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To account for the recent spectacular reginme transitions in state
soci alist countries, many have redi scovered and revitalized the concept of
"civil society." The societal interpretation traces a direct causal chain
fromthe resurgence of civil society into the rapid disintegration of state
soci alist systens in East Europe. The other side of the coin, however, has
been largely ignored, that is, state capacity to govern. |In Poland of the
early 1980s, Z. A Pelczynski found that political opposition owed its
exi stence not so nuch to an infrastructure of genuinely autononmous soci al O
organi zations as to "the strange weakness" of the conmuni st state apparatus.?
Thi s observation seens to hold true el sewhere in East Central Europe and the
Soviet Union as well. Wy have those once nearly nonolithic Leninist states
become so vul nerable to pressures from bel ow?

In conparative discussion of reginme transition in general, attention has
al so been focused on the insurgent side (including some ruling factions which
cooperate with outside groups for one reason or another) rather than on the
i ncumbent side. Fromthis perspective, the key questions to ask in searching
for conmon causes of regime deni se are who conpose insurgent political forces,
why they want to replace the existing regine with sonething el se, and how
strong they are in relations to the besieged old reginme, thus |eaving another
cruci al question unanswered, that is, under what conditions the incunmbents can
hold on their power, preserve the status quo, or even inpose their collective
will on the society w thout rmuch opposition, and under what conditions they
cannot. It seens to ne that a political systemis unlikely to be destroyed
unless its ruling power has been exhausted, no | onger able to guide
soci oeconom ¢ devel opnent, to resolve the political challenges of
legitimation, and to maintain social order in old ways. In other words, only
when a system begins functionally to break down does it becone possible to
bring it domm. | wll argue that our understanding of regine transitions wll
be greatly enhanced if the concept of "state capacity" is to be introduced
into the study of the phenomenon.

Just as we may judge a person by her/his character as well as her/his
ability, we should exami ne a political systemnot only by its "regi ne type"
but also by its capacity to govern. A good person is not necessarily a



capabl e person. Simlarly, a denocratic regime my not be strong enough to
govern effectively. |In the recent decades, we have observed the dem se of not
only authoritarian regi mes but al so denocratic regines. If the regime type
of a systemdoesn't deternmine its fate, perhaps we should investigate the

i ssue the other way around, that is, whether the changes of a systenis
capacity to govern, regardless the manner in which the systemintervene inits
soci ety and econony, is in any way related to its destiny. A quick review of
the cases of regine transition in this century seens to suggest that if not
every weak regine invariantly falls, at least all those that did fall had
become very weak before its death knell.

The distinction | enphasize here between state capacity and regi ne type
is by no means a noble one. Any sensible political analysts would notice that
"regime type" and "state capacity" are the two defining characteristics of a
political system The regine type defines the range and nanner of the state
intervention into its society and econony, while the state capacity measures
the effectiveness of the intervention. Obviously, a political system which
intervenes into its society and economny extensively and in a mercil ess manner
is not necessarily able to carry out the tasks inmposed upon it by its own
political elite, by other inportant national actors, or by the pressures of
the international environment. And, a highly capable political system needs
not to be intrusive in every aspect of social life. |In one word, politica
capacity is not related conceptually to forns of regines.

The distinction between state capacity and reginme type is not a new one
either. Mny theorists have made efforts to distinguish themfrom each other
particularly those who are devoted to investigate "state capacity."

Schol arship on conparative political econony has recently turned toward
systematic evaluation of the effectiveness with which states intervene in
their econom es and societies. Nuner ous studi es have showed that the
success or failure of a domestic or international policy depends largely on
the institutional resources that the state has available to secure its

i npl enentati on. Thus, when suggesting that states make a great difference in
the Iives of the people they seek to govern, they are |l ess concerned with the
differences in policy orientation or the degree of state intervention between
countries than with the ability of state | eaders to get people in those
societies to do what they want themto do.

In searching for a way to predict the outconmes of internationa
conflicts, some theorists of international relations have al so noticed the
i nportance of state capacity. They define statencapacity as "the
ef fectiveness of a governnent in doing its job,"®> which is in essence not very
different fromthe one introduced by those international political econonists



nmenti oned above. But the two groups (IR and CPE) seemto have rarely
conmuni cated with each other, despite the fact that they are following a
simlar line of inquiry. The IR group is nore explicit in singling out the

di stinction between "regine type" and "state capacity," because its
gquantitative researches all |ead unequivocally to the conclusion that
totalitarian, denocratic, and authoritarian beginEs do not deternmine the |eve
of the political performance of governnents.

In spite of the proliferation of scholarship concerned with "state
capacity," no efforts have been made to link the concept with the issue of
regime transition. |If we recognize that the i ncunbent side is as inportant as
the insurgent side in understanding regine transition, a conbination of the
two bodi es of study should be fruitful. One of our objectives of this chapter
is to bring these two fields of scholarship together. It will first nodify
the concept of "state capacity", tailoring it for the purpose of discussing
regime transition in a general sense. Then it will apply the nodified concept
to the authoritarian state socialist system trying to identify the key
determ nants of state capacity under that particular sociopolitical system
Thirdly, how changes in state capacity are related to regine transition wll
be investigated. Finally, the theory developed in the three sections will be
tested by using it to discuss the political changes in the People's Republic
of China in the last forty years.

I. State Capacity as Fiscal Extractive Capability:
The Measurenent of State Capacity

Though there is already a substantial anount of good schol arship on the
i ssues concerning "state capacity" fromvarious perspectives, it is a
literature that badly needs integration and synthesis; and if the concept is
to be used to understand regine transition, it needs to be carefully nodified.

One of the nost serious problens with the CPE strong state-weak state
literature is that it fails to offer nmeasures of state capacity that are
operational. To determine a state capacity, it requires a thorough review of
the overall government structure and state-society relations at a particular
hi storical conjuncture, which can be very arbitrary. Were one reviewer see a
strong state, another may find severe constraints on the capacity of the
state. Some critics have recently called for a nore differentiated conception
of state capacity in order to capture the nuances_and variations in the
capacity of the state in different policy arenas. However, the
differentiation would not be able to elimnate analysts' arbitrariness if
there is no accepted criteria for nmeasuring state capacity. The net result



of the proposed differentiation without the establishment of proper
nmeasur enent thus would be a denial of the relevance of "state capacity" as an
anal ytic tool
I ndeed, state capacity is nore easily asserted than neasured.
Neverthel ess, a direct measurenment of state capacity is necessary if we are to
understand the causes of the variance of state capacity across nations and/or
over tinme, and the effects of the variance in a systematic way. in this
regard, the IR literature on "political capacity of the state" seens to have
filled the gap. This literature assunes that a highly effective politica
system shoul d be able to extract resources from society, aggregate those
resources into a national pool, and use them for national purposes; and that
state which is not able to generate sufficient resources for realizing its
policy goals cannot be effective. Based upon the two assunptions, the IR
literature transforns the concept of state capacity fromdefining it as the
ef fecti veness of a governnent into defining it as the government's ability to
nobi | i ze and direct the resources of the society toward the ends chosen by the
political |eadership. The revised definition has two nerits. First, the
state's extractive capability captures the infrastructural capacity of the
state. It is the availability of resources that permits a government to carry
out its tasks. Since the extractive capacity is so critical to the overal
capacity of any state, it can serve as a proxy neasure of the overall state
capacity. Second, the extractive capacity is neasurable. Unlike the origina
definition, the revised one is operational
Furthernmore, the IR literature on state capacity chooses revenue

extraction_as an "unamnbi guous and continuous derivative of politica
capacity." I ndeed, the public finance is one of the best starting points for
an investigation of state capacity. Kautilya, witing several centuries
bef ore ﬁhrist, al ready recogni zed that effective government had to be fiscally
vi abl e. In the sixteenth century, when the nodern nation-state was rising,
Jean Bodin asserted that "Financial neans are the nerves of the state." As a
matter of fact, the history of the eﬁﬁlution of the npdern state is the
hi story of state revenue production. Thus, Esmund Burke did not exaggerate
the i nmportance of the revenue for the state when he argued:

The revenue of the state is the state. In effect all depends upon it,
whet her for support or for reformation...Through theEjevenue al one the body
politics can act in its true genius and character..

Just like a human being cannot be alive w thout bl ood, a state cannot
function without revenue. The extraction of fiscal resources is a
precondition for the inplenentation of all other government prograns. Even



though a state's ability to intervene may vary in different areas of

soci oeconomc |ife, as many have pointed out, we still have good reason to
believe that its fiscal capacity is the infrastructural one which can serve as
the best possible indicator of the state's overall capacity. For "fisca
events are an inportant element in the causation of | changes," and
"everything that happens has its fiscal reflection.”

To measure political capacity in a conparative way, the IR Iliterature
develop a ratio which is constructed between the actual resources extracted
and an expected resources estinmated on the basis of a nunber of key
soci oeconom ¢ factors anong a group of conparabl e nations:

Act ual
Extraction
Rel ative political capacity (RPC) = --------mommommnonn
Expected extraction

Nati ons whose actual extraction is larger than expected display high
political capacity. Those whose actual extraction cannot reach the norm
reflect low political capacity. When actual and expected extraction are
simlar, RPC reaches unity to reflect that the government's political capacity
is average in the conparison group

Expected extraction is critical to this equation, because the IR
literature is primarily concerned with the conparison of political capacity
anong nations. Froma conparative point of view, the absolute revenue |eve
reflects not only political nobilization capacity but al so soci oeconom c
factors. Non-political factors such as the natural endowrent, the |evel of
econom ¢ devel oprment, and the openness of the econony to outside world may
greatly affect the absolute revenue | evel of a governnent. Rich countries,
for instance, can tax larger ampunts fromtheir popul ation than poor ones. To
control the effects of non-political factors, the devel opers of this nodel use
multiple regression to yield a value of expected extraction for a group of
conpar abl e nations. The political capacity of a governnent relative to that
of others is obtained by cal cul ating theEﬁatio of its real extraction to the
expected extraction of the sanple group.

For our purpose of studying regime transition, however, what is
important is not the nmeasure of the strength of a state in conmparison wth
others but the neasure of the political capacity of a state in conparison with
that of its own past. |Is the political capacity of a given governnent
consi stent over time? |If not, what variables affect |ongitudinal variation in
the extractive capacity of the state, and what consequences are likely to be



present if the capacity scales up or down? Mre specifically, is regine
transition in any way related to the decline of a governnent's politica
capacity? Those are main questions we want to investigate. To answer them
what we need to do is an anal ysis of dynam c, |ongitudinal devel opnent of
state capacity. |In such an analysis, we have good reason to assume that the
denom nator of the right side of the above equation---expected extraction---
will either remain constant or increase very slowy. Even in the latter case,
we nay still choose to treat it as a constant because the increase of the
denom nator wouldn't inflate the RPC unl ess actual extraction grows faster
Thus, the actual extraction becones the only independent variable in the
equation, which is solely responsible for the changes of the RPC

RPC = f(actual extraction)

Finally, in order to take into consideration the changing size of
nati onal econony and to nmake | ongitudi nal conparison possible, we need to
redefine the neaning of "actual extraction." Rather than defining it sinmply
as the absolute value of the actual revenue obtained, we define it as the
aggregate of direct and indirect taxes plus profits from government
enterprises as a percentage of GDP or national incone:

Revenue
col l ected
Actual Extraction = -----------------------
Avai | abl e
Resource

The actual extraction thus defined can be a good indicator of state
capacity. Even though not everyone believes that taxation is theft, few tax
payers volunteer to be taxed. There are always many who attenpt to evade
taxes by smuggling, by msrepresenting, or by hiding production, inconme, and
profits. Sonetines, sone taxpayers even organi ze thensel ves into groups
opposi ng state extraction. Thus, |levels of extraction scale the variation of
a governnent's ability to legitimate its rule, or coerce people into accepting
its rule.

Il. A Theory of Local State: State Capacity as a Dependent Variable

The IR literature treats state capacity primarily as an indicator of
nati onal power. Power in international politics refers to the ability of one



nati on to exercise control over the behavior or fate of another. G ven the

i mportance of predicating nations' ability to i npose preferences on each other
or withstand demands by their opponents, which in turn is essential for

predi cating the outconmes of possible international conflicts, it is
under st andabl e why the IR Iiteratugﬁ pay little attention to i ssues other than
t he neasurenent of state capacity.

As a dependent variable, what are the determi nants of state capacity?
The CPE literature conplements well the weakness of the IR Iliterature in this
regard.

The central hypothesis of the CPE literature, which was originally
advanced by Peter Katzenstein, is that a strong state should be able to set
its policy objectives and command sufficient nunber and broad range of policy
instruments to achieve stated objectives in the process of policy
i mpl enentation. The definition of policy objectives is shaped, and the nunber
and range of policy instruments are conditioned, by so-called policy networks,
which is featured by a particul ar conbination ofEﬁentraIization in state and
society as well as differentiation between them?®™ In plain |anguage, a
state's capacity is a function of the internal coherence of the state
apparatus itself and the power of the state in relation to its own society.

Al t hough everyone agrees that "the existence of an extensive, internally
coherent bureaucratic machinery is the first prerequisite for effective state
action,"* in discussing the conditions underlying effectiveness of
government s enphasis has been laid on "state autonony” or its absence. Many
bel i eve that state autonony and state capacity for effective soci oecononic
intervention go hand in hand. In this perspective, the state is seen as a
nonolithic entity which is constantly involved in a conpetition with the
soci ety conposed of diverse and changi ng groups over the allocation of
resour ces. This is a zero-sumgane of two players. The nore governnent al
resources---the share of the gross resources extracted by the governnent, the
| ess societal resources---the pool of resources nmintained by the popul ation;
and vice versa. Thus, societal resistance is considered the prinmary obstacle
to the effectiveness of state actions. The reduced pressure of all societa
groups outside the state necessarily increases ability of a bureaucratic state
to realize internally generated goals; conversely, the existence and
persi stence of well-organized social groups with control over the disposition
of politically relevant resources inplies a less effective state. Wthout a
degree of autonony from dom nant and subordinate classes and frompolitically
active and potentially nobilized groups, the state can hardly formulate its
preferences, much [ ess inmposing themon the society. Some even go so far as
to define state capacity in the terns of the historical balance of power



bet ween the state and society alone. |In their view, the weakest kind of state

is one which is conpletely perneated by pressure groups, and a strong state

can resist private demands but is unable to transform private preferences.

The strongest state nmay act at its will, having power to change not]only t he
VWi | e

there is no doubt that autonony is necessary for effective state intervention

behavi or of private actors but also the economc structure itself.

however, it is mstaken to think that autonony is in itself sufficient for
effective state action

Ruescheneyer and Evans enphasi ze that an effective bureaucratic
machinery is the key to the state's capacity to intervene. To be effective,

t he bureaucratic machi nery nust be characterized by internal features
fostering not only insulation fromits social environnent, but also
instrumental rationality and activism differentiation, unanbiguous |ocation
of deci sion naking and channels of authority, and corporate cohesion of the
organi zation. The nore devel oped the bureaucracy, the stronger the state's
capacity to intervene. The worst thing that can happen to a state is that the
bureaucratic machinery is not efficient. The inefficiency can be caused by
the I ack of the expertise and know edge required for effective state action on
the part of individual bureaucrats, or the I ack of coherence and coordi nation
within and anong di fferent state organi zations, or the both. Interestingly,
despite their enphasis on the inportance of state structure itself,
Rueschenmeyer and Evans view the probl em of corporate cohesi on and coordination
in the context of the conpetition between the state and society. According to
them this problemoccurs mainly because strong and divergent forces in civi
society are bentgon capturing parts of the state apparatus and using them for
t hei r purposes.

Neit her the degree of state autonony nor the rationality of the state
bureaucratic apparatus can adequately explain changing state capacity in the
state socialist sitting, however. Having intentionally destroyed al
conpeting centers of power within society, the conmuni st states were no doubt
much nore autonomous fromtheir societies than countries in the Wst and the
Third Wrld do. And, as the tinme cane by, those states' apparatus have been
gradual ly and steadily rationalized. G ven those two features, we should
expect that comruni st states had nuch greater capacity to intervene and bring
about soci oeconomni c changes they desired than their counterparts in non-
conmmuni st countries, and that such capacity had significantly expanded in the
several decades before the crisis of the late 1980s. It is true that state
intervention in conmuni st countries was extensive, penetrating into al nost
every aspect of social and economic life. But it doesn't follow that their
i nterventions were always effective. As a matter of fact, after the 1960s



i nefficiency became the stigna of conmuni st econoni es and soci al

di sillusionment was nounting. And in 1989, nmany of the comuni st states
suddenly col | apsed and the rest of themare struggling for survival. One is
led to speculate that the authoritarian statismmay not correspond to a

uni vocal strengthening of the state.

If the weak point of the state socialist systemdoesn't lieinits
relations with civil society, where does it lie? In an essay of 1975,
Philippe C. Schmitter gave a clue. He asserted that "the sources of
contradiction, necessary if not sufficient for the overthrow of authoritarian
rule, lie within the regine itself, within the agyaratus of the state, not
outside it inits relations with civil society." We nay advance Schmitter's
finding one step further by suggesting that the state socialist systemis
vul nerabl e not because its bureaucratic machinery is not sufficiently
rati onali zed nor because parts of the state apparatus are infiltrated by
soci etal forces, but because its agents tend eventually to becone its rivals.
This is the paradox of authoritarian state socialism

As Krasner once pointed out, comunist systems came into being generally
with extraordinarily powerful states, because previously donmi nant soci al
forces were very_likely to have been significantly weakened in the course of
t he revol utions. Wth great capacity to intervene, the conmuni st states
started to nmake fundamental changes in economnmic, social, cultural, and even
fam lial relationships soon after their revolutions, while nmaking efforts to
elimnate all potentially conpeting centers of power within their societies.
To carry out socialist transformation, and to enforce their authoritarian
rul es, those states had to construct el aborate set of state agencies
t hroughout the nations. Al of those agencies, whether central mnistries or
| ocal governnents, were supposed to be central decision makers' deputies, who
shoul d have no preferences of their own. As the center's agents, their
nm ssions were to inplement whatever orders they received fromthe top. The
irony here is that the greater the expansion of state intervention, and the
greater the spraw of its adm nistrative apparatus, the nore difficult the
center have to inpose a unified course or vision, for a centrifugal tendency
tends to develop within such a system

First, the longer the political structure exists, and the nore
established the internmedi ate agencies, the nore |likely those agenci es becone
aware of their interests distinctive fromothers, including their overlord---
the center. Second, the nore the state wi shes to penetrate social and
economic life, the less can the center afford to deprive subunits of taking
initiatives of their own and using the information about particular conditions
available to themby insisting the highly centralized systeminitially



created. More or |less, sonme degree of decentralization is inevitable. To
decentralize its activities, however, the center had to allow subunits to have
control over sone resources.

The distinctive sense of identity and the i ndependent source of
resources tend to reinforce each other. The grow ng consci ousness of self-
interests is likely to enhance subunits' desire to grasp nore resources into
their own hands. Wth nore resources under their control, the subunits are
inclined to devel op new i ndependent preferences. The process of the nutual
reinforcement results in a centrifugal tendency anong the subunits.

The centrifugal tendency of state agencies exist under every politica
system but only under an authoritarian rule it may beconme the main threat to
t he coherence and, indeed, the stability of the state. Like under other types
of political systems, authoritarian rulers have to find centripetal forces to
counteract the centrifugal tendency of their agencies if they are to keep the
state organi zations together, acting nore or |ess cohesively. At the nationa
| evel, state | eaders may manage to bal ance two or nore troubl e agencies
agai nst one another. But it is nmore difficult to overcone the centrifuga
forces of local governnents (provincial and below). Playing two |oca
gover nment s agai nst each other would do nore harmthan good to the stability
of the whole system Under an authoritarian system |ocal governnents are no
| ess authoritarian than their overlord so that the center cannot nobilize
support fromthe population to check the centrifugal tendency of the |oca
lords. Furthernore, under the state socialist system governnments at every
| evel are entitled to oversee every aspect of social and econonic life in
their respective jurisdictions. Thus, it is natural for themto have much
stronger desire than their counterparts in narket economes to keep as much
resource they nobilize in the name of the central government as possible.

And, situated at strategic position between the center and the popul ation
they generally are able to play at hide-and-seek over the allocation of
resources with the center: Wen the center inposes centralization, they can
wi thhold their efforts in nobilizing resources; when the center chooses
decentralization for nmaxi numefficiency, they would take the opportunity to
expand their own pools first.

The literature of state socialist systemh depi cted | ocal governnents
as either "central agents" or "local defenders." The above anal ysi s
contradicts these views. For the |local population, the |ocal government is a
part of the state representing public authorities, not distinguishable from
the central government. But for the central governnent, the |ocal government
could be infected with dangerous "l ocalisni threatening the whole state
structure. It is obviously wong either to reduce the | ocal governnent sinmply
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to an outpost of the central governnent, or to treat it as the nouthpiece of

| ocal societal interests. The local governnment is both a noninal agent of the
central governnent and an i ndependent and conpetitive actor in its own right.
The analytic problemis that one |abel, the state, enbraces two neanings. On
the one hand, the state can be understood as an abstraction, which transcends
any and all of its conponent factors. As an abstraction, the state is usefu
as a concept for getting hold of a conplex reality and for explaining it.

When we di scuss state-society relations, we usually use the concept of the
state in this sense. On the other hand, the state can be treated as a
concrete conpl ex of disparate conmponents. The recognition of disparate

el ements gives us insight into incoherence, contradictions, dilemms, and
tensions within the state. W use the concept of the state in this sense wh
we di scuss such issues as bureaucratic politics and central -l1ocal relations.
What causes confusion is that we cannot use the concept of the state solely in
one sense or the other. The both are needed for our discussion. The only
thing we can do is to point out that no state is a nonolithic entity. |Instead
of "the state", we may speak of a "state systeni conposed of a "central state"
and a certain nunber of "local states." The concept of local state is
valuable in that it enables us to distinguish |ocal states fromthe centra
state, fromeach other, and from society.

Several points are central to this concept. First, the state, even in
unitary system is not a single unified institution; rather it is conposed of
various hierarchical elenents that constitute a state system Second, a | oca
state has, or cones to acquire, its independent preferences, which nay
converge with, or diverge from those of the central state, other |oca
states, and/or the local society. Third, central- and |ocal-state
bur eaucracies are consistently in conflict, with each striving for contro
over nore resources to pursue and sustain its own policy objectives. Fourth,
there is a possibility of the fragmentation of political authority. Loca
states nay acquire a high |l evel of independence. They can, under extrene
ci rcunmst ances, beconme a state within a state---highly i mune fromcentra
control. Hi gh level of |ocal power and autonony coul d pose a serious threat
to the central state, agﬁ, for that matter, the state systemas a whole, by
bal kani zi ng the nation
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Fi gure Four Situations in which the Local G
Translate Its Preferences i1 nto Author

Local and central prefe
Conver ge Di ver ge
Local st. | Conver ge I |1
and | oca
soci et al
preferen | pyerge | I\
are

But why does the local state acts sonetimes as a "central agent" and
sonetines as a "local defender?" This is because the local state's
preferences are not always diverge fromthe central state's and the | oca
socieity's. The figure 1 depicts four possible situations in which the |oca
state may translate its preferences into authoritative actions.

Qovi ously, the local state should have no problemat all in translating
its preferences into authoritative action in the situation I. Under
authoritarian rule, it should also have little difficulties to do so in the
situation Il because the local state acts as if it is a "central agent." |If
the | ocal state can nmanage to translate its preferences into actions in the
situation 11, it would be seen as a "local defender." Only when it is able
to act at its own preferences in the situation |V does its autonony becone
apparent. There are two decisive variables in determ ning whether the |oca
state is able to pursue its preferences: the degree of the congruity between
| ocal and central states and the |evel of resources concentration in the hands
of the local state. |In an authoritarian polity, the congruity between | oca
state and societal preferences is not quite relevant. Only when |ocal and
central preferences are divergent, it is harder for the local state to act at
its own preferences than otherwi se. As pointed out above, the local state's
sense of distinct identity tends to be strengthened as the tinme goes by.

Thus, we shoul d expect that |ocal and central preferences clash nore often as
the systemnellows. But it doesn't followthat the local state would have

| ess and |l ess chance to pursue its preferences, because, while the local state
clashes nore frequently with the central state in the terns of their policy
preferences, its pool of resources tends to expand. Wen the |local state is
able to identify and pyranid resources fromthe central state, it is likely to
be nmore able to resist the policy objectives of the center and to pursue its
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i ndependent goals. The four situations present a continuum al ong which the
aut onony of the local state ranges fromweak to strong. Wen |ocal states
become nore autononous fromthe center, those supposed central agents becone
nore and nore |ike i ndependent centers of power conpeting with the central
rulers and with one another over the control of human and material resources,
whi ch woul d inevitably enervate the systemas a whole. Wthout independent
power centers in society, we may hypothesize that state capacity in the
authoritarian state socialist systemdepends to a great extent on the weight
of the central state vis-a-vis the local states. The local states could
constrain the central state's freedomand forms of action and thereby confound
the capacity of the whole system The nore autononous |ocal states are from
the center, the weaker state capacity is.

Here, we need to refine our definition of state capacity once again.
Local states are parts of the state. But, the strengthening of |ocal states
capacity to intervene in econony and society could weaken rather than fortify
the capacity of the state systemas a whole if local policy preferences are at
odds with national ones. Thus we find that it is too vague to define"state
capacity" sinply as a state's ability to fornulate and i nplenment its policies
because the state is not a nonolithic entity and | ocal states don't always act
as the agents of the central state. "The state" in the concept of "state
capacity" should be understood as the state systemas a whole. Thus, "state
capacity" doesn't refer to the capacity of any particular state agency or to
the sumtotal of the capacities of the all conponents of the state system It
is deserved for the capacity of the state system functioning as a whole. A
state system could be very weak even though its agencies (local states) are
authoritarian and intrusive, able to penetrating and dominating the society.

The central state is the center of gravity of the state system |Its
preferences set the reference point by which the deviation of |oca
preferences it to be neasured. The capacity of a state system cannot by
strong unless the |l ocal _states within the system have no power of inmunity
fromthe central state

In sum a strong state is characterized by a high degree of "loca
stateness" as well as a high degree of "central stateness."” Local stateness
i nvol ves horizontal concentration of resources in the hands of the public
aut horities of each and every locality. This is a process of state
penetration. Central stateness refers to the vertical concentration of al
authorities in the hands of the central state. This centralization can be
realized only when |l ocal states across the nation act as (not necessarily
"think" as) "transmi ssion belt" and "agents" of the central state, and
deviations fromcentral policies are mninized by extensive coordi nation by
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the central state. The second process is one of political integration. The

decline of state capacity nmay take either formof |ess extensive state
penetration (Il ow degree of local stateness) or less effective political
integration (low degree of central stateness), or both. Figure 2 depicts
various possibilities in a sinplified way.

Figure Two di nensions of state
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The central hypothesis of this study is that under the authoritarian
state socialist system the local state tends to develop centrifugal tendency,
whi ch could be very bit as underm ning of central stateness and thereby
corrosive of the capacity of the whole state systemto realize its goals. It
is not nerely "state-society" relations that we will have to look in order to
see how and why a state systemis strong or not-so-strong. In studying
political changes in the state socialist system it it to the amal ganati on of
the state that we nmust give nore attention.

It needs to be noted that, conposed by hundreds of agencies and tens of
t housands of bureaucrats, the central state as such is also internally
fragmented, and that conflicts between different central agencies, |ike ones
between the central state and local states, could linit the ability of the
central state to pursue cohesive policies. But for the sake of convenience,
in this study, we treat the cen;jal state as a honpgeneous entity represented

by what Lev;;calls "the ruler,"* what Zysman calls "the national politica

executive,iz‘__;I what Ruescheneyer and Evans call "State eIitEE or "State
managers, "< what Krasner calls "central decision makers," or what Chinese

call "the center" (zhongyang).

I1l. State Capacity and (Un)governability:
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State Capacity as an | ndependent Vari abl e

In the CPE literature, "state capacity" is used as independent variable
i n explaining why a cormon chal | enge, such as the oil crisis, elicit different
nati onal responses in the international political econony. 1In the IR
literature, "state capacity" is used as an independent variable to predict
whi ch of the combatants will win and which will lose in an internationa
conflict. Can "state-capacity-as-fiscal-extractive-capacity be used to
explain a regine's governability, or nore specifically, to predict the
probability of regine transition? Sone scattered studies seemto suggest

yes. Schunpet er ar gues:

"The full fruitfulness of this approach [fiscal politics] is seen
particularly at those turning points, or better epochs, during which existing
forns begin to die off and to change into something new, and which al ways
involve a crisis of the old fiscal nmethods. This is true both of the causa
i mportance of fiscal policy (in so far as fiscal events are an inportant
element in the causation of all changes) and of the synptomatic sigjificance

(in so far as everything that happens has its fiscal reflection).”

O Connor clains that the state's inability ta nake both ends neet is
likely to aggravate the underlying social crises. In a conmparative study of
the governability of contenporary Wstern European and North Anmerican
politics, Schnmitter concludes that main macroaspects of the political-econonic
performance of the nodern states are all connected with the nagnitude and node
of financing its fiscal crisis. Mre specifically, he finds that fisca

i

notes the correction between nonarchs' fiscal crisis and the rise of

i neffectiveness is very positively and strongly associated with the
instability of reginme, which is the predecessor of ungovernability. Bat es
parliaments. According to his reading of the literature on the origins of
parlianments, it was the nonarchs' attenpts to raise greater |evels of taxes
that led to the creation of forms of politﬁcal representation in England,

France, and throughout historical Europe. In & Rule and Revenue, Levi

argues that resources are the basis for power. But there are always
constraints on a ruler's capacity to produce revenue. In order to overcone
these constraints, rulers are willing or forced to alter forms of government
to suit their purpose if they can. Levi confirnms Bates' findings about the

i mportance of fiscal pressures in creating the basis for parlianment but

pi npoi nt the divergence between France and Engl and whi ch di stinguish them for
centuries into the future. Due to the relative weaker bargaining position of
Engl i sh nonarchs vis-a-vis their constituents, fromthe Magna Carta on, the
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English Crown was forced to trade privileges for revenue, which resulted in a
relatively powerful parlianment. There was no such devel opnent in France,
however. What is crucial to the explanation is the greater relative
bar gai ni ng power of France nonarchs vis-a-vis their resource-rich
constituents. The conparative |ack of bargai ning power closed off certain
options in England that were available in France and conpelleg;English
nonarchs to make concessi ons not expected of France nonarchs.

Wiy is the decline of state capacity often acconpani ed by t he weakeni ng
of governability, and sometines followed by regine transition? The
enf eebl enent of the state-capacity-as-fiscal-extractive-capacity is both the
synmpt om and accel erator of the underlying crises existing in society. It is
the synptom of crises because, as pointed out in the above section, unless
there are tensions between the state and society or within the state
apparatus, the state should be able to nobilize sufficient anount of resources
to support its programs. It is the accelerator of crises because, w thout
sufficient supply of revenue, the rulers would find it difficult to sustain
the institutions of the state, to bring nore people within the domain of those
institutions, and to increase the nunber and variety of the collective goods
provi ded through the state. Wen the state cannot fulfill its basic
functions, delegitimation follows. Wat else can we expect except politica
crises? Short of funds, the state nmay even not able to survive the crisis.

To the extent that there has al ways been nore of a demand for inperative
coordi nation and authoritative allocation than the state is capabl e of
supplying, it has never been an easy task for the state to nake both ends
meet. But the state may be nore able to fill the "gap" between demand and
supply by physical repression and synbolic nmanipul ation at one tinme than at
other times. The variation in a state's existing capacity over tinme nay be
one of the nmobst inportant structural features to recognize in understanding
t he governability-ungovernability syndrone. Wen a state is strong, it should
have no difficulty to absorb tenporary or sporadi c soci oecononic di sorder and
foreign challenge. Wen the state's capacity is weakened, it would begin to
have trouble adjusting to internally and externally generated disturbances.
Because the state |acks political capacity to extract sufficient resources for
al l ocation and redistribution, the donmestic social structure would becone at
best i muobile, which in turn would further weaken the state's nobilization
capacity, unless renedies can be found to reverse the trend. Then, unable to
deliver what it has intended or prom sed to deliver, the effectiveness of the
state is called into question. |If the state's extractive capacity continues
to decline, political |eaders may find that the volume of demand placed on the
state by elites and various social groups exceeds its ability to neet it to
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the point that the legitimcy of the reginme is shaken. By this tine, not just
opponents but some of those within the regine would come to the concl usion
that the experience of the regime is resounding failure ever according to the
standards the regine itself has established. Opponents are stinulated to act
because the failure is so obvious, and their rank is expanding. Meanwhil e,
ruling elites becone | ess and | ess confident of their own capacity so that
internal conflicts break out over who should be responsible for the regine's
failure. Unable to retain their position of dom nance or to reproduce
preexisting coalitional arrangenents, rulers are now troubled by the
instability of their regine.

However, the situation can be turned frombad to worse, if the
deterioration of state capacity doesn't stop. |In the extrene, the state nmay
become so weak that it is not able to sustain its basic social contro
mechanism The regine then is literally exhausted, powerless to nmaintain
civil order and to stop the dissolution of existing institutions. By this
time, regine transition is in order. W may conclude fromthe above
di scussion that there is no transition whose beginning is not the consequence-
--direct or indirect---of the declining extractive capacity of the state.

Even the subsequent trajectory of regime transition is |likely associated
with state capacity. |If a regine starts transition before its capacity is
exhausted, regine reform sts may be still able to help steer the transition
and define the boundaries of the new system By contrast, if a regine doesn't
start transition until its capacity has been exhausted, the stage is prepared
for socialgjevolutionary nobi | i zation, provided that revolutionary actors are
avai |l abl e.

IV. State Capacity, Local State, and Ungovernability in China

In this final section, we use China as a case to test two hypot heses
devel oped in the sections Il and 111:

1. Under the authoritarian state socialist system state capacity is
circunscri bed mainly by the bal kani zati on of state apparatus, especially the
centrifugal tendency of |ocal states.

2. The decline of state capacity contributes to the general crisis of
the state socialist system

Revol ution

Wth the inauguration of the People' s Republic of China on Cctober 1
1949, China was unified and at peace for the first time in decades. The
Chi nese communi st state in the early 1950s was extraordi narily powerful not
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only because the war and revol ution had pul verized the old social formation to
the degree that no social group was in position to challenge the new regine
but al so because recently established state agencies were too young to sprout
strong i ndependent policy preferences of their own. [In March 1950, the
central authorities inmposed an unified management over the national financial
and econonmic affairs with little resistance fromlocal governnents, despite
the fact that during the 12 years fromthe outbreak of the Sino-Japanese War
in 1937 to 1949, the financial and econonic affairs in the various communi st -
controll ed areas were nanaged separately, with each having its own currency
and taking care of its own revenue and expenditure. The enphasis was on
uni fying revenue. The state budget was transformed into a consolidated budget
that included the budgets of central, provincial, and subprovincial
governments. Except few | ocal taxes approved by the central governnent, al
the tax income should be turned over to the central treasury. As to the
expenditure, even small itenms needed formal approval fromBeijing. At a tine
when the country still faced tremendous economic difficulties and enornous
fiscal deficits and there were only a limted anmount of funds avail able for
extraordi nary uses, planned allocation by the central authorities nmade it
possible for the state to use linmted funds according to what it perceived as
the nation's priorities.

As the unified and centralized system devel oped during the First Five
Year Plan (FFYP) period (1953-1957), the state's extractive capacity continued
to grow. State budget revenue rose rapidly during this period, both
absolutely and in propotﬁion to GDP, constituting 22 percent of GDP in 1952
and 29 percent in 1957. O the rising proportion of GDP captured by the
budget, the central governnent concentrated a |large share in its own hands.
Thr oughout the FFYP period, the central government's share accounted for 80
percent of the total revenue while the various localities (at the provincial
and county levels) could have access only to the remaining 20 percent. O the
total expenditure, the central authorities accounted for 75 percent while the
various localities accounted for the remai ning 25 percent.

The | arge share represented a distinct increase in the potential role of
the state in support of socioeconom ¢ devel opnent conpared to the
prerevol utionary period, when a |lack of revenues had severely constrai ned
st at e- sponsor ed noderni zati on prograns. According to Lardy, "at the end of
the 19th century, the revenues of the central government were only 1 to 2
percent of China's GDP. Under the somewhat nore vigorous fiscal program of
the Nationalist governnent after 1928, central governnent revenues were only
about 3 percent of GDP. Even when provincial and |local revenues are included,
the total governnent revenue share of GDP was | ess than 5 percent." In
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conparison with other |ess devel oped countries, the role of the budget tﬂ
resource allocation in China after 1949 was al so significantly greater. The
greater extractive capacity of the state enabled central planners to
accelerate the rate of capital formation and allocate investnent resources to
priority sectors and regions. A tangible result was the overful fill ment of
the FFYP in 1957.

Devol ution

However, the high degree of centralization of financial resources was
not without its problens. After several years of existence, |ocal states
began to be aware of their distinct interests. No |onger resigning thenselves
to being nerely central agents, they becanme nore interested in establishing
i ndependent fiscal base than in serving the center. On the one hand, because
there was no functional |ink between revenues collected and expenditures at
any | evel below the consolidated state budget, local states' initiative in
nobi | i zi ng revenues was danpened. On the other hand, because of the center's
annual redeterm nation of revenues and expenditures for each and every
locality, there was no way for Iogﬁl states to play any role in conprehensive
I ong-run |l ocal econom ¢ pl anni ng.

Mao didn't |ike the concentration of political and econonmic authority at
the center either, but for a different reason, nanely, his fear of the spread
of bureaucratism For him the way to retrench bureaucratismwas to
decentralize econonm c power. Thus decentralization becagﬁ an inportant
conponent of Mao's 1958 program of "Great Leap Forward."

The 1958 decentralization had three key aspects:

1. The great npjority (over 80% of the central enterprises were
transferred to the nanagenent of the local authorities. Many of those
enterprises, such as airlines, railroads, highways, post service, and the
like, by their natures, cannot be effectively managed by |ocal public
authorities at any circunstance.

2. Central planning was replaced by |ocal planning. Local governnents
were given pernission to approve nmedi umsized and even large capita
construction projects, to issue construction bonds, and to recruit and depl oy
| abor force as they saw fit.

3. Local governments were del egated greater fiscal power. The provinces
received a large fixed portion of a substantially broader revenue-sharing base
and their expenditures were to be determ ned by revenues coll ected, rather
than the other way around.

However, the decentralization of fiscal power didn't result in reduction
of the degree of state penetration, which was reflected in the rising ratio of
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budget revenue to national incone. During the FFYP period, the state budget
revenue on average constituted 32.7 percent of the national inconﬁg But the
percentage rose to 39.6%in 1958, 47.3%in 1959, and 53%in 1960. However ,
the degree of political integration declined trenendously. O the rising
proportion of national inconme captured by the budget, the central governnent's
share fell from 80% during the FFYP period to 50%in the GLF period, while

the I ocal share junped from 20%to 50% The two devel opnents suggest t hat
once | ocal states get greater control over revenue, they tend to extort
resources fromsociety nore rigorously, but revenue increase doesn't
necessarily benefit the central planners.

In addition to taking advantages of the favorabl e new revenue-sharing
system |ocal states endeavored to increase their extrabudgetary incones by
various legal, senmilegal, or illegal neans. Extrabudgetary sources of revenue
are those funds in public sector which are not subject to central budgetary
control. In an ideal centrally planned econony, there should never be
anyt hing not subject to central control. Nevertheless, extrabudgetary funds
have existed in China since the establishnent of the People's Republic.
During the FFYP period, funds nobilized annually outside the budgetary control
nmechani smwere pretty small, never exceeding 8.5 percent of total budget
revenues. The three years of 1958-1960 saw the first upsurge of
ext rabudgetary funds. 1In 1957, there was only 2.6 billion yuan of
extrabudgetary funds in the nation altogether. The nunber was doubled to 5.6
billion in 1958, junped again to about 10 billion in 1959, and peaked at 11.8
billion in 1960. 1In a short period of three years, the extrabudgetary funds
regi stered a nore than 400% i ncrease. During the FFYP period, the
extrabudgetary funds had been on average only as h as 6.5% of the budget
revenue, but in 1960 the percentage reached 20.6%

Wth nore noney in their pickets, |local states became enthusiastic to
display their initiative. One of the results was that a massive canpaign to
build new industrial projects swept the country. Even in econonically
backward Gansu provi nces, 224,500 factories were built in the six nonths
bet ween January and June of 1958. In 1958, a total of 26.7 billion yuan was

=

The over-extended capital construction caused an all-round inbal ance between

invested in capital construction, up 97% from 1957 or equivalent to half of
the total anpunt of 55 billion yuan invested during the entire FFYP period.

sectors, which pushed the central government to spend nore noney to fill gaps.
The resuli_was large deficits, 14.8 billion in all in the years between 1958
and 1961. Wth neither market nor central plan to coordinate the econony,

the Great Leap Forward ended up with a col ossal failure.

20



The failure of the GLF denpbnstrate that general state revenue as such
doesn't reflect the capacity of the state as a corporate actor. Wat genera
state revenue reflects is aggregate extractive capacity of governments at al
| evel s. \When local states command a | arge share of financial resources, they
tend to use those funds to pursue their own preferences. Thus, grow ng
general state revenue nmay weaken rather than strengthen the ability of the
state as a corporate actor to achieve the policy goals set by the central
pl anners, whatever the goals are.

Fortunately, the center's flexibility in redepl oying resources generated
by governments at all level survived the tenporary ail nent between 1958 and
1960. While the center's ability to manage the national econony was enfeebl ed
by Mao's 1958 decentralization, its ultimate political authority over
governments at |ower levels remained intact. The center might have becone
| ess able to exert positive sanctions (to reward desired actions), but it
still kept the power to exert negative sanEﬂions on | ocal governnents'
behavi ors (to prevent undesired activity).® The retained political authority
enabl ed the center to transformthe techni ques of state intervention from
decentralization back to centralization, at |ease partially.

In 1961, the central authorities decided to recentralize the system of
econonmi ¢ managenent. Al the rights to manage production, capital investnent,
materials, |abor force, purchase, and financial affairs, that had been
del egated to | ocal governnents, were taken back into the hands of the center
What was crucial to all recentralization nmeasures was the recentralization of
fiscal power. It was declared that subnational governments had no right to
i ssue currency (including construction bonds). At the sane tine, the centra
governnment tightened up control over the nanagenent of both the budgetary and
ext rabudgetary funds.

In the five years of readjustnent between 1961 and 1965, whil e budget
revenue as a proportion of national inconme fell back to the | evel of 1957
(around 34%, the central governnent's share of the total increased from50%
to 60% At the sanme tinme, the central authorities took rigorous nmeasures to
cut extrabudgetary funds. Extrabudgetary funds declined both absolutely and
in proportion to budgetary funds, being much as 20.6% of the budget revenue
in 1960, 20.3%in 1962, and 16%in 1965. The recentralization of fisca
power enabled the center to reduce the scale of capital construction, inprove
the internal structure of the national economy, and achieve a favorable
bal ance between revenue and expenditure in addition to repaying all of China's
foreign debts in this period. By 1965, the entire econony had taken a turn
for the better. |If resources had remmi ned scattered and at |ocal governnents'
di sposal, it was inpossible for the center to fulfill the task of readjustnment
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and thus for the nation to tide over the difficult period in a matter of few
years.

For Mao, however, the recentralization was nerely an expedi ent neasure
for tiding over the difficult period. Once the econony recovered fromthe
crisis of 1959-1961, he again decided to smash the Soviet-styled centrally
pl anned system |In March 1966, Mao declared that his ideal was what he called
a "republic with a nomi nal monarch"[xujun gonghe], in which central planners
should play only a limted role of providing ideol ogi cal guidelines.
Criticizing that the recentralization of 1961-1965 had been overdone, he
ordered that all enterprises which the central government d taken back from
| ocal governnments should be returned to | ocal governnents.

The Cul tural Revolution paralyzed not only the central governnent but
al so governments at all levels. China was in anarchy fromlate 1966 to late
1968. While Mao enjoyed absol ute personal power, the state |acked the basic
ability to erect social control, nuch Iess to direct socioeconomc
devel opnent. The 1967 pl an never reached to the provinces, and there was no
plan at all in 1968. Budget revenue fell from55.9 billion yuan in 1966 to
41.9 billion in 1967 and 36.1 billion in 1968.

When public authorities were restored in the early 1970s, Mao initiated
yet another decentralization drive. This tinme, he ordered that al
enterprises "suitable" for |ocal nanagenment were to be transferred to | oca
governnments. Even such giant enterprises as Anshan Steel, Daqing Glfield
Changchun Auto Works, Kailuan Colliery, Jilin Chenical |ndustries Company were
consi dered "suitable" for |ocal nanagenEntgjo that they were transferred to
respective provincial governnents in 1970.

Along with transferring central enterprises to |ocal governnents, nobst
revenue sources and expenditure categories were shifted to the provincial
level in 1971. The provincial governnments were allowed to keep and use al
or nost of remmining revenues after transferring a lunmp-sumto the center
according to agreenents set between them and the central governnent. The aim
of the 1970-1971 decentralization was to arouse the initiative of |oca
governnments. However, the center soon found that local initiative thus
aroused was directed to further particular interests of various localities
wi t hout regard for nmacroecononic rationality. Many problens surfaced in the
wake of the decentralization of industrial managenent and fiscal system Wth
nore resources at their disposal and the rights to use them |ocal governnents
ran wild in capital investnent. The planned targets for investnent were
exceeded again and again. Wthout effective mechanismto coordi nate economc
activities, the decentralized system brought about blindfolded construction
and overl appi ng construction. The unchecked expansion of the scale of capita
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construction was followed by a sharp increase in nunber of people on the state
payroll. 1t had been planned to enploy 3.06 million nore people in state
enterprises in the two years 1970 and 1971, but the actual increase was 9.83
mllion, three times as nuch as the planned figure. Because the big junp in
t he nunber of state enployees, the year 1971 saw a considerable increase in
the total anpunt of wage paynent and scal e of fooﬂ;grain consunption, which
caused an acute shortage of supply on the narket.
Due to the fact that to a |arge extent, |ocal governnents were

responsi ble for the over-extended capital construction, noderate centra
| eaders nmade efforts in 1973 to restore central control over industrial
managenent and budgetﬁﬁy funds. But this attenpt was obstructed by the

Mao on the whole sided with the Gang of Four, though
someti nes on some specific issues he played a role in checking the Gang of

radi cal Gang of Four.

Four's excesses. Because of Mao's insistence on letting each region
locality, or enterprise rely in so far as possible on its own resources,

t hroughout the first half of the 1970s, |ocal governments had greater access
to revenues they extracted locally and nore discretionary control over their
expendi tures than they had had in the 1960s. This was true despite the fact
that | ocal governments still had to revert npbst of revenues generated locally
to higher levels under the consolidated budget. One of new sources of incone
for | ocal governnents was the so-called "five small local industries.” In
1970, the central treasure earmarked 8 billion yuan in the followi ng five
years as a special fund to be handled by the provincial, nunicipal, and

aut onomous regi onal authorities for the devel opnent of these key industries.
As for the newly built "five small industries" run by county governnments, the
county governnents were allowed to keep 60% of the profits nade by those
enterprises. Even if those within the category of the "five small industries”
suffered | osses, county governnents woul d not | ose, because those enterprises
woul d be exenpted for a certgﬂn period of tinme fromtax levies, or better
getting financial subsidies.

Extrabudget ary funds, which were beyond the central control, expanded in
the early 1970s. From 1970 to 1976, while the budget revenue increased only
17. 1% extrabudgetary funds increased 172.8% In 1970, the anount of
ext rabudgetary funds anpbunted to on 15. 2% of the budget revenue, but in
1976, the ratio increased to 35.5% As central financial control over
regi onal economic activity weakened, many localities found that they did not
have to take central plans seriously; some of themeven went so far as to
acting contrary to central plans and arbitrarily diijontinuing coordi nati on
with other localities arranged by central planners.?®
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The late Mao era was characterized by its totalitarianism Al nost every
aspect of social life was carefully nonitored by state agencies at various
| evel s. However, the very organizational structure which gave the state its
power over society al so weakened it, so the repressive Chinese conmuni st state
was unable to control priority economc activities and to secure inputs for
them By the tine of Mao's death in 1976, China's national econony had been
very much fragnented al ong regional lines. The fragmentation of the econony
refl ected the parcelization of the state apparatus. According to Lyons, the
Chi nese systemin the late Mao era can be characterized as one in which
"substantial devolution of authority---intentional or otherw se---was not
acconpani ed by appropriate incentive and information structures, Ieaving;
deci sions taken by the various planning offices |argely uncoordi nated."

Mao's decentralization not only aroused | ocal governnents' consciousness of
their particular interests but also expanded their pool of resources. The
sel f-consci ousness and i ndependent source of resources, as expected,

rei nforced each other, resulting in disintegrative potential within China's
political structure. This legacy of the |late Mao era created an inertia that
Mao's successors would find difficult to overcone.

Nevert hel ess, the centrifugal tendency in the Maoist era were
relatively weak for several reasons. First, that Mao was still alive itself
set alimt to the devel opment of localism No one was in position to
chal | enge Mao's authority as a synbol of unity. Second, while Mao was
advocating the decentralization of econom ¢ managenent, he insisted on
centralized and unified political |leadership. |In the early 1970s, nobst of
provincial |eaders were just recently rehabilitated after having been in
di sgrace for several years during the early stage of the Cultural Revolution
They still had lingering fears. |In the treacherous political situation of the
early 1970s, they had to act as if walking on thin ice to avoid any politica

accusation, which mght destroy their careers. "Localisnl was the [ast thing
wi th which they wanted to be associate The centrifugal tendency thus was
| ess apparent at the provincial |evel. At |lower levels, local |eaders

didn't have to deal with the ferocious Gang of Four and their direct superiors
at the provincial |evel were generally irresolute and nanby-panby. Thus they
were usually nore bold in taking advantages of the central |eadership's cal
for self-reliance and i ndependent systemby interpreting it as Iic§£se to
buil d autarkic "kingdonms" and to protect themw th trade barriers.

Third, to reduce the interprovincial differences in |evel of
devel opnent, the central government still retained control over a |arge share
of the budget revenue even after the fiscal decentralization. |In the 1970s,
the provinces collected over 80 percent of total budgetary revenue, but they
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were entitled to carry out about 45 percent of expenditure, higher than in the
peri od of readjustnent of the early 1960s but |lower than in the Great Leap
Forward period. Moreover, the revenue-sharing rates with the provinces were
subj ect to annual adjustment, so the center retained a certain leeway to
extract nore fromthe provinces if it found it necessary. |In fact, the
decentralized fiscal responsibility systemwas nodified at the end of 1971

| ess than one year after it had been put into practice. Localities could no
| onger keep all the revenue surplus they collected above the targeted anount.
In 1973, the percentage of above-target revenue being kept by the localities
was once again |lowered. Then, the year 1976 witnessed a retreat away from
fiscal decentjalization to basically the sane systemthat had existed in the
early 1960s.

I nvol uti on®

Since Mao's death in 1976, the Chinese econonm c system has undergone
significant changes. The essgﬂce of the econonic reformmay be sumari zed by
one phrase "fangquan rangli",> that is, to devolve control over resources and
deci si on- maki ng power to |ocal governments on the one hand and enterprises on
t he ot her. Deng;Xiaoping chose the fiscal systemas the breach of his overal
ref orm program Many have interpreted Deng's fiscal decentralization as a
vol untary concessi on, which ained at narrowi ng the scope of state intervention
and strengthening the role of the market. This is probably right. |ndeed,
whi | e Mao advocates decentralization as an alternative to both centra
pl anni ng and nmarket, Deng views decentralization as a way through which China
woul d be able to nove away from a command econony and to head toward the
direction of nmarket econony. But Deng's intention to replace the planned
economy with a market econony was only part of the reason why he initiated the
fiscal decentralization in 1980 and further expanded | ocal autonomnmy and
enterprises autonomny in later years. As a matter of fact, in 1980 the
refornmi st central |eadership hardly had any option other than fisca
decentrali zati on.

I n Decenber 1978, the Chinese Conmuni st Party convened the Third Pl enary
Session of the 11th Party Central Conmittee. The plenum set out to solve many
probl ens affecting the daily Iife of the people in city and countryside that
had piled up for quite sone time. It was decided, anpbng other things, to
raise the prices by a wide nmargin for the purchase of farm products and
sideline products, to reduce or remt agricultural taxes for sone poor
regions, to inport a |large anbunt of grain fromabroad, to arrange jobs for
mllions of educated youth who had been sent down to the countryside, to raise
the levels of salary for state enployees, to restore the bonus system to
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build nore houses for urban residents, and the Iike. Al of those measures
were inperative for w nning popular support for the reformdrive, but they
entail ed great burden on the budget. 1In 1979, China run a deficit of 20.6
billion yuan, alnpost triple as large as the previous peak of 7.1 billion in
1960. The next year saw yet another big deficit of 14.2 billion. Together
the amount of deficits in the two years was as high as 34.8 billion, exceeding
t he totalgﬂf deficits in the previous 29 years between 1950 and 1978 (24.8
billion).
when facing such big numbers.

How to make up the deficit? One way was to print bank notes. The total

It is not hard to i mage how anxi ous the central planners were

vol unme of new paper money issued in the two years was 13 billion yuan nore
than normal increase. This, however, entailed the danger of inflation
Utimately, the government needed either to increase its revenue or to cut its
expenditure, or both. Unlike under the capitalist systemin which individuals
and private firnms are tax payers, in China, state enterprises are the main
contributors to the budget revenue. Sone of enterprises were run directly by
the central government, but nore were under the control of |ocal governnents
at various levels. Although it is not recognized as factually existing in

Chi na, local governments in effect possess proprietary rights over their "own"
enterprises. This is not sonething which is observed in Ege Sovi et Union or
in the forner state socialist countries of European CMEA Thus, npst taxes
are collected, not fromsociety, but fromelenents of the state itself (loca
states). Because of the quasi-ownership, |ocal governments tended to resist
the center's encroachnent of |ocal source of revenues as much as they coul d.
To increase revenue or cut expenditure, the central governnent hence had to
negotiate with the provincial governnents. Because the fiscal system had
become very dispersed since Mao's decentralization of the early 1970s, the
central governnent couldn't expect to increase revenue by recentralization

wi t hout facing strong | ocal resistance. At the nmonent when the reform st
central |eadership desperately needed the support of the provincial |eaders
for their reformdrive, it would be no less than conmitting a politica

sui cide to provoke such resistance. To choose the path of |east resistance,
t he rﬁﬁornist | eadershi p adopted the "eating-in-separate-kitchens" reformin
1980.
financial responsibilities while at |east guaranteeing central incone at

The schenme had two advantages: having localities to bear nore

current levels. The center hoped that as the pie expanded its slice would
becore | arger.

What follows fromny analysis is that the 1980 fiscal decentralization
was a reflection of constraints on the reform st |eadership i nposed by
powerful provincial forces. |In other words, the decentralization nust be
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attributed not so much to the reform st | eadership's voluntary decision to
extract bel ow capacity as to its incapacity to extract the greatest anount of
revegﬂe inthe old way and its desire to increase revenue over tine in a new
way.

Many aut hors have di scussed the contents of the 1980 figfal ref orm and
the evolution of fiscal sharing systemthereafter in detail,®™ we need not
repeat themhere. Since it is apparent that Deng's fiscal decentralization
was a result of the declining capacity of the Chinese comunist state to
govern, in what follows, we shall focus on whether and how the fisca
decentralization has in turn affected state capacity, and, if yes, what are
the political consequences of the changes in state capacity.

It is widely accepted that Deng's fiscal decentralization has
significantly weakened Chi nese communi st state capacity-as-fiscal -extractive-
capability. As a result, the institutional environnent within which |oca
states make their own deci sions has been changed in a fundanmental way.

1. The budget revenue as percent of national inconme has dropped by a
wi de margin.

Because of the major governnent role in the econony, the | evel of
revenue as a share of GNP should be substantially higher in the socialist
setting than in the capitalist setting. In 1978, on the eve of the econonic
reform the governnent revenue as a ratio of GNP was 34% which was alreagg
very low in conparison with the Soviet Union and East European countries.
After ten years of econonic reform the ratio fell to 19.8 in 1988. This
rati o was |ower even than that in devel oped capitalist countries (24.2% on
average) and middl e income countries (24% on average), and only slightly
hi gher than that in the Third World countries (15.4% on average). It needs to

=

2. O the budget revenue, the central government's share has dropped by

be noted that for all country groups, data refer only to central government
revenue while for China both central and provincial revenues were included.

a wi de nmargin.

The central government's share of total budget revenue was above 70%in
the 1950s, about 60%in the 1960s, around 55%in the 1970s, but only 50%in
the 1980s. 1In 1988, the central share accounted only for 47.2% of the total
budget revenue. Between 1980 and 1986, on average, the local revenue
i ncreased annual ly 8.29% higher than the increase rate of either the total
budget revenue (6.9% or the central revenue (5.5). During the sane period,
the | ocal expenditure increased annually 9.2960ngﬁverage, but the central
expenditure only grew at an annual rate of 3.6% In the Soviet Union and
former socialist countries of East Europe, central revenue generally accounted

for 70% of the total revenue. Even in capitalist countries, whose budgets are
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generally not responsible for capital formation, it is rare for the ratio of
the central revenue to the total government revenue to be |ower than 50% In
the United States, which is a decentralized fiscal systemby world standards,
the federal government's tax incone accounts for 57% of e total tax revenue
whil e state and | ocal governnments together get only 43% As for
expenditure, on average, subnational governnents in industrial countries
account for about 30% of all governnent expenditures, conpared to 15%in the
Third World countries. In China, however, the subnational share of governnent
expenditure is about 55% well above these averages. No wonder the World Bank
exclaims: "only a few countries in the world can claimas great a degree of
expendi ture or revenue decentralization."

3. Extrabudgetary funds have skyrocket ed.

Before Deng's reform there were two periods in which extrabudgetary
funds expanded rapidly: the Great Leap Forward period and the Cul tural
Revol ution period. |In 1978, on the eve of the reform extrabudgetary funds
were as large as 31% of total budget revenue. In the ten years between 1979
and 1988, while budget revenue increased 133% extrabudgetary funds increased
five-fold. By 1988, al nbst as nmuch noney was circul ating outside the state
budget as within it. |In many provinces, extrabudgetary revenues have
sur passed budgetary revenues. G ven their magnitude, sone Chi nese economni sts
call the extrabudgetary funds "the second budget." On paper, only a small
fraction of extrabudgetary funds (2% are under the direct control of |oca
governments, while nost are to be managed by enterprises. But, in reality,
| ocal governnments have no difficulty to encroach on the resources of the
enterprises under their jurisdictions. As long as funds are kept within
localities, they are within the reach of |ocal governnents. Since an increase
of extrabudgetary i ncone woul d enhance the autonony of |ocal governnents vis-
a-vis the central government, whenever it is possible , local governnents
al ways attenpt to maxim ze | ocal extrabudgetary funds even though it nay be
detrinmental to the central governnent.

To keep as nmuch local resources fromcentral extraction as possible,
| ocal governnents are often very "generous" to enterprises at the central
government's expense. China's tax administration and collection system enabl e
themto do so. In nbst unitary countries, the central governnents directly
enploy their own tax adm nistration and collection staff who are responsible
for levying all central taxes. But in China, the central governnent has no
nati onwi de tax collection adm nistration. |Instead the central government
relies on local government for the inplenentation of central tax policy and
for the remttance of tax revenues. |If local government had had no their own
preferences, thinking and acting as central agents, this system should have
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wor ked fair. Under the new revenue-sharing regi me, however, |ocal governnents
benefit little fromhigher collections, so that they would prefer to see their
enterprises flourish rather than subject themto taxes revenue from which they
have to share with the central governnent. The World Bank believes that no
country in the world caﬁgclain1t0 have a nore decentralized tax admi nistration
system t han Chi na does.

There are opportunities for themto do so. First, local governments nmay
set a reduced tax rate, authorize a tax holiday, or grant ad-hoc tax relief to
enterprises. It was estinmated that in 1988 alone, 10 billion yuan of taxes
were lost in this way. Second, |ocal governnents nmay wi nk at enterprises when
they evade taxes. The level of tax evasion has reached col ossal dinmension in
the recent years. It isEjeported that at |east 50% of state enterprises were
engaged in tax evasions. Every annual tax audit conducted by the central
government in the recent years could recover as nuch as 10 billion yuan of
unpai d taxes. —Some estimated that about 2% of budget revenue was lost in
fiscal fraud.™ Wthout |ocal governments giving tacit consent to such
practices, it is hard for tax evasion to become so wi despread and persistent.

Third, |ocal governnents nay enter into contract arrangenents wth
enterprises for payment of negotiated amounts of taxes. During the m d-1980s,
| ocal governnents successfully boycotted the center's "substituting taxes for
profit" reform and forced the center to stay with problematic "contracting"
system Mst of experts agreed that the "taxes for profit" would increase
central revenue and sinultaneously pronote economic efficiency in enterprises.
But it threatened the financial position of |ocal governments by dimnishing
their patronage over |ocal enterprises. On the contrary, relied on ad-hoc
negotiation of profit or tax delivery responsibilities between enterprises and
their supervisory bodies, the "contracting" systeﬁﬁalloms | ocal governnents to
continue acting as "patriarchs" in their regions. The success of |oca
interest in this episode denonstrates that |ocal powers are now sonetines able
to "veto" central decision. Under the contracting system whether targeting
on tax or profit remttance quotas, such contracts tend to reduce;ﬁffective
tax rates and increase enterprises' chance to retain nore profit. Loca
governments are often lavish in negotiating contracts with their subordi nate
enterprises because they understand that |iberal contracts would help their
appropriation of enterprise revenue for their own uses |ater

4. Ad-hoc charges run wld.

As Huang Yasheng puts, "[t]he crucial link between [local] bureaucratic
| argesse and their pecuniary interest is what is known in Chinese as tanpai---
t he inpositioEjof various fees on enterprises in addition to formal tax

w77

obl i gati ons. An outgrowt h of Deng's decentralization, the tanpai is a sign
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that | ocal states have becone strong enough to make rival clainms over
resources extracted fromsociety in defiance of the center's regulatory
authority. To enterprises, these ad-hoc charges are exorbitant |evies. But
the new revenues generated in various forns of tanpai are all arrogated by

| ocal governnments. \Whenever |ocal authorities need funds on a tenporary
basis, they inpose tanpai. Oiginally, tanpai was put on by rural cadres
after the decollectivization because accunul ati on funds of teams, brigades,
and comunes were no |longer available to them |In the early 1980s, the
central governnent issued repeated injunctions to forbid tanpai in the
countryside. Before long, however, tanpai nade its way into cities. By the
|ate 1980s, there were literally tens of thousands of forns of tanpai
Chongqing¥Unicipal Public Security Bureau al one inposed over 1,000 varieties

of fees. No forns of tanpai has statutory basis, but they are al
aut hori zed by | ocal governnents or their agencies. It is estimated that |oca
authoritﬁes now extract at least 20 billion yuan a year in various formnms of

tanpai . It probably contributes nore to | ocal governnent revenues than many
formal taxes. Due to its quick proliferation and growi ng nagni tude, the
central governnent finds it alnobst inpossible to supervise tanpai. |In Apri
1988, the State Council issued a directive which prohibited | ocal governnents
frominposing tanpai on enterprises. An econonmist found in May 1989, however,
t hat the Sichuanggrovincial Gover nent had i nposed five new forns of tanpa

In Cctober 1990, the CCP Central Committee and the State
Council jointly issued another dire;ﬁive, but today tanpai is still a headache

since June 1988.
for the center and for enterprises. It is unlikely that the center will
succeed in its battle against illegal tanpai, because |ocal governnents, which
the center expects to lead the fighting against tanpai, wouldn't act agai nst
their own interests.

5. Local control over banking institutions.

Initially, the central decision makers expected that granting some
authority to commercial banks in their credit decisions would inprove
nm croecononi c efficiency and strengtheni ng macroecononic control. They
haven't gotten either, however. Instead, allocating bank |loans is still very
much based on political rather than econom c grounds. The only difference is
that now political interventions have intensified at provincial |evel and
bel ow, which the central governneni_has |ost much of its grip over
macr oecononi ¢ control over credit. The reason for the heavy | ocal hands on
bank loans is sinmple. On the one hand, in the past few years, the interest
rate of loans was often lower than the inflation rate, and therefore bank
| oans were virtually free. Demand for |oans was understandably high. On the
ot her hand, because bank nanagers are in effect under the direct control of
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| ocal governnents, they have to place their inmmrediate superiors' w shes above
anyone else's. An investigation shows that nost of problematic | oan decisions
were made under the pressures fromlocal governnents. The pressures of

| ocal governnents have contributed to the uncontrollable investnment drive in
the last few years. In 1984, the bank loan for fixed capital investment
amounted to only 29 billion yuan but in 1987 it rose to 127 billion
representing an average annual increase of 59%in the four years.

The above di scussion of the effects of Deng's decentralization leads to
two conclusions. First, the decentralization doesn't reduce public
authorities' extractive capacity in general; it only reduces the central
state's extractive capacity. |f funds generated outside the budget are added
to the budgetary funds, we would find that the rati o between resources kept in
public sector and national incone has actually steadily increased since 1980
[see graph 1]. A Chinese econonist estimated that in 1987 the sumtotal of

budget ary and extrabudgetary revenues and tanpai totalled 460 billion yuan
accounting for 50.3% of the national incone of that year. In conparison with
other countries, the ratio was very high. But, of 460 billion the centra
government could control only 26% or 120 billion

Second, as |ocal governnents were amassi ng nore resources under their
direct control, their intervention in economc |ife has becone nore frequent
and the range of their intervention has becone w der.

In sum the decentralization doesn't result in the demolition of command
econommy. What it brings about is fragnentation of the national politica
econony, which, while effectively weakening the position of central planners,
reproduces conmand economni es on snal |l er scale.

Fragnment ed conmand econony is the worst kind of conmand econony. It
doesn't have the advantages of market econony, while |osing the advantages of
centralized command econony. The central planners not only | ose control over
a significant proportion of state resources, but precisely because of the
expandi ng role of |ocal states, they also becone increasingly unable to solve
macr oecononi ¢ probl ens.

How do | ocal states use resources under their control? First of all
they tend to spend nore noney on thensel ves. After 1979, administrative
expenditure has grown rapidly. Before 1979, administrative expenditure
usual Iy accounted for 4% to 6% of total budget expenditure. For nobst of the
1970s, it was kept below 5% After 1979, the expenditure on public
adm ni stration as a percentage of total budget started a steady increase. In
1988, it reached an unprecedented 9% The increase rate of the adm nistrative
expendi ture was higher than that of total budget expenditure, national incone,
grass output value of industry and agriculture, or all budget expenditure
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items but one (scientific research and educatiogﬁ . And the local share of
the increase was higher than the central share.

In addition to noney from budgetary funds, |ocal governnents spent a
growi ng proportion of their extrabudgetary funds on public adm nistration
Adm ni strative expenditure outside formal budget registered an tﬂcrease of
16.7%in 1984, 42.8%in 1985, 25.5%in 1986, and 32.2%in 1987. A large
amount of noney was spent on luxurious itenms such as cars, air conditioners,
refrigerators, nodern office equi pnment, nice office building, and the |ike.
The extravagant |ocal adm nistrative expenditure certainly runs counter to the
interests of local population as well as the interests of the central
government. It denmonstrates that |ocal states now are able to pursue their
own preferences even in the situation IV 1 depicted in Figure |

In the situation IIl, it is easier for local states to translate their
preferences into policy actions. The decade of the 1980s saw that | uxury
hotels, the state of art anusement parks, skyey TV towers, nodern overpasses,
gi ant stadiuns and many ot her types of |arge non-productive projects sprang up
i ke nushroons throughout China. Since |local residents have no objection to
the i nmprovenent of the appearance of their towns, |ocal governnents can claim
that they represent |ocal interests by spending nbney on such projects. But
| ocal bosses intend to kill two birds with one stone. The other aimfor
investing in such projects is to build up their personal public inmages. No
wonder that many projects are called "nonunent projects of so-and-so.”

O course, local governnents wouldn't invest all of their noney into
non- productive itens. To expand their basis of future revenues, |oca
governments tend to invest as nuch noney into productive projects as they can
generate. In selecting projects for investnents, |ocal governnents usually
act very "rationally." They would not invest in infrastructure constructions
such as energy, raw material, highway, railroad, education, and the |iKke,
because such projects generally need | arge anbunt of investnent, take |ong
time to finish, run high risk, and worse than all from|local governnents' view
of point, benefit other localities. Local governnments' favorites are high-
profit processing projects which can enploy nore |ocal |aborers and yield
qui ck returns. Thus, the decade of the 1980s al so saw that small cigaret
factories, small breweries, small textile mills, and small hone el ectronic
appl i ance plants sprang up throughout China.

Havi ng | ost control over |ocal governments' purses, the central planners
find it increasingly difficult to control aggregate demand for investnent and
consunption. In the past, expansion drive were usually initiated by anbitious
central planners. Now the driving forces for capital expansion are |oca
officials. The problemis that while there is a self-constrai ned nechani sm
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for the center, there is no constraint at local levels. The central planners
may start a "great leap forward," but they cannot afford to ignore inbal ance
in the national economy for long. However, |ocal governments don't have to
worry about macroecononmic instability when they |aunch expansions. Every

| ocal governnment thinks that its investnents are smart, rational, and
absolutely inperative for |ocal socioeconon c development. |If there are
problems with the national economy, it is other |ocal governnents or the
central governnent to blane. Since no one plans to restrain its own

i nvestment fever, the result is an uncontrollably overheated economy. Since
1982, the central governnment has made counterless efforts in vain to cut fixed
asset investnents, but fixed investﬂEnt i ncreased 28.6% in 1982, 14.5%in
1983, 33.4%in 1984, 38.7%in 1985.

margin. I n January 1987, the center convened a national conference of the

In 1986, it again increased by a big

provi nci al governor, at which the governors were told that no nore new
projects was to be permitted. But in the first two nonths of that year, 1,105
proj ects broke ground, anpong which 88.8% were financed by | ocal authorities.
In March, the central government issues a strongly worded directive demandi ng
that all new projects were to be stopped. And in July, Yao Yilin repeat t he
warning. In the end, however, fixed investnent went up 20.7%that year

The center failed because it sinply does not possess adequate tools to
directly control local investment. By the end of the 1980s, only |ess than
10% of fixed asset investment was financed by budgetary funds, and the rest of
it by bank | oans, extrabudgetary funds, tanpai, and foreign investnment. Under
this circunstance, state planning becomes a chinmera. The direction and
magni t ude of local investnents have to a | arge extent been out of the center's
reach. What it could do thus was nerely to hold down its own spendiﬁﬁ, whi | e
wat ching the localities continued the expansion of their investnent.

The central control over the level of consunption is as |oose as its
control over investment. |In the past, it was as easy for the centra
government to control the |evel of consunption as issuing an annual aggregate
wage plan to |l ower |evel governnents, which was in turn to be disaggregated
i nto planned wage quotas for each and every individual enterprises. After the
reform the central governnent still sets the ceiling of the total wage bill,
but it can no longer control the |evel of consunption, because |oca
aut horities have nore say about bonuses, which now constitute a very |arge
portion of people's incone. |In the 12 years between 1978 and 1989, mhilggthe
total wage bill increased by 460% bonuses registered a 4,525% i ncrease.

As investnment and consunption were constantly expandi ng, aggregate
demand persistently exceeded supply in much of the 1980s. The cunul ative
result was inflation. 1In the first three decades after the revol ution, prices
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scarcely rose. From 1951 to 1978, the average inflation rate was 0.7% In
the first years of the econonic reform inflation remained mld, rising
annual ly 2.6% on average from 1979 to 1984. After 1984, the situation got
worse every year. In 1988, the inflation rate rose to 18.5% and in the first
hal f of 1989, it reached 25.5% The urban cost of living increased even
faster. As the inflation rate rose to levels that had been quantitatively
unknown, it threw the whol e nation intogﬂanic, which contribute to the
energence of the 1989 protest novenent.

The enornmous expansi on of |ocal autonony also resulted in grow ng
regional inequality. During Mao's era, Lardy finds, the central authorities
were able to reduce the large initial interregional differences in Ievelgjf
devel opnent by redistributing resources fromricher to poorer provinces.
Today, the center still tries to use differential revenue-sharinEjrate with
t he individual provinces as a main nechanismfor redistribution.® But this
ol d nethod cannot be effective any nore. A Wrld Bank study finds that the
devel opnent gap in China is bigger than ever since the founding of the
People's Republic in 1949. Many of rich provinces nmake a | ower |evel of
revenue collection effort, e.g. Jiangsu, Zhejiang, Shandong, and Liaoning al
make bel ow average effort and Shanghai is just about average. It is poor
provinces that nake a greater collection effort than their richer
counterparts. O the ten provinces with the highest |evels of per capita
out put, six had bel ow average revenue growth during the reform period.
Conversely, of the ten provinces with the |owest |evel of per capita output,
ni ne had above average growth in revenue collection. Wy did the richer
provinces tend to nake less effort to collect revenue? Because under the
provi ncial contracting systemof "eating in separate kitchens," rich
provinces have to remt a certain proportion of the shared taxes to the
central governnent, while poor provinces can retain all revenue they
collected. By authorizing tax exenptions and preferential tax treatment to
their enterprises and thereby Iowering the total taxable base, rich provinces

can keep nore resources "at hone," thus available for tanpai. Fi sca
expenditure differentials have increased in the 1980s as a result of the
provi ncial contracting system Between 1983 and 1986, for instance,
Shanghai ' s budgetary expenditure tripled, Guangdong's increased 138% and
Zhejiang's 132% but Tibet's 61% Q nghai's 65% Shanxi's 71% and N ngxia's
73% Another synptom of the growing inability of the central governnment to
redi stribute anong the provinces is the declining role the transfer system
Take Ningxia, one of China's poorest provinces, as an exanple. During the
Second Five Year Plan period (1958-1962), the fiscal subsidy fromBeijing

i ncreased on average 71% annual |y, and during the Fourth Five Year Plan period
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(1971-1975) it still grew over 20% a year. But the increase rate of the
central subsidy declined to 14.29% duri ng theg§ixth Five Year Plan period
(1981-1985), 11.8%in 1986, and 8.4%in 1987.

The budgetary incones account only for part of fiscal resources the
provi nces control. As pointed out above, extrabudgetary funds have exceeded
budgetary incones in nmany provinces. |n conparing increase rates of the
provi nces' extrabudgetary incomes, we find that the rates tend to be higher in
rich provinces than in poor provinces. Between 1982 and 1985, the average
annual increase rate was 111% i n Shandong, 86.5% i n Liaoning, 68%in Zhejiang,
57%in Jiangsu; but only 33.9%in N ngxia, and 41.3%in Gansu. In 1985, the
total extrabudgetary incone of seven poor provinces (CGuizhou, Yunan, &ﬁbet,
Shannxi, Gansu, Q nghai, and Ningxia) was |ess than Liaoning s al one

Even under the capitalist system the central authorities have to master
sufficient fiscal resources to sever three general policy objectives: the
provi sion for social goods (allocation function), adjustment of the
di stribution of incone and wealth (the distribution funcgﬂon), and nai nt enance
of macroecononic stability (the stabilization function). However, Deng's
decentrali zati on has weakened China's central government's extractive capacity
to the degree that it |acks adequate resources to performthose basic
functions. First, there exists a substantial backlog of infrastructure needs
which is believed to be a nmajor bottleneck to growh. The central governnent
sought to allocate nore resources to bottleneck sectors such as energy,
transportation, and basic raw materials, but |ocal governments' investnments in
t he processing industries have always increased at higher rate. As a result,
the sectorial inbalance only deteriorated.

Second, inequality within and between regi ons has becone greater
Traditionally, the comunist state didn't use fiscal policy to adjust the
di stribution of incone and wealth. What was considered fair or just was
generally set in the primary distribution by wage policy. Thus, when the
econonm ¢ reform generates inequality within regions, China doesn't have an
ef ficient mechanismto adjust increasingly unequal primary distribution. And
the central government has no sufficient funds for building new safety nets to
repl ace old ones. The transfer systemwas and still is a main mechanismto
adj ust inequality between regions. However, as the central governnent is
| osing control over fiscal resources to the provinces, there is sinply not
much to be transferred. Third, aggregate denand has greatly exceeded the
avail abl e output in the recent years. |In such situation, to stabilize the
econony, the central governnent needs to adept restrictive neasures to reduce
demand. However, due to Deng's fiscal decentralization, the center was no
| onger able to control |ocal governments' expenditures. Although China's

35



i ncrease rate of output value was inpressive during the 1980s, the country
suffered high inflation, low efficiency, and volatile econonic fluctuations.

A nodern state has to performthe functions of allocation
[re]ldistribution, and stabilization. Oherwi se, the state would lose its
legitimacy to rule. But in China, the central governnment's ability to extract
resources nowis very limted, falling far short of the necessary level for
performng the three basic state functions. Unable to cut expenditure to
mat ch revenue declines, the central government did what it could: it got into
debt. China had gotten into debt before. But it doesn't mean that every it
ran deficit, it was in fiscal crisis. Between 1950 and 1978, there were 12
deficit years in China, anong which four occurred during the decentralized
Great Leap Forward period and anot her four during the chaotic Cul tural
Revol ution period. Except those occurring during the Great Leap Forward
peri od, the magnitude of deficits was generally snall, and the government was
able to elimnate themevery tinme when it becane serious about the red on its
bal ance sheet. After 1979, however, the budget has been characterized by
continuously rising deficits. |In the 12 years between 1979 and 1990, there
was not even a single year in which the governnment escaped |large deficit.
Beijing has made efforts in every possible way to increase revenue in order to
keep pace with soaring demand for expenditure, but it sinmply couldn't nake
t hat happen. What the center had been able to do in the 1950s, 1960s, and
1970s, seens to have lost in the course of Deng's fiscal decentralization
After 1985, despite intensified central efforts to curtail expenditures and
i ncrease revenue, the governnent budget deftjit began to bal |l oon dangerously
and hit a record 50.4 billion yuan in 1990.
recapture control even at high prices. Wile the center aﬁﬁunulated | ar ge

Before 1982, the
center was still able to force surplus provinces to make extra contributions

The center seens unable to
deficits in the 1980s, |ocal governnents sat on surpl uses.

to the central budget in addition to what they were supposed to renit to
Beijing. But it had stop that practice after 1983 due to strong resistance
fromthose provinces.

Donni t horne once |ikened the Chinese central governnent to a nedi eva
ki ng who was not able to t#ye off his own and who had to rely on funds
extracted by feudatories. But now the "vassal s" begin to feel and act |ike
i ndependent lords of their soil and begin to detach thenselves in spirit from
the vassal age. They are so powerful and assertive that they can resist the

fulfillment of their fiscal obligations. Here we have what Schunpeter calls

i

"the crisis of a fiscal system obvi ous, ineluctable, continuous failure due

to unalterabl e social changes.™
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A weak state tends to be a corrupted state. The better the quality of
rulers' information about the actual wealth, incone, and property produced and
the nore resources in the rulers' hands to be allocated, the nore effective
their control over the behaviors of government bureaucrats woul d be.
Conversely, the nore alternatives there are for |ocal bureaucrats to gain
access to resources, the nore likely they are to becone corrupted under an
undenmocratical system |In the PRC, there has never been an institutiona
nmechani smto check bureaucrats frombelow After Mao's death, the mechani sm
to check them from above---political camnpaign---has been set aside. Deng's
decentralization thus greatly increases opportunities for those in positions
to control resource allocation to profiteer by abusing their power. The
result is widespread corruption

A weak state cannot be a fair state. Wth linited extractive capacity,
a weak state would have little to be redistributed, thus unable to adjust the
di stribution of incone and wealth to assure conformance with what society
considers "fair" and "just." Interregional as well as intraggpiona
di sparities have been exacerbated as a result of the reform!? The i ncreasing
variance and inequality entail dangers of social polarization and politica
di saf fecti on. Trenendous resentnment has been buil di ng anong "l osers"” of Deng's
policy of "letting some people get rich first" against "winners." A 1987
survey of residents in 33 cities found that 88. 7% of peopl e thought that
social inequalities were "great or very great." It is interesting to note
that in 1980 when Solidarity first emerged, a public opinion poll in Poland
found 85% of peopl e thought that social inequalities in Poland were "great or
very great." The percentage was even |ower than what was found in China in
the | ate 1980s.

Macroeconom ¢ instability, skyrocketing inflation, w despread corruption
and grow ng econonic inequality have severely shaken people's confidence in
the conmuni st state's ability to manage the economy, control its own
bureaucratic elites, and ensure social justice, which cast serious doubt on
the regime's legitinacy. Were one to single out one factor conditioning
Chi nese people's support for the communist regine, it would be an expectation
of protection frominequality and uncertainty by a strong welfare state. Deng
Xi aopi ng ganbl ed on being able to conpensate Chi nese people with greater
prosperity in exchange for erosion of equality and certainty. |In any event,
the ganble failed. The state has becone so weak that it can no | onger
"engender and maintain the belief anpbng its citizens that the existing
political institutions are the npst appropriate ones for the society."

The weakened state has al so proved unable to arrest centrifuga
tendenci es anong | ocal governnments. Local states' financial nuscles can be
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easily converted into political muscles. Throughout the 1980s, | oca

political elites were busy in building up political nachines that control

| ocal economni ¢ nonopolies and engage in sonetimes fierce conpetition with the
center and with one another over scarce raw materials, goods, and funds. Wth
strong stake in maintaining and expanding their control over resources, |oca
governments spare no efforts to protect local industries. The |loca
authorities in peripheral regions well endowed with natural resources tend to
keep the raw materials for |local processing industries. They sonetines

enpl oyed police force and nmilitia to patrol their borders in order to bl ock

| ocal suppliers' attenpt to "smuggle" raw materials out. Media has reported

"sil kwormwar," "wool war," "tobacco war," "tea war," "cotton war," "coa

war," and "wars" on other raw nmaterials in the recent years. To retaliate,
core regions depending on inport of raw materials tend to bl ock technol ogy
transfer to resource-endowed regions. And all |ocal governnents have
incentive to prevent the inflow of finished Effducts fromother localities in
order to protect the sale of local products.!® The |ocal protectionism
resulted in the "bal kani zati on" of China's economc system A nunber of

Chi nese econoni sts and political scientists have used the term "feudali st
structure"” to characterize the situation in the late 1980s. They believe that
Chi na has been split into dukedons (provinces) with sone 2,000 riva
principalities (counties). Al t hough "vassal s" have not been bold enough to
openly challenge the ultinate political authority of Beijing, the energence of
| ocal power centers produces deep cracks in the regine.

The nounting soci oeconom ¢ probl ens and political challenges tend to
create deep divisions anong central decision makers. "Reformers,"” led by
former Party Secretary CGeneral Hu Yaobang and Zhao Ziyang, with the support of
Deng Xi aopi ng, believed that the only way out of the current crises is to wage
faster and nore conprehensive narket-oriented reform while "conservatives,"
represented by Prenmier Li Peng, with Chen Yun's support, favored a slower pace
and nore reliance on central planning. There was yet another di nension of

internal division within the political |eadership: "hardliners,"” such as Deng
Xi aoping, were willing to protect their authoritarian rule by whatever neans
necessary, including the use of brutal force, whereas "softliners," such as Hu
and Zhao, prepared to tolerate new political actors and introduce certain
freedons. Internal conflicts within the political |eadership is the necessary
precondition for reginme transition. It is not likely that socioeconomc
crises thenmsel ves bring about such a transition. Conparative studies of
regime transition in other contexts have established that "there is no
transiti on whose beginning is not the consequence, direct ot:indirect, of

important division within the authoritarian regime itself." |t is so
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because the internal divisions increase the fragility of the regine and
t hereby decrease the cost of transition.

Concl usi on

As should be evident fromthe above discussion, there has been a paradox
in the Chinese experience of the 1980s: the thickening of |ocal_stateness
occurred concomtantly with the thinning of central stateness. I n ot her
wor ds, the deepening of state penetration in |ocal society was not acconpani ed
by the strengthening of political integration. |In many ways, this phenonmenon
resembl es the process of state involution characteristic of the Republican
peri od before 1949. 1In studying state finances of the Republican period,
Duara reveals a simlar situation: while the bureaucratic power of the centra
state was becomi ng parcelized, the fiscal foundations of |ocal states were
actually strengthened in the process. The weakening of central control thus
went hand in hand with the unprecedented expansion of state penetration in
society. Duara believes that there are direct causal |inks betm§§f state
involution in the Republican China and the communi st revol ution

The invol uti onary expansion of the state seems to have been a recurrent
phenonenon in Chinese history. 1In the late Mng dynasty, for instance, Ray
Huang finds that "though the inperial government was in theory omipotent, in
practice it was often unable to act." Characterized by its nonolithic
structure, the Mng fiscal systemwas designed to inpose a unified
adm ni stration over all the financial resources of the enpire. The nmain
concern of the dynasty's founders was to prevent the regions from over-
devel opi ng any financial potential of their own, and thus from challenging the
central governnent. But fiscal practice diverged increasingly fromthe
original design. Toward the end of the dynasty, tax collectors becane nore
and nore intrusive. However, it was not a sign of strength, but of a I|ack of
it. "The arbitrary and excessive denands of the tax collectors...in part
reflected this loss of control, and in part represented attenpt y
of ficialdomto conpensate for its own organizational weakness."

-

But, fromthe |late 18th century on, the central government becane increasingly

The Q ng dynasty started with an effective centralized fiscal system

unable to extract sufficient resources for sustaining its rule. In the 150 or
so years from 1750 until the early 1900s, it suffered an enornmous decline (by
almost two thirds) in the real values of the revenues collected fromdirect
taxes. The growh rate of indirect taxes did begin to accelerate in the
latter part OE:ihe 19th century, but nuch of the increase was siphoned by

113

| ocal states. In retrospect, one has good reason to specul ate that there
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were also direct or indirect causal |inks between the degeneration of "state-
capacity-as-fiscal -extractive-capability" of the two dynasties and their fall.
The invol uti onary expansi on of the Chinese conmmuni st state have
certainly aggravated the underlying social crisis that |led to Ti anannen.
The Chi nese protest movenent of 1989 marked the begi nning of the end of the
Chi nese state socialism W assert that the systemis noribund not so nmuch
because we believe that all undenocratic regi mes are doomed to destruction as
because we believe that the system s capacity to govern has been weakened to
t he point beyond repair. |In fact, the killing of hundreds of unarned
civilians in central Beijing itself reveals how fragile the systemis. |If the
state were strong, it would have been able either to nmtigate grievances
before they becane the source of instability or to neet political challenges
wi thout resorting to military solution. But by the late 1980s, the Chi nese
conmuni st state has beconme so weak that it was unable to extract adequate
amount of resources for unified state actions, to guide the national econony,
to regulate the distribution of econom c resources, to garner the loyality,
support, and obedi ence of the popul ation, and even to direct the behaviors of
state bureaucrats. As a result, when a serious political crisis occurred,
there was little alternative other than nobilizing the army. Even the
mlitary is not reliable, though. Some elenents within the People's
Li beration Arny resisted the nilitary nobilization in the spring of 1989,
whi ch was overcone only through the active involvenent of Deng X aoping and
other elder |eaders. Once Deng and otherE??ed hardl i ners pass away, the
mlitary could become a force for change. By then, either being forced to
initiate transition fromwi thin or being overthrown in a revolution, Chinese
political systemwould change for good or ill, but definitely in a fundanental
way.
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