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Decentralisation is a widespread phenomenon in many countries, especially 
in developing countries and transitional economies. Whatever its origin, 
decentralisation impacts greatly on important aspects of economic development 
such as the mobility and allocation of resources, the provision of local public 
goods, macroeconomic stability, incentives and efficiency, equity, and so on. 
While decentralisation is widespread in developing and transitional economies, 
theories of decentralisation are mostly, if not exclusively, based on the experiences 
of developed countries. Therefore, assumptions such as the existence of adequate 
institutions may not be satisfied in developing and transitional economies. 
This should make us cautious when applying traditional decentralisation 
theories to developing and transitional economies, and we should be aware of 
the possibility of obtaining contradictory or insignificant results when we 
empirically estimate the effects of decentralisation in these economies. We do 
not have enough empirical knowledge of decentralisation to enable us to make 
definitive recommendations as to what, when, or how, to decentralise. Much 
discussion on decentralisation is a curious combination of strong theoretical 
beliefs and weak empirical evidence (World Bank 1999). 

Sometimes the complexity of decentralisation is ignored by decision-makers 
who are pressed to establish reform measures. Analysing the effects of 
decentralisation policies is significant because in the short run it helps to identify 
pragmatic approaches for compensating weak institutions in developing and 
transitional economies, and in the long run helps to reflect on appropriate key 
institutions for successful decentralisation. From this perspective we look at 
decentralisation in the transitional economy of China and hope to glean some 
useful results and implications for future reforms. 



Decentralisation, economic growth and provision of public goods 

China began its economic reforms in 1978 and has become one of the 
world's fastest growing economies. The third plenum of the Eleventh Party 
Congress in December 1978 changed the national objective from a battle of 
classes to one of economic development. During the third plenum of the Twelfth 
Party Congress in 1984 the ideology became the development of a planned 
merchandise economy. Since 1994, the transformation of China into a market
oriented economy has become the main reform objective. Whatever the principal 
domain concerned, a shared characteristic of economic reform in China has 
been the decentralisation of economic decision-making power in order to create 
incentives for economic development. Decentralisation has various transmitting 
canals which are translated into various systems in different domains of the 
economy, such as the household responsibility system in the rural areas, the 
floating salary system in state-owned enterprises (SOEs), and fiscal contracting 
systems between different levels of the government. As the fiscal system is an 
integral part of any economy and has important implications for other aspects 
of the economy, this chapter focuses on fiscal decentralisation. 

Decentralisation in China 

The idea of decentralisation is not new to such a vast country as China. During 
the late 1950s and early 1970s there were waves of decentralisation (Qian 
1999). During these periods, about 24,000 People's Communes were 
established under Mao's initiative. Each commune combined industry, 
agriculture, military and trade. The whole country was divided into seven 
cooperative regions, each of which was instructed to industrialise quickly. A 
number of centrally-owned enterprises were delegated to local governments, 
who were responsible for the local allocation of production factors, including 
investment and labour. 

These measures can only be strictly classified as decentralisation because 
the measures were administrative, limited within the public sector, and aimed 
only at improving the central government's supervision at local levels.! Only 
since 1979 has decentralisation accompanied by economic liberalisation been 
aimed at facilitating market-oriented reforms, concerning both the state and 
the non-state sector. Subsequently, these moves can be classified as 
decentralisation in a broad sense.2 

Fiscal decentralisation 

Before 1979, the fiscal system was centralised despite waves of decentralisation 
in the late 1950s and early 1970s. Local governments and SOEs transmitted 
all their revenues and profits to the central government, and the central 
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government determined expenditure plans for local governments and SOEs. 
Local governments were only local agents of the central government that 
supervised SOEs and had little managerial autonomy over local economic 
development. In 1980 a major fiscal reform took place, changing from a 
centralised to a contracting system, and changing accordingly the inter
governmental relationship. Fiscal revenues in each province were divided into 
fixed central revenue, transferred totally to the central government; fixed local 
revenue, belonging to the local government; and shared revenue, subject to 
sharing with the central government according to a fiscal contract negotiated 
individually with the central government on an annual basis. There were six 
basic types of sharing schemes including 

• fixed sharing, where a fixed proportion was remitted to the centre 
.. incremental sharing, where a certain proportion was retained by the 

province up to a quota, then a higher proportion was retained in 
excess of the quota 

.. sharing up to a limit, where revenue was shared up to a certain 
amount; above this amount all revenue was retained by the province 

• lump-sum remittance 
.. lump-sum remittance with growth, where the lump-sum amount 

remitted to the centre increased at a contracted rate annually 
.. lump-sum subsidies by the centre (Bahl and Wallich 1992; Wong 

1991). 
The intention of such fiscal contracting is to induce a strong positive 

relationship between local revenues and local economic prosperity, providing 
incentives for local governments to foster local economic development 
(Montinola et al. 1996). 

Another important aspect of fiscal decentralisation in China is the expansion 
of extra-budgetary funds of local governments. These funds, composed 
principally of surtaxes, fees of utilisation, SOE profits and depreciation, reached 
80 per cent of total budgetary funds in 1990. Unlike budgetary revenues, 
these funds are neither subject to sharing with, nor to supervision by the 
central government. They are assigned to specific utilisation by local 
governments without having to obtain the central government's approval. These 
funds are especially valuable to local governments who have found ways to 
convert budgetary funds into extra-budgetary funds (Shah 1998). 

The increasing role of local governments 

A direct consequence of fiscal decentralisation is the increasing role of local 
governments in the provision of local public goods and in the local economy. 

Before 1979, investment in infrastructure was considered non-productive. 
Thus, the central government gave little attention to infrastructure construction 
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and maintenance, and local governments had limited authority to procure 
investment funds for constructing and maintaining local infrastructure. When 
economic reforms began, the insufficiency of infrastructure became evident 
and constituted a botde-neck of economic development. Decentralisation 
policies gave local governments the responsibility for urban construction, which 
comprised housing, road, water and power systems. As better infrastructure 
improves the productivity of enterprises, and local governments are responsible 
for local economic performance, local governments have the incentive to improve 
local infrastructure (Qian 1999). 

Not only do Chinese local governments play the basic role of providing 
public services such as education, health, culture, policing and infrastructure, 
but they are also direct actors in local economies. They are responsible for the 
fixed investment in public enterprises and supervise nearly three quarters of 
industrial enterprises in terms of production. They also give out licenses, make 
policies concerning the non-state sector, coordinate urban development, and 
can facilitate the creation of new enterprises and even conciliate conflicts between 
enterprises. One of the most important mechanisms at the disposal of local 
governments, is their control of resource allocation through their influence on 
the nomination of managers and the allocation of employees in state-organised 
enterprises, and through their considerable control of the allocation of public 
investment and bank credit. 

Township and village enterprises (TVEs) are a good example of local 
governments' close relationship with local enterprises and their direct 
involvement in productive activities. As some authors point out, the autonomy 
of TVEs is great, but is mainly limited to daily operation decisions. Main 
decisions, such as those concerning investment and finance, are made by 
township and village governments. The latter transform their bureaucratic 
relations into business networks and take charge of many important links of 
the production chain (Oi 1996). 

Decentralisation in itself is not the goal of reforms. The essential question 
to ask is whether the substantial decentralised economic power of local 
governments is of net benefit to the economy. Before seeking an answer to this 
question through empirical estimation, let us first look at some theoretical 
arguments. 

Economic theories of decentralisation 

Theories in favour of decentralisation 
A large body of theoty in favour of decentralisation are based on the conception 
of public goods. 3 Given the consideration that information transmission is 
costly, decentralisation may permit better decision-making on the provision of 

257 



Dilemmas of China's Growth in the Twenty-First Century 

local public goods because local governments are better informed about local 
conditions and preferences (Hayek 1945). Decentralisation may also allow 
residents across regions to group themselves together and choose the menu of 
public goods that suits the group members best (Tiebout 1956). Given the 
assumption that the decision on the quantity of public goods to be produced 
by a jurisdiction is independent from decisions of other jurisdictions, and that 
there are no economies of scale, 'it is always easier for the sub-national groups 
to produce the goods in Pareto optimal quantities than for the central 
government (or at least as easy)' (Oates 1972). In the presence of externalities, 
local governments are better positioned to take charge of those public goods 
having local externalities.4 

The aforementioned theories take for granted that governments want to 
provide public goods as efficiently as possible. A second body of theory highlights 
the incentives and competition created by decentralisation, and seeks to answer 
the question of why governments want to provide public goods as efficiently as 
possible. According to these theories, decentralisation gives the responsibility of 
the provision of public goods and the development of local economy to local 
governments. Those who do well are praised in public and are more likely to be 
promoted to higher positions. Their fiscal revenues also increase as production 
value grows in their localities. Decentralisation thus creates both moral and 
material incentives for local governments to improve the provision of local public 
goods and to promote economic growth in their localities. 

Given the important role of local governments in promoting local economic 
development and the, at least partial, mobility of production factors, local 
governments compete with one another to attract production factors to their 
localities, and to provide necessary infrastructure and facilities to local enterprises 
for the utilisation of these factors. They may also initiate and encourage 
experiments on new production and commercialisation methods within their 
localities. Successful outcomes can be diffused into other localities and the 
whole economy can thus benefit. Failures can be limited within a region and 
do not affect other regions (Qian and XU 1993). 

One of the theories of particular relevance to China is that developed by 
Montinola, Qian and Weingast (1996), who elaborated on Chinese-style 
federalism. This theory says that when a set of conditions are met, federalism
whose fundamental feature is decentralisation-is market-preserving and 
induces competition among jurisdictions.5 This competition provides a number 
of salutary effects, including hardened budgetary constraints for local 
governments and incentives for local governments to promote local economic 
development through the increased provision of infrastructure, utilities and 
market access. 

A third body of theory is based on the consideration of soft budgetary 
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constraints (SBCs). SBCs exist when enterprises or any other economic agents 
can be bailed out of financial difficulty, as is often the case in the public sector 
and in a centralised system. Economic agents with soft budgetary constraints 
tend to be less responsible for their decision-making and they are less efficient 
in their management than those with hard budgetary constraints (Kornai 
1980). Decentralisation demands local governments and enterprises be 
responsible for balancing their budgets. In this way, hard budgetary constraints 
force them to be more efficient (Raiser 1996). 

Theories against decentralisation 

The theory of fiscal federalism can be criticised on the grounds that where 
developing countries are concerned, the theory's explicit or implicit assumptions 
are unlikely to be met. The federalism theory assumes that the main difference 
between various localities or regions is their preferences or tastes. In reality, in 
most developing countries, the main difference is income, and the main concern 
is to satisfy basic needs rather than reveal the fine difference in preferences 
across the country. This theory also assumes that the residents of each locality 
can express their preferences through voting, which is not often the case in 
developing countries. Another assumption is that elected officials will satisfy 
the revealed preferences of local residents. In reality, officials may lack adequate 
resources to do so. They may also lack incentives, especially if they are elected 
on political, personal or tribal considerations. On the other hand, it is not 
always the case that goods or services provided by the central government are 
uniform rather than geared to the different needs of different regions. Higher
level government officials may be quite able to differentiate the services they 
provide (Prud'homme 1994). Furthermore, the production costs of public 
goods are assumed to be the same at the central and local levels, but where 
economies of scale exist, the central government may well be more cost-efficient 
than local governments.6 

A substantial body of literature concerning redistribution, regional 
protectionism and macroeconomic stability issues warns against 
decentralisation. In terms of redistribution, decentralised redistribution is likely 
to be unfair across regions and self-defeating (Prud'homme 1994)7. When 
redistribution is actually considered a national public good that the central 
government should be responsible for, the central government should dispose 
of sufficient revenue in order to be able to redistribute income effectively. 
Decentralisation tends to increase local governments' revenue share and reduce 
that of the central government, thus reducing the latter's ability to redistribute 
income effectively. 

In terms of regional protectionism, the competition between local 
governments to attract production factors and to sell local products can result 

259 



Dilemmas of China's Growth in the Twenty-First Century 

in regional protectionism such as commercial barriers, unequal treatment of 
local enterprises and enterprises of other jurisdictions. Competition of this 
kind is called destructive competition (Prud'homme 1994). 

In terms of macroeconomic management, which is classified as a national 
public good, if the central government is to use fiscal policies for macroeconomic 
management, its share of revenues must be sufficiently large in relation to 
both GNP and total governmental revenues. 8 However, decentralisation risks 
reducing the importance of the central government's revenue and thus weakens 
its macroeconomic management ability. Furthermore, it is possible that the 
fiscal policies of local governments run counter to those of the central 
government (Prud'homme 1994).9 This opposition is a source of economic 
instability. 

Econometric analysis of the effects of 
decentralisation in China 

The theories presented in the previous section provide no clear-cut opinions 
on the effects of decentralisation, and so we turn to an empirical estimation of 
the effects of decentralisation in this section. We restrict ourselves to the domain 
of fiscal decentralisation for lack of detailed data on enterprises and on 
government-enterprise interactions. The important role played by local 
governments also justifies a concrete empirical analysis. 

literature review 

As noted in the introduction, analyses of the impact of decentralisation are 
often characterised by strong theoretical beliefs and weak empirical evidence. 
For example, a study of twenty-three developing countries for the period 1974-
91 (Woller and Phillips 1998) failed to find a significant relationship between 
decentralisation and economic growth. On the other hand, although 
decentralisation theories are largely based on public goods, few studies really 
deal with the impact of decentralisation on public goods. In addressing this 
gap, we provide an estimation of the effect of decentralisation on the provision 
of local public goods in China. 

There are four notable studies, whose results are mixed, on the impact of 
decentralisation on economic growth in China (Zou and Zhang 1995; Lin et 
al. 1997 and 1998; Qian et al. 1999). We estimate that the ambiguity 
principally comes from the following two processes. 
Indicator of decentralisation. In cross-sectional studies, one indicator of 
decentralisation is the ratio of the expenditure of local governments over that 
of the central government. This measures the relative importance of local 
governments in terms of expenditure. In cross-provincial studies, the counterpart 
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would be the ratio of the expenditure of each provincial government to the 
expenditure of the central government in each province. But this data is 
unavailable for China. Zou and Zhang (1995) used the ratio of the expenditure 
of each provincial government to the total expenditute of the central 
government as an indicator of decentralisation. In our view, this is not a reliable 
indicator of decentralisation because different provinces share a common 
denominator. Thus, the degree of decentralisation in each province depends 
on the size of its expenditure: the more it spends, the more decentralised it is. 
Government expenditures, however, also depend on the size of the population, 
the state of economic development of the province and other factors (Lin et aL 
1998). 

In our study, we use the marginal fiscal revenue retention rate as an indicator 
of decentralisation as stated in Bahl and Wallich (1992) and Lin et aL (1997 
and 1998). This ratio reflects the marginal percentage of an increase in fiscal 
revenue in each province that the provincial government can retain. For example, 
if a province remits a certain percentage of its fiscal revenues to the centre, the 
remaining percentage will be its marginal fiscal revenue retention rate; if it 
remits a lump-sum amount of revenue, or receives a subsidy, its marginal fiscal 
revenue retention rate will be 100 per cent. 
Control variables. Lin et aL (1997 and 1998) have twice studied the impact of 
fiscal decentralisation on economic development in China, with contradictory 
results. They recognised the importance of including different reform variables 
in the growth equation, but they did not include any variable of openness. In 
the work of Qian et aL (1999), the growth equation has only labour force and 
tax rate as control variables. These are insufficient to explain growth. 

In our study, we try to include as many reform variables as possible. Indeed, 
decentralisation may influence the economy both directly and indirectly 
through its effects on other growth variables. We shall see what the effect of 
decentralisation is after controlling for other growth variables. 

Empirical results 

In looking at the estimation of the impact of decentralisation on the local 
provision of public goods, we adopt a model based on a study by the World 
Bank (Estache and Sarbajit 1995) .10 In general the level of infrastructure can 
be explained by the density of the population, GDP per capita, budgetary 
expenditures (including infrastructure investment), urbanisation and 
decentralisation (Estache and Sarbajit 1995). In China, due to its special 
importance, the extra-budgetary expenditure should also be included. Another 
variable, the household responsibility system, which has been the most 
important source of rural growth, could also be an explanatory variable because 
it raised the demand for infrastructure to transport products and people 
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between the countryside and cities. 
Our data are a panel that covers 29 Chinese provinces between 1979 and 

1993. After testing for specific effects (tests of Breusch and Pagan) and fixed 
effects (Hausman test), a fixed-effects model is retained to account for 
unobservable characteristics or circumstances in each province such as 
technological differences in building infrastructure. 11 

Table 13.1 reports the results of decentralisation and provision of local 
infrastructure in China (see Table A13.1 for the description of these variables). 
As expected, DENPOP is significantly positive, reflecting the congestion 
phenomenon of infrastructure: more people need more infrastructure. GDP is 
significantly positive, reflecting the fact that a more developed economy creates 
a greater need for infrastructure, and can also afford more infrastructure. HRS 
is significantly positive; and URB is positive but not significant. Its effects 
have probably been captured by HRS since urbanisation is principally a 
phenomenon resulting from rural growth. 

The variables of interest are the last three. EXD is significantly positive (at 
ten per cent confidence), while BUD is significantly negative, implying 
opposing effects of the expansion of provincial budgetary and non-budgetary 
expenditures on provincial infrastructure. In fact, expenditure responsibility 
has been less decentralised than revenue responsibility, and is still subject to 
control by the central government, which often prioritises national rather than 
local infrastructure, and tends to limit local expenditure on local infrastructure 
in order to spare scarce resources (Wang 1996). In this case, local governments 
turn to extra-budgetary funds to satisfy local infrastructure needs. This is a 
phenomenon of unaccomplished decentralisation. One can expect that when 
decentralisation deepens, local governments will assume greater expenditure 
responsibilities, and extra-budgetary funds will be included in regular budgetary 
funds, conforming to international practice. DC is significantly positive, 
confirming the view that decentralisation allows and encourages local 

Table 13.1 Decentralisation and provision of local infrastructure in 
China, 1979-93 

Dependent variable: INFRA 

Explanatory variables 

DENPOP 
GDP 
HRS 
URB 
EXD 
BUD 
DC 

Coefficient 

0.0047 
0.0002 
0.3223 
0.0848 
0.0955 

-0.169 
0.010 

(t-student) 

(5.487) 
(7.299) 
(2.166) 
(1.208) 
(1.73) 

(-4.074) 
(2.642) 

Notes: R2 (within) is 0.7841; The number of observations is 254. 
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governments to be more involved in local infrastructure provision. 
The growth equation we have adopted to estimate the impact of 

decentralisation on provincial economic growth is based on previous studies 
on decentralisation in China (Zou and Zhang 1995; Lin et aL 1997, 1998; 
Qian et aL 1999): 

gGDPit = yGDPit_ 1 + f3X it + ODe it + a i + TJ t + fit 
where gGDP is the growth rate of real GDp, GDP(-l) is initial GDP, X is a 

vector of control variables susceptible to influence growth, DC is a vector of 
variables of decentralisation, a i controls for possible unobservable provincial 
characteristics, and TJ t for temporal effects. Here X includes, on the one hand, 
variables of investment and labour, and on the other, variables of tax rate, 
openness, agricultural reform and non-state sector development, which capture 
the effects of different reforms. The data are also a panel that covers twenty
nine Chinese provinces over the period 1979-93.12 After testing for specific 
effects (tests of Breusch and Pagan) and fixed effects (Hausman test), a pooled 
model is retained. 

The variables EXR, EXD and DC all have a negative sign, implying that 
fiscal decentralisation, as measured by the expansion of extra-budgetary funds 
and the marginal fiscal revenue retention rate, had negative effects on GDP 
growth in Chinese provinces during 1979-93 (Table 13.2).13 

We provide several possible explanations of this result based on both theories 
and considerations of the actual situation in China, while being conscious of 
the multi-faceted nature of the transmission of the impact of decentralisation 
on the economy. 

In the analytical framework of market-preserving federalism (Montinola et 
aL 1996) concerning the competition between local governments, it is beneficial 
only if local governments do not erect trade barriers and if the entire nation 
becomes a common market (Condition 3). One can, however, discover much 
regional protectionism among Chinese provinces. Provincial governments 
effectively reduce competition for local enterprises through their intervention 
in intra and inter-regional trade (Wong 1987). Concerning local governments' 
budget constraints (Condition 4), if revenue-sharing among governments is 
limited by the fiscal contracting system, borrowing by governments is not as 
constrained. Governments at the provincial, municipal and county levels gained 
great influence over credit decisions through the regional branches of the central 
bank and specialised banks. These banks were subordinate to both the banking 
hierarchy and to local governments. The latter gained more weight as reforms 
proceeded and were directly involved in the formulation of credit plans and 
able to impose loans on specialised banks (Qian et al. 1999). Furthermore, 
although the larger part of centrally controlled enterprises have been 
decentralised to local governments, they are still under government control. 
When they are in financial difficulty, they can still rely on local governments 
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Table 13.2 Decentralisation and provincial economic growth in 
China, 1979-93 

Dependent variable: gGDP 

Explanatory (1 ) (2) 
variable coefficient (t-student) coefficient (t-student) 

GDP_1 -0.4188 (-4.385) -0.4124 (-4.343) 
TAX -0.2647 (-2.394) -0.2759 (-2.492) 
INV 0.2768 (2.036) 0.2796 (2.063) 
LABOUR 0.3237 (3.216) 0.3209 (3.197) 
GPOP -0.1419 (-2.654) -0.1425 (-2.669) 
OPEN 0.1654 (3.014) 0.1649 (3.010) 
FDI 0.038 (2.038) 0.0374 (2.056) 
HRS 2.0687 (2.104) 2.012 (2.057) 
NSOE 0.7144 (2.868) 0.6909 (2.795) 
YEAR89-90 -0.6208 (-8.108) -0.6149 (-8.031 ) 
EXR -0.1196 (-4.423) .. .. 
EXD .. -0.1228 (-4.497) 
DC -0.4103 (-4.638) -0.4163 (-4.708) 
Observations 236 236 
Adjusted R2 0.5585 0.5597 

to bail them out. While these essential economic production units still face 
soft budget constraints, their productivity remains low, limiting economic 
growth. The institutionalisation and durability of decentralisation (Condition 5) 
has not yet been achieved. The necessary conditions for market-preserving 
federalism to take full shape and to have the favourable effects on economic 
growth as predicted are still to be met in China. 

Under the fiscal contracting system, local governments effectively controlled 
tax collection efforts by offering varying degrees of tax concessions, and found 
ways to convert budgetary funds into extra-budgetary funds. Thus, while it is 
common in industrialised countries that the proportion of government revenue 
in GDP increases as the country's economy grows and then stabilises having 
attained a certain level (Chen 1996), in China the evolution of the proportion 
of government revenues in GDP displays an inverse tendency.14 

On the expenditure side, however, the central government has failed to 

achieve corresponding reductions in expenditure responsibilities so that the 
government deficit increased over the same period. 

The shortage of financial resources affected the central government's 
macroeconomic management ability as well as its capacity to provide national 
public goods. The lack of the central government's effective macroeconomic 
control and the monetary expansion initiated as local governments gained 
further autonomy thanks to fiscal decentralisation have caused periods of double
digit inflation in the late 1980s and early 1990s (Fan 1995). The lack of funds 
for national infrastructure investment exacerbated the bottleneck in the economy 
(Shah 1998). 
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Table 13.3 Share of government revenues in GDP in China 

Year 

% 

1979 

28.4 

1981 

24.2 

1983 1985 

23 22.4 

1987 

18.4 

1989 

15.8 

1991 

14.6 

1993 

12.6 

1995 

10.7 

Source: SSB, 1999. China Statistical Yearbook 1999, China Statistical Publishing House, 
Beijing. 

Table 13.4 Government deficit in China (100 million yuan) 

Year 

Deficit 

1979 1981 

-135.4 37.4 

1983 1985 

-42.6 0.57 

1987 1989 1991 1993 1995 

-62.4 -158.9 -237.1 -293.4 -574.5 

Source: SSB, 1999. China Statistical Yearbook 1999, China Statistical Publishing House, 
Beijing. 

The way in which the fiscal contracts between the central and provincial 
governments were determined depended on individual negotiations instead of 
on institutional or legal grounds. The considerable amount of bargaining 
involved suggests a central government whose actions are severely constrained 
by the provinces (Zhang 1999). 

The substantial power of local governments in capital allocation can delay 
the development of a national capital market and affect the efficiency of capital 
allocation. Despite a promising start, non-state investment societies have not 
developed into serious competitors with state banks, due in part to local 
governments' intervention and administrative barriers (Wong 1987). 

The direct involvement of governments in economic activities may be risky 
and problematic. While government officials are not trained to be entrepreneurs 
their entrepreneurial capacity in the allocation of resources and credit may be 
overestimated thanks to their bureaucratic power and authority. And it may 
be problematic because local governments undertaking entrepreneurial activities 
is not consistent with the objective of consttucting a market economy, where 
governments should intervene only indirectly as providers of public goods and 
as macroeconomic regulators. In fact, the excessive role played by local 
governments in China may become the bottleneck of a true or complete 
decentralisation, which implies that economic decision power should belong 
to enterprises. 'Putting local governments out of business and keeping them 
within their own business is very crucial in the process of transition from plan 
to market' (Bird and Wallich 1993). 

Despite the positive effects of decentralisation, its negative effects have come 
to compromise them. Our study, however, is at the provincial level; studies at 
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lower levels may show opposite results. For example, Lin et al. (1997) studied 
the impact of decentralisation on growth at the town and village level and 
found a positive relationship between decentralisation and growth. Perhaps 
this justly implies that decentralisation should be deepened to lower levels to 
have positive effects on economic growth. 

Conclusion 

During the period 1979-93, fiscal decentralisation, as measured by extra
budgetary funds and the marginal fiscal revenue retention rate of each province 
in China, had a positive impact on the provision of local public goods, as 
represented by infrastructure, and a negative impact on provincial economic 
growth. 

The negative impact of decentralisation on provincial economic growth in 
China may be due to an inappropriate degree, or a badly adapted form, of 
decentralisation. In terms of intergovernmental relationship, decentralisation 
has perhaps gone too far for the central government to take effective control of 
the macroeconomic situation of the country. However, in terms of the 
government-enterprise relationship, decentralisation may not have gone far 
enough for enterprises to have true autonomy or hard budget constraints. 
Enterprise must be emphasised in the process of decentralisation, while the 
close link between local governments and enterprises must be broken so that 
enterprises can react on their own to market signals, and so that local 
governments restrain themselves from direct involvement in productive activities 
and act only as regulators of the economy and providers of public goods. 
Concurrent with reducing the role of local governments in the allocation of 
resources, it is essential to develop factor markets so that the market can fulfil 
its function of allocating resources. 

Indeed, the contractual system of sharing fiscal revenues between the central 
and local governments should be viewed as an intermediate step in fiscal reform, 
which was itself a product of gradual reform. This was also an outcome of 
compromising reformist forces and the pressures coming from different interest 
groups that had benefited under the previous regime. This system was reformed 
in 1994, with three main objectives: re-addressing the two ratios, the ratio of 
budgetary revenue to GDP and the ratio of the central government's revenue 
to total governmental revenues; constructing a new intergovernmental 
relationship through the separation of central and local tax collections; and, 
establishing a more effective and more uniform system of taxation. This reform 
did not significantly change the ratio of budgetary revenues to GDP (10.7 per 
cent in 1995, 10.9 per cent in 1996, 11.6 per cent in 1997; China Statistical 
Yearbook 1998). The ratio of the central government's revenue to total 
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governmental revenue, however, increased noticeably (22 per cent in 1993, 
55.7 per cent in 1994, 52 per cent in 1995, 49.4 per cent in 1996, and 48.9 
per cent in 1997; China Statistical Yearbook 1998). The reforms of 1994 have 
established separate tax collection agencies for the collection of central and 
local taxes, respectively. A more equitable and more uniform fiscal system has 
been established, imposing the same tax rate on enterprises with different 
property rights, favourable to a more equitable competitive environment for 
all enterprises. An interesting task for future studies would be to find another 
reliable indicator of decentralisation after 1993 and to estimate the effect of 
decentralisation since then. 

Appendix 13.1 

TableA13.1 Description of variables with dependant variable INFRA 
(in logarithm form) 

Dependent variable 

INFRA: the density of infrastructures, measured by the length of rails and roads 
divided by the area of the province. 

Explanatory variables 

DENPOP: the density of the population, measured by the number of persons divided by 

GDP: 
HRS: 

URB: 

EXD: 
EXPEND: 
DC: 

the area 
real GDP divided by the population 
the variable for the household responsibility system, measured by the 
percentage of agricultural households that have adopted this system 
urbanisation, measured by the percentage of the non-agricultural population 
to the total population 
extra-budgetary expenditure divided by GDP 
budgetary expenditure divided by GDP 
the marginal fiscal revenue retention rate of each province 
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TableA13.2 Description of variables with dependant variable gGDP 
(in logarithm form) 

Dependent variable 

gGDP: real GDP growth rate 

Explanatory variables 

GDP 1: real GDP of the previous year 
TAX: - taxes divided by GDP 
INV: total fixed investment divided by GDP 
LABOUR: total number of employees 
GPOP: the growth rate of the population 
OPEN: the sum of imports and exports divided by GDP 
FDI: foreign direct investment divided by GDP 
HRS: the variable for the household responsibility system, measured by the 

NSOE: 
1989-90: 
EXD: 
EXR: 
DC: 

percentage of agricultural households that have adopted this system 
the share of non-state enterprises in industrial production 
dummy for years 1989 and 1990 
extra-budgetary expenditure divided by GDP 
extra-budgetary revenue divided by GDP 
the marginal fiscal revenue retention rate of each province 

Appendix 13.2 

Explanation for the signs of variables in Table 13.2 

Variable Sign Explanation 

GDP_1 Negative Conditional convergence: poorer provinces grow 
more rapidly than richer provinces, all other things 

TAX Negative 
equal (Barro 1996) 
Excessive tax rate discourages economic agents; 
governments can channel tax revenues to non-
productive activities (Zou and Zhang 1995; Un and Uu 

INV Positive 
1998) 
Essential positive growth factor (Levine and Renelt 
1992; Barro 1996) 

LABOUR Positive Essential positive growth factor (Barro 1996) 
GPOP Negative Growth of population can entail a reduction of 

resources per capita 
OPEN Positive Openness attracts advanced technology, 

managerial skills and intemational competition 
(Lucas 1988; Grossman and Helpman 1991; 
Balassa 1993) 

FDI Positive FDI adds to domestic investment and brings about 
technological progress in the recipient country 
(Blomstrom 1991; Coe and Helpman 1995; Demurger 

HRS Positive 
1997) 
Successful rural reform, improving rural productivity 

NSOE Positive 
(Un and Uu 1998) 
The development of non-state enterprises-notably 
township and village enterprises-contributes to 
product and productivity growth (Qian 1999) 

1989-90 Negative Political events troubled economic growth process. 
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Notes 

In a broad sense, decentralisation implies eliminating restrictions and decentralising decision
making power to individual and private activities. In a strict sense, however, decentralisation 
can only mean giving autonomy to lower levels of government and to public enterprises 
and banks; that is, decentralisation within the public sector (Fan 1995). 

2 Under the strict defmition of decentralisation, eliminating restrictions on the private sector 
is referred to as economic liberalisation. Economic liberalisation is represented by reforms 
in the price system and the emergence and rapid development of the non-state sector. 
Before 1979, product prices were fixed by the central government; not long after the 
beginning of reforms, this planned price system was replaced by a dual price system, 
planned and market prices coexisting; with the advancement of the reforms, market prices 
became increasingly predominant. Before 1979, all enterprises were publicly owned; since 
1979, enterprises with other forms of ownership have emerged and developed rapidly. 

3 A public good is characterised by the non-exclusivity and non-rivalry of its consumption. 
It can be consumed simultaneously by several or many consumers without its disposable 
quantity being diminished; consumers who pay a certain price for it cannot exclude each 
other in its utilisation (Greff1994). 

4 Externalities are defined as the variations of utility of an agent engendered by the action of 
another agent without resulting in any compensatory movement on the market (Greff 
1994). 

5 These conditions are a hierarchy of governments with a delineated scope of authority; that 
sub-national governments have primary authority over the local economy; that national 
government has the authority to police the common (national) market and to ensure the 
mobility of goods and factors across sub-national jurisdictions; that both revenue-sharing 
among governments and borrowing by governments are limited so that all governments 
face hard budget constraints; and that the allocation of authority and responsibility has an 
institutionalised degree of durability so that it cannot be altered by the national government 
either unilaterally or under pressure from sub-national governments. 

6 There are reasons to believe that central bureaucracies are more likely to operate near the 
technical production frontier: the central government is likely to attract better qualified 
people-not necessarily because of higher salaries but because of better careers or 
distinguishing positions. The central government is more likely to be able to afford large 
investments in research and development for new technologies (Prud'homme 1994). 

7 If a jurisdiction adopts policies that impose high taxes on rich people and give more 
benefits to poor people, rich people tend to leave for jurisdictions where tax policies are 
more favorable for them. Poor people in other jurisdictions tend to move into this jurisdiction. 
This generous jurisdiction will soon be unable to sustain its policies. 

8 Local governments have few or no incentives to provide it because a local government that 
would provide such a good would have to take charge of all the costs of its production but 
would receive only a small benefit. 

9 In practice, local governments may want to increase expenditures or raise taxes while the 
central government is trying to reduce spending or cut taxes. 

lOIn this study, the dependent variable was the expenditure of infrastructure in each country. 
In the case of China, a portion of infrastructure expenditure comes from extra-budgetary 
funds, for which we have no detailed category data. The portion of infrastructure 
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expenditure financed by public bank lending is not shown in the public finance data 
either. Here, our dependent variable of infrastructure is the density of rails and roads. 

11 See Appendix 13.1 for a description of the variables. 
12 See Appendix 13.1 for a description of the variables. 
13 See Appendix 13.2 for an explanation of the signs ofGDP_1, TAX, INY, LABOUR, 

GPOp, OPEN, FDI, HRS, NSOE and 1989-90. 
14 For example, the evolution of the proportion of government revenues in GDP in the 

United States is as follows 
Share of government revenues in GDP in the United States. 

year 1902 1920 1940 1950 1960 
percent 7.8 12.6 17.7 23.1 29.7 
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1970 
32.9 

1980 
34.0 




