
Chapter One

Building National
Champions

Insofar as the international division of labor is a hierarchy,
worrying about development means worrying about your place
in the hierarchy.

—Peter B. Evans, Embedded Autonomy:
States and Industrial Transformation

China’s passenger car industry has received very little share of
the benefit in the international division of labor in processing
and manufacturing.

—Chen Xiaohong, ed., 中国企业国际化战略

[China enterprise internationalization strategy]�

(Beijing: Renmin Chubanshe, 146.
Development Research Council,
State Council of the PRC, 2006)

�All translations appearing in this book are by the author except where indicated otherwise.
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Perhaps the first Chinese automaker that many business-minded
people in the developed world ever heard of was Chery. The
company’s name surfaced in Western publications in early 2005

when Malcolm Bricklin, the auto entrepreneur known for having
imported the Yugo to America in the 1980s, announced that cars made
by Chery would be the first Chinese-made automobiles sold in the
United States beginning in 2007. But the agreement between Bricklin
and the Anhui Province–based Chery Automobile collapsed in 2006,
and as of this writing, Chinese automakers have yet successfully to
export a passenger car to the United States.1

The story of how Chery came to exist is not well known outside of
China, yet it is an interesting tale illustrating the evolution of business-
government relations in China during the reform era. The story is
interesting because it contains many of the elements that describe not
only how China’s auto industry has developed, but how China’s central
and local governments have both cooperated and competed to develop
the national champions of China’s most important industries.

The typical large industrial Chinese company is, like Chery, a local
state-owned enterprise (or LSOE, as distinguished from a central state-
owned enterprise or CSOE). It is wholly or majority-owned by a local
government which appoints senior management and provides free or
low-cost land and utilities, tax breaks, and, where possible, guarantees
that locally made products will be favored by local government, con-
sumers, and other businesses. In return, the enterprise provides the local
state with a source of jobs for local workers, tax revenue, and dividends.
Very often, the LSOE is also a source of local prestige and, depending
on the product the LSOE makes, a source of free or inexpensive goods
for local officials and bureaucrats.

But as this brief story about Chery will illustrate, the local
government is but one player among several that have shaped and
influenced the growth and development of China’s industrial giants.
While China’s economy has become increasingly subject to market
forces over the past three decades, these forces have been, and continue
to be, directed by the wishes of the state. Throughout the reform era,
China’s five-year plans, developed by the central government with
input from various central ministries, industries, and local governments,
have become increasingly sophisticated in terms of their demands on
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China’s most important industries. And despite the increasingly influ-
ential role of local governments over the past three decades, the central
government still manages to get most of what it wants. At the same
time, the central government has demonstrated a pragmatic flexibility in
that it is willing to bend its own rules when it sees fit.

Chery: A State-Owned Startup

The idea for starting Chery was first promoted in 1992 by Zhan Xialai,
an assistant to the mayor of Wuhu City in Anhui Province.2 Zhan was
among those state officials known as a hongding shangren (红顶商人,
literally, a “red-hat businessman”), a term originating from the Qing
dynasty and originally used to describe state officials who also engage in
commerce. Contrary to commonly held beliefs, not only among some
in the Western media, but also among many Chinese citizens, Chery is
not, nor has it ever been, a private company. From its founding, Chery’s
controlling shareholder has been the city of Wuhu, and its second largest
shareholder is the Anhui Provincial Government.3 When asked why this
point on Chery’s ownership is so confusing to so many, the typically
knowledgeable Chinese auto industry insider answers that “Chery is
entrepreneurial. It acts like a private company.”4

Zhan Xialai, who ultimately became the Communist Party secretary
of Wuhu, was also Chery’s first chairman, but he was ultimately forced to
choose between running the company and running the city.5 He chose to
keep his Party title where, presumably, he could have an even greater
influence over, not only the business, but the local environment in which
it operates. Many of those interviewed for this project believe it was
Zhan’s role in the founding of Chery that has influenced the entrepre-
neurial behavior of the company. Granted, all local governments wish to
see their local companies succeed, but in the case of Chery, in which the
local Party Secretary is also the company’s founder, there exists a personal
connection between the business and the local state. In the opinion of one
interviewee, “Zhan still thinks of Chery as his company.”

The involvement of the local government, however, did not
mean that Chery’s founding went smoothly. At the time Chery was
founded in the mid-1990s, the central government, concerned with an
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increasingly fragmented auto industry, had called for a moratorium on
the establishment of new passenger car manufacturers. This meant that
Chery had to get its start—with the help of local government—under
the radar.

Zhan recruited Chery’s first chief engineer, Yin Tongyao, away
from Volkswagen’s joint venture with a major state-owned enterprise
(SOE), First Auto Works (FAW). Yin is now Chery’s chairman. The
venture started out with a very low profile, making only engines on a
used assembly line purchased from Ford in the United Kingdom.
Eventually Chery’s engineers “designed” a complete car based on the
Volkswagen Jetta from plans Yin Tongyao had obtained from a Spanish
subsidiary of VW.6 With the help of a Taiwan-based molding company,
Chery’s first car came off the line in 1999, but these cars could only be
sold and driven locally as Chery had still not obtained permission from
Beijing to manufacture cars.7 Without this permission (which required
being listed in an official government catalogue), Chery cars could not
be issued license plates. Chery’s cars could be given a pass by local
authorities in Anhui, but without official plates, they could not be
legally sold in other provinces.

Eventually, the central government became aware of what was
going on in Wuhu and issued an order for Chery to stop manufacturing
cars. But rather than punishing Chery’s leaders and dismantling the
factory, the State Economic and Trade Commission (SETC) advised
Chery to negotiate with one of China’s largest automakers, Shanghai
Automotive Industry Corporation (SAIC). This connection between
Chery and a reluctant SAIC was facilitated by Wu Bangguo, who was at
the time a vice premier.8 Wu, who is originally from Chery’s home
province of Anhui, had also previously served as Party secretary in
Shanghai. His connections with both Anhui and Shanghai placed him
in a position to bring Chery and SAIC together.

The two companies negotiated a 20 percent ownership stake in
Chery by SAIC, which would eventually allow Chery to manufacture
vehicles under the “Shanghai-Chery” brand name. Chery was able to
resume assembly of autos, which, due to Chery’s new affiliation with
SAIC, were legitimately listed in the official catalogue. During its time as
part of SAIC, Chery was never under the direct management of SAIC
and never paid dividends to SAIC.9 It only received the “investment” of
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SAIC, which, according to a veteran Chinese auto industry journalist,
amounted to Chery simply giving SAIC shares in itself valued at
300 million yuan.

Within a few years, Chery’s arrangement with SAIC began to
unravel after Chery was accused by General Motors (GM), a joint
venture partner of SAIC, of having copied its Chevrolet Spark. The
Spark had been based on the Matiz made by GM’s South Korean partner
Daewoo. It was due to be sold in China toward the end of 2003, but
Chery beat GM to the punch, releasing its QQ earlier in the year. How
closely had the QQ been based on the Chevrolet Spark? GM’s general
counsel in Shanghai revealed to author and journalist Peter Hessler
photos demonstrating that the doors of the Chevy Spark and the Chery
QQ were completely interchangeable.10 According to China auto
consultant Michael Dunne, when GM asked its partner SAIC for advice
in addressing Chery’s apparent violation of GM’s intellectual property,
GM had not even been aware that SAIC was a 20 percent owner of
Chery.11 GM attempted three times to sue Chery for its apparent
violation, twice in China and once in Korea (from whence the plans for
the Spark had originated), but in no case was it demonstrated that Chery
had illegally obtained the plans for its QQ.12

Surprisingly (or probably not surprisingly to veteran China
watchers), the episode ended up working in Chery’s favor anyway.
Though Chery’s violation of intellectual property rights was never
proved in court, there existed the suspicion that Chery had used its
relationship with SAIC to access illegally the blueprints of SAIC’s
partner, GM. Following this episode, SAIC washed its hands of Chery,
leaving it as an independent, stand-alone company. By this time, Chery,
having become one of China’s largest exporters of automobiles, had no
difficulties getting its vehicles properly listed in the central government’s
catalogue. SAIC had (albeit reluctantly) helped Chery to become a legal
automaker in China, giving it the time it needed to demonstrate its
importance to the central government.

Not only was Chery attracting notice because of its exports, but the
company had also begun to catch the eye of the central government for
another important reason. Because Chery did not have a foreign partner,
the company had demonstrated its commitment (intellectual property
issues notwithstanding) to developing its own, domestically branded cars.13
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After China’s entry into the World Trade Organization (WTO) at the end
of 2001, the development of domestic Chinese brands (or 自主品牌,
zizhu pinpai) had become a top priority of the central government
for the auto industry. China’s independent automakers, with Chery at the
forefront, were leagues ahead of China’s lumbering SOEs in carrying out
this directive.

By the end of the 2000s, China’s central government, having in the
1990s and early 2000s been practically antagonistic toward the inde-
pendent automakers, had changed its tune—somewhat. These compa-
nies, particularly Chery, Geely, BYD, and Great Wall (the latter three of
which are nominally private), began to receive encouragement from the
central government, not only in the form of state leader visits, but also
through access to state-owned bank funding.14 Without a foreign
partner whose brands it could sell, Chery has no choice but to rely on
development of its own brands—something the central government has
been demanding of its automakers for years. But research and devel-
opment (R&D) does not come cheaply: the development of a new car
model can cost upward of a billion dollars.15 And herein lies the
attractiveness of partnering with a foreign automaker: the foreign
partner does all of the R&D heavy lifting.

What Chery Reveals About Chinese Industry

The story of Chery presents the recent development of Chinese industry
in microcosm. Through this case we can see the important role that local
governments play in the startup phase of industry—particularly when an
enterprise must be formed out of the view of the central government.
However, we can also see a central government that, despite its desire to
see an auto industry shaped in a certain way, was nevertheless flexible
enough to find a way to allow a job-creating, tax-generating enterprise
to continue to operate within the rules. Furthermore, we see a central
government that was able to learn and adapt, a central government that
began to see the value that a smaller, independent automaker brought to
the industry.

In Chery, we see a company that, like many Chinese businesses,
got its start by “borrowing” foreign designs, but that has thus far had
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difficulty moving beyond this stage into one of real innovation. This
raises the important question of whether China’s industrial giants will be
able to move beyond cost competition to compete head-on with the
foreign multinationals (MNCs) in advanced technology. And Chery’s
difficulties in coming to an agreement with Malcolm Bricklin and
subsequent lawsuit with GM are also illustrative of a Chinese auto
industry (and a central government) with an ambivalent attitude toward
foreigners. On the one hand, we see an industry still heavily reliant on
foreign know-how, yet on the other hand, Chinese sources continue to
lament what they see as a foreign “monopoly” over China’s auto
industry.16

What this case, and this book as a whole, do not illustrate are the
infallibility or invincibility of the Chinese government. Indeed, mistakes
have been made, and most certainly will continue to be made. What this
book does illustrate is a government that is still largely “crossing the river
while groping for stepping stones”� as it tries to balance the competing
priorities of economic growth, social stability, and the continued rule of
the Communist Party. What it also illustrates is that China’s central
government has a firm intention of dominating, not only its domestic
markets, but as many of the world’s markets as it possibly can. The words
and actions of China’s central government demonstrate its commitment
to this goal, and this study of China’s automobile industry demonstrates
just how determined China’s central government is to win.

While I offer no prognostication of China’s ultimate success in
dominating the global auto industry, I do offer the reader a clear picture
of how China has become the world’s largest auto market, and how it
will very likely continue to pursue the growth of, and eventual domi-
nance by, Chinese businesses throughout the world. But China’s
dominance is still not a given; whether China ultimately wins also
depends very much upon the innovative visions and strategic behavior
of the world’s other automakers. Even if China’s automakers were never
to develop the design capabilities of the foreign multinationals, the
multinationals would in any case find staying ahead of China to be

�The phrase “crossing the river while groping for stepping stones” (摸着石头过河) was used to describe
the experimental nature of Deng Xiaoping’s reforms. See Richard Baum, Burying Mao: Chinese Politics in
the Age of Deng Xiaoping, (Princeton, NJ: Princeton University Press, 1994), 17.
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increasingly difficult: the Chinese are good at copying, and they’re
getting better.

This story is, however, much larger than that of a single industry. It
is a story about politics, a story about nationalism, and a story that seeks
to answer some very important questions about business-government
relations—questions that many economists thought they had already
addressed, but that the Great Recession of the late 2000s has once again
brought to the forefront.

Why China?

Writing over a year after China surpassed Japan to become the world’s
second-largest economy, behind the United States, it may seem almost
absurd to ask, “Why China?” This is a country that, since its opening in
1978, has turned in double-digit economic growth for over three
decades while allowing only selective expansion of the personal free-
doms of its citizens. China has opened up opportunities for its private
sector to grow and develop while maintaining state control over the
country’s largest and most important industries. The opportunities made
available to Chinese citizens have led to an unprecedented generation of
wealth, yet, while the industrial economy has grown, the country as a
whole is still relatively poor in terms of its gross domestic product (GDP)
per capita. And while there have been opportunities for some, there
have not been opportunities for all. As some Chinese grow wealthier,
the gap between rich and poor has grown wider.

Throughout the latter half of the twentieth century, many econo-
mists and political scientists studied the phenomenon of late develop-
ment, asking why some late developers have chosen their respective paths
of development, why some have succeeded, and why some have failed.17

As an even later developer, China poses another set of questions, not only
about the paths it has chosen, but about what it may have learned from
other late developers that came before it. And while China seems to
exhibit traits similar to other late-developing countries, notably, China’s
East Asian neighbors Japan, Korea, and Taiwan, the sheer magnitude of
what China has accomplished, and is trying to accomplish, seems to place
the country in a category all by itself in many respects.
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Some scholars have even proposed a term to describe the uniqueness
of China’s approach to development. Beijing Consensus describes a
prescription for economic development that includes heavy state
involvement in economic development through both allocation of
resources and commitment to innovation and experimentation. It also
includes authoritarian government and limited personal freedoms for
citizens.18 It is contrasted with the Washington Consensus, a set of
solutions many Western economists have recommended to late devel-
opers, which includes fiscal discipline, interest rate liberalization,
privatization, deregulation, and free trade—accompanied by a demo-
cratic form of government.19

There are, of course, problems with both consensuses, and not all
China watchers agree on how China has been able to achieve its
success. According to Yasheng Huang, China’s best performance, in
terms of raising the living standards of average Chinese, came during
times of its more liberal, less state-centric period in the 1980s, not in the
1990s and 2000s as is commonly assumed.20 Furthermore, John
Williamson, credited with coining the term Washington Consensus,
points out that Beijing Consensus is not even used by the Chinese to
describe their own system.21 And the Washington Consensus, as it turns
out, was not actually followed in Washington as the United States
developed prior to World War II. The U.S. development model
looked, in some respects, similar to that of today’s China: heavy trade
protectionism, fixed exchange rates, and government-controlled interest
rates.22 Nevertheless, the so-called Beijing Consensus—or however one
might label China’s model of state-led capitalism—may have a certain
appeal for the leaders of other developing countries who have grown
weary of Western lecturing about democracy, human rights and mini-
mal state intervention in the economy in exchange for economic
assistance. Aside from recognition of China’s interests with respect to its
territorial integrity, China’s assistance tends to come with fewer strings
attached.

Regardless of whether the term Beijing Consensus is taken seriously
by economists or political scientists, it seems to touch upon a feeling
common among Westerners that China’s approach of capitalism without
democracy may somehow give that country an advantage.23 It raises the
question of whether America’s formula of capitalism plus democracy,
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long thought to be the sine qua non of progress, is as durable—or as
effective—as once believed.

Ian Bremmer, president of the Eurasia Group, uses a broader term,
state capitalism, to describe the political economy of China and other
countries with similar systems.24 State capitalism describes a “strategic
long-term policy choice” that embraces markets as a tool of ruling elites
to serve a country’s national interest.25 The rulers of a country that
follows a form of state capitalism are typically motivated by a “fear of
chaos” and, therefore, approach governance as an exercise in risk
management. This engenders a type of micro-management in which the
state attempts to use all of the tools at its disposal to minimize the
inherent risks to power that arise from openness to market forces.
Among the tools state capitalist countries use are state-owned
corporations, sovereign wealth funds that invest abroad, “resource
nationalism” (attempts to control stockpiles of, and access to, com-
modities and national resources), and development of state-backed
“national champion” enterprises that can compete globally and that are
not limited by concerns for democracy or human rights.

Bremmer quotes Chinese Premier Wen Jiabao, who gave a
definition of China’s brand of state capitalism in an interview on CNN
television in 2008:

The complete formulation of our economic policy is to give full
play to the basic role of market forces in allocating resources
under the macroeconomic guidance and regulation of the
government. We have one important piece of experience of the
past thirty years, that is to ensure that both the visible hand and
invisible hand are given full play in regulating the market
forces.26

What Wen Jiabao’s definition fails to capture, however, is the fact
that, through its five-year economic plans, China’s government, not the
markets, decides which industries will grow, which will receive
resources, and which will be promoted. The market does have a role in
state capitalism, but its role is limited primarily to acting on resources
that have been allocated largely according to the state’s wishes.

Bremmer makes the case that the financial crisis of the late 2000s
cemented in the minds of many of China’s leaders the determination to
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maintain a firm state hand in management of the economy. While they
understand the vital role China’s private sector has played in growth,
they have made a conscious decision to concentrate resources in state
hands so as to protect China from the “natural excesses of free-market
capitalism” that they believe to have caused the Great Recession among
the developed economies.27

A Challenge to the West

In the West—particularly among countries following the more tradi-
tionally laissez-faire Anglo-American model—it is accepted, almost as a
matter of faith, that government involvement in business is not a good
thing. Americans need look no further than Amtrak and the U.S. Postal
Service as examples of perpetually money-losing, state-owned
enterprises that constantly return to Congress with their hands out for
subsidies. When GM faced bankruptcy and possible liquidation in early
2009, many Americans were astounded that part of the solution
included the U.S. government taking an initial 61 percent ownership
stake in the ailing automaker. A Gallup poll indicated that 55 percent of
Americans disapproved of the government takeover.28 Many Americans
believed GM had failed for years to produce cars comparable in quality
to those produced by their Japanese and German counterparts. If GM
were unable to stand on its own, it should have been allowed to die.
This is, in the minds of many Americans, how capitalism is supposed to
work: those who cannot compete exit the market.

Regardless of how a majority of Americans may have arrived at their
conclusions that state involvement in business is a bad thing, there also
exists a body of economic literature that supports this position, both
theoretically and empirically.29 Over the two decades prior to the Great
Recession that began to surface in 2008, a consensus had developed
among economists that private ownership of firms is, in general, superior
to that of public ownership. In theory, the managers of state-owned
enterprises (SOEs) are not subject to many of the disciplinary measures
that lead to the superior efficiency, productivity, and profitability
achieved by private enterprises. Hard budget constraints (i.e., the threat
of bankruptcy), oversight by creditors, greater exposure to competition,
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the threat of hostile takeover, and pressures from owners whose interests
are not conflicted by political and social objectives are but a few of the
disciplinary measures to which private sector managers are subject. On
these and other points, economic theory is supported by dozens of
empirical studies and (until recently) challenged by very few (non-
Marxist) dissenting voices.

As long as governments around the world continued during the
1990s to move toward privatization of their economies, and as long as
those governments that did not privatize were punished with poor
economic outcomes, then countries that adhered to these beliefs of
minimal government involvement were comfortable in their chosen
paths. But there were two major changes in the latter 2000s that
challenged this logic and set Western minds to worrying. The first
change was a gradual trend throughout the course of the 2000s toward
increased state involvement in China’s economy—or, to be more pre-
cise, an apparent reversal of China’s late-1990s trend toward increased
private sector involvement. The second change was the onset of the
Great Recession during 2008, which called into question the viability of
the Western economic model.

The first change was highlighted by increased usage of the term guo
jin min tui (国进民退; “the state advances, the private sector retreats”)
during the late 2000s. This was a clever reversal of a term with the exact
opposite meaning, guo tui min jin (国退民进; “the state retreats, the
private sector advances”), that emerged in the early 2000s to describe the
trend of increased private sector involvement in the economy begun
during the Premiership of Zhu Rongji. The reversal of private sector
advancement began with the rollback of reforms in China’s financial
sector in 2005 chronicled by Walter and Howie in Red Capitalism
(2011).30 It became apparent in China’s industrial sector during 2008
and into 2009 as Chinese newspapers began reporting on an increased
pace of nationalization and favoritism toward SOEs. One of the most
commonly reported stories was of the forced nationalization of dozens
of privately owned coal mines in Shanxi Province.31 There was also a
vigorous debate about this phenomenon in the Chinese press among
academics, economists, and government officials.32 Many observers
credited the strengthening of the state-owned sector at the private
sector’s expense with largesse heaped upon SOEs in the form of loans
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from local government financing vehicles as a result of the central
government’s stimulus program in late 2008.33

The second change was that the developed world, the United States
in particular, fell into a major economic recession largely of its own
making. Though the recession had temporary repercussions for
emerging markets as well, by the middle of 2009, it was clear that the
extent of the damage had been limited primarily to the developed
markets. Developing countries such as China took steps to stimulate
their economies, but otherwise continued their trends of world-beating
economic growth. As a result, economic observers the world over began
to question the viability of the Western model—particularly the notion
that governments should generally remain aloof from business, allowing
the market and the private sector to make all of the decisions. Former
U.S. trade representative Charlene Barshefsky put the change in
thinking into perspective: “Our competition has gotten tougher during
a period for the United States of profound economic weakness that
magnifies any perceived threat . . . There is a significant and pro-
found—almost theological—question about the rules as they exist.”34

Among the questions observers are asking are, what if a government
not only refuses to relinquish control over important sectors of its
economy, but also manages to achieve impressive economic outcomes?
And what if those outcomes are superior to those achieved by any
developed country in nearly half a century? Would that country’s
processes, institutions, and outcomes not be worthy of further scrutiny?
More specifically, what are the trade-offs that China has accepted in
order to maintain heavy state involvement in the country’s most
important businesses, and are any of these trade-offs possible, or even
desirable, in free and democratic societies?

Why Autos?

In an attempt to answer some of these questions, I have chosen to
conduct an in-depth analysis of China’s automobile industry. The reason
for this choice is that the automobile sector serves as a nice microcosm
of China’s industrial economy as a whole. Within this single industry,
state-owned enterprises, private enterprises and Chinese-foreign joint
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ventures (JVs) compete for market share. The top three automakers,
which together command nearly a 50 percent domestic market share,
are all state-owned enterprises (SOEs) whose production comes pri-
marily from joint ventures with foreign manufacturers. Among the top
12 automakers in China, three are privately held. The recent median
five-year compound annual growth rate (CAGR) in unit sales among
China’s top 12 manufacturers was 30 percent.35 The three private firms,
BYD, Geely, and Great Wall, had five-year CAGRs of 116, 24, and 44
percent, respectively.36 The point here is that, while China’s auto
industry is dominated by state-owned enterprises, there is room for
private players to compete and grow—an empirical phenomenon that
already calls into question economic theories that state-owned invest-
ment in an industry drives out private investment.37

It is not difficult for the impartial observer to view the recent success
of China’s auto industry with a measure of admiration. Within the space
of 30 years, China has gone from having practically no passenger car
production to building more cars than any other country in the world.
But how does China’s early growth stack up against that of other major
players? Figure 1.1 charts the growth of auto production in four
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Figure 1.1 Relative Importance of Auto Industry in Selected Markets
Data Sources: Angus Maddison, China Automotive Industry Yearbooks, Japan Automobile Manufacturers
Association, International Organization of Motor Vehicle Manufacturers.
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countries from 1900 until 2009. The statistic measured, thousands of
passenger cars produced per dollar of individual wealth, is simply the
number of passenger cars produced in each given year in thousands
(both for domestic consumption and export) divided by GDP per
capita.38 Using a common denominator, this measure describes how
important each country’s respective auto industry is as a part of its
national economy.

The countries selected are the United States, Japan, South Korea,
and China. As Figure 1.1 demonstrates, U.S. production, with the
notable exceptions of some key interruptions such as the two world wars
and the Great Depression, has experienced a clear rise and fall as the
global leader, reaching its peak as Japan began production in the 1950s.
Japan then also experienced a steep rise, which began to level off in the
1980s, around the time the United States forced it to accept “voluntary”
export restraints of its cars. (The Japanese countered this resistance by
building factories in the United States, but cars produced in these
“transplant” factories show up in the U.S. figures.) Japan’s auto pro-
duction then began to stagnate as its real estate and investment bubbles
burst in the early 1990s. Like Japan, Korea also experienced a fairly steep
initial rise which also leveled off quickly as its smaller land mass and
population quickly reached saturation with automobiles.

Though China began to produce passenger cars as early as 1958, for
the purposes of comparison, I am using 1984 as the beginning date for
the rise of China’s auto industry. Until the late 1970s, China produced
fewer than 3,000 passenger cars in any given year. Nineteen eighty-four
was the first year that China began its focus on passenger cars in earnest
as this was the year that negotiations with American Motors Corpora-
tion (AMC) and Volkswagen for China’s first auto joint ventures were
completed. As Figure 1.1 illustrates, China experienced growth some-
what comparable to that of the other three countries in its early years,
only to level off slightly toward the end of the 1990s. Then, once China
joined the WTO in 2001, production skyrocketed. The slight dip
between 2007 and 2008 is the drop in China’s growth rate due to a
tightening of the money supply in 2007 and the global financial crisis
that emerged in 2008. Subsequent to that time, China once again
experienced outsized growth (48 percent growth in passenger car pro-
duction in 2009 and 32 percent in 2010) due to stimulus measures
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enacted by the central government and a rebound in confidence as it
became evident to Chinese consumers that their economy would be less
affected by the global downturn than that of many other countries.

Each of the three countries that began production before China
appears to have started strongly and then leveled off at some point.
Though this point is not essential to this analysis, it seems plausible that
the leveling-off point for each of these three represents a level of satu-
ration of cars given each country’s population and land mass. If that is the
case, then the fact that China’s line is still headed into the stratosphere
should not come as a surprise: with a population approaching 1.4 billion
and a burgeoning middle class, China’s auto market still appears to hold
potential.

A more important question that this picture raises is how well China
has performed in its early years as compared to these other three markets.
Is China’s early growth rate any better or worse than that of the others?
Figure 1.2 takes the first 30 years of each country from Figure 1.1 and
starts them all in Year 1.

The first observation is that China’s line is steeper than that of the
others, which confirms that the growth of China’s auto industry is

Thousands of Passenger Cars Produced per $ of Individual Wealth
First 30 Years in Each Market
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Figure 1.2 Relative Importance of Auto Industries—30-Year Comparison
Data Sources: China Automotive Industry Yearbooks.
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indeed worthy of investigation. Second, this picture also highlights the
fact that each successive entrant into the auto industry has experienced
less volatility than the one before. Japan, Korea, and China have each
benefited from a less volatile, U.S.-dominated world into which they
could launch their auto industries.

While China also subjected imported autos to extremely high tariffs
prior to 2006 (year 22 in Figure 1.2),39 one major difference is that
China invited foreign auto companies to build factories on its own soil,
something Japan and Korea have never done.40 Perhaps this is one of the
primary reasons that China’s curve turned initially steeper than those of
the others. Another factor that may have also favored China is the
“advantage of backwardness”—the fact that China was in a position, not
only to copy what the United States and others had done, but to observe
the successes and failures of two fellow latecomers, Japan and Korea.41

China’s authoritarian government may have been in a position to
provide the country with the coordination it needed to launch a
competitive auto industry where none had existed before.

Figure 1.2 shows that China is selling a lot of cars relative to
individual wealth—more than the United States, Japan, or Korea ever
did—but selling a lot of cars is not a sustainable activity if it cannot be
done profitably. If China’s automakers are losing money in the process,
then we may conclude that the industry is on an unsustainable footing.
However, that does not appear to be the case. Figure 1.3 shows com-
bined industry profitability from 1993 through 2008. This represents
only the profit on sale of vehicles, and does not include ancillary busi-
nesses.42 With the exception of declines in 2004 and 2005, the trend is
one of generally increasing profitability.43

Conclusion, and a Roadmap

My primary task in this book is to explain the figures shown in Figure
1.2—to explain how China was able to build a competitive industry
from scratch while transitioning from a planned economy to one that is
more market oriented; to explain how a formerly communist country
(though still Communist in name) can both maintain an authoritarian
political system and at the same time build a potentially globally
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competitive industry—something that has, until now, proven elusive
under authoritarian systems. This book aims to answer the questions:
What is unique about China that has allowed it to succeed where many
others have failed? Is China breaking the rules of capitalism or rewriting
them? And finally, what are the weaknesses and limitations of China’s
model? Will the line on China’s graph continue to shoot ever upward,
or is China subject to the same laws of gravity as everyone else?

The arguments of this book are as follows:

� First, while China’s state-led capitalism has achieved impressive
results, China’s one-party rule introduces contradictory objectives
that have prevented the central government from achieving its
economic objectives.

� Second, China’s central government has nevertheless exhibited an
ability to learn and adapt to achieve many of its desired outcomes.

� Third, while local governments have a certain amount of power
to act outside the will of the center, the center will ultimately have
its way.

0

20

40

60

80

100

120

140

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

R
M

B
, 
B

il
li
o
n
s

Figure 1.3 Auto Industry Profit, 1993 to 2008
Sources: Angus Maddison, China Automotive Industry Yearbooks, 1994–2009, Japan Automobile Manu-
facturers Association, International Organization of Motor Vehicle Manufacturers.
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� Fourth, China’s insistence on state control over pillar industries is
detrimental to innovation.

� This insistence on state control may not be as harmful to China’s
continued development prospects as we might think because, fifth,
China has created an environment in which the unavoidable price
of entry for foreign multinational firms is relinquishment of intel-
lectual property. Innovation becomes less important when you can
get your competitors voluntarily to hand over their technology.

This chapter began with the story of Chery, a story that illustrates
many of the essential points describing the evolution of China’s auto
industry over the past several decades. Chapter Two contains the story
that illustrates the main arguments of this book. Here we can see the
major determinants of success and failure in China’s industrial planning
model. In this chapter I describe the auto industry’s players and their
objectives. From this description emerges a picture of how these ele-
ments result in an industry with clear strengths, but that is nevertheless
beset by some key weaknesses.

Chapter Three contains the back-story, essentially, a moving picture
that describes how China’s auto industry developed over the past three
decades. I cover three stages of auto development in the People’s
Republic of China (PRC)—state-centric (1949–1978), global partner-
ing (1978–2001) and indigenous innovation (2001–present)—spending
most of my time on the latter two. This chapter demonstrates how
policy has developed and changed over time.

Chapters Four through Six contain the case studies that provide
details to support the main arguments of this book. Chapter Four focuses
on the backbone of China’s auto industry, the Chinese-foreign joint
ventures. This is the most unique aspect of China’s auto industry, as no
other country has relied so heavily on foreign partners to help build its
domestic industry. To this day, the foreign brands continue to account
for nearly 70 percent of all passenger cars (sedans) sold in China.44

Chapter Five then looks at the case studies of the “independents,” a
group of Chinese automakers that lack foreign partners, and that must,
by definition, rely on development of their own independent brands.
The independents include one large local state-owned enterprise
(Chery, a case study of which began this chapter), several prominent
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private enterprises, an SOE whose chief executive at one time believed
the enterprise to be his own private company and one audacious
automaker wannabe that captured attention briefly in 2009.

Chapter Six includes in-depth reviews of three of the most prom-
inent mergers to have taken place in China’s auto industry within the
past decade. These stories are important because they illustrate two
seemingly conflicting aspects of the role of China’s central government
in the auto industry. Depending on how evidence is presented, the
central government can be made to look either impotent or all-
powerful. These case studies show how the central government, despite
its decades-long desire to see consolidation in the auto industry, has
patiently waited for the market to encourage some of these mergers. Yet
at the same time, when the timing was right, the central government
was able to apply leverage in order to correct strategic mistakes or ensure
policy adherence. Toward the end of this chapter, I also analyze data on
the fragmentation of China’s auto industry relative to that of the United
States and highlight the interesting finding that China actually has two
auto industries: one that the central government intends to be
competitive, and another that serves as a sort of welfare system in local
regions.

Chapter Seven then takes what we have learned about China’s auto
industry in Chapters Two through Six and compares this with the auto
industries in Japan and Korea during their own start-up periods. For
Japan, the time was roughly 1950 to 1980; for Korea it was roughly
1960 to 1990; and for China, we compare the reform era, from roughly
1980 until the present. The key aspects I compare are degree of state
ownership versus private, the key institutions that each country
appointed to manage development of its auto industry, each country’s
methods of technology acquisition, the degree of foreign involvement,
the amount and types of industry support, and the structure of each auto
industry. Many readers will not be surprised to learn that Japan and
Korea experimented early with state ownership but quickly allowed the
private sector to take over their auto industries. The state then “guided”
the private sector during its early development. In China, most auto
industry assets remain in state hands.

Chapter Eight, the conclusion, summarizes the evidence emerging
from the policy analysis and case studies. This chapter then closes with a
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look forward and asks, among other questions, about the future promise
of China’s private sector, the ability of China to spur innovation, and
whether foreign multinationals will always be welcomed.
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