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CHAPTER 1



Introduction


Not the American Way






[image: image]










It seems surely just a matter of time before a “China Way” emerges.




The rise of China has been the most remarkable development of the modern era. In twenty-five years, a country that had long lectured the Soviet Union about being soft on capitalist and Western values, that suffered through a decade-long purge of anything associated with modernity, and that competed with countries like Chad for the world’s lowest per capita GDP has used capitalism to pull 600 million people out of poverty and is on track to soon be the largest economy in the world. It is an astonishing turn of events.


Anyone who believes that this development was the inevitable result of throwing off communist economic principles should consider the experience of the former Soviet Union, which has made little economic progress post-communism despite being a resource-rich country.


Furthermore, China has not adopted many of the other practices often associated with capitalism in the West, such as a substantial role for civil society, including a free press, democratic institutions, and significant personal rights. The Communist Party remains firmly in control—even more so now, under President Xi Jinping, than before. There is no doubt that changes in government policy and practices made the transformation possible, and the restructuring of state-owned enterprises has had an enormous effect. But the economic growth of China has been and is being led by a remarkable group of entrepreneurs and executives running private companies who were born and raised in the context of a rigidly anti-capitalist system.


Consider the experience of Zhang Ruimin, now one of China’s most important business leaders and the CEO of the Haier Group, the world’s largest appliance company. He is also an official of the Communist Party, something that might have made Chairman Mao’s head spin. Zhang is the son of factory workers and, as a young man, was caught up in the Cultural Revolution. He joined the Red Guards, Mao’s shock troops charged with bringing down bourgeois elements within society, especially anybody associated with capitalism.


After the army was called in to bring the Cultural Revolution to a close, Zhang ended up working in a government-run construction company. He slowly advanced through the bureaucracy there, reading management books and taking classes in his spare time, then moved to the Qingdao city government and its appliance division in 1982. From there, he moved to a government factory making refrigerators, taking it over in 1984 just at the time when the country was prodding these operations to run more like businesses. It is easy to imagine Zhang being seen at this point as a civil servant—an ambitious one, but still a bureaucrat.


As with many of the business leaders we interviewed, Zhang’s eyes were opened by his first interaction with Western business, in his case a trip to Germany to visit one of his company’s suppliers. The comparison between this supplier and his home operations, particularly regarding the quality of his own refrigerators, was a shock and something of an embarrassment both to his company and, he noted, to his country.


What happened when Zhang returned from Germany is one of the most famous stories in Chinese business. He pulled all the defective refrigerators out of his inventory, brought them to the front of the factory floor, and had the employees smash them with sledgehammers. The message, which went out from the factory to the customers, was as dramatic a statement of a change in company culture as business has ever seen: we will no longer tolerate bad products.


Except for that limited exposure to the German company Liebherr Group (from which the Qingdao Refrigerator Company would be renamed “Qingdao Haier” and then just “Haier,” a transliteration of the last syllable of the German company’s name), Zhang had no real model to follow to reform his company. He changed the pay system, rewarding employees in part based on company performance, but he also pioneered the now common practice in China of “shaming” bad performers by having them stand before fellow employees and explain their mistakes. Along the way, he created marketing by checking with customers to see what they thought of the company’s products. The government gave him other appliance companies to run, which he then consolidated into the new Haier Group. Zhang himself went back to school while running the business and, despite never having been to college, secured an MBA degree in 1994, continuing to search for better answers to company problems.1


As the economy opened up, the Haier Group followed suit, securing capital through private markets, expanding into export markets, and then acquiring businesses in other countries and establishing factories abroad. It might be tempting to imagine Zhang as a brash paradigm-buster, but it also seems that his experience of living through the cataclysm of the Cultural Revolution made him a cautious leader. Consider his motto for running a business: “Tread on eggs always, run scared always.”2


The rise of Haier and other private companies in China was surely not inevitable. The most elementary ownership rights that Western entrepreneurs have long taken for granted were not in place when the first companies began. China did not promulgate its first law governing private companies until 1994, and it did not offer constitutional protection of private property until 2007. Imagine being an entrepreneur with no assurance that you would own any of it, even if you could somehow build a company that countered the prevailing winds. It is fair to say that when entrepreneurs like Zhang Ruimin arose in the 1980s, private enterprise was tolerated rather than officially permitted. The ability to make the decisions that most Western entrepreneurs take for granted, such as setting prices, entering new markets, and fixing wages, was in doubt throughout most of that decade since private enterprise had not yet been countenanced. Entrepreneurs had to fight not only for market share but also for the basic right to exist.


The story ahead is about how leaders like Zhang who are running—and in many cases founded—the most important companies in China think about business and how they manage their operations. Their businesses typically started in an environment that was utterly hostile to private enterprise, and the founders—unlike entrepreneurs in the West—not only had few direct models to follow but also no investment bankers or management consultants to render advice. What did they come up with as a system for running their businesses?


In fact, Chinese business leaders have evolved a cluster of ideas and methods for taking action that constitute a distinctive mindset: a combination of both cognitive and emotional factors that shape how executives see their market, their firm’s place in it, and their leadership of it. Business mindsets, though not immutable, are enduring and encompassing, and over substantial periods they shape how business is approached and companies are led. The approach of Chinese business leaders is not the American model, the European model, or the Japanese model. These fortune makers invented their own way forward.3


China Matters


We should be interested in China’s emerging management mindset for two major reasons: first, because China matters. Compared to its gross domestic product of 1978, China’s GDP in 2015 had grown twenty-six-fold—contrasting with less than a three-fold growth over the same period in the United States. In so expanding, China has lifted more than 600 million people out of poverty. China already accounts for one-fifth of the global economy (see Table 1.1), and its gross domestic product is forecast to become the world’s largest in just a few short years.


As a result of China’s prodigious growth, companies of all stripes are increasingly shipping their products and services outside the country. Chinese steel production, for instance, soared from 37 million metric tons in 1980 to 822 million in 2014, up from 5 percent of global production to 48 percent of the world’s output. Over the same period, US steel production declined from 102 to 87 million metric tons, and European production sagged from 208 to 166 million metric tons.4


From 1978 to 2013, Chinese exports as a fraction of the country’s GDP rose from 4 to 24 percent. In 1978, exports and imports combined constituted the equivalent of 10 percent of China’s gross domestic product, but that fraction had ratcheted up by a factor of four, reaching 46 percent of GDP by 2013—making China an extremely international economy (see Figure A1.1 in Appendix 1).
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One tangible and obvious result for US consumers has been a startling flow of China-made products onto US shelves. It is estimated that 70 percent of the items sold in Walmart’s American stores by the early 2010s were manufactured in China. Many US customers had already become aware of this pedigree, and some were even coming to appreciate and ask for such branded products as Haier refrigerators, Huawei connectors, and Lenovo laptops. That familiarity is sure to increase as Chinese-made automobiles arrive in the US market, led in 2015 by Volvo, the formerly Swedish nameplate acquired from Ford Motor Company in 2009 by China’s Zhejiang Geely Holding Group. Cars from other Chinese automakers such as Chery and Great Wall are coming to American showrooms, too. Even General Motors was importing its China-manufactured Buick compact sport-utility vehicle, Envision, to the US market beginning in 2016.5


The other obvious effect of the shift toward Chinese-made merchandise has been a decline in manufacturing goods and jobs in the United States and other Western countries. This effect is most notable in products like personal apparel, injection molded plastics, and consumer goods. The political fallout from the effects on American jobs became a central theme of the 2016 US presidential race.


Chinese businesses are even beginning to enter more sophisticated product markets where the West has long held a monopoly. In 2015, for example, the Commercial Aircraft Corporation of China—Comac—introduced a single-aisle airliner, C919, with seats for up to 174 passengers, as a direct competitor to Boeing’s 737 and Airbus’s 320. Though fully ramped-up production was not expected until 2018, by 2015 Comac had already received more than 500 orders from 21 airlines. As we note elsewhere, China has a huge advantage over other countries in developing viable multinational competitors in that its domestic market is so large. Comac’s home demand is expected to reach 4,600 single-aisle aircraft by 2034. America’s Boeing and Europe’s Airbus booked more than 90 percent of all commercial aircraft sales worldwide in the mid-2010s, but that dominance will surely be threatened by China’s emergent aircraft industry in the years ahead.6


Chinese real-estate developers have been ramping up their footprint outside China as well. Greenland Holdings Group, Dalian Wanda Group, and other property companies poured billions of dollars into buildings from New York to Chicago to Los Angeles. A Brooklyn apartment investment totaled $5 billion, a Chicago investment included a ninety-four-story condo-hotel building, and the Los Angeles stakes included $3 billion in condos, retail space, and hotel properties. Chinese acquisitions of US commercial properties in 2010 stood at $1 billion, but the value of these properties more than doubled by 2014 to $2.5 billion and then tripled a year later to $8.6 billion.7


Investments and acquisitions by Chinese companies abroad accelerated more generally in the mid-2010s, with the United States a primary target. Chinese private-company foreign direct investment in the United States rose from virtually zero during the 2000s to more than $13 billion by 2015 (see Figure A1.2). The Haier Group, a case in point, agreed to acquire General Electric’s appliance division in 2016 for $4.5 billion. Haier already held a 5.6 percent share of the US market for major household appliances, and in acquiring GE’s 12,000 employees and the right to use the GE brand on its appliances for forty years, CEO Zhang Ruimin was determined to significantly expand his American footprint.8


China’s commercial engagements elsewhere have displayed much the same expansion. Latin American trade with China from 2000 to 2015 rose by a factor of twenty-two, leading the Organisation of Economic Cooperation and Development (OECD) to characterize China’s engagement as “a game changer in the region’s external environment.” Similarly, Chinese companies acquired twenty-eight German companies in 2014 for a total value of $2.6 billion, and during the first five months of 2016, Chinese firms bought twenty-four companies valued at $9.1 billion. Chinese buying surges in 2016 were also evident in France, Switzerland, and Spain. The total value of mergers and acquisitions both within and outside China by Chinese companies rose from less than $10 billion in 2005 to more than $110 billion in 2015 (see Figure A1.3). During the first five months of 2016, China had overtaken the United States as the number-one acquirer of foreign companies worldwide.9


At the heart of China’s global expansion and increasingly a driver of it has been a host of privately incorporated enterprises. If we are to appreciate what has been fueling China’s extraordinary development during the past four decades, we have to understand how its fortune makers have helped map, build, and sustain it. And they have done so despite the dominating role of the state and its continuing tolerance of anti-competitive practices.10


National differences in management models, especially when combined with other methods such as Toyota’s “lean manufacturing” or General Electric’s “leadership engine,” were of great interest in earlier periods to company leaders in other national settings. American focus on Japanese management practices, for instance, soared when Japanese companies were on a tear during the 1980s, epitomized by best-selling books such as William G. Ouchi’s Theory Z: How American Business Can Meet the Japanese Challenge (1982) and Ezra Vogel’s Japan as Number One: Lessons for America (1979). In the case of China, worldwide interest in its business practices is now already high and likely to further intensify as its economy continues to expand and its companies become increasingly important, if not dominant, players worldwide.


The second reason to care about the Chinese model is that it may have much to instruct the West. Though large American companies have had a century-long head start, China’s commercial upstarts—many now already counted among the Global 500—achieved scale with remarkable speed. While it is undoubtedly easier to catch up with rivals than to surpass them, Chinese companies show no signs of slowing down. Unlike most of their Western counterparts, they grew up in the current era and thus carry none of the legacies that can weigh on those from an earlier time when markets were very different. As a result, the ways they operate may be better suited for the new global order. Just as traditional carmakers worldwide have fruitfully incorporated ground-breaking concepts from Japan’s postwar auto-making methods, we believe that Western companies can learn much from how the new Chinese companies manage and run their freshly devised operations.11


Research on companies in the United States has found that their executives have greater impact on the enterprises if they are facing greater uncertainty in their markets. That stands to reason: when company executives are less clear about what should be expected because of uncertainty, their decisions are likely to have greater consequences for the enterprise, for better or for worse. As we describe in more detail below, Chinese companies are run much more by the person at the top than by staff or procedures—an approach that makes their individual executives much more important. The lessons of how these executives operate may therefore be more important for companies and executives worldwide as uncertainty becomes a more pervasive attribute of modern business.12


Company managers everywhere will also want to better understand Chinese leaders’ distinct way of doing business if they are to compete against—or partner with—the companies that already dominate the Chinese market and are increasingly coming to the fore on the world stage.
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The approach we take to tell this story is one we have used elsewhere in identifying the distinctive facets of Indian business leadership. Specifically, in The India Way: How India’s Top Business Leaders Are Revolutionizing Management (Harvard Business Review Press, 2010), we interviewed a number of founders and executives of India’s largest publicly traded companies, including those of Infosys, Reliance, and Tata. We worked to understand the mindset of the leaders of these companies through direct contact with the founders and executives themselves.


We have pursued the same path here, interviewing the top executives at China’s largest private companies. With virtually unprecedented access, we have sought to see the founders and executives close in. We quizzed the leaders of the largest and most prominent private companies in China—including not only the already well-known icons such as Alibaba and Lenovo but also companies like Geely and Vanke that are still unknown to most Americans and Europeans. And in doing so, we found a different business mentality that contrasts sharply with the executive mindsets so prevalent in the West. The executives we talked with are identified at the back of the book, and their companies include the following:


Alibaba Group. Alibaba is an Internet-driven e-commerce company founded in 1999 whose annual sales in recent years have exceeded $15 billion. It has more than 35,000 employees, and its 2014 initial public offering in the United States raised more than $21 billion, far exceeding Facebook’s $16 billion initial public offering in 2012. We interviewed Alibaba chief executive Jack Ma.


Geely Automobile. Created in 1986 as a refrigerator company, Geely is a leading maker of automobiles, motorcycles, engines, and parts. It acquired Volvo Cars in 2010 and the London Taxi Company in 2012, and by 2016 it was selling its products in twenty-four countries, including the United States. Geely had revenue of $4.5 billion, more than 18,000 employees, and a market value of $37 billion in 2015. We interviewed senior executive Shen Freeman.


Lenovo Group. Now the world’s largest maker of personal computers, outselling both Dell Computer and Hewlett-Packard, Lenovo is also a major producer of tablets, smartphones, and servers. Founded in 1984, Lenovo had more than 60,000 employees as of 2015 and drew an annual revenue of more than $46 billion. We interviewed Lenovo founder Liu Chuanzhi several times, along with CEO Yang Yuanqing and other company executives.


Vanke Group. Also established in 1984, Vanke has emerged as China’s largest real-estate developer and property manager. With a market value of $25 billion in 2015, it had more than 40,000 employees and owned and managed real estate throughout greater China and abroad. We interviewed Vanke founder and chairman Wang Shi.


We supplemented those interviews with information on the executives and their firms from a range of public and private sources. In addition, we excluded government-owned corporations because state-owned enterprises are largely government operations whose leaders are state officials. Much of the production of state-owned enterprises (SOEs) is government directed, with public objectives overlaid on commercial aims. The goals of non-state-owned enterprises, by contrast, are more similar to the traditional self-interested objectives of privately held companies in the West, making comparison of their leadership styles more direct. The state-owned enterprises are still important, of course, and rank among the largest employers on earth in terms of the number of employees. Of the twenty-five largest publicly traded companies in 2015, for example, the United States was home to eight, topped by WalMart with 2.2 million on payroll, but China counted six, led by PetroChina with 534,000 employees.


It is worth noting that many of the state-owned companies are following the lead of the private companies into world markets. Consider the state-owned China National Chemical Corporation, often called ChemChina, which acquired one of the world’s largest agricultural chemical and seed companies, Switzerland’s Syngenta, for $43 billion in 2016, having also purchased the Italian tire maker Pirelli a year earlier for $7.7 billion.13


The government had resolved in 1995 to end state ownership of most companies, retaining just several hundred large state-owned enterprises, and over the next ten years it privatized more than 90 percent of the country’s SOEs. In that year, over half of China’s urban employees were still on the payroll of a state-owned enterprise, but by 2014 just 14 percent of urban employees were working for a state-owned enterprise (see Figure A1.4). In rural China, only 1 million people had found work in private enterprises as of 1990, but by 2014 that figure had risen to 45 million. In metropolitan regions, one-fifth of employees worked for private companies in 1978, but four-fifths did so by 2013 (see Figure A1.5).14


Private firms accounted for just 10 percent of the country’s industrial output in 1965, on the eve of the Cultural Revolution, but their output ballooned to nearly half of the nation’s industrial output by 2013 (see Figure A1.6). The amount of annual output, the value of goods and services produced in a year, had also radically grown, from less than ¥3 trillion in 1993 to nearly ¥53 trillion just twenty years later (see Figure A1.7; ¥ = Chinese yuan, also designated CNY, renminbi, or RMB).15


Privately owned companies are playing an increasingly dominant role in China’s economy, responsible by the mid-2010s for half of the country’s industrial output and three-quarters of its urban company employment—figures that are growing. (The world’s second-largest employer, Hon Hai Precision Industry, better known by its trading name, Foxconn Technology Group—the maker of BlackBerries, iPhones, and Kindles among dozens of other electronic products—has most of its nearly 1.3 million employees work at facilities in China. We excluded this company from the study since it is headquartered in Taiwan.)


To appreciate the recency of the Chinese position in world business, turn the clock back to 1996, the first year that the editors of the Financial Times compiled a worldwide-500 list of publicly traded companies. The United States included 203 firms among the top 500—but China none. Twenty years later, China boasted 37, having vaulted ahead of France, Germany, Japan, and the United Kingdom. Of Fortune magazine’s annual ranking of the 500 largest companies globally by revenue, none were based in China in 1980, but by 2015, 98 of the Fortune 500 were so incorporated.16 The market value of the 37 publicly traded Chinese companies in the Financial Times’s global 500 is the equivalent of the economy of the seventh-largest country in the world, greater than that of Brazil, Italy, India, or Russia. Although down from its peak, China’s annual growth rate is forecast to put its economy over that of the United States by the mid-2020s. In 1980, the Chinese GDP was a thin sliver of that of the United States, but by 2016 it had soared to more than two-thirds (see Figure 1.1).17


Despite the prodigious growth at home and significant inroads abroad, the founders and executives who lead China’s private business firms are barely known even in the business community outside of their home turf. Most American readers of the business press know that Steve Jobs built Apple and Mark Zuckerberg created Facebook. But with the possible exception of Jack Ma, the founder and driver of Alibaba, one would be hard-pressed to find many people outside China who could name any Chinese business leaders.


Chinese growth has not been without its bumps, but the private companies that are the subject of this book are likely to remain robust in growth and increasing impact on markets around the world. For example, annual growth rates have been 20 percent at Lenovo, 34 percent at Vanke, and 45 percent at Alibaba. And as the Chinese government continues to press its remaining state-owned enterprises to further privatize, we believe that the private-company model featured in this book will become increasingly important in driving China forward.
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FIGURE 1.1 GDP in Current US Dollars, China and the United States, 1980–2016


Source: International Monetary Fund, 2016.








Understanding the China Way


The growth and ascendance of Chinese companies are products of the strategies and leadership of those who created, built, and now manage those enterprises. The invisible hand of the market conditioned their goals and decisions, but their actions have constituted a strong visible hand. We want to understand that visible hand, how they direct it, what they want from it, and where it is taking their enterprises.


As with business executives anywhere, the leaders of Chinese companies make hundreds of vital decisions every year, ranging from whom to hire and what to make to where to invest and what to cut. The types of decisions they make are of course not dissimilar from those made by American managers or German managers or Indian managers. All businesses have to hire people and run production and meet payrolls and tally earnings. But how they do so is shaped by the businesses’ heritage, values, and a host of other national factors.


We often talk about international business as if a giant convergence is taking place. Thomas L. Friedman’s 2005 book, The World Is Flat, outlines many such developments, especially on the consumer side, that play out in a similar manner around the world: cellphones are ubiquitous, for example, and (more or less) work the same way everywhere. But a larger literature suggests that many national differences still matter, and indeed may be becoming more salient, as we have seen in the UK’s decision to leave the European Union and the growing US reluctance to reduce trade barriers.18


The idea of distinctive national business leadership principles is not new. German sociologist Max Weber argued in a celebrated book, The Protestant Ethic and the Spirit of Capitalism, that business managers in countries in Northern Europe and North America evolved a distinctive calling whereby they demonstrated religious merit by founding a private enterprise, building the enterprise, and reinvesting in the enterprise—rather than consuming the newfound wealth. Though Weber contended that both the “ethic” and the resulting “spirit of capitalism” are rooted in the Protestant Reformation, others have suggested that they comprise an ethos also shared among business leaders in Catholic countries. Whether the ethos is rooted in Protestantism or Catholicism, it emerged as a distinctive high-octane fuel for those at the apex of enterprises in Northern Europe and North America.19


Later, sociologist Reinhard Bendix characterized what Weber had unearthed as just one of several “ideologies of management,” systems of thought that drive the actions of executives and justify the willingness of large numbers of employees to accept direction from those executives. Such management ideologies, he argued, emerge as business leaders face and come to appreciate similar challenges across a range of companies and industries within a country.


Drawing on the period of industrialization in England, Germany, Russia, and the United States, Bendix found what he termed entrepreneurial ideologies to have emerged as company founders fought for acceptance by ruling aristocracies whose dominance predated the rise of private enterprise. Later, new challenges emerged as company executives faced workforces that were becoming restless and sometimes revolutionary. Even then, national differences persisted, as business entrepreneurs came to constitute a dominant and self-assured social class in the United States but remained subordinate to state authority in Russia and consequently less dominant and self-assured in its mindset.20


While managerial ideologies in America and England differed strikingly from those that emerged in Russia and elsewhere, subtler ideological differences also emerged between the United States and the United Kingdom. Historian Martin J. Wiener, for example, documented that the supremacy of business became far more complete in the United States than in the UK in the latter half of the nineteenth century and the first half of the twentieth century. High culture in England had not accorded business the respected status that it had achieved in America. Finance had become more of a noble calling in the UK, but young people were not encouraged by the mores of the era to enter what was deemed the more mundane world of making or marketing factory products. “This anti-industrial culture” was so strong in the United Kingdom, Wiener reported, that industrialists themselves “breathed it in ever more deeply the higher they rose in social position,” in sharp contrast to the status accorded industrialists like Andrew Carnegie, Henry Ford, and John D. Rockefeller in the United States.21


Our colleague, sociologist Mauro Guillen, extended Weber’s and Bendix’s ideas with the phrase “models of management,” referencing the distinct national mindsets he documented among company managers in Germany, Great Britain, Spain, and the United States. Guillen reported, for instance, that the precepts of Taylorism and scientific management found early adoption by company leaders in Germany and the United States but far less acceptance in Great Britain and Spain. Like scientific paradigms, each country model set forward the business goals most valued and the managerial precepts most expected within its territory. And each considered itself to be the one best way.22


Country differences in more specific leadership principles are also evident from any number of other investigations. Cross-national studies of company leadership have reported, for example, that several business principles are common to most countries. Consider the work stream of Robert House, Mansour Javidan, and their colleagues. In several major studies they appraised mid-level manager preferences for company leadership qualities in the early 2000s with survey data from 17,000 middle managers of 825 companies in 62 countries. The researchers found that managers almost everywhere favored dynamism, decisiveness, and honesty among those they follow; an ability to motivate and negotiate with others; and a focus on performance. At the same time, they reported other leadership principles that were important in some countries and not in others, including status consciousness, self-effacement, and subordinate empowerment.23


Our own study of Indian business leadership, which serves as a prototype for the present book, found something similar. Since the economic reforms in 1991 that opened up the Indian economy, a new group of entrepreneurs created and operated their companies based on a set of practices that differed substantially from what characterized the previous period, when oppressive government control (the “license raj”) and a culture of hierarchy had stifled innovation and flexibility. These emergent practices comprise a distinctive bundle that we term “the India Way.”


Cross-national investigations focused directly on businesses in China have also reported enduring differences there. Julian Birkinshaw of the London Business School, for instance, has found that Western managers emphasize creating near-term value for shareholders, while Chinese managers emphasize longer-term value for stakeholders; that Western managers execute more through delegation and organization, while Chinese managers do so more through authority and persuasion; and that Western managers stress productivity and efficiency, while Chinese managers stress reflection and learning. “It seems surely just a matter of time,” he concluded, “before a ‘China Way’ emerges.”24


We appreciate that some business leaders freely defy their own nation’s way. Think of Tony Hsieh, who leads US shoe seller Zappos with neither organizational charts nor job titles, or John Mackey, who leads Whole Foods Market with a focus on wholesome products and employee “happiness.” Or consider Facebook and Google versus General Electric and U.S. Steel, all based in the United States but led by executives with vastly different leadership styles. That said, we are looking here for the most common threads that characterize the way that many executives of private Chinese companies have led their enterprises, recognizing that not all share all the threads.25
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To understand the China Way, we have placed particular emphasis on going to company leaders themselves. Other sources of information have been invaluable, but we have especially sought to see Chinese business through the eyes of those who are creating and leading it. We appreciate of course that, like all of us, Chinese business leaders bring blinders and biases to their perceptions, so we have made every effort to take those limitations into account as we have sought to extract the guiding principles of Chinese business leadership.26


We refer to tangible company leadership capacities, such as thinking strategically and deciding decisively, as leadership principles. We describe a coherent and distinctive constellation of those leadership principles, widely shared among business founders and executives within a given country, as an executive mindset, a management model, or a business way. And from our interviews with the Chinese private-business leaders featured in this book, we have found several distinctive strands of an emergent management model. Taken together, these can be seen as constituting the China Way:


China’s Fortune Makers


The China Way


We identify seven distinguishing features among the leaders creating China’s great global companies:




• Their Own Way Forward


• The Learning Company


• Strategic Agility for the Long Game


• Talent Management


• The Big Boss


• Growth as Gospel


• Governance as Partnership





Their Own Way Forward. Business leaders in China have learned to build private enterprises in an environment where Marxist ideology and party control remained dominant through much of the reform period. Unlike Western entrepreneurs, who typically start by developing a new product or service, the early Chinese entrepreneurs often began in the trading business, serving as distributors for foreign multinationals or as brokers between suppliers and users. In the process, they taught themselves how to do business, maneuvered through political uncertainty, found their own niche, built a sustainable organization, and developed their own core competencies.


They learned pragmatically by doing and then reflecting on what they did. While the mapping of their own pathway has come of necessity, it inadvertently brought the advantage of leaving the executives unburdened by the past, giving them a free hand to lead without the limits of habit or tradition.


Their emphasis on self-improvement through education and reflection is analogous to approaches long embraced by the Communist Party. And their inclination to discover their own way forward with few precedents is akin to that of the early world explorers who traveled without the benefit of map or compass. Indeed, by finding and fashioning their own way, the founders put their own unique imprints on their enterprises.


The Learning Company. Many of these company executives were shocked by their first exposure to international competitors and realized how much they had to learn. They knew that they and their managers were woefully unprepared for operating in China, let alone against international competitors at home or abroad. Accordingly, they pursued every feasible path for organizational learning: hiring managers from abroad, engaging consultants of all stripes, and partnering with Western firms.


Chinese executives have carried their own learning experience into the firm. They have insisted that their company learn to be a learning organization with greater zeal than is common in the West, and for that they have drawn upon channels already well familiar to the West: self-directed learning, instructive experience, and personal coaching. Some have even launched their own universities.


Strategic Agility for the Long Game. The focus on finding new opportunities and going after them fast—driven by scrappy personalities and lean architectures—is similar to how start-ups have of necessity operated everywhere. Without proven models to emulate or roadmaps to follow, Chinese executives have recurrently focused their enterprise on what they believed was a promising product or service, only to learn from experience that a different direction was more promising. They have nimbly pivoted, yet in doing so they also kept an eye on a far horizon, seeking to sustain their enterprise for the decades ahead—whatever the immediate shifts.


Underpinning this leadership principle of strategic agility is an enduring concept of market and purpose, a defining notion that shapes the firm’s specific strategies but transcends them as well. Company agility, then, born of necessity, rests at the same time on a long-game platform. When Chinese CEOs decide to move into a new opening, they are thus able to take a future-term perspective, willingly accepting shareholder losses in the near term to later arrive there.


Talent Management. Business leaders in China have learned to grow big fast by drawing on a paternalistic leadership style and building a clan-like corporate culture. They have learned to oversee large workforces comprising tens of thousands of people, though managing them and their human resource systems are among the least sophisticated and developed part of the Chinese businesses we studied. Most Western corporations have well-established architectures for organizing work, appraising performance, and rewarding success, but there is far less such scaffolding among the Chinese companies.


No one would claim that these companies are sophisticated in their hiring, motivating, and employee-management practices. It is thus no surprise that problems of retention, of securing the right skills, and of moving employees to take the initiative loom larger in China than in the West. Not many Chinese companies have refined internal control systems to monitor performance and check against malfeasance.


The Big Boss. Privately owned firms are exceptionally focused on the individual at the top. While the big-boss model has faded in the West, not so in China. The special place of top executives is partly a product of their having founded the firm, but also a consequence of having no preexisting models to suggest otherwise. In a country with a relatively low level of individualism and no democratic tradition, it may not be surprising that worker willingness to defer to company leaders and identify with their interests runs high. Chinese business executives thus play an outsized role in their firm compared to executives in other countries—one that might well be described as a “big-boss presence.” In the West, CEOs are powerful because they control the bureaucracy of the firm; in China, CEOs are powerful because they are at the top of it.


The focus on the big boss, however, creates a potential conflict since business culture still carries the national norm of personal modesty, stressing personal sacrifice for the common good. Consequently, Chinese business leaders have embraced a simultaneous posture of brashness and humility, emphasizing a readiness to take bold actions even when these are individually costly. The big-boss model has thus led to an ironic combination of hierarchic and ostensibly humble management.


Growth as Gospel. The leaders of private companies have defined the goals of their own Chinese ethic and spirit of capitalism very differently from what we are familiar with in the West, both historically and contemporarily. They place a greater premium on growth, believing that profitability is an end product of growing the business rather than the primary goal. It is not surprising that Chinese business leaders focus as much on business strategy as do business leaders elsewhere, but what is a surprise is how much of their attention is also concentrated on expanding their current markets and finding new ones.


Company growth rather than shareholder value has thus become the defining agenda. And that growth is anchored in and rationalized in terms of providing more of whatever the firm produces to companies and consumers who need it. This management ideology of growth may be transitory, more a historic stage than an enduring mindset, but in the meantime, company expansion has become the gospel.


Governance as Partnership. When we put the above components together—lean, low-cost operating structures, highly centralized decision making with continuous learning, and a workforce that follows the boss—we get the essence of the competitiveness of Chinese businesses. Their executives can and do move fast, with no patience for reports to be written or committees to meet.


And while American executives are pressed by their boards to maximize profits, Chinese directors place scant stress on the driving mantra of shareholder value. Corporate governance as a result is not what we have seen in the United States. For plotting their path, Chinese business leaders turn to their board for ideas and guidance far more than review and approval. Directors are pressed to help lead—and less to monitor—their company. The China Way is characterized by company boards that help build growth even if their directors are doing little to discipline management to optimize shareholder return.


What’s Distinctive, What’s Sustainable?


The Chinese companies we studied are distinct from Western companies in the ways described above. Though a powerful force in China’s growth, this China Way also comes with a set of yet-unanswered questions about its viability. For example, will these companies be able to continue without sophisticated human resource systems and without internal control functions now that individualism is on the rise in China, and the new generations entering the workplace lack some of the compliance with authority associated with their parents’ generation?


The current arrangements in China give CEOs extraordinary power. In the companies we studied—by definition, the most successful ones in the country—that power has typically been used wisely, admirably so in most cases. Will this continue into the next generation, when business leaders are no longer as concerned about the legacy of the companies and may be more focused on their own fortune than on fortune making?


At the moment, the corporate governance of these companies does not seem to be up to the job of removing failing or troublesome CEOs. Nor has succession been well planned in most firms. As Warren Buffett is fond of saying, it’s only when the tide goes out that you can see who has been swimming naked, and if China’s economy slows considerably, it will be much more obvious which companies are performing with poor leadership. Will anything be done to resolve those problems?


More generally, will these companies continue to be run so directly by their CEOs as they become even larger and more complex? Can they expand into international waters without giving local leaders in those countries greater autonomy? How will they develop future leaders under their current model, which gives decision making and real autonomy to very few managers? Will the competitive advantage begun in the booming domestic market of China translate into head-to-head competition abroad, where markets are growing more slowly, local competitors have deep knowledge, and business operations are more complex?


All of these questions await the next edition of Fortune Makers.
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The spirit of capitalism… had to fight its way to supremacy against a whole world of hostile forces.


MAX WEBER, The Protestant Ethic and the Spirit of Capitalism















CHAPTER 2



Their Own Way Forward
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It’s very difficult to apply the US business model to China directly.… We have to develop our own.




When China first initiated its economic reforms in 1978, there were virtually no private enterprises in China and few indigenous traditions for China’s would-be entrepreneurs to build upon or emulate. How should company founders go about developing their markets and building their organizations? Should they follow models already proven successful in other countries or develop their own?


Two distinct management paradigms had become dominant abroad in the 1980s. One, a Japanese model, was well summarized by academic researcher William Ouchi. After years of research on Japanese managers, Ouchi argued his case in Theory Z: How American Business Can Meet the Japanese Challenge, which became a New York Times best-seller. The secret to Japanese success, he contended, was not technology but a better way of managing people: “This is a managing style that focuses on a strong company philosophy,” he wrote, “a distinct corporate culture, long-range staff development, and consensus decision-making.” Ouchi marshaled evidence that his “Theory Z” model resulted in lower turnover, increased commitment, and higher productivity.1


Another best-seller, In Search of Excellence: The Lessons from America’s Best-Run Companies, popularized an American model. McKinsey consultants Thomas J. Peters and Robert H. Waterman studied forty-three large American companies and identified a set of management practices accounting for their performance, including (1) a bias for action, (2) being close to the customer, (3) fostering innovation, (4) treating employees as a source of quality, (5) hands-on, value-driven management, (6) sticking to the knitting, and (7) adopting simple and lean structures. These management practices focused on building shareholder value by exploiting market opportunities, acquiring other companies, and incentivizing top management.2


Both the Japanese and American management models were premised on the dominance of private-company ownership and a relatively unfettered market economy. Our would-be Chinese entrepreneurs, however, enjoyed neither precondition. At the time they founded and built many of today’s top Chinese private firms, the business environment was drastically different from that which had prevailed in Japan and the United States.


The Chinese Business Environment in the 1980s and 1990s


From China’s revolution in 1949 until its economic reforms commencing in 1978, Beijing had insisted on a centrally planned economy. National officials set production goals, controlled wages, fixed prices, allocated resources, and directed a large share of the country’s economic activity and output. From 1956 to 1978, the state allowed no private ownership or foreign business presence. Three-fourths of China’s industrial output in 1978 was produced by centrally controlled state enterprises and the remainder by locally controlled collective enterprises.


The Chinese government began to test private ownership in the early 1980s. Its reform-minded leaders gradually liberalized the market, deregulating price controls and opening international trade, though they postponed privatization of the state-owned sector until the mid-1990s. One consequence of the gradualist approach was to create disparate product opportunities for those outside the state-controlled economy, allowing the entrepreneurial-minded to seek private profit independent of the state’s allocation of raw materials and manufacturing equipment.


In searching for opportunities around which to launch a private enterprise, swarms of entrepreneurs experimented with management innovations that enabled them to bypass central planning and to secure their own upstream materials and downstream channels. Neither the absence of a legal or regulatory framework for private enterprises nor the challenges in accessing scarce government-controlled resources thwarted the would-be capitalists. By the time private enterprise finally received constitutional protection in 2004, guaranteeing equal status with government-owned firms, and legal protection in 2007 with China’s first property-rights law, some 5.5 million private companies were already up and running with 120 million workers.


In an emergent process that academic researchers Victor Nee and Sonja Opper aptly characterized as “capitalism from below,” private manufacturing arose in three phases. In the first phase, a gradual replacement of central planning by market mechanisms resulted in a power shift from state bureaucrats and government agencies to private producers. Entrepreneurs faced a widened set of choices, allowing them to experiment with new forms of production. They also informally developed new arrangements for commerce outside the reach of state planning.3


In the second phase, an expanding free market generated incentives for business innovations as rewards came increasingly from market performance rather than government connections. Now, private capital markets, free labor movements, industrial clusters, and distribution networks of their own making enabled private entrepreneurs to more readily surmount the daunting barriers to market entry. Despite lingering discriminatory treatment by the state and low social status, private firms grew faster than state-owned enterprises, and in time the bulk of China’s urban workers came to be employed by non-state-owned companies. Finally, in the third phase, large numbers of entrepreneurs piled in, creating a tipping point as a self-reinforcing private-sector constituency emerged. Officials relaxed their rules to accommodate but also to regulate the embryonic private-sector realities.


This bottom-up process was by no means easy for those pushing it from below. In fact, starting a private business in China has been far riskier than doing so in the United States. The hazards of business failure are higher in China than in the United States, according to two analysts who drew data from China’s State Statistical Bureau Annual Survey of Industrial Firms. This survey targets all state-owned enterprises and private companies with an annual sales revenue of at least ¥5 million. The entry and exit rates for the surveyed companies from 1999 to 2006 are displayed in Table 2.1, where we see an average annual entry rate of 25.8 percent and an average annual exit rate of 18.6 percent (where exit is defined as a registered business ceasing to exist). By comparison, the comparable entry and exit rates for US companies are only half as high as in China. For the period from 1999 to 2011, for instance, one study found that the annual entry and exit rates in the United States were consistently less than 12 percent and 10 percent, respectively.4
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Many factors in this early reform era account for the high rate of business failure rate in China, and as we detail below, four of these proved particularly problematic: institutional void, anti-business ideology and regulation, political uncertainty, and rent seeking and windfall profits. These factors point to the barriers and obstacles that the leaders of China’s private companies have had to endure and surmount as they worked to create their own management model.


Institutional Void. The first nettlesome factor was what sociologists often term an “institutional void”—the absence of policies, rules, and practices that make for commercial exchange, such as market intermediaries, professional auditors, accounting rules, and government regulations. Even some of the most basic legal scaffolding was absent. China had no contract law until 1981, no commodity exchange until 1990, no stock exchange until 1992, and no corporate law until 1994. As academic researchers Tarun Khanna and Krishna Palepu have argued, such voids seriously hamper economic exchange in capital, labor, and product markets. When Michael Dell started his personal-computer business in his college dorm in 1984, he could simply call Texas Instruments to order components, but when Liu Chuanzhi founded Lenovo in China in the same year, he had to first ask the government for permission to even buy his components.5


Every American entrepreneur understands that if successful, he or she will own the company or at least a major share of it after an initial public offering. Yet in China, it took Lenovo founder Liu twenty years to secure just 1.4 percent of his company’s equity since the very concept of private ownership could not be found in Chinese law at that time and he had to convince government agencies that his ten co-founders and key employees of Lenovo were also entitled to part of the equity they created. Virtually all firms formed during the 1980s and most in the 1990s were first owned by the state in urban areas or by collectives in the rural areas. Many of today’s premier firms including Haier, Lenovo, and Vanke began as partial spin-offs from state-owned firms or rural collectives. There was simply no ready-to-use operator’s manual on how to set up a private enterprise.


Anti-Business Ideology and Regulation. The absence of infrastructure for private business did not mean that the private business environment was neutral or even-handed. Rather, a second source of resistance was a deeply rooted anti-business ideology. In the Marxist doctrine of the era, private ownership was deemed a root cause of most social ills. China’s central planning system was thus intended to replace private firms and their markets with an overarching scheme devised by government planners and state-owned company executives. Though the Chinese government commenced its economic reforms in 1978, most Marxist precepts persisted for years. Regulatory policies proved hostile to private business at almost every turn.


When the Chinese government first granted permission for private firms to form in 1979, it limited the number of employees at first to just five. Along with an owning married couple, the total workforce would have to be less than eight, a threshold above which exploitation of the working class would become significant, according to Marxist doctrine. Another decade passed until the Chinese government finally dropped this extreme workforce restriction in 1988. Even then, the ownership of private property was not accorded constitutional protection until 2004.


Because of the lingering anti-private-business legacy, regulators and regulations often discriminated against private firms. For example, state-owned enterprises (SOEs) could obtain their raw materials through the planning system at fixed prices. But since the inputs required by private firms were not included in China’s central plan, they had to scramble for their raw materials on the open market, paying higher prices. SOEs borrowed their working capital from state-owned banks at official interest rates; private firms turned to outside providers with far higher rates.


Standard business practice in the West, such as private brokerage—making money by serving as intermediaries between buyers and sellers—was considered a crime in China since it could siphon funds away from the government’s central plan, as a private-factory salesman learned in 1979. Ma Hanwen had signed a contract to sell glass-fiber fabric with a commission rate of ¥0.04 to 0.08 per meter. In one deal for 200,800 meters, Ma received a commission of ¥5,332, a vast amount compared to his monthly salary of ¥40 at the time. But because he had “served as a middle person with the purpose to make a huge profit,” he was sentenced to five years in prison by a local court since China’s criminal law at that time prohibited such activities as “speculation.”6


Political Uncertainty. A third constraining factor for would-be private-business leaders was political uncertainty. Unlike Russia and other East European countries after 1989, when their economic reform came as “shock therapy,” Chinese leaders adopted an incremental approach. Advocates of wholesale change contended that privatization of state-owned enterprise must go hand-in-hand with marketization and deregulation, but gradualists won the day on the premise that there was no proven blueprint for doing so and comprehensive reform must follow a learning approach. Chinese reformers would have to test their policies through trial and error.


Some have attributed China’s success in its gradual economic reforms to a practice of learning from below, building local experiments into national policy. As noted in the summary of scholar Sebastian Heilmann, “central policy makers encourage local officials to try out new ways of problem-solving and then feed the local experiences back into national policy formulation.” This experimental process shaped the making of policies in domains as diverse as rural de-collectivization, state-sector restructuring, and stock market regulation. But one by-product has been continuing uncertainty as contending policy makers gain the upper hand only to lose it to others several years later. A new business policy could be celebrated as a great reform today, only to be declared anti-socialist next year.7


The experience of the “Eight Kings of Wenzhou” offers a case in point. The Chinese government in 1980 began to experiment with private ownership, and China’s State Council issued a directive in 1981 that endorsed “competition among firms of different ownership types.” Eight entrepreneurs in Wenzhou, a county in Zhejiang province, jumped at this new opportunity, setting up private workshops to make and market a variety of products in short supply at that time. Their business grew rapidly, partly because the products they had chosen to produce were in high demand, and partly because they were able to adopt more flexible human resources practices—such as sales commissions and replacing nonperforming employees—than what was allowed in state-owned enterprises.


The eight entrepreneurs quickly became millionaires, but the policy allowing that prosperity was soon reversed. Because their business model and management methods were by their very nature in violation of central planning, it was not difficult for state officials to find fault with them. By 1982, seven of the eight entrepreneurs had been imprisoned for the crime of “disrupting the economic order of socialism.”8


There were serious political risks even for government officials who dared to press for reform. Hu Yaobang, general secretary of the Chinese Communist Party, was forced to resign in 1987 for not sufficiently adhering to Marxist ideology and party oversight. What had been a political experiment in 1988 to liberalize price controls on consumer goods and insulate company management from party control had become a political crime a year later. Subsequently, the state stripped another general secretary and advocate of reform, Zhao Ziyang, of all positions and placed him under house arrest for the remainder of his life. Today’s advocacy of reform could be swept into tomorrow’s “anti-revolutionary conspiracy.”


Rent Seeking and Windfall Profits. One key aspect of China’s gradual reform program was a so-called dual-track liberalization under which contract prices among enterprises were frozen at a level specified in the central plan but were then freed for outputs above the centrally planned level. The first use of dual pricing was for crude oil in 1981, when the government allowed the export of above-quota crude oil at a higher price. In 1984, the government permitted industrial goods to be sold at market prices so long as the selling price was within 20 percent of the planned prices, though the latter restriction was finally lifted in 1985.9


However, dual pricing also brought with it an untoward side effect in its opening of rent seeking in the late 1980s. Rent does not refer here to payment on a lease but is a term stemming from Adam Smith’s division of income into profit, wage, and rent. Rent seeking, then, is an attempt to obtain economic gains by manipulating the social or political environment rather than by contributing new wealth to it, extracting rather than adding value. Profit seeking depends on creating wealth, while rent seeking depends on influencing institutions such as the government to redistribute wealth among different groups without creating new wealth.10


According to one study, the centrally planned price of steel in 1987 was ¥905 per ton whereas the open market price had risen to ¥1,540 per ton. With a total steel production in 1987 of 43 million tons and nonplanned steel accounting for 53 percent of that production, the total differential came to ¥15.4 billion. That presented a huge rent-seeking opportunity both for government officials in charge of steel output and for company managers in charge of steel production. One study concluded that a rising wave of government corruption was partly attributable to the rent seeking from the dual-track price system. But rent seeking also proved risky to its private practitioners, as their relationship with government officials was inherently unstable.11


To summarize, the business environment in China in the early reform era when many of today’s leading private enterprises were founded was characterized by an institutional void, an anti-private business ideology, high political uncertainty, and lucrative short-term but risky long-run temptations to engage in rent seeking. It was against this background that Liu Chuanzhi of Lenovo and Wang Shi of Vanke started their ventures in Beijing and Shenzhen, respectively. They not only had to find their own way forward in building a business but had to do so at a time when the political system was fundamentally hostile to their undertaking. As Lenovo founder Liu Chuanzhi told us in our interview, “It is very difficult to apply the US business model to China directly.… We have to develop our own.”


Through Trial and Error


With virtually no private enterprise before 1980, few indigenous traditions to build upon or emulate, and an unfriendly environment, business leaders in China have learned to lead through trial and error. They have also learned to develop their own homegrown talent for doing so since so little was coming over the transom with the kind of management credentials that Western companies have long taken for granted.


In effect, Chinese business leaders in the 1980s and 1990s had to invent their own management methods. Almost nobody had built or run a private enterprise in China for more than a quarter century. In the absence of business models, business majors, even business magazines, the fundamentals were largely unfamiliar. They would have to be devised from scratch.


In the United States, that had happened a century earlier, with the emergence of AT&T, Montgomery Ward, and Standard Oil, soon to be followed by Carnegie Steel, General Electric, and Sears & Roebuck. As chronicled by business historian Alfred Chandler in Strategy and Structure, these companies had invented the American Way. They learned how to build and run large-scale enterprise, mastering the art of multidivisional management from their own experience. Later, as chronicled by corporate observers Adolf Berle and Gardiner Means, they learned how to run themselves with professional non-owning managers in place of their founding families.12


A century later, American Way capitalism had become part of the American way of life. Business takeovers were worthy of headline news, business majors outnumbered all others at US colleges, and new managers had the benefit of a vast canon, informed by the wisdom of Jim Collins, Peter Drucker, and Sheryl Sandberg, and the accumulated practices of generations past.


If American executives today come prewired for their leadership at the top, Chinese executives arrived at the top by creating the top. American managers could draw on more than a hundred years of codified experience served up by classrooms, textbooks, and consultants, while Chinese managers not only lacked college curricula, how-to books, and indigenous consultants but faced an environment that was systematically hostile to what they were doing. Like Meriwether Lewis and William Clark, they had knowingly ventured into terra incognita.


By way of one symptomatic example, consider the chairman of a large industrial firm who reported that he’d had to learn the art of industrial production on his own. “In the developed countries,” he explained, “there are lots of management experiences, models or theories,” but in China he found “few mature management theories or business models.” In building his company over more than three decades, he had placed special emphasis on internal control systems in research, purchasing, production, sales, and finance, and he’d had to learn how to construct each largely from naught. Said the chairman of a developer of system programs for construction and property management that he had founded some twenty-five years earlier: “Whenever we run into issues, we learn as we go.”


Another chairman had founded his company in the early 1990s, and by time of our interview, it had become one of China’s largest high-technology enterprises, supporting R&D, manufacturing, and information technologies in industries ranging from aerospace and banking to telecom and transportation. He and his founding generation, he observed, had to feel their way forward, in sharp contrast to what he has seen among those presiding over the multinational companies coming into China:
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TABLE 1.1 Chinese and Global Economies, 1700-2015

| 1700 1820 1900 1950 2001 2015
Population (in millions)
China 138 381 400 547 1,275 1,387
World 603 1042 1,564 2,521 6,149 7,154
China % 23 37 26 22 21 19
GDP*
China 83 229 218 240 | 4,570 | 11,463
World 371 696 1,973 5,326 | 37,148 | 57,947
China % 20
GDP/capita**
China 8,265
World 615 668 1,262 | 2,110 6,041 7,154
China/World 0.98 0.90 0.43 0.21 0.59 1.16

Source: Yao, 2016. *GDP in billions of 1990 dollars; **GDP per capita in 1990 dollars.
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TABLE 2.1 Annual Percentages of Firm Entries

and Exits in China, 1999-2006

1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | Avg.
Entry | 23.1 [21.0 [31.8 |21.0 | 23.7 |45.1 | 189 |21.8 |25.8
Exit | 22.6 |249 | 164 |16.6 | 254 | 18.7 | 123 |11.8 | 18.6

Source: He and Yang, 201s.
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