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Federalism, Chinese Style: The Palitical
Basisfor Economic Successin China

Gabriella Montinola, Yingyi Qian, and
Barry R. Weingast’

1. Introduction

The remarkable successof China's economic reforms - fostering economic growth averaging
nine percent per yea over the past fifteen yeas - seans to defy conventional wisdom.
Consider:

»  Economic reform appeasto have been successully pursued without any politicd
reform.

» The Centra Government seams to retain considerable politica discretion,
including the &ility to reverse suddenly the reform processor to impose onerous
exadions on succesgul enterprises.

* Finaly, there has been little atempt to provide the cetral feature of private
markets, a system of seaure private property rights. Nor has an attempt been
made to develop a commercia law (e.g., property and contrad law) or an
independent court system for adjudication.

Ead of these fadors bodesiill for eamnomic reform. Without politicd reform, ecnomic
returnsremain at the mercy of politicd predation. Politica discretion, inturn, impliesthat there
are no impediments to the government reversing the reforms. In this context, leadership
turnover would not only alow the new government to reverse the reforms, but to confiscae
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considerable wedth and to punishthose who were succesul under thereforms. Alternatively,
problems may occur during unexpededly hard times. With severe budget problems and a
population clamoring for "solutions, now," theimmediate need for revenue produces powerful
presaurefor apartial or wholesdereversal of thereforms. Thistype of discretiontypicaly kill s
the prospedsof any reform program.’ Becaise e@nomic agentsknow in advancethat politica
discretion affords no protedion for their ecnomic success they are unlikely to put their effort
and wedth into undertakings that put them at risk, and hence the reforms will fail. These
problems are seemingly further exacerbated in Chinaby theladk of asystem of private property
rights, a dea necessary condition for a succesful market system. All these fadors point
toward poor performancefor Chinese e@nomic reform.

The adua performance of the Chinese reforms provides a striking contrast to these
expedations. Over the past fifteen yeas, China's performance potentially placesit among that
of the other high-growth East Asian economies. The juxtaposition between the cnventional
wisdom and experience demands an explanation.

The purpose of this paper is to provide such an explanation. We ague that the problem
with the mnventional wisdom is svera-fold. First, it provides too narrow a definition of
politicd reform. Second, athough it asks the right question about politicd discretion, the
inappropriate definition of politicd reform leads it to the wrong conclusion. Third, though
much iswrong with the system of property rightsin China, looking for a system of such rights
as exists in the West has confused many analysts. Rights are not as saure in China & they
could be, and the asence of alaw of property and contrads along with a judicial system to
enforceit remains asignificant lacunain the reform process And yet, property rights are not
completely inseaure and without politica foundations. Indeed, politicd reform in China has
provided considerable limits on the discretion of the cantral government. Theselimits, inturn,
provide the beginnings of a strong and credible politicd foundation for many market-oriented
enterprises throughout the succes<ul regions of China.

To understand the basis for these daims, we begin with the notion of politicd reform. In
the common parlance, politicd reform focuses on democratizaion and hencethe separation of
the Chinese Communist Party (CCP) from the state.? And, on this important component of

! SeeMcKinnon, Ronald I. "Financial Control in the Transition from Classcd Socialism
to aMarket Economy,” Journal of Econamic Perspedives (1991 5: 107-22; North Douglass
C. SructureandChangein Econamic History. New York: Cambridge University Press1981;
and North, DouglassC. Ingtitutions, Ingtitutiona Change, andEconamic Performance. New
York: Cambridge University Press 199Q Roaot, Hilton. [Madagascar MS.]1993 Weingast,
Barry R. "The Economic Role of Politicd Institutions: Market-Preserving Federalism and
Economic Growth." Journal of Law; Econamics, and Organization (forthcoming, 1995.
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Maanillan Professonal and Academic Ltd. 1991



Federalism, Chinese Style 3

reform, Chinahas made little progress Nealy all the formal aspeds of democracy are dsent,
notably, individual rights of free speed and politicad participation, a viable system of
competition for politicd officeand a set of constitutional limits on the state. Asdemocracy is
one of the most central aspeds of politicd freedom, China's record speeks for itself.

And yet, democratization does not encompassall aspeds of politica reform. So what has
changed? We emphasizethreeprincipa fadors. First, politicad decentralization has not only
enhanced the powers of locd
government, it has altered center-loca government relations in several criticd ways that are
difficult - though ot impossble - to reverse.®* Second, amajor shift in ideology underpinsthe
reforms, with the CCP moving from a dogmatic enphasis on the Maoist version of Marxist-
Leninism to a pragmatic, market-oriented approach. Although the rhetoric of socialism has
been retained (e.g., the recent emphasis on the "socialist market economy™), the staunch anti-
market, anti-private initiative, anti-private gain focus has been removed. Third, China has for
the first time under the Communists opened its economy.

In our view, these changes have resulted in anew politicd system that we charaderize &
federalism, Chinese style. This g/stem, inturn, provides considerable politicd protedion for
Chinas reforms, including limits on the cantral government. Viewed from the perspedive of
the individual, this g/stem differs considerably from federalisms in the developed West.*
Viewed from the perspedive of the politica relationships among the different levels of
government, Chinas politicd deceantralizaion shares much in common with Western
federalisms. The modern Chinese system includes a division of authority between the cantral
and locd governments. The latter have primary control over economic matters within their
jurisdiction. And, criticdly, there is an important degreeof politicd durability built into the
system.

Aswe ague, the Chinese system provides a partial basis for a spedal kind of federalism
cdled market-preserving federalism.® Central to the successof market-preserving federalism
is the dement of politicd durability built into the arangements, meaning that the
decentralization of power isnot merely at the discretion of the central politicd authorities. And
here, conventional wisdom'sfocus on therelationship between the national government and the
individual results in erroneous judgements, for this focus ignores the relationship between the
central authorities and the provincia and lower governments. Thelatter relationships have not
only changed dramaticadly, but in ways that are difficult to undo. They thus provide adegree
of commitment.

3 Shirk, Susan L. The Padliti cal Logic of Econamic Reformin China. Berkeley: University
of California Press 1993
4 Federalism in the West is nealy always asociated with politica freedom and the
protedion of individual rights. SeeWeingast, " The Economic Role of Politicd Ingtitutions' for
detail s of these federalisms, including a discusson of how federalism provided the important
politicd foundationsfor the impressve growth of England in the 18th Century, and the United
States in the 19th century.
®> Weingast "The Economic Role of Politicd Institutions'; See dso McKinnon, "Market-
Preserving Fiscd Federalism.”
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Nonetheless the new economy is not without its limitations. An understanding of how
Chinas current system differs from a more complete system of market-preserving federalism
provides some guide to both its current problems and solutionsto them. First, Chinaladksan
adequate mecdhanism for policing the internal common market. This absence eplainsin part
why many locd governmentshavefocused ontrade barriersand aggressve anti-market policies
within their jurisdiction. Seoond, politicd decentralization has yet to be institutionalized to
ensure its long-term stability. A third problem isthe asence of private property rights and a
commercial law, as many have noted. These limitations $ould not be seen as economicadly
debili tating, but rather as problems that need to be aldressed in the nea future.

This paper proceads as follows. The next sedion discusses the theory of federalism and
is divided into two parts. The first examines the necessary politicd foundations of market-
preserving federalism while the second examines the e@nomic consequences of federalism.
Sedions 3 and 4 turn to federalism, Chinese style, paraleling the two parts of sedion 2.
Sedion 3 dscusses whether and how the mnditions of market-preserving federalism hold in
China; sedion 4 reveds the remarkable parallel between the predicted effeds of market-
preserving federalism and China's decentralization. This approach helps order the seamingly
chaotic variety of behavior in the different provinces and locdities. Much of this variation,
espedally thetrendsin behavior, policy, and economic outcomes, is as predicted by the theory
of federalism. Severa imperfedions of the system are dso noted. Our conclusions foll ow.

2. The Theory of Market-Preserving Federalism

Political foundations of market-preserving federalism

The fundamental dilemmafadng a government attempting to build and proted marketsis
this: 1t must not only be strong enough to enforce the legal rights and rules necessary to
maintain the eonomy, but also strong enough to credibly commiit itself to honoring such rules.®
In the dsence of credible limits on governmental behavior, nothing prevents the government
from taking away wedth from the dtizensfor its own purposes. This may take many forms:
an outright confiscatlion of wedth, onerous taxation, or inflationary financing by printing
money. The asenceof such a ommitment, in turn, adversely affedsthe "positive incentives®
of economic egents. Becaiserational adorsunderstand that thispoliticd environment reduces
their economic benefits expaost, they will withhold their efforts, investments, and information
exante, thus jeopardizing economic growth.

Another form of thelad of commitment concerns governmentsthat are unable to impose
a"hard budget constraint” on themselves and other economic agents.” This occurs when the
government continues to bail out or subsidize troubled institutions and agents.® Ladk of

® North, Institutions.; Weingast," The Economic Role of Politica Institutions."

" Kornai, Janos, Econamics of Shatage, North-Holland, 1980

8 Although the most pervasive forms of the soft budget constraint are observed in the
centrally planned eaconomy where the government controls nealy everything, the problem is
general inal modern economies. Indeed, the exploding savingsand loan problem inthe United
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commitment in this form fails to provide "negative incentives' to economic institutions and
agents, who rationally distort their efforts, typicdly leading to wasteful investment and low
productivity. Put smply, the soft-budget constraint eliminates the need for sensible planning
since mistakes are not costly to the dedsionmakers.®

Reputation is often argued to be animportant medanismto achieve aedible commitment,
but it aone is hardly sufficient. Politicd ingtitutions are dso necessry becaise, in the
appropriate form, they provide for abalance of power that can make commitment credible.*°

An important set of politicd ingtitutions that play this role ae those surrounding
federalism. Understanding theimplicaionsof federalismrequiresa dea understanding of how
it is sustained, that is, of its politicd foundations. Most treagments smply take federalism as
an exogenoudy spedfied system, focusing on its effeds. For the purposes of studying the
consequences of federalism in the developed West (e.g., in Switzerland or the United States),
this often involves no grea loss For the purposes of implementing and perfeding a new
system of federalism, however, an appredation of its politica foundations proves esential.

The most fundamental feaure of federalism is decentralization. But not al systems of
decentraization are federa. To understand federaism, we must identify its principa
charaderistics. Asa specia type of federalism, market-preserving federali sm encompasses a
set of conditions concerning the dlocation of authorities and responsibili ties among dfferent
levels of government:

(F1) There existsahierarchy of governmentswith adeli neated scope of authority
(for example, between the national and subnational governments) so that eat
government is autonomous in its own sphere of authority.

(F2) The subnational governments have primary authority over the eonamy
within their jurisdictions.

(F3) Thenational government hasthe authority to policethe comnmonmarket and to ensure
the mohility of goods and fadors aaoss sibgovernment jurisdictions.

(F4) Revenue sharing among governments is limited and borrowing by governments is
constrained so that al governments facehard budggt constraints.

(F5) The dlocation of authority and responsibility has an institutiondi zed degree
of durahility so that it cannot be dtered by the national government either
unilaterally or under the presaures from subnational governments.

Statesresulted fromaversion of thisproblem. So, too, isthe rampant inflation typicad of many
Latin American regimes.

® McKinnon, "Market-Preserving Fiscd Federalism."

1% Weingast, "The Economic Role of Politicd Institutions.”
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These conditions represent an ided type of institutional arrangement of a market-preserving
federalism. The purpose of these ingtitutionsisin part to limit the degreeto which apoliticad
system can encroach on markets .

Condition 1 contains the defining charaderistic of federalism. But formalized
decentralization alone does not generate federalism's market-preserving quelities. These
require the aldition of conditions 2 through 5.

From the perspedive of preserving market incentives, the authority of the nationa
government over marketsis limited to policing the @mmmon market aaossregions (condition
3) and providing national public goods, which should not be left to the subnational level
governments (e.g., monetary policy).

The ingtitutional arrangements of federalism recognize a citicd difference between the
national government and the subnational governments: there is only one of the former but
many of the latter. The natural limits on the discretionary authority of the subnational level
governmentsareinduced by competition among jurisdictions. But thiscompetitionisbeneficia
only if there ae no trade barriers and the aitire nation becomes a cmmmon market (condition
3). Without condition 3, ead subnational government would beame something of a de facto
"national government™ initsjurisdiction, and itsdiscretionary authority over the emnomy again
deprives its ability in making credible cmmmitment. Condition 2 thus enhances the dfeds of
condition 3. If decentralization remained a the discretion of the national government, thelatter
could intervene in the e@nomy first by using its discretion (in the asence of condition 2) to
compromise the system of federalism and then to intervene.

The mnstraint of condition 4 has two parts, one for fiscd revenue transfers between
levels of governments, and one for borrowing through the financial system. The hard budget
congtraint in the fiscal channel limits revenue sharing and equalization among governments,
espedally through soft grants. The hard budget constraint in the financial channel restricts
open-ended accessto capital markets, espedally borrowing from the central bank. Condition
4 applies to both the national government and the subnational governments. A hard budget
congtraint for the latter is necessary becaise it diredly ties locd revenue to locd emnomic
prosperity. A locd government's financial problems remain itsown. This provides important
incentives for locd officials, for their government's fiscd hedth is diredly related to locd
economic prosperity. If, incontrast, locd governmentswererealily bailed out of their financial
problems, they would have mnsiderably fewer incentives to worry about the ansequences of
their choices. The mnstraint on the national government is necessary in part becaise asoft
budget constraint would allow it to use monetary discretion to get around the @nstraints on
its authority.

Condition 5 providesfor credible coommitment to the federal system and thus for limits on
the national government's discretionary authority. Not only must there be deceantrali zation, but
that decentralization must not be under the discretionary control of the national government.
Condition 5 concerns the enfforcement problem and is criticaly important. But it isalso likely

1 McKinnon, "Market-Preserving Fiscd Federalism"; Weingast, " The Economic Role of
Politicd Institutions.”
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that ead country, dueto itsown unique history and complicated social conditions, may resolve
different arrangement.

Market-preserving federalism's balance of power between the national and subnational
governments is superior to either a complete cantralizaion with a unitary government or a
complete decantralization with ead region an independent state. In the latter two cases, the
national government'sauthority isnot limited throughinternal institutional arrangements, hence
the potential danger exists for the discretionary authority to encroach on markets.

Before turning to the e@nomic implications of market-preserving federalism, we pauseto
discussthe relationship between the conditions underlying market-preserving federalism and
various g/stems of federalism throughout the world. Our approach shows that whether a
nation cdls itself federal - "de jure federalism"- isirrelevant.> What matters is whether the
various conditions hold. Many de jure federalisms are nothing like market-preserving
federalism, for example, in Argentina, Brazl, and India. Inthese caes, conditions 2 and 5fail,
and often condition 4. Thefailure of conditions 2 and 5impliesthat the politica discretion and
authority retained by the caitral government in these systems grealy compromises their
market-preserving qualities. Asdiscussed later inthis sdion, these mnditionsare anecessary
component of federalism's market-preserving qualities.

The contrast between market-preserving federalism and the decentrali zation of the former
Soviet Union is also ingructive. That system was charaderized by administrative
decentralizaion without authority. Lower governments were largely administrative units of
the central government withlittle aitonomous politicd power, let alone power over their locd
eoonomies. The canter also carefully controlled fador mobility. Hence dl but condition 1
failed in that system®?

In sum, though many forms of politica decentralization exist, only a narrow subset is
charaderized by market-preserving federalism.

The eonomic dfeds of market-preserving federalism

The most important effed of market-preserving federalism is the induced competition
among jurisdictions.* This has a number of salutatory effeds. First, it means that no
government hasamonopoly of regulatory authority over the entire e@nomy. Any subnational
government which seeks to use its authority for purposes of monopolization or other politicd
endsisat a mnsiderable disadvantage becaise it cannot impose itswill onthe eitire eonomy.
When a particular jurisdiction imposes an onerous restriction on its firms, the latter face a

12 SeeWilli amson, Oliver. "The Ingtitutions and Governance of Economic Development and
Reform,” Unpublished WP, UC Berkeley, 1994

3 |n contrast, 18th century England was charaderized by market-preserving federalism,
although the English did not cdl their system federal. SeeWeingast, "The Economic Role of
Politicd Institutions.”

14 This £dion summarizes an extensive literature in economics, including the dassc work
of Tiebout and Oates. For areview of thisliterature seeRubinfeld, Daniel. "Economics of the
Locd Public Sector," Handbod of Public Econamics, vol. II, A.J. Auerbach and M. Feldstein,
eds. New York: Elsevier. 1987
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competitive disadvantage relative to competing firms from other jurisdictions that are not
bound by the restriction. Producers outside the particular jurisdiction are not bound by these
rules and hence their costs will be lower and they will outsell those firms bound by the
restriction.

Seoond, competition among jurisdictions extends to fadors of production, such as cepital
and labor. Thisinducesjurisdictionsto provide ahospitable environment for factors, typicadly
through the provision of locd public goods guch as establishing a basis for seaure rights of
fador owners, the provision of infrastructure, utilities, accessto markets, and so on. Those
jurisdictions which fail to provide these goods find that facdors move to ather jurisdictions.
Locd economic adivity and tax revenue dedine & a mnsequence

Third, the hard budget constraint implies that locd governments can go bankrupt. This
provides them with incentives for proper fiscd management.’®> Locd enterprises, locd
politicians, and citizensin particular areas hardly want their government to spend more money
than is prudent. Bankruptcy would grealy hinder the ability of locd governmentsto finance
needed public goods, such asthose needed to attraa foreign capital and lower businesscosts.

Finally, market-preserving federalism provides the politica foundations for markets.*® By
placing the authority over marketsin the hands of lower governments, it inducesthemto foster
locd economic prosperity. By kegoing the central government out of this adivity, it prevents
masgve intervention of politicd goals that distort markets for other purposes. Once
established, markets are difficult to ater sincenational politicd forces are defleaed from this
issuie and since, at the locd level, it is hard for a group with any particular goal to capture the
lion's dare of thelocd governments. That, inturn, impliesthat some governments are dways
likely to retain their pro-market focus. Market-preserving federalism there diminishes the
prevalence of rent-seeking and patronage systems. The latter can only survive in areas with
politicd protection from merket forces, a phenomenon that market-preserving federalism is
designed to eliminate.

Predictions following the inception of market-preserving federalism. Following the
imposition of a system of federalism we should observe adiversity of policy choices and
experiments. People in different politicd jurisdictions are likely to have markedly different
interests, expedations, and capabilities. They may also apped to markedly different theories
and ideologies to make their dedsions. We should therefore observe that they choose arange
of policiesto promote their goals.

As the results of these experiments and policies become known, individuals and
policymakers will update their expedations about the dfeds of various policies. Thus,
decentralization under market-preserving federalismresultsin animportant degreeof feedbadk
that would not be present under a unitary system which imposes a single national experiment
over al regions.

The competitive processamong jurisdictionsinducesincentivesfor those which chose poor
strategies to adopt variants of the strategies that appea to succeel elsewhere. To the extent
that some jurisdictions are better at promoting markets, generating wedth, and caring for the

15 McKinnon, "Market-Preserving Fiscd Federalism."
15 Weingast, "The Economic Role of Politicd Institutions."
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needs of their citizens, their policies are likely to be imitated by others which have been less
succesdul. Still, we do not exped the gopeaance of uniformity for several reasons. First,
individuals and firms will sort themselves into jurisdictions. For example, to the extent that
different industries require different types of public goods, they may locae in different arezs.
Semnd, resources and access to markets imply that a variety of economic and politicd
differenceswill survive.*” Finally, individuals are likely to vary in their tastes for public goods,
aswell astheir ability to pay for them.

Predictions when market-preserving federalism remains incomplete. The set of
predictions just noted will vary in systematic ways if particular components of market-
preserving federalism are missng. For what follows, we discuss the implicaions of two
limitations on market-preserving federalism. The first concerns the asence of a comnmon
market, allowing individual jurisdictionsto ered trade barriers. The principal differences are
that the cmmon market is highly unlikely to be sustained without explicit protedion fromthe
central authorities.®® Thisimpliesthat some aess, particularly those not likely to perform well
under competition with jurisdictions, are likely to ered trade barriers to firms and products
fromother areas. A federalismof this rt (onewhichisonly incompletely market-preserving)
will produceseamingly contradictory results. Some aeaswill be observed to promote markets
while others will closely control their economy, espedaly from influence outside the
jurisdiction.

We also exped this juxtaposition to be more pronounced just after a system of federalism
is imposed than in a more mature system, espedally for an economy like China's with only
limited experience with markets. Limited exposure to markets naturaly generates sispicion
of them and of their potential dependence on outsiders. The feedbadk provided by multiple
jurisdictions that conduct independent experiments is important for the next stage. Asthe
market growsin those aeaswhich commit themselvesto it, the tendency of other jurisdictions
toward protedionismwill diminish. The experiencewith marketswill reved new information
about how it allows locd governments to provide for the needs of citizens. Even in the
presenceof strong trade barriers, fiscd presaureswill push insulated areasto substitute market
medanismsfor those adivitiesthat have been demonstrated elsewhereto be superior providers
of particular goods and services.

The second explicit limit on market-preserving federalism concerns the asence of
centralized control over the monetary system. To the extent that the authority over credit, for

17 See e.g., Krugman, Paul. Geography and Trade. Cambridge, MA: M.I.T. Press 1991

'8 For example, the common market in ealy 19th century United States could not have
been sustained without the ever-vigilant policing of the Supreme Court. Policing the market
against encroachments by state governments proved a major use of its constitutional powers.
These casesreved the remarkable diversity and clevernessof the statesin their effortsto ered
such barriers. SeeWeingast, Barry R. "The Politicd Foundations of the Antebellum American
Economy,” Working Paper, Hoover Institution, Stanford University, 1993; Similarly, such
barriers are amajor reason underlying the movement for economic and politicd union in
Europe. See Garrett, G. "The International Cooperation and Institutional Choice The
European Community's Internal Market." Internationd Organization (1992 46:535-62
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example, isnot centralized, but remains at least in part at the discretion of lower governments,
several problemsarelikely to emerge. The most obviousisinflation as ead government over-
grazes the "commons,” causing too much growth in the money supdy. The second problem
isa mnsequence of the first. Decentralized accessto credit under these drcumstances also
softens the hard budget constraint as governments which increase their exposure can always
borrow more in the short run. Thisinduces moral hazad; for example, too much borrowing
to financetoo many investments, many of which would not be financed were it not for access
to credit in this manner.

3. Federalism, Chinese Style

The decentralization in China differs from Western federalisms in several important respeds.
First, the latter virtually always root federalism in an explicit system for proteding individual
rights. Seaond, Western federalism typicdly has drong, explicit constitutional foundations.
Third, it is amost always assciated with politicd freedom, representation, and
democratization. None of these fadors are present in China. Notice however, that the
definition of market-preserving federalism provided above in no way depends on thesefadors.
Instea, it focusesonthe politicd relationshipsamong levelsof government. This saysnothing
about an explicit or constitutional basis nor whether it is designed to promote individual rights
and politicd freedom.

In this sdion, we present evidence from China on ead of the five conditions, both
positive and negative, underlying a market-preserving federalism. As we show, with some
important qualifications, the conditions are satisfied.

The differences between Western and Chinese federalism noted above mnstitute the first
asped of what makes for federalism, Chinese style. The second asped concerns the spedfic
nature of theingitutional changes of decentralization underpinning the reforms, the increased
reliance on markets, and opennessto the outside world. Perhaps the most significant reform
stepstaken by the Chinese cantral government were its decentralization of authority from the
central to locd governments and, to alesser degree the state-owned enterprises. The ideaof
deceantralizaion in China is not new - it had two previous waves of "administrative
decentralization,” the Grea Leg Forward in 1958 and the Cultural Revolution in 197Q
Decentrdizaion in the 1980s differs, however, in that it is combined with financial incentives,
relianceon market mecdhanisms, increased control for lower governmentsover their ecmnomies,
and a new openness to international markets. These feaures generate far reading
consequences for politicd institutions and eacnomic performance.*®

19 Qian and Xu provide adetailed analysis of how and why this happened in China. Based
onthisanalysis, they also provide aninstitutional explanation of differences between economic
reforms in China and in Eastern Europe ad the Soviet Union. See Yingyi Qian and
Chenggang Xu, "Why Chinas Economic Reforms Differ: The M-form Hierarchy and
Entry/Expansion of the Non-State Sedor," The Econamics of Transition, 1(2), pp.135-170,
June, 1993
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Decentralization of Authority

Even before the aurrent economic reform began in 1979 alarge number of state-owned
industrial enterprisesin both light and heavy industries were controlled by loca governments
rather than the ceantral government. 1n 1978 the share of industrial output of state-owned
enterprises controlled by the catral government was lessthan one-half of the national total.*
Inthe ealy 198Gs, asaresult of the reforms, more state-owned enterprises controlled by the
central government were delegated to locd governments. By 1985 state-owned industria
enterprises controlled by the central government acmunted for only 20 percent of the tota
industrial output from such enterprises at or above township level, while provincial and city
governments controlled 45 percent and county governments9 percent, and therest camefrom
township enterprises.?*

Unlike previous decantrali zations which were caried out within the framework of central
planning, provincial and locd governments under the market-oriented reforms enjoyed awide
range of authority withinthe market environment. More and moreforeign capital, for example,
flows into firms and projeds that are not controlled by the cettra government. The total
foreigninvestment in Chinaincreased from $4.5 billi onin 1985to $19.2 hilli onin 1992(among
the largest investors are Hong Kong, Taiwan, U.S. and Japan). At the same time, the share of
foreigninvestment administered by provinces(rather than ministriesof the cantral government)
increased from 35 percent in 1985to 68 percent in 1992 (China Satistical Yearbodk, various
isues).

Many reform policies were dso delegated to provinces and loca governments. Take the
example of pricereforms. Chinadid not liberalize pricesin one stroke. The dual pricesystem
was a comimon pradicein Chinain 1980s, with one planned price and the other amarket price
What is not well-known is that, for many goods, moving from a dual price systemto asingle
price system was not completely caried out by the ceitra government, but by locd
governments. Dedsions about priceswere largely delegated to lower level governments. (An
exception to this generaizaion concerns me nationaly important goods like energy and
transportation services.) Many governments have extended their authority to pursue reform
to liberalizethe prices. Inthe cae of grain prices, which should be @ntrolled by the cantral
government, Guangdong took the lead in 1992to liberalizeit, and many other provinces have
sincefollowed suit.

Decentralization of authority is particularly associated with establishment of spedal
eanomic zones, coastal open cities, and development zones. In 1979 China established four
spedal ecnomic zones, Shenzhen, Zhuhai, and Shantou adjacent to Hong Kong in Guangdong
Provinceand Xiamenin Fujian Province acossthe Taiwan strait.?> Subsequently, Guangdong
and Fujian gained substantial autonomy in developing their regions asthe central government
granted them authority to pursue reform "one step ahead.” Not only did these aeas enjoy

20 \Wong, Chrigtine, "Between Plan and Market: The Role of the Locd Sedor in Post-Mao
Ching," Journal of Comparative Econamics, 1987
2L Qian and Xu, "Why China's Economic Reforms Differ."
22 Hainan was added as the largest spedal economic zone when it was organized as a
separate provincein 1988
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lower tax rates, but they gained more authority over ecmnomic development. For example, they
have the authority to approve foreign investment projeds up to $30 million, while other
regions authority remained much lower.

In 1984 the cantral government dedared 14 coastal cities as "coastal open cities,”" which
conveyed new authority to them that paralleled that granted ealier only to speda ecnomic
zones. Inthe ealy 199Gs, treament of speda economic zones was extended to some inland
regions. For example, someinland citiesalong the Yangtze River and border citieswith Russa
obtained similar authority asin those mastal cities. Further, many inland cities, which dd not
qualify for these spedal treaments as a whole, established numerous "development zones'
inside their region to enjoy part of the tax benefits and autonomy.

Fiscal Incentives: The Fiscal Contracting System
Starting in 198Q China implemented a fiscd revenue sharing system between any two
adjacent levels of governments.? Although schemes vary both aaossregions and time, the
basic ideais that a lower-level regional government contrads with the upper-level regiona
government on the total amount (or share) of tax and profit revenue (negative valuesimply a
reverse flow of subsidies) to be remitted for the next severa yeas, and the lower-level
government keepstherest. This g/stemwas maintained until the end of 1993and anew fiscd
system was introduced in the beginning of 1994
Consider fiscd contrading schemesbetweenthe central and provincial governments (lower
level fiscd contrading is smilar). Inthefirst step, revenue income in ead provinceis divided
between "central fixed revenue," al of which is remitted to the center, and "locd revenue,”
whichis aubjed to sharing. Inthe second step, a particular formula of sharing is determined.
Thereare six basic types of sharing schemesfor thethirty provincesand five dtiesduring 1988
1993*
(1) Fixed sharing: A fixed proportion is remitted to the canter (3 provinces/cities);
(2) Incremental sharing: A certain proportionisretained upto aquota, and then ahigher
proportion is retained in excessof the quota (3 provinces/cities);
(3) Sharing up to alimit with growth adjustment: The locdities retain a spedfied
proportion that is within a spedfic percentage of revenue from the previous yea, and
then retain all above that quota (10 provinces/cities);

% See eg., Oi, Jean, "Fiscd Reform and the Economic Foundations of Locd State
Corporatism in Ching," World Politi cs (October 1992 45:99-126, Oksenberg, Michad and
James Tong, "The Evolution of Central-Provincial Fisca Relationsin China, 19711984 The
Formal System,” The ChinaQuarterly (1991):1-32; and Wong, Christine, "Fiscd Reform and
Locd Industriaization,” Modern China, vol. 18 no.2, April, 1992

24 Thefive dties are below the provincial level but have independent budget agreaments
with the ceter. The following is based on: Bahl, Roy and Christine Wallich,
"Intergovernmental Fiscd Relations in China," Working Papers, Country Economics
Department, World Bank, WPS863, 1992 Wong, Christine, "Central-Locd Relationsin An
Eraof Fiscd Dedine: The Paradox of Fiscd Decantralization in Post-Mao China," The China
Quarterly (1991) 128691-715 Wong, "Fiscd Reform and Locd Industrializaion.”



Federalism, Chinese Style 13

(4) Fixed quota delivery: A spedfied, nominal amount is remitted to the ceter (3

provinces/cities);

(5) Fixed quota with growth adjustment: The fixed amount remitted to the center is

increased at a contraded rate (2 provinces/cities);

(6) Fixed subsidies (14 povinces/cities).

The importance of these new fiscd arrangementsis that for al provinces and cities they
induceastrong positiverelationship between locd revenue and locd economic prosperity, thus
providing local officials with an incentive to foster that prosperity. Schemes (4) to (6), which
cover 19 out of 35 provinces or cities, at the margin allow locad governments to retain 100
percent of locd revenues. Scheme (3), which covers another 10 provinces and cities, has the
same effed when the increased revenue limits for sharing are not a binding constraint. Even
in scheme (2), the marginal remittancerate is regressve.

The fiscd contrading in budgetary revenue described above is only one asped of fiscd
decentralizaion; the other concerns the expansion of the so-cdled "extra-budgetary” funds
(certain caegories of revenues colleaed by the locd governments and ministries, including
some retained profits of state-owned enterprises). In the ealy 199G, the extra-budgetary
revenue readied about the same level as budgetary revenue. Unlike the budgetary revenue,
whichis subjed to sharing with the higher governments, the extra-budgetary revenue iswholly
retained by thelocd government. Moreover, theloca government has complete authority over
the determination of taxes or fees that fall into the cdegories of "extra budget.” The
decentralized nature of extra-budgetary revenuesalso increasesloca government seaurity from
predation by the central government, as extra-budgetary revenues are eaier to hide from the
higher governments. These funds are espedally valuable to locd governments astheir useis
more flexible than budgetary revenues.

By way of summary, these danges provide for substantial independence of the
governments in China, from the provincial to the township, which ensures that governments
in ead region asume primary responsibili ty for eanomic development inthat region. Hence,
these governments possessboth significant fiscd autonomy from the central government and
considerable independent authority over their ecnomies.

Noticethe gtriking contrast between this g/stem and that in the former communist system
(including that of the former Soviet Union and Eastern Europe). In the latter, the centra
authorities retained the discretionary authority to the profits "earned" by producers, typicdly
using this authority to take resources from those firms with positive eanings and to bail out
those with regative eainings. This discretionary redistribution was described in the Soviet
Union by the Russan word uravnil ovka, which trandates as " equalizaion" or "leveling off."?°

The Common Market Condition
Incontrast to thedecantrali zationsacammpanying the Gred Leg Forward andthe Cultural
Revolution, decentralization in the aurrent reform is associated with increasing marketization.

% For discusson of the Russan case, seeLitwad, John, "Discretionary Behavior and
Soviet Economic Reform," Soviet Sudies, 199Q and Litwadk, John, "Legality and Market
Reform in Soviet-Type Economies,” Journal of Econamic Perspedives(1997) 5(4), pp.77-89.
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The development processof goods and fadors mobility aadossregions is considerable, but
remains imperfed. On the one hand, there ae dea signs of increased facdor mobility over
time, as evidenced by the huge "floating migrant” population and the foreign capital inflow.
On the other hand, decantralizatiion has also increased the incentives as well as the range of
politicd means for locd governments to ered trade barriers, resulting in the so-cdled
"dukedom economies’ phenomenon which worried the cantral government and economists.
This form of protedionism has occurred most often in the markets of high profit-margin
manufaduring goods (such as automobile, tobacm products and alcohol) and raw materials
in short suppy (such as cotton, silkworm cocoons, tobaca and aluminum).

The imperfead common market implies that some aeas have used their politicd freedom
to maintain considerable trade barriers?® We mention two examples. First, consider
automobile assembly. Although the total production of automobilesin Chinawas around 1.2
million in 1992 it had more than 126 assembly fadories, with an average production of
10,000%" Almost all provinces have their own automobile factory. Such an inefficient scde
can be maintained only in the presence of substantial government protedion: tariffs at the
national level and various trade barriers at the regional level.?®

Seoond, in 1985Jiangxi province liberalized hog procurement.” As aresult of the large
demand fromrich neighboring provinces, such as Guangdong and Fujian, hog pricesincreased
rapidly. To maintain the welfare of its urban constituents, the locd governments of Jiangxi
attempted to keep the urban retail pork price of locd government-owned food companies at
alow level. Thelocd governmentsthus gpent alarge amount of their budgets sibsidizing hog
salesinlocd cities. Asit was more profitable for rural households to sell hogsto neighboring
rich provinces where hog prices were much higher, large numbers of hogs kept flowing out of
theregion. At the end of 1985 the Jiangxi provincial government readed to this stuation (in
which the "Jiangxinese raise hogs and Cantonese cnsume pork") by establishing tax offices
ontheprovincial border. Their purposewasto levy aso-cdled "hog development fund" on any

% SeeWong, "Central-Locd Relations." In arecett comprehensive study of China's
internal market, the World Bank concluded that "despite considerable progress in the
substitution of alocation by the price medchanism, markets for both goods and fadors of
production (capita, labor and foreign exchange) are till regionally fragmented.” "Linkswith
the overseas exterior appea to have been easier to develop than links with other provinces,
both in terms of the mobili ty of goods and some fadors, particularly cepital investment. There
has been some tendency for individual provinces to behave a sparate countries, rather than
as parts of a single large country.” World Bank, "China: Internal Market Development and
Regulation,” Country Operation Division, China and Mongolia Department, November 24,
1993

2" People's Daily, overseas edition, October 11, 1993 p. 2.

8 For example, it is reported that one provincial government instructed its automobile
registration department to refuseto isaue license platesto unauthorized automobil es produced
outside the province

2 Source C. Wang, "Hog Production Problems in Jiangxi Province" Econamic Sudy,
May, 1988
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hogssold out of theregion. Sincethishog development fund acually could be catured by any
level of authoritiesthat charged it, many county and eventownship governmentsin Jiangxi set
up tax offices. In response, hog production deaeased dramatically.*

As these examples suggest, the imperfed policing of the cmmon market allows locd
governmentsto insulate themselvesfrom competition byereding trade barriers. Thesebarriers
also allow the eamergence of corruption. Ininsulated regions beyond the read of the central
government, locd officials cantake alvantage of their power for personal gain. Inthe presence
of open competition, thistype of corruption is harder to sustain becaise of market presaure.

The Hard Budget Constraint Condition

At all levels of government, fisca budget constraintsarerelatively hard dueto thededining
tax revenues and the limited inter-governmental budgetary transfers under the fiscd revenue
sharing schemes. The one exception concernsthe state banking system, which hesbecomethe
most significant source of the soft budget constraint for governments at or above the cwunty
level.

Chinasstate banking systemfeauresa cantral bank supervising four mgjor state spedalized
banks. The banking ingtitutions in China evolved from the planning era in which the central
bank and ead of the four spedalized banks establi shed abranchin every province, municipality
and county. Under regional decentralization, the regional governments at provincial,
municipality, and county levels also gained gred influence over credit dedsions through the
regiona branches of the central bank and spedalized banks. The locd bank branches were
under the "dual subordination™ principle (shuanghonglingdaq: They were subordinated to
the banking hierarchy as well as to the locd government. As reform proceeded, the latter
caried moreweight. Ex ante, the locd governments were diredly involved in the aedit plan
formulation and might impose loans on spedalized banks. Ex post, the locd government had
the authority to dedde whether the enterprise should pay bad the loan.

The absence of aunified monetary system has allowed locd governments accessto credit
in away that has expanded the money suppy. When all locd governments behave in this
manner, the result isinflation. Yet not one of them has an incentive to stop, as ead province
claimsthat overheding is caused by the other provinces, not by itself. This has the structure
of the "tragedy of the @mmnons’ and is the main reason that the monetary system is a national
public good: it must be cntrolled by a single authority, and best by a national one.®*

The Case for Township and Village Governments

In the Chinese governmental hierarchy, central, prefedure, municipality and county
governments al have full-fledged authority to regulate the market through administrative
methods. But township and village governments have very limited authority becaise
historicdly their responsibili ty was confined to agriculture and rural governance and they had
no control over state-owned enterprises (SOES) and had no accessto the state banking system.

% Though the detail s differ, this pattern was repeaed in 1986and 1987
31 This conclusion is gandard in the fiscd federalism literature. See eg., Oates, Wallace
Fiscal Federalism. New York: Harcourt, Brace Jovanovich. 1972
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These ingtitutional constraints have made the township and vill age governments ssmewhat
different fromthe higher level governments. Township and vill age governments operate under
ahard budget constraint and in the asenceof trade barriers. Both conditions were somewhat
relaxed, however, for higher level governmentsin China. Inthis snse, the Chinese federalism
seamsto better approximate amarket-preserving one a the township and vill age level than at
the higher level.

One result of Chinas reform is the spedaaular growth of the market in the flourishing
sedor of township-village eterprises (TVES), which are owned by township and village
communitiesand controlled by township and village governments.®* By the end of 1993 TVEs
produced 30% of the total industrial output in China. This remarkable successof TVES can
be understood from the incentives fadng these firms. First, the structure of these firms afford
residual claim rights (in essence, the rights to profits) to township and vill age governments.
Seoond, two forms of limits areimposed upon the township and vill age governments and their
firms. Thefirst limit isthat these governments do not have the authority to enad protedionist
policies. They cannot use politicd meansto proted their firms, for example, by ereding trade
barriers to kegp out competition. The second limit isahard budget constraint. Not only may
they go bankrupt, but the locd governments, in contrast to the cantral government which can
print money, cannot endlesdy bail them out. In 1989 for example, about threemillion TVES
went bankrupt or were taken over by other TVESs. Inthe same yea amost all |ossmaking
state-owned enterpriseswere bail ed out by the state (Peopl€'s Daily, Overseas Edition, March
23, 1990. Furthermore, total credit going to the TVE sedor was no more than 8 percent of
thetotal outstanding loans, despite the fad that this ssaor produced more than 25 percent of
total industrial output at the time (Almanac of China's Finance and Banking, 1999. This
shows why TVEs and SOEs are so different. Although both are "owned" by governments,
their incentives and hencetheir behavior are far different.

Durability and Irr eversibility of Federalism, Chinese Style

Decentralization began with the delegation of considerable emnomic authority to locd
governments. These governments assumed primary authority over ecnomic matters within
their jurisdiction. We have dso suggested that the reforms have provided considerable limits
onthediscretion of the cantral government. They are dso often asociated withthe anergence

32 A burgeoning literature studies this topic. Seg e.g., Byrd, Willi am and Qingsong Lin,
eds., China'sRural Indwstry: Sructure, Devdopment and Reform. Oxford University Press
199Q Neeg Victor and Su Sijin, "Institutional Change axd Economic Growth in China: The
View from the Villages,” Journal of Asian Sudies, 199049; Oi, "Fiscd Reform"; Qian and
Xu, "Why China's Economic Reforms Differ"; Weitzman, Martin and Chenggang Xu, "Chinese
Township-Village Enterprises as Vaguely Defined Cooperatives,” Journal of Comparative
Econamics, forthcoming 1994 Chang, Chun and Yijiang Wang, "The Nature of the Township
Enterprise,” forthcoming, Journa of Comparative Econamics, 1994 Walder, Andrew, "The
Varietiesof Public Enterprisesin China: AnIngtitutional Analysis,” mimeo, Harvard University
1994 Che, Jiahua and Yingyi Qian, "Boundaries of the firm and Governance Understanding
China's Township-Vill age Enterprises,” mimeo, Stanford University, 1994
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of strong regional ecnomic powers, such as Guangdong province These limits san to
endow the reforms with a degreeof durabili ty, making reversal more wstly, if not impossble.
We show this by examining three events after the Tiananmen Square uprising in 1989

(1) After Tiananmen Square, 19831991 The single best indicaion of the linkage
between durability of reform and decentralization concerns the events following Tiananmen
Square, espedally between 1989and 1991 under the austerity program. During that period,
the conservatives gained the most politicd, ideologicd, and military power for a possble
reversal. Li Peng tried to recentralizeinvestment and financial powers from the provinces but
failed. The governor of Guangdong refused, and many other governors followed.*® But this
isonly apart of the story.

Thisincident suggests the striking new power of loca governmentsto shape dedsions by
the central government. On several previous occasions when the eonomy faced dfficulties
(for example, in 1962and in 19817), Chen Yun, an advocate for central planning, succesded in
compelling the provincial governments to "help the central government overcome the
difficulties,” that is, to turn over more revenue to the central budget. In contrast, Li Peng's
attempt to do so following Tiananmen Square failed. This contrast ill ustrates our point: The
limits on the discretion of the central government provides for the durabili ty of reforms.

Five considerations support this clam. First, by this time, the price to be paid for
recentralizaion had grown. In order to recentralize the central government would have to
undertake substantial new obligations by providing socia safety net expenditures. A major
retrenchment would increase the regime's financial obligations at predsely the time when the
eonomy would be shrinking as firms succesful under markets withered under the
retrenchment. This raises immediate financial problems. how would these obligations be
financed? Fiscd problems of this magnitude raise the speder of the former Soviet Union's
fallure, surely a posshility to be avoided. Further, a mgor retrenchment would risk
considerable social problems.

Send, some regions have dready acaimulated sufficient wedth in away that the central
government can not easily take avay because the regional governments followed a strategy of
"storing wedth in people and in enterprises.” The regional governments also have greaer
vested interest in continuing the reform.?*

Third, incentive structures within the government and the Party have dtered considerably.
In advanced regions, many officials no longer care to be promoted to postsin the higher level
government.*®> For example, in Guangdong province, township officials do not want to be
promoted to the aunty level, municipal officials do not want to be promoted to the provincia
level, and provincia officials don't want to be promoted to the cantral government. The main
reasons are, the lower the level of the government, the more autonomy the officials enjoy,

3 Shirk, Econamic Reformin China.

3 Pardl€eling these problems is the substantially diminished read of the cantral planning
system. Put simply, the catral government no longer has the administrative gparatus to
monitor and plan the e@nomy as necessary under the older system.

% Shirk, Econamic Reformin China.
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which also trandatesinto the higher financial benefits. This grikingly contrastswith the ealier
period in which promotion up the Party ladder was desired by most individuals.

This differencerefleds an important changein politicd incentives. Locd politicd officials
are now far lessbeholden to the cantral authorities. Inthe past, central authorities retained a
variety of incentives to control the behavior of lower officias: fiscd control of locd
government operationsallowed themto manipulate locd dedsionmaking, and individualswere
promoted for appropriate behavior and punished for behavior deamed inappropriate. Eacd of
these has been wegkened under the current arrangements. Although the central government
retains control over the amy and the gopointment and dismissal of high level personnel, the
power of these tools are wedker than when they were combined with the more micro-level
incentives employed duing previous eras.

Fourth, the fall of socialism in Eastern Europe and the former Soviet Union has had an
important impad on China. Chinas immediate readion to the llapse of these communist
regimes was recentralization, but the Chinese government soon redized that its legitimacy
could only be sustained by economic growth. A reversal of the reformsthat cut off accessto
international markets would result in significant shrinking of domestic production and
unemployment, thus dramaticdly increasing the demands on the ceitral government. An
outright reversal of the reforms would thus gredly expand the ceantral government's fiscd
commitments while dramaticdly contrading the eonomy, putting the regime at risk.
Complementing this financial incentive is the emnomic stake due to openness to the
international market, in particular, presaure from the booming East Asian neighbors. Further,
the shee growth of the market economy makes the imposition of a new round of central
control of the eonomy difficult, if only because the ceitral government no longer retainsthe
cgpadty to monitor the vast new ecnomy.

A final aspea of the reforms, asisoften claimed, isthat amgjority of Chinese people have
seamed to gain under the reforms, including farmers, workers, and even most bureaucrats. A
widespread feding that reforms have made people better off providesalarge limit against any
regime that would attempt to reverse them.

(2) Deng's southern tour, 1992 The dove evidence suggests that the reforms were not
reversed after the Tiananmen Square incident in part because of the increased politica power
of locd governments. Amid the politicd deadlock within the central government at the end of
1991, Deng Xiaoping made his now famous uthern tour to the province of Guangdong.
Among his gops were several speda emnomic zones. Using the regional support for
continued reforms, Deng's visit tipped the politicd balance a the cettral government. This
resulted in the cantral government's official dedaration in October 1992to build a "socialist
market economy."*® Ending the deadlock reveded two interrelated elements about the seaurity
of thereforms. Firgt, it indicated that the immediate thred to the reforms after Tiananmen had
falled. Seoond, the failure of the retrenchment reveded that the reforms were proteded by a
degreeof durability.

% |t should be noted that reformsin many southern regionswent ahead despite ationsfrom
the cantral government during the period of 1989and 1991



Federalism, Chinese Style 19

(3) Rationalization and institutionalization, 19931994 Further evidence for the
durability of the reforms and decentralization is provided by the recent controversies over
recentralizaion.

In the process of transition from a planned to a market economy, certain types of
overshooting in decantralization have not been avoided. Several problems have thus emerged
from the ladk of central authority, raising cdls for arecantralizaion. The qucia questioniis,
will the central government use the occasion for centralization and reversal to the old system,
or will it have to judtify its adion as an integrated part of more reforms, that is, a processof
rationalization of market institutions? We provide two examples below indicaing the latter
path.

Inthefirst half of 1993the eonomy seamed to become "overheaed,” refleding problems
of maaoecnomic imbalance similar to those experienced in 1988 This caused instability in
the foreign exchange market. At first, the government attempted to control the exchange rate
through administrative methods by imposing a caling, but this failed. The market exchange
rate was later stabilized in July 1993when the central bank sold dollars rather than imposing
calings. This intervention was followed soon by the implementation of foreign exchange
reform on January 1, 1994 which unified the previous official and market rates and essentialy
adhieved trade acount convertibili ty.

Seond, amid the cntinuing dedineof central government revenue asaproportion of GDP
from 31 percent in 1978to 15 percent in 1992 (within-budget consolidated revenue), the cdl
for an increase of government revenue comes together with a proposal for enading a more
formal system of fiscd federalism, which was implemented in January 1994 The new fiscd
system, which resembles that in the United States, establishes a two-tier tax administration
system (national and locd) that separates taxes into national, locd, and shared taxes. It also
smplifiestax rates and makes them more uniform. Furthermore, rule-based transfer formulae
are being studied for possble implementation in the future. The reason for such a shift toward
aformal fiscd federalism is that it appeas impossble (prohibitively costly) to collead more
revenue through methods of centrali zation, and fiscd federalism isthe only alternative that will
satisfy both central and locd governments. Importantly, it holds the promise of resolving the
problems of an overly weak central government without removing the beneficial effeds of the
decentralizaion. A dired recentralization, in contrast, would threaen to remove thisessentia
politicd component underlying the successof the e@nomic reforms.

Summary. A range of fadors contribute to the durability of the reforms, limiting the
discretion of the central government to attempt areversal. First, as aresult of the reforms,
new, rival power centers have emerged in China. Locd governments, particularly those in
areaswiththelargest growth, now have substantial independent sources of revenue, authority,
and politicd support. Seand, although locd officials are still appointed and dsmissed by the
central government, their authority is implied and enhanced by their accessto and control of
locd information and resources (e.g., in the cae of "extra-budgetary revenue'). Third, the
gradual dedine of the personal authority of national leaders and the rise of loca governments
has wegkened the read of the Chinese Communist Party into the lower levels of government,
and many lower government officials now bestow their loyalty to locdities, not the central
government. Fourth, as the private market economy has expanded, the adility of the central
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government to monitor and control locd ecnomic behavior has wegened enormoudly.
Finally, as noted above, any attempt by the canter at economic retrenchment would strain its
financial cgpadty, raising the speder of the fall of the Soviet Union.

These thanges have endowed the emnomic reforms with a degreeof politica durabili ty.
Eacdh serves to raise the wsts of a recentralization of politicd authority and an economic
retrenchment, athough this effed was often unintended. The short-lived attempt at
recantralization following Tiananmen Square is consistent with this logic, as are the recet
ingtitutional and tax changes refleding an attempt to corred for over-shooting in
decentralization. Our argument does not imply that a retrenchment is impossble, but that it
would be @stly and might fail, thus making it lesslikely.

4. The Effeds of Federalism, Chinese Style

Theeanomic goproachto market-preserving federalismoutlined insedion 2 yields predictions
about economic performance following the onset of federalism. We now turn to investigate
some of the varied ecnomic responsesto federalism, Chinese style, over the past fifteen yeas.

Economic policymaking by provincial and locd governments reveds a wide range of
behavior over the past fifteen yeas. Many areasinitially chose to remain unchanged. Others
sought to reinforcethe statusquo. Still others, of course, chosethe path of reform. Moreover,
this pattern of policy choice has not remained stationary but has changed over time, in part
reflecting the emerging evidence dout the mnsequences of the different policies. Competition
among jurisdictions is evident in many forms. Below we present some details.

Competition Among Jurisdictions. Experimentation, Learning, and Imitation

Following the predictions of the e@nomic approacd to federalism, jurisdictionsin China
initially chose different policies. Astheresultsbecaneknown, thosewithinferior policiesthen
adopted the superior ones. Firgt, failed experimentswere discarded while successul oneswere
expanded and imitated. Second, alarge range of seamingly puzzling results have energed that
appea inconsistent with marketization. Many governments pursue strikingly interventionist
policies, for example, by ereding trade barriers and preventing competition from firms from
neighboring provinces. Moreover, there aewidespread reportsof over-competition. How are
we to make sense of al this? The following series of cases reved patterns consistent with the
theory developed above.

(1) Heilongjiang's " Projed 383"3" Bordering Russa, Heilongjiang is China's most
Northeastern province and a cnservative one. In an effort to demonstrate their dedicaion to
the old system, Hellongjiang's officials announced "projed 383" in 1989 This policy was
designed to achieve asignificant reductionintherate of priceincreases (from 17 percent inthe
previous yea to 13 percent) for the 383 goods in the official basket used to cdculate the
inflationindex. The policy proved very costly and produced apolitical readion in which many
in the government (and the public) criticized it; for example, members of the financia

3" Source "Heilongji ang Provinceimplements Projea 383to control prices," Price Theory
andPractice, July, 1990
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bureaucracy. The cntrast with Guangdong was apparent to all. Guangdong had freed prices
on the same set of goods. Due to reforms, prices had fallen. Guangdong's policies had thus
adhieved the same results but without significant financial participation by the government.
Reports from ecnomists s1ggest that projed 383 has been abandoned.

This episode represents an important instance of the learning that takes placeduring the
experimental process Given itsgoals and expedations, Hellongjiang initiated projea 383 It
dedded that the projea was a failure, not because it changed its goals, but becaise market
methods had proved more dfedive.

(2) Two prefedures. The processof choosing dfferent strategies followed by comparing
results, and the adoption of the superior strategy occurred intwo smilar prefeduresjust aaoss
the provincial border, Shaoguan in Guangdong and Binzhou in Hunan.*® When reformwasfirst
adopted in Guangdong in 198Q many commodity prices in Guangdong rose aove those in
Binzhou sincethe reform was not carried out in Hunan. Asaresult, resourceswere dtraded
to Guangdong from Binzhou. The Binzhou government set up tax offices on the border in an
attempt to stop this outflow. These @tempts did not bring prosperity to Binzhou. Yeaslater
when the people in Binzhou compared themselves with their neighbor, Shaoguan, they found
that, although both had similar initiadl economic conditions, Shaoguan had significantly
benefitted from emnomic reform in Guangdong. People in Binzhou urged that they join the
reform in Guangdong.

In 1988 the cettral government allowed Binzhou to adopt some reform measures. This
enabled Binzhou to enjoy the benefits of opening markets to Guangdong. The prefedure
government withdrew all itstax offices along the border with Guangdong. Soon the aljacet
areas between Binzhou and Guangdong boomed and interregional trade reated arecord level.
Importantly, the Binzhou government obtained far moretax revenuefromthese businessesthan
from those border tax offices.*

(3) Coordinating labor flows.*® Chinas floating labor popuation, estimated variously
between 60 and 100 million workers, is 9 large that it can overwhelm the aility of locd
governments to provide basic services, such as water, food, sewage, transportation, seaurity,
and housing.** In part, dueto the cngestion caused by these migrants, several provinces have
begun to manage and coordinate these flows.*? For example, in ealy 1992 Guangdong,

% Econamic Daily, 199111.25.

39 Stories of this type can be replicaed manyfold. As an additional example, we note the
comparison of Nanyang and Xiangfan, two citiesin Henan and Hubel provinces, respedively.
The latter made much faster progress and when this was reported in the Econamic Daily in
1984 the former designed a new set of developmental programsto learn from and imitate the
advanced regions. Five yeas later, the dty was ranked as one of the best among midde and
small size dties within the nation (Econamic Daily, December 6, 19917).

40 Sources: Econamic Daily, 19915.15. and 19927.4; and Outlook, 19932.22.

41 Seee.g., Solinger, Dorothy. "The Floating Population as a Form of Civil Society," Paper
for 43rd Annual Meding of the Asciation for Asian Studies, New Orleans, April 11-14,
1991

42 Undoubtedly there ae other fadors underlying these policies, for example, keeping the
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Hunan, Guangxi, and Sichuan established an interregional labor coordination center to help
coordinate labor movements among these four provinces. Under the new regulations, migrant
workers in Guangdong must obtain approval from labor management organizations of their
home province Guangdong, inturn, agreed to provide labor demand information to the other
threeprovinces.

A comparison of labor flow into Guangdong and Shanghai reveds the effed of these
organizaions. For both areas, the labor inflow of 1993wasthelargest in history. Yet thetwo
regionsresponded very differently. In Guangdong, transportation wasmuchmorein order than
in previousyeas. The aime rate dropped sharply compared with the same period (spring) of
the previous yea. Many firms provide their own transportation for workers hired from other
regions. Likewise some locd governments of other provinces aso provide transportation for
workersfromtheir regions. Incontrast, large numbers of migrantsflowed into Shanghai trying
to find work in the recently established Pudong Developmental Zone. The development zone
only neaded approximately 500000to 600000 workers. But the labor arriving in Shanghai
on the two days of January 31 and February 1 more than doubled this figure. Many people
were detained in the train station or on the strees. On January 31, the Shanghai municipal
government sent an emergency request to neighboring provinces asking them to stop labor
flowing to Shanghai. Inthe meantime, Shanghai started to deport those migrants who could
not find jobs.

The difference between these two regions occurred in part because Guangdong had
experienced the large amount of labor inflow much ealier than Shanghai. Therefore,
Guangdong and itsneighboring provinceshavelearned much more aout the markets and what
they can do about it. The market cgpadty appeas to have readed a sufficient scde in
Guangdong so that organized labor markets will pay off.

Competition Among Jurisdictions: Factor M obility

Beyond experimentation and imitation discussed above, there is a more eplicit type of
competition for resources, particularly labor and foreign capital. And heretoo locdities with
more dficient economies outcompete lessefficient ones.

(1) Organized labor export and capital import in Sichuan Province Evidenceof labor
mobility is griking. Although many restrictions remain on migration, the floating labor poal
is enormous by any standard.*® Labor moves from areas of surplus to areas of need. An
interesting story concernslabor export from Sichuan province* Total labor exported fromthis
province has reatied 3 million per yea. Remittances from migrants have totaled as much as
3-5 hilli on yuan annually, acounting for ten percent of net farmer income in the province
Provincial authorities have dtadched grea importanceto labor export. The vice governor of
Sichuan province pointed out that labor export has become an important means of developing

benefits of locd services (such as educaion) for locd residents. Moreover, under other
circumstances, these medhanisms could be used to cartelizelabor markets, or for other politicd
pUrposes.

43 Solinger, "The Floating Population."

4 Finarcial Times (China) 19933.9; People's Daily, 19931.2.
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badkward locd emnomies. It requires less capital and yields quick and high returns.
Individuals leave with nothing and return with what is, by locd standards, a fortune. Their
annual incomes are largely higher than 1000yuan, and some have astsover 1 million. They
bring badk cepital to invest inthelocd emnomies, promoting thelocd economy and township-
village enterprises.

Tofoster the processof labor export and capital import, the Sichuan provincial government
established a labor development office headed by the vice governor. Different levels of locd
government authorities established organizations that are responsible for managing labor
exports and the provision of training to improve skills. Some munties established county-
township-vill age hierarchicd labor servicesystems, providing auditing, monitoring services, and
coordination with tax bureau and financial ingtitutions.

(2) Competition for foreign capital. There is also considerable cmpetition among
regions - provinces, townships, cities, spedal economic zones and developmental zones - for
foreign cepital. Two of the main ingredients in this competition are:  First, the laws,
regulations, and taxes that promote e@nomic development, including seaure property rights
and private returns (known as the "software"); and sewnd, infrastructure (such as
transportation and port fadlities) and accessto markets (known asthe "hardware"). There ae
now over 1000zones designed to attrad foreign capital. And thereis considerable evidence
that foreign capital flows toward those aeas where ahigh return is likely.

Asnoted in Sedion 3, not only hasforeign investment increased, but the share of regional
control aso increased dramaticdly. Thisis closely related to the recent trend which might be
termed, "development zone" fever.*> Under the dforts of several levels of locd authorities,
development zones mushroomed in the 1990s. According to the national bureau of land
regulation, in 1991there were only 117 development zones for the entire cuntry. For 1992
it estimated the number to be 2,700.*° In some caes, the causefor thisdevelopment zonefever
isthat locd governmentstry to attrad foreigninvestment or business(so-caled "building anest
to attraa the phoenix"). Inother cases, it isrelated to the emerging red estate businesswhich
is extremely profitable in China. Thisfever does not automaticaly turn on the flow of foreign
investment, however. In many instances, there ae not complementary, well-established
fadlities and other conditionsthat suit large amounts of capital investment. Thisputs pressure
on the locd governments to further improve infrastructure and complementary fadlities.

Dynamics of Competition Among
Jurisdictions: Trends and Momentum

As discussed above, succesgul aspeds of reform and marketization are being imitated in
large numbersof areasin China. The divergencein successand prosperity of seamingly similar
towns, cities, and regions fosters those who do worse to copy those who do better.

4> Sources. People's Daily, 19931.30; Souh Weekad, 19933.5; Guangming Daily,
19936.29.
46 Among the new development zones, only 95 are gproved by the various departments
of central government. Most development zoneswere establi shed by different locd authorities,
from provincial governments down to township governments.
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Competition for fadors implies that the various levels of government must provide seaure
promises to maintain reform and encourage investment.

To illustrate the trend in imitation of the successul areas, we discuss Shaanxi's learning
from Guangdong's experiencein opening trade.*” The governor of Shaanxi provinceobserved
that the reason that Guangdong province atieved fast economic growth was that its markets
were open and interregional trade was not blockaded. Shaanxi, in contrast, maintained
considerable trade barriers, including large numbers of tax offices acossits different counties
and prefedures. In 1991, the provincial government released its control over 125commodity
prices and withdrew 12,289tax offices. The cmmodity trade soon flourished. In the second
half of 1991, the businesstax of commerceincreased by 20.1 percent over the same period of
1990

The central government attached grea importance to Shaanxi's experience. The State
Council made mpiesof Shaanxi government's documents about itsreform policy and sent them
to other provincial governments. Many provinces, such as Gansu, Yunnan, Sichuan, Henan,
Jilin, Ningxia, and Jangsu, responded earnestly. Before long, Jiangsu established a "market
guidance and coordination council”; Guizhou organized a "coordination team for market
circulation reform.” Many provinces have now incorporated the development of a market
system into their socio-emnomic development plans.

Aspart of thiseffort, authoritiesfromvariousregionsare atively studying the politica and
eoonomic arrangements within the most succesgul regions. For example, in 1991, Jangsu
province sent a group of 73 government officials to the southern part of Shaanxi province,
which is a very poor area*® Thisis the first crossprovince government official exchange.
After one yea, they helped many counties, organizations, and firms in that area etablish
cooperative onnedionswith thosein Jiangsu province. Dueto their efforts, the southern part
of Shaanxi has attraded more than 200 ojeds, including more than 10 million yuan and a
range of different types of personnel from other regions. These officials also helped to train
over 2200locd personnel; they provided information to locd firms; and they helped promote
these firms sales on international markets. The official exchange enabled the rich province of
Jiangsu to develop markets and resources in Shaanxi province

Summary

This sedion indicates that a range of behavior under the reforms is consistent with the
predictions of market-preserving federalism. Experimentation, leaning, and adaptation all
follow from the inception of locd politicd freedom over the emnomy. Locad governments
compete with one another for fadors and in the international market for exports.

The illustrations provided in this seaion do not prove our hypothesis, for they are not a
representative sample of behavior. They nonethelessprovide asufficient basisto establish the
plausibility of our contentions.

47 Source: Finarcial Times (China), 19924.1.
8 Source: Econamic Information Daily, 19925.3.
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5. Conclusions

The fundamental dilemma of an economic system is this:. Not only does it depend on the
politicd system for spedfying and enforcing property rights and contrads, but it also depends
on the politicd system to proted the market from politica encroachment. The developed
economies of the West leaned to mitigate this problem long ago, and, for many purposes,
eoonomistscanignorethem. But the same cannot be said for developing countries, particularly
those with long histories of unconstrained government.

The central hypothesis of this paper is that the form of decentralization inherent in the
reformsin China- what we have cdled "federalism, Chinese styl€" - provides an important set
of limits on the behavior of all |evels of government. By design, decentralization diredly limits
the cantral government's control over the eonomy. It also induces competition among locd
governments, serving both to constrain the latters behavior and to provide them with arange
of positive incentives to foster locd economic prosperity.

Thecongtraintsof federalism, Chinese style, are espedally important for Chinafor asecond
reason. The other forms of credible limits on government typica of the developed west,
notably, popular eledions and a separation of powers, appea not to be politicaly feasible for
Chinaat thistime. Consequently, federalism may be one of the few waysinwhich alarge, non-
democratic state can provide aedible limits on its behavior.

The discusson in sedions 3 and 4 reveds that a substantial range of economic behavior
exhibited in Chinais consistent with our central hypothesis. These cae studiesill ustrate the
range of experimentation, leaning, and imitation that has occurred in many areas of China.
The observation of the results of particular experiments providesinformation to al provinces,
not just the one cnducting the experiment. These observations have changed expedations
nation-wide. Yes, many individuals have gotten rich, as sme had warned. But so too have
many province, township, and village governments. This unexpeded but striking fiscd power
has played a significant role in the comparisons aaossjurisdictions, as svera of the caes
above illustrate. The remarkable aility of the reforms to generate resources for locd
governments has had substantial consequences. Not only did thisallow themto providefor the
welfare of itsresidents, often far better than nearby areas which had fought marketizaion, but
it helped change the minds of many who were initially skepticad of reform.

The results of experiments have thus proved criticd to the recent history of China. This
in turn underscores the importance of the federalism with itsinstitutionally creaed absence of
a single government with monopoly control over the emnomy. When there is only one
government and it claimsthat the market would fail to providefor citizen and social needs, who
can credibly claim otherwise, espedally in the presence of the obvious initial costs of
marketization? Incontrast, if many regions can choose policiesfor themselves, all can compare
the results, including those which do not wish to initiate reform policies. The successve
comparisons over the past fifteen yeas, in combination with other fadors, such as the
conservatives fallurein 198992, underpin the new push toward markets over much of China.

Our explanation overlaps with and departs from Shirk's important work. Like Shirk, we
emphasize decentrali zation and the incentives of locd governmentsin the successof economic
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reform.*® In comparison with our argument, Shirk places greaer weight on the politicd
organizaion of locd governments and their control over the eonomy, arguing that locd
politicd officials dould be viewed as creding systems of patronage and loyalty. We believe
that there is considerable truth in Shirk's assertion. Because their approval is necessary for
enterprises, and becaisetheir protedionispart of the maintenanceof enterprise property rights
and contrads, locd governments play a more cedtra role in the eonomy than locd
governments in Western Europe or the United States.

Nonetheless Shirk's argument about particularism and patronage requires qualificetion.
As dated, it appliesin broad form to the patronage systems common in Latin America and
Africa And yet those emnomies have performed, respedively, poorly and abysmaly. Missng
from Shirk's approach is an explanation of the limits on the degreeof emnomic extradion of
locd governments in China, without which there would be no spedaaular emnomic success

Our approach suggestsan answer: The system of federalismand theinherent jurisdictional
competition places griking limitson this g/stem of patronage and politicd spoils. So too does
competition on the international market. Were particularism and patronage in a particular
locdity to placeonerous restrictions or burdens on these firms, they simply could not succeel
ininternational competition. China's griking economic success siggeststhat locd government
particularism differssignificantly fromthat in Latin America and Africa Theseissuesareworth
further reseach.

Before concluding, we briefly discuss ®me of thelimitsof our analysis. First, the evidence
provided in sedions 3 and 4isintended to demonstrate the plausibili ty of our approad; it does
not represent a systematic empiricd test. The latter would require further analysis and more
systematic data from an appropriately constructed sample of provinces, but no such datais
available & this time. Seaond, athough our approach does not rely on arguments about
Chinese culture, we do not imply that Chinese allture isirrelevant. Undoubtedly culture is
central to the ability of individualsand groupswho have taken advantage of new opportunities
under reform. Our argument emphasizes that Chinese e@nomic success refleds in part
ingtitutional changes. A more omplete gproach would show how to integrate our
institutional analysis with the relevant aspeds of Chinese ailture.

Chinastrangition toward a market system isat a aiticd moment. The successof the past
fifteenyeas reform isatremendousasst, not only interms of eaconomic benefitsacdhieved, but
also in terms of politicd institutions restructured. On the other hand, the institutional
foundation underpinning a seaure market system in Chinais far from rationalized and seaure.
We have discussed problems that arise from too week a ceitral government: internal trade
barriers and soft budget constraints of various levels of government are just two phenomena
that refled such a problem. It isfortunate for China's ecmnomic successthat both are lessa

49 Shirk'smore extensive discussonsallow her to trea amuch wider range of topics central
to the reforms success for example, the importance of gradualism, the initial role of agrarian
reform, and the politica mecdanisms underpinning reform within the ceantral government. See
Shirk, Econamic Reform in China, and Susan Shirk, How China Opened Its Door.
Washington, DC: Brookings, 1994
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problem for the township and village levels of government in China. But there ae dso
problems from a central government too strong. And thisisthe danger of recentrali zation per
se. Without further institutional constraints, a financially independent central government
would pose potential dangersto the reform's progressover the past fifteen yeas, espeaally if
run by leaders far lessfavorable to the reforms than Deng Xiaoping.



