location for example, has the potential for developing
manufacturing industries, then the municipal government can adopt an expansive pension policy to
encourage the acquisition of industry specific skills, which is vital to realise that potential. But if the
municipality has no comparative advantage in the manufacturing sector but is well placed to
develop the service economy, then the municipal government has the option to adjust the related
parameters to have a modest pension programme so the financial burdens would not be too much to
snuff the growth of service firms. That is to say, the municipal government should have the
authority to adjust the generosity of local pension schemes to fit the chosen path of development. In
this way, municipalities are allowed to pursue developmental strategies that suit their local
comparative advantages.
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This has important implications for the rebalancing of the Chinese economy. As discussed earlier,
with surplus capacity becoming a burden in an era of global recession, China has to abandon the old
development formula that is characterised by an overreliance on investment and manufacturing
expansion. But no one, or no ministry, can tell how much manufacturing and services China should
have. The economic rebalancing cannot be calculated or planned, not least because China is no
longer a command economy. Then how can the rebalancing be achieved? This thesis suggests that
we should let the inter-municipal competition do the job. The production structure of an economy,
ideally, should be derived from its comparative advantage. The comparative advantage, by
definition, is revealed through competition, in which all participants find out what they do best.
China, due to its internal diversity, is composed of many regional economies, each with its own
factor endowment and geographical location, which gives them different potentials for developing
production structures (i.e. the combination of manufacturing and service industries). For regional
economies to exploit their comparative advantages and realise their respective potentials, they
should be left to compete freely without being intervened, as they have been doing for the past three
decades. Such intervention is likely to come from the proposed centralised pension system in which
a standardised pension policy would be imposed by the central government on all localities
regardless of their different local conditions™. Local governments can be free of such outside
intervention if they are entrusted with the authority to run their own pension schemes. Moreover,
they can tailor the local pension programmes to suit their developmental strategies that follow their
comparative advantages. With an effective policy tool at disposal and in an environment with less
central intervention, Chinese regional authorities, driven by the career incentives generated by the
decentralised authoritarian polity, will exploit the comparative advantages of their jurisdictions in
the economic competition. When all regions follow their comparative advantages to develop
production structures accordingly, the Chinese economy, as a whole, can reach the point where it
has the “right” proportion of manufacturing and service industries. This right point, instead of being
designed and ordered by the central government, should emerge from the “laboratory” of
interregional competition (for the literature on laboratory federalism in the Western context, see
Oates (2008) for the U.S. case and Manatschal (2011) for the Swiss case).

Seen from this perspective, the interregional economic competition, shaped by China’s political
institutions, can be an “automatic balancer” in the functioning of the Chinese economy. Unlike the
automatic stabiliser in macroeconomics like the fiscal policy, which serves as a counter-cyclical
macro-control measure to dampen economic fluctuations, the interregional competition operates as
an automatic mechanism that balances the economic structure. As discussed above, the production
structure of an economy is based upon its comparative advantage. But comparative advantage is not
fixed. It not only comes from factor endowments that are given by nature and gained through
accumulation, but also depends on the fluctuating market conditions. Before the financial crisis, the
global economy was booming and the demand for Chinese manufactures strong. So a surplus
workforce, well-maintained industrial bases, and a depreciating currency, which were good
conditions for developing export-led manufacturing industries, allowed China to have the
comparative advantage in industrial production and export. This is the reason why many of the
Chinese regions, when under the competitive pressure to pursue economic expansion, focused on
the manufacturing sector in their developmental strategies. These local manufacturing-centred
strategies combined together gave China an economic structure dominated by industrial production
and investment. This structure, one has to admit, was based on China’s comparative advantage
before the financial crisis and therefore served China quite well, which is evident in the nearly
double-digit growth rates of the Chinese economy before the credit crunch. The resultant
imbalanced growth model only became a serious concern when the global recession changed the

¥ Admittedly, centralised policies are not necessarily standardised. Indeed, in many large, federal countries like the U.S. and India,
federal policies leave ample room for interpretation to subnational governments. But China is not a federal country. Instead, China is
a unitary country governed by an authoritarian party-state. This means once the local autonomy in certain policy area is taken from
regional governments, as in the case of the proposed pension centralisation, the resultant central policy is likely to be standardised. In
other words, in the Chinese political context, centralised policies often mean standardized policies.
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world market and redefined China’s comparative advantage. The post-crisis global market sees a
slumping demand for manufactures. The conditions favourable for manufacturing expansion ceased
to be China’s advantages but became a liability, or “excess capacity” as it is called. Under the new
circumstances, China’s local states should be allowed the freedom, through competition, to reveal
China’s new comparative advantage on a regional basis and adjust the production structure
according to the newly emerging advantage, as they were allowed to build the previous production
structure before the crisis. The production structure can be “automatically” rebalanced through a
new round of interregional economic competition.

The implication is that the intervention of central government in the course of economic
rebalancing is unnecessary, if not harmful. When the central state takes policy autonomy away from
the local government and imposes a national policy on all regions, as would be in the case of the
proposed centralisation of pension schemes, it will effectively interrupt the process of economic
rebalancing through interregional competition. This is not unlike the state intervening market
competition. The inevitable result will be distortion. If the central government adopts an expensive
national pension system, then regions that have comparative advantages in developing
manufacturing industries and hence are in greater need for social protection programmes for
industrial skill formation purposes will essentially receive subsidies from other regions that have no
such advantages and thus have to develop other sectors like the service industry. A nationally
standardised pension policy will therefore lead to the underpricing of the industrial skilled
workforce and the taxing of service workers. The net result of such distortion of factor price will be
an even more imbalanced production structure, with the manufacturing sector assuming a more
prominent status.

Therefore, the central government should not apply centralising policies to intervene the automatic
rebalancing through interregional economic competition. What central government should do,
instead, is to deal with the negative consequences of the competition. Competition is itself a
regulating mechanism that will prevent the local government from doing harm to social welfare.
This is because any local authority that pursue economic growth at the expense of social welfare
will eventually harm its economic performance and therefore lose in competition. But this never
excludes the possibility that in the short run competition could have undesirable side effects. For
example, under the competitive pressure, local government could be over ambitious and take too
much risks, which would easily lead to the failure of local projects. Such failure could also result
from mistakes or bad luck. In cases like this, the loss of local citizens’ welfare is inevitable, which
therefore requires the central government to step in to protect citizens’ wellbeing. This is not meant
to let the central authority bail out the failing local government, because this will cause the moral
hazard problem, which will lead the local government to be even more careless when making
investment decisions in the future. On the contrary, local officials responsible for bad decisions
should be held accountable, either explicitly through the administrative and organisational laws that
punish incompetence, or implicitly through the bureaucratic promotion rules that deprive ineffective
officials of the promotion chances. But in the process local citizens should not be punished for
officials’ mistakes. For the sake of social welfare and stability, the central government should
provide a safety net for all Chinese citizens to guarantee their basic rights to a socially acceptable
standard of living. This is why this thesis, while arguing a case for keeping the decentralised
structure of the pension system, also supports a certain degree of pension centralisation.

Therefore, our proposal to maintain the decentralised pension system should be coupled with a
certain form of national integration. The centralisation of pension system is desirable to the extent
that it allows the central government to ensure Chinese citizens’ basic pension rights in cases of the
bankruptcy of regional pension programmes. In this way, even if the local pension scheme goes
bust, local citizens’ rights to basic old-age income security will still be protected under the central
programme. At the same time, the central government should avoid interfering with the local
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autonomy in pension policymaking. A balance should be stricken between protecting citizens’
pension rights from power abuses and incompetence of local officials and motivating local
governments to take initiatives in pension reform and economic rebalancing. The decentralised
structure of China’s pension system and the decentralised structure of the Chinese state in general
generate the most dynamic element in Chinese politics, namely the inter-regional competition. This
element should be preserved and harnessed to deal with some of the toughest challenges China face
and will face in years to come.
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Appendix

Appendix 1: Administrative Structure of the Chinese Government
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Source: drawn by the author according to the introduction to China’s administrative structure at official website of the
Chinese central government (http://english.gov.cn/about/politics.htm)

The above chart shows the five-level administrative divisions of the Chinese state, descendingly
from the national level to the township level. At village level there is the villager self-government,
staffed by officials elected by local villagers. Therefore the village-level government is not
accountable to the township government but to the villagers. So it is not counted as part of the state
administrative hierarchy.

The unit of analysis of this dissertation is the provincial-level jurisdictions. I do not include one
type of provincial-level jurisdictions into my study, that is, the special administrative zones (Hong
Kong and Macau). This is because Hong Kong and Macau, with their different political and
economic systems, are not comparable to other Chinese provincial-level jurisdictions. This study,
therefore, looks at the other three kinds of provincial-level jurisdictions, that is, provinces,
autonomous regions (established for ethnic minorities living in a relatively compact region) and
municipalities directly under the central government (Beijing, Tianjin, Shanghai, and Chongqing).

Appendix 2: A Formal Model of the Leadership Selection Game

Here I provide a formal expression of the game at the leadership selection stage. To make it simple,
let us consider a province with two municipalities and two kinds of bureaucratic positions,
provincial post and municipal post. Under the arrangement of tournament promotion, the two
municipal leaders compete with each other for promotion to the higher provincial post. In Lazear’s
(1981, 1989) original formulation, it is certain that the winner of the competition can get promoted.
But in the presence of Chinese-style political decentralization there is no such certainty. Sometimes
the winning municipal leader is promoted to the provincial leadership post, but sometimes the
provincial post is given by the central government to outsiders from Beijing or other provinces,
which is not unlike the board recruiting CEOs from external labour market as opposed to make
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internal promotion of one of the division leaders. To capture the effects of the institutional
arrangement of Chinese-style political decentralization, this study relaxes Lazear’s assumption that
the principal makes a credible commitment to promoting competition winner and allows the
credibility of the principal, i.e. the central government, to vary. The central government’s credibility
of promotion commitment is denoted by 0, an exogenously determined variable®. That is to say,
under the Chinese-style political decentralization, there is a possibility 0 for whoever wins that he
gets promoted to the provincial post (0 < 6 <1). With this modification, one can see Lazear’s
original theory as a special case where 6 = 1.

The official who wins the competition and gets the provincial post receives a utility of W,. The
loser in the contest remains in the municipal post, deriving a utility of W;,, with W;,<W,,. The
outcome of the tournament is judged on the basis of the economic output generated by municipal
leaders. Let the two municipal leaders be denoted as j and &, and let their respective output be given
by equations (3.1a) and (3.1b), which adopt a simple, linear form of production function following
Lazear (1995: 34).

q; = U — Mt & (3.1a)
Qe = M —Mj + & (3.1b)

where q; and q; are the output levels of j and £, respectively, u; and uy are their effort levels,
and ¢ and g are the luck components that are random like the climate of the economy. 7; and
Nk are levels of municipal leaders’ hostile action against each other, with n; referring to the harm

Jj can inflict on k and 7,to the harm & can impose on j. One can interpret the hostile action as the
local protectionist policies that affect the economy of the neighbouring municipality in a negative
way, ranging from levying high taxes on non-local business to impeding flows of labour and capital
to the neighbouring region. Such policies are not surprising in the environment of tournament
competition, where the player can win by not only making himself looking good but also making
others looking bad. Equations (3.1a) and (3.1b) say that the economic output that can be delivered
by a municipal leader depends on his effort excreted on this task, the hostility from his competitor,
and sheer luck. Both of the efforts and hostile actions are costly. They incur to j and & the costs of

C(Iij,rlj) and C (g, M)
The rule of bureaucratic tournament promotion dictates that the municipal leader who generates the

highest economic output wins the competition. So municipal leader j wins if q;>q,. Thus the
possibility j wins the contest, denoted as P, is given by

P(ujmj; weomi) = prob(q; > qi)
= prob[(u; —mc) = (e —1;) > & — g]

= G[(; =) = (e — ;)]

where G is the cumulative distribution function of the random variable & = ¢, — ¢;.

Municipal leader j wants to solve the following optimisation problem:

max,, . OWy, P, )5 i M) + Win[L = P(1j, 15t mic)] = C(wjo1;) (3.2)

" As discussed in Chapter 3, geographical and historical factors affect the central authority’s decision on whether to appoint insiders
to be the provincial leaders of a province. This is why we treat 6 as exogenous, meaning it is determined outside the model.
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Municipal leader j solve this optimisation problem by choosing the levels of efforts and hostility
that makes the marginal return equates the marginal costs. So the first-order conditions to equation
(3.2) are

ac

ap
(ew, — W, o = o (3.3a)
op _ ¢
(ew, — W, o = om; (3.3b)

Since P = G[(,uj - nk) — (uk -7 j)], which is the distribution function of the random variable
& — &, differentiating P with respect to p; and n; yields g[(,u §— r)k) — (,uk -n ])] Therefore,
equations (3.3a) and (3.3b) become

(6 = W)l = 1) = (e = )] = 25 .40
(6, = W)L = 1) = (e —m)] = 2 G.4b)

Likewise, municipal leader k£ solves the corresponding optimisation problem. Since both of the
municipal leaders j and k are identical, there exists a symmetric Nash equilibrium, and in
equilibrium ;j and k choose the same level of effort and hostility, i.e. u; = p and n; = 7. So in
equilibrium the optimum solutions for municipal leader j are:

ac

(ew), — W,)g(0) = o5 (3.52)
(6W, — W) g(0) = a"’—; (3.5b)

This result has two implications with respect to the impacts of credibility of central government’s
commitment, which is denoted as 0. First, as equation (3.5a) suggests, an increase in 6, which can
be understood as a higher credibility of central government on the promise of rewarding the winner
in the tournament, implies a higher equilibrium level of y;, i.e. the effort municipal leaders put

into promoting local economy, because ;_ucj is monotonically increasing in pu. Secondly, as (3.5b)
indicates, an increase in 8 should imply a higher equilibrium level of 7;, i.e. the hostile actions
municipal leaders conduct towards their competitors. This is also because aa—ncj is monotonically
increasing in 7. In a word, in equilibrium there is a positive relationship between the credibility of
central government and the efforts and hostile behaviours of municipal leaders.

Appendix 3: Converting the Chinese Occupational Classification into
ISCO-88

Following the instruction given by ILO (International Labour Office) on how to convert national
occupation classification into ISCO-88*!, the conversion of NCO-99 (China’s national occupational
classification) into ISCO-88 starts from the lowest level of aggregation of occupations. That is to
say, 413 3-digit unit groups in NCO-99 are to be mapped into the 391 4-digit unit groups in

For the instruction, please see http://www.ilo.org/public/english/bureau/stat/isco/isco88/publ7.htm.
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ISCO-88. Our goal is to categorise the Chinese occupation into one of three skill types identified by
Fleckenstein et al. (2011), which defines ISCO-88 major groups 1, 2 and 3 as high-general skills,
major groups 4, 5 and 9 as low-general skills, and major groups 7 and 8 as specific skills. As the
2000 China Population Census only provides data on NCO-99 2-digit minor groups (i.e. the next
higher level of aggregation above unit groups), at least it is necessary to know to which ISCO-88
major group the harmonised Chinese minor group belong if we are to put this minor group into one
of the skill category. Next we discuss several situations encountered in the conversion process.

The most usual situation is that one NOC-99 unit group recognisably corresponds to one of the unit
groups in ISCO-88. If the NCO-99 minor group has all of its unit groups correspond to unit groups
from the same ISCO-88 major group, then we can unambiguously put this NCO-99 minor group
into one of the ISCO-88 major groups and hence into one of the skill types (see Situation 1 in the
following table). The NCO-99 minor group can still be unmistakably coded into one of the skill
types even if its unit groups belong to different ISCO-88 major groups (Situation 2), as long as
these ISCO-88 major groups are deemed as requiring the same type of skill under the methodology
of Fleckenstein et al. (2011). Problem arises when unit groups under one NCO-99 minor group are
coded into different ISCO-88 major groups that fit into different skill categories (Situation 3). This
is a problem because data on unit groups is not available, which makes us unable to get a “pure”
minor group, i.e. to unambiguously assign this minor group to one type of skill. For these hybrid
minor groups, I put them into the skill category that the majority of their unit groups fit into. Only
three minor groups are such hybrid groups, so this should not be a big issue.

There are cases in which more than one NCO-99 unit groups belong to one of the ISCO-88 unit
groups (Situation 4). This happens to a few manufacturing occupations, which NCO-99 classifies in
terms of not only the skill required but also their final products. So in NCO-99 we have occupations
that require the same kind of skill but are classified into different unit groups on the basis of the
final products. These unit groups therefore are assigned to the same ISCO-88 major groups and
hence the same skill type category. There are also situations where one NCO-99 unit group covers
more than one ISCO-88 unit groups (Situation 5). Such “overarching” NCO-99 unit group can still
be assigned to one type of skill so long as the ISCO-88 unit groups it covers require the same kind
of skill.

Situation NCO-99 Examples ISCO-99 4-digit unit group Examples Skill Type of
Fleckenstein et al.
(2011)
1 25 Literary and art related workers
251 Literary writers and critics 2451 Authors, journalists and other writers
252 Directors and music conductors 2455 Film, stage and related actors and High_general
directors Skills
253 Actors (actresses)
2455 Film, stage and related actors and
254 Instrument players directors
255 Movie and TV producers 2453 Composers, musicians and singers
256 Artists 2455 Film, stage and related actors and
directors

2452 Sculptors, painters and related artists
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Situation

NCO-99 Examples

61 Quarry workers

611 Mining and stone gathering
workers

612 Mineral and stone processing
workers

613 Drilling workers

614 Oil and natural gas mining
workers

615 Salt mining workers

27 Journalism and Culture related
Staff

271 Journalist

272 Editors

273 proof-reader

274 Broadcasters

275 Translators

276 Library and information personnel
277 Archaeologists and workers

associated with historical relic

623 Ferroalloy smelting related
workers

624 Heavy non-ferrous metal smelting
related workers

625 Light non-ferrous metal smelting
related workers

626 Precious and rare metal smelting
related workers

311 Administrative management staff
of practical affairs

ISCO-99 4-digit unit group Examples

7111 Miners and quarry workers

7113 Stone splitters, cutters and carvers
8111 Mining-plant operators

8113 Well drillers and borers and related

workers
7111 Miners and quarry workers

2451 Authors, journalists and other writers
2451 Authors, journalists and other writers
4143 Coding, proof-reading and related clerks
3472 Radio, television and other announcers
2444 Philologists, translators and interpreters

2431 Archivists and curators; 2432 Librarians
and related information professionals

2442 Sociologists, anthropologists and related
professionals

8121 Ore and metal furnace operators

3441 Customs and border inspectors

3442 Government tax and excise officials
3443 Government social benefits officials
3444 Government licensing officials

3449 Customs, tax and related government
associate professionals

not elsewhere classified

Skill Type of
Fleckenstein et al.
(2011)

Specific Skills

High-General
Skills

Specific Skills

High-general
Skills

The discussion above suggests that the lack of information on NCO-99 unit groups will pose a
obstacle to the harmonisation of NCO-99 in accordance with ISCO-88. Without such information,

given the existence of the “hybrid” minor group that is composed of several unit groups that can be
put under different ISCO-88 major groups, it is almost impossible to map accurately such “hybrid”
minor group into any ISCO-88 minor or even major group without making sacrifices like applying
certain kind of rules to get rid of some unit groups. Even with the data on NCO-99 unit groups, we
still do not know to which ISCO-88 major group we should assign the “overarching” NCO-99 unit

group that covers more than one ISCO-88 unit groups from different major groups. Despite the
learning from ISCO-88 in the making of NCO-99, the conceptual and structural differences
between the two systems are still very much evident, posing challenge to any attempt of
harmonisation between NCO-99 and ISCO-88. Fortunately the aim of this study is recoding
NCO-99 not so much into ISCO-88 as into one of the three skill types specified by Fleckenstein et
al. (2011). So the problems discussed above present less of a threat. But these problems are the
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reason why this study does not adopt the harmonisation procedure used by previous research (for
example, the one used by Minnesota Population Center, available at https://cps.ipums.org/cps/),
which seems to have produced a neatly harmonised Chinese occupational data according to
ISCO-88 but neither specifies the sources of the unit group level data nor the rules used to deal with
the “overarching” unit groups. Clearly, there is still work to do before we can satisfactorily map
China’s national occupational classification into ISCO-88.
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