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Def ective Institution and Its Consequences:
The Institutional Roots of Central-Local Rivalry in China, 1980-1993

Abstract

Now nearly everyone accepts that institution matters. However, institution
matters in nore than one way. While sound institutions nay help to reduce
uncertainty and create order in human interactions, flawed institutions nmay
produce results that go contrary to their framers' w shes, no nmatter what
these wi shes are. Defects in institutional arrangenments may provi de "w ong"
opportunities, place "wong" constraints, create "wong" incentives, reward
"wrong" behaviors, and, above all, structure human interactions in "wong"
ways. This article investigates what nmakes institutions defective and why
defective institutions may cause ineffectiveness. It first identifies the
fundament al underpi nnings of effective institutions and probes their

i mportance in generating efficiency. It then tries to explain why, in the
absence of some of these key el ements, defective institutions cannot
del i ver what effective institutions can. The case of inter-governnental
fiscal relations in China is used to highlight the key propositions of the

article.
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An institution is a set of rules that hunan bei ngs i nmpose on
themsel ves. Institutions are abundant in human society. Wy are human
beings willing to live under the constraints they devise for thenselves?
Because constraining is enabling. |If we do not tie our hands in certain
ways, we would not be able to discipline themto nore productive use. The
poi nt of putting obstacles in our ways is to force us to nove along certain
pat hs and not others. Only then would we be directed to "organize
ourselves for progress, rather than to dissipate our energies in random
directions" (Hardin, 1989).

That said, we have to &Falize that not all institutions are
necessarily effective ones.” Some institutions may produce results that go
contrary to their framers' wi shes, no natter what these w shes are. Wy
some institutions are less effective than others are? This study suggests
that defects in institutional arrangenents are often responsible for their
i neffectiveness. Defective institutional arrangenents, for exanple, may
provi de "wong" opportunities, place "wong" constraints, create "wong"

i ncentives, and reward "wong" behaviors. To be sure, such defective
institutions play the sane role of structuring human interactions as
i npeccabl e institutions do, but in "wong" ways.

This article investigates what makes institutions defective and why
defective institutions nay cause ineffectiveness. It will not discuss why
human societies often have to settle with defective institutions, which is
t he subj ect of another paper. Section | identify the fundanenta
under pi nni ngs of effective institutions and probes their inportance in
generating efficiency. |In the absence of some of these key el enents,
defective institutions cannot deliver what effective institutions can.
| nef fecti veness thus ensues. Section Il deals with the case of inter-
governnental fiscal relations in China, focusing on institutional evolution
during the period between 1980 and 1993. As will be shown in Section Il
institutional arrangements of central-provincial relations were rather
def ective during this period. Consequently, both the center and provinces
suffered persistent fiscal strains. As the conclusion of this essay,

Section Il highlights analytical |essons for institutional building.
The Fundanent al Under pi nnings of Effective Institutions

The role of institution is to solve the incentive problem Assumi ng

that individual actors are strategically rational, we would expect themto



behave in ways that nininize harmor maximze payoffs. In a world of
institutional vacuum people may have little incentive to cooperate with
each other and, as a result, they may constantly face a prisoner's dilema.
Institutions may hel p them solve the incentive problem by raising the costs
of certain actions and rewarding sone others. By altering actors' relative
payoffs and hence their preference ordering, institutions may effectively
l[imt their choice set, thus encouraging themto behave in particul ar ways.
The gui dance provided by institutions for actors to coordinate their

choi ces hel ps to reduce uncertainty and create order in human interactions.

Institutions work through establishing and inplenmenting rules. "Rules
are guides to future causes of action" (Knight, 1992: 67). They may
"penalize, prohibit, require, obligate, prescribe, inform guide, enpower,
permit, license, enable, facilitate, entitle, conmand, define, designate,
constitute, distribute, describe, exenmpt, and identify" future courses of
action (Marshall 1983, cited from Kni ght, 1992: 67) For rules to be
effective in guiding actors' future courses of action, they have to be
unamnbi guous, binding, and strictly enforced.

(1) Rules have to be unambi guous in specifying the costs and benefits
of choices nade by all nenbers of the relevant group in all relevant
situations. Specifically, rules should be recognizable so that menbers of
the relevant group know what payoffs they should expect fromtheir choices
(Kni ght, 1992), clear so that proper interpretation is possible, general so
that |like case are treated alike, inclusive so that no one may avail him
or her- self of |oopholes, and non-contingent so that nothing can excuse
rul e-breakers. A few nore words about the last point may be in order
Contingent rules may provide flexibility for actors to respond to
unf oreseen shocks, but it is difficult to distinguish reacting to a
contingency frominfringing the rules. Wthout a clear distinction, rule
enforcenent nay becone extrenely costly, if not entirely inpossible.

(2) Rules are ex ante restrictions that bind the ex post behavior of
all parties. The purpose of rules is to define the way the ganme is played.
Therefore, no one in the gane should be allowed unilaterally to change
these rules after the fact. Economical and political actors' incentives
are often not tinme-consistent. While they may have incentive to accept
certain rules, their incentives after the fact are not al ways conpatible
with keeping the pledge. Then it would be very tenpting for themto revise
the rules of the game. For rules to be effective, they have to be able to

restrain the ex post behavior of all parties.



(3) Rules would not be binding unless they are enforced in ways that
ensure conpliance. Although rules can be self-enforcing when it is in
everybody's interests to live up to these rules, another nethod to ensure
conpliance seens to be nore inportant in nost cases: the threat of externa
sanction. The purpose of such threat is to increase the potential costs of
rul e- breaki ng actions, thus nmaking themless attractive. To be successful
t he sanction rmust be sufficient large to reduce the benefit of defection to
the point that it is no |onger the dom nant and preferred strategy, and
nmechani sm nust be devised to detect violation, to neasure the extent of the
violation, and to apprehend the violator. |f the sanction is sufficiently
severe and the enforcenent is sufficiently probable, then actors may have
to think twice before breaking any rules (Knight, 1992). |In this sense,
only with enforcenment can rules be sustainable. The enforcement power
behind the rule is crucial in any institutional design.

When one or nore of the three key ingredients |isted above are absent
in the functioning of sone institutions, we may call these institutions
"defective." Defective institutions are unlikelﬁ to be effective, because
they cannot effectively lower information costs,” reduce uncertainty, and
establish stable structure in human interactions.

Even under ideal institutions, nonitoring is an expensive business.
When rul es are anbiguous, it beconmes extrenely conplicated and costly to
nmeasure and eval uate the perfornance of actors. How can you tell if some
pl ayers have violated the rules of the game, when the rules thenselves are
ill defined? The anbiguity of rules makes dispute and hence bargai ni ng
unavoi dabl e, which is costly. Bargaining costs include the opportunity
costs of bargainers' time and energy as well as "any costly del ays or
failures to reach agreenment when efficiency requires that parties
cooperate" (MIlgromand Roberts, 1990: 72). Since anbi guous rul es cannot
establish clear criteria for dispute resolution, potential disputants nay
have to devote a great deal of their val uable resources to non-productive
activities in the course of conflict. The nore anbi guous the rules are,
the less tight the linmts tend to be on the ability of actors to behave
opportuni stically. Anbiguous rules thus encourage opportunism

Unbi ndi ng rul es al so have the effect of nmaking opportunismattractive.
Rul es that can be readily revised "differ significantly in their
i mplications for performance fromexactly the sane rul es when not subject
to revision" (North & Weingast, 1989: 803). |If one actor's ex post

opportunismis tolerated, others may reply to such opportunismin Kind.



Furtherrmore, if ex post opportuni smcan be anticipated ex ante, who woul d
take rules seriously to begin with? As a result, pervasive opportunismis
expect ed.

Mor eover, when rules are guarded by a weak enforcenent nechanism the
probability of being caught would be | ow and thereby the costs of acting
opportunistically small, even if the rul es thensel ves are unanmbi guous and
bi nding. Under such an institutional environment, how many actors can
resi st tenptation of grabbing gains fromcheating, shirking, and
opport uni sn?

In sum by leaving actors too nuch discretionary power in making their
choi ces, defective institutions may not be able to raise the benefits of
cooperation or the costs of defection, as they are supposed to. Unable to
reduce uncertainty and establish order in human interactions, defective

institutions are unlikely to be effective and efficient.

The Institutional Roots of China's Fiscal Crisis

The Fiscal Crisis

By nost of conventional neasures, China's econonic reformhas been
astoni shingly successful. As shown by Table 1, in the period between 1978
and 1995, real gross domestic product (GDP) grew on average by nearly 10%
whi ch was conparable to the "nmiracul ous" growth records of the East Asian
econoni es, al though China's population was thirty (S. Korea) to four

hundred time (Singapore) larger than the latter's.

TABLE 1 ABOUT HERE

Ironically, the Chinese government had to struggle to raise enough
revenue to make ends neet during this period of prosperity, because the
growth of state revenue |agged far behind that of GDP. |In the 17 years
between 1978 and 1995, the ratio of total government revenue to GDP fel
fromal nost 31%to |less then 11% dropping nmore than 20% The ratio of
governnent expenditure to GDP al so declined, but at a slower pace. As a
result, budget deficit was on the rise. Mrre significantly, every |evel of
governnent was under severe fiscal strain. The situation was very bad for
the central governnent. |Its share of total government revenue suffered a
substantial loss, falling fromaround 60% on the eve of reformto | ess than

33%in 1994. By 1995, over half of its expenditure was financed by



donestic and foreign debts. Although |ocal governments' share of tota
governnent revenue increased, their share of national inconme noved toward
the opposite direction. The latter dropped nore than 10%in two-thirds of
the provinces (see Table 2). It is fair to say that the provinces were as
much revenue-starved as the central governnent was (Wng, 1991; Wst and
Wong, 1995).

TABLE 2 ABOUT HERE

The massive decline of the central governnment's extractive capacity
greatly enfeebled its ability to exercise macro control, which was
i ndi cated by inadequate supply of key public goods and services, deficient
infrastructure, growing inflationary pressure, and w dening regiona
di sparities (Wang, 1995a and 1995b).

Way did the Chinese government's extractive capacity dw ndl ed so
dramatically in an era of fast economc growth? How do we explain the
Chi na paradox? O course, part of the answer lies in the intention of the
governnent. To reformits econony, the governnent had to decentralize
deci si on- maki ng power, including power over resource allocation. That
explains why the ratio of state budget to GDP decreased by 10%in the first
six years of reform(Table 1). However, intention could not account for
devel opnents in later years, because the government began to nake vain
attenpts of raising "two ratios," nanely, the ratio of total state revenue
to GDP and the ratio of central to total government revenue, as early as in
the m d-1980s.

What follows will show that the decline of state extractive capacity
can be explained, at least in part, by defective institutional arrangenents
of central-local fiscal relationship. It will refrain fromevaluating the
overal |l inpact of decentralization on China' s national econony, a too
conplicated issue to be dealt with in such a short paper (Wang and Hu,
1994). The focus of the present study is the effects of defective

institutions.

Mai n Features of Inter-governnental Fiscal Relations

Bet ween 1980 and 1993, China fiscal system underwent three ngjor
structural changes, respectively in 1980, 1985, and 1988 (Table 3), the
basi ¢ objective of which, however, remained the sane, that is, to create

incentive for the provinces to nmaxim ze resource nobilization while



mai nt ai ni ng and strengthening central fiscal power. _Although there were

0
differences in the particulars of the three regimes,’® they all shared the

followi ng four features:

TABLE 3 ABOUT HERE

1. Cassification of Revenues and Expenditures. Formally, all

government revenues were distinguished by sources and divided into thhee
basi c categories: central revenue, |ocal revenue, and shared revenue."*
Correspondingly, different [evels of governnents were al so assigned to

di fferent expenditure responsibilities.

2. The Baseline. Two baseline figures were extrenely inportant:
revenue baseline and expenditure baseline. The former referred to the
target of tax collection, whereas the latter referred to the approved
ceiling of spending. Each and every province had its own specific revenue
and expenditure baselines. Normally, the baseline figures for a province
were derived fromthe fiscal receipts and spending for the year prior to

the introduction of a new regine.

3. Revenue Sharing. The heart of these fiscal regines was revenue
sharing: Provinces were allowed to retain a part of the locally collected
revenue to finance |ocal expenditures. How nuch a province night retain
depended on two factors: (1) the type of revenue-sharing arrangenent
selected for the particular province, and (2) the specific sharing rate
applied to that formula (Wng, 1992; Gao, 1995). The sharing arrangenent
det ermi ned whet her the anmount retained by the provincial governnent was
based on a fixed anpbunt, a percentage of the total tax collection, or a
percentage of the collections above a pre-determned target. Different
provi nces were assigned to different sharing arrangenents according to the
nature of their econom es and their taxable capacity. The sharing rate, on
the other hand, was normally set according to the balance of the revenue
and expenditure baselines of a particular province.

4., One-to-One Negotiation. |In the absence of universal formulas for

det erm ni ng baselines, sharing arrangenents, and sharing rates, these key
paranmeters of revenue sharing were subject to negotiation. Each province
bargai ned individually with the central government over these paraneters
and accordingly established a specific fiscal relationship with the central

governnent. As a result, different provinces renmtted different



per cent ages or anounts of |Oﬁa| revenue according to the specific deals cut
with the central governnent.’®

5. Tax Administration. On the one hand, taxing power was highly

centralized. The central government determined the bases and rates of al
taxes, including |ocal and shared taxes. On the other hand, revenue
collection was highly decentralized. Except a few ninor taxes in the
central fixed revenues, alnost all the revenues were collected by the I oca
aut horities.

Despite variations between the three different reginmes, these five
fundamental features remmined | argely unchanged t hroughout the period of
1980- 1993.

Def ective Institutional Arrangenents
What was wong with the three regimes of intergovernnental relations
characterized by the above five features?

First, there were rules governing financial flows between the center

and provinces, but they were ill defined.

Al t hough the formal system night give the inpression of a neat and
preci se division of taxes and expenditure responsibilities between the
center and provinces, such a division existed only in name. |n npst cases,
all the revenues raised within a province, except for central taxes, were
nm xed together and their total sumwas subject to sharing. Sonetines, even
central taxes are included for sharing. The revenue and expenditure
basel i nes of a province were generally nore relevant in determn ning which
sharing nmethod and sharing rate should apply to it than the forna
enurner ati on of taxes and expenditure responsibilities. However, neither
the two baselines nor sharing nethods and rates were based on any cl ear-cut
principles. The anbiguity around these key paraneters of revenue sharing
resulted in a systemthat was domi nated by bargai ning rather than by rul es.

But there was no uniformfornula for such bargaining either. Rather,
negoti ati ons were separately conducted between the center and individua
provinces. Consequently, "different provinces were given different
formul as of revenue sharing with no clear rationale for choosing one
formul a over another" (Agarwala, 1992: 17). Central-provincial fisca
arrangenents thus becane extrenely diversified and intricate. As shown by
Tabl e 3, at any given nonent between 1980 and 1993, there al ways co-existed
at least five different sets of arrangenents governing the revenue-sharing

between the center and the provinces. Even for those provinces that used



the sanme sharing nethod, the sharing rates varied considerably (Wng, 1992
Agarwal a, 1992).

The bargai ning inherent in this systemput a preniumon the bargaining
skill of the participants involved. "Inproving productivity and
nobi | i zati on of resources becones a lesser priority than skillful
bar gai ni ng and exerci se of |leverage. Reliance on such skills, however
adnmrable they may be in thenselves, is not conducive to efficiency in the
econonmy" (Argawal a, 1992: 17).

Bar gai ni ng al so created consi derabl e uncertainty about the outcones of
t he next round of negotiation, which notivated both the center and
provinces heavily to discount the future and seek short-term gains.

More inmportant, the lack of transparency of bargaini ng processes gave
rise to a strong sense of unfairness anong all the provinces. Rich
provinces felt exploited by high renmttance rates inposed by an arbitrary
center, while poor provinces conplai ned about inadequate subsidies com ng
fromBeijing (Agarwal a, 1992: 17). Such a sense of unfairness led to a
growi ng distrust of the whole system which undermined the very foundation
for a stable central-local relationship.

If there was any clear rule at all throughout the period under
di scussion, that was the bottomline rule: as long as a province fulfilled
its quota of revenue renittance to Beijing, it had the authority to do
whatever it pleased with local fiscal resources. As will be shown bel ow,
this "rule" gave the provincial governments considerable discretion in
i mpl ementing tax policy, in granting tax breaks, and in shifting | oca
revenue from budgetary to extrabudgetary categories. In short, the
di scretionary power possessed by the provincial governnent enabled themto
control financial resources to a far greater degree than what their form
power woul d suggest (Shieh, 1993).

Second, rules governing central-local fiscal relations had no

constitutional foundations, which made it possible for the centra

governnment unilaterally to change the "rules of the gane."

In theory, there are two mechani sms that may make the centra
government to respect rules governing its relationship with the provinces.
One is reputation. 1In repeated ganes, the center nmay have reasons to care
whet her its behaviors in early plays of the game are going to affect its
reputation in later plays. The "long armof the future" thus may provide
i ncentives for the center to honor whatever short-term agreements it has

reached with the provinces so as to retain the opportunity for seeking

10



| ong-term benefits. But repeat play is not always sufficient to prevent
renegi ng. Severe fiscal strain, for instance, may shorten the center's
time horizon so that it is attracted to grab the one-tinme gain of reneging.
When reputation alone is insufficient to prevent reneging, the second
mechani sm-institutional constraints--becones indispensable (North and

Wi ngast, 1989).

However, no such a mechani smexisted in China during the period under
i nvestigation. Everything then was within the center's discretion
i ncl udi ng the power to change the rules of the ganme. Wthout effective
restrictions on its ex post behavior, the center tended to have a strong
i ncentive to change the rules of the gane whenever it deened necessary.

Bet ween 1980 and 1993, Chi na anended the whol e revenue-sharing system
three times (Table 3). Each time, not only sharing formulas were revised
but the three basic categories of taxes (the central, local, and shared
taxes) were redefined (Agarwal a, 1992). Frequent changes al so took place
even within the general framework of each regine. Wen the first revenue
sharing systemwas introduced in 1980, for instance, the origina
under standi ng was that the contractual arrangements nmade between the center
and the provinces would be good for five years. Despite the prom se, the
center nade three mgjor readjustments of contract terms in the next three
years. Wrse still, the 1985 regi ne was never strictly inplenented from
the outset. The main goal of the 1985 reformwas to do away the anbiguity
about the expenditure responsibilities and the sources of revenue for
different |evels of governnents. Therefore, explicit distinctions were
made between central taxes, |ocal taxes, and shared taxes, and sharing
formul as were desi gned accordingly. But what nost provinces were
practicing from 1985 to 1987 were sone "expedi ent nodel s" (bi antong banfa),
in which these distinctions and sharing formulas were | argely cast aside.
Furt hernmore, the 1985 regine that was supposed to last for five years was
replaced by a newregime in 1988, two years ahead of the planned tinetable
(Xiang and Ji ang, 1992).

In addition to regime shifts and maj or readjustnents, there were
numer ous ways for the center to manipulate the terms of revenue-sharing
contracts, including altering baselines, changing sharing rates, and the
like.

If one player to a game retains the right to change the rules of the
gane, these rules are not real rules. Especially when the player has a bad

record in keeping pronmise, no other players would have any incentives to
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follow the "rules." As will be shown below, this was exactly the response
of the provincial governments to the discretionary power of the center. In
the end, the ganme between the center and provinces becane a battle of wits
in which each side tried to outsmart the other by using its discretionary
power to "cheat." Unfortunately, neither side cane out victorious.

Third, although the center held an extensive discretionary power, it

did not possess an effective nmechanismto enforce its fiscal policy.

In China, during this period, while all taxes, except for a few mnor
ones, were levied by the center (i.e., tax bases and rates were deternined
by Beijing), alnpst all taxes were collected by highly decentralized | oca
tax offices. The center sinply did not have its own tax collection system
Thus, unlike in other countries where | ocal governnents depended on
downward sharing of centrally collected revenue to bal ance their budgets,
in China, the central governnent depended on upward sharing of locally
col l ected revenue to make ends neet.

Upward sharing would not be a problemif local tax offices were as
loyal to the central government as to the |ocal governnent. But it was
hardly the case. Wth one agent working for two principals at once, there
was bound to be a conflict of interest. However, |ocal interests al nost
al ways prevailed. Wwy? Because local tax officials were lifelong
residents of the conmunity, who relied upon the |ocal government for the
provi sion of housing, utilities, fringe benefits, and other noncash
al | owances. Local governments could make their lives very hard if they did
not cooperate. Thus, while strictly speaking, local tax offices were the
agents of both the central and |ocal governnents; in practice, their
loyalty to the latter was nmuch stronger. Consequently, |ocal governments
had effective control over revenue collection

Upward sharing is a very dangerous weapon to be left in the hands of
subnational governments. It "contributed to the dissolution of the USSR
as republics stopped nmeking transfers to the state" (Bahl and Wallich
1995: 337). Even if the worst scenario does not happen, upward sharing
provi des opportunities for subnational governments selectively to inplenent
national tax policies. Especially when |ocal governnents are permitted to
of fer tax preferences and concessions (as long as they are able to fulfill
contracted targets of revenue renmittance), as they were in China, not only
will the tax bases be eroded, but also the incidence of the taxes will be
arbitrarily affected. 1In short, "delegating tax collection to the

provinces actually neans that the tax laws or rules will not be properly
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applied" (Agarwala, 1992: 29), and upward sharing inplies a tendency to

reduce the share of the center in total revenues.

Local Qpportuni sm

Institutions are supposed to place restrictions on choice set of
actors so that they will behave in productive ways. However, as the
previ ous paragraphs indicate, China's revenue-sharing systemgranted both
the center and localities too nuch discretionary power. A fiscal system
that allowed actors to have too nuch discretionary power was bound to be a
nmessy one, for it in effect licensed themto act opportunistically.

Thi s subsection shows that defective institutional arrangements gave
| ocal governnments both incentives and opportunities to slack off in the
col lection of formal taxes so as to shield |ocal revenues from being shared
with the center.

Such incentive effects were unintended. By permtting the provinces
to keep nore of their revenue after fulfilling revenue quotas, the revenue-
sharing system was supposed to provide incentives for the provinces to
strengthen their tax collection efforts. Wy did things go contrary to the
original intention? Those institutional defects identified above provided
the key to understandi ng such negative incentives.

First, there was a disincentive for |local governments to raise revenue
through formal tax channel s because of the way revenue was shared between
the center and provinces. Al though subnational governnents were allowed to
retain a portion of taxes they collected, few were able to receive the
total collection. Thus, for those provinces whose revenue-sharing ratio
was | ess than one, the nore they collected, the nore they mght have to
remt to central coffer. The disincentive effects were especially obvious
for rich provinces, which had to share a significant percentage of their
revenue with the central governnent. |t seens logic to infer that the 0
| ower the retention rates the stronger the disincentive to collect taxes.®

One may wonder why revenue-sharing arrangenments could not help
nmtigate the problem of inappropriate incentives of provincial governments;
after all they were awarded a residual claimon a percentage of tax
collection. The next two reasons provide the answer to this question.

Second, provinces maximzing their collection effort had reasons to be
afraid that their renittance rates m ght be adjusted upward in the next
round of negotiation with the central governnent. Al provinces knew t hat

their revenue-sharing contracts would cone up for a renegotiation in a few
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years, and that the central government had a reputation of "punishing" the
provi nces whose revenue had shown a rapid growh by increasing their
remittance rates. Anticipating such central ex post opportuni smex ante,
| ocal governnents had incentives to act opportunistically thenmsel ves, that
is, to hold back in their revenue collection

Third, and nore inportant, there was a huge institutional |oophole in
China's fiscal system-extrabudgetary funds. Extrabudgetary funds were
funds in the public sector that were not subject to central budgetary
control (Wang, 1995a). Such funds were attractive to |ocal governments
because they could spend them at their discretion, whereas nost budgetary
funds were subject to sone degree of scrutiny by higher-1evel government.
Anot her advant age of these revenues was that they needed not be shared with
hi gher levels. Moreover, increase of extrabudgetary funds would not |ead
to the rise of remttance rates in the future. G ven these benefits, it
was perfectly understandabl e why | ocal governments had a strong incentive
to keep fornmal taxes on local enterprises |ow and shift as nmuch of their
revenues as possible fromthe budgetary to the extrabudgetary category.

Finally, the costs of opportunismwere |ow. To get nmaxinum effort
fromthe provinces, the center nust devote resources to nonitoring
provi nces' output and critically applying rewards and puni shment based on
performance. Rapid econom ¢ changes during the reform period, however,
made nmonitoring of tax effort far nore difficult than before. A province's
effort only partially deternined outcones, for price shifts and policy
changes could significantly weaken or strengthen the region's tax capacity.
In such a context, the center was unable to infer the appropriateness of
the provinces' efforts even from observed results. The provinces, on the
ot her hand, had no incentive to reveal the private information as regard to
their real efforts. Gven the difficulty of nonitoring, provinces could
al ways cone up with sone "legitimte" justifications for their |ower-than-
expected tax collection. The centﬁr t heref or was never able to penalize
any provinces for |ow performance.’” Since the chance of being caught was
| ow and no puni shment had ever been applied, the gains fromcheating were
likely to exceed the gains from cooperative behavior. In this sense, the
system rewarded cheati ng.

The system provided not only incentives but al so opportunities for
| ocal governnments to cheat the center

First, the contracts they signed with the central government

allowed themto use their discretion in the application of tax |aw.
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As long as they net quotas, the center could not do anything to them
even if they did not make nmuch effort to exploit their taxable
capacity. Shirking in tax collection was al so nade possi bl e by
China's "upward-sharing" systemof tax administration. As tax

col l ectors, local governments could hold the private information on
their effort that was unobservable to the center (M, 1994).

Second, | ocal governments were pernitted to grant tax exenptions
and offer tax concessions to enterprises operating under their
jurisdiction, provided that the revenue targets specified in their
contracts with the center had been fulfilled. They tended to use this
power as much as possible so as to keep nore financial resources in
the localities. Tax breaks reduced tax collection by 30 to 40 billion
yuan annual ly (Wng 1995).

Third, during the course of China's econonmic reforms, the
boundary between budgetary and extrabudgetary funds was re-drawn nany
ti mes, which provided a cover for local governnents to shift resources
from budgetary to extrabudgetary accounts in unlawful ways. Loca
governments were very innovative in expanding |ocal extrabudgetary
revenues (Wang, 1995a). The result was very rapid growth of
extrabudgetary funds. Between 1978 and 1992, while state budget only
tripled, extrabudgetary funds grew 11-fold. By 1992, there was as
nmuch "public noney" circul ating outsidﬁ the state budget as within it
(State Statistical Bureau, 1994: 221).°

Finally, in a fiscal systemcharacterized by negotiation, |oca
governments' information advantage al ways renders thema strong
position to bargain for better revenue-sharing arrangements with the
central governnent. To prevent provinces from doninating the
negotiation, in countries where revenue sharing is subject to
bar gai ni ng, the central governnments thenselves normally undertakes the
task of collecting taxes. China was an exception. The upward-sharing
nature of China's tax administration strengthened | ocal governnents
bar gai ni ng power. Since the central governnent depended on transfers
fromthe provinces for a large part of its budget, it had to nake nore
concessions in negotiation than otherwi se. Therefore, provinces
al ways cane out of negotiations with higher retention rates than
previ ous ones (Whng, 1992). The 1988 fiscal reform for instance, was
a maj or concession by the center, in which nost provinces, especially

rich ones, obtained nore favorable contracts with the center than
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before (Xiang and Jiang, 1994). Table 4 shows how good the 1988 dea
was for the provinces. In the five years follow ng the introduction
of the 1988 reginme, local revenue grew nmuch faster than centra

revenue did.

TABLE 4 ABOUT HERE

Even if provincial governments did not act opportunistically at all
China's revenue-sharing systemunder the three regines had two i nherent
tendencies. One was for the growth of governnent revenue never to exceed
the growmth of GDP. As Zhu (1993) established, the elasticity of revenue to
GDP could not be larger than unity under any of the three regines. The
other built-in tendency of the systemwas for the central share of
governnent revenue to drop. A Wrld Bank study of the systemfinds "an
unanbi guous decline in the center's share if the contract sharing fornmnul as

are adhered to" (Agarwala, 1992).

FI GURE 1 ABOUT HERE

But provincial governnents did act opportunistically. This can be
established by the degree of variation in tax effort anong the provinces.
Using per capita GDP as the indicator of taxable capacity and the ratio of
revenue to GDP as the indicator of tax effort, we carry out a sinple
correlation analysis of the relations between the two variables for two
years, 1980 and 1993, respectively, the first and | ast year under
investigation in this study. The results are presented in Figure 1. In
1980, there had been a strong positive correlation between taxable capacity
and tax effort, as it should be. However, by 1993, the correlation
di sappeared all together. |In 1980, Shanghai, Beijing, Tianjin, Liaoning,

Ji angsu, and Zhejiang had the greatest revenue potential and shoul dered the
heavi est tax burden. Not any nore! |n 1993, Shanghai, Beijing, Tianjin,

Li aoni ng, Jiangsu, and Zhejiang were still anong the richest provinces in
China, but their tax burdens were often lighter than those of many poor
provi nces were. Perhaps, Table 2 deserves another | ook here. There the
order of the 30 provinces is arranged according to the per capita GDP of
these provinces in 1991. It is apparent that the richer the province, the
steeper the decline of the revenue to inconme ratio. Well-to-do provinces

benefited nost under China's revenue-sharing system No expl anation except
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opportuni sm can account for such a change. Rich provinces used to be big
contributors to the central coffer. Their opportuni smwas an inportaﬁt

cause of the decline of central relative to total government revenue.®
FI GURE 2 ABOUT HERE

Not only did rich provinces practice opportunisny poor provinces did
it too, though to a |l esser extent. They all reduced their effort in
collecting fornmal taxes. \Where did noney go? A considerable portion went
i nto extrabudgetary funds. Figure 2 shows clearly that the growth of
ext rabudgetary funds and the growt h of budgetary funds were negatively
correlated. |In other words, when the ratio of extrabudgetary revenue to
GDP increased, the ratio of budgetary revenue to GDP dropped. Huge
financial resources that woul d have been appropriated by the state budget
thus fell into the hands of |ocal governments (Wang, 1995a). In this
sense, the growth of extrabudgetary funds was undoubtedly responsible, at

least in part, for the falling ratio of state budget to national incone.

Central Opportunism

Since there was no institutional constraint that could force the
center to obey the rules of the gane, and |ocal governnents were not strong
enough to prevent the center fromviolating its comitnents, the center was
just as likely to resort to opportunismas |ocal governnents.

During the course of fiscal refornms in the 1980s, the Chinese centra
government made scores of conmitments. Every new fiscal regime it hel ped
to establish was a conmitnent and every contract it signed with a
provi nci al government was a comritnent. Initially, by making commitnents
to fiscal regines and contracts that were favorable to | ocal governments,
the center mght have sincerely hoped that its concessions would make | oca
governnents nmore productive in tax collection and that its revenue would
i ncrease along with [ocal governnments'. However, |ocal opportuni smoften
led to two results the center was not happy w th: unequal distribution of
retai ned revenues across regions and shortfall of central revenue. The two
problenms were related. |If the center could obtain sufficient anount of
revenue, it would be able to mtigate the inequality of retained revenues
by using fiscal transfers. Under the mounting strain of fiscal necessity,
the center often responded to the problens caused by | ocal opportuni sm by

opportuni smof its own.
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Central opportunismgenerally took three forns. The first was to
revise the ternms of its contracts with some specific provinces ex post.
Such contracts were supposed to be good for five years. But, the center
soneti mes asked the provinces involved to renegotiate the terns of the
contracts before they becanme expired. It night demand changes concer ni ng
t he provinces' revenue and expenditure baselines, or increases in the
remittance rati os.

The second form of central opportunismwas to change sone key
parameters in all contracts. One strategy was unfunded nmandate, nanely,
shifting central spending functions downward. To reduce its deficit, the
center often shifted expenditure responsibility for price subsidy, across-

the-boEjd wage increase, capital investnent and the |ike to the subnationa

l evel . Local governments were forced to pick up the bill for such
expenses. In a sense, "[a]rbitrarily transferring expenditure
responsibility... is equivalent to additional revenue collections fromthe

localities" (M, 1995: 106).

TABLE 5 ABOUT HERE

The last resort of the center was sonme forns of expropriation. For
i nstance, the center "borrowed" seven billion yuan from sonme provinces in
1981 and another four billion in 1982. |In 1983, the center nmade a pronise
of not borrow ng noney fromthe provinces any nore. But, in the neantine,
it wote off its own debts and raised the renittance targets of these
provi nces according to the anpunts they had been able to lend. |In the
foll owi ng years, however, "forced borrow ng" did not stop. Table 5 lists
the "l oans" the center received from Shanxi Province from 1981 to 1987.
These "l oans" were never paid back. In 1988, the center repeated what it
had done in 1983. As a result, Shanxi Province's renittance rate was
increased from2.5%to 12.4% (Niu, 1992). After 1987, "forced borrow ng"
did stop. But the center introduced another form of expropriation--"Ioca
contributions" in 1991. Those provinces that had relatively greater
revenue potential were asked to "contribute" to the central coffer (X ang
and Jiang, 1992: 15). Such contributions, however, were not voluntary. In

addition to "forced borrowi ng" or "forced contribution," there were many
ot her ways for the center to extract resources fromthe provinces,

i ncludi ng transfer of the ownership of some lucrative state-owned
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enterprises fromprovincial governnents to the central governnent (Huang,
1992; Shirk, 1993)

Al t hough central opportuni sm nm ght sonehow help to alleviate the
center's short-run budget pressures, such arbitrary behavior created its
own set of problens, especially with regard to the incentive of subnationa
governments. M (1995) discusses the inpact of the lack of credibility of
the center on local governnments' revenue collection. H's gane theoretic
nodel predicts that if the center holds a broad range of discretionary
power and uses such power arbitrarily or indiscrininately, the provinces
will react strategically by reducing their tax efforts. That was exactly
what happened in China. |ndeed, knowi ng ex ante that the center's
conmmitnent to the rules of the game was not credible, no region had nuch
incentive to maximze its collection of formal taxes. Oherw se, the nore
a province collected, the nore the center would extract fromthe province.
Wien all the provinces reacted to central opportunismby their own
opportunism the ratio of total state budget to national income dropped.

The center, as shown above, was the biggest |loser in the gane.

Concl usi on

The aimof China's fiscal reformwas to give |ocal governments
stronger incentives in their tax effort so that both the center and the
localities would benefit fromthe increased revenue collection. The
result, however, was not very pleasant to either side. Not only the
center' share in total government revenue but also the share of tota
government revenue in GDP suffered a steep decline. Perhaps nore
i mportant, fiscal strain drove the central and | ocal governnments into
rivalry with one another. And all those troubles energed when China was
experiencing one of the greatest econonic boons in human history. How do
we explain this paradox? This study suggests that defective institutiona
arrangenents should bear the blame. Institutions are supposed to reduce
uncertainty in human interactions by limting the choice set of the actors.
The Chinese fiscal system however, left too nuch discretionary power to
both the central and | ocal governnents, which created an institutiona
envi ronnent for opportunismto prevail. Both the central and |oca
governments hoped to reap advantages from opportuni sm but each ended up
with a shrinking budget (relative to GDP), because they were engaged in a

sort of prisoners' dilemma gane.
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If we treat all the provinces as one entity, then in this gane, each
of the two players, the center and the province, faces a choice of two
strategies: to act opportunistically or to follow the "rules" that are
supposed to govern the relationship between them These "rul es" of course
are not real rules due to their defects discussed above. That is why the
pl ayers are given the option of not abiding themin the first place. Gven
that neither has perfect information with regard to the behavi or of the
other, they cannot rule out the possibility that the other may resort to
opportunism Figure 3 sets out the likely payoffs of the gane. Each would
prefer a situation in which both follow the "rules" to one in which both
act opportunistically. The problemis that if the center and province are
instrumentally rational and are notivated by their desire to obtain nore
revenue, each of them might plausibly prefer best of all a situation in
which it alone acts opportunistically because then it can extract extra
revenue fromthe other player who follows the "rules.” Since it is also
better to act opportunistically than following the "rules" if the other
pl ayer acts opportunistically, this turns opportunisminto the dom nant
strategy. Wen both adopt the domi nant strategy, however, the gane yields
a result deened by all to be inferior. The crux of the dilemma is that
each player does what is in its best interest and yet their actions are
collectively self-defeating. In other words, rational choices produce

irrational collective outcones.

FI GURE 3 ABOUT HERE

Thus, we find that institutions matter. But they matter both ways.
Perfect institutions nmay help mnimze information, nonitoring, and
enforcenent costs, and thereby bring about efficient outcomes, but they are
hard to be found in the real world. Defective institutions, on the other
hand, may | eave too nuch at the discretion of actors and hence induce
cheating, shirking, opportunism

Most of real-world institutions are not flawess. China's fisca
system was an exanple. This case shows that when the rules of the gane are
anbi guous, unbi ndi ng, and not backed by threatened sanctions, the choice of
opportuni sm may | ook better than that of cooperation to a player, no matter
what choice the other player may make. That is why the central and | oca
governments in China | anded thenselves in a prisoner's dil enma gane under

the old fiscal system
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Neit her the central nor the subnational governments were satisfied

with the systemthat produced such irrational outconmes as the falling
ratios of central to total government revenue and of total governnent
revenue to GDP. Gadually, they came to realize that the decline of state
extractive capacity was responsible, at |least partially, for nany serious
probl enms that China was facing, including macroecononic instability,
i nadequat e provision of basic public goods and services, grow ng regi ona
and sectoral inequality, and potential threat to national unity (Wang and
Hu, 1994; Hu, Wang, and Kang, 1996; Wang and Hu, 1999). Hoping to avoid
the prisoner's dilemma, they all were calling for change.

What is required to solve the prisoner's dilenma is a new
institutional design in which the rules of the gane are really rules.
Unamnbi guous, credi ble, and enforced by threatened sanctions, these rules
should function to limt the discretionary power of actors and di scourage
them from acting opportunistically. Only when the costs of opportunism
become sufficiently high would the actors choose to follow the rules, thus
| eaving the prisoner's dilenma behind them

In 1994, China inplenented a new fiscal reform Rather than margina
reparation, the latest reformainmed at fundanmental institutional changes.
In a nutshell, this was an attenpt to replace the old discretion-based
systemwith a rul e-based system Now, the rules of game are nuch nore
conpr ehensi ve, unanbi guous, and transparent, and rul e enforcenent
nmechani sns are nore reliable. By redefining the choice set of both the
central and subnational governnents, new institutions greatly linmt the
space for themto maneuver. Since what used to be within their discretion
now becones unl awful, the costs of defection are higher. Correspondingly,
cooperation | ooks nore attractive under the new systemthan before.
China's fiscal reformnow seenms to be noving in the right direction
However, institutional arrangenments between the central and subnationa
governnents in China are still far fromoptimal: rules concerning some key
aspects of the relationship are still absent; there is still no
constitutional constraints that bind the center to follow ex post the rules
t hey nmake ex ante; huge | oopholes continue to be a great drain on state
revenue; and enforcenment nmechanisns rarely put teeth into |l aws. China
still has long way to go to perfect its central-local fiscal relations
(Wang, 1997).
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Table 1: Sel ected Fi scal

Year GOP Grow h GGR/ GDP

X

%
30.
27.
24,
22.
21.
21.
20.
20.
22,
19.
17.
17.
17.
16.
15.
14.
11.
10.

~NOoO NON O B~MAO ONOOWOUONOOOO O

| ndi ces of China,

CGR/ GER
%

45.8
46.8
51.2
57.2

NA
53.0
56.0
52.7

NA
48.8
47.0

NA

48.5(45. 1)

45. 0( 40. 3)

45. 6(38. 6)

(33.4)b
55.8(32.9)

NA

Not es: CGDP: Gross domestic product

gover nnment revenue
governnent revenue
gover nnent expendi ture
aCited fromJun Ma (1995).

1978 11.7

1979 7.6

1980 7.9

1981 4.5

1982 8.5

1983 10. 2

1984 14.5

1985 12.9

1986 8.5

1987 11.1

1988 11.3

1989 4.3

1990 3.9

1991 8.0

1992 13.6

1993 13.5

1994 11.8

1995 10. 2
GGR: Gener al
CGR: Central
CGE: Centra

bFi gures in parentheses exclude debt
CCited fromLiu Zhongl

Source: State Statistica

Bureau (1995)

26

(1995a) .

1978- 1995
Deficit@d Debt / CGE
(Billion) %

-1.0 0.0
20.7 5.5
17.0 6.6
9.9 12.1
11.3 14. 6
12.3 12. 3
12.2 10.5
6.8 10. 7
20.9 14. 4
25.0 16. 4
34.9 25.5
37.4 25.6
51.6 27. 3
66. 4 30.8
90.5 36.8
89.9 35.5
63.8 40. 7
NA 52. 8¢
i ncones.



Table 2: The Ratio of Provincial Revenue to GDP, 1980 and 1993 (%

Provi nce 1980 1993 Change, 1980-1993
Gui zhou 11.1 13.58 2.48
Anhui 14. 62 6.84 -7.78
Guangxi 12. 64 10. 74 -1.9
Gansu 20.2 14 -6.2
Henan 13.9 8. 37 -5.53
Yunnan 13.81 26. 3 12. 49
Si chuan 10. 75 . .
Ji angxi 11. 22 9.08 -2.14
Hunan 15. 57 9.98 -5.59
Shaanxi 16. 61 9.37 -7.24
Ti bet . . .
Ni nxi a 13.52 10. 45 -3.07
I nner Mongolia 6.13 10.53 4.4
Shanxi 19. 47 10. 28 -9.19
Hebei 15. 97 8. 62 -7.35
Hubei 17. 06 8. 08 -8.98
Q nghai 9. 27 19. 64 10. 37
Hai nan . 8.92 .
Jilin 14.59 11.12 -3.47
Fuj i an 17. 84 9.76 -8.08
Shandong 15. 97 6. 99 -8.98
Xi nji ang . 6. 95 .
Hei | ongj i ang 7.72 8.99 1.27
Ji angsu 19.81 7.63 -12.18
Zhej i ang 17. 33 8.73 -8.6
Li aoni ng 30. 87 10. 63 -20. 24
Guangdong 14. 69 10. 75 -3.94
Tianjin . 13.98 .
Beijing 36.9 4.52 -32.38
Shanghai 56. 02 16. 03 -39.99

Source: Hu, Wang, and Kang (1996).
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Tabl e 3: Changes of Fiscal Regines, 1980-1996

The Fiscal Reginmes of 1980-84

Fi xed Rate of Remittance (Jiangsu)

Sharing Specific Revenue (15 provinces)

Ethnic Mnority System (8 provinces)

The Metropolitan System (Beijing, Shanghai, Tianjin)
Lunp-sum Transfer (Guangdong and Fuji an)

The Fi scal Reginmes of 1985-1987

Fi xed Rate of Renittance (17 provinces and cities)
Lunp-sum Reni ttance (Heil ongjiang)

Lunmp- sum Subsi dy (4 provinces)

Ethnic Mnority System (8 provinces)

Lump- sum Transfer (Guangdong and Fuji an)

The fiscal Regimes of 1988-1993

Contracted I nconme Increase (10 Provinces and Cities)
Fi xed Rate of Remittance (3 Provinces)

Vari able Rate of Remittance (3 Provinces)

Increased Rate of Remittance (2 Provinces)

Lunp-sum Rem ttance (3 Provinces)

Lunp-sum Subsidy (16 Provinces and Cities)

The 1994 Tax- Assi gnnent System (Al Provinces)
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Tabl e 4: Indices of Central

Year
1988
1989
1990
1991
1992
1993

Not e:

Sour ¢

Table 5: Centr

Centra

100.
106.
128.
121.
126.
129.

Debt is excluded from

e

and Local Revenues, 1988-1993

State Statistical

Local D fference
100. 00 0. 00
116. 42 10. 25
122. 88 -5.22
139. 73 18. 62
158. 22 31.78
214. 31 84. 39

central revenue.

Bureau (1995: 220)

al "Borrow ng" from Shanxi Province, 1981-1987

(MI11lion Yuan)

Year 1981 1982 1983
Anpunt 240 180 176
Sour ce:

29

1984
180

1985 1987 Tot a
170 290 1236

Xiang and Jiang (1992: 399).
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Figure 2: Relative Changes of Budgetary and Extrabudgetary Revenues
1979- 1992
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Figure 3: Prisoner's Dl emma Gane
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Foot not es

' In The Rise of the Western World: A New Econonic History (1973), North

and Thonmas had an efficient explanation of institutions. North abandoned

the efficiency view of institutions in his 1981 book, Structure and Change

in Econom c History.

2

I nformati on costs consist of the costs of neasuring and the costs of

policing and enforcing rules.

° For details of these reforms are set out in Cksenberg and Tong (1991),

Wng (1992), Shirk (1993), and Xiang and Jiang (1992).

“ Under the 1980 regine, there was another category called "adjustnent

i ncone. "
5

The 1988 reginme was an illustration. There were six revenue-sharing

arrangenent, which could be formulated into the foll ow ng equati ons:

G = aRg
G = a(l + bR
G = aRg + ba(R - Ro)
G =Q
G =(1+b)Q
G = So
where G = revenue remttance of |ocal governnent at time t; Ry = | oca

revenue baseline at tine O; a = rate of remttance; by = growh rate of
remttance; by = marginal rate of remttance for increased revenue; @@ =
remttance quota at time 0; Sg = central government subsidy at time 0; and
t =0...n year (Zhu, 1993).

® Conversely, we may expect that such disincentive was weaker for

provi nces, which received a fixed | unp-sum subsidy or surrendered a fixed

| unmp-sumrenittance

" "In 1990, for exanple, Hunan Province gave the center nuch | ess than the
stipul ated revenue on the ground that centrally mandated agricultura

price, subsidy price, and wage policies had created expenditure pressures
on provincial budget that did not enable the provinces to fulfill their

contracts" (Agarwala, 1992: 5).
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® I'n July, 1993 when the concept of extrabudgetary funds was redefined,

those funds accruing to state-owned enterprises were excluded, and only
those accruing to government agencies were retained.

° Many other studies have also verified that a wide variation in tax
effort did exist anbng the provinces (Wrld Bank, 1990; Zhu, 1993; Lou and
Li, 1995). The World Bank (1990), for instance, found that many of the

ri chest provinces made a | ower |evel of revenue effort than poor provinces.
Zhej i ang, Shandong, and Liaoning, for instance, all nade bel ow average
efforts, and Shanghai was just above average. Using data covering the
period of 1981-1990, Zhu (1993) showed that while the tax effort dropped
for all the provinces during this period, the speed of dropping varied
considerably across regions. 1In general, it was in rich provinces where
the rates of decline were nuch faster

 For example, in 1990, the center added the responsibility for export tax
credit to local budget. There have been nunerous cases in which the center
requi red | ocal governments to invest in sone "joint" projects that were

supposed to be financed solely by the center (M, 1995).
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