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Abstract

This thesis is aimed at solving this puzzle: If the rules are the same, how do
regulatory authorities compete for business firms to come to their jurisdictions? |
suggest that it is better to think of regulatory competition in terms of regulating and
regulated sides finding a partner to form a marriage. | argue that an important
dimension to regulatory competition is competition between different types of micro-
level enforcement regimes for different types of firms. Assuming the rules stay the
same, depending on the match or mismatch of regimes’ and firms’ preferences,
enforcement regimes have differential results in business attraction, enforcement
effect and regulatory advantage. This argument is elucidated by a so-called ER
(enforcement regime) Framework that uses the cultural institutionalist approach — a
fusion of historical institutionalism and Mary Douglas’ grid-group typology. The
framework is used to interpret the empirical findings about regulatory competition for
foreign investment in China. The thesis adds to our knowledge about the dynamics
both of regulatory competition and of enforcement regimes, and helps to fill the gap
that exists between the literatures in these two areas.
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Introduction

The main driver in writing this thesis was to address the puzzle that | had faced for
many years as a professional. | worked for ten years in the first free trade zone in
China. Although the national government established 15 free trade zones for the
same purpose of attracting overseas investment and their regulatory authorities
implemented similar rules, they ended up with sharply contrasting achievements.
Typically, while two other zones in the same city had only a few investors, our zone
was fully occupied by hi-tech overseas manufacturers. We had to enlarge the area
of the zone in order to satisfy the increasing demands of incumbent and interested
overseas investors. Meanwhile, according to the former Special Economic Zones
Office of the State Council, the free trade zones were generally under suspicion of
smuggling and losing money, i.e. gaining US$1 for spending US$7, but our zone
was free from such misconduct and was the only one earning foreign currency, i.e.
gaining US$7 for spending US$1. The different achievements of the free trade
zones had attracted wide interests from scholars and professionals. However no
one could give a convincing explanation about the likely causes of the differences

between the free trade zones.

In this thesis, | intend to solve this puzzle: if the rules are the same, how do
regulatory authorities compete for firms to come to their jurisdictions? The thesis
explores how regulators compete in such circumstances by using different
approaches to implementing the rules, including enforcement practices. However,
different firms prefer different styles of regulatory approach or enforcement regime.
As a result, | suggest that it is better to understand regulatory competition for
business in terms of finding a partner to form a marriage. | argue that an important
dimension to regulatory competition is competition between different types of micro-
level enforcement regimes® for different types of firms. Assuming the rules stay the
same, depending on the match or mismatch of regimes’ and firms’ preferences,
enforcement regimes have differential results in attracting business, enforcement
effect and regulatory advantage. This central argument is elucidated in terms of a
theoretical framework named as the Enforcement Regime (ER) Framework
(Chapter 1llI). The theoretical framework aims to draw together the literature on

regulatory competition and enforcement styles, discussed in Chapters | and II, filling

1 In this thesis, the regime refers to micro-level regime unless specifically noted.



in the gaps between them, and is used to interpret the empirical findings discussed
in Chapters IV to VIII.

1. Significant Findings of Empirical Fieldwork

In January, February and July of 2008, | conducted field research in the cities of
Shenzhen and Suzhou - the two most successful cities in competing for overseas
investment in south and east China. The findings of the empirical fieldwork not only
confirmed my previous professional observations about sharply contrasting
regulatory competition (RC) achievements among locations but also enriched my
knowledge about the dramatically different enforcement practices and competing
approaches of the frontline regulatory authorities. These findings clearly alerted me
that enforcement practice at micro level was so significant to RC outcomes that an
analysis of this dimension would provide a comprehensive and accurate account for
the empirical phenomenon of RC. My main empirical findings can be disaggregated

into three levels: macro, middle and micro.

Macro level At the macro level, the competitor is the national government, who
was competing for foreign investment in a global context, competing against other
nations. Here, regulatory competition operated through the regulatory rules. The
national government decided the strategy of competing for quality foreign
investment and set social regulatory goals such as product safety, environmental
and labour protection. It not only made the rules but also monitored implementation
of those rules at lower levels of government and even intervened at the micro-level
into decisions as to how firms should be treated in particular instances. The
engagement of national government in the lower-level implementation practice
suggested that it recognised that the success of its strategy of competing for foreign
investment through rule making at macro level would be fundamentally affected by
implementation practices at the micro level. This implied that macro-level RC

through rule-making was closely linked to micro-level RC through rule enforcement.

Middle and micro levels The middle level refers to the middle-level
governments, where the competitors were provincial and municipal governments.
They engaged in high profile, head-on competition for foreign investment between
one another and actively claimed successes in winning quality overseas investment
as desired by the national government. However, through a closer look at their

achievements, | found that desirable businesses mostly clustered in only a handful



locations rather than settling evenly across a province or a city. These sub-city
locations, i.e. special investment zones (SIZ), towns and villages, were regulated by
authorities at the local or micro-level. This finding suggested that the successes of
provincial and municipal governments were generally showcased by those of the
few sub-city locations with business clusters. The lack of success of most other sub-
city locations was kept quiet. Whilst the middle-level authorities also made
provincial and municipal rules which applied across their regions, it appeared that
ultimately their success in regulatory competition also depended on enforcement

practices at the micro level.

Micro level At the micro-level are the frontline regulatory authorities based in
specific sub-city locations such as SlZs, towns and villages. | found that their
enforcement practices were dramatically different in spite of the fact they were
implementing similar national, provincial and municipal rules. Some competed for
quality foreign investment as desired by the national government. Some targeted
exactly the type of overseas firms that were not, for varying reasons, desired by the
national government. Some were disinterested in competition. Some were driving
away overseas investors in order to make room for favoured domestic business.
The relations and interactions between the authorities and firms based in their
jurisdictions were sharply different from one location to another. The economic and
social achievements of those locations were also very different. These findings
suggested that micro-level enforcement of the rules made at macro and middle
levels was highly varied and entailed both desirable and undesirable economic and
social outcomes. | was convinced by the findings at this level that RC through rule
making at macro level was fundamentally affected by enforcement of these rules at

micro level.

After conducting the fieldwork, | further understood that none of the existing theories
of regulatory competition could adequately explain my empirical findings®. Firstly,
RC scholars appeared unaware that RC through rule-making at macro and middle
levels was closely linked to rule enforcement at the micro level. Except for
identifying the broad impacts of stringency versus laxity of enforcement, these
scholars had overlooked the fact that micro-level enforcement practice was
fundamentally significant to RC. Consequently, they could not fully explain how
different sub-national regulatory authorities could compete for business when they

were all charged with implementing the same rules. Secondly, when addressing RC

2 For details, see Chapter I11.
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at the middle level, most scholars seemed to have taken for granted that all sub-city
locations were equally successful or unsuccessful in competing for business; and
that self-made provincial or municipal rules were automatically and evenly well-
enforced at the micro level. Consequently, they could not explain, when
implementing the same rules, why some locations attracted more business than
others. Finally, RC scholars had considered the competitor (the regulator) and the
firm whose business was being competed for as quite separate from one another.
Hence they paid no attention to the relations and interactions between regulators
and firms and were thus unaware of the issue of whether there was a ‘match’ and
‘mismatch’ between their respective preferences and styles. Consequently, in a
situation where the rules are the same, existing theories of regulatory competition
could not explain why regimes were selective about businesses; why firms chose
particular locations to conduct business; and why regimes were so different in their
economic and social achievements. Therefore, an interrogation to the dynamics of
micro-level enforcement was called for in order to give a more comprehensive and
accurate account of the empirical phenomenon of RC that | had observed both as a
professional and as a research student. However, most enforcement theories in
socio-legal analyses focus on enforcement styles and businesses responses to
regulation, and whilst they emphasise the need for a ‘matching’ of regulatory style to
the firm’s response to regulation, enforcement theories are not concerned with the
question of how enforcement styles can be used to compete for business, as
opposed to how they can be used to improve compliance with regulation. A
question therefore arose: How to make sense of the empirical findings so as to

develop a qualitative theory of RC?

2. Theoretical Framework

To make sense of the findings of my empirical fieldwork | needed a suitable
theoretical framework. | found two sets of theories to offer the most resonant
insights: historical institutionalism and Mary Douglas’ Culture Theory. | drew these
together to develop a ‘cultural institutionalist’ framework which | then used to
analyse my findings. The approach used was therefore iterative and inductive: |
used the theories to interpret the empirical findings, and the empirical findings to

review the theoretical framework that | developed.
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2.1 Historical institutionalism

Historical institutionalism defines institutions as formal and informal norms,
procedures, routines and conventions embedding the organisational structure of
political economy (Thelen and Steinmo: 1992; lkenberry: 1988; North: 1990;
DiMaggio and Powell: 1991; and Hall and Taylor: 1996). It offers the opportunity to
explore the reciprocal relationship of institutions, including regulatory rules, on
regulatory players’ behaviour, and assumes that micro-level regulatory authorities
and firms are operating with some degree of rationality. It therefore enables an
understanding of how both firms and micro-level regulatory authorities respond to
the regulatory regime by drawing attention to the preferences of firms and local-level
regulators, and how each seeks to achieve those preferences given the broader
institutional context in which they are operating.

Notwithstanding their common interests in the reciprocal relationship of institutions
and players, neo-institutionalists * interpret this relationship differently. A key
difference in their interpretations is how players’ preferences are formed. Economic
institutionalists consider that players’ preferences are formed exogenously.
Institutions provide strategically useful information and an enforcement mechanism.
Players are rationally driven by utility maximisation so that their behaviours are
instrumental and strategic (Coase: 1937 and 1960; Williamson: 1975; North: 1990;
and DiMaggio and Powell: 1991). North even regarded that institutionalisation of
ideological consensus, contrasting to individualisation, was an efficient substitute for
formal rules. Sociological institutionalists argue that players’ preferences are formed
endogenously. Institutions provide not only useful information but also moral and
cognitive templates. Players are mindful of social appropriateness for their choices
and behaviours (Meyer and Rowan: 1977; March and Olsen: 1984; Granovetter:
1985; Douglas: 1986; Jepperson: 1991; DiMaggio and Powell: 1991; and Zucker:
1991). Historical institutionalists see that players’ preferences are formed partly
exogenously and partly endogenously. While institutions shape and structure
players’ choice, players act and interact with bounded rationality (Simon: 1957). In a
particular context, their choices and behaviours may cause unintended and
inefficient outcomes (March and Olsen: 1984; Krasner: 1988; Goldstein: 1988; Weir:
1992; and Campbell: 1998).

% In this thesis, institutionalism refers to neo-institutionalism only. For more details about the distinction between
old and new institutionalisms, see DiMaggio and Powell (1991) and Black (1997).
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Institutionalism has been broadly used in the regulation studies (Black: 1997;
Morgan and Yeung: 2007; and Baldwin et al: 2013, pp53-65). However, strictly
speaking their use is very limited in RC study and implicit in enforcement study. In
the RC study, Bratton el al mentioned the involvement of economic and sociological
lenses (1996, pp2-3). If we accept that these two lenses could be interpreted as the
use of economic and sociological institutionalisms, then we can identify the following
gaps in existing RC theories: While the economic lens focuses on the impact of
rules and competitive measures to attracting business and gaining regulatory
advantage, it ignores the restraints of institutional structure and regulatory process.
While the sociological lens emphasises institutional constraints and operative
forces, it is blind to competing for business®. Therefore, | am going to use historical
institutionalist approach to fill the gaps in terms of paying attention both to
institutional restraints upon regulators as well as impact of formal and informal
structure upon firms, and to the regulator-firm interactions in enforcement process

as well as their effects on competing for business and enforcing social regulation.

Contrasting to the RC study, the enforcement study is rich in institutionalist
ingredients. Typically, the enforcer is of various types and is affected by contextual,
hierarchical and regulatory factors. Also the regulated firm is of various types and is
affected by intra-firm, inter-firm and extra-firm factors. Their bilateral relations and
interactions have various characteristics. There are relevant enforcement effects.
However, the scholars do not always seem to be aware of the involvement of
institutionalism, as the above-mentioned facets are yet to be inter-related®. While
borrowing a building block from the existing enforcement theories, | am going to use
historical institutionalism to fill the identified gap in terms of systemising relevant

facets of the enforcement dimension.

2.2 Mary Douglas’ Culture Theory

Notwithstanding explaining the reciprocal relationship between institutions and
regulatory players, historical institutionalism does not really help to explain why
some types of firms are attracted to some types of regulator and vice versa. To

develop this explanation, | turned to Mary Douglas’ Culture Theory, drawing on her

* For details, see Chapter I.
® For details, see Chapter II.
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grid-group typology to illustrate the various features of different regulatory
authorities and firms and to analyse their bilateral relations and interactions.

The central tenet of the grid-group typology is that individuals in a society are
subject to two types of social control over their choices and interactions. One is the
group. The ‘group’ functions endogenously within the boundary of the society and is
measured by the degree to which individuals cooperate. The other is the grid. The
‘grid’ is comprised of the rules imposed by the exogenous structure of the society. It
is measured by the degree to which those rules are coercive or permissive. The
scale of each control varies from low to high. At the high end is a clear definition of
the social roles of individuals. At the low end social roles are ambiguous. Putting the
two types of control together yields four archetypes of societies: Positional, Enclave,
Individualist and Isolate (see Diagram 1°). Each society represents one type of
cultural bias’. Positional, Individualist and Enclave respectively exemplify Max
Weber's three types of rationality that are based on bureaucracy, market and
religion community. The Positional is characteristic of strong grid and group. All
constituents are assigned with respective roles. Their behaviours and interactions
are governed by both endogenous and exogenous rules. All groups are contained
by larger groups. The authority is exercised on the grounds of inequality of the
constituents. The Individualist is characteristic of weak grid and group. All
boundaries are provisional and negotiable. The interaction between constituents is
characteristic of competition. The success is assessed according to the wealth and
power an individual can achieve. The Enclave is typical of strong group but weak
grid. Internal roles and relationships lack explicit definition and hence are open to
negotiation. No individual is granted the authority to control another. Disagreements
between the members tend to be kept underground. The members are likely to be
dissidents of the main society. The Isolate is characteristic of strong grid but weak
group. Its constituents are generally ignored. Their opinions are not invited or taken
seriously. It is a society where one avoids responsibility and pressure®. The culture

of each society is self-defined and competes with each other. The culture is

® The version adapts from Douglas (2006a) pp2-6. This article is a comprehensive summary of the Culture
Theory given by the author herself.

" For the original version, see Douglas (1982) pp183-254. For a summary of the theoretical development, see
Douglas (2006a). More introduction to the theory, see also Douglas (2006b).

8 Thompson et al (1990) proposed a fifth type, i.e. hermit, which is subject to zero grid and zero group (pp7). But
Douglas (2006a) considered hermit as one version of the Isolate. The author agrees with Douglas’s classification.

14



incorporated in the respective institutions and sustains as long as the institutions
persist’.

® For critiques of the Culture Theory, see Ostrander (1982), Douglas (1986), Thompson et al (1990), Rayner
(1992) and (1993), Tansey and O’Riordan (1999)

15



Grid

A

High

Isolate Positional
Low High
. Group
Individualist Enclave

Low

Diagram | Mary Douglas’ Grid-Group Typology

The typology is considered as an influential approach to explain regulation (Baldwin
and Cave: 1999, pp31; Hood: 1998: pp7; and Baldwin, Cave and Lodge: 2013,
pp50-51). Indeed Douglas commented culture as ‘a general regulatory mechanism
for human behaviour’ (1985, pp3). It has been applied to characterise regulatory
styles in a number of contexts (1994; 1995 and 1998; Hood et al: 1999; Hood et al:
2001; Haines: 2003; Evans: 2008: and Lodge et al: 2008). However it has not yet
been applied in the context either of RC or of enforcement. Based on this typology,
it can be argued that regulatory authorities have different institutional features in
terms of vertical oversight (grid) and horizontal inter-agency cooperation (group). |
extend this application of grid-group theory of regulation to the context of RC, and
argue that regulators have different interests and strategies of RC which vyield
different outcomes of RC. Meanwhile, different types of firms respond in different
ways to formal and informal controls. The relevance of institutionalism is that when
the regulating and regulated sides meet, their bilateral relations and interactions
vary in different institutional contexts. It thus helps to address the gap between the
literatures on RC and enforcement respectively, indicating how the effectiveness of
different strategies of RC may vary depending on the ‘fit" between the regulator and

the firm.
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3. Outline of Main Argument

Drawing on historical institutionalism and the Culture Theory, and using the notion of
a ‘regime’ outlined by Hood et al (2001), | develop the ER Framework. The details

are set out in Chapter lll, but the main elements are as follows.

First, an important dimension of RC is that regulators use various types of
enforcement regimes to compete for various types of firms. Enforcement regimes
have institutionally different characters, in that they enforce social rules and
compete for business in different ways. Furthermore, firms have different responses
to formal and informal rules, as we know from the literature on compliance. Taking
into account the differences both in regulatory approaches and responses to
regulation suggests that it is naive to expect that governments can rely simply on
formal rules to ensure success in regulatory competition. Instead, how enforcement
is practiced at the micro level fundamentally affects the outcome of strategies of

regulatory competition that rely principally on rule-setting at the macro level.

Secondly, the varying outcomes of regulatory competition in situations where the
rules are the same can be explained through the notion of the ‘match’ and
‘mismatch’ of enforcement regimes’ and firms’ preferences. For a regime, winning
business is not a one-time deal but entails a long-term regulatory relationship and
interactions between the regulator and regulated. Drawing on the empirical
fieldwork, | argue that regulators’ enforcement regimes are restrained by resources
and cannot satisfy demands or ensure the compliance of all types of firms.
Accordingly they target and compete for preferred type of business. The fieldwork
also shows that firms vary in the type of enforcement regime that they prefer. To the
extent that they can gain information about the different approaches of local
regulators, they seek locations that mostly satisfy their demands and avoid those
that do not. Regulatory competition is thus analogised to a marriage: each seeks out
the type of partner they most want to be with. The result can either be a match or
mismatch of preferences. Further, the indicative evidence is that the match or
mismatch affects the outcomes of regulatory competition in terms of the types of

businesses attracted to a regime and the effect of enforcement.
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To summarise, this thesis presents a qualitative empirical research on the topic of
regulatory competition in order to provide a key to the puzzle | have faced for many
years. With significant findings from my fieldwork, | realised that existing theories
were inadequate to account for the empirical phenomenon of RC which | observed.
Therefore, | suggest that we should think of regulatory competition in terms of
regulators and firms each finding a partner to form a marriage, and that critical in
that matching process is the nature of the micro-level enforcement regime. Using
Mary Douglas’ Cultural Theory combined with historical institutionalism, which | term
the ‘cultural institutionalist’ approach, | develop a theoretical framework, namely the
ER Framework to analyse the fieldwork and arrive at this conclusion. The thesis
adds to our knowledge about the dynamics both of regulatory competition and of
enforcement regimes, and helps to fill the gap that exists between the literatures in
these two areas. The insights from this thesis could also be used in further empirical
studies on the impacts of micro-level enforcement regimes for regulatory
competition to assess the significance of the match or mismatch between
enforcement regimes’ and firms’ preferences in determining which regulatory

regimes succeed in the competition for business and which fare less well.
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Chapter | Theories of Regulatory Competition

This chapter is a systematic review of existing literature about regulatory
competition (RC). The theories are scrutinised referring to the research question of
this thesis: If rules are the same, how do regulatory authorities compete for firms to
come to their jurisdictions? This literature review is to shed light on the inadequacy
of existing theories of RC of which the enforcement dimension is still an uncharted
area for interrogation.

Bearing in mind the ultimate purpose, this review is made selectively. The literature
is chosen according to two main criteria: one criterion is the relevance of the subject
matter. The subject matter must be the rule, public policy or institutions with
regulatory purpose. Its goal is related to the attraction of business in a narrow
sense, and to the economic interest in a broad sense. The other criterion is positive
research only, no normative or prescriptive studies. The focus here is on the
fundamental factors of RC such as the regulating and regulated sides as well as the
measures used for competition and outcomes of RC. It is not whether RC is ‘good’
or ‘bad’, or finding solutions for problems incurred. The selected literature is to be
reviewed with uneven weight, dependent on the relevance of their themes and
methods.

The phenomenon of RC has been studied in diverse ways, most of which are
contextually based. Some ways appear to be reconcilable, and some share limited
commonality. The literature review is structured through juxtaposing six contrasting
theories of RC, with relevant literature grouped into them. These theories are
considered to roughly take two institutional lenses: economic and sociological. The
first two theories use economic lens, while the last four use sociological lens. The
review is carried out specifically for each theory, so as to reveal the respective focus
and analytical approach. The review ends with a conclusion, which sheds light on
the gaps and limitations of existing scholarly understandings about the empirical
phenomenon of RC.

1. A Driving Force to Satisfy Firm’s Preferences



The theory of RC is widely acknowledged as originating from Tiebout’s ‘Pure Theory
of Local Expenditure’ (1956)'. This economic view was designed for the local
governments of the USA to better satisfy the preferences of mobile consumer-
taxpayers. ‘The consumer voter may be viewed as picking that community which
best satisfies his preference pattern for public goods. This is a major difference
between central and local provision of public goods. ...The consumer-voter moves
to that community whose local government best satisfies his set of preferences. ...
The greater the number of communities and the greater the variance among them,
the closer the consumer will come to fully realizing his preference position.” (pp418)
Moreover, to introduce the market-like mechanism was to force the local
governments to compete so as to improve their efficiency. ‘On the production side it
is assumed that communities are forced to keep production costs at a minimum
either through the efficiency of city managers or through competition from other
communities.” (pp422) Given the government was assumed to be driven by
maximising revenue, and the consumer-voter could ‘vote by foot’, the government
was forced to compete through efficient responses to the consumer-payer’s
preferences. Tiebout's theory is contentious. A key question is: Does the
government compete to satisfy the firm’s preference? Why or why not?

1.1 ‘Yes’
For the ‘yes’ answers, the explanations are given from three points-of-view: the
regulating side, the regulated side and the tripartite.

Regulating Side Morriss summarised three motives for politicians and
bureaucrats to attract business and to develop local economy (2010: pp105-112).
The first was the public interest motive of increasing citizens’ wealth. The second
was the motive of producing public good. The third was the personal interest motive
of enhancing personal well-being. This included both tangible benefits from taking
bribes and psychic benefits of being in office to satisfy their policy preferences. This
categorisation covers most varieties of governmental officials’ interests in RC,
including revenue maximisation (Tiebout: 1956; Cary: 1974; Romano: 1985; and
Bratton et al: 1996), incentives for re-election (Harrison et al: 2006; Bradbury: 2006;
Mertha: 2006; and Konisky: 2007) and rent-seeking (Bratton and McCahery: 1996,
pp214).

! Bernholz and Vaubel (2007) had a different opinion. See ppl.
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Regulated Side Hirschman (1970) argued that the regulated side could exert
influence upon the regulating side based on three types of measures - namely
loyalty, voice and exit. Indeed, voice and exit have become basic concepts in
describing the influence of the firm in RC contexts. Governments’ competitive
adjustments of regulations were arguably driven by the demands of home and
foreign firms. If firms believed it in their interest to comply with low or high regulatory
standards, they were likely to use exit to less green or greener jurisdictions as
leverage to ensure governments would listen seriously to their voice (Porter: 1990;
and Konisky: 2007). Murphy (2005) selected six American business cases to
illustrate three general trajectories in the context of global RC for business. These
trajectories were: firstly, production process standard became laxer, while market
access standard stricter. Secondly, firms with monopoly and oligopoly status
manoeuvred regulations to reflect their interests. They inclined to make domestic
rules complicated in order to maintain their industrial advantage while deterring
foreign competitors. Finally, firms with low asset-specificity drove regulation towards
laxity, while multinationals pushed regulations of varied jurisdictions to converge. He
bridged a gap in terms of establishing a correlation between regulatory trajectories
and industrial interests and features. However, the link is weak as he did not
elaborate on how the firms’ preferences are transformed into the changed
regulations and how the changes contribute to the advantage of particular regulatory
regimes.

Tripartite Paul (1996) mapped a tripartite driving force behind RC in the
EU packaging waste market. When the Netherlands and Germany adopted high
packaging and recycling standards, unregulated France, the UK, Belgium and Italy
reacted similarly, based on identical social, economic and political considerations.
The environment-protecting groups were concerned about the possible reception of
packaging waste from the regulated countries. The firms cared about potential loss
of the packaging market to the Dutch and German environment-friendly competitors.
Both groups lobbied their national governments to enact packaging regulations. All
these governments responded positively and identically. They counted on the firms
to formulate and implement the regulations. The firms were supportive because they
could pass the additional cost on to the consumers, given that the regulations took
effect not on production but on consumption.

Paul’s description of the tripartite incentives behind RC in the packaging market of
the EU is very similar to Vogel's account about the tripartite driving forces
underpinning the raise of environmental standard of the State of California in the
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context of domestic economic integration, which was dubbed as the ‘California
effect’ (1995; and Vogel and Kagan: 2004). The major differences between the two
are: Vogel emphasises that the impact of economic integration primarily depended
upon the preferences of wealthy and powerful states or countries; and that the firms
in wealthy and powerful jurisdictions used strict regulations as the pivot to their
competitive advantages®.

In brief, the explanations for ‘yes’ answers are apparently premised upon the
assumptions that all types of player - the government, the firm, the consumer, the
public interest group and the jurisdiction - behave like the market player. Each has
its specific interest to pursue, manifested as its behaviour rationally driven by its
interest. When the government’s incentive (incidentally) agrees with the firm’s
interest and at best, the public’s, the government demonstrates active and efficient
responses to the firm’s preferences. Notwithstanding that some scholars identified a
range of interests on the regulating side as well as the preferences on the regulated
side, most research is one-sided and disconnected from each other.

1.2 ‘No’

The opposing argument is that RC is not a driving force to satisfy firm’s preferences.
In Canada, whereas provincial governments were engaging in RC for developing
local economy, attracting business only constituted a small part of their agendas
(Kenyon and Kincaid: 1991; Brown: 2006; Olewiler: 2006; and Morriss: 2010,
ppll2). It was bundled with the goals of sustainable development involving
environment protection, public health, education and fiscal policy. A balanced
economic and social development was perceived as necessary to construct an
overall local ‘competitiveness’ — that is ‘the ability to compete successfully’ (Brown:
2006 quoting Porter: 1990). Moreover, domestic political institutions mattered.
Provincial governments responded primarily to local interests and secondarily to RC
for business. The stronger support particular policies got from the voters, the less
likely the governments changed them, even if they faced RC for attracting business
(Harrison: 2006). Furthermore, governmental engagement to RC was not stable. As
the ruling parties’ ideologies changed, so would the governments’ interests in RC.
Along with shifts of political power, came changed ideologies and interests of
provincial governments (Harrison: 2006).

2 More account can be found in the section of RC as ‘One Form of Inter-Jurisdiction Interdependence’.
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The landscape of China is somewhat similar. Zhang illustrated how the change in
national government’s strategies reshaped the inter-city relations in a region in
China - the Yangtze River Delta (YRD) (2006). He compared the national
governmental strategies before and after the year 2000 to demonstrate the
difference. Before 2000, the YRD benefited from the privileged policies granted by
the national government as an early mover of opening to foreign investment for
economic development. The appointment and promotion of mayors was based
primarily upon their achievements in advancing local gross domestic product (GDP).
These policies engendered intense inter-city competition in the region. After 2000,
the national government switched its emphasis towards narrowing down regional
development disparity. The YRD no longer enjoyed privileged policies and faced
increasing competition from other regions. The promotion of mayors was also
changed and became based on their achievements in sustainable development.
The municipal governments in the YRD decided to form regional alliances so as to
maintain their established advantage as well as to compete as a whole against other
regions.

A number of studies have also been done within the EU. The EU landscape is rather
complex. Scholars identified factors that withheld the governments of the member
countries from RC. Some factors were legal and institutional, typically those in
company law. They included reincorporation costs, pattern of corporate regulation,
complex normative landscape, path dependence and institutional structure. Others
were political, such as protectionism and impact of interest groups; lack of
innovative incentives due to insufficient rent seeking by bureaucrats; and worries
about possible centralisation by the EC to remedy externalities caused by RC
(Romano: 1996; Hertig: 2001; McCahery and Vermeulen: 2001; Kahan and Kamar:
2002; Heine and Kerber: 2002; and Riketts: 2004).

Though they are specific to particular regions, the explanations share one point: the
government bears little resemblance to the market player. It needs to balance varied
policy goals and is restrained by myriad forces embedded in domestic political and
legal institutions. Moreover different governments have different ideologies and
interests. These factors withhold the government from competing to satisfy the firm’s
preferences.

1.3 Summary
The theory of RC as a driving force for the government to satisfy the taxpayer’s
including the firm’s preferences derives from Tiebout’'s marketplace analogy.
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However it is contentious that RC can be a driving force in this regard. The
proponents share Tiebout’s assumption of the government as identical to the market
player, who is interpreted as driven by self-serving interests. Their arguments drawn
from the three perspectives of the regulating and regulated sides and tripartite
demonstrate the logic of a marketplace transaction - a deal is struck when the
trading parties’ interests match. Except from this logic, they do not seem to have
adequate explanations. The opponents disagree that the government, like the
market player, is an independent decision-maker. They emphasise the significance
of institutional constraints upon the government and hint that varied institutions
entail varied governments’ choices and decisions. Comparatively, the opponents’
explanations are more sufficient and hence more convincing than the proponents.
Whereas the contentious camps denote the varieties of the government’s responses
and of the firm’s preferences, there is no comprehensive framework to interpret
them. This is a gap in this group of literature (Radaelli: 2004).

2. A Race in the Marketplace

Deriving from Tiebout's marketplace analogy, RC is compared to a ‘race’®. It
assumes that governments compete like firms for attracting mobile business. The
meaning of the term ‘race’ is never explicit. Nor are those for the pertinent labels
used to denote the directions of the ‘race’, namely ‘race to the bottom (RTB) and
‘race to the top (RTT)’. Radealli (2005), Braithwaite and Drahos (2000) and Murphy
(2005) question the preciseness of the ‘race’ comparison as well as the pertinent
terms of RTB and RTT. Yet these terms have been used in a taken-for-granted
manner.

The RC aiming at attracting firms has been vulnerable to persistent normative
scepticism. The scepticism follows the route of the government’s over-value of
business interest and economic development at the expense of social interest and
sustainable development. Consequently, the central concerns are shaped and
structured less about the race per se, but more about the directions of the race, or
RTB and RTT. RTB and RTT can be either a measure or an outcome, namely a
spill-over of business attraction. In either case, RTB appears to be equivalent to
adjustments towards loose, low, weak regulatory standards and requirements,
whereas RTT means the opposite. The literature on RTB patrticularly involves strong
judgmental and prescriptive implications. Indeed, concentration on the directions of

3 Cary (1974) could be the first one to make the comparison. The usage of the term ‘race’ is not exclusive to the
economic theory.
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RC has left the marketplace analogy focused restrictively on lax rules at the
expense of other methods for business attraction. This review omits normative and
prescriptive debates and focuses on positive (parts of) literature. Positive studies
cover both economic and social regulations. Since the review in the first group of
theories has answered the ‘why’ question, this section is to answer the ‘how’
guestion. It discusses the measure and the outcome of RC for attracting business.

2.1 Competing Measures and Outcomes

The measures of RC for business attraction are generally instrumental. They include
change and adjustment of rules and enforcement stringency, and deployment of
land and other resources and incentives. The outcomes of RC, or the effect of these
measures, in terms of business attractiveness and enforcement desirability, are in
question.

Adjustment of Rules The adjustment of governmental rules is held as a
fundamental measure, indicated by the concept of RC defined by numerous
scholars. Sun and Pelkmans (1995) defined it as the ‘alteration of national
regulation in response to actual or expected impact of internationally mobile goods,
services, or factors on national economic activities’. Armour referring to Tiebout
(1956) and Esty and Gerardin (2001) defined RC as ‘national legislatures compete
to attract firms to operate subject to their laws™ (2005). Deakin (2006) defined it as
‘a process whereby legal rules are selected and de-selected through competition
between decentralized, rule-making entities, which could be nation states or other
political units such as regions or localities’. Baldwin and Cave’ definition expanded
the scope (1999), hence RC is ‘the competitive adjustment of rules, processes, or
enforcement regimes in order to secure an advantage’ (pp180). Woolcock took a
step to clarify the terminology (1996): ‘Competition among rules can be seen as a
general term covering regulatory competition, institutional competition, regulatory
arbitrage and regulatory emulation (pp297) ... Institutional competition is essentially
the same as regulatory competition’ (pp298).

The adjustment of rules often involves the change in the stringency of rules. Lax
rules are arguably effective for attracting business. Cary (1974), Bratton and
McCahery (1996) attributed Delaware’s success to its lax corporate law, and to
legislative and administrative capture by managers at the expense of shareholders’
interest. Among his opponents, Dodd and Leftwich (1980) argued that Delaware

4 Armour (2005), see definition on pp5 and referred Note 13 on pp37
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was successful in attracting (re)incorporation because of its low operational and
financial cost. Subramanian (2002) held that the effectiveness of lax rules to large
industries disappeared over the long-term. Besides, over-protection of managers
from takeover might discourage them to (re)incorporate in a state which was
infamous for lax law. Writing in the EU context, Jackson and Pan (2008) also
challenged the American corporate lawyers’ view about the effectiveness of lax
rules in inducing capital. Based on finding of the securities market, they argued that
variation in regulatory stringency was not a factor for affecting capital raising
practices. The capital practices responded to Pan-European requirements rather
than to various rules of member states. In addition, increasing market integration
might diminish further the need to consider the stringency of rules. Simmons pointed
out that, given a more reliable financial regime and hence lower probability of risk,
capital would flow into the countries with strict rules (2004).

Adjustment of Enforcement Stringency Empirical finding from different
environmental sectors in the USA suggested that competing states interacted
informatively and strategically through environmental enforcement in order to attract
business. The finding from surface-mining regulation suggested that the stringency
of state enforcement was systematically affected by that of its rivals. States
lessened enforcement when their stringency was higher than their rivals. But they
did not make adjustments when their stringency was lower than their rivals (Woods:
2006). In contrast, the finding from federal air, water and hazardous waste control
regulations indicated that states responded to their rivals when the rivals’
enforcement stringency put them either at a disadvantage or at an advantage
(Konisky: 2007). The researches by Post (2004) and Knill, Tosun and Heichel
(2008) highlighted the enforcement deficit in developing countries as a means to
safeguard their regulatory advantages®. Nevertheless Coffee (2007) had an
opposite opinion about enforcement stringency. He argued that, in the financial
sector, stringent enforcement could enhance attractiveness to business by lowering
the cost of information asymmetry. It did deter some firms, but these were the very
types unwanted, given their primary purpose was profiting from speculation®.

Land and Other Incentives Land as a valuable resource is not mobile and
stays in particular geographic locations. Apart from being a necessary factor for
production in its own right, land is where mobile resources - capital, labour,

> As these researches were done in the light of economic integration, more details will be given in the section of
RC as ‘A Form of Interdependence’.

® See more in the section about enforcement stringency versus regulatory attractiveness in Chapter Il.

26



technology and equipment — can be placed (Dye: 1990, pp24). The World Bank
regarded land as a regulatory indicator for foreign direct investment (FDI) (2010).
Oman’s research about the RC in the coastal cities in China exposed that
concession in land lease, tax incentives and fast approval schemes were the
principal instruments deployed by the governments (2000). Unlike tax incentives,
the deployment of which was under the control of the national government, land was
up to the entire discretion of municipal governments. Therefore, the outcomes of RC
were: (1) there was neither noticeable drive-up in tax holidays nor drive-down in
environmental or labour standards. Yet land was used up quickly for
accommodating factories with overseas investment. At the same time, regional
disparities between the coast and inland deepened. (2) The approval scheme for the
projects with overseas investment turned out to be not always efficient because of
the arbitrary behaviour of the agencies charged with approval authorities. (3) There
were additional problems in administrative practice, typically rent-seeking,
corruption, poor transparency and accountability.

In brief, the measures of RC suggested by the scholars are generally regulating-
sided and instrumental. Among the instruments, both adjustments of restrictions and
provisions of favourable conditions are deployed for business attraction. Lax rules
and enforcement are arguably able to allure business but are likely to scare away
capital and firms which will bring desired benefits. While favourable conditions are
likely to be appealing to business, the agencies’ behaviour and practice can be
counter-productive. The above analysis suggests that a pure focus on competitive
instruments may miss out other noteworthy issues. As noted by Baldwin and Cave
(1999), both enforcement regime and process deserve attention for business
attraction. However so far, there has been no scholarly attention identified.

2.2 Regulatory Advantage and Its Attributes

When RC is compared to a race in the marketplace, the winner has regulatory
advantage over his competitor in attracting business. This is typified in the American
corporate law competition (especially Romano: 1985). Regulatory advantage is an
additional outcome of RC for business attraction. However the terms such as
‘regulatory advantage’, ‘regulatory attractiveness’, ‘competitive advantage’ and
‘comparative advantage’ are used frequently by the scholars without differentiation.
What do they mean exactly? How are they similar to and different from each other?

Baldwin and Cave suggested that regulatory advantage is equivalent to the
provision of a more favourable business environment than competitors. It is not
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necessarily based upon low compliance costs (1999, ppl80). They did not
differentiate types of regulatory advantage. If we refer to Porter (1990), there are
two types of advantage: comparative and competitive. ‘Comparative advantage ...
rests on endowments of resources such as labour, natural resources, and financial
capital. ... (F)actor resources themselves have become less and less valuable in an
increasing global economy.’ Instead, competitive advantage ‘depends on creating a
business environment, along with supporting institutions, that enable the nation to
productively use and upgrade its resources’ (pp xi-xii). Porter’s definitions show that
the concepts of comparative and competitive advantages are significantly different.
Yet the concepts are not defined for a regulatory context. Although RC theorists are
keen on distinguishing RTB and RTT, they generally use the term ‘competitive
advantage’ on both occasions. This shows a lack of precision about the outcome of
RC in existing theories. To define and differentiate the mentioned concepts requires
additional work.

While admitting Delaware’s advantage to be determined by its lax corporate law,
Romano gave particular note to the arguable attributes of that advantage (1985):

Responsiveness Governments’ responsiveness to tax-paying entities is
intrinsic to the marketplace analogy. Underpinned government’s responsiveness is
its interest of maximising revenue (Tiebout: 1956). The American corporate law
competition typically exemplifies these features in attracting business (Cary: 1974;
Romano: 1985; and Bratton et al: 1996). Yet the speed of responsiveness in terms
of efficiently and continuously adapting corporate law to firms’ needs underpinned
Delaware’s success (Romano: 1985; and Morriss: 2010, ppll5). Delaware
government was precisely responsive to corporate managers. Lax state legislations
and low standards entitled managers’ unilateral control of corporate conduct, thus
freedom from the monitoring by shareholders, public opinion and judicial review.
With such unrivalled favourable conditions to managers, Delaware was successful
in attracting large numbers of firms (Romano: 1985; and Macey and Miller: 1987).

Nevertheless, the government responds not only to firms but also to citizens and
public interest groups. The matters in this regard are typically social regulations
such as environment, labour, health and safety. The government’s responsiveness
implies the adoption of high social standards and hence more regulatory cost to the
firm (Baldwin and Cave: 1999: and Bratton et al: 1996). Yet complying with high
social standards can be the firm’s strategy for pursuing competitive advantage
rather than a negative burden (Porter: 1990; Vogel: 1997; and Coffee: 2007).
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Facing an increasingly globalised economy, national governments respond also
towards the conditions and exigencies of the international market. Global mobility of
business and competition in the international market is likely to make national
governments assess or adjust regulatory standards, alter or withdraw restrictive
rules, demolish or create regulatory regimes. National governments may also
persuade or press the governments of foreign countries to adopt similar rules in
order to protect the competitive advantage of domestic firms (Bratton et al: 1996;
and Esty and Geradin: 2001).

Innovation Romano held that Delaware did enjoy the advantage of a first-mover
in innovatively producing corporate law (1985). Given the first-mover advantage, it
was difficult for late-moving states to grab the lion’s share of Delaware in the
corporate law market. Continuous enhancement further heightened Delaware’s legal
asset specificity. Hence it was hard for other states to replicate. Carney (1996)
observed that the diffusion of the innovation of American corporate laws across the
USA was driven by two interest groups: corporate lawyers and managers. Since the
lawyers faced more collective problems than managers, changes in corporate laws
were more manager-sponsored and entitled greater managerial flexibility. Ayres
(1996) however argued that competing states might not respond or innovate
efficiently. He used three models to demonstrate the hypothetical possibilities. The
‘patent’ model showed that states might lack incentive to innovate laws, as
innovative states would not be rewarded by a return on their investment. Unlike
intellectual property, legal innovations were not protected and easily copied by and
dispersed among competitors. The ‘yachting’ model illustrated that a leading state
might strategically emulate inefficient legal innovations in order to protect its first-
mover advantage from being overtaken by a threatening rival. The ‘bluebook’ model
demonstrated that the dominant state might promulgate sub -optimal codes so as to
create more litigating business for lawyers as well as to make more difficulties for
duplication by its competitors’.

Certainty Delaware was considered to be a first choice for potential
(re)incorporating firms, because the access to its legal system meant a certainty of
reducing transaction costs in doing business and winning potential litigations
(Romano:1985). The state government was prudent in terms of maintaining the
stability of standards and codes so as to avoid scaring away firms. Delaware had
accumulated abundant case law and expert judges in the corporate law area. These

" For further details about regulatory innovation, see the section of RC as ‘One Form of Inter-Jurisdiction
Interdependence’.
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resources assured firms of big predictability of legal decisions. Indeed, certainty of a
legal regime was an advantage for off-shore financial centres (Morriss: 2010,
ppll2). Regulatory certainty was identified as more essential than flexibility in
attracting foreign investment in the utilities sector (Levy and Spiller: 1994). It was a
trait of supportive governmental institutions.

Cooperation Delaware enhanced its advantage by further cooperation on the
regulating side. The opinions from the bars inside and out of the state about the
reform of the corporate law were collected. The courts’ hitherto unpublished
viewpoints were circulated. Votes for revising standards and codes were invited
(Romano: 1985).

2.3 Summary

The theory of RC as a race in the marketplace generally draws the regulating side
perspective. It addresses the types of measures for attracting business as well as
the arguable attributes of the outcome of regulatory advantage. The concept of
regulatory advantage seems to imply more tension among competing rivals than the
term of business attraction. The definition of regulatory advantage lacks precision.
Also its assumption that the government is competition-driven like the market player
is vulnerable. In spite of the weakness, relevant positive literature makes a
contribution to our understanding about RC by providing a straightforward structure
about the nature, measure and outcome of RC.

3. An Intra-Government Contest®

The theory of RC as an intra-governmental contest again evolves from Tiebout’s
theory (1956). It involves the competitions between both vertically and horizontally
arrayed governments. Intra-governmental RC derives the tension from constitutional
arrangement for authority allocation, structure and relations inside the federal
system (Dye: 1990; Kenyon and Kincaid: 1991; Bratton et al: 1996; Esty and
Geradin: 2001). Sometimes the tensions persist, mirrored by conflicts between the
governmental institutions. At other times, the tensions are resolved through
coordination or the intervention by the federal government (Scott: 1996, pp382).
When RC happens in the rule making and implementing processes, it seems to be

& These authors dub this sort of RC as ‘intergovernmental’. Considering the RC are engaged by the governments
within one national or federal system, | dub it ‘intra-governmental’, in order to highlight explicitly the ‘active
rivalry’ (see Kenyon and Kincaid:1991, pp30 Note 1) between these governments and their agencies as well as
the significant implications of governmental institutions to the RC.
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more or less underpinned by the players’ concerns about authoritative ‘turf’. The
empirical contexts are not necessarily federal. The emphases include how
governmental institutions affect RC; and how varying authoritative structures of
competitors engenders varying outcomes of policies and regulations.

In the rule-making arena, Scott (1996) considers that the distinctions in the
telecommunications policies of the USA and the EU cannot be sufficiently explained
without referring to their institutional structures and processes of liberalisation. The
USA and the EU had distinctive constitutional structures (allocation of authorities),
institutional arrangements (governmental relations and practices), and policy
articulations (values and objectives). Hence in their process of liberalising
telecommunications, the institutional participants in the RC were different. So were
their institutional resources, instruments and strategies that could be deployed to
push forward their positions. The functioning of these factors eventually led to
distinctive regulatory outcomes.

In the rule-implementing arena, Bradbury contrasted the enforcement effectiveness
of the state agencies with that of the federal agencies (2006). Looking at the
regulatory sector of occupational health and safety, he found that the enforcement
carried out by state agencies was associated with fewer workplace fatalities than
that by federal agencies. He gave two explanations for the difference. One was that
inter-agency competition gave state governments more incentives to undertake
enforcement efficiently. Inefficient enforcement was likely to entail de-elections of
politicians as well as the exit of citizens and industries. Another was that state
agencies were better attuned to the local business environment than their federal
counterparts. This led to lower monitoring cost and more efficiency. The result was
regarded as consistent with Tiebout’s federalism.

Mertha’s research concerned how Chinese bureaucratic structure and implementing
processes counter, distort or achieve legislative goals (2006). Wherever RC existed,
it was likely to have increased enforcement action. Trade mark regulation was
delegated to two separate governmental agencies. This overlapping and redundant
arrangement triggered inter-agency competition. Both agencies actively engaged in
enforcing activities, even inviting the foreign firms whose trademarks were abused
to join their raids of violators. Due to endogenous competition as well as exogenous
participation, trademark regulation was rewarded with efficient and effective
compliance. In contrast, copyright and patent regulations were enforced by a single
bureau. The enforcement was overridden by the agencies’ economic interests. As a
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consequence, both regulations ended in failing legislative goals. Mertha highlighted
adequate consideration of bureaucratic institutions as indispensable to study
China’s law and policies. He credited Lieberthal and Oksenberg for lending the
analytic approach of fragmented authoritarianism — a characterisation of China’s
bureaucratic institutions (1988) - to the scrutiny of RC and enforcement outcomes.

The implications of RC underpinned by incentives of authoritative ‘turf’ are that the
constitutional and institutional arrangements are both the constraint and the
resource for intra-governmental RC. The impact of these arrangements upon the
players attracts disproportionately more attention than the other way around.
Governmental organisations are assumed to be authority-seeking, which sets the
tone for their relations and interactions. The interest and behaviour of the players in
the same institutions appear to be homogeneous and vary only with the types of
institutions to which the players belong. Mertha’s RC reveals the existence of
fragmentation inside the authoritarian institutions. Exploring the implications of
fragmentation in the enforcement regime could be an alternative factor to explain
the dynamics and effects of RC. The scrutiny of RC concentrates on the regulating
side. RC is irrelevant to business attraction. The RC outcomes in both rule-making
and rule-implementing are concerned about regulatory dynamics. Particularly, RC
between enforcement agencies is related to enforcement effect.

4, A Form of Jurisdictional Interdependence

When RC is theorised as one form of regulatory interdependence between
jurisdictions, the lens zooms out, and the contention between business attraction
and social concern is brought to attention. This theory assumes that RC for
business attraction is no more than an economic regulation goal, which is
intertwined with the pursuit of social regulatory goal. Such an assumption enables
this group of theories to capture the real world more authentically than those based
purely on an assumption of economic rationality.

In the context of regulatory interdependence, the entities can be provinces of a
federation or countries which are brought closely together by cross-border trade
integration (or globalisation). Yet the governments of the interdependent
jurisdictions are identified as the implicit competitors®. For the empirical studies on

% See Kenyon and Kincaid (1991) pp30 Note 1. The author referred to U.S. Advisory Commission on
Intergovernmental relations (1991) to classify the horizontal competition, namely interstate and interlocal
competition, into ‘active rivalry’ and ‘implicit competition’. The latter type is ‘the manner in which the free
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intra-country and inter-country interdependence, it is a common concern as to
whether inter-location competition for economic development is destructive to the
environment, healthcare and labour. Conclusions are made in terms of the direction
of the race, downward, upward or sideways. Yet intra-country interdependence
focuses more on the externality of competition for investment. Empirical research
about inter-country interdependence usually involves a high regulating country
(HRC) and a low regulating country (LRC). At the centre is the HRC’s concern about
a possible undercut of its competing advantage by LRC trading partners. A
dimension is even developed to address the undue enforcement of high regulatory
standards in LRC.

4.1 Intra-Country Interdependence

Harrison defined policy competition as one of the two forms of provincial
interdependence in the Canadian federation (2006)'°. One form is competition-
driven, and the other is idea-driven. Competition-driven interdependence is mobility
induced. It is observed when the provinces respond to the cross-border mobility of
individuals, goods or investment. The involved issues are analogous to those
incurred from the threat of Hirschman’s ‘exit’ (1970). The dynamic is directions of
the race: race to the bottom (RTB), to the top (RTT), or neither.

The other form is idea-driven. When the provinces react to the cross-border transfer
of information and norms, the interdependence takes the idea-driven form. The
idea-driven dynamics are dubbed as emulation, learning and benchmarking, which
are underpinned by the citizens’ ‘voice’ (Hirschman: 1970). Policy innovation and
diffusion appertain to the idea-driven category'? (Harrison: 2006; Morriss: 2010,
ppl15). Walker (1969) defined an innovation as ‘a program or policy which is new to
the states adopting, no matter how old the program may be or how many other
states may have adopted it’ (p881). He explained the diffusion of innovations among
the states as determined by the perceptions and attitudes of key decision- makers of
individual states as well as by the inter-state communications through the
information networks comprising of professional associations, research centres and

movement of goods, services, people, and capital constrains the actions of independent governments in a federal
system.’

10Harrison, Kathryn (2006) pp1-23. The policies under scrutiny have apparent regulatory purposes and hence the
competitions based on them are considered as RC.

Y Eor empirical examples, see Theories 1 and 2.

2 Eor details, see Harrison (2006) ppl4-16. The author distinguishes the literatures on policy innovation,
diffusion and yardstick competition. For yardstick competition considered by some as a voter-mobilised political
competition, see also Bernholz and Vaubel (2007) and Elhost (2005); as measurer of efficiency, see Baldwin and
Cave (1999) pp239-247. Since yardstick competition is not the subject matter of this thesis, this group of
literatures is considered as not pertinent and hence omitted.
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cosmopolitan cities. Alternative to inter-location communications, Breton suggested
competition as a drive underlining such diffusion (1991, pp39). He argued that the
potential threat of business’ ‘exit’ from irresponsive locations to responsive ones
made innovations diffuse among the American state and local governments. This
position is shared by some regulation scholars. Black et al (2005) defined regulatory
innovation as the use of new solutions to address old or new problems. It was from
invention, diffusion and change. It had an impact upon the regulatory functions
secondary to the institutional structure and organisational process. It should not be
assumed to be always successful. The authors summarised the literature about the
relationship between regulatory innovation and competition as twofold: regulatory
innovation is often seen as essential to facilitate industrial innovation and economic
competitiveness. It is also seen as improving regulatory effectiveness in terms of
reducing compliance cost and providing flexibility for firms to make innovative and
competitive strategies.

The interactions of Canadian provincial governments towards minimum wage
standards (MWSs) are an example of idea-driven interdependence (Green and
Harrison: 2006). In the absence of threatening mobility of goods, capitals or
individuals, the governments used other provinces’ MWSs as benchmarks to
evaluate the reasonableness of their own. They ended up with adjusting their MWSs
towards the national average level. Eventually MWSs of all provinces converged.

In brief, intra-country interdependence involves not only the regulating sides’ RC for
business attraction but also social concerns. This context involves diffusion of
regulatory ideas, including regulatory innovation and good practice. Innovation is a
form of interdependence, arguably alternative to competition. It is not an attribute of
regulatory advantage. Competition-driven and idea-driven forms of interdependence
can co-exist and co-function. Inferably, both the measure and outcome of RC are
related to social concerns besides economic concern of attracting business®®.

4.2 Inter-Country Interdependence

Using a hypothetical approach, Lazar dubbed three ‘modes’ of regulatory
interdependence as competitive, coordinative and informational (2006). He
demonstrated under each mode how an HRC and a LRC acted and reacted, and
thus engendered distinctive outcomes in their investment attraction, wage and
environment regulations. Under competitive mode, both countries adopted and

13 For more empirical findings, see the first part explaining the ‘No’ answers in Theory 1.
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adjusted policies in their attempt to establish advantage over the other. Under
coordinative mode, both countries tended to agree to adopt the same policy, which
however engendered different distributional consequences. Under informational
mode, one country’s choice and experience generated cross-border externalities
and gave the other country chances to assess, learn and emulate. Each of the three
modes had its own internal strategic structures for trade-offs between the three
regulations. Typically in competitive and coordinative modes, the structures were
shaped through upgrading or downgrading specific standard(s) by the countries vis-
a-vis each other. All three modes shared such similar consequences that the better-
off of one goal was at the expense of the worse-off of other goals. Lazar noted that
in reality, the three modes could be interwoven and there could be incentives for
weak enforcement.

Lazar's three modes of regulatory interdependence are generally agreeable to
Harrison et al’'s empirical accounts for competition-driven and idea-driven forms of
interdependence (2006). Meanwhile its coordinative form is open to the refinement
by the empirical studies of Vogel (1995) and Heritier et al about inter-country
interdependence (1996). These scholars’ studies show that when the examined
countries adopt standards of distinctive strictness, the coordinative mode of
interdependence may involve unilateral coercion. Vogel’s ‘California effect’ features
a predominance of the preferences of HRCs in the interplay of HRCs and LRCs.
Wealthy and green HRCs are likely to impose a high environmental standard upon
LRCs. The purpose is to ‘level the playing field so that HRCs can protect their
competitive advantage from being undercut by LRCs. Heritier et al's study
incorporates a vertical dimension into the description about coordinative mode of
interdependence (1996). In the process of making European clean-air policy, HRCs
like the UK, Germany and France competed to win over the EC to adopt their
regulatory regimes, culture and practices. Thus they could minimise the cost of
institutional and legal adjustment; maintain competitive conditions for domestic
firms; and expand the market of environmental technology for domestic firms. LRCs
were left only with the chance of adjusting their national standards according to
European legislation. Indeed ‘California effect’ is prevailing universally with the
increasing economic interdependence (Vogel and Kagan: 2004).

The concern about the enforcement of high regulatory standards in LRCs is an
additional dimension of a coordinative form of interdependence. Post (2004)
highlights the gap between the adoption of EU environmental law on paper and in
practice by Poland, Hungary and the Czech Republic in the context of their
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applications for the EU membership. The adoption of low environmental standards
by these eastern and central European countries was considered as threatening to
their industrial competitiveness by the EU producers and as deplorable by the EU
environmentalists. Although the eastern and central Euroean countries signed to
comply with EU environmental law, they did not implement it duly. The main
handicaps included inadequate enforcement capacity, weakness of domestic non-
governmental organisations (NGOs), modest public interest in environmental issues,
and a lack of technical and financial resources in many domestic industries.

Contrasting to Post’'s multi-variate examination, Knill, Tosun and Heichel focus on
scrutinising the practice of the environmental enforcement (2008). The countries are
Mexico and Hungary, with the background of the regional integration of the EU and
the Northe American Free Trade Agreement. The findings are: when they were
intended to compete against the HRCs in the same regions, the enforcement
practice of both LRCs involved a strategic dimension. In Mexico, the national
regulatory agency created a ‘realistic’ standard for enforcement practice. The
enforcers applied differential monitoring approaches towards multinationals and
small and middle sized enterprises (SMES) — strict to the former and lax to the latter.
Similarly, in Hungary, waste water regulation emulated the high German standard
rather than the comparable low Portuguese and Greek specifications. The outcome
was that there were persistent deficit in enforcement. The enforcers were also found
to make an unofficial differentiation in implementing water and environmental
regulations towards multinationals and domestic companies — strict to the former
and loose to the latter. In both cases, the authors emphasise that the agencies’
undue enforcement is underpinned by their mindfulness of maintaining ‘competitive
advantage’ for attracting business; and that strict implementation upon
multinationals is used to disguise their actual under-fulfilment of obligations to the
regional agreements.

In both intra-country and inter-country contexts, the first-order player is a jurisdiction,
with second-order players as societal, namely the government, the market and the
public. Whereas players are from diverse sides, the regulated side is generally
sidelined. Regarding intra-country interdependence, idea-driven form intertwines
competition-driven form, which means measures and outcomes of RC are complex.
Regarding inter-country interdependence, the research highlights HRCs’
competition to protect their regulatory advantage on the one hand. On the other
hand, it draws attention to HRCs’ possible coercion in converging cross-border
regulatory - typically social - standards as well as to LRCs’ deficit in enforcing these
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imposed high social standards. This enforcement dimension is generally missing in
the intra-country context. It is inferable that in the intra-country context, while the
measure of RC involves social concerns and innovation, the outcome is sustainable
economy. In the inter-country context, it lacks explicit information about the
measure of business attraction. For the outcome of regulatory advantage, it is
inferable that HRCs’ resource is ‘wealth and green’, whereas LRCs’ is undue
enforcement of social regulation.

4.3 Summary

The theory of RC as a form of jurisdictional interdependence has wider zoom. The
competing entity is of various sorts. The competed-for target is not given particular
attention. RC is considered as intertwined with social concerns. Interdependent
regulatory entities have different relations: competitive, coordinative and
informational. This relational difference implies different measures and outcomes of
RC. Both the measure and outcome of RC involve not only business attraction but
also social effect typically environmental and labour protection. Unlike Theories 1
and 2, this Theory 3 is attentive to both economic and social regulations. It not only
reveals the tension between economic and social regulations on the regulating side
but also alerts to the significance of enforcement dimension of RC. Notwithstanding
the alert to the enforcement dimension, the interrogation is limited to stringency
versus laxity.

5. A Contest of Home-Based Legal Institutions

Scholars also understand RC as a contest between institutions based in different
countries. Specifically, international arbitration lawyers are viewed to be the carriers
of their home legal institutions. Their competition for international business is viewed
as one between the home institutions. Such a theory of RC implies that the selling
by competitors is not only ‘law as a product’ (Romano: 1985) but the whole
institutions that are involved in the production.

Dezalay (1996) scrutinised the competition between the American and French
lawyers for international arbitration business. He observed that such a competition
involved not only the actors’ professional expertise, strategic behaviour and rules,
but also their social networks and practices, judicial and political systems, cultural
forms and symbolic discourses. Eventually, it was a competitive interaction between
two institutions of legal practice: the American Cravathian model of lawyering and
the French grands corps model. The models bore the similarities of the lawyers’
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positions. The American lawyers played a central part in the regulatory processes of
the state, politics, business and academy arenas. In contrast, the French elite
group, which rooted its professional bonding in training of grandes ecoles, played an
intermediary role between the state and the market. At the same time, the models
were distinctive in the symbolic meanings of the lawyers. Whereas the American
lawyers were viewed to represent the rule of law, the French represented the rule of
the state. The RC between the two groups was asserted to engender the effect of
destablising government-centric governance and constructing transnational social
structures.

Dezalay’s research concentrates on regulatory intermediates as institutional players.
While competing for business, they deploy the norms, cultures and practices of the
home institutions. Although Dezalay touches upon the point that the players with
different origins construct an additional social structure beyond their institutional
endowment, he does not go further to explore the implications. This research
concentrates on the regulating side and its measure. It ignores the regulated side
and the outcome.

6. A Distinctive Feature of International Rule-Setting

In the final theory, RC is observed as a distinctive feature of the governing
institutions over international business and economics. The players are those with
diverse and contesting interests: technocrats, NGOs, firms and nation-state
governments. They manoeuvre various resources, instruments, mechanisms,
networks and processes so as to win the upper hand in setting trans-national
regulatory rules. The focus is to interpret the interplays of the involved diverse types
of players, as well the functioning of various mechanism and social structures. An
additional concern, if any, is the changing directions of international regulatory
standards.

While RC is omnipresent in the global governing institutions, it co-exists with other
interactive forms. Picciotto (1996) deems RC as symbiotic to regulatory
coordination, both of which are socially constructing interactions and processes. He
examined the change of international regulatory arrangements in sectors of industry
property protection, patent, tax treaty, competition law, banking and financial
markets. The conclusion was that competition in the forms of tensions, frictions,
contradictions and battles between country-based interest groups and alliances
posed the necessity of international coordination. Successful coordination
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constructed new international arrangements, and in turn, opened playing fields for
new rounds of competition. Such a symbiotic view about RC and coordination
agrees with that concerning the co-existence of competitive, coordinative and
informational modes in the context of jurisdictional interdependence. Braithwaite and
Drahos created the term ‘webs of influence’ to describe the mixture of contests of
players, principles (reciprocity, transparency, deregulation, ratchet up and race,
etc.), and mechanisms (coercion, modeling, coordination and capacity-building) in
setting international business regulations (2000). Govaere and Demaret (2001) used
the World Trade Organisation (WTQO) TRIPS Agreement to exemplify the exercise of
regulatory coercion. They argued that the TRIPs granted protection to the private
interests of the intellectual property right (IPR) holders in the developed world rather
than to benefit signatory countries. To incorporate it in the world trade governing
system resulted not from RC or coordination between governments but from
coercive imposition of the governments of developed countries under the pressure
of their domestic firms. Eventually the TRIPS regulated not the RC between
governments but competition between firms. Morriss shared the same point by
asserting that the RC fostered by the world trade rules suited the interests of the
USA and the EU to win over the developing countries (2010, pp125-6). Heyvaert
argued that contemporary environmental rule-making was of a transnational nature,
where large regional regulator like the EU and private regulator had dramatically
changed the RC scenario (2013). Consequently, environmental RC was less like to
RTB or RTT. Instead it shifted towards the credibility of the regulatory regime and
procedural quality, with attention paid to the design and mode of instrumentality and
implementation.

These studies show that RC is rather complicated in the international business and
economic scenario. According to Picciotto (1996), traditional diplomacy led by the
governments of nation-states was replaced by regulatory interactions starred by
regulatory intermediates, namely business lawyers, accountants, economists, and
corporate managers. He used the concept ‘networks’ to describe the growth of the
diverse, loosely connected and semi-legitimised international communities of
technocrats. While these technocrats engage in competition and coordination, they
generated norms and symbols that helped to structure markets, social consensus
and eventually, institutions for international business regulation. The web
Braithwaite and Drahos delineated for each of the thirteen chosen domains was
contextually complex and paradoxical. They suggested that an understanding of the
web required less of a law-like and more a clinical-diagnosis-style of thinking. Given
the non-linear dynamics of the processes, some regulations ratcheted up, some
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down, some in the middle of deregulation, and some limitedly globalised (2000). All
studies show concerns about power asymmetry involved in the processes of the RC
as well as the regulatory outcomes.

Generally, in the international rule-setting scenario, various societal groups deploy
their resources to inject their interests into setting international economic and
business rules. Due to power asymmetry, some interest groups are more likely to
succeed to achieve their goals than others. Depending also on the context, the
roles, relations and interactions between contesting parties, including the
governments and the firms, can be complex and paradoxical. Contesting parties
may coordinate and cooperate in order to win over common rivals and to get
commonly desired regulatory results. Observing the RC context, each involves a
distinctive community with its specific social constituent and structure, which has its
own game to play and follows its own rule. The regulatory outcomes engendered
from distinctive RC contexts are identified as distinctive. Overall, in this theory,
demarcation between the regulating and regulated sides is blurred. All types of
players seem to be on both sides. The scholarly major attention is in characterising
the tension of the interacting players, which implies RC measure. While the RC
outcome is mentioned, it is interpreted in terms of the direction of change of the
standard.

7. Conclusion

The six theories of RC draw upon two institutional lenses - economic and
sociological. Based on the above literature review, it is recognised that these two
lenses underpin different understandings about the empirical phenomenon of RC.
Theories through economic lens emphasise players’ impact upon RC outcomes but
ignore institutional impact upon players. On the contrary, those through sociological
lens emphasise institutional impact upon players but ignore players’ impact upon
RC outcomes. None emphasises the reciprocal impacts between institutions and
players. Nor does any pay attention to enforcement dimension which involves the
bilateral interactions and preferences between the regulating and regulated sides.
Different understandings pay different attention to the regulating and regulated sides
and demonstrate different understandings about the nature, measure and outcome
of RC. Theories 1 to 4 share the same theoretical origin, namely Tiebout’s theory of
public economics (1956). This is likely to be an explanation as to why these
understandings appear to be more agreeable to each other than they do to Theories
5 and 6. Nevertheless, while Theories 1 and 2 emphasise the regulating side’s
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influence in RC for business, Theory 3 and 4 pay attentions to institutional restraints
on the regulating side, which are shared with Theory 5 and 6. Table 1.1 provides a
glimpse of the six theories of RC. These theories can be summarised based on the
fundamental factors of RC as follows:

The nature of RC Scholarly understandings in this regard are generally
irreconcilable. In spite of sharing the same assumption of the regulating side as self-
interest driven as well as the same interest in winning RC as the outcome, the first
four theories have different concerns. Theories 1 and 2 are mostly interested in
giving the competing instruments and attributes of regulatory advantage. In contrast,
Theories 3 and 4 concentrate on the institutional endowment and restraint of RC.
Theories 5 and 6 are distant from all first four. They are different from Theories 1
and 2 in that they do not perceive the regulating side as self-interest driven. Nor do
they specify the winning of RC. Instead they pay attention to characterising the
social networks and institutions involved in setting the trans-national rules of the
game. They are also distinctive from Theories 3 and 4 in accounting for
governmental institutions. All theories are contextual.

The regulating side  Although most theories consider the government as the
regulating side, competing entities vary according to RC contexts. Mentioned
competing entities include governments at various levels in decentralised
institutions, including the front-line enforcement agency, HRC and LRC. They also
include professionals, technocrats and multinationals. There is no theory that
systemises the characteristics of the competing entity. While the scholars argue for
and against the competing entity as the marketplace player, they actually lack
consistent knowledge as how differently regulatory authorities compete for business
if rules stay the same. Indeed, the contextual specificity of the competing entity
reflects the same characteristic of current RC theories.

The regulated side  Most theories do not pay particular attention to the targets of
RC. Theories 1 and 2 are the only ones that give explicit account for the competed-
for target, namely the tax-payer or the firm. In contrast, although Theories 3 to 6
imply business attraction and economic development, they do not give serious
account of the targeted business. Theories 3 and 4 are generally one-sided —
concentrating on governmental institutions. While Theories 5 and 6 focus on social
institutions that embed the involved players, the regulating and regulated sides are
mixed. Notwithstanding their contrasting accounts, none of the theories
systematically scrutinises the regulatory characteristics of the firm as the competed-
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for target. It is noted that the ‘race’ analogy is not an exception. However, Murphy’s
argument about rule-changing directions is made based on firms’ industrial rather
than regulatory features (2005). This implies that while the scholars argue about RC
for attracting business, neither those for nor those against show any knowledge
about how the firms act and react in an RC context.

RC measures The RC measures implied in existing theories can be
characterised as a recipe book. Some are instrumental, some are institutional; some
emphasise understanding, some behaviour; some pay attention to standard-setting,
some to enforcement stringency; some focus on economic regulation only, some
alert to the relevance of social concerns; some refer to the government generally,
some to a particular group or organisation, be it formal or informal; some focus on
competitive mode only, some associate it with other regulatory modes, such as
coordinative and informational. All theories are disconnected from each other. This
characteristic reflects the patchy, disconnected and sometimes conflicting scholarly
accounts for the empirical phenomenon of RC.

RC outcomes The scholarly accounts in this regard show that business
attraction as an RC outcome is given secondary attention compared to others.
Comparatively, more attentions are paid to local revenue increase; change of
standards, typically RTB, RTT; regulatory advantage; authoritative superiority;
enforcement effect; social welfare; policy diffusion and convergence; and
supremacy in setting global business rules. This aspect implies that RC for
attracting business involves more normative concern than positive analysis. It is an
under-developed theme in existing RC study.

To conclude, this literature review shows that our knowledge about RC is neither
comprehensive nor accurate. With no interrogation into enforcement dimension, we
have no idea if rules stay the same, how different regulatory authorities compete for
business to come to their jurisdictions; what commonly shared institutional factors
underpins interests and strategies on the regulating side; why firms choose
particular locations to conduct business; and why locations are so different in
economic and social outcomes in the context RC. There is no theory that provides
comprehensive and accurate account for the empirical phenomenon of RC. These
theories are irreconcilable and disconnected with each other. The scholarly
accounts about RC pay more attentions to contextual than to fundamental factors.
Relevant debate about RC does not have a coherent and systematic framework.
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The void of this framework makes current debate not only miss the point, hence our
knowledge about RC is confusing, but also is poorly oriented for future research.

This thesis will fill the mentioned gap by proposing an enforcement regime (ER)
framework. This framework will advance scholarly understandings about RC
coherently and systematically. It will focus on fundamental rather than contextual
factors of RC and consequently will be reconcilable and connected with existing
theories. It will fill the gap by drawing attention to the dimension of micro-level
enforcement regime in the context of RC. It emphasises the reciprocal impacts
between institutions and players. It highlights the significance of match and
mismatch of preferences of the regulating and regulated sides so as to unveil likely
causes of contrasting economic and social effects. It aims at giving an adequate
account to the empirical phenomenon of RC.

Suggested by its name, the ER Framework will focus on the enforcement dimension
of RC, the significance of which has been identified by RC scholars but not yet
interrogated. To account for RC based on interrogating enforcement dimension is an
originality of the ER Framework. This dimension is missing in existing RC literature
but available in the subject of regulatory enforcement. Therefore, it is necessary to
refer to relevant regulatory enforcement literature to borrow a building block for the
forthcoming theoretical framework.
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Theory Lens Nature of RC Types Regulating Regulated Measure of RC Outcome of RC
Side Side
1 Economic A Driving Force to - Local Taxpayer | Cost-efficient provision of public goods; Lax | Attracting tax-payers, incl. firm;
Satisfy Firm’s governments incl. firm | rules or enforcement; Response to tax- | increased revenue
Preferences payer's exit & voice, arguably to firm’s and
interest group’s voice
2 Economic A Race in the - Decentralised Firm Lax corporate law; adjustment of rules or | Regulatory advantage in attracting
Marketplace governments at enforcement stringency; land and other | business; RTB or RTT
any level incentives;  responsiveness;  innovation;
certainty; cooperation
3 Sociological An Intra- RC in rule-setting Decentralised n/a Constitutional / institutional arrangement & | Authoritative superiority in making
Governmental governments at structure and changing rule
Contest any level
RC in enforcement Enforcement n/a Structure of delegated authority for | Authoritative superiority;
agencies enforcement; politician’s concern about | enforcement effect
election; agency’s familiarity to local
environment
4 Sociological A Form of Inter- Intra- Competition- | Provincial n/a Response to voter's concern about the | No RTB; regulatory advantage
jurisdiction Country Driven governments impact of business attraction to social | typified as balanced pursuit of
interdependence welfare economic & social regulatory goals
Idea-Driven n/a Learning, emulation, benchmarking Convergence of rules
Inter- Competitive HRC vs LRC n/a HRC: coercion of high standards; LRC: lax | HRC’s home industrial advantage;
Country wage and environmental standards & | LRC’s business attraction & entry
enforcement to HRC market
Coordinative n/a HRC: power & high green standard; LRC: lax | Economic integration; HRC'’s
enforcement victory of levelling playfield by
imposing high standard
Informational n/a HRC: setting norm; LRC: learning Regulatory diffusion
5 Sociological A Contest of Home- - Int’l arbitration n/a Expertise and embedded institutions Int’l arbitration business share
Based Legal law firms
Institutions
6 Sociological A Distinctive Feature - National govs, n/a Networks; coordination; ‘Web of influence’ Supremacy in setting global
of Int’l Rule-Setting NGOs, firms & business rules
technocrats
Table 1.1 Six Contrasting Theories of RC




Chapter Il Enforcement Dimension

The forthcoming framework will focus on the competition between different
enforcement regimes (ERs) for different firms, which involves the enforcer and the
regulated firm acting and interacting vis-a-vis each other, and which emphasises the
reciprocal impacts of institutions and regulatory players’ actions and interactions.
However, as shown by the RC literature review, the RC scholars have ignored
differences within the types of regimes and firms as well as their behaviours and
interactions. They also emphasise either the institutional impact upon players or vice
versa but not both. In contrast, the enforcement scholars pay attention to the
different types of enforcers and regulated firms; their behaviours and interactions;
and reciprocal impacts between institutions and players. Thus enforcement studies
can lend a building block to the ER Framework. Specifically, the review of
enforcement literature is to contribute to the forthcoming framework in two senses.
In a narrow sense, it will suggest the relevant aspects to address the relation and
interaction of the enforcer and the regulated in the enforcement process. In a broad
sense, it will propose a comprehensive analysing structure ranging from the
affecting factors to the entailed effect of the two players’ types, behaviours, relations
and interactions in enforcement context. Therefore, the review of enforcement
literature will offer not only analytical structures to the ER Framework but also a
descriptive structure for the empirical research.

The literature under review is selective. Only those studies that are positive
(interpretative and predictive)’, using the socio-legal approach and focusing on the
enforcer-regulatee interaction in enforcement practice are taken as relevant. The
literature review is organised as follows: It first reviews the behaviours, types and
affecting factors for the enforcer and the regulatee respectively. Then it examines
the issues involved in the bilateral relations and interaction of the two-sided players.
It is followed by notes about the enforcement effects that are likely to be relevant to
business attraction, which is related to RC. It ends by specifying the factors,
weaknesses and gaps of relevant regulatory enforcement literature.

! These studies roughly belong to private interest theories. See Yeung (2004) pp7.



1. Regulating Side: Enforcer’s Behaviour, Type and Affecting Factor

A general survey of the selected literature finds that the enforcer’'s behaviour mostly
scrutinised by the scholars is the enforcer's exercise of discretion and choice of
enforcement strategy. Concerning the enforcer’s discretion, the scholarly attentions
are the balance between sufficient delegation of authority to respond to potentially
conflicting objectives and the control of abuses of authority (Bardarch and Kagan:
1982; Silbey: 1984; and Hawkins and Thomas: 1984). Concerning the enforcer’s
strategy, the scholars note varied choices and use various terms to name them,
such as approach, tactics, strategy and style. The scholars concentrate on
addressing the combination, degree and balance of compliance/ cooperation and
deterrence/ sanctioning for the purpose of achieving desirable corporate compliance
(Grabosky and Braithwaite 1986; Vogel 1986; Hutter: 1988 and 1997; Aoki and
Cioffi: 1999; May and Winter: 2000; and Kitaruma: 2000).

Braithwaite, Walker and Grabosky considered that enforcers’ behaviour is too
complex to be characterised through a single continuum of persuasion versus
prosecution or compliance versus deterrence. They broadened the range of the
continuum so that it had instead the extremities of cooperative fostering self-
regulation and detached command and control. Accordingly they created a
taxonomy of enforcers based on their enforcing strategies (1987). There were seven
different types of enforcers. The Conciliator was not concerned about enforcing the
law but emphasised achieving regulatory goal through conciliating conflicting
parties. Benign Big Gun had enormous power but rarely used it. Diagnostic
Inspectorate was a decentralised authority. It not only alerted the regulatee of a
regulatory violation but also provided technical assistance to solve identified
regulatory problem. Fostering the regulatee’s self-regulation was part of its strategy.
Detached Token Enforcer had the least stable interaction with the regulatee. It did
not encourage the regulatee’s self-regulation. Detached Modest Enforcer adopted
an arms-length approach but was rulebook-orientated. It inclined to target repetitive
offenders. Token Enforcer was a proactive prosecutor. Yet its prosecutions
produced only token penalties. It was neither adversarial nor close to the regulatee.
Modest Enforcer was punitive and deterring. Its style was the nearest to Bardach
and Kagan'’s ‘unreasonable regulation’ (1982 and 2006).

While the above-mention researchers address the enforcer’s behaviour and types,
others pay attention to the factors affecting the enforcer’s behaviour. These factors
are identified as belonging to either the contextual category, the governmental
system, or the regulatee’s behaviour.

46



Contextual factors ~ Regulatory context or environment is considered to be a
determinant in the development of different styles of enforcement. Contextual
factors include political, social and economic factors as well as their changes (for
example Shover et al: 1984; Hutter; 1993; and Lo and Fryxell: 2003). They function
at macro and/or micro level. When macro context is concerned, the main issue
seems to be to what extent the enforcement outcome is in congruence with the
legislative expectation. The effect is scrutinised by drawing a vertical perspective.
For example, Hutter (1993) was concerned about the effect of the change in social
and political environment for enforcing the law. Her focus was the difference
between the contexts of law-making and of enforcement practice. The enforcing
agencies were likely to respond to the change of regulatory environment. Hence the
practice of enforcement would give a different effect from that expected by the
legislature. When micro context is concerned, the main issue seems to be the
difference in enforcement styles (Lange: 1999a). The perspective is local and
sometimes comparative, with the issue and effect of particular micro contexts
examined and even compared. Although the scholars have shown their awareness
of both macro and micro contexts, most studies focus on one particular level.

Governmental system When governmental system is mentioned, three levels
are identified in the analyses: institutional, organisational and individual.
Institutionally, the entire governmental system is under scrutiny. Governmental
institutions are taken as a determinant of bureaucratic discretion, and the impact of
the discretion concerns the inducement of foreign investment to the utilities sectors
(Levy and Spiller: 1999). Bureaucratic discretion is defined as an issue of credible
commitment. With varied governmental institutions, countries demonstrated varied
capacities in constraining bureaucratic discretion. Hence they generated varied
effects for foreign investment.

Organisational factors are argued to affect the adoption of enforcement approaches.
These factors include regulatory tasks such as inspection (Shover et al: 1984); role
and procedural clarity, resource adequacy (Lo and Fryxell: 2003); standards and
procedures tailored to local context; coordinative, technological and organisational
support by the higher authority (Tang et al: 1998). Varied organisational factors
engender adoption of varied enforcement approaches by the regulatory authorities
in varied locations.
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Individually, the inspector's experiences and perceptions about the regulatee and
local regulatory programs determine his enforcement stance and strategy towards
the regulatee (Shover et al: 1984). For example, if the inspector was suspicious of
the regulatee and perceived a high probability of deliberate non-compliance, he
tended to choose vigorous means to enforce regulation. An individual inspector’s
belief and perception was subject to the influence of the collective stance and
history of his organisation.

The demarcation of institutional and organisational factors tends to be blurred. For
example, bureaucratic commitment is considered as an institutional issue by some
scholars but an organisational issue by others (Levy and Spiller: 1999; and Tang et
al: 1998). When Black (1998a) discussed the significance of the regulator’s
conversations with the regulatee in interpreting and implementing rules, she held the
construction of an effective conversational relationship relied on both organisational
and institutional factors such as commitment, access, authority, trust and
accountability. Indeed, the mentioned issues can be both institutional and
organisational, depending on the specific context of the research. Overall, the
scholars take either a focused perspective to address governmental institutions or a
general perspective by mentioning multiple dimensions.

Regulatee-related factors Some factors are identified as related to the regulatee
and have an effect upon the enforcer’s behaviour, namely the choice of enforcement
approach. For example, Black (2001) summarised the scholarly viewpoints about
the correlations between the characteristics of regulated firms and enforcers’ choice
of enforcement approaches. The more frequent contact between the enforcing
officers and the regulated firms, the higher homogeneity of the regulated industries,
the more likely enforcers were to adopt conciliatory approaches.

The regulated firm’s size is identified as a typical factor that the enforcer takes into
consideration when choosing enforcement approaches. The enforcer is more likely
to use a sanctioning approach towards small firms than big firms, even in a
compliance-oriented regulatory environment. The main reasons are that firstly,
enforcing officers are likely to have more contact with big firms than small firms.
Since big firms tend to last longer than small firms, they have more chances than
small firms to make long-term and repetitive contact with enforcing officers.
Secondly, big firms tend to be more concerned about their reputation than small
firms. Thirdly, big firms have more sufficient capacities and resources than small
firms to afford compliance costs. Finally, big firms are more capable of challenging
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enforcing officers’ decisions, either through contacting senior level officials or
mobilising political process (Black: 2001 quoting the literature including Black: 1976;
Reiss: 1984; Shover et al: 1984; Hawkins and Thomas: 1984b; Grabovsky and
Braithwaite: 1986; Gunningham: 1991; and Hutter: 1997).

To summarise, the enforcer’s behaviour is related to his exercise of discretion and
his choice of enforcement strategy. Accordingly, enforcers are perceived to be
varied in types. The factors that affect the enforcer's behaviour appertain to
regulatory context, governmental institutions, and the regulatee’s industrial and
corporate features. The contextual factors are identified to emphasise the normative
values such as democratic access and public interest in enforcement practice. The
less normative concern such as economic development seems to be of limited
interest to the scholars. When governmental system is concerned, institutions,
organisation and individual are the three dimensions considered to shape the
enforcer’'s behaviour. Varied institutions, organisations and individuals are likely to
engender varied enforcers’ behaviour. It is prudent to claim bureaucratic system as
a significant determinant of the enforcer's behaviour, typically enforcement
approach or discretional exercise. However, contextual and governmental factors
are not clearly related. It is not clear whether contextual factors are exogenous or
endogenous of governmental institutions. The regulatee-related factors are linked to
the enforcer's choice of strategy. They imply the main purpose and goal of
regulatory enforcement. The positive study of correlation between the firm’s size
and the enforcer’s behaviour is restricted in the explanation of the rationale. So far
other implications are not explored. For example, does the enforcer have preference
towards the firm? If so, do all enforcers prefer big firms to small ones and well-
complying ones to ill-complying ones? Why or why not? Although positive study
about the affecting factors of the enforcer's behaviour is one theme of regulatory
enforcement theory, it is not the mainstream. In particular, institutional and
organisational analyses are limited. Overall, there is no comprehensive framework
to systemise the enforcer’s behaviour, the type and the identified affecting factors.

2. Regulated’s Side: Firm’s Behaviour, Type and Affecting Factor

The regulatee’s behaviour in the enforcement context is represented by his
compliance, which shows his awareness, motivation and sense towards regulatory
enforcement. The scholars demonstrate notable interests in classifying regulatees
based on their varied behavioural characteristics in the enforcement context. Their
primary purpose is to prescribe effective strategies to enhance the compliance of
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the varied regulatees. There have been at least three sets of taxonomies of
regulatees. Kagan and Scholz’s (1984) classified regulatees in terms of amoral
calculators, political citizens and incompetent organisation. Baldwin and Cave
(1999) distinguished them in four groups: well-intentioned and well-informed, well-
intentioned and ill-informed, ill-intentioned and ill-informed and ill-intentioned and
well-informed. Vickers et al (2005) classified small-sized firms into four types -
avoiders/outsiders, reactive minimalists, positive respondents, and proactive
learners. In spite of using different criteria, the classifications of the regulatees
through these typologies are roughly agreeable. However, how they are agreeable
is not articulated.

The enforcement faced by the regulatee is identified as falling into three categories:
intra-firm, inter-firm, and extra-firm. The factors affecting the regulatee’ behaviour
has been scrutinised from these three perspectives.

Intra-firm In the intra-firm perspective category, the main affecting factors
include the regulatee’s understanding, industrial feature and size. The regulatee’s
understanding towards regulation affects his behaviour. Winter and May found that
Danish farmers’ awareness of rules were critical to their compliance with agro-
environmental regulations (2001). Their social and calculus motivations were
equally influential to compliance. Inspectors’ formalism was helpful to some extent,
but coercion would cause backfire. Similarly, when Australian taxpayers perceived
the provision of public goods as fair and legitimate, they were willing to honestly
declare income. If they were allowed to think morally rather than feel oppressed or
controlled in auditing process, then taxation would achieve the most desirable effect
(Braithwaite et al: 2007; and Feld and Frey: 2007).

The firm’s industrial feature appears to be correlated to its stance of self-regulation
and regulation. Genn (1993) interviewed the managers of 40 industrial and
agricultural sites in England and found that self-regulation was effective only in the
largest and most hazardous companies, regardless of the intensity of the inspectors’
efforts. Other companies had limited knowledge and comprehension about
regulations and standards. Besides, most of them adopted temporary compliance
when the inspectors visited. Genn’s conclusion is not entirely agreeable with the
finding by Gray and Shadbegian (2005). The latter scholars tested the compliance
and sensitivities to enforcing inspections of the plants and firms in the paper industry
in the USA. The finding was that older and larger plants were less likely to comply
with environment regulation. Compared with plants owned by smaller firms, plants
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owned by larger firms were less sensitive to inspections but more sensitive to other
enforcing actions.

The firm’s size seems to be the most noteworthy affecting factor. The scholars tend
to agree generally that the firm’s size corresponds to its complying behaviour. In
spite of some disagreement about big firms’ behaviour (Haines: 1997; and Black:
2001), the scholars generally share a poor impression of small firms’ -- reactive,
opportunistic and organisationally incompetent (Kagan and Scholz: 1984). For
example, the research by Fairman and Yapp (2005) showcased that the SMEs
asked the inspectors to explain what exactly they should do and then did what they
had agreed with the inspectors. This demonstrated that the SMEs were heavily
reactive. Vickers et al were more optimistic (2005). They investigated the responses
of the small and micro enterprises in the food and clothing manufacturers of the UK
to the statutory health and safety requirements. The findings were specifically: about
63% of enterprises were not aware of the legislation; 64% found the enforced
requirements burdensome; more than 90% did not consider compliance as difficult
and a majority welcomed consultant-like inspectors; and 60% agreed that
investment in health and safety would benefit the business financially. The authors
argued that well designed and implemented regulation could yield their desirable
compliance. The provision of information and advice was as necessary as
inspections and punitive means.

Although the scholars have identified multiple intra-firm factors to explain the
regulatee’s behaviour, they hardly do it systematically. Remained myths include:
how to systematically characterise the regulatee’s reaction to enforcement based on
its understanding, industrial and corporate features?

Inter-firm Inter-firm perspective examines the affecting factors based on
industrial and trade relationships. These factors not only determine the behaviour of
particular groups of firms but also are related to private enforcement. In the former
case, Haines introduced the perspective of contracting hierarchy to investigate the
inter-firm mechanism (1997). Using corporate response to death at worksites in
Australia, she indicated that the position a company held in contracting hierarchy,
which corresponded to the size of a company, bore a strong correlation to its
behaviour and compliance with occupational health and safety regulation. Large
companies were high in the hierarchy and tended to comply well. Small ones were
low and lacked compliance. However she iterated that the possession of power in
the hierarchy could not guarantee either improving compliance or evading social
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responsibility. For firms of all sizes, the first things under consideration were market-
related factors such as intra-industry competition, contract price and changes in
demand.

Some scholars have alerted to the significance of the inter-firm factors to effective
enforcement (Ayres and Braithwaite: 1992). Relevantly, private enforcement through
industry-wide informal mechanisms and networks is suggested by the scholars to
enhance corporate compliance. The main issues in debate are the strength of
private enforcement versus public enforcement and enforcement stringency versus
regulatory attractiveness. Gunningham (1991) examined and compared the effect of
private ordering in the commaodities and futures markets of Sydney, Hong Kong and
Chicago. Through interviewing the main players in the field, the author concluded
that informal mechanisms were far more important in maintaining market order and
sorting out trade disputes than rules issued by the government. Informal
mechanisms include peer group pressure, fear of exclusion, leverage of large
institutional clients, and transparency of particular dealings and opportunity of pay-
back for repetitive players. He highlighted the point that the functioning of
governmental regulation filtered through formal and informal enforcement networks
and structures. The ultimate regulatory effect relied on how the mentioned
structures and mechanisms received, transformed and implemented the regulation.

There are opponents arguing against the superiority of private enforcement. For
example, Jackson and Roe (2008) held that public enforcement was at least as
important as private enforcement in regulating the financial market. They justified
the standpoint based on measuring the used resources by public agencies against
the outcome of financial regulation. The finding was that the real resources of public
agencies - staffing and budget levels - were significantly correlated to the robust
development of the stock exchange market.

It is noted that most empirical findings about private enforcement come from the
financial sector. Strictly speaking, the above mentioned private enforcement is but a
combined version of public and private enforcement. Whereas the literature
highlights the role of private enforcement, public regulation stands at the backdrop.
This reminds us that, when observing private enforcement, one should look at a
broader context and structure that private enforcement situates. Some questions
arise such as: how do public and private enforcement interplay? Does private
enforcement affect all regulatees alike?
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Extra-firm Extra-firm affecting factors are mainly related to the regulatee’s
reaction towards formal and informal enforcement. In the governmental enforcement
context, scholarly concern seems to be related to the contingency occurred in the
process of enforcement. One example is the note about the regulatee’s creative
compliance. In this regard, the regulatee circumvents the scope of the law, which,
while not breaching the letter, does dishonour the spirit (McBarnet and Whelan:
1991). Another example is the finding of the negotiation basis in the firm’s
compliance. The research by Fairman and Yapp (2005) showcased that the SMEs
in the food industry in the UK complied not with law but through negotiations with
the inspectors. The contingency in the enforcement process will be further
addressed in the following enforcer-regulatee bilateral perspective.

The informal enforcement is related to social activism faced by the firm in a context
of global economic integration (Vogel: 2008) 2. The scholars are particularly
concerned about multinational companies’ compliance with social and
environmental regulations in developing countries which have limited regulatory
capacity (Braithwaite: 2005; and Graham and Woods: 2006). Meanwhile, they
acknowledge that corporate self-regulation, market-based mechanisms, industrial
association’s code of conduct and informal rules are likely to function for enforcing
these regulations (Potoski and Prakash: 2005; Auld, Bernstein and Cashore: 2008).
Firms may voluntarily comply with social nhorms so as to avoid additional regulation,
to protect their reputations and brands or to reduce problems with trading partners
such as information asymmetry or opportunism (King, Lenox and Terlaak: 2005;
Vogel: 2008). It is inferred that the trans-national informal regulation is likely to
complement the weak regulatory capacity of the host developing countries
(O’Rourke: 2003). It also invokes us to consider the possible functioning of plural
legal norms. These norms are playing an active role in regulating trans-national
industrial production and supply chains (Snyder: 1999). Relevant questions include:
How to characterise the firm’s reaction towards informal enforcement?

3. Two Sides Together: Relation and Interaction

Like their behaviour, the relationship and interaction of the enforcer and the
regulatee are affected by the previously mentioned factors. At the same time, they
have particular characteristics and implications for enforcement practice.

2 Considering the relevance, the social regulation enforced by the third party in domestic context is omitted.
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3.1 Bilateral Relation

The enforcer-regulatee relationship suggests two implications upon enforcement
practice. One implication is that the relational distance premises the formality of the
enforcer’'s choice of enforcing approach. Another implication is that the relational
characteristics determine the familiarity and predictability of enforcement practice to
both players.

Relational distance between regulator and regulatee Black (1976 and 1980)
invented the concept of relational distance. It was ‘measured by the scope,
frequency and duration of interaction between people, and by the nature and
number of links between them in a social network’ (1980, pp4). He predicted that the
use of law varied in line with the relational distance of the involving players. Law
was more likely to be introduced to deal with the dispute between the players with a
bigger relational distance. In contrast, non-legal means were likely to be used on
similar occasions if the players were relationally closer. This view was tested by the
enforcing styles of the police. The finding was that the police tended to adopt more
conciliatory rather than penal styles when they were familiar with the people
involved.

Black’'s theory was tested by Grabosky and Braithwaite (1986) in studying the
probability of using prosecutions by Australian regulatory agencies. They
hypothesised that (1) an agency with a high percentage of staff coming from the
regulated industries would prosecute less than those whose staff were recruited
from elsewhere; (2) agencies which regulated a relatively few number of firms would
prosecute less than those that regulated a higher number; (3) agencies which
regulated a single industry sector would prosecute less than those that regulated
multiple sectors; (4) agencies whose inspectors had frequent contact with the same
firms would use less formal sanctions than those with less personal contact. Their
research findings supported strongly Hypotheses (2), (3) and (4), but there was
comparatively weaker support for Hypothesis (1). Even so their findings about an
agency with a high percentage of staff coming from the regulated industry could be
considered as industrial capture of the regulatory agency. The findings imply a
correlation between the regulator-regulatee relational distance and the frequency of
use of formal sanctions. Hence they further strengthen Black’s theory of relational
distance.

Characteristics of enforcer-regulatee relationship  Hawkins and Thomas (1984b),
drawing on an organisational perspective, defined enforcement as a developing and
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implementing process, with interactions between regulatory agency officers and the
regulated, legislators and professionals. They used two concepts to explain the
characteristics of the process of enforcement: bargaining and social construction.
Bargaining was fundamental to the enforcement process. This was because both
the regulatory agency and the regulated were concerned about conserving
resources and minimising interference with established routines. Bargaining in the
form of negotiation could shape a process where both parties could benefit from
compliance. It also influenced the choice of compliance and deterrence strategies
by the regulatory agency. Social construction was about the interpretation of reality
by the members of bureaucracy. It helped to explain why and how enforced rules
were modified by the inspectors’ interpretations, taking into account their
relationships with the regulated. Both the processes of bargaining and social
construction could lead to institutionalisation of the shared values. In turn, these
values shaped and structured enforcement practice as well as the players’
behaviours. These scholars’ theory was generally agreeable with Lange’s field study
on the enforcement of waste regulation (1999b). Her findings were that regularised
enforcement process built a social life of the enforcer and the regulatee. Through
informal negotiation and social construction, the two players shared working group
norms, customary norms and agreements. It became difficult to distinguish clearly
between compliance and non-compliance. Indeed, the enforcer-regulatee social life
at the lowest hierarchical level was perceived as ‘an enforcement system’ that
localised law (Lange: 1996)

Hawkins and Hutter (1993; and Hutter: 1997) argued that the relationship between
the regulatory agency and the regulatee was of reflexive, serial, incremental and
long-term characteristics. The interactive process was about negotiation, with the
degree and scope contested by both players. The relationship and interaction had
specific settings, which were jointly shaped by both sides. On one side, the
enforcing officials’ competence and stance towards regulation mattered. They
constructed working definitions of compliance, which were derived mostly from legal
and regulatory definitions and reflected the regulatory environment surrounding
regulatory activities. On the other side, the myriad of behaviour and actions taken by
the regulated had diverse impacts upon the relationship and interaction.
Accordingly, the inspector formed judgments about the regulatee’s compliance at a
particular site and time. Established relationships and interactive processes were
likely to generate an effect that was familiar and predictable to both players.
However, a change of individuals on either side could entail changes in that
established relationship and interaction.
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The end of the study on the enforcer-regulatee relationship is enforcement and
compliance. In this regard, the scholars tend to assume that the two parties are of
equal and reciprocal standing. It is arguable that this assumption is applicable to all
contexts. Although relational distance is a topic of enforcement theory, the relevant
literature is limited in number. Apart from relating to the enforcer’'s style, relational
distance is not related to other aspects of enforcement or regulatory activity. Are
there other implications for the enforcer-regulatee relationship in enforcement
context? Additionally, if the working definition of compliance is based on the
agreement between the enforcer and the regulatee, what does it imply for their
status in the bilateral relationship? How much certainty can such working definition
engender? How to characterise the enforcer-regulatee social life in different
contexts?

3.2 Bilateral Interaction
The scrutiny of bilateral interaction of the two players is based on enforcement
arrangements, enforcement practice and variation in legal implements.

Enforcement arrangements The scholars use a comparative method to
address the influence of enforcement arrangement and approach upon the
regulatee’s motivation, behaviour and interaction. May (2005) showed how different
enforcement arrangements, together with social considerations, shaped and
structured different compliance motivations of the regulatees. Compliance
motivations were typically deterrent fear and civic duty. The former was associated
with a sense of being caught for regulatory violations and the latter saw compliance
as an obligation. From the examples of the agro-environmental regulation in
Denmark and the USA, the author discovered that Danish farmers had a high sense
of civic duty and a low sense of deterrent fear. American marine firms had exactly
the opposite senses. American homebuilders shared more similar motivations with
Danish farmers than with American marine firms. He held that a high sense of civic
duty reflected an accommodative enforcement arrangement, whereas a high sense
of deterrent fear corresponded to a legalistic one. The author defined regulatory
interaction in terms of societal contract and social contract. The Danish one was a
societal contract and the American, a social contract. At the heart of a societal
contract was a set of shared norms about acceptable behaviour between the
regulator and the regulatee, and rules formulated and negotiated through the
involvement of the farmer union. Each party was bound by the contract to exercise
his respective obligations according to the norms and rules, and each was aware
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that the other did the same. Societal contract was applied to the whole sector.
Inspection served as a forum and reminder of the norms and inspectors only visited
farms occasionally. In contrast, social contract was based on shared terms about
what to do. The shared terms regarded specifically how provisions and codes
applied to particular situations. They emerged from repetitive interaction and
negotiation between the regulator and the regulatee. Social contract was
underpinned by a give-and-take reciprocity. In the USA, homebuilders did what was
agreed by the negotiations in order to acquire the certificate of occupancy; so did
the inspectors, but their actions were for the purpose of avoiding the paperwork
burden and any possible regulatee’s complaint to their superiors. Social contract
applied to individual firms. Unlike homebuilders, the marine firms faced a typical
situation of American legalism. The relationship was coercive. The regulator dictated
the terms of permits and the regulatees self-reported their data. Violations found
were publicised and the violators fined. Since the regulator and regulatee had
limited interaction, there was no way for the two parties to negotiate norms or terms.
The research implies that the regulatee’s motivations are highly shaped by the
enforcement arrangement. They are also conditional upon the specific social
settings within which both players are embedded.

Enforcement practice Larson examined how distinctive enforcement practice
institutionalised legality distinctively and in turn shaped distinctive legal
consciousness and behaviour of the participants (2004). He assumed regulation as
a social process through which the market player was embedded in the social
structure. The author examined securities regulation in Fiji and Ghana. The two
countries had identical laws but different implementation practices. The regulatees’
behaviour demonstrated distinctive characteristics. Specifically, in Fiji, securities
regulation concerned the transaction process of the stock exchange. The enforcing
agency had a more visible presence in the daily exchange operation. In Ghana,
regulation was carried out by means of auditing the outcomes of the exchange. The
enforcing agency was more detached from the daily operation. The operation and
competition behaviour of the brokers in these two countries was different. Those in
Fiji were more formal rules oriented, whereas those in Ghana developed stronger
norms functioning on the trading floor.

The above empirical studies demonstrate that enforcement arrangement and
practice are likely to shape and structure the regulatee’s motivation, action and legal
consciousness towards regulation and law. Such effect of enforcement arrangement
and practice seems to function in a specific ‘field of action’ (Larson: 2004, pp737).
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The ffield of action’ comprises of the particular industrial sector; the interactive
process of the enforcer and the regulatee; and the relevant rule. The two players’
behavioural and interactive modes as well as the norm and code are
institutionalised in the field of action.

Variation in legal implementation Heimer’s research pinpointed institutional and
organisational factors in explaining why hospitals varied in implementing medical
law (1995). The author assumed legal and medical institutions as represented by
their respective professionals. If the medical professional was involved in the law-
making process and was successful in injecting their interest in the law, the
legitimacy and autonomy of specific medical practice was ensured. Medical law was
likely to be welcomed by the medical sector. Meanwhile, if hospitals had the
convention of including legal workers in the routine of processing organisational
issues, the legitimacy of the medical practice was further ensured. Hence the
organisation was in the right position to request resources. With the preconditions at
both legislative (macro) and operational (micro) dimensions satisfied, medical law
was able to be implemented by hospitals. If the two conditions were not satisfied
simultaneously, the outcome would be under-implementation of law. This study
exemplifies how the implementation of law is determined by inter-institution
competition in the rule-making process and by inter-institution cooperation in the
rule-implementing practice.

In Heimer’'s research, the regulatee has multiple entities. He is the individual
(professional), the organisation (hospital) and the institutions (medical). The choice
of the regulatee is examined through the role of the individuals (medical and legal
professionals), which is shaped by the interest and concern of their respective
institutions and affects the institutional and organisational decision-making. Unlike
other literature, Heimer defined the regulating and regulated systems as separate
institutions. The involved individuals do not share the same institutions, but interact
on behalf of their respective institutions at the macro and micro levels. Her
perspective can be accurately described as inter-institutional (regulating and
regulated) and intra-institutional (organisational). This perspective captures the
tensions between law making and implementation as well as the competition for
legitimacy and autonomy between legal and non-legal systems. This dual-level
analysis broadens the vision for observing organisational decision-making. It
interconnects the decision-makings at two levels through the common concerns of
legitimacy and autonomy and hence the effect of legal implementation.
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4, Enforcement Effects

The enforcement effect that has concerned scholars the most is corporate
compliance. The effect of business attraction is very limitedly explored by current
positive enforcement studies. Bearing in mind the theme of the forthcoming
framework, particular attention is paid here to the effects that are identified as
(potentially) correlated to business attraction. Accordingly, the following effects and
their related causal factors are identified.

Bureaucratic discretion vs certainty and flexibility = Discretion is arguably inevitable
for regulatory enforcement, but it is necessary for effective enforcement (Hawkins
and Thomas: 1984b; and Black: 2001). This was because the enforcement agency
faced various regulatory goals, and the practice to achieve them demanded a
balance between certainty and flexibility. Such balance required discretion. The
effect of discretion is one focus for the scholars. Hawkins and Hutter (1993) iterated
that the street-level inspectors for the occupational health and safety and
environmental regulations in England and Wales were highly discretional.
Enforcement practice was of ‘individualised, fragmented and ad hoc’ characteristics.
Similarly Lovat (2004) alerted that the inspectors of the environmental regulatory
agency in Scotland exercised diverse discretion. Consequently enforcement
practice was not standardised and lacked certainty. He considered the problem was
caused by lack of clarity in legislations.

Levy and Spiller (1999) argued that bureaucratic discretion was associated with
both regulatory certainty and flexibility, and a balance of the two was helpful to
promote foreign investment in the utilities sector of a country. Hence whether and to
what extent the balance was likely to be struck was premised upon the control of
bureaucratic discretion. Discretion, as well as its restraint, was derived from the
governmental institutions of a host country, which Levy and Spiller named as
institutional endowment. If a country’s institutions could not restrain discretion
appropriately, they could not simultaneously create regulatory certainty and
flexibility. In this case, regulatory certainty should be given the priority. This study
adopts an institutionalist approach to characterise bureaucratic discretion constraint.
It does not address the issue of discretion in an enforcement context. Nevertheless,
it is relevant in terms of relating the constraint of bureaucratic discretion to the
attraction of foreign investment in the utilities sector.
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Responsiveness vs easiness-seeking and differentiation The scholars pay
attention to the effect exerted not only by congruent interests but also contrasting
demands and requirements upon the enforcer’s choice of enforcement approaches.
Silbey (1984) and Cranston (1986) noted an easiness-seeking characteristic in the
complaint handling by the consumer protection agencies in the USA and the UK.
Specifically, when the agencies faced conflicting requests from the relevant parties,
they tended to choose the easiest way to sort out the disputes. The easiest way,
usually in the form of economic compensation, cost the agencies limited resources
and required low expertise and a short time to handle and complete a case. Also the
cost was low for consumers and businesses, since they could avoid legal
proceedings. The empirical studies highlight that when faced by diverse demands
the enforcer may be driven to respond in a tactical rather than regulation-binding
fashion.

Scholz and Wei elaborated the characteristics of the enforcer’s responsiveness in a
broader context (1986). They made a comparison between the responding
structures of the federal and state agencies in enforcing the Occupational Health
and Safety Act regulation in the USA. They found that the federal and state
agencies shared similarities such as (1) responding significantly to state-level
political signals (e.g. national policy, congressman’s and interest groups’ concern)
and task signals (e.g. budget, duty, goal and routine); (2) consistently responding to
the demands of interest groups (labour complaint) with daily enforcement contacts;
(3) responding instrumentally (through serious citations and penalties) to task
changes (workplace accident and unemployment rates) and symbolically (through
inspections and non-serious citations) to political changes (ideologies of parties and
elected officials). Meanwhile, state agencies were more responsive than federal
agencies to political and task signals and changes. The general implications of the
characteristics of bureaucratic responsiveness are that: (1) different enforcing
agencies do not make the same responses, even though they face the same
regulatory environment; (2) the enforcing agency inclines to respond more
attentively to the local issues rather than federal issues.

Generally speaking, the enforcer’s responsiveness in the above positive research
has a theme distinctive from responsive enforcement in prescriptive studies. The
positive researchers concentrate on the diversity and complexity of demands and
requests faced by the enforcer. Their interest lies primarily in describing the
characteristics and showing concerns about the implications of the responsiveness.
In contrast, prescriptive researchers focus on the variety of the regulatee’s attitudes
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and accordingly propose the strategy and tactics for the purpose of bringing about
desirable corporate compliance (for example Ayres and Braithwaite: 1992;
Braithwaite: 2006; and Baldwin and Black: 2008). Comparatively the positive
research is less developed than the prescriptive research about regulatory
responsiveness. Indeed, the prescriptive research seems to represent current
mainstream theory of regulatory enforcement, given the primary concern of
compliance and deterrence. So far, we understand limited implication of the
enforcer’s responsiveness other than enforcement effect. Since a positive study of
regulatory responsiveness demonstrates the potential of capturing broad-ranged
and diversified factors and contexts, it deserves consideration for a topic that
addresses other than compliance and deterrence.

Enforcement stringency vs regulatory attractiveness Dowell et al (2003)
inquired the correlation between the adoption of stringent environmental standard by
a firm and its market value. Based on analysis of the American multinationals in
developing countries, they found that the firms who adopted stringent environmental
standards had much higher market values and were more competitive than those
which did not. Thus they suggested developing countries should avoid using lax
environmental enforcement when attracting foreign investment. Otherwise they
would end up attracting poor-quality investment and uncompetitive firms. Coffee
(2007) examined and compared the effect of high-intensity enforcement in the
financial markets of the common-law countries. The enforcement exercised by the
American public and private agencies was outstanding in terms of its stringency
enforcement. At first glance the enforcement appeared to deter foreign investors. A
closer look suggested that the deterred firms were mostly those aiming to speculate.
At the same time, the strong enforcement reduced the cost of information
asymmetry and equity capital. Thus high-intensity enforcement of the financial
market of the USA filtered out the undesired types of firms and attracted the well-
behaved firms.

5. Conclusion

This literature review shows that regulatory enforcement theories have formed
comprehensive knowledge about the enforcer's and the regulatee’s types,
behaviours and interactions as well as the affecting factors and enforcement effect.
This knowledge about the reciprocal impacts between institutions and players has
the following factors, weaknesses and gap.
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Analytical framework Existing enforcement studies are comprehensive. The
scholars emphasise both the impact of institutions upon players and vice versa.
They also pay sufficient attention to the dimension of the relation and interaction of
the regulating and regulated sides. Notwithstanding that, there is potentially a
connection and correlation between affecting factors, enforcement process and
enforcement effect, this connection or correlation is not yet established. This implies
that in spite of being a potential building block, relevant enforcement theories are yet
to form a coherent analytical framework.

Formal versus informal enforcement structures Two enforcement structures can
be identified from the literature: formal and informal. Formal enforcement structure is
represented by the governmental system. It contains three dimensions: the
institutions, the organisation (enforcing agency) and the individual (inspector).
Informal enforcement structure is represented by intra-firm, inter-firm and informal
control mechanisms. Formal and informal structures affect the outcome of
enforcement and compliance. In spite of existing elaboration of both structures, the
linkage between the dimensions inside each structure as well as that between the
two structures is weak. Whether an informal enforcement structure complements or
distracts a formal one is unclear.

The regulating side  The enforcer is typified according to his behaviour. Yet the
typification is so descriptive that its criterion is confusing and its range is unknown.
The affecting factors to the enforcer’s behaviours are identified to belong to various
sorts - contextual, institutional, organisational and individual. However, the
connection is weak between different types. The enforcer’s response is mostly
related to his enforcement strategy. There is limited scrutiny of the correlation
between his response and interest. Also, it is arguable that enforcers’ response is
homogeneous: most significantly and consistently to his task, and variously to the
regulatee’s behaviour. Meanwhile, in spite of identifying the regulatee as one
affecting factor, there is no exploration of what characteristics the enforcer prefers
the regulatee to possess. Generally speaking, although the enforcer’s behaviour,
type and affecting factors are addressed comprehensively, the analyses are not
systemised.

The regulated’s side The scholars show interest in creating typologies of
the regulatee’s behaviour in the enforcement context. Although these typologies are
generally not in conflict, how they agree is unclear. Additionally, the scholars
address the affecting factors of the regulatee’s behaviour from multiple
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perspectives. Yet they do not systemise the regulatee’s reactions towards intra-firm,
inter-firm and extra-firm enforcement. Nor do they explore how public and private
enforcement structures interplay, or how various types of firms react variedly
towards private and informal enforcement.

Bilateral relation and interaction The enforcer-regulatee relational distance is
solely relevant to the enforcement strategy. A process of bargaining and social
construction between the enforcer and the firm is a prerequisite for institutionalising
shared values so as to provide a familiar and predictable process. Nevertheless, the
implication of this bilateral relation, other than to the enforcer’s style, is limitedly
explored. It is questionable that a change of individual on either side always
engenders a change in the bilateral relationship - for instance, in a highly
institutionalised setting. The literatures addressing the bilateral interaction
demonstrate rich institutional ingredients. These are typically enforcement
arrangements, institutionalising shared values, and the players interacting vis-a-vis
each other on behalf of their respective institutions. Yet the relevance of
institutionalism is not articulated. It is vague as to which player determines the
enforcer-regulatee bilateral relation and interaction.

Enforcement effects Most scholarly concern about enforcement effect is
regarding the regulatee’s compliance. A few theories suggest a correlation between
enforcement and business attraction. Some causal factors of enforcement effect
have similar meanings as those mentioned for the RC outcome in the RC literature.
These include certainty, flexibility (similar to efficiency), and responsiveness. The
identified similarity is yet to bridge the gap between the two themes of regulatory
enforcement and RC.

To conclude, although existing theories about the enforcer’'s and regulatee’s types,
behaviours and interactions are comprehensive, their weaknesses need to be dealt
with, gaps to be filled and analyses to be systemised. The two-sided perspective
and players’ behavioural and interactive dimension complement what is missing in
the RC literature. So do the emphases of the differences in enforcers and firms as
well as the reciprocal impacts between institutions and players. These will contribute
a building block not only to substantiating and structuring the forthcoming ER
Framework but also to structuring the descriptive analysis in the empirical research.
Notwithstanding the enforcement literature review’s contribution, like the RC
literature, it lacks a coherent analytical framework to inter-relate all factors.
Consequently, neither RC nor enforcement subject can contribute such a framework
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to the ER Framework. To develop the framework, it needs to develop an analytical
framework to address the dual themes of RC and enforcement.
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Chapter Il Analysing Micro-Level Enforcement Regime of Regulatory

Competition

In this chapter, | introduce my theory of regulatory competition (RC). Focusing on
micro-level enforcement dimension, | suggest that a better way of understanding RC
is to think of regulating and regulated sides as finding a partner to form a marriage.
It is necessary to take into consideration the varieties of regulatory authorities and of
regulated business firms; their likely relations and interactions after winning
business; as well as the match and mismatch of their preferences. In this way, we
can better understand why, while rules stay the same, locations have such varying
regulatory results. | argue that an important dimension to RC is the competition
between different types of micro-level enforcement regimes for different types of
firms. Assuming rules stay the same, depending match or mismatch of regimes’ and
firms’ preferences, enforcement regimes have differential results of business

attraction, enforcement effect and regulatory advantage.

| present my theory through the so-called ER (enforcement regime®) Framework.
The ER framework comprises four parts. The first part is about the regulating side,
or the competing entity, represented by the regime and its agency. The framework
suggests that regimes are different institutionally — displaying different combinations
of vertical oversight and horizontal inter-agency cooperation. It is those institutional
differences that determine the different interests and performances of regimes and
their agencies in the context of RC. The second part draws attention to the
regulated side, or the competed-for target, the firm. It illuminates that firms have
various cognitions about the controls from formal and informal enforcement
structures and behave accordingly. The third part introduces an original idea -
‘match and mismatch of preferences’. It suggests to think of RC in terms of the
regime and the firm finding a partner to form a marriage and then to be aware of the
match and mismatch of their preferences. Winning business is never a one-time
game but entails a long-term regulatory relationship. Both regime and firm have
preferences and are selective for its partner and marriage. Match or mismatch of
their preferences affects their long-term relation and interaction. The last part further

analyses the match and mismatch of preferences by examining its three effects:

% Hereinafter simplified as ‘the regime’. ‘The regime’ in this thesis refers to micro-level enforcement regime
unless otherwise specified.
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business attraction, enforcement effect and regulatory advantage. With match and
mismatch of preferences, (1) regimes and firms either or not mutually choose each
other. Hence regimes either succeed or fail in business attraction; (2) Formal and
informal structures either complement each other or not. Hence regimes have
different enforcement effects; (3) regimes achieve various regulatory advantages,
exemplified as different economic and social achievements. These three effects are

also the outcomes of RC.

1. Regulating Side: Different Regimes and Agencies

The regime is the RC entity. Borrowing from the definition of regulatory regime by
Hood et al (2001), the regime is defined as ‘the complex of institutional geography,
rules, practice, and animating ideas that are associated with’ particular regulation-
implementing activities in the RC context. The institutional geography of the regime
is on a micro scale, with fragmented front-line enforcement agencies* executing
specific task and general purpose vis-a-vis the regulated firm. Its incentive structure,
formal and informal rules of the game affect the RC measure, enforcement process
and outcome. Its practice and animating idea concerns the rigour, strategy and
characteristics of implementing rules. The definition implies that on the one hand,
the regime, with its representative player - the agency, is influenced by institutions;
on the other hand, the action and interaction of the regime with its agency and the

firm have impact upon institutions which is embodied as RC outcome.

Regulatory institutions can be understood in vertical and horizontal forms, which
correspond to the grid and the group. The grid means the oversight by the
governmental authority at superior levels of the hierarchy®. The superior authority
delegates varied tasks for the regime to implement. This vertical top-down control
can be both monitoring and mediating®. It both constrains agencies’ discretion and
provides agencies resources to fulfill contesting regulatory goals (Levy and Spiller:
1994). It is regarded as exogenous to the regime. The regime is accountable to the

superior authority for its achievements related to the regulatory goals. The group

* Hereinafter simplified as ‘the agency’

® The oversight is not restricted to governmental oversight and can involve all sorts. Yet this framework
simplifies the types of oversight by focusing on the mentioned type only.

® Hereinafter simplified as ‘the oversight’
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means the cooperation between agencies. It is considered as endogenous to the

regime.

Agencies are classified into two groups according to their duties. One group inclines
to be restrictive, the other facilitative (Baldwin and Cave: 1999). Those which
enforce social regulations such as labour, environmental protection and product
safety belong to the restrictive group. Those who promote business and economy,
such as granting favourable conditions, licenses and permits, appertain to the
facilitative group. The relations between the two groups of agencies are likely to be
in opposition, considering their converse duties. However, their relations can also be
cooperative, depending on the particular institutional context. It is noted that this
way of classifying agencies is based on simplified assumptions. An agency can be
delegated with both restrictive and facilitative tasks. The agencies which enforce
social regulations are not necessarily restrictive, and those which grant permits and
favourable conditions are not necessarily facilitative. Also the agencies in the same
restrictive or facilitative group do not necessarily have less tension than those
belonging to these two groups. To adopt these simplified assumptions is necessary

to develop a narrowly focused analysis.

Regimes have different institutional features. This is because their vertical oversight
and horizontal inter-agency cooperation are different, so are vertical and horizontal
combinations. With different vertical and horizontal combinations, we can find four
archetypes of regimes: Positional, Isolate, Individual and Enclave. Each type has it
distinctive feature. For a Positional (high-grid-high-group)’ regime, both vertical
oversight and horizontal inter-agency® cooperation are strong. For an Isolate (high-
low) regime, the oversight is strong but the inter-agency cooperation is weak. This
status is exactly opposite to that of an Enclave (low-high) regime. In an Individualist
regime, both the oversight and the inter-agency cooperation are weak (low-low) (see

Diagram III).

" Hereinafter simplified by omitting the words ‘grid’ and ‘group’

® The term ‘inter-agency’ narrowly refers to ‘between the two types of agencies’.
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Exogenous Oversight

'y
Oversight High Grid Oversight
Restrictive ........ Facilitative Restrictive 4 5  Facllitative
Agency Agency Agency Agency
Isolate (Uncoordinated) Positional (Adherent)
Low Group High Group Endogenous
*  Inter-Agency
Cooperation
Oversight Oversight
’.. '..‘ ’.. -_.‘
Restrictive  ........ Facilitative Restrictive ¢  Facilitative
Agency Agency Agency Agency
individualist (Detached) Enclave (Conciliative)
Low Grid

Diagram Ill Varied Idiosyncrasies of Regimes with Agencies

Note: Solid fine means strong and broken line means weak,

Institutionally different, regimes and their agencies are different in performances,
interests and strategies in the context of RC. Different features in this regard are
shown in Table 3.1.

In a Positional (high-high) regime, both the restrictive and facilitative practices are
well monitored, coordinated, information-sharing and hence are performed in a
balanced manner. The overall enforcing image of the regime is as a facilitative and
reasonable enforcer. It resembles the diagnostic inspectorate in Braithwaite et al’s
term (1987), who encourages the regulatee’s self-regulation and provides technical
assistance to solve regulatory problems. The interest of the regime in engaging with
RC inclines to be high. The facilitative and restrictive agencies are mutually
supportive in order to achieve the dual goals of business attraction and social
enforcement. Both are confident in their competence and commitment and optimistic
in being the winner. Its major competitive strategy is unlikely to be instrumental, i.e.
down-play restriction or up-play facilitation. Instead, a likely choice is to improve the

efficiency of regulatory practice and process through innovation.
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inter-agency
cooperation)

cooperation

Positional Isolate Enclave Individualist
(high grid high (high grid low (low grid high (low grid low
group) group) group) group)
Distinctive Strong oversight | Strong Weak oversight | Weak oversight
Feature of | & strong inter- | oversight but|but strong inter- | & weak inter-
Regime agency weak inter- | agency agency
(Oversight & | cooperation agency cooperation cooperation

Distinctive Well-constrained; | Well- lll-constrained & | lll-constrained &
Feature of | & cooperative constrained but | cooperative uncooperative
Agency uncooperative

(institutional

constraint &

inter-agency

cooperation)

Characteristics | Committed & | Over- Over-facilitative | Uncommitted &
of Agencies’ | balanced restrictive & |& under- | ill facilitation &
overall facilitation & | under- restrictive; restriction;
Performance restriction; facilitative; coordinative, individualised,
(Harrison coordinative & | uncoordinate |information- fragmented ad
[2006] and | information- d & lack of | sharing & |hoc  (Hawkins
Lazar [2006]) sharing information- | sheltering and Hutter

sharing [1993])

Overall Image | Diagnostic Token enforcer | Conciliator Modest enforcer
of Regime in |inspectorate

Braithwaite et
al's Taxonomy

(1987)

Implications of RC

Interest in RC High Low High Low

Major Improve practice | - Lax enforcement | -
Competitive and process
Strategy

Label Adherent Uncoordinated Conciliative Detached

Table 3.1 Distinctive Features of Different Types of Regimes and Agencies

In an Isolate (high-low) regime, with strong oversight and constraint on discretion,

the two agencies are well-disciplined. However they are lacking of mutual

coordination and information sharing. Concentrating on their own duties, their
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practices follow separate tracks that orient towards converse regulatory goals. The
regime tends to be under-facilitative and over-restrictive. The general enforcing
image of the regime is roughly like a token enforcer (Braithwaite et al: 1987), who is
neither adversarial nor close to the regulated. Considering under-facilitation and the
lack of cooperation between the two agencies, the regime is unlikely to be interested
in competing for business. Hence the overall interest in RC is low.

In an Enclave (low-high) regime, with weak oversight, the two agencies are highly
discretional and cooperate closely. The regime is over-facilitative and under-
restrictive. The agencies are likely to share the belief that business attraction
creates benefits, either for self-serving and/or for the interest of local community
(Morriss: 2010). Towards this end, they trade off their duties. They coordinate and
share information efficiently to perform the role of a conciliator (Braithwaite et al:
1987). Based on the agencies’ incentives, the regime has a high motivation to
compete for attracting business. Its major competitive strategy is instrumental —
through lax enforcement. The regime is ready to be a ‘haven’ to shelter interested

firms.

In an Individualist (low-low) regime, with weak oversight and poor inter-agency
cooperation, both restrictive and facilitative agencies have excessive discretion and
ill perform their duties. They act like market-players, competing with each other to
maximise self-serving interests. Typically, both agencies compete for resources
such as revenue. The facilitative agency may try to get a reward for its achievement
of business promotion. Thus it is likely to overstate favourable conditions in order to
lure potential investors. The restrictive agency may make extra gains from
administration fees and penalty charges upon the firm. Thus it tends to fine the firm
arbitrarily. The overall image of the regime is a modest enforcer (Braithwaite et al:
1987), who is punitive and deterring and is the nearest to Bardach and Kagan’s
‘unreasonable regulation’ (1982 and 2006). The two agencies’ practices are
individualised, disorganised, fragmented, ad hoc and random (Hawkins and Hutter:
1993). It is unlikely for them to be committed to RC. Well-informed firms are scared

away by the agencies’ instrumental and poor performance.

In order to highlight the fundamental features of the varied types of regimes, the
regimes are relabelled. In line with the overall enforcing images of the regimes, the
high-high regime is dubbed the Adherent, the high-low the Uncoordinated, the low-

high the Conciliative, and the low-low the Detached.
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To summarise, with different combinations of vertical oversight and horizontal inter-
agency cooperation, regimes are different institutionally. They and their agencies
perform differently, have different interests in RC and use different competitive
strategies. Competing for business is rarely the only regulatory goal for a regime.
There is always a tension between attracting business and enforcing social
regulation. External RC is not necessarily a drive for all regimes alike to attract
business. Instead, agencies’ interests, strategies and performances matter. Whether
RC rules are enforced and goals are achieved as desired by macro-level rule
makers rely on micro-level regimes’ actual practices. An awareness of different
types and practices of micro-level regimes helps to advance our understanding that
RC at macro level through rule setting is fundamentally affected by micro-level

enforcement of these rules.

2. Regulated Side: Different Firms

The firm is the target of RC. It is subject to formal and informal controls, controls
from the government and the market®. Formal control is typically social enforcement
of the regime. It is the grid. Informal control is typically social enforcement of the
firm’s business partner. It is the group. Firms are different in their cognitions and
behaviours towards formal and informal enforcement. They can be classified into

four archetypes accordingly (see Table 3.2).

Generally speaking, a Positional (high-high) firm is well aware of its market as well
as regulated positions. It is active in complying with regulatory standards and
sensitive to facilitation by the government. Meanwhile it complies with non-
governmental norms and codes. An Isolate (high-low) firm is aware of its regulated
position. It complies with governmental regulatory standards because it has to. Yet it
does not expect governmental facilitation, nor does it like non-governmental
controls. An Enclave (low-high) firm wants minimum governmental regulations but
maximum governmental facilitation. It complies with industrial norms only when they
are necessary to do business. An Individualist (low-low) firm prefers no controls at

all.

® Both formal and informal controls can be enforced by other entities. However this framework simplifies this by
concentrating on that exercised by the regime and the firm’s business partner. The firm’s business partner is likely
to enforce industrial norms also, yet this framework pays major attention to social norms.
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Positional Isolate Enclave Individualist
(high grid high (high grid low (low grid high (low grid low
aroup) group) group) group)
Typical Formal High standard & | High standard Min. gov’l control | Min. gov. control
Preference for high gov'l & high govl
Control facilitation facilitation
Informal | Compliance with | Min.  non-gov. | Compliance with | Min. non-gov.
industrial & social | control industrial norms | control
norms as required by
trading partner
Features in an Enforcement Context
Behavioural Feature Proactive & Reactive Profit-Driven, Avoiding
strategic  and
Mindful of self- rational
image
Type in| Vickers et al| Proactive learner | Positive Minimalist Avoider/ outsider
Category | (2005) respondent
of
Baldwin and | Well-intentioned | Well-intentioned | lll-intentioned & | lll-intentioned
Cave (1999) | & well-informed & ill-informed well-informed and ill-informed
Kagan and | Political citizen Organisational Amoral Organisational
Scholz (1984) incompetent calculator incompetent
Features in an RC Context
Position towards | Active Inactive Active Inactive
Regime’s RC
Lobbying Goal High & converged | Technical Min.  regulatory | Firm’s
home, regional & | barriers for | burden & social | sovereignty &
intn’l standards to | foreign responsibility, anti-globalisation
maintain competitors max pro-business
industrial support
advantage
Impact upon Regulatory | High & converged | Diverse and | High product | No standard
Standard in  Murphy’s | product & | complicated standard & low
term (2005) process domestic process standard
standards standards
Stereotyped Example A big firm from a | A domestic | An SME in LRC | A small holding
HRC SME in a HRC selling home-
made produce
Attempt to Expand High Low High Very Low
Business

Table 3.2 Distinctive Features of Different Types of Firms
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Specifically, in the context of enforcement, a Positional firm tends to view complying
with regulation as obligatory. It is proactive in understanding and abiding
regulations. Accordingly, It is well-intentioned and well-informed, a proactive learner
or a political citizen (Baldwin and Cave: 1999; Vickers et al: 2005; and Kagan and
Scholz: 1984). In an RC context, it poses as an active driving force for the
government to engage RC, believing that high regulatory standards are conducive
to create and maintain its industrial advantage and positive social image. Under its
influence, both product and process standards are likely to increase (Porter: 1990;
and Murphy: 2005). A typical example is a big firm in a high-regulating country
(HRC) (Vogel: 1997). The firm is highly likely to expand its business.

An Isolate firm is likely to be reactive in an enforcement context. It tends to be well-
intentioned and ill-informed (Baldwin and Cave: 1999). Its regulatory problem is
likely to be related to organisational incompetence (Kagan and Scholz: 1984). Its
compliance with regulation relies on specific enforcement. It is likely to improve
compliance if the agency's strategy is carefully chosen and to ill comply if
governmental and non-governmental enforcement is lenient. Hence it can be
roughly classified as a positive respondent (Vickers et al: 2005). In an RC context, it
is inactive but may accept high regulatory standards. This is because of active
enforcement or because of its belief that high standards offer protection from the
threat of market access by foreign competitors. If this type of firm is influential,
domestic standards will be diverse and complicated and deter the entry of foreign
competitors (Murphy: 2005). A typical example can be a small and medium sized
enterprise (SME) in a HRC. This type of firm does not tend to grow its business.

An Enclave firm is rational, strategic and profit-driven. In an enforcement context, it
is ill-intentioned and well-informed (Baldwin and Cave: 1999). It is a minimalist
(Vickers et al: 2005) or an amoral calculator (Kagan and Scholz: 1984). It actively
supports the government’s engagement to RC. It lobbies the government to
minimise regulatory burden and maximise business facilitation. Under its influence,
product standards may upgrade but process standards will downgrade (Murphy:
2005). This is because its business partner actively enforces high product standards
and thus it demands competitors’ to also comply so as to avoid their undercut of its
competitive edge. Conversely, process standards incur extra cost and hence affect
its competitiveness. A typical example is an SME in a LRC. Its probability of

increasing investment is high.
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An individualist firm is an outsider to both enforcement and RC (Vickers et al: 2005).
It is ill-intentioned and ill-informed (Baldwin and Cave: 1999). It is likely to be
organisationally incompetent (Kagan and Scholz: 1984). It affirms its sovereignty as
an independent decision-maker and is anti-globalisation. Reflecting its own
interests, there should be little regulation. A typical example is a small-holding
selling its home-made produce in a local village market on a Saturday morning.

Such a firm is unlikely to be capable of developing business.

In order to highlight the features of these varied types of firms, the firms are
renamed to highlight their distinctive features. The high-high firm is labelled as the
Proactive, the high-low the Reactive, the low-high the Profit-Driven, and the low-low
the Avoider.

To summarise, the firm faces social controls from the government and the market,
or formal and informal enforcement structures. They have different cognitions and
behave differently towards formal and informal rules. To understand the different
types of firms is helpful to understand their different behaviours and choices in the
contexts of RC.

3. Two Sides: Match and Marriage

RC for business involves two sides. The regime competes and the firm is competed
for. | suggest that a better way to understand RC is to think of it like two sides
finding a partner to form a marriage. Winning business is never a one-time deal but
entails a long-term regulatory relation and interaction between the two sides. It is
based on their thoughtful decisions and involves their mutual selection and match of
their preferences. Then how do the two sides’ preferences match or mismatch
specifically? What does a marriage within a specific regime look like? What is the
impact of a marriage with match and mismatch of their preferences? This section 3
will answer the first two questions and leaves the following section 4 to address the

last question.

3.1 Match and Mismatch of Preferences

Both the regime and the firm are aware of the length of a marriage and thus mindful

about choosing a suitable partner for marriage. To form a marriage involves choice
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and decisions from both sides. The two sides’ choice and decisions depend on their
individual preferences as well as match and mismatch of their preferences.

On the one hand, the regime has preference and is selective for the firm. The
regime is selective because of its institutionally endowed resource and restraint
(Levy and Spiller: 1999). Its resource and restraint are peculiar. It can only satisfy
the demand and enforce the compliance of a particular type of firm, but cannot
satisfy demands or enforce compliance of all types of firms. With peculiar resources
and restraint, the regime has preference for a particular type of firm. It accepts the
behaviour of a certain type of firm while being intolerant to those of others. Being
selective, it targets on and admits the type of firm whose demand it is likely to satisfy
and whose compliance it is likely to be able to easily enforce. It declines the entry of
the type of firm whose demand it cannot satisfy or whose compliance it is difficult or
unable to enforce. Different regimes have different preferences. Some are selective

and less tolerant. Others are less selective and more tolerant.

On the other hand, the firm has preference and is selective for the regime. The firm
has it own understanding about formal and informal enforcement. It is mindful of the
regime’s enforcement style and has preference in this regard. Facing various types
of regimes with various enforcement styles, the firm chooses its partner and
marriage based on its preference. It chooses the regime whose practice best suits

its demand and avoids the one whose style it dislikes.

Since both the regime and the firm have preferences, it is an issue as to whether
their preferences match or mismatch. Match is two sided, relying on the individual
preferences of the two sides. It is a match when the regime and the firm are the
preferred and desirable type, each of the other, so that they mutually attract and
choose each other and would like to get married. Mismatch is one sided. It is a
mismatch when the regime likes the firm but the firm dislikes the regime or vice

versa.

As illuminated before, regimes and firms are different in types. So are their
preferences for the other side. The following sections illuminate specific preferences

of regimes and firms as well as specific match and mismatch of preferences.

3.1.1 Regimes’ Preferences of Firms
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Regimes’ likely preferences of firms can be figured out from their respective

expectations about its enforcement versus the firm’s compliance and to its business

attraction versus the firm’s demand satisfaction (as shown in Table 3.3).

Adherent Uncoordinated Conciliative Detached
(high grid high (high grid low (low grid high (low grid low
group) group) group) group)
Preferred Reaction | Preferences Preferences Tolerance to
from Firm in RC | satisfied satisfied high regulatory
terms reasonably & extraordinarily cost
fairly
Expected Reaction | Civic duty or Give-and-take Deterrent fear
from Firm in | give-and-take reciprocity
Enforcement Terms | reciprocity
(May: 2005)
Favourite Corporate | Enforced self- Creative Obedience
Compliance regulation (Ayres compliance
Strategy and Braithwaite (McBarnet and
[1992]) Whelan [1991])
Favourite Big & with HRC SME with LRC |-
Corporate Type origins origins
Likely Preferred Proactive All types Profit-driven, Reactive &
Type of Firm Reactive & Avoider
Avoider
Table 3.3 Regimes’ Likely Preferences of Firms

The Adherent regime wants its balanced restriction and facilitation to be appreciated

by the firm. This is based on the regime’s emphasis on the shared values of the

agency and the firm. Hence, it prefers the type of firm which views the regime’s

performance as satisfying the firm’'s demands and enforcing governmental rules

reasonably. Also the regime expects the firm to react to enforcement with a sense of

civic duty, or at least with a give-and-take reciprocity (May: 2005). Its favourite

corporate compliance strategy is enforced self-regulation (Ayres and Braithwaite:

1992). The favourite corporate feature is where the firm is large and originates from

HRC. Thus the likely preferred type is the Proactive firm. Its preference implies an
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emphasis on the quality of investment'®. Its desired type of firm must also enhance
rather than impair its reputation of good commitment to social regulation. It is the

most selective regime.

The Uncoordinated regime does not have a particular preference for the type of firm.
This is inferred from its lack of interest in business attraction and its uniform
command and control strategy towards firms of all sorts. It is the least selective

regime.

The Conciliative regime prefers the firm that appreciates its extraordinary
performance in satisfying the firm’s preferences. It wishes the firm to have a sense
of give-and-take reciprocity. Hence the agency can benefit from this exchange. It
prefers the firm that has extraordinary pro-business demand and is strategic or even
creative in compliance (McBarnet and Whelan: 1991). This type of firm shares the
regime’s strategic feature. The SME with LRC origins is a favourite of the regime,
because this type of firm is keen on lax enforcement. Notwithstanding its
preference, the regime welcomes any type of firm that is strategic and welcomes lax
regulation. Therefore the Proactive firm is off the list.

The Detached regime prefers the type of firm that tolerates high regulatory cost and
seldom challenges the agency’s decisions. It expects the firm to have deterrent fear
and be obedient to the agency’s arbitrary and punitive actions. The likely chosen
firms are those the agency can bully: The Reactive and the Avoider.

To summarise, regimes are different in preferences and targets for firms.
Comparatively, the Adherent regime is the most selective, the Uncoordinated the
least, the Conciliative the most tolerant and the Detached the most manipulating. To
understand different regimes’ preferences helps to understand why locations are

different in attracting businesses as well as in the types of attracted business.

3.1.2 Firm’s Preference of Regime

Firms’ likely preferences of regimes can be figured out based on their respective
expectations about the regime’s support, reputation, value, enforcement style and

strategy (see Table 3.4).

10 For more details, see relevant section in Chapter II.
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Proactive Reactive Profit-Driven Avoider
(high grid high (high grid low (low grid high (low grid low
group) group) group) group)

Preferred Support | Efficient and | No adversary Business first No request
from Regime well coordinated
Preferred Regime’s | Competitive & | Low Competitive & | No request
Reputation well-reputed low-profiled
Expectation of | High Low Very low No request
Appropriateness
Expectation of | Low Low Very high No request
Instrumentality
Preferred Rule-bounded, | Easily-followed |Lax & negotiable | Minimum
Enforcement Style | standardised, & coherent

reasonable & | interpretation &

stable implementation
Favourite Responsive Education & | Deceptive (Post | Laxest
Enforcement regulation persuasion [2004]) or lax
Strategy (Ayres and enforcement

Braithwaite

[1992])
Likely Chosen Adherent Adherent & Conciliative Concliliative
Type of Regime Conciliative

Table 3.4 Firms’ Likely Preferences of Regimes

The Proactive firm has the strictest criteria for a regime. It prefers a regime to
provide fair and well-coordinated support and to be competitive. The regime should
have a good reputation and manifest a social rather than strategic sense. It provides
a rule-bounded, standardised, reasonable and stable enforcement performance. Its
favourite enforcement strategy is responsive regulation. Accordingly the Adherent

regime is the likely and sole preference.

The Reactive firm has low expectations of any governmental support, reputation and

value. Yet it prefers a regime in which the agency’s interpretation and
implementation of the rules is easily followed and coherent, and its enforcing
strategies are educational and persuasive rather than coercive and punitive. Hence
the Adherent and Conciliative regimes are likely to be its preferences.
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The Profit-Driven firm prefers a regime that puts the business first. It wishes the
regime to be competitive but of low-profile, which is typically strategic. It desires
enforcement to be lax, negotiable and even deceptive. Its ideal choice is certainly
the Conciliative regime.

The Avoider firm prefers a sympathetic regime. It has no demand for the regime’s
reputation and value, but has a high need for lax enforcement. In a world with
omnipresent regulation, the Conciliative regime is the nearest type that the Avoider
can find to provide shelter to maintain its freedom.

To conclude, firms are selective but in different ways. An attention to firms’ different
preferences for the regime is helpful to understand why particular firms choose

particular locations to conduct business.

3.1.3 Match and Mismatch of Preferences

As illustrated before, regimes and firms and firms have different preferences and
choices. Exactly which types of regime and firm match can be figured out and
illustrated in Table 3.5.

Firm Regime
Adherent Uncoordinated | Conciliative Detached
Proactive F&R R - -
Reactive F R F&R R
Profit-Driven - R F&R -
Avoider - R F&R R

Table 3.5 Matches of Preferences by Regimes and Firms

Note: F = Firm’s preference; R =regime’s preference; ‘-‘=no preference by either. The highlighted

parts mean a match of preference.
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Four pairs of regimes and firms have mutual preferences, which mean their
preferences match. The preferences of the Adherent regime and the Proactive firm
match. So do those of the Conciliative regime and the Profit-Driven, Reactive and
Avoider firms. Though the Uncoordinated and Detached regimes are open to all,
they are not preferred by any type of firm. The four matches mean that these
particular types of regimes are likely to be popular and attractive to those particular
types of firms. The rest are mismatches, i.e. either these types of regimes are not
attractive to business or those types of firms are not attractive to regimes. With
match of preferences of the two sides, the Adherent regime and the Conciliative
regime are likely to achieve the regulatory goal of business attraction. With
mismatch of preferences of the two sides, the Uncoordinated and Detached regimes

are unlikely to achieve the goal of winning business.

It is noteworthy that existing RC scholars appear to pay attention to the regulated
side’s preference only. They emphasise the regulating side’s competition in order
to satisfy various demands and preferences of the regulated, such as Tiebout
(1956), Romano (1985) and Vogel (1997). But they generally overlook the regulating
side’s preference as well as match and mismatch of the two sides. An explanation is
that RC scholars assume that only the regulated side is selective, while the
regulating side is not. The above elucidation shows that conventional assumption is

inadequate and inaccurate.

Match or mismatch of the two sides’ preferences determines whether there would
be a marriage and if any, whether their marriage is appealing or pleasant. It is
noteworthy that empirically, match of preferences does not always entail a marriage,
nor does mismatch mean no marriage. The explanations are firstly, match or
mismatch of preferences is institutional, while empirically either side’s choice is
likely to be cognitive. Hence either the regime or the firm’s choice can be irrational
(Simon: 1957). Secondly when choosing locations, firms usually take many factors
into consideration together, regulatory and non-regulatory; rules, favourable
conditions and enforcement practice. Some may put more weight on non-regulatory
rather than regulatory factors, or on regulatory factors other than enforcement
practice, and hence choose places which seem to mismatch their preferences.
Thirdly, either side may have insufficient or inaccurate information about the other
so that it makes a wrong choice of partner. Finally, when there is regulatory change,
either side is likely to be affected and may change its behaviour responsively. Their

preferences no longer match mutually and hence their selections are not
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synchronised. Match and mismatch of preferences will affect the marriage between
the regime and the firm, which will be elucidated in the following section.

3.2 Marriage: Different Bilateral Relations and Interactions

To win business means to begin a marriage - the regime and the firm forms a long-
term regulatory relation and interaction with each other regularly. Different regimes
are different in their regulatory relations and interactions with regulated firms.
Equality, accountability, fairness, listening with empathy, consistency and
predictability could form a marriage made in heaven. But in the real world marriages

are various and not all pleasant.

Talking about the agency-firm relation first. The agency-firm relation involves
relational distance, bargain and social construction'*. Regimes have different
features in these regards. The Adherent and the Conciliative regimes are featured
by cooperative agencies. Accordingly, the agency-firm relational distance is
generally close; their bargaining power is symmetric; and their agencies are active
in social construction. By the same token, in the Uncoordinated and the Detached
regimes, the agency-firm relational distance is far; their bargaining power is

asymmetric; and their agencies are inactive towards social construction.

Now coming to the agency-firm interaction. The agency-firm interaction involves
interactive logic, regularity of working arrangements, institutionalisation of shared
values, power structure and enforcement strategies. Regimes have different

features in these aspects, as illustrated in Diagram IV and Table 3.6.

The Adherent regime commits itself to the social interest at large, rather than to that
of itself, which is usually embodied in the regulatory goals being set officially. This is
inferred from the regime’s features toward strong oversight and inter-agency
cooperation. Strong oversight is necessary to maintain the equilibrium of enforcing
social and economic regulations. It restrains the agency-firm interaction from being
either too facilitative or too restrictive. Hence it is a warrant for social desirability.
With inter-agency cooperation, the agencies tend to regularise the enforcement
arrangement. The arrangement may take the form of societal or social contract
(May: 2005). Correspondingly the degree of institutionalising the values shared

between the agency and the firm is high, as are their mutual trust and accountability

™ For details, see the relevant section of Chapter II.
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(Black: 1998a). Meanwhile, the agency differentiates between firms in line with their
compliance. It deploys responsive strategies to enforce the rules (Ayres and
Braithwaite: 1992). The agency listens to the firm’s ideas and feedback and if
necessary, corrects and improves practice. The firm is likely to be loyal to the
regime (Hirschman: 1970). Based on the above analysis, it can be inferred that the

Adherent regime expects desirable social effect and shows strong business
facilitation.
Exogenous Oversight
4
High Grid
Oversight Oversight
Regime Regime <% Firm
v
Low Group Fom High Group Endogenous
*  Inter-Agency
Cooperation
Oversight Oversight
v v
Regime Regime ** Firm
.
Firm Low Grid

Diagram IV Varied ldiosyncrasies of Interactive Processes
Between Regimes and Firms

Note: Solid line means strong and broken line means weak

The Uncoordinated regime is not interested in social construction in the agency-firm
interaction, inferred from its features of strong oversight but weak inter-agency
cooperation. Albeit that strong oversight entails desirable social effect, weak inter-
agency cooperation costs business attraction. The agency’s regularised
arrangement tends to be characterised as broad-brush and irresponsive. The
degree of institutionalisation of the agency-firm shared values is likely to be low as is
their mutual trust and accountability (Black: 1998a). The agency does not
differentiate firms according to their compliance status. It deploys command and
control strategy uniformly (Ayres and Braithwaite: 1992). The agency generally

ignores the firm’s comment and complaint. The firm is likely to exit the regime
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(Hirschman: 1970). Generally the Uncoordinated regime engenders desirable social

effect at the expense of business facilitation.

Adherent Uncoordinated Conciliative Detached
(high grid high (high grid low (low grid high (low grid low
group) group) group) group)

Relational Distance Close Far Close Far
Distribution of Power | Symmetric Asymmetric Symmetric Asymmetric
Active Degree | Active Low Active Low
towards Social
Construction
Logic of Interaction in | Social Social Instrumentality | Instrumentality

historical institutional
terms

appropriateness

appropriateness

Type of Regularised

Societal/ Social

(Broadbrush &

Societal/

Legalism

Arrangement in | contract irresponsive) Social contract | (unreasonable
May’s Term (2005) [Bardach  and
Kagan {1982}])
Trust and | High Low High Low
Accountability (Black:
1998a)
Degree of | Very high/ High | Low Very high/ | Very Low
institutionalisation High
of Shared Values
Differentiation Yes No No Yes
towards Firms
Adapted Major | Responsive Command and | Bi-partisanship | Random ‘Big
Enforcement regulation Control Gun’
Strategy in Ayres and
Braithwaite’s Terms
Firm’s Voice | Heard and | Ignored Decisive Not listened
(Hirschman:1970) feedback
Firm’s Choice | Loyalty Exit Loyalty Exit
between Exit &
Loyalty
(Hirschman:1969)
Social Effect Desirable Desirable Undesirable Undesirable
Business-Attracting Strong Weak Very strong Very weak

Effect

Note:

Table 3.6 Agency-Firm Relations and Interactions

The content in the bracket means that it is extra to the given source.
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The Conciliative agency follows the logic of instrumentality in the agency-firm
interaction. This means that the regime is committed more to its own self-interest
than to any regulatory goal set by its superior authority. This is inferred from the
regime’s features of weak oversight and strong inter-agency cooperation.
Regardless of contradictory duties, agencies are facilitative and flexible. The
agency-firm interaction is likely to be dysfunctional in enforcing social regulation.
The restrictive agency may adopt a form of societal or social contract to regularise
working arrangements (May: 2005). It does not differentiate firms in terms of their
compliance. ‘Bipartisan’ is the description of the agency’s enforcement strategy
(Ayres and Braithwaite: 1992). The institutionalisation of the agency-firm shared
value is at a high degree as are their mutual trust and accountability (Black: 1998a).
The roles of the two players are not the regulator and the regulated, with the firm
being allowed full access to decision-making. The agency’s practice is tailored to the
firm’s idea. The firm is likely to be loyal to the regime (Hirschman: 1970). While

social effect of the regime is undesirable, business facilitation is very strong.

The Detached agency follows the logic of instrumentality in its interaction with the
firm. It inherits the regime’s institutional features of weak oversight and weak inter-
agency cooperation. There is no regular working arrangement and the agency’s
style is unreasonable and punitive (Bardach and Kagan: 1982; and May: 2005). The
degree of institutionalisation of the agency-firm shared values is very low as is their
mutual trust and accountability (Black: 1998a). The agency differentiates between
firms not according to their compliance but to their bargaining powers. It bullies the
weak SMEs but minds the strong and big firms, because the latter can challenge its
decisions and will complain to the superior authority (May: 2005). It deploys a ‘Big
gun’ randomly in order to make profit. The agency never listens to the firm’s opinion.
Hence it may encounter the firm’s backfire. The firm tends to exit the regime
(Hirschman: 1970). Bearing in mind that the agency’s enforcement style is not
based on the regulatee’s compliance, this regime is likely to have undesirable social

effect and very weak business attraction.

The regime’s and firm’s relation and interaction offer a window as to how their
marriage may look. On the one hand, some regimes are more business-friendly
than others and not all regimes are suitable for conducting business. On the other
hand, some firms are better behaved than others and not all firms comply with rules

voluntarily. Different regimes prefer different types of firm to others, so do firms.
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Underpinned by match or mismatch of their preferences, the bilateral relation and

interaction entail RC outcomes.

3.3 Summary

| suggest that RC is better understood in terms of the regime and the firm finding a
partner to form a marriage, bearing in mind that winning business entails long-term
regulatory relation and interaction for both regulating and regulated sides. It involves
the two sides’ mindful decisions and preferences as well as the match of their
preferences. The regime’s preference relies on the regime’s resources and
restraints. The firm’s preference is related to its demands. Different regimes and
firms have different preferences, which either match or mismatch. Since different
regimes have distinctive enforcement styles, the marriage of each type of regime
has its particular features in relation and interaction with the firm. To understand RC
in terms of match of preferences helps us to understand why no location is able to
win business of all sorts or to enforce compliance of firms of all sorts; why an area is
particularly popular to business; and why firms avoid some locations to conduct
business. The impact of match and mismatch of preferences will be elucidated in

the following section.

4. Effects of Match and Mismatch

This section further clarifies the implications of match and mismatch of preferences
by elucidating corresponding regulatory effects, or RC outcomes. Forming a lasting
regulatory relation and interaction with each other, the regime generates regulatory
effects such as business attraction, social enforcement and regulatory advantage.
Business attraction is an economic effect. It is only achieved when the preferences
of the regime and the firm match. Enforcement effect is social. It relies on the joint
functioning of formal and informal enforcement structures. Regulatory advantage is
mostly economic, although its refined terms, i.e. comparative and competitive
advantages, involve social concerns and are related to business attraction and
social enforcement. All three effects intertwine with each other and all are

considered as integral outcomes of RC.

RC outcomes depend on both regulating and regulated sides. Match or mismatch of

preferences of the two sides is considered as underpinning the RC outcomes of any
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specific regime. It takes two sides rather than the regime on its own to achieve
economic and social goals. In spite of being the major player of RC, the regime is
unlikely to succeed in business attraction or social enforcement without the
participation of the firm. Indeed, the regime’s practice is always affected by that of
the regulated firm. With no firm’s recognition and appreciation, the regime cannot
be popular or attractive to business and certainly cannot gain regulatory advantage.
Without the firm’s self-enforcement or social enforcement by the firm’s business
partner, at best it is costly for the regime to enforce corporate compliance and at
worst the regime fails social enforcement. Taking into consideration the firm’s
participation requires a wider perspective and is necessary for a balanced and
accurate understanding of RC. It is distinctive from conventional RC theories, which
consider the RC outcomes as generally related to the institutions and used

instruments on the regulating side.

4.1 Business Attraction

The first effect of match or mismatch of preferences, also an RC outcome, is
business attraction. Business attraction is likely to happen if the regime’s and the
firm’s preferences match so that each side chooses the other to form a pleasant
marriage. A location with match of preferences of the two sides is likely to be a
winner of RC for business and achieve economical goals. The Adherent and
Conciliative regimes are such examples. It is noteworthy that both regimes are
business-friendly. Business attraction is unlikely to happen if the two sides’
preferences mismatch. Since one’s style is not suitable for the other, either does not
choose the other as partner. Even if both choose each other to form a marriage by
chance, the marriage with mismatch of preferences is not pleasant to one side at
least. Either the regime faces a misbehaving firm, e.g. an Adherent regime with a
profit-driven SME from LRC, or the firm is subject to an unfriendly or even adverse
regime, typically a well-intentioned and well-informal big company in an
Uncoordinated or a Detached regime. Bilateral relation and interaction involve
tension and dispute (for details, see Table 3.6). A marriage with mismatch is costly

to both sides and is economically and/or socially undesirable.

As clarified in the previous section about match of preferences, regimes and firms
are concerned about mutual choice, preference and attraction. Different types of
regimes and firms are different in attraction. Some types of regimes are not
attracting, typically the Uncoordinated and the Detached, but some are, such as the
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Conciliative and the Adherent. While most types of firms are attracted by very pro-
business regimes, empirically for instance the Conciliative Delaware (Cary: 1974;
and Romano: 1986), some firms are attractive to those with high standard, like the
Adherent California (Vogel: 1997). It is precise if we say: To the firm, Conciliative
and Adherent regimes are more attractive than the Uncoordinated and Detached.
To the Adherent regime, the Proactive firm is the most attractive. To the Conciliative
regime, the Profit-driven firm has the highest attraction. Comparatively, the

Conciliative is the most attractive of all types of regime.

Depending on match or mismatch of preferences, business attraction is also
institutional rather than instrumental. A regime may succeed by taking competitive
measures to attract business. However it must be competitive institutionally by
matching the firm’s particular preference to succeed. A lasting success in business
attraction relies on the match of preferences of the regime and the firm.
Institutionally mismatching the firm’s preference, a regime is unlikely to maintain

success based only on account of its competitive measures.

4.2 Enforcement Effect

The regime’s preference implies its acceptance and tolerance of the firm’s social
behaviour. Bearing in mind regimes are of different types, different regimes agree
and accept different types of firms’ social behaviours. A marriage between the
regime and the firm entails joint functioning of formal and informal structures that
generate regimes’ overall enforcement effect. Formal structure is typically shaped
by the agency’s restrictive practice. Informal structure takes effect through the firm’s
self-enforcement and compliance of social horms enforced by its business partner.
However, formal and informal structures do not always function in harmony.
Regimes’ enforcement effects are different. Depending on the specific type of
regime, the firm’s social compliance enforced by its business partner is encouraged,

ignored, discouraged or distracted by the agency’s practice (see Table 3.7).
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Adherent Uncoordinated Conciliative Detached

Formal Responsive Irresponsive Negligent Dysfunctional
Enforcement

Informal Encouraged Ignored Discouraged Distracted
Enforcement

Overall Efficient Burdensome Lax Deterrent

Enforcement Effect

Table 3.7 Regimes’ Enforcement Effects

The Adherent regime’s restrictive performance is responsive, fair and balanced
against business facilitation. The firm’s social compliance is appreciated and
encouraged. The enforcing practices by the regime and the firm’ business partner
complement mutually. The regime’s overall enforcement effect is efficient. In the
Uncoordinated regime, the restrictive agency’s performance is irresponsive and
broadbrush-styled. The firm’s social compliance enforced by business partner is
ignored by the agency. The enforcing practices by the regime and the firm’ business
partner are in parallel rather than complementary. The regime’s overall enforcement
effect is burdensome. The Conciliative Regime trades off its restrictive duty for
achieving the business attracting goal. Hence restriction is negligent. Also the firm
complies with social norms and codes only if they are necessary for doing business.
The enforcement by the regime discourages the firm’s social compliance. The
regime’s overall enforcement effect is lax. The Detached regime does not perform
enforcement appropriately. The firm’s good compliance is not recognised justly by
the agency. The regime’s dysfunctional practice distracts the enforcement of the
firm’s business partner. This regime’s overall enforcement effect is deterrent.
Generally, enforcement effect is most desirable when formal and informal structures
are functioning complementarily and is most undesirable when formal structure

distracts informal one.
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4.3 Regulatory Advantage

Regulatory advantage is mostly related to facilitative practice and concerned with
fulfiling the economic goal of business attraction. A location with regulatory
advantage is competitive for business, while one without is not. The concept of
regulatory advantage has two refined derivatives - comparative advantage and
competitive advantage. A location with comparative advantage is likely to fail social
goal and have social effect undesirable to rule makers. In contrast, an area with
competitive advantage achieves both economic and social goals and shows
economic and social effects desired by rule makers. Regulatory advantage implies a
comparison between different types of regimes in the context of RC for business.

4.3.1 Regulatory Advantage

The concept ‘regulatory advantage’ is defined by referring to Romano (1985), Porter
(1990) and Baldwin and Cave (1999). It means an institutional superiority of the
enforcement regime in attracting business. It is noted that favourable conditions are
competitive instruments that are imposed by the regime. Like the rule to the regime,
favourable conditions per se are not the resource of regulatory advantage, rather
their deployment is. The deployment of favourable conditions is bounded by the

institutions of the regime.

After defining ‘regulatory advantage’, an immediate question is what are its features
and how can we compare regulatory advantages of various regimes. RC and
enforcement scholars have suggested attributes of regulatory advantage. Being
modified, the attributes are restrictive and facilitative responsiveness, flexibility and
certainty (Levy and Spiller: 1994; and Romano: 1985 (see Table 3.8). All are related

to the agency’s practice.
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Institutional Characterisers Adherent Uncoordinated Conciliative | Detached

Restrictive H L L VL
— Responsiveness

Facilitative H L VH VL

Flexibility H L VH VL

Certainty VH L H VL

Regulatory Advantage H L VH VL

Table 3.8 Ranking Results of Regulatory Advantages

Note: V=very, H=high, and L=Low

The Adherent regime is ranked ‘high’ for flexibility, restrictive and facilitative
responsiveness. The deployed enforcement strategies are responsive and
reasonable. The restrictive and facilitative duties are performed in balance. The
agencies work efficiently and cooperatively. These aspects are not ranked as ‘very
high’. The reason is that, comparatively speaking, the regime is more facilitative and
less restrictive than the Uncoordinated regime, while less flexible and efficient than
the Conciliative regime. Because of the agency’s well-organised practice and well-
constrained behaviour, it is scored ‘very high’ for certainty. The sum of the rankings
is ‘high’.

The Uncoordinated regime is ranked ‘low’ for responsiveness, flexibility and
certainty. The restrictive and facilitative agencies do not cooperate with each other.
Though both agencies are well-restrained in exercising their duties, the facilitation is
not active and the restriction is broadbrushed. Weak inter-agency as well as lack of
agency-firm social construction affect certainty. The regime is of limited attraction to

business. Accordingly, its regulatory advantage is ranked ‘low’.

The Conciliative regime is ranked ‘very high’ for facilitative responsiveness and
flexibility, ‘low’ for restrictive responsiveness and ‘high’ for certainty. Facilitation is
tailor-made and restriction is overwhelmingly minimised. The agencies are

cooperative in satisfying the firm’s demands. They are extraordinarily flexible and
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efficient. The certainty is not as high as the Adherent regime. It is certain that the
agencies are highly supportive to the firm, but the agencies’ over-flexibility may
arouse pre-emption from superior authority. This regime is generally ranked as ‘very
high’ in regulatory advantage.

The Detached regime does not perform facilitation or restriction adequately. Driven
by their self-interest maximisation, the agencies are not responsive to the firm. The
flexibility and certainty are very low, given the random, unstable and unreasonable
working style of the agency. It scares away business. The overall advantage of this

regime is ‘very low’.

With ranking results known, the regimes can be compared. The Concilitative regime
is the champion with the highest-scored regulatory advantage. The runner-up is the
Adherent regime, with a ‘high’ score. With a ‘low’ score, the Uncoordinated regime
does not have regulatory advantage and does not attract business. The Detached
regime gets the lowest score, and can be said to be at a regulatory disadvantage.
These results contribute to our understanding as why, subject to the same rules,

some locations are popular to business while others are not.

4.3.2 Comparative and Competitive Advantage

Evoked by Porter's conceptions (1990), regulatory advantage is refined as
comparative advantage and competitive advantage. Both emphasise an extra
resource for business attraction - regulatory innovation*?. Furthering the definition of
regulatory advantage, comparative advantage is defined as an institutional
superiority of the enforcement regime based on strategic actions.'® The strategic
action, with the feature of instrumentality, is exemplified as the regime’s alignment of
practice and deployment of resources aimed at winning competition for business, at

the expense of social regulation.

In contrast, competitive advantage is an institutional superiority of the enforcement
regime based on legitimate improvement. This definition emphasises legitimacy™.
Legitimate improvement is exemplified as the regime’s value of self-image and

reputation in achieving economic and social goals. The regime’s innovation aims at

2 For details, see Section 1.4.1 of Chapter I.
3 For the logic of instrumentality, see the section about economic institutionalism in the Introduction.
% For the logic of social appropriateness, see the section about sociological institutionalism in the Introduction.
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generating productivity. It supports the firm to save compliance cost and sharpen
competitive edge. Bettering agencies’ performance and cooperation is to enhance
both social and economic interests. Consequently, legitimacy engenders desirable
effect for both business attraction and social enforcement.

Accordingly, comparative and competitive advantage can be understood through
three essential features: innovation, legitimacy and instrumentality. Table 3.9 shows
these features of each type of regime. Their sum reveals which regime has what
type of regulatory advantage.

Characterisers Adherent Uncoordinated Conciliative Detached
Innovation Y N Y N
Legitimacy Y Y N N

Instrumentality N N Y Y
Advantage Competitive No advantage Comparative | Disadvantage

Table 3.9 Regimes’ Regulatory Advantages

Note: Innovation, legitimacy and instrumentality are evaluated in terms of yes (Y) and no (N).

The Adherent regime involves innovation and legitimacy but not instrumentality. The
agency is willing to learn to improve business attraction and enforcement effect in a
balanced fashion. The agency manifests a sense of legitimacy in both facilitative
and restrictive performance. Economic and social regulations are exercised in a
balanced fashion. The regime despises the logic of instrumentality. The
Uncoordinated regime does not involve innovation or instrumentality but legitimacy.
The agency is unlikely to improve business attraction or enforcement effect.
Although having a strict sense of correcting wrong-doings, the agency lacks any
sense of facilitating business. Legitimacy is over-emphasised in its restrictive
performance at the cost of upsetting business. The economic regulatory goal is not
achieved, but the social goal is. The Conciliative regime involves innovation and
instrumentality but no legitimacy. The agency is keen on learning to improve

business attraction, most likely at the expense of restrictive performance. Hence its
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action is strategic. The agency is extraordinarily pro-business in order to maximise
benefit in this regard. Towards this end, it manifests a worldview of instrumentality
where there is little room for legitimacy. The economic regulatory goal is achieved
but the social one is not. The Detached regime involves instrumentality but no
legitimacy or innovation. The agencies are driven by tangible economic gain. Hence
both restrictive and facilitative performance is destructive to both business attraction
and enforcement effect. Neither economic nor social regulatory regulation is

exercised properly.

Therefore, the Adherent regime has competitive advantage, whereas the
Conciliative regime the comparative advantage. The Uncoordinated regime has no
advantage and the Detached regime has disadvantage. It is noteworthy that the
regime with competitive advantage is less attractive than the one with comparative
advantage. An explanation is that a regime with competitive advantage is more
selective and less tolerant to inappropriate corporate conduct than one with
comparative advantage. Understanding the difference between comparative and
competitive advantages helps us to understand why some competitive locations

have desirable social effect while some do not.

4.3.3 Summary

The RC outcome of regulatory advantage is also an effect of match or mismatch of
preferences. It is mostly related to regulatory facilitation and concerns the economic
goal of business attraction. A location with regulatory advantage is attractive to
business. Its social effect is likely to be undesirable if the advantage is comparative
or desirable if the advantage is competitive. The concepts of regulatory advantage,
comparative advantage and competitive advantage contribute to our understanding
as to what factors underpin the difference between competitive and uncompetitive

locations as well as between their desirable and undesirable social effects.

5. Conclusion

In this chapter, | propose my main argument about RC through the so-called ER
Framework. Focusing on the dimension of enforcement, | alert that enforcement of
rules at micro level will fundamentally affect RC through rule-making at macro level
because micro-level regimes and firms are of various types. | suggest that a better

way of understanding RC for business is to think of it like the regulating and
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regulated sides finding a partner to form a marriage. Winning business is never a
one-time deal but entails long-term regulatory relationship and interaction between
the regulating and regulated sides. Bearing in mind regimes and firms are of various
types, their preferences are different, and so are their marriages. Depending on the
match or mismatch of the two sides’ preferences, regimes have differential
regulatory effects, typically RC outcomes of business attraction, enforcement effect
and regulatory advantage. Next | will use the ER framewaork to interpret the findings
of my fieldwork in China and pay attention to whatever outstanding issues for the

framework to explain.
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Chapter IV Introduction to Empirical Research

The ER Framework was developed after the field research for the purpose of
making sense of the findings from my empirical research. Further, the empirical
research provides a chance to see whether the framework is convincing to interpret
the empirical phenomena of RC. The empirical research begins with introducing the
observational focuses and the macro and middle contexts of micro-level regimes. It
follows by reporting four case studies. Each of the four cases roughly indicates one
type of regime according to its grid (vertical official oversight) and group (horizontal
inter-agency cooperation), as typified by the ER Framework. Thus the reader can
easily follow specific interpretations about specific cases.

This general introduction has both methodological and empirical purposes. The
methodological purpose is to clarify how the ER Framework will be used for
interpreting the empirical research and why the sample country, cities and cases
were chosen. The empirical purpose is to descriptively analyse macro, middle and
micro regulatory contexts of the subject of the case studies — the micro-level regime.
Knowing the macro and middle regimes, is to know the RC and enforcement
contexts, the benchmark of legitimacy of RC for attracting business, regulatory
goals, preference on the regulating side, information and idea exchange, formal and
informal enforcement structures. The analysis of the contexts makes it possible to
understand that RC through making rules at macro and middle levels is closely
linked to the enforcement of those rules at micro level; that the micro regimes’ are
not always responsive upwardly as wished by rule-makers at macro and middle
levels; nor are their regulatory outcomes always desirable to the governments at
macro level. Differing from macro and middle levels, the micro regime involves the
frontline agencies and firms, which act and interact vis-a-vis each other. It is the
right level to use the ER Framework for interpreting the empirical phenomenon of
RC.

1. How to Use the ER Framework

Like the ER Framework, the four case studies borrow their structure from the
regulatory enforcement literature review. They all begin with determining the type of
regime according to its ‘grid’ and ‘group’ properties. Then it reports faithfully and
systematically the findings from triangular sources concerning the players’
understanding, actions and interactions. Specific findings are noted in the
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corresponding terms of the ER Framewaork. In this way, the readers can understand
the theoretical implications of the specific finding. Next, it summarises the empirical
findings by using the terms of the ER Framework to emphasise their theoretical
implications. Finally, any finding which appears to disagree to specific argument of
the framework is singled out for specific scrutiny. If an explanation can be made
convincingly for this specific disagreement, the ER Framework can be concluded as
plausible to interpret the empirical phenomenon of RC. The case studies will cover
the following aspects and focuses of attention'®. Their theoretical implications will be
noted specifically in the text.

Regulating side The focuses of attention are the representative agency’s
upward accountability and inter-agency cooperation; interest and strategy of RC;
preference of firm; commitment and balance of practicing facilitation versus
restriction; differentiation in business attraction and enforcement. It is noted that the
agency’s upward accountability and inter-agency cooperation are the ‘grid’ and
‘group’ respectively, which are institutional. The focus on them implies an attention
to the institutions on the regulating side.

Regulated side The focuses of attention are the firm’s size and investment
origin; preference of regime; stance toward formal and informal control; intentioned
and informed manner.

Two-sided Marriage and Match The focuses of attention are the agency-firm
relational distance; status, mode, interest, value, trust and accountability in bilateral
working contact; regularity and irregularity of arrangements including regulatory
incident and problem; effect of firm’s voice; firm’s tendency of exit or loyalty.
Wherever possible, judgment is involved for facilitative and restrictive
responsiveness; certainty and flexibility; innovation, legitimacy and instrumentality.
The implications of the regime-firm match are to be articulated.

RC outcomes The focuses of attention are the regime’s open profile and the
structure of domiciled firms. The indicators for business attraction, enforcement
effect and regulatory advantage are to be articulated, which include the match of the
types of regime and firm; and efficient, burdensome, lax or deterrent performance.

15 These aspects and focuses are covered by the questionnaires used in the interviews. See the questionnaires in
Appendix II.
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2. Sample Country, Cities and Cases

Involved in the empirical research are the sample country (macro), city (middle) and
sub-city jurisdiction (micro). China is chosen as the sample country because it
evidently has prevailing inter-jurisdictional RC for foreign investment® and is the
most successful developing country in attracting foreign investment®’. The foreign
investment sector is chosen to typically demonstrate issues that are relevant to RC
for attracting business. The foreign funded electronics and toy manufacturers are
chosen as the sample sectors under scrutiny. The two industries typically reflect the
distinctive stances and strategies towards attracting foreign investment of the
Chinese national government and its agencies*®. The rationale of the sample choice
is that, if the empirical finding in the typical foreign investment sector does not
challenge the ER Framework, it is convincing to claim the plausibility of the
framework.

Two coastal cities are chosen for the empirical research. One is the city of
Shenzhen, in the Province of Guangdong in southern China (the Pearl River Delta)
and the other is the city of Suzhou, in the Province of Jiangsu in eastern China (the
Yangtze River Delta). Since the two cities are located in different regions of the
country, the information collected from them is significant in terms of both contextual
difference and contextual comparison. Notwithstanding China’s overall
achievement, there is considerable regional disparity in the way and effect of
competing for foreign investment. The two chosen cities are active in competing for
foreign investment and are widely acknowledged as the most successful among all
Chinese cities in this regard™. Being in the economically developed eastern and
southern regions, they are obliged to compete for quality rather than ordinary foreign
investment. Accordingly, they are regarded as representative of RC and advantage.
The rationale underpinning the selection of these cities is that, if in the most
advantageous areas the micro regimes, namely sub-city jurisdictions (SCJs), are
found to have different RC and enforcement practices and outcomes, it is more
likely to find that the micro regimes in less advantageous areas are different in RC
and enforcement practices and outcomes. Thus to choose cases from

16 For more details, see a later section of this chapter. Interview CAZD

Y For relevant information, see <Foreign Direct Investment: The China Story> at the website of the World Bank
Bank  http://www.worldbank.org/en/news/2010/07/16/foreign-direct-investment-china-story. ~ For  relevant
research about foreign investment in China, see Fetscherin, VVoss and Gugler (2010)

18 For more details, see the Appendix I.

19 Reference includes a research carried out by the Institute of Industrial Economics of the Chinese Academy of
Social Science and the China Business in 2006 with a finding that Shenzhen and Suzhou were voted by multi-
internationals as the Number One investment-worthy cities respectively in the south and east China
(http://finance.sina.com.cn/focus/kggsjz2006/index.shtml)
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advantageous areas is helpful to examine the plausiblity of the ER Framework.
Whereas the cases are selected from the well-acknowledged advantageous cities,
at first glance, they appear to be selected based on the outcome of RC so that the
selection is suspect of reverse engineering®. Yet a more careful check will find that
the cities themselves are not the sample cases, but their SCJs are. The cities serve
no more than the middle-level context of the sample cases. Therefore the selection
is free from such worries.

The SCJ is the sample case?. The SCJs involved in the case studies are
incidentally chosen because they are the abodes of the accessible informants?. All
the SCJs are randomly selected. They are indicative and none is representative of
the archetyped regime. Random selection avoids systematic bias of empirical
research (King, Keohane and Verba: 1994). The SCJs are of myriad types — special
investment zones (SIZs) and non-SIZs; entities established by the governments of
different levels — national, provincial and municipal; and empowered with integrated
or fragmented regulatory authorities and targets. Each SCJ has its particular local
context and ‘rules of the game’. The agencies and regulated FOEs have distinctive
cognitive, behavioural and interactive features. The empirical research of the SCJ
concentrates on the enforcement practice and process of the agencies, as
addressed by the ER Framework. All governmental agencies based in an SCJ make
up the regime. Meanwhile, the general-purpose agency, not the specific-task
agency, is considered as the representative of the regime.

The distinction of the type of regime is made according to its official accountability.
An SIZ has stronger ‘grid’, while a non-SIZ does not. In this research, an SIZ is
defined as all types of zones that are approved to establish by the Chinese national
government for the primary purpose of competing for overseas investment.
Examples of SIZ are export processing zone, free trade zone and high-tech
development zone®. A zone that is set up by a sub-national government even for
the same purpose in a similar name is not an SIZ. An SIZ is entrenched with
municipal, provincial and national governments’ special commitment and is
particularly accountable for its business-attracting achievement. It is subject to wide
exposure and imposed accountability for its performance to the authorities above
municipal level. The achievement of an SIZ is reported with updated information

20 For the problem incurred in this regard, see King et al (1994).

2L This part focuses on addressing the institutional properties of cases. Concerning how these cases, namely
SCJs, became the subject of scrutiny, see the section about the method of empirical research in Appendix | and II.

%2 Eor the details about the informants, see the following section and the Appendix 1.
23 See the official website of the CADZ.

98



regularly at the official website of the China Association of Development Zones
(CADZ). In contrast, a non-SIZ at the sub-city level is generally accountable to the
village, town or county authority. Its performance is mostly unknown to the public.
Attracting business is only one of the regime’s regulatory goals, for which it is not
particularly accountable.

3. A Snapshot of Hierarchy of Regimes

Foreign investment is regarded as a trade-related issue by the Chinese national
government as well as by the WTO?. Foreign investment had been introduced to
promote the country’s exports. By 2010, more than 50% of the country’s trade and
84% of its processing trade were contributed by foreign invested manufacturers®.
Accordingly, foreign investment was governed by the foreign trade regime of China.
The WTO Trade Policy Reviews 2006 (WT/TPR/S/161/Rev.1) identified the foreign
investment enforcement regime? of China as characteristic of hierarchy. This
hierarchy comprised three layers of regimes, at macro (national), middle (provincial
and municipal) and micro (sub-city, namely county, town and village) levels.
Correspondingly, there were three levels of enforcement agencies?’.

At the macro level, the Ministry of Commerce (MOFCOM) was the specific agency
that was delegated with the main authority for promoting and facilitating foreign
investment, as well as formulating, implementing and coordinating all foreign
investment related rules, including laws, regulations and policies®. Other national
agencies involved in implementing foreign investment rules included the National
Development and Reform Commission, the Ministry of Finance, the General
Administration of Customs, and the Administration of Quality Supervision, Inspection
and Quarantine (AQSIQ) (see Table 4.1). These agencies were all constituents of
the national or central government, namely the State Council. As the highest-level
executive, the State Council was accountable to the national legislature, namely the
National People’s Congress.

24 See the website of the Ministry of Commerce (MOFCOM) at http://www.gov.cn/fwxx/bw/swb/index.htm; and
the WTO Trade Policy Review 2006 WT/TPR/S161/Rev.1

%5 The WTO TPR 2010 Part 3 ‘Foreign Investment Regime’ pp21-22

%5 Hereinafter simplified as ‘the regime’

%" Hereinafter simplified as ‘the agency’

%8 See WT/TPR/S/161, pp40-43. Hereinafter, law, regulation and policy of all sorts are referred simply as ‘rule’.
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Regulator

Main responsibility

Ministry of Commerce (MOFCOM)

Policy coordination and implementation for
all trade-related issues

Policy Research Department

Proposing trade policy

Department of Treaty and Law

Formulating laws and regulations related to
trade, international economic cooperation
and foreign investment; facilitating bilateral
and regional trade negotiations and IPR

related issues; and dispute settlement
negotiations
Department of Foreign Investment | Guiding foreign investment, formulating
Administration relevant laws and regulations, and

administering foreign-invested projects

Bureau of Fair Trade for Import and
Export
Bureau of Industry Injury Investigation

Formulating anti-dumping,
and safeguard regulations,
relevant measures

countervailing,
and taking

Bureau of Quota and Licence Affairs

Administering import and export quotas

Investment Promotion Agency

Promoting foreign investment

Trade Development Bureau

Promoting international trade

National and Reform

Commission

Development

Guiding overall economic reforms;
formulating policies for economic and social
development, such as industry policy and

energy policy; and restructuring the
investment regime

Ministry of Finance Fiscal policy, tariff, government
procurement, tax policy

People’'s Bank of China (the Central [ Overall monetary and exchange rate

Bank) policies; regulating inter-bank lending
market and inter-bank bond market;
managing the State treasury; and

maintaining financial market and banking
system stability

State Administration of Foreign Exchange
(SAFE)

Subordinate execution body of the Central
Bank on exchange rate policies

Ministry of Land and Resources

Natural resources

General Administration of Customs

Enforcing customs legislation, levying and
collecting customs duties and other taxes,
and preparing and submitting customs
statistical data

State Administration of Taxation

Taxation policies

National Bureau of Statistics

Macroeconomic development statistics
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Regulator Main responsibility

State Administration for Industry and | Facilitating fair trade, protecting consumer
Commerce benefits, registering enterprises, including
foreign-invested enterprises, supervising
trade marks, and market regulation, etc.

General Administration of Quality | Standardization, quality certification, testing,
Supervision, Inspection and Quarantine | surveillance, and metrology

(AQSIQ)
China Standardization Administration (SAC)
China National Certification and

Accreditation Administration

State Intellectual Property Office (SOIPP) Proposing guidance, plans, and policy
recommendations on IPR protection work;
supervising the disposal of major IPR
infringement cases; communicating and
coordinating  with  foreign  investment
enterprises; enforcing IPR laws, and
conducting international exchanges and
cooperation

State Food and Drug Administration Supervising the safety management of food,
health food, and cosmetics; and regulating
drugs

Legislation Affairs Office of the State | Drafting laws and regulations
Council

National Bureau of Energy* Formulating energy development strategy,
plan and policy

Ministry of Industry and Information | Carrying out research; proposing industry
Technology (MIIT)* development strategy; formulating and
implementing industry and sectoral plan,
policy and regulations

Ministry of Human Resource and Social | Drafting labour laws, policies, standards and

Security (MOHRSS)* regulations; managing social security

Ministry of Environmental Protection* Drafting and implementing laws and
regulations concerning environmental
protection

Table 4.1 National Enforcement Agencies of Foreign Investment Rules

* Source: WTO Secretariat, based on Chinese Government online information.
* Added by the author. These were established in the institutional change between the WTO TPRs in
2008 and 2010.

At the middle and micro levels, the composition and structure of the agencies
roughly mirrored those at the national level. There were a few exceptions. For
instance, the General Administration of Customs and AQSIQ were national
agencies. Whereas the practice of their sub-national branches was based locally,

101




they were independent from sub-national governments. The sub-national agencies
at the same levels were the constituents and affiliates of the governments at
corresponding levels?®. These agencies were obliged to implement the rules set by
their sub-national legislatures and governments. At the same time, they
implemented the specific rules that were set by the corresponding superior agencies
(see Diagram V).

29 See Mertha (2006)
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Diagram V Vertical Governmental Relations Exemplified by Two Enforcement Agencies

Note:

1. This diagram adapts from the Figure 5.3 China’s anti-counterfeiting bureaucracy of Mertha (2005)
pp190. The agencies that are chosen as examples are edited and different from Mertha’s diagram.

2. The relations within the organisational system of the Customs refer to the information at the official
website of the General Administration of Customs of the People’s Republic of China at
http://www.customs.gov.cn/default.aspx?tabid=7973. The levels of customs” jurisdictions are not
corresponding to those of the sub-national governments
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4, Macro Regime

Identified in the Table 4.1, the national agencies were not directly involved in RC
inside China®. Instead, they played dual roles: the rule maker and the rule
implementer. As the rule maker, the agencies set national rules and strategies for
foreign investment attraction. As the rule implementer, they practised downwardly
and outwardly. Downwardly, they monitored the implementation of sub-national
governments’ activity. Outwardly, they reacted to foreign trading partners’ voice
strategically.

4.1 Setting Benchmark for Legitimacy

The national government formulated not only administrative rules but also some
laws. Its affiliated agencies issued departmental rules®’. These rules took force in
the whole country. Governing the foreign investment affairs, there was no general
foreign investment law but a synthesis of specific national rules®. These rules
included the <Law on Chinese-Foreign Equity Joint-Ventures>, <Law on Chinese-
Foreign Contractual Joint-Ventures>, <Law on Foreign Capital Enterprises>,
<Provisions on Foreign Invested Investment Companies>, <Company Law>,
<Contract Law>, <Insurance Law>, <Arbitration Law>, <Labour Law>, <Provisional
Regulations on Value-Added Tax>, <Provisional Regulations on Consumption Tax>,
<Provisional Regulations on Business Tax>, and <Law on Protection of Investment
by Compatriots from Taiwan>*. The specificity of the rules implied more practicality
for implementation than articulating the ideology**.

The national government articulated the ideology particularly in non-legal forms.
This was incarnated in a set of strategies, typically, the <11™ Five-Year Layout for
Using Foreign Investment>, <Guiding Catalogue of Industries for Foreign
Investment> and <Catalogue of Favoured Industries for Foreign Investment in
Middle and Western Regions>* . Indeed, these strategies set the national
benchmark for judging the legitimacy of foreign investment related practice.

39 The Investment Promotion Agency affiliated to the MOFCOM was competing with other countries for foreign
investment.

31 See WT/TPR/S/161, pp36

32 <Laws and regulations’ are the terms used by the WTO in its Trade Policy Review 2006. | use the term ‘rule’
to refer to all sorts of regulatory documents issued by the Chinese government.

33 The WTO TPR 2008 Part 3 gives the source as ‘Invest in China’ at http://www.fdi.gov.cn/pub/FDI_EN/
Laws/GeneralLawsandRegulations/BasicLaws/t20060620_50886.jsp [11 February 2008]

34 Black (1999)

%5 Since both sampled cities of the case study locate in the successful eastern coastal region, the information for
western and central regions is generally limited.
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In 2006, for the first time, the national government explicitly redefined the objectives
of foreign investment tasks in the <11™ Five-Year Layout for Using Foreign
Investment>>¢. The Layout was drafted based on consulting 40 members and
affiliates of the State Council including the Ministries of Foreign Affairs, Finance,
Commerce and the People’s Bank; 11 trade associations; the development and
reform organisations of local governments; and some research institutes,
enterprises, experts and scholars. The Layout became a new part of the five-year
layout of the national economy®’. The five-year plan was the plan for developing the
national economy within a specified five years. It stipulated the nation’s key
construction projects, productivity distribution and major proportionality of the
national economy, as well as the goals and directions in the five-year duration.

The Layout charted the ‘guiding ideology and general strategic goal’ for attracting
foreign investment for the years between 2006 and 2010%*. The main points were:
‘Push further the use of foreign investment to change fundamentally from ‘quantity’
to ‘quality’, so as to truly shift the keystone of the use of foreign investment from
supplementing the shortage of capital and foreign currency to fetching in advanced
technology, managerial skills and high-quality talents. Attach more importance to
ecological construction, environmental protection, and a comprehensive and saving
utilisation of resources and energy. Truly marry the use of foreign investment with
the improvement of national industrial structure and technological standard.” ‘Try
hard to divert the foreign investment from simple processing, assembling and low-
standard manufactures to the new areas such as research and development, high-
end design... etc. Propel our country to become one of the global making bases for
the products with high added value... Further strengthen the economic globalisation

and international competitiveness of the east coastal area.’

The guidelines of the Layout were reflected in the relevant laws enacted later.
Typically, <Law of the People’s Republic of China on Foreign Funded Enterprises>

3 Herein after simplified as ‘the Layout’. More specific details will be given in the following sub-section.
Drafted and promulgated by the National Development and Reform Commission on 9" November 2006. For the
full text, see http://finance.people.com.cn/B1G5/8215/74587/74589/5068303.html. This document is named as
‘Layout’ rather than ‘Plan’ as before 2006 in order to highlight the change in the Chinese government’s
perception in terms of attaching more importance to the basic role played by the market in allocating resources
while emphasising the governmental role as macro regulator and strategy setter. For more details, see
http://theory.people.com.cn/GB/40557/54239/54241/3779457 .html.

3" The ‘Five-year plan’ is part of the plan for the national economy of China. For details, see ‘China’s Ten Five-
Year Plans and Eleventh Layout’ at http://www.chinanews.com.cn/news/2006/2006-02-21/8/692907.shtml.

38 See Preamble and Part Two of the Layout at
http://finance.people.com.cn/BIG5/8215/74587/74589/5068303.html.
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and <Law of the People’s Republic of China on Joint-Ventures Using Chinese and
Foreign Investment>, both of which were enacted on 16th March 2007. Article 3 of
the former stipulated ‘A foreign-funded enterprise to be established must benefit the
development of China's national economy and be capable of gaining remarkable
economic results. The state encourages foreign-funded enterprises to use advanced
technology and equipment, engage in the development of new products, realise the
upgrading of products and the replacement of old products with new ones,
economise energy and raw materials, and it is also encouraged to establish foreign-
funded enterprises which are export oriented.’ Article 5 stated that the application to
establish an enterprise will be declined if it is ‘not in keeping with the requirements
of China's national economic development’ or ‘may result in environmental
pollution.’” Article 3 of the latter stated: ‘Joint ventures established within China's
territory should be able to promote the development of China's economy and the
raising of scientific and technological standards for the benefit of socialist
modernisation. The industries in which the establishment of joint venture is
encouraged, permitted, restricted or prohibited shall follow the provisions of the
state on guiding the direction of foreign investment and the guiding catalogue of
foreign-funded industries.’*

The Layout further specified the main foreign investment tasks for different regions
of the country®. For the successful south and east coastal regions, the main tasks
included firstly, ‘to be the first to accomplish the transformation in the use of foreign
investment from ‘quantity’ to ‘quality’, and ‘to strengthen international
competitiveness and sustainable development capacity.” Secondly, ‘to optimise the
structure of the origin of foreign investment, actively enlarge the investment scale
from the developed economic entities that possess advanced technologies and
management skills such as the European Union, North America and Japan, etc.’
Thirdly, fo reduce the affairs required by the administrative examination and
approval, and faithfully standardise and simplify working procedures so as to create
a fair and predictable policy environment for the enterprises.” Fourthly, ‘to actively
push forward general construction for customs clearance, so as to improve
efficiency.” Lastly, based on the evolution and change of the economic situation,
dynamically adjust <Guiding Catalogue of Industries for Foreign Investment>.

39 For details, see respectively

http://english.mofcom.gov.cn/aarticle/policyrelease/internationalpolicy/200703/20070304465919.html and
http://english.mofcom.gov.cn/aarticle/policyrelease/internationalpolicy/200703/20070304465395.html

“0 Since both sampled cities of the case study locate in the successful eastern coastal region, the information for
other regions is generally omitted.
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The <Guiding Catalogue of Industries for Foreign Investment>*" was supplementary
to the Layout in thumbnail terms. It classified the industries into three categories:
encouraged, restricted and prohibited. The industries that encouraged foreign
investment mainly included new energy, new materials, biological pharmaceuticals,
high-end manufacturing and information industries. Multi-nationals were encouraged
to establish their research and development (R&D) centres as well as to extend their
industrial chains in China. The Catalogue shared the guiding role of the Layout. This
was evident in the relevant enactments and rules. For example, Article 4 of <Law of
the People’s Republic of China on Foreign Funded Enterprises> stated: ‘Trades in
which the establishment of foreign-funded enterprises is forbidden or restricted shall
be determined and established according to the provisions regarding state guidance
for foreign investment orientation and guiding catalogue of industries for foreign
investment.” The Catalogue was also a more dynamic instrument than the Layout.
Whereas the Layout was updated once in five years, the Catalogue was revised
more frequently. The national government made three revisions of it between 2002
and 2007*. In September 2010, the head of the Foreign Investment Bureau of the
MOFCOM released that the Catalogue was under revision.

The national government kept updating the general guideline and strategy in order
to catch up with the changing regulatory conditions dynamically. The update of the
Layout and the Catalogues were examples. In addition, it issued new rules
whenever it perceived it to be necessary. For instance, on 6" April 2010, it issued
the <State Council’'s Opinions in Further Making Good Use of Foreign Investment>.
To strengthen the implementation of the opinions, the national government issued
an additional document to clarify the authorities delegated to specific ministries®.

4.2 Downward Monitoring

The national government’s downward monitoring was a feature of RC. This feature
manifested in reiterating its standpoint regarding competitive measures and
administrative procedures. For the former, the national government discouraged the
use of favourable financial conditions and low labour and environmental standards,
especially in the successful south and east regions. For the latter, it encouraged the
improvement of the credibility, operational transparency and efficiency of
subordinate governments.

4 Simplified as ‘the Catalogue’. For the full text of the 2007 revision which went into effect on 1st December
2007, see http://www.sdpc.gov.cn/zcfb/zcfbl/20071ing/W020071107537750156652. pdf.

42 See http://www.ce.cn/macro/more/201009/16/t20100916 21823075.shtml.

43 See  http://www.gov.cn/zwgk/2010-04/13/content 1579732.htm  and  http://www.gov.cn/zwgk/2010-
08/19/content_1683980.htm.
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Witnessing some cities in the Yangtze River Delta (YRD) competing for foreign
investment by minimising land prices and tax rates and admitting polluting
projects™, the national government issued <The State Council’s Instructive Opinion
about Further Propelling Reform, Open-Up, Economic and Social Development in
Yangtze River Delta> on 7" September 2008*°. In Article 11(39), the Opinion
affirmed ‘standardising the behaviour of promoting business and investment,
adopting comparatively unified policies governing the land and taxes, and creating a
fair and open investment environment.’ It was acknowledged as the national
government’s formal ‘call to end the vicious competition for foreign investment’ in
this region*®. While the national government tightened restrictions for the developed
south and east regions, it allowed the governments in the less developed middle
and western regions the discretion to further open policies towards foreign
investment. These included the continuous application of favourable income tax
rates to the enterprises that met the governmental requirements. The aim of the
relaxed rule was stated as ‘to orient the transfer and increase the foreign investment
into the middle and western region.’*’

The <Labour Contract Law of the People’s Republic of China> promulgated in June
2007*® was well-acknowledged to provide more specific and practical protection to
the employees than the 1995 <Labour Law of the People’s Republic of China>*°. On
6™ April 2010, the national government officially declared a revision of the
<Catalogue of Favoured Industries for Foreign Investment in Middle and Western
Regions>>°. In the revised Catalogue, the national government added labour-
intensive manufacturing with environmental friendliness into the category of the
encouraged industries of these two less successful regions. Meanwhile, it kept on
requesting the successful south and east regions to discourage labour-intensive
manufacturing and to embrace technology-intensive industries. This revision

4 See <Why to Set ‘Threshold” for Foreign Investment Attraction? A Reflection of Role of Foreign Investment>
at http://media.163.com/05/0601/15/1L5VPM1B00141E4V.html.

4 For the full text, see http://news.xinhuanet.com/fortune/2008-09/25/content 10107100.htm. This rule is
referred hereinafter as ‘the Opinion’.

46 See <State Council Issues Opinion to Call “Stop’ to Vicious Competition for Foreign Investment in Yangtze
River Delta> http://news.xinhuanet.com/fortune/2008-09/25/content_10107179.htm.

47 See the Article I (8), (9) and (10) of the Footnote

8 See http://english.mofcom.gov.cn/aarticle/policyrelease/internationalpolicy/200703/20070304475283.html

9 “How to Interpret New Labour Contract Law’ see http://news.xinhuanet.com/comments/2007-
07/16/content_6380415.htm.

0 For details, see <State Council’s Opinions about Making Better Use of Foreign Investment> at
http://wzs.ndrc.gov.cn/zcfg/zhp/t20100426 _342583.htm.
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exemplified the national government’s lively monitoring and differential interventions
in foreign investment attraction in the successful and less successful regions.

In a direct sense, the national government emphasised a stringent ban on the entry
of polluting industries in the Layout®’. In an indirect sense, it listed 113 cities as the
Key Environmentally Protected Cities and accordingly applied the highest relevant
standards®®. In the list were the municipalities, provincial capitals and industrial
centres. The two sample cities for using the ER Framework, namely Shenzhen and
Suzhou, were included in the list.

The national government had decentralised most approval authorities. The limited
authorities it reserved were (1) approving the projects with an investment amount
over 300 million USD in the encouraged and permitted categories; (2) verifying the
projects that were specified particularly in the <Catalogue of Investment Projects
Subject to Governmental Verification>. Nevertheless, it was still active in monitoring
the subordinate governments’ operation. This was embodied in the 2010 <State
Council’'s Opinions about Further Making Good Use of Foreign Investment>*. It
requested the middle-level governments and agencies to optimise the examination
and approval system in terms of simplifying the processes, minimising the covered
subjects and shortening the processing time. The national government strongly
promoted an on-line examination and approval system so as to make the agencies’
actions and behaviour transparent, standardised, legally-binding and simple>*.
Particularly, the customs were asked to make a great effort to improve the efficiency
of customs clearance.

4.3 Outwards Reaction

The WTO TPR 2006 commented that the fast change of rules was typical of ‘the
complexity’ of the Chinese foreign investment regime. It attributed frequent rule-
change to the national government’s quick response to the contingency of
globalised economic conditions. An FOE interviewee gave an example as to how
quick a rule-change could be®. In 2008, alarmed by the increased inflow of trans-
border mobile capital that seemed to speculate on the stocks, real estate and
household materials, the National Foreign Currency Regulatory Bureau, the

51 See http://finance.people.com.cn/GB/70392/5068395.html.

See <State Council Issues 11" Five-Year Layout for National Environmental Protection>
http://www.chinanews.com.cn/gn/news/2007/11-26/1087490.shtml.

53 See http://wzs.ndrc.gov.cn/zcfg/zhp/t20100426 342583.htm.
54 See http://wzs.ndrc.gov.cn/zcfg/zhp/t20100426 342583.htm.
%5 Interview EJSI2E
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MOFCOM and the General Customs jointly issued the < Measures for Online
Inspection of Foreign Currency Collection and Settlement of Export Proceeds>.
This regulation was announced on 2™ July and went into effect on 14" July.
Accordingly the FOEs had to put their export earnings in their export accounts for
the regulators to verify the authenticity before being able to further use them. The
FOE interviewee commented a change like this, while being unpredictable, was not
unusual.

The national government demonstrated sensitivity to particular concerns expressed
by the main trading partners of China, typically the USA and the EU>’. Referring to
the Layout, the likely underpinning reason was that the national government
regarded the USA and the EU not only as the most desired overseas investment
origins but also as the major markets for China’s export products. The government
was attentive to these big trading partners’ concerns in order to quickly ameliorate
negative impacts upon their investment to China and their imports of Chinese-made
products. Some examples indicated the characteristics of the outward response by
the national government. One regarded the labour issue and the other regarded the
product safety issue.

On the occasions when American multinationals were under domestic criticism for
their labour abuses in China, the Chinese government and the governmentally-
controlled media were strongly on the firms’ side. One example was that on 1%
February 2009, the Pittsburgh-based National Labour Committee published an
investigation report to criticise the deplorable working conditions of a Taiwanese-
owned factory, which was producing computer keyboards for IBM, Microsoft, Dell,
Lenovo and Hewlett-Packard®. In two weeks, the Electronic Industry Citizenship
Coalition, of which all the named and shamed companies were members,
responded by initiating a third-party audit®. Leaving the result aside, on 25" March,
the Beijing-based Xinhua News Agency® published a so-called ‘special report’
giving a notably different account of the story. It asserted the National Labour
Committee’s report as being ‘susceptible to distortion and exaggeration.’ It
concluded by quoting anonymous experts’ views that some foreign groups were

%6 For the text in English, see

http://www.safe.gov.cn/model_safe_en/laws_en/laws_detail en.jsp?ID=30600000000000000,15&type=&id=3.

5" Mertha’ research was an example of the China’s legislature’s response to the USA’s pressure to improve
intellectual property rights (IPRs) protection.

%8 See <High Tech Misery in China> at http://www.nlcnet.org/reports?id=0006.
%9 See <Tech Coalition Launches Sweatshop Probe> at http://news.cnet.com/8301-1001_3-10164325-92.html

€0 This news agency has a similar status as the BBC in the UK. But rather than independent, it is acknowledged
as an agency of the national governmental voice.
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keen on ‘exposing the dark-side of the labour rights protection for the sake of
relieving domestic employment pressure.® True or not, this example showcased the
importance attached by the government to the interest of the multinationals. There
was another example in this regard. Foxconn, the world’s largest maker of electronic
components as well as the largest contracted manufacturer of the Apple IPhone,
IPod and IPad®® had 15 workers who committed suicide between January and
November 2010%. Soon after the press conference held by Foxconn’s Chairman
Terry Gou on 26™ May® and the entry of the investigation group led by the National
Federation of Trade Unions and the MOHRSS on 28" May®, the major Chinese
media agencies got an order from the Central Propaganda Department to refrain
from uttering negative words against Foxconn®. These examples showed that the
national government inclined to sympathise with and comfort the big high-tech
multinationals regarding labour issues. Likely, its intention was to avoid negative
impact upon the inflow of the most desired sort of foreign investment and sale of
Chinese-made products caused by a deplorable labour protection image.

In contrast, the national government seemed to be limitedly tolerant towards product
quality and safety issues. A typical example was the national government’s reaction
towards Mattel's recall of Chinese-manufactured toys. In August and September
2007, Mattel, the biggest toy seller in the USA, recalled more than 18 million toys
because they contained either magnets that had the potential of being swallowed or
they had excessive lead in the paint®’. The national government reacted in four
ways. The first way was that the AQSIQ immediately organised an investigation and
declared the result. It tracked down the liable enterprise with investment originated

61 <Special Report:  Survey of ‘Sweatshop” in Dongguan Exposed by the TUSA’™>

http://news.xinhuanet.com/focus/2009-03/25/content_11057607.htm.
62 http://www.foxconn.com/Companylntro.html and http://en.wikipedia.org/wiki/Foxconn.

63 gee <Steve Jobs Says Apple is ‘All Over’ Foxconn Suicides> http://www.telegraph.co.uk/finance/china-
business/7798741/Steve-Jobs-says-Apple-is-all-over-Foxconn-suicides.html and <Foxconn’s New Suicide Fear,
14th Worker Died> http://www.telegraph.co.uk/finance/china-business/7929938/Foxconn-faces-fresh-suicide-
fears-as-14th-worker-dies.html. For broad reports, see <Comprehensive Report about Workers’ Suicides in
Foxconn> http://www.worldjournal.com/pages/wjtopics?widget=search_content&tags=topic523&id=+1-
YES5%AF%8CYES%A3I%ABIES%BAYB7Y%ES%93%A1%ES%B7%A5%E8%B7%B3%E6%A8%93%E4%B
A%8BY%EA4%BB%B6%E7%B6%9C%E5%90%88%E5%A0%B1%ES5%B0%3E

6 See <Foxconn CEO Officially Meet the Press> at http://www.msnbc.msn.com/id/37354853/ns/business-
world_business and <Chinese Factory Asks ‘No Suicide’ Vow>
http://www.msnbc.msn.com/id/37354853/ns/business-world_business

65 <Investigation =~ Group from  National = Government Entered Foxconn  This  Morning>
http://xinmin.news365.com.cn/jd/201005/t20100528 2720514.htm

66 <’Foxconn Effect’ Central Propaganda Department Bans Report>
http://www.worldjournal.com/view/full_news/7918090/article-
%E3%80%8CYHES5%AF%ECYES%AIY%ABYUES%BAYBT7Y%E6%95%88%E6%87%89%E3%80%8D-
%EA4%B8%ADY%ES%AE%A3Y%EI%83%A8%ET7Y%AE%81%ES%A0%BIY%ES%B0O%SE-?instance=hot

67 http://news.wanju.cn/12_15169.html
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from Hong Kong and banned it from exports. The police department was invited to
find out the paint maker and arrest three responsible persons of the contracted paint
supplier. The production of the toy-maker was stopped totally. The Hong Kong boss
committed suicide, followed by dissolution of the company and redundancy of 2,500
workers. The second way was that on 27" August, the AQSIQ issued an
unprecedented rule titled <Provision of Recall of Toys for Children>, which took
immediate effect®®. The third way was that the national government pressurised
Mattel into apologising for its ‘exaggeration’ about the safety problems of Chinese-
made toys®. The fourth way was that the national government summoned a
television-telephone conference on 23™ August to arrange a country-wide special
campaign to examine the quality and safety of products’®. On 21 November 2007,
the AQSIQ summoned another television-telephone conference to arrange a
country-wide special campaign to examine exported toys*. The goal was to
‘safeguard the national image and reputation.” The AQSIQ then dispatched working
groups to monitor the process of the campaign to the six main production bases,
namely the provinces of Guangdong, Jiangsu, Shangdong, Zhejiang and the cities
of Shenzhen and Shanghai. The consequence was that more than 3,000 export-
oriented enterprises were scrutinised. Among them, more than 600 toy-producers’
export licences were revoked due to their ‘incomplete quality control system and
unstable product quality.’’

According to an interview with an official from the AQSIQ™, the country-wide special
campaigns were not only triggered by Mattel's recalls’®. There were many other
incidents and complaints about Chinese-made products sold in the USA and Japan
both earlier and later. These included pet food, seafood, automobile tyres,
toothpaste, beach buggies, and heat-resistant pans. Meanwhile, a big safety
scandal was exposed concerning melamine-stained baby milk powder that was
made and consumed domestically . The report about the babies’ kidney
dysfunction caused by drinking the poisoned milk powder was first publicised

®8 http:/Awww.gov.cn/flfg/2007-09/03/content_735585.htm
69http://news.xinhuanet.com/fortune/2007—09/22/content 6767059.htm
7 hitp://www.sda.gov.cn/WS01/CL0339/25318 html
" http://jyjgs.aqsiq.gov.cn/gdwx/200711/t20071122_55010.htm

See <Over 600 Toy Enterprises Revoked Export Licences in Special Examination> at
http://huahuangjituan.cn/exports6/jck1060.htm
3 Interview AQSIQ1. This interview was made during the seminar of China’s Toy Safety Regulation in the
Peking University, Beijing, China in September 2008. The seminar was funded by the LSE Seed Fund for
China’s toy safety research programme.

Interview AQSIQl. For more details, see <Who is Damaging ‘Made in China’?> at
http://news.xinhuanet.com/world/2007-08/09/content_6500995.htm.
"SSee <Nz Official Blew Whistle on Milk Scare> http://www.stuff.co.nz/national/628081
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overseas by the producer's New Zealand’s shareholder Fontarra. The national
government worried about the magnitude of overseas negative opinions towards the
quality and safety of the Chinese-made products. ‘The reports are detrimental to the
image and reputation of Chinese-made products. They will leave the importing
countries excuses to set up technical barriers against Chinese-made products.’ At
the same time, ‘other countries will take over the market share from China.’ Bearing
in mind that 80% of processing export was generated by FOEs’®, the government’s
response showcased its tough standpoint towards product safety.

To summarise, the characteristics of the national government’s outward response
are: firstly, the national government held overseas concerns about labour and
product safety issues as relevant to foreign investment attraction. The labour issue
was relevant as long as an FOE hired local workers. The product safety issue
became involved when the product was made by an FOE and sold in a developed
country. Secondly, the national government attached an uneven importance to the
labour and product safety issues. Indeed, while the labour issue is related to the
process standard, it is less visible than the product standard, to which the quality
and safety issues appertain. This implies that the government was more attentive to
product than process standard in its responses to overseas concerns. Thirdly, the
national government’s sensitivity and tactics reflected its foreign investment
strategy. It tended to be soft towards the constituents of the multinational industrial
chains and big FOEs in the high-tech sectors, typically the electronics
manufacturers but it was tough towards those in the low-tech sectors, typically toy
making. Finally, if necessary, the national government intervened right to the bottom
in order to demonstrate its seriousness about the overseas voice. This was typically
represented as an organised and highly targeted ad hoc enforcement campaign.

4.4 Summary

The national government and its affiliated agencies play dual roles in exercising
foreign investment duties: the rule maker and the rule implementer. Playing the
former role, they cooperate closely and set the benchmark to gauge the legitimacy
of the subordinate governments’ practice. Thus being selective and making a
differentiation according to the firm’s industry, investment origin and size as well as
balancing between promoting business and enforcing social regulation are
representative of legitimacy. Playing the latter role, they are active in monitoring and
correcting the subordinate governments’ undesirable practice. The concerns

® The WTO TPR 2006
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national government show in the lower-level implementation practice suggest its
recognition that the success of RC through rule making at macro level would be
fundamentally affected by implementation practice at lower level. This implied that
macro-level RC through rule-making is closely linked to micro-level RC through rule
enforcement. Meanwhile they react quickly to overseas voice or change of
conditions. Considering the high accountability, exposure and coordination, macro
regime and agencies are characteristic of high grid and high group, namely
Adherent. The macro context reveals that when competing for foreign investment, it
clarifies the preferred type of investors, sets the benchmark for legitimacy and
regulatory goal, attaches importance to formal (vertical dimension of governmental
hierarchy) and informal (horizontal cross-border supply chain) enforcement
structures as well as alerts the significance of rule enforcement at lower levels.

5. Middle and Micro Regimes

Similar to their counterpart at macro level, the agencies at middle and micro levels
were both the rule maker and rule implementer, but differently, the rules made by
these agencies were valid only within their respective jurisdictions. Additionally, their
implementation involved horizontal competition. Bearing in mind the national
government’s active top-down monitoring, middle-level competition necessarily
demonstrated a concern for legitimacy.

5.1 Jurisdictional Disparity

Jurisdictional disparity was noteworthy at middle and micro levels. This disparity
could be said to be a joint outcome of the deliberation of the national government
and the authorities of sub-national governments.

The national government inclined to implement unprecedented policies exclusively
in specified zones on a ‘trial' and ‘gradual’ basis in order to easily observe their
effect’’. After the trials, the government would decide whether to turn these policies
into formal rules to take force in the whole country. On a small scale, the national
government approved the establishment of a special economic zone, free trade
zone, export-processing zone, economic and technological development zone. Their
establishment was to experiment with foreign investment related policies with
various emphases. Establishment of the SIZs was learned and copied by the
provincial, municipal and even village governments. Yet, the main purpose of these

" See WT/TPR/S/161/Rev.1, pp29
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sub-national governments was not experimental but determining: to attract overseas
investment. On a large scale, the national government allowed the southern and
eastern coastal regions to reform and open up for foreign investment as early as
the1980s and 1990s, but only did the same to the central and western regions after
200078, All these trials had caused jurisdictional disparity, fragmentation and gaps in
the foreign investment achievements.

Immediately under the national level, the 31 provincial governments implemented
national rules as well as the provincial legislations that were promulgated by their
respective People’s Congresses’®. At the same time, they and their affiliated
agencies tailor-made provincial rules according to the conditions of their specific
provinces. The provincial regulations took effect within the geographical borders of
their respective provinces and the localities of lower administrative levels, namely
cities, counties, towns and villages. Under the provincial level, the 49 municipal
governments implemented national and provincial rules and the municipal
legislations that were made by their People’s Congresses, which were the lowest-
level legislative bodies. Meanwhile, they and their affiliated agencies made
municipal rules that took sole effect upon their territories of the cities and localities at
sub-city levels. At sub-city level, the counties, towns and villages were not entitled
with legislative power, but they and their affiliated agencies were allowed to make
local bespoke rules.

5.2 Inter-City Competition with Legitimacy

Based on a broad search of the internet, it was evident that the competition for
foreign investment continued to prevail throughout the country. Such competition
was mostly reported as happening between the cities. For example, Suzhou was
reported as the city that by 2006 had attracted the most foreign investment®.
Shanghai had become the city with most regional headquarters of multinationals as
well as foreign funded research and development (R&D) centres in mainland China
by September 2010%. Chengdu endeavoured to be the city for attracting the most
foreign investment in the western region®. Chongging received the most amount of

8 For details, see http://www.chinawest.gov.cn/web/index.asp.

" The term ‘provincial’ refers to the administrative class, to which the provinces and autonomous regions
belong.

8 see <Suzhou - City Attracted Most Foreign Investment in China — Promoting Business in London> at
http://business.sohu.com/20060504/n243110659.shtml.

81 See http://www.caijing.com.cn/2007-10-22/100034524.html.
82 See http://www.weste.net/2010/8-23/09282428924. html
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actual operational foreign investment in 2009 and 2010%. These examples showed
that the quantity of attracted foreign investment was still significant to the cities in
both the advantageous south and east regions and less advantageous middle and
western regions. Meanwhile, the structure of the foreign investment, in terms of the
investment origin and destined industrial sector, was emphasised. Specific single
projects with an amount more than 50 million USD in the advanced manufactures
such as telecommunications, computer and related electronics, and
pharmaceuticals were regarded as symbolic for enhancing the cities’ prestige®*.
These examples suggested that the cities shared the similarity of using foreign
investment intentionally and purposefully according to the strategic goals set by the
national government. The implication was that they were attentive to legitimacy
when competing for foreign investment.

The governments of the sample cities and their provinces were found to be trying to
attune to the regional strategy set by the national government. This was highlighted
by two sorts of governmental actions. One sort was general, exemplified by the
governments’ endeavour to replace the unwanted types of FOEs by the wanted
types. The governmental aggressiveness was embodied in slogans such as ‘empty
the cage for big birds’ ®, ‘creating forest to attract phoenixes’® and ‘twin transfers™®’.
For example, the Guangdong provincial government declared using ‘carrot plus
stick’ to drive labour-intensive manufacturers from the Pearl River Delta (PRD) to
the peripheral east, north and west areas of the province®. To accommodate the
transferred FOEs, the provincial government established 23 Transferred Industrial

Parks in these peripheral areas. The ‘empty the cage’ slogan was quoted often by

8 See <Western-Region Version of Attracting Foreign Investment: Chongging Topped Actual In-Use Foreign
Investment in Two Consecutive Years> http://finance.ifeng.com/city/cq/20100423/2095823.shtml.
8For the criteria for defining the size of a manufacturer, see <Interim Regulation for Criteria of Small and
Medium Sized Enterprise> at http://news.xinhuanet.com/zhengfu/2003-03/07/content_764043.htm. The For
manufactures, a medium sized enterprise is defined as one with at least 300 employees, total sale RMB 30
million yuan (USD 3.65 million) and investment amount RMB 40 million yuan (USD 5 million). Lower than this
criterion is defined as small-sized and higher, big-sized. For examples, see <Big-Sized Firm Swarm in Beijing:
Actual Overseas Investment Exceeds usD 3.5 Billion>
http://www.bjonline.net/Channel/content/2010/201007/20100726/14934.html.
8 Initiated by the Guangdong provincial government in March 2005, see <Routes of Guangdong’s ‘Emptying
Cage for Big Birds> at http://www.xyzlove.com/Transshipment/Market/gdtlhnixt/gdtlhnixt.htm and <Pearl River
Delta Empties Case for Big Birds - 244 Exited and 7000 Newly Entered> at
http://www.stnn.cc/chinafin/200803/t20080318 748813.html .
8 See <People’s Government of Guangdong Province: Opinions in Propelling Transformation and Upgrade of
Processing Trade> at http://search.gd.gov.cn/detail?record=10&channelid=8907.
87 Means to transfer cheap labour and labour-intensive manufacturers to less successful locations, see <’Twin
Transfer’ Strategy, New Engine for Upgrading Guangdong> http://www.gd.xinhuanet.com/zt08/shzhyi/

<Big Obstacle for Industrial Transfer? Try Carrot Plus Stick>
http://gd.news.163.com/08/0116/10/42AQ3CJI003600SK.html
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Shanghai®. In contrast, in Jiangsu Province, most cities including Suzhou tended to
be reserved®. The aggressive actions did not seem to please the national
government. The People’s Daily published an editorial on 27" December 2008 to
criticise ‘some locations’ for being biased in perceiving labour-intensive small and
medium sized enterprises (SMEs) to be of low productivity and an obstacle to
industrial upgrade. ‘Emptying the cage’ was too harsh for SMEs to survive ™.
Identified from this sort of action were the various understandings of the provincial
and municipal governments about the national foreign investment strategy of using
foreign investment. It also demonstrated innovation and cross-learning about how to
deliver the strategic task among the cities and provinces as well as how to satisfy
the national government’s verification of legitimacy.

Another sort was specific but also showcased the concern for legitimacy. The cities
claimed to be the best or the first in creating certain regulatory effects, typically of
labour protection, product safety and environmental protection. The minimum wage
standard (MWS) could be used as an indicator of the labour protection standard.
Setting and adjusting MWSs was made compulsory for middle-level governments by
the MOHRSS at the end of 2003%. It was meant to provide a ‘legal reference’ for

3 However, the middle-level

protecting ‘the labourers’ legal rights of attaining pay.
governments used the MWS as an instrument to adjust the labour resource and
foreign investment®. The year 2008 witnessed coincidental uplifts of the MWSs
country-wide. The MWS set by the Guangdong provincial government had been one
of the highest. Their growth rate of MWS was 20% for 2010%. An official with the
MOFCOM justified the active uplift by the Guangdong provincial government as the
prerequisite for attracting engineers and skilful workers to the advanced
manufacturers®. Among the cities, Shenzhen was undoubtedly the most active in

lifting the MWS. Being the first city to set the MWS in 1994, it continued to raise the

89 See <Shanghai Industries Empty the Cage for New Birds, Nantong Jiangsu Sets up Nests for Phoenixs> at
http://218.247.239.222/quy/106607.shtml and <Empty the Cage for New Birds at the Side of Huangpu River>
http://www.chinasecurities.xinhua.org/xwzx/13/200908/t20090827_2193928.htm.
% one exception is Wuxi, see <Ecological Crisis Forces Taihu to Speed up Empty the Cage for New Birds> at
http://finance.ifeng.com/huanbao/zrst/20091009/1312299.shtml.
o See <Local Cage-Empty for New Birds Seem to be Harsh> at
http://bbs1.people.com.cn/postDetail.do?view=2&pageNo=1&treeView=0&id=90091604&boardld=1.
92 See <Decision on Minimum Wage> at http://www.51labour.com/lawcenter/lawshow-29331.html.
% For more details about the MWS system, see <A Short Introduction to China’s MWS System> at
http://www.51labour.com/html/3/3023.html
% See <Jiangsu Be the First to Raise MWS - Arousing Heated Discussion about ‘Salary Raise’>
http://www.js.xinhuanet.com/xin_wen_zhong_xin/2010-01/29/content 18527599.htm.
%S See <Guangdong’s MWS  Raised to 1100 Yuan Excluding Overtime  Subsidy>
http://unn.people.com.cn/GB/14770/21733/11524048.html

See <Does Guangdong’s MWS  Determine Future Trend of Chinese  Economy?>
http://news.51labour.com/show/95882.html.
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MWS in almost every year. In 2010, the MWS rose to 1,100 RMB yuan
(approximately £100) per month®. This was the second highest MWS among the
big cities, after Shanghai’s and equalled those of Guangzhou and Hangzhou®.
According to the government spokesman, the active up-lift of the MWS by
Shenzhen was to enhance the attractiveness for labour resource so as to ameliorate
the difficulty of recruitment faced by some enterprises. Comparatively, the city of
Suzhou and Jiangsu Province were more reserved in setting higher MWSs than
their counterparts in south China. Although Jiangsu was the first to begin raising the
MWS in 2010, its growth rate was 12%%. The provincial government explained that
while it cared about the workers’ income level, it was equally concerned about the
difficult economic situation faced by the export-oriented enterprises. Hence the
government would like to maintain a balance in satisfying the contrasting interests of
the two parties.

During the post-Mattel inspection campaign, the cities were in competition regarding
product safety and quality. This was also symbolic of the concern of legitimacy.
Suzhou claimed to be ‘the first’ to impose an all-out control method upon the export-
oriented toy manufacturers. The method imposed the registration of raw and
auxiliary materials contracted processing sites; personnel holding essential posts;
and the controls over product design, essential processes of production, quality and
safety of final and returned products'®. Shenzhen emphasised ‘100% completion of
all assigned tasks’ in the Special Examination Campaign at the end of August 2007.
The AQSIQ’s branch in Shenzhen enforced 100% of toy-makers to establish quality
archives as well as to sign a <Quality Control Liability Statement>'"*. Also, the
municipal government invited a group of 22 envoys from 14 countries, including the
USA, Germany and Argentina, to visit some randomly chosen enterprises to test the
quality and safety of their products which resulted in a positive comment upon the
Shenzhen-made products being quoted by the American envoy'®. The government
then claimed to adopt famous name-brand strategies’ and establish the ‘Mayor’s
Quality Award’ to enhance the faith of overseas and home consumers in the

o7 See <Shenzhen Press Conference for Adjusting MWS 2010>

http://www.sz.gov.cn/cn/xxgk/xwfyr/wghg/wbh_20100609/.

% http://www.sz.gov.cn/cn/sz/fsz/cyc/jghd/201006/t20100609 1545950.htm

%9 See supra Note

100 http://www.agsiq.gov.cn/zjxw/dfzjxw/dfftpxw/200712/t20071203_56546.htm

101 gee <Toy Sector Makes Effort to Create Good Image for ‘Made in Shenzhen’> at
http://www.szciq.gov.cn/zxzz/ShowArticle.aspx?id=11791.

192 gee  <Make All-Out Efforts to Create Capital of Safety and Credibility> at
http://www.szlh.gov.cn/main/zfjg/zfzcbm/jmj/gzdt/55103.shtml
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products made in Shenzhen. It declared to ‘make all-out efforts’ to turn the city into

‘the capital of (product) safety and credibility’*%.

Environmental protection was emphasised in the context of RC. This emphasis
demonstrated the middle-level governments’ concern about legitimacy in the context
of competing for foreign investment. The Vice Governor of Jiangsu affirmed in
January 2007 that nowhere was allowed to lower the environment and safety
thresholds for projects funded by overseas investment, or to accept polluting
enterprises during industrial transfers. Any project that was found to be allowed in
with a lesser pollutant threshold would be ceased and removed. The person
accountable would be penalised according to relevant rules*®. The Shenzhen
government shared a similar stance. In 2009, the Director-General of the
Environmental Protection Bureau pledged good service to the FOEs so that they
could survive the financial crisis while maintaining environmental standard®.
Though both places made similar emphases, the enforcement of environmental
regulation by Shenzhen was not as good in practice as that by Suzhou. This was
because Shenzhen’s actual achievement in environmental protection was ranked
the lowest in the mid-term self-assessment report for the 11" Five-Year Layout'®.
This disparity necessitates further analysis at the frontline or micro level.

5.3 Implementation at Micro Level

Through a closer look, provincial achievement was a sum of those of its cities, while
a city’s success was a sum of those of its SCJs. The SCJs were the micro-level
regimes. The SCJs included both SIZ and non-SiZs. Non-SlZs were the county,
town, village and their approved industrial zones of various types'®’. The SCJs were
disparate in how the rules were implemented. Some regimes carried out
implementation conscientiously in line with the rules set by the higher-level
governments. Some treated the rules enacted by higher-level governments as
secondary to their own concerns. The successes of provincial and municipal RC
were generally showcased by those of the SCJs with business clusters. The lack of
success of SCJs was kept quiet. This implied that at micro level, the governments

103 gee supra note

104 5ee <Jiangsu: Discretional Lowering ‘Environmental Entry Threshold” Subject to Regulatory Liability> at
http://env.people.com.cn/GB/1072/5308343.html.

195 See <Attitude towards Environment: Facing Financial Crisis Correctly — A Challenge as Well as an

Opportunity> http://jnhb.fu08.cn/hangqing/9928.html.

106 http://cn.chinagate.cn/economics/2008-09/25/content_16532857.htm

107 For example, <Promoting Foreign Investment in Suzhou: Governments Play Well Role of ‘Servants’>
http://www.topfo.com/Elite/Cases200707/CS-000020070706_137182.shtml; <Overseas Investors Cluster in

Chongging Industrial Parks> http://www.cq.xinhuanet.com/cq/2010-11/01/content 21279879.htm
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followed their own ‘rule of the game’ rather than always paying attention to
legitimacy.

According to public media, the non-SiZs at the sub-city level varied dramatically in
their strategies and achievements in attracting business. For example, the Taicang
County in Suzhou took pride in its success as ‘the home to German invested
enterprises™®. Since the first German invested enterprise was established in 1993,
the county had been concentrating on attracting foreign investment originated from
Germany. The county council believed that the German invested enterprises were
characteristic of intensive use of land, high production output, environmental-
friendliness, high added-value, rich technology and humane management skKill.
From the FOEs' perspective, quoting the remark of the general manager of the
Emag (Taicang) Company, ‘The council understands very well what we demand.
They are ready to help us and work very efficiently.” Few other counties in Suzhou
had also established German Industrial Parks in order to copy the success of the
Taicang County. However there was little reported about their achievements.

Another example was about ‘emptying the cage’ by the Huagiao Town, Kunshan
County of Suzhou. This town expelled more than 40 SMEs that were labour-
intensive, energy-consuming and polluting. Rather than promoting new foreign
manufacturers, the government was targeting the development of modern tertiary

industry'®.

The third example was negative. In 2008, the council of Muyang County was
embarrassed to be one of the lowest for generating GDP in the province. It adopted
a strict liability scheme. Under this scheme, the officials of all towns and villages had
to take part in the ‘competition of Introducing 100-Million-Yuan Projects’ **°. The
leaders of the town and village councils who failed to achieve the goal within the
designated timeframe would be removed from their post. 14 had been driven out of
office by the end of August 2010. The actual consequence was that, after the check-
in ceremonies, the settler investors were no longer welcomed or cared about. The
promises of a zero price for land lease and other financial conditions were not kept.
The construction of factory plants was delayed and sub-quality. Many enterprises
could not begin production as scheduled. Then the government began driving away

108 gee <Why ‘Golden Phoenixes’ Choose to Settle in Taicang New Zone? Analysing Cluster of German
Enterprises> http://www.cnssz.com/cnssz/germany/xwnews.asp?newsid=458.
109 http://kunshan.house.163.com/news2/110408/1/785986-1.shtml

110 5ee <Another Type of ‘Empty Cage for New Birds’ in Muyang: 100 Sub-County Units Compete in Business
Promotion> at http://finance.sina.com.cn/china/dfjj/20100831/12538578718.shtml.
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the enterprises in the names of ‘breaching the investment plan; no actual investment
as agreed; change of plan or industrial upgrade: Tens of FOEs had been forced to
leave.” Meanwhile, according to the <List of Large-Scale Enterprises of Muyang
Economic Development Zone>, nearly two thirds of the incumbent 132 enterprises
were undertaking high-pollution and low-class productions, such as textile, industrial
chemical and wood processing. A local native told the reporter that a nearby metal-
processing factory did not work during daytime but at night in order to avoid
environmental inspection. “You will see thick yellow smoke emitting after it is dark.’

54 Summary

Being both rule maker and rule implementer, the middle-level and micro-level
governments play differently from the national government. They govern smaller
and various jurisdictions. The middle-regimes not only compete for foreign
investment with each other, but also effect innovation and cross-learning in order to
claim legitimacy for their implementation activities. Bearing in mind the national
government’s active intervention, jurisdictional disparity and competitors’ emphases
of legitimacy, middle-regimes are high in grid and low in group. Hence they are
Uncoordinated. The middle-context offers details about the country-wide RC; inter-
city learning and innovation to attain legitimacy for enforcing rules; and variations
between cities in their understandings concerning how to attract quality foreign
investment.

A province or a city’'s achievement is the sum of its SCJs. The non-SIZ examples
are sourced from the same province''. They showcase that foreign investment
attraction is predominated by micro-level regimes. Unlike the SlIZs, non-SlZs are
most distant from the probing of the national government so that they have the most
freedom in deciding and following their own ‘rules of the game’. Bearing in mind the
variations of SCJs, or micro regimes, it is difficult to determine the grid and group of
micro regimes based on a cross-regime perspective. Thus it is necessary to
investigate each individual micro regime in order to capture their specific
characteristics. Micro regime is the frontline of rule implementation. Investigations
into the micro regime level is the most likely to show what exactly makes the local
jurisdictions so different in their positions, strategies and achievements in attracting
foreign investment.

1 The first and second counties belong to the same city, namely Suzhou.
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6. Conclusion

This introduction to the empirical research begins the empirical part of the thesis. In
method, it clarifies the way to use the ER Framework to interpret the empirical
phenomenon of RC and the reasons for choosing the sample country, cities and
cases. It sets the scene for scrutinising the micro regimes in the subsequent case
studies by descriptively analysing the macro, middle and micro contexts of the
sample country. It clarifies that to attract quality foreign investment is the national
RC strategy, goal and preference; that innovatively improving regulatory process
and practice are legitimate, while reliance on lax rules and favourable conditions for
RC are instrumental; that top-down monitoring and cross-border supply chains are
formal and informal enforcement structures; and that competition happens at sub-
national levels, which involves inter-location learning, innovation and legitimacy
claiming. It alerts to the sharp distinctive practices and features between macro,
middle and micro levels of enforcement regimes. Typically, while the macro-level
regime appears to be Adherent, middle-level regimes seem to be Uncoordinated,
and micro-level regimes are of various types. It also draws attention to the concerns
that the national government showed in the lower-level implementation practice. The
different practices as well as the national government’s concern suggest their
recognition of the success of RC through rule making at macro level will be
fundamentally affected by implementation practice at micro level. It is now the turn
of the case studies, which will dissect the relevant aspects and characteristics of the
micro regimes.
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Chapter V' The Adherent Regime

This case study puts the two samples into the Adherent category on the basis of
their high grid and high group characteristics. The grid and group characteristics
also draft the institutional features of the regimes. Next is to present the observed
characteristics and findings of each sample systematically according to the ER
framework. It finishes by addressing outstanding issues so as to reach a conclusion
about the plausibility of the framework in interpreting the empirical phenomenon of
RC.

The two cases chosen are Wangda in the city of Shenzhen and Gongcheng in the
city of Suzhou. Both are nation-class special investment zones (SlIZs), established
primarily for the purpose of attracting foreign investment. Each has a general-
purpose regulatory agency — the Regulatory Committee®, which is considered as the
representative of the regime. The committees are accredited by the respective
municipal governments to be the specialised agencies for regulating the SlZs. The
committees are routinely accountable to their respective vice mayors for their
performance. Both SIZs have high profiles in the public media. As members of the
China Assaociation of Development Zones (CADZ), their achievements are updated
regularly at the CADZ official website?. These are symbolic of high grid. Meanwhile,
the regimes of Wangda and Gongcheng demonstrate the following respective
‘group’ characteristics.

The Wangda regime is in charge of the largest nationally approved SIZ in
Shenzhen. The committee shares all regulatory authority with other local agencies.
Thus, inter-agency cooperation is a huge and demanding routine task for the
committee with respect to responsive and efficient problem-solving and facilitation
provision. The current director-general (DG) is forceful in improving the inter-agency
cooperation, which he perceives as essential to building a desirable environment for
attracting investment. Thanks to his efforts and based on tangible means, inter-
agency cooperation has reached a desirable standard. This suggests high group.
Therefore, Wangda is classified as an Adherent regime.

! Hereinafter simplified as ‘the committee’
2 For the detailed information about CADZ, see its official website at www.cadz.org.cn.


http://www.cadz.org.cn/

Gongcheng is widely acknowledged as one of the most successful SIZs in attracting
overseas investment in the country. It was established based on an agreement
between the national leaders of China and a newly industrialised country (NIC) and
designed to pose as a role model for attracting overseas investment. The committee
has full local authority for governing the zone. Most inter-agency coordination occurs
inside the committee. Meanwhile, the committee adopts a pragmatic stance in order
to gain the cooperation from non-affiliated national agencies. This is evident of high

group.

Case 1: Wangda of Shenzhen

1. The Regime

1.1. Profile of Wangda

Wangda was the only SIZ in the city that had abundant land able to accommodate
large-scale manufacturers. But its use of land was careful and purposeful - reserved
for high-tech projects with big investment originated from the USA and the EU. It
welcomed big investors only, namely with a single investment minimum of USD 50
million®. By the beginning of 2008, there were more than 91 enterprises involving
foreign investment — with a minimum 25% overseas capital®. All were set up in
Wangda after 2001. The average investment amount for each enterprise was
USD50 million. Originally most foreign investment came from Hong Kong, Japan,
South Korea and Taiwan. Since 2005, the foreign investment from the EU and the
USA grew rapidly. The year of 2007 witnessed the establishment of a
pharmaceutical enterprise funded by investment from France. It involved an
investment volume of 70 million euro for the first stage. Its three main industries
were electronics, bio-pharmaceuticals and advanced engineering ®>. Wangda’s
deployment of land showcased its legitimacy, because it was in accordance with the
national strategy to target the most desirable foreign investment. The structure of
the domiciled firms was evident of Wangda’s regulatory attraction to big firms from
high-regulating countries (HRCs).

1.2. Organisational Peculiarity of the Committee
1.1.1. Role of leadership

% Interview GISC
4 Interview GISC
® Interview GISC; information at the official website of Wangda

124



The director-general (DG) was the leader in chief of the committee®. He firmly
believed that a leader’s role was crucial to the business-attracting achievement of a
jurisdiction. On the one hand, the leader’s standpoint toward foreign enterprises was
of concern to overseas investors. ‘The investors of Hong Kong, Taiwan and Japan
are particularly attentive to who the chief leader is when deciding their destinations.
They have a deep understanding about ‘the culture of the chief’ of our bureaucratic
system.” On the other hand, how the leader valued the goal of business attraction
affected the organisational performance. ‘Our system has no mechanism to
motivate the officials to be committed to the goal (of overseas investment
attraction).! The DG was motivated not only by his accountability to the mayor but
also by the joy of personal success. Therefore, the team relies on the chief leader
to motivate them. It takes me around two years to train them to perform as | wish.
Negligence is absolutely intolerable. | have removed two section chiefs from office
because of their negligence.’ Nevertheless, the DG was pessimistic about the
sustainability of the improved performance and commitment: ‘When one day | am
not the DG, the idea and performance (of the committee) will certainly change.’ The
significance of the leadership to current and future staff's commitment implied that
the Wangda regime was characterised by individualisation.

1.2.2 Inter-agency relationship

The committee’s authority, delegated by the municipal government, was very
limited. In a strict sense, it did not have full regulatory authority over any affairs
related to foreign investment’. It could not issue the permits or qualifications for land
lease, construction plan, fire-fighting facilities, favourable conditions, labour
recruitment and environmental restriction. The committee’s partial authority used to
be its blame-shifting excuse to decline facilitating the domiciled enterprises, but the
current DG held a different stance, ‘We must be devoted to establishing cooperative
relationship with other agencies. Only in this way can we overcome our authoritative
handicap and provide a favourable business environment.® It was because of the
DG’s personal understanding, Wangda developed inter-agency cooperation and a
strong interest in competing for business.

To improve the business environment was the ultimate goal of the DG-oriented
coordination®. A more specific goal was to make the other agencies be committed to

Interview GIDG
Interview EJSS2 and GIDG
Interview GIDG
Interview GIDG
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provisions of responsive facilitation as well as of efficient and effective problem-
solving whenever needed by the domiciled enterprises. The improvement in
coordination began with the committee’s active building of friendships with other
agencies. Friendship was based on tangible means such as providing an extra
budget for the agencies; reimbursing the individual officers’ extra expenses; and
gifts or cash on the occasions of traditional festivals. Over a few years, the
committee had established friendships with relevant agencies. When the committee
contacted the relevant agencies for the problem-solving need, it was generally easy
and quick to acquire desirable assistance from those agencies. The finding here
implied that the general-purpose agency was vital in actualising inter-agency
cooperation; and that it might need to use tangible means to lure agencies to
cooperate.

The committee’s coordination with the customs was noteworthy’®. The customs was
a key target for the committee’s coordination because of its complete discretionary
power over the FOEs’ imports and exports. Some FOEs used to be reluctant to
recommend Wangda because of the poor support from the customs''. But they
generally acknowledged that the customs’ practice was improving. And the
improvement involved the DG’s personal efforts?. He spent a whole year in
persuading the Wangda and the seaport customs to cooperate in order to sort out
the delays of shipments that had frustrated the domiciled FOEs for years. The
background was that, despite both being branches of the Shenzhen Customs, the
Wangda and seaport customs had no connected jurisdictions. The Wangda
customs’ jurisdiction was restricted to the territory of Wangda. Any problem
occurring outside the zone was regarded as irrelevant to its discretion. The
domiciled FOEs needed to use the seaport to import and export commodities. This
appertained to the jurisdiction of the seaport customs. Because the Wangda and the
seaport customs adopted different formalities, procedures and styles, what was
approved by the Wangda customs was often disagreed and unaccepted by the
seaport customs. Consequently there were constant delays for the FOEs in shipping
their products overseas. Thanks to the DG’s endeavour, the two customs became
cooperative. They agreed to adopt mutually accepted formalities and procedures
and became facilitative to the FOEs of Wangda.

10 Interview GIDG
1 Interviews EHSS1/2
12 Interview GIDG
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Apart from the committee-led coordination, the other agencies did not all
communicate®. For example, the land planning and land use agencies did not talk
to each other. They had conflicts in determining the purpose of specific areas of
land. Some agencies routinely coordinated. The labour and the enterprise-licensing
agencies collaborated in an annual review in order to enforce the enterprises’
compliance with labour law. The tax agency, the customs and the enterprise-
licensing agency shared a database to manage the enterprises’ records of paying
tax and tariff. They adopted the same credit-rating criteria to classify the enterprises
according to their records. Those classified as ‘Type A’ had high credibility in paying
tax and tariff. Those classified as ‘Type D’ were the opposite. These agencies
consequently deployed corresponding strategies in regulating the enterprises. Their
arrangements were regularised and approaches responsive.

2. The Agencies

2.1 Facilitation

The DG and his staff showed str