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I. Introduction

In any discussion of China’s decentralization and local governance, there are three aspects that deserve special attention. First, China is a huge country with five levels of government. Below the central government are 31 provincial level units(42 million population on average), 331 prefecture level units (3.7 million people on average), 2109 counties (580,000 people on average), and 44,741 townships (27,000 people on average). Furthermore, there are about 730, 000 more or less self-governed villages in rural areas below the township level (World Bank, 2002). The multi-level nature of Chinese bureaucracy frequently causes confusion when people talk about decentralization and local governance in China, since the level of decentralization and local governance they talk about can range from provincial to village level.  

Second, the fact that China is still a transitional economy in a significant process of marketization makes the existing literature on China’s decentralization somewhat different from the general decentralization literature. Since China used to be a planned economy and most of the economic activities were under center’s control in the plan period, the reforms initiated since the late 1970s can be viewed as a process of delegating more decision-making powers in investment approval, firm entry, revenue mobilization and expenditure responsibilities to lower levels of government and granting more autonomy in production and marketing to transitional state owned enterprises.  As a result, much of the literature on China’s decentralization actually dealt with China’s economic transition and liberalization (see Qian and Weingast 1996 as an example), compared to the general literature of decentralization that focus on the transfer of public functions to lower levels of government. 
 (see Bardan 2002 for an excellent survey ). 
Third, China is still a one party state with all levels of government officials nominated and appointed from above by the ruling Communist Party. Only after 1990s grass-root elections took place extensively at village level (which is not formally a level of government). Therefore, the concepts of “constitutional decentralization” and “political decentralization” do not quite fit in the case of China since neither are there institutionalized rights of local governments in the central decision-making procedures nor are there widely accepted genuine elections at and above township level. 
This paper does not intend to present a general picture of China’s decentralization and local governance given the relatively limited research and literature in the area and the paper’s space constraint. Instead, it focuses on a limited number of topics considered essential to understand China’s decentralization and local governance by the authors and at the same time take into account the three aspects mentioned above. Considering the multi-level nature of Chinese bureaucracy, we will focus on the decentralization and governance issues at local level, i.e. county, township and village level, while at the same time trying to illustrating the structure and evolution of inter-governmental arrangements at higher levels that constitute the institutional setting and background of local governance. Since China is an economy under transition, the Chinese government was deeply, and still is, although to a lesser and lesser extent, involved in some competitive sectors and intervenes into the social and economic lives on many fronts. The decentralization process in China has been accompanied by institutional changes such as granting more power of non-public functions (such as investment approval, entry of non-state firms) to local governments. 
  Since the decentralization of non-public functions constitutes an important element in China’s economic transition and in many cases took place simultaneously with the decentralization of public functions, we will study both dimensions in this paper. Furthermore, the centralized political system and its characteristics not only have shaped the administrative and fiscal decentralization process to a large extent, but also constitute a basis for our understanding of many local governance issues in China, thus their impacts will be extensively discussed.

The paper is structured as follows: in Part II, we briefly review the evolution of China’s decentralization and inter-governmental relationships up to middle 1990s and aim to provide an institutional context for latter sections. With a brief historical review of China’s long history of bureaucracy, we describe the institutional features and evolutions of China’s inter-governmental relationships both before and after the marketization reform, with the emphasis on the administrative and fiscal decentralization induced by China’s market-oriented reforms since the late 1970s. In Part III, the roles played by local governments in local economic development, especially their support for collective enterprise development in 1980s is discussed, along with its relationship with the fiscal and administrative decentralization and the changes of local governments’ roles in the 1990s.  In Part IV, the issues of local public finance and public service provision are reviewed and the impacts of the current fiscal system on these issues are analyzed. In Part IV, we explore the issues of local governance and public goods provision from the perspectives of higher-level mandates and local cadres’ performance evaluation and competition endogenous to the centralized political regime. One prominent local governance issue, i.e., the excessive rural taxation and farmer’s burdens, is discussed with empirical evidence provided.   Part V focuses on the developments and problems in the newly promoted village elections by providing a brief literature review and proposing possible direction for further research.  Part VI concludes. 

II. Decentralization in China:  A Brief Historical Review
 2.1 China’s Long History of Bureaucracy 
As a nation with one of the longest history in the world, China boasted a bureaucratic system of more than 2000 years. Since the start of Qin Dynasty in 221 B.C, China has established a centralized bureaucratic system. The First Emperor divided his new empire into 36 commanderies (Jun), each subdivided into a number of counties (xian). (Junxian has been shorthand for centralized bureaucratic rule, as opposed to fengjian meaning decentralized or feudal) (Fairbank, 1998). It is hard to imagine how such a centralized system could persist in a country with huge territory given the extremely poor transportation and communication conditions in ancient times, but it did. 

The key to the existence of China’s ancient grand bureaucratic regime is twofold: first, at and above the county level, there has been strong political and economic centralization with the emperors controlling the political appointments and most of the economic resources; Second, below the county level, no government agencies were set up, thus rural areas are ruled by local gentry. The tasks of tax collection, basic public goods such as public security, education, and local irrigation and water conservancy system to a large extent, were mainly provided locally with the organization of local gentry. 
Centralization above and decentralization below the county led to two consequences: first, for higher levels of inter-government arrangements, political and economic centralization usually led to insufficient financial resources for local governments to carry out local responsibilities. The situation usually turned out to be increasingly serious toward the end of a dynasty due to bureaucratic expansion and heavy military expenditures. What naturally followed were burdensome local charges on farmers and heavy dependence on local gentry to carry out government responsibilities; At the same time, decentralization at grass-root level was prone to pitfalls owing to greater vulnerability of local governments or community ruling organizations to capture by local elites. This easily led to serious corruption, uneven tax burdens between the rich and the poor, higher frequencies of land annexation, and expansion of local elite groups and escalation of their desires for more power, which laid the institutional background for the dynastic cycles in ancient China (Huang, 1997). 
2.2 Centralization-Decentralization Cycle under a Plan Economy,

The founding of the People’s Republic of China in 1949 marked a new era of the Chinese history. The ambitious government leaders believed that to defend the newly established socialist system, and to keep pace and even overtake western industrial countries, rapid industrial development, especially the establishment of a complete set of heavy industries was essential. Learning mainly from the Soviet experiences, the Chinese government began to formulate and implement the First Five-year Plan that gave priority to heavy industrial development since 1953.
 
However, during the initial period of China’s economic development, capital was scarce and the costs of developing capital-intensive industries were extremely high. To maximize the resource mobilization for the capital-intensive-oriented industrialization, a planned system had to be established. According to Lin, Cai and Li (1999), such a system was characterized by the trinity of a macro-policy environment of distorted prices for products and essential factors of production (e.g. trained personnel, funds, technologies, resources, etc.), highly centralized planned resource allocation and a micro-management mechanism in which firms and farmers had no decision-making power. 

For example, in the rural areas, the People’s Commune system was set up in late 1950s to guarantee state monopoly of procurement and marketing of agricultural produces. Besides supplying grain at below market prices, the communes and production brigades also need to be responsible for mobilizing financial and human resources for provisions of local public goods, especially to meet the policy requirements of water conservancy and irrigation network construction. In most of the cases, the communes and production brigades organized compulsory labor services by farmers in wintertime to construct rural production infrastructure.  

Under the plan system, a heavily centralized fiscal system was established: not only the accounting system of SOEs was directly incorporated into the fiscal system with all SOE financial indexes formulated and monitored by government finance departments, but also almost all important resources were highly concentrated in the hands of the center. The State Planning Commission command the authority in determining local revenue and expenditure plans on an annual basis. This system was known as the principle of "unified revenue and unified expenditure" (tongshou tongzhi), meaning that all government revenue and expenditures had to go through the central government. Local governments (at province, prefecture, county level and commune level) did not have independent budgets and their budgets are formulated and monitored item by item by the governments at higher level and at the same time as the higher level budget. 
 As to expenditure assignment, the central government was responsible for national defense, economic development (capital spending, Research and Development (R&D), universities and research institutes), industrial policy, and administration of national institutions such as the judicial system.  Responsibilities for delivering day-to-day public administration and social services such as education (except universities), public safety, health care, social security, housing, and other local/urban services was delegated to local governments. 
However, in a country as huge as China, the working loads to formulate, administrate, coordinate, and monitor the central plans were extremely heavy and became more and more so as the economic system became larger and more complicated.
 The classical information problem of control and monitoring emerged soon after the planned system was established. As the economy developed with more and more projects initiated and enterprises started, the planned system became more and more unmanageable. Furthermore, a highly centralized planned system is not only harmful to promote incentives of enterprises and farmers, but also harmful to promote the incentives of the local governments since in many respects the industrial development needs full cooperation from the local governments. 

Under this background, China initiated its first decentralization within the planned framework by delegating more powers to local governments in 1957. The policies then included: (1) delegating nearly all state-owned- enterprises (SOEs) to local governments, such that the share of industrial output by the enterprises subordinated to the central government shrank from 40 percent to 14 percent of the national total; (2) central planning was changed from a national to a provincial basis, with decisions about fixed investment to be made by local governments rather than the central government; and (3) revenue sharing schemes were fixed for five years and local governments gained the authority over taxes. The share of central revenue decreased from 75 percent to about 50 percent.
Indeed, local incentives responded quickly to decentralization, and local small industries boomed (for example, backyard steel mills and local coal mines). This program, however, did not succeed, for the radical decentralization caused serious coordination failures. With the problem of soft budget constraints for local governments and enterprises, investment expanded too rapidly and inefficient duplication was unavoidable. Recentralization had to begin in 1959 and was completed by 1963. All large and medium sized industrial enterprises were again subordinated to the central government, and the share of central revenue increased. However, the centralization again brought about the incentive problem and economic stagnation in 1960s, thus a second wave of decentralization started again in 1970 when local governments gained more authority over fixed investment and local revenue. A similar, but less serious investment boom resulted from local soft-budget constraints led to yet another round of recentralization in the mid-1970s.
In retrospect, it can be seen that the decentralization under the plan system was not able to alleviate the efficiency problem since it does not change the development strategy inconsistent with the China’s comparative advantage; On the contrary, under the soft-budget constraint of local government and SOEs in the planned system, a cycle of “ decentralization leads to disorder; disorder leads to centralization; centralization leads to stagnation; stagnation leads to decentralization.” necessarily ensued. 
2.3 Decentralization under Market-Oriented Reforms
Low efficiency in traditional economic system was realized as early as the 1960s when the first round administrative decentralization were taken. However, it was not until 1978 that fundamental reforms were undertaken. What was self-evident to the policy makers in late 1970s was the correlation between production inefficiency of enterprises and People’s Communes and lack of stimulus for workers and farmers. That explains why the reforms began with the micro-management in late 1970s in an attempt to establish a system of stimulus and improve incentive for laborers. In rural areas, the household responsibility system was initiated in 1978. In just a few years, the system became the common form of microeconomic organizations in rural areas and directly led to the collapse of People’s Commune system. In cities, a series of comprehensive and specific reforms on enterprise management were taken, centering on power delegation and profit sharing. The  “contractual responsibility system” in both rural and urban areas made the households and SOEs de facto residual controllers and claimers. Accordingly, incrementally more resources were created.
Accompanying the micro-reforms in rural areas and SOEs was a process of administrative and fiscal decentralization. In a large country of the size as China,  the micro-reforms and ensuing marketization necessarily warranted both administrative and fiscal decentralization. Without giving incentives to and seeking the coordination from the local governments, the reforms could not have been implemented.  
2.3.1 Administrative Decentralization

From the administrative perspective, the reform period saw a significant strengthening of local governments’ role in local economic management, such as investment approval, entry regulation and resource allocation. A particularly striking example is the opening up policy mainly in coastal regions. Starting from 1979, many provinces were allowed to set up their own foreign trade corporations. From then on, regional experimentation of opening up began, which includes the “one step ahead ”policies implemented in Guangdong and Fujian in 1978, the establishment of four special economic zones, (Shenzhen, Zhuhai, and Shantou, and Xiamen) in 1980, declaring 14 coastal cities as "coastal open cities” in 1984. Not only did these areas enjoy lower tax rates and higher share of revenues, but also, and perhaps more important, they enjoyed special institutional and policy environments and gained more authority over local economic development and the establishment of special economic zones and economic development zones.
Another important dimension of administrative decentralization was that more state-owned enterprises were delegated to local governments at the provincial, municipality and county levels, mostly to municipality governments since the early 1980s. By 1985, the state-owned industrial enterprises controlled by the central government accounted for only 20 percent of the total industrial output at or above the township level, while provincial and municipality governments controlled 45 percent and county governments, 35 percent (Qian and Xu, 1993). With the change of ownership from the center to local governments, local governments were provided with incentives in taxes and profits to step up the effort of revenue collection. At the same time, the spending of the fixed investment for local-government-owned-enterprises naturally fell on the shoulders of local government. Since state owned enterprises usually provided a wide ranger of social services like education, health care, pension services to their employees. More local government ownership of state owned enterprises naturally means that local governments faced the primary and final responsibilities for these expenditures, which continued to have significant impacts for local public finance in 1990s.  

2.3.2 Fiscal Decentralization

The fiscal dimension of decentralization was no less dramatic. In 1980, the system of inter-governmental revenue sharing was changed from the "unified revenue and unified expenditure" (tongshou tongzhi) under the plan system into a "cooking in separate kitchens”(fenzhao chifan), which divided revenue and expenditure responsibilities between the central and provincial governments. 
 After that, the central-provincial fiscal arrangement experienced some further changes:  the proportional sharing system of 1982, the fiscal contracting in 1988. 
 All the changes were due to the center’s unsuccessful action to change the incentives for local governments in an effort to stem central fiscal decline: local shares of budget revenue rose steadily from 54% in 1978 to 61% in 1988 and further rose to 78% in 1993 of the total government revenue, 
 which finally pushed the center to install the tax-sharing system in 1994. 

In general, in the decentralization in the 1980s, local governments not only began to enjoy more autonomy in local economic management such as local enterprise development, but also began to assume primary responsibilities local public goods and service provision, which will be discussed in later sections.
Part III The Role of Local Government in Economic Development After the Marketization Reform 

The success of China’s township and village enterprises (TVEs) is one of the most distinctive institutional features of China’s economic transition. Nationally, the output of TVEs, defined as all rural collectively owned enterprises, grew more than six-fold in real terms between 1985 and 1997, leading China’s rapid industrial and overall growth. By 1993, TVEs already accounted for 36% of the national industrial output, up from 9% in 1978. Within the rural sector, the TVEs accounted for three-quarters of rural industrial output, or more than one-quarter of the national total (Che and Qian 1998).

In the transitional process, local governments at county, township level and village organizations played unique roles in fostering local economic development, especially supporting the development of TVEs. In the early to mid-1980s when the TVEs started its golden period of growth, the perspective private entrepreneurs were still uncertain of the directions of central policy regarding private enterprises. Local governments stepped in and assumed the entrepreneurial role and started rural industrial development. According to empirical investigations carried out by the World Bank (Byrd and Lin 1990) and Oi(1994), although most TVEs enjoyed a considerable degree of enterprise autonomy, the community government made three types of strategic decisions in investment and finance, manager selection, and the use of after-tax profits for public expenditure. 

The community governments usually initiated internal fund raising, either from collective accumulation or from individual contributions to start up the community owned enterprises. By retaining property rights over TVEs, the community governments could take revenue from one enterprise and use it to develop another through an informal process of “borrowing” and redistribution of debt, thus funds for investments can be accumulated (Oi 1995).   

 In the course of TVE development, the community governments were also pivotal in securing loans from either the Agriculture Bank of China (ABC) or Rural Credit Cooperatives (RCCs), two major external sources of financing (Whiting 2000). The township and village level governments not only initiated the process of bargaining and borrowing from the ABCs or RCCs, but also used the community assets (which could be assets of other enterprises in the same community) as collateral and provided loan guarantee for TVEs. 
 In addition, although the managers of TVEs s are often under various forms of responsibility contracts that specified tenure and compensation schemes and took charge of the day-to-day enterprise management, they were still employees rather than entrepreneurs. The major decisions, including the management appointment, major investment decisions remained the purview of local officials, most importantly the Township Economic Commission and township heads or village Party Secretary (Oi, 1995). 

At the start of TVE developments in early 1980s, most of the economic resources were still within the control of government plan track and information for product markets and inputs were scarce. Using information and contacts that they develop beyond the locality through government network, local government officials could usually provide many essential services to local enterprises, such as raw materials, and information about new products, technology and market for TVE products.

 The TVEs can be best characterized as community enterprises with a governance structure in which the community government has control. In terms of Oi (1994), China’s distinct form state-led growth can be viewed as Local State Corportism:  local governments treat enterprises fostered and supported these enterprises within their administrative purview and treat them as one component of a larger corporate while. Local officials act as the equivalent of a board of directors and sometimes more directly as the chief executive officers. At the helm of this corporate-like organization is the Communist Party Secretary. 

It is widely accepted that the ownership and governance structure of TVEs can be viewed as a natural response to the evolving institutional environments during earlier period of China’s transition to a fully-fledged market economy. In the earlier period of transition, an enterprise with private ownership was not well protected by the state due to a lack of the rule of law and institutions that constrain the state from arbitrary revenue expropriation.
  The nature of public ownership made TVEs‘
property rights much better secured than private enterprises. 
 At the same time, the imperfect capital markets in early transitional period also made it difficult for individual enterprise to borrow. The ownership and guarantee of community governments could make it much easier for TVEs not only to get the badly needed loans, 
 but also to get support in raw materials, new technologies and market information through administrative channels in a still plan-dominated economy. 
    

A distinctive feature of community enterprises is that local government and the bureaucracies that constitute them see it as part of their duty to lobby on behalf of their enterprises to maximize the interests of the local corporate state, which directly impinges on their individual well being. Local officials often tried their best to circumvent government regulations to allow TVEs to receive the maximum tax advantages and exemptions, so that more revenues could be kept within the locality to further the competitive advantages of TVEs and enable local government with more funding for local public goods and service provision.

The rise of TVEs in the 1980s was closely related to the institutional changes in other areas. In the planning period, the state planning seriously limited the autonomy of local governments to generate and retain revenues. Localities were required to turn over all or most of their revenues to upper level governments. The surplus retained was also subject to higher-level approval before any use. With the decollectivization of agricultural production, local governments had to seek further revenue sources, and the fiscal reform that gave more shares of revenue (TVE tax or profits) to local governments and granted them the rights to use the fiscal surplus paved the way for local governments to support the TVE developments under a better incentive system. 
 The decentralization policy granted local government officials great autonomy over their economies, including the autonomy to set prices, to make investment with self-raised funds, and, more importantly, the autonomy to restructure their firms and issue licenses to newly established firms. Overall, decentralization has delimited better the property rights between governments at different levels, such that the government at each level becomes the real residual claimant and controller of its own public economy.

However, starting from the mid-1990s, a number of changes pushed local government to initiate a wave of TVE privatization. First, the TVE economic performance deteriorated as the overall economy slowed, product market competition intensified and the advantages of local leader involvement in TVE management declined even as the incentive problems of public ownership became more apparent.
 

 Second, real interest rates rose significantly as inflation came down but nominal rates adjusted slowly. In addition, financial competition increased. In 1996, Rural Credit Cooperatives were separated from the Agricultural Bank of China (ABC) and began competing directly. The government also encouraged state specialized banks to compete across sectors, which in many areas sharply increased competition for TVE borrowers. Both the competition in product market and financial markets led to a dramatic change in the lending preferences of banks in favor of private firms and the joint-lending advantages of collective enterprises eroded. Whereas in 1994, nearly all bank managers favored lending to collective firms ceteris paribus, by 1997 only 14% favored collective firms while 58% favored private firms. (Park and Shen, 2003)

In reality, the widespread wave of TVE restructuring and privatization after the mid-1990s was often initiated by local governments themselves out of the concern of the TVE financial health and its fiscal impact. In the southern parts of Jiangsu Province, one of the two model areas of TVE development (featured by higher shares of community ownership, as compared to mostly private ownership in the neighboring Zhejiang Province), the local governments found themselves not only unable to get funds from capital markets and to subsidize massive losses resulted from deteriorating TVE performance, but also unable to keep good managerial teams and skilled workers because the more efficient private and foreign joint ventures are able to offer much higher wages. Compared to situation in Zhejiang where more private rural enterprises getting stronger due to better governance structure, local governments in Jiangsu started to privatize on a large scale the community-owned enterprises. In many cases, even those still profitable TVEs were sold out to foreign investors or through MBOs. 

In retrospect, the developments of TVEs since early 1980s marked a significant phase of China’s transition. Based on the successful experiences of TVE development in 1980s, many scholars argued that the in economic development, government could played a larger role than mere protection of property rights and provision of public services (see Oi, 1994 for example). On the one hand, this view makes some sense since the roles played by local governments in the 1980s in facilitating TVE development were indeed very important in the early transitional period featured by incomplete markets and information; on the other hand, we need also be cautious of the assertion since the deepening marketization and competition since the 1990s has led local governments to quickly exit from TVEs and come back to their normal track of public functions.  

As a matter of fact, the successful collective enterprises mainly locate in coastal provinces such as Jiangsu, Shangdong etc, and very limited areas in inland provinces and their rapid development took place mainly before the mid-1990s. After mid-1990s, when the marketization wave penetrated into inland areas, many inland local governments imitated their coastal counterparts in promoting local TVE development, but quite unsuccessfully and finally found themselves trapped into huge debts to local banks and rural credit cooperatives (Chen 2003) 

Part IV  Dis-equalizing System and Local  Governance 

Three essential features characterize the current inter-governmental fiscal arrangement in China: first, the inter-government fiscal arrangement can be viewed as a structure of nested hierarchy, in which the central government determines the broad outline of the system but deals directly with only the provinces. The central government sets the revenue sharing rules with the provinces, leaving the latter with substantial flexibility in setting the rules for subordinate levels; each province specifies the sharing system with its prefectures, and the prefecture for its counties, and so on (World Bank, 2002). Expenditure assignments were structured in a similar way: the central government sets the division of expenditure responsibilities between the center and the provinces, and the intermediate layers decide how they would share responsibilities with subordinate levels.
 
Second, lower level governments (provincial governments and below) have little formal taxing autonomy power in the sense that almost all formal tax rates are decided by the center. In addition, local governments are only permitted to borrow through on-lending of external loans contracted by the central government or from the state development banks. 
Third, there is a serious lack of a clear assignment of responsibilities among different levels of governments below the province. This leads to a high degree of concurrent and overlapping expenditures among the sub-national levels in China. In practice, concurrent responsibilities make it more difficult to identify what level of government should be accountable for the delivery of particular services. In many cases, due to the weak bargaining position of lower level governments endogenous to the centralized political system, there is always a tendency of concentration of revenue to upper level governments and delegation of expenditure responsibilities to lower level government.  
These features imply a very decentralized fiscal expenditure arrangement in which local government assumed greater responsibility for providing education, health, housing, social security, local infrastructure, and so forth. Fiscal stress and declining central revenues had already led to dwindling inter-governmental transfers and a de facto devolution of responsibilities to local governments. With the introduction of fiscal contracts in 1988, the central government formally ended its responsibility for financing local expenditures. The role of local governments was thereby shifted from providing services to financing them, a decentralization of responsibilities.
 
The 1994 fiscal reform did raise the central share from around 35 per cent of general revenue to just under 60 percent along with a substantial increase in fiscal transfer. However, in order to satisfy the coastal provinces that generate much of the revenues, a lump-sum transfer to guarantee them their pre-1994 income was agreed. Although a new equalization transfer scheme was introduced, it is still very small, and additional revenue return have been negotiated with the coastal provinces, thus virtually preserving the pre-1994 pattern of interregional local revenues. Overall, the regional income imbalance remains, particularly for the western and interior provinces. 
 At the same time, although the 1994 TSS reform centralized revenues, it left expenditure responsibilities almost unchanged.   
As a result, the sub-provincial levels (prefecture, county, and township) face extremely heavy expenditure responsibilities that are out of line with international practice.  This is true especially at the county and township levels, which together provide the bulk of vital public services, including 70 percent of budgetary expenditures for education, and 55-60 percent of those for health. Cities at the prefecture and county levels account for all expenditures on unemployment insurance, social security, and welfare.  In most other countries social security and welfare are almost always provided by the central government, except in some transition economies.  Education and health are often shared responsibilities with the provincial and central governments.
 
As the higher level governments transfer more and more expenditure responsibilities to lower level governments, the local governments, lacking formal taxing autonomy and often finding transfers from higher levels increasingly unreliable, tend to energetically pursue extra-budget revenue expansion to meet expenditure needs (Wong 1998). 
 Besides local SOE profits and user chargers of living infrastructure, much of the extra-budget revenues came either from various quasi-fiscal fees levied on local enterprises or direct illegitimate fee charges on farmers by local governments with the latter having almost all the autonomy of levying and spending the fees and facing virtually no oversight. According to an IMF report (Ahmad et al 2002), the ratio of local off-budget revenues to total local revenues remained in the neighborhood of 40 percent throughout the 1990s  

The current fiscal system leads to highly differentiated local disposable revenues across regions, thus necessarily resulted in highly heterogeneous level of local public service provision. In richer regions, mainly the coastal areas, local governments, especially those at township and village level, are able to provide decent public goods and services to local people since they not only enjoy higher tax revenues from the developments of non-agricultural sectors, but also can draw on high priced state land user right sales and non-tax profit remittance from TVEs. 

On the contrary, in less developed areas that mostly locate in inland China, local revenues mainly depend on agricultural sources and are usually much limited. Without sufficient and dependable equalizing transfers from higher-level governments, local governments usually found themselves difficult to strike a balance between revenue and expenditure. The situation became increasingly serious after the 1994 fiscal reform. Provincial governments in less developed regions tend to squeeze larger shares of revenues from lower level governments and at the same time assign more responsibilities to the latter. As World Bank reported (2002), there is a trend toward an increasing shares of expenditures at the provincial level, and a declining share for the county and township levels combined during the period of 1994 or 1995 to 1999.  For example, in Hebei, the provincial share rose by 6.8 percent, in Hunan 5.6 percent, and Jiangsu 5.8 percent. In contrast, the share of expenditures at the township and county levels combined fell 5.1 percent in Hebei, 6.2 percent in Hunan, and 5.9 percent in Jiangsu. Similarly patterns occur at prefecture and county level. In Hebei, for example, Xintai Prefecture has claimed a portion of tax rebates accruing to subordinate counties, as well as 15 percent of the agricultural tax, which, according to common practices, should be left to township and county governments.  
As a result, in many less developed provinces, county and township governments suffered most in fiscal terms after mid-1990s. Facing a ever enlarging bureaucracy (the reason for which will be further explored in part V), many of the county and township level governments found themselves in serious fiscal imbalances that most of the revenue have to be spent on government employee wages (including employees of local schools and local public health institutions) and funds for local public goods and services provision become very limited.  A lot of less-developed counties or townships even face fiscal crisis: in some cases, even basic wages payments are delayed for a long period (one year or more), or   government employees can only get half of their wages. 
 Poor counties have become especially short of cash, accumulating large debts and become increasingly unable to pursue investment strategies to further economic development. In many regions, there emerged significant “hidden deficit”, the budget funds officially recorded as having been allocated to designated spending categories, but in fact diverted (or borrowed) to pay for more pressing needs (wages).

Heightened pressure on the revenue-starved local governments usually lead to over-investment in revenue-generating industrial enterprises, encourage bureaucratic predation of enterprise resources and regional protectionism, and divert governments’ attention away from long-term development strategies. Where successful, the rural industrial growth of TVE’s has indeed helped fund more development and assures the delivery of basic services to the inhabitants, and help to reduce fee charges over rural households since local government or community organizations may benefit in revenue either directly from ownership or indirectly from fee charges on TVES. Yet, in many other cases, the expected benefits of industrialization drive have not materialized. Lack of resources, poor leadership, misuse of funds by local officials, corruption and similar factors have sometimes failed to produce hoped for benefits. In many cases, township government or village organization are highly indebted due to unsuccessful industrialization efforts, which further turns out to increase fee charges on farmers, enlarge income disparity and become a further cause of rural unrests. For example, in mid-1990s, many local governments, driven by budget incentives and TVE development mandates set by upper level governments (usually the provincial governments), borrowed huge amount of funds from local banks (especially the local branches of Agricultural Bank and Rural Credit Unions) and initiated a wave of TVE investment frenzy, which turned out to be huge amount of debts at township and village level (Chen 2003). An estimation is that the average township level debt is 4 million across the country (Zhu 2002). To ensure local tax revenue, some less-developed regions took administrative measures to erect barriers for industrial products of other regions, and in some extreme cases, local government employees were forced to buy locally produced cigarettes before their wage payment. 

As Park et al (1996) observed, the current fiscal system has led to local governments’ increasing self-reliance in meeting expenditure responsibilities and has resulted in greater inequality in the provision of local public goods and services, and created incentives for local governments to stress revenue mobilization at the expanse of other distributional and growth objectives. 

A particularly telling case is funding for educational sector. Governments primarily responsible for local education development and the implementation of the state-mandated “Nine-year Compulsory Education” are at county and township level. However, most of the funds for education sector are used in personnel salary payment.  Nationwide, only 7-9 percent of total budgetary expenditures on education went to non-personnel costs in 1999. For example, in two typical counties in Northwestern provinces of Gansu, Hezheng and Jishishan personnel costs absorbed 98 and 93 percent of total recurrent expenditures in education in 1999.  As a result, schools are dilapidated and lacking in instructional materials, which adversely impact the quality of teaching (World Bank 2002). At the same time, lack of funds at local level passed more of the costs along to the students and their parents through various school fees.
 
In general, although the current fiscal system has hardened local budget constraints and promoted local governments’ incentives to foster local economic development, their positive impacts are limited in relatively well endowed coastal regions. At the same time, low revenue capacity and insufficient fiscal transfers have largely incapacitated local governments in the less developed agriculture-dominated regions to provide decent public services to local population. Furthermore, the problems inherent in the centralized political system have led to more serious governance problem in inland provinces, which is the main topic we will address in next part.  

Part V Un-funded Development Mandates, Accountability and Local Governance


China has a centralized political system with the Communist Party as the single ruling party. Local officials are appointed by higher-level. The generic term used to refer to a government official is a cadre. At the township and higher levels, there is usually a duality of government:  a local civil government official and a representative of the ruling communist party. Sometimes one official might hold both jobs. Generally, the party sets policy while the civil side implements it. Where the duality exists, the civil government official is subservient to the party official. 


Unlike the late industrializing countries of Africa or Latin America that are often plagued by bureaucracies lacking experiences or organizational capacity, the Chinese bureaucracy is an elaborate network that extends to all levels of society, down to the neighborhood and working unit. As the Maoist legacy, the Chinese bureaucracy exhibits a high degree of discipline by international perspective (Parish and White, 1978,1984). Within each level there exists an impressive organizational apparatus that could effectively transmit the state policies down to lower level government agencies step-by-step through several layers of government bureaucracy( Oi, 1995).  


Since the reforms in late 1970s, marketization has deepened and the governance mode has evolved from a system of “plan ideological” to “plan rational”, quoting the terms of Johnson (1982),. Before the reform, the criteria that the Party organization followed in cadre evaluation and promotion were dominantly political and ideological. After the economic reform in late 1970s, the criteria have changed to more performance-based ones among which local economic performances have gained increasingly prominent importance. 

. Under the current system, there exists a set of quantitative evaluation indicator system set up by higher-level governments, and governments at lower levels will be judged and rewarded /published according to the implementation of these evaluation indicators. For example, it is usually the case that the leading cadres of the township government — the party secretary and government head — are held accountable to higher levels. The party secretaries and township heads must sign performance contracts (gangwei mubiao zerenshu) with the county government and pledge and are personally held responsible to achieve certain targets laid down by higher levels. 

By importance, there are soft targets (yiban zhibiao), hard targets (ying zhibiao) and priority targets with veto power (yipiao fojue). 
 The implementation of  “priority weighs much more heavily than other policies in evaluation. While non-leading cadres are usually held responsible for fulfilling the soft targets, leading cadres are ultimately held accountable to higher-level authorities for achieving the hard and priority targets with veto power. Hard targets are typically drawn from the economic and social development plan. For example, tax revenues submitted to the county are invariably defined as a hard target.

.    The current system is vividly described by some scholars as a “Pressure Imposing System ” (Rong et al 1998), under which all local government and party agencies and cadres, from county to village level, are under constant pressures from above to perform well. However, it is usually the case that various development mandates are un-funded, and local governments have to find their own ways to meet the requirements. 

Overall speaking, under the current political system, the local governments are held responsible more to the upper level governments (and the Party) than to people in their localities. 
 Without sufficient supervision and balance check-off in the current political system due to lack of election, and without free flow of information due to lack of press freedom, a serious lack of government accountability naturally follows. In practices, local governments in many less developed regions have much freedom to manipulate information. Complaints for corruption are common.
 In many cases, local officials fabricate statistics in economic growth and government revenues, exaggerate farmers’ income growth and underreport rural tax burdens. To meet the targets set up by upper level government, either showcase projects (such as the more visible roads or expensive education and health care facilities) are priorities on local government agenda, 
 or various excessive local fee charges on farmers are launched to meet the financial ends. 

Since the late 1990s, with the larger mobility of labors (from rural to urban and from inland to coastal) and enterprises, interregional government competition has also become increasingly intensified, which to a large extent has limited the predatory and regulatory roles of local governments. Combined with the fact that local government are in close proximity to local population, local governments have been much quicker in readjusting its policies. According to the authors’ field investigations in the inland provinces of Hunan and Shannxi, local governments in recent years have be more responsive to local complaints in removing and readjusting unreasonable local policies. For example, in Hunan province, local governments pushed farmers to adjust their production structure by ordering them to plant more tobacco and cash crops in late 1990s. However, farmers were soon caught in a market slump and lodged strong complaints against local governments, and the latter had to stop the policy. 

However, if the policy is mandated from the central government, the adjustment is often much slower and adverse impacts much larger. One particularly illustrating example is the central government’s wage and employment policy for civil servants. One serious problem of the current policy is that there is a uniform national wage scale, which is distorting, impractical, and financially ruinous to rural governments in poor regions (World Bank 2003).  In 1999, the central government implemented a policy of across the board increase of the civil servant salary, but also asked local governments to provide shares of funding. This caused serious problem in less developed regions that are fiscally fragile (World Bank, 2002). 
 


In recent years, one of the most serious headaches for the central government is local bureaucracy expansion (Chen 2003). 
  Notwithstanding the central government’s downsizing efforts, the size of township bureaucracies has continued to expand after mid-1990s. It must be noted that higher authorities are not completely innocent in this expansion. Under many circumstances, bureaucratic expansion is simply a response to new assignments from above (Yep, 2002).  Local governments are frequently instructed to take up newly designated “core tasks” in addition to routine administrative tasks. These are policy priorities identified for immediate action or extra attention, such as the suppression of superstitious activities and improvements in public security. As a result, ad hoc offices are set up, but many soon become permanent and require extra staff. In other cases, new offices are set up as the central government develops new regulatory functions. This is a feature particular to the Chinese bureaucratic system: every central ministry or unit should have subordinate units at each level of administration. In other words, new policy objectives or bureaucratic restructuring of a central ministry may result in a corresponding increase in the number of new offices below. These local offices are in fact “outreach arms” under a specific line of vertical command and are quasi-independent from township control. Nevertheless, the staffing and operational expenses are in large measure financed by local budgets (Lu, 1997).
A related issue is the excessive farmer’s burdens in many less-developed regions in China. Since the mid-1990s, the problem of rural taxation, especially that of increasing local informal charges on farmers, has become more acute. The central government has been aware of the problem for a decade, and has been taking various steps to alleviate the problem. Yet to date, these actions have met with limited success. 
  In 2002, after a difficult decision-making process, the central government decided to implement the rural taxation reform in 20 provinces accompanied by a central transfer of RMB 25 billion and provincial transfers of about the same size. The nature of the reform can be summarized as “fee-tax-swap”, which removes all local informal fees but increases the rates of formal state agricultural taxes and aims to prevent arbitrary charges by the local governments and the “quasi-governmental” community organizations.
However, just ordering the local government to remove the fee charges without coordinated reforms in other aspects of rural governance does not work. Soon after the reform started, it is found that great pressure is placed on the budgets of local governments. In some regions, a rebound of informal fees seems very possible(Qin, 2001). 
 

According to our research (Lin et al, 2003), we hold that the higher-level government policies and interventions, such as grain procurement, birth control, and many other un-funded development mandates such as the nine-year compulsory education, play a key role putting strains on local governments. The intuition is the following: since higher-level government needs local governments to implement the policies, but does not provide sufficient funding, and since there is an information asymmetry in regulation enforcement between the two (i.e., the higher-level government cannot perfectly monitor the implementation of regulations), local governments may easily expand local bureaucracy and engage in rent-seeking in the name of implementing the higher-level government regulations. Given that local government expansion encourages rent seeking, crowds out private investment, reduces farmer consumption, they will aggravate rural tax burdens and lower rural income growth. It naturally follows that the differentiated regulations result in differentiated bureaucratic expansions, and further lead to differentiated impact on tax burdens and income growth.
An important aspect of our argument is that while implemented nationally, the central policies are subject to heterogeneous enforcement, which leads to differential impacts across regions and even households. Take the grain procurement for example, the central government implemented the policy in almost all provinces across China. However, the quantities of government grain procurement per capita are very different across different provinces ( and even counties, townships, villages, and households). The quantity of grain procurement for every locality is determined by upper level governments according to a set of rules that take into account the factors such as natural conditions, historical factors, and even political concerns, such as local food self-sufficiency. The fact is that there is sufficient differentiation in grain procurement across regions and even across households. As to the birth control policy, the central government policy are much more homogeneous across regions. However, the difficulties in implementing the relatively homogeneous regulation also vary across regions. In poor areas where income is low, non-agricultural employment limited and female less educated, farmers usually want to have more children than their counterparts in richer regions. Therefore, the difficulties in implementing the relatively homogeneous birth control policy in poorer regions are much higher, which entails higher administrative costs and more staffing. With grain procurement data available, we test our hypothesis using a panel data covering over 6,000 households in 120 villages across 10 provinces in China from 1986 to 1999. The empirical results support our hypothesis. The empirical evidence is provided in the Appendix. 

All in all, the increasingly intensive inter-regional competition due to higher mobility of the Chinese farmers, together with the relatively quick response to readjust irrational policies by local governments, have to a large extent limited the predatory and regulatory behavior initiated by local government themselves. However, the policies and various un-funded mandates from the central government, such as grain procurement, birth control, nine-year compulsory education, are still very compelling. Starting from 2003, the central government began to relax the grain procurement policy in some provinces after incurring huge financial loss in grain markets. However, more center initiated policies are being formulated and implemented, such as the Rural Health Care Development Program, and Sloped Land Conversion Program, both of which requiring local governments to provide certain shares of funding and providing intensive administrative support. 
 The newly installed policies and the political system that tend to continue to create such un-funded mandates may very possibly make the current rural taxation reform unsustainable. 
Part VI Village Election and Local Governance in China

Before the 1980s, village leaders in rural China were appointed by the higher-level government and were more concerned with the needs of their superiors than of villagers. Following the collapse of the People’s Commune, farmers first began experimenting with various forms of self-government in the early 1980s. These creative initiatives were soon seized by the central government in order to maintain social stability. After a tenacious battle led by a few reform-minded political leaders, the self-governing procedures were written into a law that could only be passed by China’s National People’s Congress on a provisional basis in 1987. 
It took another decade before the Organic Law on the Villager Committees was implemented in earnest and finally revised in 1998 to include universally recognized procedures that guaranteed electoral openness, fairness and competitiveness. Up to now, all administrative villages in China, totaling about 730,000, have to conduct direct elections every three years. Given the relatively small size of villages and the close proximity between village residents and the candidates, village elections across China provide an excellent setting for basic level political participation. Although the villages are not formally a part of the state apparatus, the very fact that meaningful elections are taking place in such a multitude of villages is a signal of political improvement.  Over time, the conduct of elections f village elections has been improved. The 1998 Organic Law of Villager’s Committees specifically stipulated that the elections be conducted using secret ballots, direct nominations and more candidates than the number of positions available. 

However, many problems still exist. First, while the procedures for village elections have seen a steady improvement over time, significant regional variations still exists: some of the village elections have been plagued by problems that are found in elections in other countries, including vote buying and various forms of upper level government manipulation.  In many cases, standardized approach for the organization of elections across the countryside are plainly not followed 

Second, the relationship between the un-elected village party secretary and the elected villagers’ committee chairman is also a very delicate development. The division of administrative responsibility between the Party Secretary and the Village Head is not always clearly defined. Empowered by the support of villagers, the latter is in a better position to negotiate with or even confront the party boss if necessary, which in many cases lead to paralysis of local governance and direct administrative intervention from higher level (township or county) government.

Third, there is also a need to adjust the relationship between township government and elected villagers’ committee. Although in principle, the elected villagers’ committee should not be subordinate to township officials, in practice township administrators are motivated to intervene in village affairs since the former needs the latter to enforce state policies such as birth control, grain procurement, tax collection and education developments etc. 
Disturbances at the village level are surely a liability for township officials whose individual performance appraisals are directly affected by such occurrences. In some cases, township or higher level governments have not respected the right of villagers and intervened directly in elections by nominating their preferred candidates or manipulating electoral procedures, or even directly interfere with village affairs whenever they suspect incompetence or any form of unacceptable behavior by elected village leaders. 
There has been an enlarging literature on Chinese rural grass-roots elections by political scientists, and more recently economists.  Early discussions focused on the desirability of those elections as revealed by their effects on social stability and the implementation of state policies in rural areas. This is unsurprising since against the background of a crisis of state authority these dual goals gave rise to the innovation of village elections. According to O’Brien and Li (2000), villagers are more likely to lodge complaints against perceived mistreatment and ask as well as receive the help of elected village cadres in doing so, if the elections were conducted in a free, fair and competitive manner.  According to Zhang et al (forthcoming 2003), village self-governance does have impacts on the structure of revenues and allocation of public expenditures.  Using a recent village survey, they found that elected local leaders tend to shift direct tax burdens from households to enterprises when they are available. However, privatization has made it more difficult to tax enterprises. On the expenditure side, elections and power sharing has helped to improve transparency, therefore reducing the opportunities of profligate spending. 
Other scholars have tended to look at village elections the other way around. For them, not the effects of elections needed questioning, but their institutionalization begged the question of which factors lead to the adoption of democratic practices in a state under Communist Party-leadership. In the vein of classical modernization theories of democratization, some of these authors tried to link the adoption of VC elections to economic development, but did not succeed to establish a direct causal relationship within their samples. According to O’Brien (1994), economic development can contribute positively to village elections, since the economically more successfully leaders are less afraid of elections and have more incentives in keeping their positions and resources to win the elections. On the contrary, Oi (1996) argued that in the more developed villages, it is usually the case that the non-elected Party Secretary takes a major role in public and economic decision-making, which may significantly retard the progress of village elections. Lawrence (1994) also argued that the less-developed local governments have more incentives to promote elections and experiment with new modes of governance with the goal of promoting local economic development. However, in the view of Epstein(1996), the poorest and the richest villages were more unlikely to have village elections of a given quality , whereas the villages most likely to conduct those elections were in the middle ground of economic development since in poor areas, local cadres tends to be less aware of the value of elections  and pay less attention to improving transparency although farmers’ democratic demands are large, whereas in relatively rich areas local cadres with strong power and control usually act as obstacles to free elections。

According to our view, the problem with the current literature in China is that it tends to link economic development and grass-root democracy developments in an over-simplistic way without a theoretically rigorous and logically coherent framework. Many of the conclusions drawn are based on a small sample investigation and tend to be biased. As a matter of fact, successful elections can be found both in developed and less developed regions and the relationship between economic development and elections where established is not linear.  Since so many other factors, such as village economic structure (private vs. public ownership), bureaucratic influences from outside or situational factors within the villages, like personal authority of a Party-secretary can be integrated, it is very possible that economic development might be only a minor contributing factor in explaining the adoption and qualities of elections. Therefore, empirical studies based on larger samples and controlling more factors and endogeneity are desperately needed.

A theoretical framework that has potential to explain the stylized facts in rural grass-root elections needs to incorporate both the supply side and demand side of rural democracy. A tentative hypothesis is that the strength of upper level government regulations and un-funded mandates, which plays essential roles in rural governance as we argued before, might significantly affect (township and county) local governments’ willingness to support grass-root elections and their tendency to refrain from election manipulation and intervention.  If the policies and mandates from the center or provinces are very difficult to implement in the sense that more taxes need to be levied on farmers or more coercion needs to be taken, local governments may tend to undersupply the grass-root democracy. At the same time, the pressure from local farmers for more democracy and transparency, i.e. the demand side of democracy will also affect the equilibrium. And the demand side is also determined by many factors including the economic development level, the opportunity of outside non-farm jobs (mobility of rural labor), the degree of corruption et al.  A thorough consideration of both democracy demand and supply factors might help us to unveil the reason behind the non-linear relationship between economic development and democracy.    
VII Conclusion

While China is often recognized as of one the most rapid growing economies in the world, it is facing a number of challenges. One of which is the widening urban-rural income disparity. In rural areas, the issues of rural governance, including that of the inability of local government provide decent public services under a dis-equalizing fiscal system and excessive farmers' tax burdens have addressed the highest policy attention and academic curiosity.
In this paper, we selectively review some of the key issues of decentralization and local governance in the context of China’s transition. We argue that although local governments, especially those in coastal regions in earlier periods of China’s reform, played positive roles in promoting township and village enterprise development both directly by establishing and managing the enterprises, and indirectly by providing support in credit, technologies, market information to facilitate enterprise developments, such roles have gradually diminished to the more “normal” public goods and service provision as marketization deepened. Although the administrative and fiscal decentralization in the 1980s helped to harden local budget constraints and promoted local governments’ incentives to foster local economic development, the recentralization in 1994 without clear and appropriate expenditure responsibility division among different layers of governments have significantly impaired the capacity of local governments to provide decent public goods and services in less developed regions. On the one hand, a centralized one-party political system has inevitably led to lack of local government accountability to local population and widespread corruption; on the other hand, various un-funded development mandates and policies from the center, and the current cadre supervision and monitoring system (featured by performance contracts) endogenous to the political system have resulted in distorted local government behavior such as excessive rural taxation and fake statistical reporting.  Although village elections since 1990s have helped to promote transparency and supervision from local population and reduce local corruption, progress has been very differentiated across regions. Without removing the un-funded development mandates and unreasonable interventions into social and economic lives from the center, the Chinese government will still have a long way to go to establish an effective local governance system with appropriate decentralization elements.    
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Appendix: Grain Procurement and Rural Taxation: An Empirical Study.  

The empirical study is based on a panel data set drawing from the Fixed Point Survey carried out by the Ministry of Agriculture. It covers about 11,000 households and 121 villages in 10 provinces from 1986 to 1999. Our hypothesis is that higher upper level government  regulation( represented by grain quota per capita) leads to higher rural tax burdens( per capita), higher village organization expenditure per capita, and higher degree of corruption. 
A.1 Grain Procurement Regulation and Rural Taxation Hypothesis:


Controlling for other factors, the higher the degree of government regulation enforcement (represented by the government grain procurement per capita at village level), the higher the rural taxation per capita. The variable list is presented in Table 1. In Table 2, we report the results from the panel data fixed effect models that control both provincial and year dummies.

Table 1 Variable List for Rural Taxation Hypothesis

	Variables 
	Definitions

	Dependent
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fee

1


is defined as all formal state agricultural taxes plus all local levies per capita. 
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fee

2

is defined as local levies per capita or as a share of household income. 
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is defined as those various local levies not legitimated by national government policy but imposed by
local (county or township) government and village community organizations per capita . 
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 denotes village, 
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 denotes household

	 Independent
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Grianquota

is government grain procurement quota (Kg) per capita at village level. 
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avland

is per capita  operating arable land for a household. 
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ind

is a variable that denote the level of industrialization. It is the percentage of operating income of  industrial enterprises in the gross operating 
income of the village. Lagged value is used to control for  endogeneity. 
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public

is the degree of township and village enterprise public ownership. It is operating income for collective enterprise as a percentage of gross operating income of a village. Lagged value is used to control for endogeneity.
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hinc

 is the per capita household net income. To control for endogeneity problem, we use the education level 
of the household head and the ratio of number of family labor as to the number of family members as 
the instruments and put fitted value in the second stage. 
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Vsize

is the total population of a village. Variables are logged if a prefix “L” is added. Other control variables 
such as dummy variables indicating whether the household contains a member in military solider, township and 
village government, and the Communist Party are also added but omitted due to space limitation 


Table 2 Grain Procurement Regulation and Rural Taxation Regression
(Per Capita Tax on Per Capital Village Grain Quota 1986-1999)
	
	(1)
	(2)
	(3)

	
	lfee1(per capita)
	lfee2(per capita)
	lfee3(per capita)

	lgrainquota
	0.128
	0.122
	0.043

	(per capita)
	(38.11)***
	(41.80)***
	(15.94)***

	Lhinc-fitted
	0.341
	0.061
	-0.105

	
	(6.93)***
	(1.80)*
	(3.72)***

	Lavland
	0.646
	0.751
	0.245

	
	(45.11)***
	(54.23)***
	(19.34)***

	Lvsize
	-0.132
	-0.104
	-0.035

	
	(16.38)***
	(12.16)***
	(4.38)***

	Lagged-public
	-0.738
	-0.689
	-0.301

	
	(25.28)***
	(24.66)***
	(11.87)***

	Lagged-ind
	-0.418
	-0.505
	-0.307

	
	(13.82)***
	(20.52)***
	(13.41)***

	Constant
	0.709
	1.439
	1.828

	
	(2.76)***
	(7.92)***
	(11.70)***

	Observations
	73423
	73423
	73422

	R-squared
	0.30
	0.42
	0.17


1.Robust t statistics in parentheses

2 * significant at 1%; ** significant at 5%; *** significant at 1%

3 Provincial and Year Dummies Controlled
As Table 2 indicates, for regression of 
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lfee

and 
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lfee

, grain quota‘s coefficients are always positive, and are all significant at 1% level, which strongly supports our hypothesis. The coefficients for 
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are always positive, meaning the larger the land cultivated by rural household per capita, and the higher the taxation burdens. The coefficients of Lpublic and 
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’s coefficients are all negative and significant since higher level of public ownership and industrialization might increase local revenue, thus lower rural household taxation; 
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has positive but smaller than one coefficients in all cases, which means that the richer pay more taxes but the taxation regime is regressive in nature. Lvsize 's coefficients shows there is significant economy of scale as village population grows.
A.2 Grain Procurement Regulation and Local Government Size Hypothesis
Controlling for other factors, the higher the degree of government regulation enforcement: the higher the local government size (represented by the local government expenditures per capita), the more likely the local illegitimate fundraising and corruption.


The variable list and regression results are in Table 3 and Table 4 respectively. From the tables, we can see that the regression results do strongly support our hypothesis. The coefficients of grain quota are positive at 1% confidence level in all regressions. This means higher degree of government grain procurement lead to higher total local government expenditure, higher administrative fees and cadre expenses, and even higher corruption, i.e., local officials can spend more under unspecified purposes. 
Table 3 Variable List for Government Size Hypothesis

	Variable
	Definitions

	Dependent 
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 is defined as all village expenditure(including those submitted to upper level government
)per capita within a village.
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 is defined as funds submitted to upper level governments plus village administrative fees  
plus  “other expenditures with unspecified purposes” per capita within a village 
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Evad

is defined as the administration expenditure, plus village cadre subsidies and 
expenses per capita.
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 is defined as the per capita  “other expenditures with unspecified purposes” within 

a village. The “other expenditures with unspecified purposes” can be understood as expenditures village 
cadres used for purposes that are hard to report when surveyed, therefore can be viewed expenditures
 for local cadres’ own benefits. 

. 

	Independent 
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 are defined as in Table 1.
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 is the per capita net income
 for the village. To control for endogeneity problem, we use the number of illiterate labors as share of

 total labors in the village as the instrument variable and put fitted value in the second stage regression. 






The coefficients of lagged 
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and 
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are also positive in all regressions and significant in most cases, which means that a higher levels of public ownership and industrialization are associated with higher village level expenditures, and manifests the fact that local cadres may also spend through TVEs.
Table 4: Government Regulation and Government Size Regressions

(Per capita government expenditure on per capital grain quota at village level 1995-1999)

	
	Lexptotal
	Lexptown
	lexpvadmin
	Lexpother

	Lgrainquota
	0.094
	0.087
	0.059
	0.076

	
	(3.516)***
	(3.668)***
	(2.126)**
	(1.761)*

	Lvsize
	-0.170
	-0.129
	-0.270
	0.042

	
	(-1.979)**
	(-1.690)*
	(-3.043)***
	(0.301)

	Lagged_ind
	0.590
	0.332
	0.652
	(0.907)

	
	(2.011)**
	(1.272)
	(2.144)**
	(1.915)**

	Lagged_public
	1.850
	1.273
	1.728
	1.834

	
	(4.785)***
	(3.703)***
	(4.314)***
	(2.939)***

	Lvinc-Fitted
	0.641
	0.550
	0.941
	0.264

	
	(2.216)***
	(2.137)**
	(3.140)***
	(0.566)

	Constant
	0.565
	0.584
	-2.188
	-0.899

	
	(0.304)
	(0.353)
	(-1.136)
	(-0.300)

	R square
	0.377
	0.357
	0.466
	0.273

	Observations
	485
	485
	485
	485


1.Robust t statistics in parentheses

2 * significant at 1%; ** significant at 5%; *** significant at 1%

3 Provincial and Year Dummies Controlled






























� In general, decentralization in the economic literature means the transfer of authority and responsibility for public functions (provisions of public goods and services) from the central government to subordinate or quasi-independent government organizations or the private sector. Although the definitions of  “public functions” have been changing with institutional and technological innovations, the hard core of this concept has been limited, that means the competitive sectors (a dynamic concept itself) should not be included. It is in this sense that the “ decentralization” in the Chinese transition literature has been quite different from the concept in the general decentralization literature: as a socialist economy in transition, the Chinese government in 1980s and 1990s was involved in many competitive sectors that are usually private-run in other market economies.


�  Bardhan (2002) pointed out that technological changes have also made it somewhat easier than before to provide public services (like electricity and water supply) relatively efficiently in smaller market areas, and the lower levels of government have now a greater ability to handle certain tasks. It is generally ignored that many governmental activities can be either transferred to the sub-national governments (through fiscal decentralization) or, alternatively, to the private sector, which, in addition to deregulation in some public sectors, is what the World Bank (1999) called market or economic decentralization. 


� According to Lin, Cai and Li(1999), many developing countries, including those socialist countries such as Russia, East Europe countries and China, and even many Latin American countries and India that adopted import substitution  strategy, were actually adopting an overtaking development strategy after World War II.


� The logic of the plan system is the following: (i) a macro-policy environment with depressed interest rate, exchange rate and prices of much demanded goods was the prerequisite for the prioritized development of the heavy industries;(ii) the planned resource allocation system was the demand to solve the contradiction that gross demand exceeded gross supply under the distorted macro-policy environment and to guarantee resources for heavy industries; (3)the micro-management institution without any autonomy was implemented in order to prevent enterprises from corroding profits and state assets by taking advantage their operation rights.


� In this system, the center set spending priorities and approved local budgets.  Local governments acted as agents of the Central Government.  Policy was set by the central government, including civil service wage scales, pension and unemployment benefit levels, educational standards, health care standards, and just any other relevant aspect of local budgets. Inter-governmental transfers were set at a level equal to the gap between locally collected revenues and permitted local expenditures. This revenue sharing system was based on extensive negotiation:  since neither revenues nor expenditure needs could be perfectly known, central transfers  were deliberately  set  at  levels  below  expenditure  needs  in  an  effort  to  flush  out  local  reserves.  In addition, it was also highly redistributive, with sharing rates that varied greatly across regions  (World Bank 2002).  


� For example, the number of enterprises subordinated to the central government increased from 2,800 in 1953 to 9,300 in 1957, and the number of items in material allocation under central planning increased from 55 in 1952 to 231 in 1957(Qian and Weingast 1996).


� Under this system, (i) some fiscal sources were clearly specified as the central government’s revenue, among these were custom duties and revenue remitted by central-government-owned-enterprises;  (ii) other sources such as salt tax, agricultural taxes, and the revenue of local-government-owned-enterprises were defined as the local governments’ revenues.  (iii) for the profits of  large-scale SOEs under dual leadership by central and local governments, the industrial and commercial taxes (turnover taxes), central government and  local government shared them with some fixed proportion.  It is obvious that the sprit of the rearrangements in 1980 is to preserve the incentives for the local governments, constraint to the guarantee of the central government’s revenue.


� The 1988 fiscal contracting system is most interesting, under which the central government negotiated different contracts with each province on revenue remittances to the center, and in many cases permitted local governments to retain the bulk of new revenues. There were six basic types of sharing schemes in 1988 and they continued through 1993 (Bahl and Wallich, 1992). Besides fixed subsidies from the center(in 14 provinces),  fixed quota to the center(in  3 provinces), fixed share with the center(in 3 provinces), some provinces remitted a quota with a pre-specified growth(2 provinces), others adopted either  incremental sharing(a certain proportion is retained up to a quota and then a higher proportion is retained in excess of the quota in 3 provinces) or sharing up to a limit with growth adjustment( 10 provinces retained a proportion within a specific percentage of revenue from the previous year and then retain all revenues above that quota).


� The total budget revenues fell from 35 percent of GDP in 1978 to below 12 percent in the mid-1990s.  This was caused by the unsustainability of the old revenue mechanism as central planning was dismantled: profitability fell in industry as prices adjusted to market forces, sharply cutting the government revenue intake through state-owned enterprises (SOEs). The emergence of non-state/private enterprises competing for profits in industry also contributed to revenue decline.  Enterprise reforms required profit-sharing schemes to provide incentives, which reduced revenue flows to the budget, while creating extra-budgetary funds that were managed independently by enterprises.


� There was a comprehensive package of measures. The centerpiece of 1994 fiscal reform in 1994 was introduction of the Tax Sharing System  (fenshuizhi), which fundamentally changed the way  revenues are shared between the central and provincial governments.  Under the Tax Sharing System (TSS), taxes were assigned either to the central or local governments, with the center got the bulk of the tax revenue, especially the 75% of newly created VAT.  Local taxes  mainly consist of business taxes, personal and enterprises income taxes, and other small taxes such as urban construction, land use and real estate taxes, and agricultural taxes. However, the center revised the arrangement in later years, making consumption tax, income tax and securities trading tax from local taxes to sharing taxes.  


� As a matter of fact, the upsurge of TVEs in post-reform period is closely related to the two waves of Chinese decentralization before reform, which led to the rise of some collective enterprises (such as Commune and Brigade Enterprises in rural areas to emerge outside the state plan before the advent of reform.


� According to Park and Shen (2003), until the mid-1990s, bank loans to collective firms exhibited the key features of joint liability lending: community governments assumed the final responsibility for repayment if the borrowing TVE cannot pay it back and they often explicitly or implicitly guaranteed loans in lieu of collateral, so that enterprises owned by the same local government became jointly liable for loans to individual enterprises. Community governments manage to repay bad loans through their fiscal budgets, or from after-tax profit remittances, or by arranging for other TVEs to repay them.


� According to Oi(1995), the roles played by local governments in product development, market research and technology acquisition went beyond the usual provision of bureaucratic service, but the activity of an entrepreneurial development state. Officials from local Science and Technology Commission or Enterprise Management Bureau spent much time and energy to represent local TVEs at higher revel agencies to acquire technology, materials and funding, and sometimes even accompany TVE managers to higher-level bureaus to facilitate access to inputs and services.     


� As a matter of fact, along with the growing collective enterprises, a growing private rural enterprises also emerged, but they are the so called “Red-capped” private enterprises—faked collectives that used the collective label for protection and economic benefit, which mainly existed in the more marketized provinces such as Zhejiang .  


� Starting in 1978, the central government declared that commune-brigade enterprises should strive for greater development, and it encouraged provincial, city, and county governments to adopt "a policy of allowing tax breaks or tax exemptions for commune and brigade enterprises in the light of their situation." In comparison, the central government did not allow private enterprises to operate until 1981 and limited their hiring to no more than 8 employees per enterprise.


� One important reason that the joint liability lending of TVEs was feasible is because of the sanctioning ability of local government leaders: since the managers of collective firms are appointed by local government leaders, who as insiders monitor closely firm decision-making. Because most collective enterprise managers are native local residents, they often have well-developed personal relationships with local government officials and depend on officials’ support for career advancement. Local government officials thus possess the information and sanctioning ability necessary to make joint liability lending contracts credible. Park and Shen (2003


� Che and Qian(1998) also argued that TVEs faced harder budget constraints than SOEs since the community government that controlled TVEs does not control banks, thus they could only influence or bargain with a bank, but it cannot order it to provide refinancing. This may explain partially why TVEs performed better until up to mid 1990s.  


� All this said, it must be mentioned that the deregulatory policies from the central government to support TVE development was also essential: since 1980s, the TVEs were no longer restricted to the industries that served agriculture, such as producing chemical fertilizer and farm tools, and they were allowed to enter into most industries unrelated to agriculture where previously only state enterprises had accessed. They also no longer used only local resources and could sell beyond local markets.


� Another reason for TVE development in 1980s was that the more labor-intensive light and consumer goods industries were characterized by huge profit margins and short supply due to the depression of these sectors in the planned system prioritizing capital-intensive sectors (Lin, Cai and Li 1999). Therefore, the TVEs chose to enter these sectors and were highly profitable during the early reform periods, filling market demand niches not met by the state-owned sector and taking advantage of rising demand associated with rapid income growth. In addition, much of the TVE production, particularly at earlier stages, required relatively little expertise and start-up costs. However, as competition in both product markets and financial markets hardened with market deepening in 1990s, the community owned enterprises experienced more and more difficulties and the roles of local governments in TVEs began to change significantly. 


� At the early stage of TVE development, many local governments attempted to protect their enterprises from competition with other regions by erecting trade barriers. However, as the size of each local economy became smaller and the number of local economies increased at lower government levels,20 the erection of trade barriers by a local government became more costly and, hence, competition became more intense. Protectionism often failed because efficiency gains from specialization and exchange exceeded significantly the net benefits of erecting trade barriers as both informal and formal arrangements emerged to capture the gains.


� As a result, local expenditures grew much faster than central expenditures, especially social security expenditures, unemployment insurance, increased pension spending, increased subsidies for housing and fuel, etc. The share of local expenditure grew from 54% in 1978 to 66% in 1993 and 64% in 1999.


� According to the World Bank, even though the Central Government returns a large proportion of its revenues to the provinces, 343 billion yuan in 1998out of from total revenues of 558 billion yuan, the transfer are not equalizing. Decomposing the transfers shows that tax rebates are, as expected, highly correlated with incomes and are dis-equalizing across provinces.  Since 1994 tax rebates have dominated, accounting for 72 percent in 1996 and driving the overall effect toward counter-equalization. 


� While these levels of government had always provided such services, they had previously provided them as agents of the central government, i.e., the center always subsidized the financial gap when necessary.


� Before the reform, the extra-budget revenue consisted of several forms of tax-added, administration fees collected by local governments, and some special funds for state-owned-enterprises. The extra-budget revenue had been growing even in the period before the reform, although its ratio to the budget-revenue never exceeded 40% before 1979 (World Bank).


� An example is the middle-income coastal province of Hebei. In 1998, wage arrears to school teachers alone reached 155 million RMB Yuan, and an additional 186 million emerged in 1999. Although provincial governments raised 740 million in recent years to solve the widespread wage arrear problem in the past several years, the total provincial wage arrears still reached 1.29 billion by the end of 2000 (Chen 2003).


� For example, in one county of Gansu Province, even though school fees are only around 30 yuan per year in primary school, on average students also have to pay 75  yuan for textbooks. With annual incomes averaging only Y853 in Jishishan, it costs 3-4 percent of family incomes to send a child to primary school (assuming 3-4 members in the household).  In terms of cash income, which are typically only 50-60% of total income,  it  costs  6-8 percent, which leads to school dropout and low enrollments (World Bank, 2002)   





� Unlike many other developing countries, lack of administrative capacity tends to be a less serious problem.  


� In the 1990s, the Chinese Communist Party(CCP)  installed a cadre responsibility system(gangwei zerenzhi) in an  attempt to strengthen its control over the evaluation and monitoring of local leaders.


� Different contracts exist for different fields, such as industrial development, agricultural development, tax collection, family planning, social order, etc. 


� Priority targets with veto power is an institutional tool exclusively used for key policies of the center and sometimes also for key policies of local levels. Currently, there are two priority targets which are enforced nationwide, mirroring the importance which the CCP places on these policies: family planning and social order (shehui zhi’an). Soft targets are usually those difficult to measure and quantify, and policies that are not deemed important by higher levels, such as cultural and social development. In the old planning system, mandatory targets were issued to lower levels through the annual and five-year plans. Although guidance targets have replaced mandatory targets in the reform era, priority targets still exist (Edin 2003).


� As a matter of fact, in evaluating and monitoring the leading cadres, the party has also delegated some of the evaluation and monitoring functions. Questionnaires and opinion polls are nowadays part of the annual evaluation by higher levels. Colleagues from the cadre’s own work unit, and representatives from the subordinate units take part in a democratic appraisal meeting (minzhu pingyi). In addition, citizens submitting complaint letters to higher-level government offices fulfill a similar function in the monitoring of local leaders. Both opinion polls and petitioning help higher levels to evaluate local leaders and obtain information they might not otherwise receive. However, the effect of polls and letters is nonetheless limited in that the Party has the prerogative on how it chooses to act upon the information received and is under no obligation to the people to dismiss unpopular leaders (Edin, 2003). 


� Especially in recent years, farmers’ complaints against local governments have been more and more pervasive. Most of the complaints focus on excessive tax burdens and unreasonably low compensation for converting farmers’ land to non-agricultural use (such as urban development and high way construction).  


� According to field investigations in the central province of Hunan carried out by authors in 2003, local governments intentionally incline to provide the more visible public goods such as roads than the less visible ones, such as water conservancy and irrigation.   


� In many less developed regions dependent on agriculture, lack of available resources to match development targets means that village and town officials often impose illegal fees.. Where fees and taxes are not paid, various coercive measures are applied to assure collection.





� Many local governments, especially the county and township governments in less developed regions, are also burdened with the requirements from upper-level governments to hire recent graduates of universities, high schools and technical middle schools, and veterans.


� This is also related to the uniform national wage system, local government agencies in effect become the employers of last resort in the less-developed regions with very limited opportunities of decent jobs.


�   Before 1980, a township government on average had 20-30 staffs. It now expands to over 200.On average. The ratio of farmers and local cadres is as large as 40:1. In 1995 alone, about one million new staff were added to the state payroll and this figure does not even include new recruits paid with local resources.(Yep, 2002)





�  A particularly telling example is that in the year of 2000, a local journalist in Jiangxi province named Gui Xiaoqi published a compendium of government policies on imposing taxes and fees called "Work Manual on Reducing Farmers' Tax Burdens," and the rights of peasants to resist illegal levies. It also had a section on how to seek redress. The local government's fear was that the book might be used to encourage tax revolts by farmers opposed to various illegal levies.  Although officially committed to reducing farmer's tax burdens and expressing support for such a book, the government response was to fire the author, ban the book and use the police to confiscate as many of the 12,000 copies that were sold as they could find, and was brandished at a number of tax protests (CCTV News, 2000).


� From a historical perspective, what is happening in rural China at the turn of the 21st century is rather a rule than an exception. In China’s thousands years of history, similar patterns in rural taxation and reform with the feature of “fee-tax swap” have occurred repeatedly.� Very similar to the current rural tax reform, all the taxation reforms in ancient China aimed to replace the informal fees imposed by local governments with one or two unified formal state taxes to prevent excessive informal levies and corruption. However, what happened after all the reforms was an initial reduction or stabilization of tax burdens followed by resurging fees (Qin, 2001). 


� It needs to be pointed out that even when the central or provincial policy is only of a nature of guiding rather than compelling, in practices local governments may turned it into a compelling policy and force farmers to implement. For example, in many regions, local governments forced the farmers to adjust their production structure with more cash-crop plantation, even when the policy from above is to encourage it. This, apparently, results from local cadre’s drive to survive in political performance competition endogenous to the current administration promotion system and political regime lacking people’s supervision and accountability from below.  





� Similar to upper level arrangements, both the village head and Party Secretary are evaluated by higher levels of government on the basis of their success in meeting targets set by higher levels of government Performance contracts tie wages explicitly to meeting these targets and to other economic and social variables like village economic growth and equity.
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