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Paying for Progress in China

China’s stunning record of economic development since the 1970s has been
marred by an increasingly obvious gap between the country’s “haves” and its
“have-nots.” While people living in some parts of the country have enjoyed
dramatically improved conditions of life, those in other districts and regions have
slipped ever further behind in terms of access to health, wealth, education, security
and opportunity.

Paying for Progress in China is a collection of original essays which trace the
causes of this growing inequality, using new data including surveys, interviews,
newly available official statistics and in-depth fieldwork. Their findings expose
the malfunctioning of China’s “broken” intergovernmental fiscal system, which
has exacerbated the disequalizing effects of emerging market forces. While the
government’s deliberately “pro-poor” development policies have in recent years
sought to reduce the gap between rich and poor, both markets, and also state
institutions and policies, are continuing to create perverse equity outcomes across
the country, confounding hopes for better-balanced and more inclusive growth in
China.

The interdisciplinary approach of this collection, incorporating work by
economists, sociologists and political scientists, makes it a valuable resource for
students of contemporary Chinese political economy and social development.

Vivienne Shue is the Leverhulme Professor and Director of the Contemporary
China Studies Programme at Oxford University.

Christine Wong is the Henry M. Jackson Professor of International Studies at the
University of Washington.
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Introduction

Is China moving to a more
equitable development strategy?

Vivienne Shue and Christine Wong

Global opinion-leaders — some thinking they may need to find a way to beat it
and others only wishing they could join it — are disposed these days to marvel at
the miracle of China’s swift and sustained economic growth and the brisk pace
of its march toward technical modernization. Closer observers of Chinese affairs
however, and the Chinese people themselves, know another side to this success
story. China’s recent stunning economic and technological developments have not
benefited all of its people equally, and the Chinese social order has been marred
by the appearance of increasingly stark divides between the country’s “haves” and
its “have nots.”

At the time it began its transition to a market economy in the late 1970s, China
already displayed certain peculiarly stark patterns of inequality in access to health,
wealth, education, security and opportunity. By the mid- to late 1990s, despite a
sharp general rise in the standard of living and impressive progress made along
various other key dimensions of socio-economic development, the situation with
respect to inequality had become strikingly worse. While people living in some
parts of the country were manifestly enjoying dramatically improved conditions
of life, those in other districts and regions were seen to be slipping ever further
behind. With a Gini coefficient (measuring overall inequality) of 0.45 in the 1990s,
China had fallen below most Asian countries in terms of equity — India for example
has a Gini coefficient of 0.33, Indonesia 0.34, and Korea 0.32. Instead, it had
joined the company of those Asian societies that are known to be more highly
unequal — Thailand (0.43) and the Philippines (0.46). If this pace and direction
of change continues, China may soon join the ranks of those Latin American
countries such as Mexico (0.55) and Brazil (0.59), which are among the most
inequitable societies on the globe.

The 1990s also witnessed, not coincidentally, a flood of angry public protests in
various parts of the country that were being powered by poor people’s frustrations
— evermore bitterly voiced complaints of vulnerability, unfairness, and neglect.
Although at first such protests went mostly unreported in the Chinese media, the
public security apparatus accumulated records of hundreds, and then thousands,
of demonstrations each year by people out of work, pensioners denied their
allowances, desperately overburdened rural taxpayers, and parents who could not
meet their children’s school bills. After the 1999 Falun Gong demonstrations and
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the state’s violent suppression of that movement highlighted just how many
people, in the absence of adequate medical insurance coverage, had been turning
to mystical religious practices in hope of curing disease and safeguarding their
health, the painful gaps in China’s public social service net and the human
misery hidden in its hardening patterns of socio-economic inequality came to be
linked more explicitly to concerns about the very maintenance of public calm,
of nationwide political stability, and of popular support for the Party-state.

Toward the end of the 1990s the central government began to respond with
new programs aimed at redressing the imbalances and patching up the social
safety net, the most publicized of these being the Western Development Initiative
in 1999. It seems possible, in fact, that inequalities in China may already have
reached their peak in the late 1990s. The research reported by several of the
contributors to this volume, when taken together (Wong, Zhang et al., Duckett,
Hussain), suggests that a turning point may well have been reached around 1998/
1999, when a number of central state programs were introduced in an effort to
reverse existing inequities, strengthen social protection, and press for greater
equalization in access to resources. The chapter prepared for this volume by Carl
Riskin argues, furthermore, that the sheer unfolding of market forces may have
been largely responsible for moderating the growth of inequality in China toward
the end of the 1990s. His analysis, based on a well-designed 2002 household
income survey, concludes that “at least in the period 1995 to 2002, poverty fell
sharply and most dimensions of inequality held stable or fell.” Thanks largely to
the spread of wage employment in rural areas and to the phasing out of distorted
public subsidies for housing in urban areas China, Riskin’s data allow him to
speculate, may now have passed “the maximum amount of inequality produced
by its unbalanced development path.”

The authors whose research is reported in this collection have each interrogated
new data — gathered from surveys, statistical reports, fieldwork, and interviews
— seeking to pinpoint and clarify the observable equity effects both of markets
and of recent “pro-poor” state policies in China. The essays gathered here are
notable for their empirical richness. The analyses in Chapter 2 by Carl Riskin and
in Chapter 6 by Zhang Linxiu and his collaborators draw from large-scale surveys
— covering 16,000 households in 21 provinces (Riskin) and nearly 2,500 villages
scattered over 6 provinces (Zhang et al.). Rachel Murphy’s chapter is based on
three months of fieldwork plus an additional month-long follow-up study in rural
Jiangxi, an area where she had previously spent over a year engaged in research.
In Chapter 7, Victor Shih and Zhang Qi have made use of a national data-set from
the Ministry of Finance, with detailed fiscal information for all of China’s more
than 2,000 counties. Liu Mingxing and Tao Ran have conducted extensive field-
work and surveys of their own. The chapters by Christine Wong, Jane Duckett and
Athar Hussain all draw upon official reports and Chinese government statistics, as
well as fieldwork and interviews, mostly conducted in the course of multilateral
and bilateral aid work in China. On the whole, these analysts’ most up-to-date
findings have not left them very sanguine about present trends. Their work reveals,
rather, many reasons to conclude that both markets and state policies continue to
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create perverse equity outcomes across the country, largely confounding the hopes
that have been raised for better balanced and more inclusive growth.

In Chapter 1, Christine Wong opens the discussion with a critical focus on
China’s fiscal system, the main instrument through which redistributions of
resources to offset both regional and interpersonal inequalities might be effected
in support of the government’s new pro-poor policies. She emphasizes the extra-
ordinary degree to which fiscal expenditures in China have become decentralized
in the course of repeated waves of tax reform. As of 2004, the central government
was allocating only about 30 percent of all budgetary expenditures while 70
percent of total budgeted spending was being carried out by local governments.
This intergovernmental spending imbalance has come about because local
authorities in China are burdened with responsibility for meeting the costs of such
a large share of the nation’s expensive public services, including the costs of basic
public welfare, subsidies to pension schemes and unemployment insurance,
as well as 70 percent of public spending on education and well over 50 percent
of the costs of public health. Since 1994 the fiscal system has not provided
adequate resources, on average, for local governments to finance the costs of
their responsibilities. The intergovernmental fiscal transfers, which could and
should be used to assist poorer localities in meeting these public responsibilities,
Wong explains further, have actually been heavily assigned through mechanisms
such as earmarked subsidies and tax rebates, which are regressive and dis-
equalizing. “By leaving so many costly but important responsibilities at the local
level and providing no support to their financing, [during the 1990s] the national
government [had] essentially abrogated its responsibility to the poor regions,”
she concludes.

In more recent years however — even before the announcement of its new,
more balanced, development paradigm — the central state had begun to make
amends. Starting from 1998/1999, resource transfers to poorer inland provinces
were increased sharply, with some improvements in equalization. Viewed overall
however, China’s budgetary spending on public services such as health and
education remained just too low — in the region of 2 to 2.5 percent of gross
domestic product (GDP) on education, and under 2 percent on health. Moreover,
the majority of these increased central subsidies were going to bailing out under-
funded local social security schemes, filling other funding gaps, and paying for
the mandated wage increases of civil servants at local levels. Draining off central
funds to put out local fires like these has limited the overall allocative strength
of central authorities, since too little discretionary funding has remained with
which the center might actually press forward on new and more effective pro-poor
programs and investments. Wong describes the current intergovernmental fiscal
system as “broken” and concludes that, until there is a “fundamental reform”
of that system, central policymakers will continue to be very largely frustrated in
their attempts to effect a significant reversal of China’s troubling trends toward
evermore gross inequalities.

In Chapter 2, “Has China reached the top of the Kuznets Curve?,” Carl Riskin
provides a detailed analysis of the 2002 round of an ongoing nationwide survey of
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households in both rural and urban China that has, in the past, found income
inequality to be more serious and growing faster than the government acknow-
ledged. Comparing levels and patterns of inequality between 1995 and 2002, he
finds that inequality (as measured by the Gini ratio) declined by 10 percent among
the rural households, and by 4.2 percent among the urban households in the
sample. Within both rural and urban sectors, Riskin finds that regional inequality
also declined.

The major factor behind the decline in rural income inequality during that period
was the growth of wage income and its spread into inland provinces. Examining
the different components of rural income, Riskin discovers an extraordinary
growth in the spread of wage income throughout rural China. While in 1995 only
5 percent of rural households reported having off-farm earnings from wage
employment, this proportion was seen to have risen to over 27 percent by 2002.
Moreover, the biggest increases occurred in the provinces with the lowest per-
centage of wage recipients in 1995 — Yunnan went from nearly 0 percent in
1995 to 15 percent in 2002, Jiangxi from 1 to 34 percent, and Guizhou from 1 to
24 percent. These trends led the share of wages in overall rural income to grow
from 22 to 29 percent, and for its distribution to be 38 percent less unequal.

The “Kuznets Curve” derives from a hypothesis advanced by Simon Kuznets
in the 1950s that the change in inequality over time follows an inverted U shape,
i.e. inequality increases during the initial phase of industrialization, then stabilizes
and eventually decreases as modern economic growth spreads more widely
throughout the economy and society. The decline Riskin observes in regional
inequality and the role wage income plays in the rural story are both consistent
with a turnaround in the Kuznets Curve. That is, both an increase in the share of
wage income and a decline in its concentration ratio are consistent with a story
of geographic and sectoral spread of wage employment that reduces the extreme
advantage of the early developing localities and sectors.

Could we now be looking forward to a long period during which the benefits of
development will spread more equally across the country and be enjoyed by more
and more of China’s people? Perhaps. However, Riskin cautions that it may in
reality be “too early to predict that China is becoming a more egalitarian society”
since the “forces impeding that evolution are still very strong.” For starters, in
contrast to the Kuznets story about the beneficent effects that flow from the
development of market forces, the urban picture Riskin observes is rather different.
While urban areas did also see a decline in inequality between 1995 and 2002, this
was mainly due to policy factors: the introduction of new safety net measures that
propped up incomes for the poorest, and the phasing out of housing subsidies
that had been highly disequalizing. These trends point to the important role played
by government policy in shaping distributional outcomes. Furthermore, accord-
ing to Riskin’s analysis, overall income inequality remained virtually unchanged
for the nation as a whole between 1995 and 2002 because of the continued increase
in the average gap between urban and rural incomes. These findings run counter
to the expectation that fuller development of market forces will be sufficient to turn
around the recent very sharp trends towards inequality in China.
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Chapters 3, 4, and 5 look in much greater depth at the forms and the extent of
inequalities in access to three fundamental categories of public goods: health
services, education, and social security (or basic welfare) services. Jane Duckett
draws on a large number of official reports and scholarly studies to analyze chang-
ing patterns in unequal access to health services in both rural and urban China
since the 1980s. The picture she paints is a nuanced, yet unequivocally dismal
one. The already gaping urban—rural differential in access to health care that had
characterized the Mao period remains in place. Superimposed upon that critical
divide now, as a result of all the recent piecemeal restructurings in health finance
and the spread of private health care, are some radically new patterns of inter-
personal and inter-household inequality as well.

The expansion of private health services, for example, has brought new
practitioners and better technology to wealthier areas, even as it has drawn doctors
and nurses looking for higher incomes away from poorer towns and counties.
“Since ill-health is likely to be more prevalent among the poor, the fact that
health service provision is weakest in areas where risk of poverty is highest
means that the present pattern of provision is particularly inequitable,” Duckett
observes.

Since the mid-1990s, as Duckett documents, some efforts have been made to
re-establish voluntary, cooperative, risk-pooling systems to finance rural health
provision. In urban areas, compulsory basic social health insurance schemes have
been launched with risk-pooling at city level and contributions from employers
and employees. In both rural and urban areas, some medical financial assistance
programs to help the very poor and those out of work meet medical costs have
also been set up. But most of these programs are not yet functioning well and
they remain very far from reaching all who need them. Such glaring inequalities
in access to health services are “unlikely to be challenged in the near future”
she concludes, unless the prevailing basic systems of health finance and adminis-
tration are comprehensively addressed. “Central investment needs to be increased
and better targeted, while local governments need to be given more incentives
to prioritize health.”

Rachel Murphy comes to parallel conclusions where patterns of unequal access
to good quality primary and secondary education are concerned. China’s public
investment in education has been low by comparison with other developing coun-
tries, and per student investment is much lower in rural than in urban areas. Under
the present highly decentralized fiscal system, school funding at local levels has
depended heavily on the general affluence, or poverty, of different communities
and jurisdictions. Citing a 2001 study conducted by Chinese scholars, Murphy
notes that in the case of Jiangxi province a full 78 percent of public spending
on education has been coming from township-level resources, 20 percent from
county- and provincial-levels together, and a mere 2 percent from the center. To
raise the required funds to pay teachers, maintain school buildings and buy
equipment, then, local authorities have had little alternative but to resort to levying
numerous special taxes and surcharges on rural residents. In poorer villages and
towns, however, there have been very sharp limits on how much money can
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be raised this way: teachers have frequently gone unpaid, and the quality of the
classrooms, accommodations, and services delivered to children and their parents
have been compromised.

When local fiscal resources are limited by poverty, and government support
is chronically inadequate, schools themselves are frequently forced into raising
some of their own funds. Some have tried running small businesses on the side to
bring in cash, with children sometimes pressed into service as workers in these
enterprises. Virtually all schools are compelled to charge fees now for attendance
— fees that are proportionately much steeper and harder for poor rural families
to meet than those collected from more comfortably off urban residents when
they enrol their children in city public schools. Based on her fieldwork and inter-
views, Murphy argues that the comparatively high costs of keeping children in
school, and the generally lower quality of the education they receive in poorer
communities, are leading large numbers of children in poor areas to drop out
well before graduation. Furthermore, senior high schools charging higher and
higher enrolment fees, “school selection fees,” and “top-up fees” can also be seen,
in the current environment, as contributing to a corrosive culture of “commercial-
ization” in secondary education, and to the gradual conversion of open access to
non-compulsory education from a universal right into a privilege realistically
available only to those who can afford it.

Murphy finds also that the nationwide “fees-for-tax” reform, implemented in
2004, appears only to have worsened the situation in poor regions. Intended to
relieve the heavy tax burden on farmers by abolishing informal local levies and
ad hoc fees, replacing these with a single fixed-rate tax and transfers to compen-
sate for funding shortfalls, the immediate effect of the reform has been instead
to exacerbate the capital shortage in rural schools. The transfers delivered — in
Murphy’s fieldwork site, just 30 yuan per student per semester for junior high
school and 12 yuan per student per semester for senior high school — have been
“far from adequate and many county and township governments and schools in
agricultural localities were forced into debt.” Murphy, like Duckett, finds little
reason to look for any broad improvement in the situation unless certain funda-
mental systemic changes can be brought about. Ensuring fairer access to basic
education in China’s poor rural communities will ultimately depend on raising
central investments, targeting them more sensitively, and giving local authorities
the effective incentives they need to prioritize the achievement of universal
primary and secondary school attendance.

In Chapter 5, Athar Hussain presents a comprehensive overview of China’s
social security system and of how it has been changing gradually — all too
gradually — when observed against the backdrop of a number of epochal social
transitions that have also been taking place over the past 25 years: transitions
such as the very rapid aging of the population, the massive shift of labor out
of agriculture and into industry and services, the decline of state sector employ-
ment generally, and the increasing privatization of assets. His account makes it
clear that while the transition to a market economy has brought dramatic
improvements to the well-being of the Chinese populace, it has also exposed many
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to new risks and economic insecurities that call for stronger safety nets. The
government’s response to this particular challenge of the transition has been
piecemeal, fragmentary, inadequate, and powerfully urban-biased.

According to Hussain, reform of the social security regime and “particularly of
the schemes covering the urban population” has been a policy strand running
steadily through the transition period since 1978. This is because the market
reforms very quickly began to erode the “three pillars” upon which the old socialist
urban social security system had rested. The first of these pillars was what Hussain
calls “a planned economy version of ‘welfare through work’” — the requirement
that all able-bodied members of society contribute to it through work, coupled
with the “government’s obligation to provide them with a job.” The second pillar
of the regime was the extended social welfare roles that were assumed by urban
work units (danwei), including the enterprise-based system of Labor Insurance
that covered disability pay and retirement pensions. The third pillar was the
confident expectation each worker could have of life-long tenure as a member
of the danwei. The relentless crumbling of these three pillars during the reform
period brought great hardship to many, eventually forcing the government to fund
bailouts for faltering Labor Insurance schemes and to start looking for alternative
schemes better suited to the changing socio-economy.

In the rural sector under market reforms, poverty has demonstrably fallen
dramatically. However, the dissolution of the old agricultural collectives brought
with it also the near total collapse of local cooperative health insurance schemes,
leaving hundreds of millions of farmers with no alternative but to pay out-of-
pocket for health care, and thus exposing them to financial risks, as Jane Duckett
pointedly details in Chapter 3. The large-scale movement of younger rural laborers
into urban employment increased rural incomes, to be sure, but it often also left
elderly family members alone in the villages without the necessary support of
kin in times of illness or other crises. Changes such as these, which have created
new and sometimes greater needs, have prompted experimentation with novel
forms of welfare assistance in the villages.

Still, Hussain notes that the government’s efforts to build a new social security
system have focused overwhelmingly on the urban population, and the result
has been to leave “glaring” differences in safety net coverage for the urban and
rural populations. The new system of Social Insurance, which replaced the Labor
Insurance scheme, currently covers 43 percent of the urban labor force. In contrast,
few among the rural population enjoy old-age pensions. Those rural pension
schemes that do exist are very small-scale; they cover only 11 percent of the rural
labor force and promise to provide only a very modest percentage of what is
judged to be minimum subsistence. Nor is it only those actually engaged in farm-
ing who are not covered by currently existing Social Insurance schemes. Excluded
also are most rural migrants living and working in cities and towns and rural
employees in township and village enterprises, who are also not covered for
unemployment. The clear result at present, as Hussain explains, is that (at least
on paper) China’s “urban population enjoys a comparatively high level of social
security by the standards of developing economies” while, in stark contrast,
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all existing schemes covering rural people “fall under the category of ‘social
assistance’, aimed at relieving severe poverty only.”

Chapters 6 and 7 examine in much greater depth two key components of China’s
economic strategy for the alleviation of poverty and promotion of greater equity:
its rural investments program and its system for allocating fiscal subsidies
and transfers. The research team of Zhang Linxiu, Luo Renfu, Liu Chengfang and
Scott Rozelle present statistics from a 1998-2003 six province, 36 county,
data-set on the sources and types of investments that were then being made in
China’s rural villages. Their data is unusually interesting in that it is based on
information collected from village-level representatives themselves, rather than
from higher level authorities and other aggregate sources. Their findings are also,
overall, rather more positive than previous studies would have led us to expect.

First, they find that during those five years there was a “surprising level of
investment activity in rural China” — some 9,138 investment projects in their total
of 2,459 sample villages. They are also able to show that a very considerable
proportion of this investment — that is, most of it, counting that which came both
from higher levels of the state and that which was raised by villagers themselves
— was being devoted to public goods projects. Roads, bridges, irrigation and
drainage projects, drinking water, schools, and environmental protection forestry
investments were most common. They find evidence, also, that the quality of the
projects undertaken was improving over those carried out in earlier years.

In measuring the proportion of funding coming from higher state levels into
the villages, Zhang and his co-authors found also that public goods investments
were being targeted at especially poor villages and at villages inhabited by ethnic
minorities. “The results,” they observe, “show that officials are channelling
funds to smaller, more remote and mountainous villages with little irrigated area.”
And this leads them to the view that state officials in China have now moved to
a “progressive or pro-poor, ethnically sensitive and environmentally oriented”
strategy of rural investment.

These signs of significant progress over the patterns that prevailed in earlier
years are then put into comparative perspective. The amounts being invested
now in China are found, for example, to be larger, by comparison, than those
invested in many other developing countries. When compared to other East Asian
nations during their take-off periods, however, the picture darkens. “While China
currently is only investing between 40 to 50 US dollars per capita into rural areas,
Japan during the 1950s and 1960s was spending about 400 US dollars per capita.”
The comparable figure for South Korea during the 1970s and 1980s was over
200 US dollars. Thus the authors conclude, from the rich evidence they were
able to gather, that there is indeed reason to believe that we are now witnessing
in China a shift away from net taxation to net investment in rural areas. The
magnitude of this shift, however, is so far “not sufficient to push the nation
decisively toward rural modernization.”

In Chapter 7, Victor Shih and Zhang Qi investigate the workings of China’s
system of redistribution through subsidies and fiscal transfers. Using a Ministry of
Finance data-set that covers every county-level unit in the country in both 1995
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and 2000, their study aims to clarify the factors that have driven the distribution
of subsidies from higher levels to counties. They seek to understand whether,
following the centralizing 1994 tax reforms, the center’s ability to allocate to poor
regions was, as claimed, actually improved. Their analysis and findings, interest-
ingly, suggest just “the opposite.” In large part this, they argue, is due to the fact,
already highlighted by Wong, that programs of earmarked subsidies and subsidies
granted in the form of tax rebates are inherently regressive rather than equaliz-
ing. Still, the clearest result that emerges from the authors’ analysis of factors, for
both 1995 and 2000, is not about the disequalizing effects of tax rebates but about
the high correlation that exists between the number of county-level personnel
(payment of whose salaries is dependent on fiscal allocations) on the payroll in a
county, and the total amount of subsidies per capita that the county has received.

On the basis of this strong correlation, Shih and Zhang conclude that their “data
do not suggest that concerns of economic equity underlie the allocation of
subsidies to counties” after 1994. On the contrary, it is anxiety about being unable
to meet the wage bill for county-level personnel (and the political instability that
might cause) that is seen as driving choices about the allocation of transfers. Shih
and Zhang argue that the Chinese fiscal system, through the device of transfers,
has rewarded counties that have managed to find ways to increase their payroll
demands rather than allocating resources specifically to needy localities. Their
analysis helps in understanding why China’s local governments have continued
to expand the size of their personnel despite the fact that they lack the revenue to
pay for wages. Expanding payroll has amounted to a nearly sure way for them
to increase the remittance of higher level subsidies to their localities. The transfer
system, therefore, is revealed to have been largely self-defeating: turning a nearly
blind eye to the actual needs of poor communities and creating, instead, perverse
incentives for local officials to pad their staffs rather than to pursue more efficient
uses of available resources.

The final chapter, by Liu Mingxing and Tao Ran, takes a closer look at what
the authors call the “logic of local governance” — the complex set of administra-
tive institutions and practices that condition the investment priorities and the
political tactics of local-level officials with responsibility for delivering public
goods. They point out that, while economic and fiscal decentralization have
indeed gone very far in China, the system of administrative appointments and
political accountability remains a highly unified and centralized one. All local
government officials are assigned to the posts they hold — and all can be obliged
to transfer to different posts — by Party-state authorities who are situated at superior
levels of the bureaucracy. The performance of all local government officials is,
furthermore, continuously monitored from above. The economic, social, environ-
mental and other policy targets (or “mandates”) they are required to meet are
also all set at higher levels. And their individual performances in their posts are
evaluated according to goals and criteria which are stipulated in detail by higher
authorities.

Under such a centralized target-setting and monitoring system, it may be
imagined that fairly consistent levels of local government competence and
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efficiency should be maintained across regions. In fact, however, the quality of
leadership provided and services delivered by local officials varies notoriously
from place to place in China today. Liu and Tao, using data they gathered in a
survey conducted in 12 counties across nine provinces — some of which are eco-
nomically highly developed localities, some middling, and some less-developed
—seek to account for the wide variation that is to be found in local public services.
They compare levels of labor and capital mobility as well as the relative degrees
of priority given to different policy targets in township and village cadre
evaluation exercises. They find that it is relatively much easier for local officials
in more developed areas to meet or exceed the policy targets on which their
own performance will be measured and their suitability for career advancement
judged. In such fortunate circumstances, they find it possible, indeed desirable,
to bend their efforts to better provision of public services that will both satisfy
local residents and attract new business and investment. In less developed regions
the reverse obtains: local cadres are compelled to press residents hard for tax
payments to meet their revenue targets, resort to levying extra fees to meet their
economic growth and social control targets, and scheme about how to secure
central subsidies to cover shortfalls and provide what public goods they can.

“Allin all,” Liu and Tao conclude then, “in more developed regions, the increas-
ingly intensive interregional competition that has resulted from the much higher
mobility of labor and capital, together with what are in effect proportionately
lower policy burdens from above, have worked well to curb predatory and exces-
sively regulatory government behaviour and to make local government officials
relatively adept at adjusting irrational policies to better meet local realities
and relatively quick to compete in providing better services. However, in less
developed regions, lower factor mobility, together with higher dependence on
upper-level transfers and the relatively tougher-to-meet central development
mandates work systematically to distort local government behavior and draw local
governments in these regions into unhealthy competition for upper-level transfers
and a style of political performance that caters to higher levels of government
instead of local people.” Thus, Liu and Tao argue that the current fiscal system
— when combined with policy mandates that have given high priority to rapid
growth and to social control, and with the competitive top-down, single yardstick
cadre evaluation system — has “significantly impaired” the capacity of local
governments in poorer areas to respond to local needs and demands for decent
public goods.

Like so many of the other authors in this volume, Liu and Tao see a need for
thoroughgoing reform in both the fiscal system and the broader system of public
administration. Local officials in poor and backward regions, they conclude,
should not be tasked with trying to create economic growth itself but, rather,
with delivering the kinds of improved public goods and services to local people
that will permit them, in the longer run, to generate that growth themselves.
“Only when unreasonable policy burdens are downgraded and cadre evaluation
criteria are reoriented to providing public goods that are more closely related to
local needs can the conditions for downsizing excessive local bureaucracies be
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created and the role of healthy regional competition be strengthened to contain
local misbehavior.”

When read together, the chapters in this volume clearly raise a number of
common themes. First, they document an urgent need to put far greater resources
into the effort to achieve better equity as China continues to develop. But second,
they point out that simply pumping more resources through China’s “broken”
fiscal system cannot and will not deliver the desired results. Fixing that system
must be addressed very early on if a more equitable development strategy is to be
achieved. This could well entail making primary and secondary education, basic
health protection, and provision of a minimum social welfare net into national
or provincial, not locally bounded, responsibilities. At whichever levels it is
determined comprehensive responsibility should lie, the task of assuring adequate
public goods provision in an economy and society as large and as diverse as that
in China is going to require also a redesign of key mechanisms and a recalibration
of incentives throughout the entire hierarchy of the nation’s public administra-
tion. These are giant tasks, to be sure, but ones that arguably have already been
postponed too long.

Systemic and institutional inadequacies are surely at the root of many of the
problems brought to light in the research reported here. The decentralized fiscal
system, in particular, allowed the central government, for too long, to ignore the
appalling state of public services in poor localities or blame the onerous burden
of fees on local mismanagement or malfeasance. But our authors also note certain
discursive elements — motifs and themes that have been injected into China’s
official public discourse on the market, modernity, and markers of national pro-
gress — that have been heavily implicated in concealing, even condoning, certain
forms of suffering and social inequality that might otherwise have been alleviated.
An excessively aggressive culture of “competition” that sets the conditions in
which individual and social choices must be made is noted by several contributors
to this collection. Certain public discourses on poverty and individual respon-
sibility promote attitudes that have plainly worked to exclude, rather than include,
those who are entering the headlong race toward the glittering rewards of affluent
modernity from positions of disadvantage. A redesign of the official public dis-
course on poverty and vulnerability in China, and a recalibration of the proper
norms of social responsibility may be just as much requisites for achieving a more
equitable development strategy as are redesigning institutional mechanisms and
recalibrating administrative incentives.

The title of this volume, Paying for Progress in China, has been intended to
be read as a double entendre. We hope that the essays included here will encourage
all who look at them to ask better questions not only about how the goods and
services that go with social and economic progress can and should be paid for
in China, but also about who exactly has been paying the price for progress up
until now, and why, and how that human cost could be reduced.



1 Can the retreat from equality
be reversed?

An assessment of redistributive
fiscal policies from
Deng Xiaoping to Wen Jiabao

Christine Wong

In recent years China has acquired a reputation as a country that has abandoned
its socialist past and embraced a particularly virulent form of capitalism. There is
plenty of evidence to buttress this reputation, including a rapid rise in interpersonal
income inequalities as measured by Gini coefficients; an urban—rural income gap
that is among the biggest in the world and continuing to grow; an ever-increasing
divide between coastal and inland provinces; a third-to-last place ranking by the
World Health Organization on the fairness of health-care provision for its citi-
zens; a residency permit system (hukou) that imposes a caste-like divide between
urban and rural populations, denies rural migrants access to social services and
exposes them to exploitation by employers; and a National Land Law that ensures
that farmers cannot reap the benefits of rising land prices even while urbanization
gobbles up their farmland.!

In short, the picture is that of a society that is unjust and unfeeling. Although
this makes China perhaps not unlike many other poor countries in the world, this
picture is noteworthy because: (1) China is still ruled by a Communist Party that
espouses socialist principles of equality and inclusiveness. (2) China is perceived
to have a stable political order and a government that has substantial capacity
for economic management.? (3) The country has achieved phenomenal growth
over the past 25 years and the big cities along the coast are quite prosperous, with
a burgeoning middle class that is embracing all the values typical of modern
consumer societies. The overwhelming emphasis on growth and scant attention to
social justice in China (at least until recently) stand in especially sharp contrast
to neighboring Vietnam, which has followed China’s footsteps in liberalizing
government control, privatizing agriculture and many industries, and pursuing
policies to promote exports and attract foreign investment. Yet the official rhetoric
in Vietnam puts great emphasis on the need to protect the poor and other vulner-
able groups in the process of change, and the government has promulgated many
measures designed to provide social safety nets for the poor and minority groups
including government-sponsored health insurance for the poorest residents.3

It is commonly assumed that China’s “retreat from equality” began with Deng
Xiaoping’s call, at the outset of reform, for “letting some people [regions] get rich
first.” The logic behind the call appeared to be that, if market reform brought with
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it rising inequality, it was the price to pay for faster growth, to lift the country out
of abject poverty. Given the spectacular growth brought by market reforms, it is
hardly surprising that Deng’s call remained the ruling paradigm for so long. It was
not until 2003 that the paradigm appeared to change under the new administration
of Hu Jintao and Wen Jiabao. Beginning with the communiqué of the 16th Party
Congress (November 2002), the government has called for emphasizing the
quality of growth that includes balanced, sustainable, people-centered develop-
ment, rather than quantitative growth targets. Premier Wen Jiabao, in particular,
has called for redressing the current inequalities by tilting toward the rural sector
through promulgating his sannong policies.?

This chapter assesses the effect of fiscal policies in shaping income distribution
through 25 years of China’s transition to a market economy, and asks whether the
government will be able to reverse the trend toward growing inequality under
the new paradigm. While government has only a limited, mostly indirect, effect
on the distribution of income, fiscal policies are the primary instrument for gov-
ernment in implementing the new paradigm. As China changed from a planned
economy to an increasingly decentralized, market-oriented economy, fiscal policy
— how government is financed and how it spends public monies — increasingly
became the key instrument for allocating resources.

In assessing the role of fiscal policy, we will focus especially on the inter-
governmental fiscal system — the arrangements for the sharing of responsibilities
and resources across levels of government down the hierarchy from the central
government, provinces, all the way to the townships and villages. Under China’s
highly decentralized fiscal system, local governments play a key role in imple-
menting national policies. The bulk of the critical public goods that touch people’s
lives — social security, health care, education and public safety, are delivered
by local governments at the municipal, county and township levels. The inter-
governmental fiscal system not only assigns responsibilities to these levels of local
government but also channels resources and shapes incentives for local gov-
ernments to perform their assigned functions. In this chapter, I will show that the
intergovernmental system was undermined by the piecemeal reforms applied
to the fiscal system during the 1980s and especially the 1990s, which eroded
the ability of local governments to perform many of their assigned functions. The
damage was extensive and deep-rooted, and fixing the system will require funda-
mental reforms. Until these fundamental reforms are undertaken, increasing
transfers from the central government will have limited effect on outcomes in poor
regions, and the intergovernmental system will continue to be a bottleneck to
the implementation of the national development agenda.

The chapter is organized as follows: Part one begins by discussing the effect
of market reforms on government revenues and how the steep fiscal decline shaped
intergovernmental fiscal relations during 1980-93 and beyond. This provides
the background to the introduction of the Tax Sharing System in 1994. Part two
analyzes the effects of the 1994 reform as strongly disequalizing and extremely
harmful to the local public finance system. As the reform cut funding for local
governments, it allowed them to seek off-budget revenues to fill fiscal gaps; this
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trade-off further contributed to eroding the integrity of the public finance system.
Part three explains how the current intergovernmental system shapes distributional
outcomes. Part four concludes by emphasizing the structural/systemic obstacles
to implementing Wen Jiabao’s promise to redress the balance by “tilting” toward
the poor under the sannong policies.

Decline of the budget: 1978-93

Market reform brought a rapid and dramatic erosion in the traditional tax base
of the planned economy — state-owned enterprise profits, and revenue collection
declined steeply. Central revenues were especially hard-hit as local governments
in rich regions often shielded local enterprises from taxation to avoid sharing
revenues with the central government.® Faced with a steep fiscal decline and
lacking the capacity to monitor tax effort at the provinces, the central government
retreated to a system of fiscal contracts in 1988 in an attempt to revive revenue
collection — by offering better incentives to local governments to boost revenues,
as well as ensure stable receipts at the center. The contracts stipulated a lump-sum
remittance (or subsidy) for each province, to increase annually by an agreed rate,
with all the rest accruing to the province. In return, provinces accepted respon-
sibility for meeting their expenditure requirements from retained revenues. This
marked a fundamental change that had gone largely unnoticed — by de-linking
revenue-sharing from expenditure needs, the fiscal contracts put local governments
on a self-financing basis for the first time — a de facto devolution of responsibilities
that was later codified in the Budget Law (1994).

Fiscal contracts did not solve the central government’s financial problems,
though, as revenues continued to decline due to continuing problems of state-
owned enterprise (SOE) profitability and persistent credibility problems of
the central government (Figure 1.1) (Wong et al. 1995). Moreover, as the generous
terms of the contracts gave local governments a disproportionate share of new
revenues, the central share of revenues fell rapidly, to just over 20 percent in 1993.7
The extent to which the funding crisis dominated thinking at the center can be
glimpsed in Figures 1.2 and 1.3. At the nadir, the central government allocated
only 3 percent of GDP, with no end in sight to the decline.

This desperate situation spurred the government to push through a drastic
reform, with two paramount objectives — stemming the decline of revenues and
clawing back a majority share for the central government — “raising the two
ratios.”® This background helps to explain the final design of the Tax Sharing
System in 1994 that swept aside all earlier concerns about the disequalizing effect
of the tax assignment system, in an all-out effort to win a quick agreement from
the (rich) provinces.’?

Figure 1.1 (opposite) The long decline
Figure 1.2 (opposite) Decline of the “two ratios”

Figure 1.3 (opposite) Resources under central government allocation
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The Tax Sharing System: 1994 to present

The fiscal reform package that was introduced in 1994 had three components. The
most visible and controversial was the Tax Sharing System (fenshuizhi) (hereafter
TSS), which fundamentally changed the way revenues are shared between the
central and provincial governments, by shifting from a negotiated system of
general revenue sharing to a mix of tax assignments and tax sharing. The other
components are equally significant, but have attracted less attention: tax
modernization and tax administration reform. Under the TSS, taxes are assigned
to central government, local government, or shared (see Table 1.1). By assigning
the biggest tax, the value-added tax (VAT), as a shared tax and claiming 75 percent
of its receipts, the central government reclaimed a majority portion of total
revenues. '’

However, this recentralization hurt mainly the poor regions, since the TSS had
made the system much more favorable to rich localities. By sharing VAT revenues
with local governments at a flat rate by origin, the TSS introduced a highly dis-
equalizing feature to revenue sharing, ensuring that revenue-rich regions keep
more of the revenues. Under the TSS, coastal provinces have gained revenue
shares relative to inland provinces. During 19938, the ratio of provincial per
capita fiscal expenditures to the national average grew from 2.8 to 4.5 in Shanghai,
from 2.0 to 3.0 in Beijing, and from 0.66 to 0.74 in Jiangsu. In contrast, in Hebei
the ratio fell from 0.57 to 0.24, in Gansu from 0.76 to 0.61, and in Hunan from
0.60 to 0.52 (World Bank 2002: Table 2.5).

Because the TSS had recentralized revenues but left expenditure assignments
unchanged, it created a huge fiscal gap for local governments (see Figure 1.4).
Unlike the previous regime, under which only poor provinces received transfers,
under TSS all provincial units including Shanghai and Beijing are now dependent
on central transfers to finance expenditures.!! In the aggregate provinces are
now dependent on transfers to finance nearly half of their expenditures (Figure
1.5). How these transfers are designed would thus have a great impact on the
distributional outcomes. Even though the central government had promised to
roll out a formula-based equalization transfer system to counter the regressive
effects of the TSS, this did not happen. A “transitional intergovernmental transfer”
was introduced in 1995, but the scheme was so grossly underfunded that through-
out the 1990s it never accounted for more than 1-2 percent of total transfers.
Instead, under the TSS, transfers have been dominated by tax rebates that also
favor the rich, reinforcing the disequalizing character of the tax sharing system
itself (see Figures 1.6 and 1.7).1?

The current intergovernmental system

An intergovernmental fiscal system has three components: expenditure assign-
ments, revenue assignments, and transfers; and they are interrelated.'* The choices
made for each component are governed by economic, political and historical
considerations that differ from country to country. Bahl (2000) argues that an ideal
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Table 1.1 Revenue assignments under the Tax Sharing System (c. 1994)

I Taxes exclusively assigned to the central government

1

Excise (consumption) taxes

2 Taxes collected from the Ministry of Railroads and from the headquarters of banks

6
7

and insurance companies

Income taxes, sales taxes and royalties from offshore oil activities of foreign
companies and joint ventures

Energy and transportation fund contributions

Seventy percent of the three sales taxes collected from enterprises owned by the
Ministry of Industry, the Ministry of Power, SINOPEC (petrochemicals), and the
China nonferrous metals companies

All customs duty, VAT and excise taxes on imports

Enterprise income tax collected from banks and other financial institutions

I Taxes shared between the central and local governments

1

Value-added tax (75 percent central, 25 percent local)

2 Natural resource taxes (coal, gas, oil, and other minerals if the enterprises are fully

m

7
8
9
10
11
12
13
14

Chinese owned)

Construction tax on the cost of construction of buildings that are outside the plan
and financed from retained earnings

Salt tax

Industrial and commercial tax, and income tax levied on foreign and joint venture
enterprises

Taxes exclusively assigned to local governments

Business (gross receipts) tax falling on sectors not covered by VAT (transportation
and communications, construction, finance and insurance, post and
telecommunications, culture and sports, entertainment, hotels and restaurants, and
other)

Rural market (stall rental) trading tax

The urban maintenance and construction tax (a surcharge on the tax liability of
enterprises for business tax, consumption tax, and VAT)

The urban land use tax

Vehicle and vessel utilization tax

Thirty percent of the product and VAT revenues collected from enterprises owned
by the Ministry of Industry, Ministry of Power, SINOPEC, and the China nonferrous
metals companies

Value-added tax on land

Education surtax

Entertainment and slaughter taxes

Property tax

Surtax on collective enterprises

Resources tax

Fixed asset investment tax (discontinued in 1999)

Fines for delinquent taxes

Source: adapted from World Bank (2002: Table 4.1)

Note: Since the introduction of TSS in 1994, the central government has changed revenue assignments
— the earliest was moving the securities trading tax from local to shared taxes and changing the sharing
rate several times. More recently the central government has revised assignments for the enterprise and
personal incomes taxes to take 60 percent of revenues. New taxes have also been introduced, invariably
central (e.g. the vehicle purchase tax).
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intergovernmental system should start by assigning responsibilities to each level
of government to best satisfy society’s demands for responsiveness and
accountability in the delivery of public services, subject to meeting minimum
requirements for efficiency. Once these expenditure assignments are set, revenues
would be assigned to each level of government in a way that meets two conditions:
(1) the assignments would be efficient and nondistortionary for tax policy and tax
administration, and (2) they provide sufficient revenues for local governments, on
average, to finance their expenditure responsibilities. Finally, transfers are
designed to help meet the financing gap for local governments in poorer regions —
i.e. to meet the equalization objectives of society. This scenario assumes that local
governments are more likely to use revenues efficiently when they are responsible
for raising them, and thus Bahl advocates giving significant taxing power to local
governments to minimize the vertical fiscal gap as much as possible. In this view,
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transfers would be needed mainly for equalization purposes. Richard Bird (2003)
has argued that, in reality, revenues are usually much more centralized than
expenditures in developing countries. In such countries (including China post-
1993), transfers play a dual role of financing a vertical fiscal gap as well as meeting
equalization objectives. In either case, the choices are linked among the three
components of the intergovernmental system, and decentralization works best
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when the choices are coherent.'* At any given level of decentralization (usually
measured in terms of subnational expenditure shares), a low proportion of revenues
assigned to local governments requires high transfers, and vice versa.

The intergovernmental fiscal arrangements were quite unique in the Soviet-type
economies. Under their highly centralized fiscal systems, the three components
of the intergovernmental system were less clearly defined, and more ad hoc and
fluid. Under the centrally planned economy, responsibilities for day-to-day pub-
lic administration and social services such as education (except universities),
public safety, health care, social security, housing, and other local and urban
services were assigned to local governments. When measured in terms of the
share of budgetary expenditures accounted for by subnational governments, these
economies looked highly decentralized. However, these were delegated functions
whose norms (or service standards) were often set by the central government, and
the services were delivered by local governments acting as agents of the central
government. Revenues were collected by local governments and remitted upward.
Revenue assignments were ex post, negotiated annually, and adjusted to finance the
delegated functions. In this system, the line between transfers and revenue assign-
ments was fluid, and most of what would be considered “transfers” in Western
systems was hidden: strictly speaking, all local expenditures were financed with
central transfers. In other words, even though big cities such as Moscow and
Shanghai were allowed to retain only a small fraction of the revenues they
collected, they were actually receiving per capita transfers that were much higher
than the national averages, as evidenced by their higher per capita fiscal spending.
Instead, what were called “transfers” were only the additional injections that were
necessary for those benighted provinces that could not meet expenditure needs
even after being assigned 100 percent of their own collected revenues. This was
essentially the system operating in China at the outset of market reforms.

Throughout the transition period in China, the coherence of this intergov-
ernmental fiscal system was steadily chipped away by the piecemeal, incremental
reforms applied. While the Soviet-type system was conducive to neither efficiency
nor growth, it had built-in mechanisms for adjusting revenue assignments and
transfers to expenditure needs. During the 1980s, amidst the steep fiscal decline,
attention was focused on how to resuscitate revenue collection. Reforms of the
intergovernmental system were designed to stimulate tax effort by local govern-
ments, and virtually no attention was paid to issues of expenditure assignments.
Equally little attention was paid to transfers, which were increasingly driven
by dwindling central resources (Wong 1997). This continued into the 1990s, when
the TSS again paid no attention to expenditure assignments, and little to transfers.
Through these changes, expenditure assignments have remained remarkably
unaltered. By changing only one component of the intergovernmental system
—revenue assignments — and delinking them from expenditure needs, the reforms
have left local governments saddled with unusually heavy and unsustainable
expenditure assignments, especially at low levels of government: social security
and pensions are the responsibility of cities and counties, basic education and
health care are primarily the responsibilities of city districts and townships (until
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2001). These are costly responsibilities that are elsewhere in the world usually
financed by the central (or federal) and provincial governments, although often
with local governments acting as providers.

With the built-in adjustment mechanisms eliminated in the 1980s,'* but the
government slow to reform the system of transfers, many local governments have
been unable to perform their assigned functions, especially in poorer regions. As
economic growth also became more concentrated in coastal regions during the
1990s, income disparities accelerated, and the fiscal system provided no pallia-
tive. The outcome was a sharp rise in interregional disparities in fiscal spending
dating from 1994 (World Bank 2002). By the mid-1990s fiscal problems were very
serious in poor regions. There were even reports of deterioration in public services
provided in the inland provinces. Heberer (2001) reports that in the Liangshan
Yi Autonomous Prefecture in Sichuan province fiscal problems led to the elimi-
nation of free medical care and epidemic prevention programs, free films and
cultural activities. Many clinics and health stations closed. Epidemic diseases
thought to have been wiped out reappeared. In 1996 only 40 percent of Yi children
attended school, a figure that dropped to 10 percent in the poorer villages.

These outcomes were highly regressive, where governments in poor regions
were providing fewer and lower quality services and passing along a higher pro-
portion of the costs to their constituents. By leaving so many costly but important
responsibilities at the local level and providing no support to their financing, the
national government essentially abrogated its social responsibility to the poor
regions.

From the national perspective, the intergovernmental system increasingly
became a bottleneck to policy implementation. With local funding problems
limiting services, the national government has been unable to deliver on some
priority programs such as universal basic education — China is still years away
from providing nine years of free education to all children that was targeted for
the year 2000. In spite of repeated pledges by the State Council to increase
investment in human development, budgetary spending on education remained
stagnant at about 2-2.5 percent of GDP during 1978-99, half the level called for
in the 1985 Education Law, and well below the levels of spending in neighboring
East Asian economies. Similarly in health care public spending was low, also less
than 2 percent of GDP.!6

The growing reliance on off-budget finance

Another aspect of the breakdown of the intergovernmental fiscal system is the
growth of off-budget financing of government, especially at the local levels (Wong
1998; Fan 1998; Wong and Bird forthcoming). The rapid growth of extra-
budgetary funds during the 1990s was linked to the recentralization of revenues
under the TSS; allowing local governments to tap off-budget revenues was at least
in part designed to avoid hampering economic growth by enabling local govern-
ments to find supplementary funds to carry out their assigned functions. In addition
to the well-known “fees and levies,” at present many other implicit and hidden
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revenues, transfers, and expenditures pervade the system, driven in part by the lack
of any good formal taxes that local governments control, and facilitated by the
continuing obscurity of the line between “government” and “business” at the local
level. In the aggregate, in the late 1990s off-budget resources used by government
and public agencies may have amounted to as much as 19-27 percent of GDP
(in addition to the formal budget).!” Reforms in the past few years have abolished
many fees and levies — including, most famously, all rural levies under the Rural
Fee Reform; others have been brought into the budget.'® As fees and levies are
abolished, however, local governments have grown increasingly dependent on
revenues from land development, and these revenues are reported in neither
budgetary nor extrabudgetary accounts. Since off-budget resources are generally
more plentiful in rich regions than poor ones, be they “management fees” collected
on gross turnover or on profits, or land sales and revenues from user charges, this
reliance on off-budget finance probably exacerbates regional disparities since,
unlike budgetary revenues, they are not subject to redistribution through the
intergovernmental fiscal system.

The prospects for reversing inequalities

Some attempt to reverse this appalling “retreat from equality” had already begun
under the Zhu Rongji administration. Beginning around 1998 the government
began to redirect fiscal resources toward equalization, including the “Go West”
development strategy launched in 1999. Some evidence of improvement can be
seen in Box 1.1.

From the late 1990s, the Ministry of Finance also began to revise the system of
transfers to significantly reduce the dominance of tax rebates, intended to improve
equalization (see Figure 1.8). An especially important boost was given by the
change in 2002 to shift the enterprise income tax and the personal income tax from
local taxes to shared taxes. To make the shift more acceptable to local govern-
ments, the central government committed to retaining only 20 percent of the total
receipts from these taxes, its share prior to 2002, and to put all additional receipts
into equalization under the “transitional transfer.” In 2003 this added about
14 billion yuan to equalization."

In the absence of government statements, we cannot know exactly what moti-
vated this change in policy. Partly the government might have been responding to
the mounting evidence of inequalities and the growing divide between coastal and
inland regions.?° 1 believe that perhaps more directly relevant were the increased
resources that became available for central government allocation around the late
1990s. The upturn in revenue-GDP ratio seemed finally to have taken hold (Figure
1.1). In 1998 the government launched the first Fiscal Stimulus package to ward off
contagion from the Asian financial crisis. The RMB 100 billion yuan bond issue
produced additional new resources to be allocated, and the decision was clearly
taken to “tilt” toward inland provinces and pro-poor projects (World Bank 1999).

A third and very important explanation is that the intergovernmental fiscal
system is failing, and has required increasing central government bailouts in
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Box 1.1 Comparing the distribution of per capita
transfers across provinces (yuan)

Distribution of transfers by province (1998)
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response to emerging problems in pension arrears, arrears or defaults on living
stipend support for laid-off workers, problems of financing rural basic education,
and so on. The costs of these bailouts have risen rapidly since 1998.

*  Subsidies to local social security schemes rose from zero to RMB 10 billion
in 2000, RMB 34.9 billion in 2001, and RMB 51.2 billion in the 2002 budget.

*  Subsidies for living stipends to laid-off workers from state-owned enterprises
continue to be substantial though they are scattered in different categories and
difficult to count. (In the 2004 budget the total of pension and living stipends
for laid-off workers and their re-employment training appeared to total RMB
86 billion.)

*  Subsidies to local minimum living stipend schemes rose from zero to RMB
2.3 billion in 2001, and RMB 4.6 billion in the 2002 budget. By 2004 it was
RMB 17.7 billion.
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Figure 1.8 Tax rebates as share of total transfers

While all these figures above demonstrate changes moving generally in the
right direction, they also show that China is still a long, long way from having
a fiscal system that equalizes. They also demonstrate some major problems for the
prospects for implementing Wen Jiabao’s laudable program to “tilt” toward
the rural sector.

Starting from the current situation where tax rebates remain 40 percent of the
total, the amount of change necessary just to neutralize their disequalizing effect
is far too huge to be politically feasible, and would face enormous resistance from
the rich provinces.

Table 1.2 The size of central transfers

2003 2004

Total (billions yuan) 826.1 1037.88
Tax rebates 342.5 405.1

As shown above, the “wrong” assignment of responsibilities has forced the
central government to subsidize local expenditures. While these have mostly gone
to inland provinces, they are all urban, and SOE related, and are not well targeted
to reach the poorest population. More importantly, paying for the civil service
wage increases introduced since 1999 has absorbed a growing portion of central
transfers and squeezed out other needed subsidies: by comparison, subsidies for
rural fee reform are far smaller.

Moreover, the government’s tax capacity remains weak — even though revenues
have recovered significantly, and currently account for about 20 percent of GDP,
the central government still allocates only about 10 percent — a relatively low
figure for a large and diversified country that faces many large expenditure needs
in continuing SOE reform, recapitalization of the banking sector, pension reform,
and so on.

Finally, the decades of piecemeal changes to the intergovernmental system have
created many distortions, so that local government is extremely inefficient, and
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Table 1.3 The growing share of wage increase subsidies in central transfers
(unit: billions yuan)

1999 2000 2001 2002 2003 2004

Transfers for wage 10.8 21.7 62.3 80.7 89.1 99.4
adjustments

As share of total transfers 2.6%  4.6% 10.4% 11.0% 10.8% 9.6%
As share of transfers net

of tax rebates 5.5% 8.8% 16.8% 18.5% 18.4% 15.9%
Subsidies for rural 2 3.3 24.5 30.5 52.4
fee reform
As share of total transfers 0.4% 0.5% 3.3% 3.7% 5.0%
As share of transfers net

of tax rebates 0.8% 0.9% 5.6% 6.3% 8.3%

Sources: Zhang and Martinez (2002), budget speeches and speeches on government work reports at
the National People’s Congress, and author interviews

increased transfers from the center do not translate straightforwardly into better
services at the periphery.?! The single biggest distortion is that of civil service
wages. First, over the years, everyone has come to understand that the Ministry
of Finance intervenes whenever necessary to preserve social stability, and will
provide injections of funds to pay off wage arrears but not to ensure public services
are available. This translates into civil servants being free goods to local govern-
ments. Second, the nationally unified civil service scale for basic wages translates
into salaries that are very high relative to local incomes in poor regions. This gap
has grown even greater as civil service wages have more than doubled since 1998.
The result is that local governments are adding staff at alarming rates during the
period when Zhu Rongji was trying to impose a draconian program to downsize
the civil service. This makes it more difficult to “tilt” toward the rural sector. In
one extremely poor rural county I visited in early 2004, what we found was that
in spite of increased transfers from higher levels, because the county has been
adding staff at an accelerating rate, there is no money for non-personnel recurrent
expenses in any department, from schools to agricultural stations to government
departments, to provide any services to residents.

To effect a significant reversal of inequalities that reaches the people, then,
China needs a fundamental reform in the fiscal system, starting with the
intergovernmental components. Otherwise, the recently introduced rural reforms
will not be sustainable, and Premier Wen Jiabao faces an uphill struggle to redirect
resources to the rural sector.

Notes

1 The National Land Law pegs the compensation for requisitioned farmland at 6-10
times the average annual output value for the three preceding years. The additional
resettlement subsidy is pegged at 4-6 times the average output value. In cases where



26

11

12

13

14

Christine Wong

this creates financial difficulties for the families to be resettled, the subsidy can be
negotiated, but “not to exceed 15 times” (Article 47, Land Administration Law of the
People’s Republic of China, August 29, 1998).

This is shown by the impressive investments in infrastructure that have taken place all
over China at all levels of government. For multilateral aid institutions, China is
considered an outstanding borrower because it is able to implement development
projects quickly.

See, for examples, World Bank 2003 and forthcoming.

This phrase is borrowed from the book, China’s Retreat from Equality: Income
Distribution and Economic Transition (Carl Riskin et al. 2001).

See, for example, Wen Jiabao’s Report on the Work of the Government, delivered on
March 5, 2005, to the Third Session of the Tenth National People’s Congress. Sannong
refers broadly to the rural sector: agricultural production, farmers, and rural villages.
For example, under the planned economy Shanghai remitted more than 80 percent
of'its revenues to the central government. This high “tax” on Shanghai revenues created
incentives for collusion between the municipal government and its subordinate
enterprises and the potential for informally sharing the “saved revenues” within
Shanghai. For analyses of this evolution, see Oksenberg and Tong (1991); Wong (1991)
and (1992).

This was largely because the contracts had failed to anticipate the high inflation rates
through the late 1980s and early 1990s, when revenues grew at an annual rate of 12
percent from 1987 to 1993, while remittances grew at low single-digit rates.

As shown in Figure 1.2, the “two ratios” refer to the ratio of budgetary revenues to
GDP, and the central government’s share of total revenues. Aside from raising the two
ratios, the Tax Sharing System reform had several important objectives including
reforming the system of taxes and tax administration, to meet the needs of the
decentralized, diversified economy that China was fast becoming. For a discussion of
these other aspects, see Wong and Bird (forthcoming).

See, for example, Zhao (2003). Zhao described the desperate situation where, in
addition to the funding crisis, the central leadership was also discovering that they had
lost control over tax collection at the local levels. In the course of introducing the VAT,
for example, they discovered that Beijing Municipality had under-reported 9.8 billion
yuan in revenues.

The VAT accounts for nearly half of all tax revenues in China. It is also a reliable tax
whose revenues go up with GDP regardless of profitability, and thus is less cyclical than
income or profit taxes.

In this essay, “(intergovernmental) transfer” refers to all monies distributed to local
governments outside of the revenue assignment system, whose amounts are decided by
the central government; it includes tax rebates (shuishou fanhuan). The inclusion of
tax rebates as one component of transfers is consistent with Chinese official treatment
until about 2003. Since then, official statements from the Ministry of Finance have
distinguished between “transfer payments” (zhuanyi zhufu) and tax rebates. However,
in statistical reports, tax rebates remain lumped together with other transfers. In
any case, tax rebates fit the definition of a transfer in that the central (provincial)
government decides on the amount to be distributed to the local governments.

As a concession to gain support for the TSS from the coastal provinces, the government
committed to returning to provinces a portion of the “growth” in VAT and excise taxes,
also by origin, in tax rebates. Tax rebates accounted for three quarters of central
transfers to the provinces in the mid-1990s, while equalization transfers were only 1-2
percent (World Bank 2002).

A fourth aspect of the intergovernmental system, local borrowing, is being omitted
since it is not relevant to this discussion.

See Mountfield and Wong (2004) for a discussion of the East Asian experiences in
decentralization.
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15 As explained earlier, the linkage between revenue assignments and expenditure needs
was severed by the fiscal contracting system in 1988.

16 What public spending there is is highly concentrated in the civil service medical
insurance system and in urban hospitals, and little trickles down to the rural sector. The
World Health Report 2000 ranked China 144th for the overall performance of the health
system out of 191 countries, but 188th in terms of fairness in financial contribution.
See also Chapters 3 and 4 by Duckett and Murphy in this volume.

17 The nature and size of extrabudgetary funds are explored in Wong (1999).

18 Reported extrabudgetary revenues have fallen to just 3.4 percent of GDP in 2003.

19 Interview with officials at Ministry of Finance, February 2004.

20 Studies such as World Bank (1997), and works such as Khan and Riskin (2001), and
Riskin, Zhao and Li (2001) were coming out around this time and generating a good
deal of interest and discussion in policy circles.

21 See also Chapter 8 by Liu and Tao in this volume.
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2 Has China reached the top
of the Kuznets Curve?

Carl Riskin

In 2003, China’s economy grew by 9.1 percent. Yet the number of rural poor
officially increased by 800,000, the first such officially announced increase in
the past quarter century of reform and transition (see Xinhua News Agency 2004).
The correspondence of rapid growth and increased poverty strongly suggests
that inequality, as measured by the Gini coefficient, increased in 2003.! Yet find-
ings from household income surveys carried out for 1995 and 2002 indicate
that income inequality actually declined between those two years. The apparently
contrary data for 2003 raise questions about the causes and sustainability of that
decline, and that is the subject of this chapter.

China has become franker about the phenomenon of rural poverty. The
new leaders have adopted a populist stance of listening to the poor and taking
their problems seriously. Publication in 2003 of Zhongguo Nongmin Diaocha
(Investigation of China’s Villagers),? by Chen Guidi and Wu Chuntao created a
great splash in China with its exposure of widespread rural hardship, local
corruption, and exploitation and mistreatment of the rural population — before the
book was banned in mid-2004. Indeed, the situation described by this book
and other studies,® and the attention given to rural hardship and poverty by Zhu
Rongji and later Wen Jiabao, all leave the distinct impression that poverty in
the countryside remains a much bigger problem than is implied by the very low
official poverty rates.

We have suggested in the past, based on analysis of independent surveys
of household income in both rural and urban China, that poverty was in fact more
widespread and was disappearing less rapidly than the government acknowledged,
and that inequality was more serious and growing faster (Khan and Riskin 1998,
2001). The unprecedented acknowledgement of an increase in rural poverty
in 2003 would seem to be consistent with our past conclusions. However, it should
also be seen against the background of our analysis of the most recent house-
hold income survey, for 2002, indicating that at least in the period 1995 to 2002,
poverty fell sharply and most dimensions of inequality held stable or fell.

The 2002 household income survey was the latest round of an ongoing series
of surveys of household income designed by an international team of scholars
under the auspices of the Chinese Academy of Social Sciences (CASS). The rural
component covered 9,200 households in 21 provinces and the urban survey 6,835
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households in eleven provinces.* The average per capita disposable income for the
rural sample was 3,302.43 yuan and the Gini ratio for its distribution was 0.375, a
10 percent decline from its 1995 value of 0.416. This decline reversed just over
half of the increase in the Gini from 1988 to 1995. For the urban sample,
the average per capita disposable income was 9,766 yuan and its Gini ratio was
0.318, a 4.2 percent decline from 1995 (0.332). Because of continued increase in
the average gap between urban and rural incomes, however, the overall national
Gini coefficient remained virtually unchanged at 0.45.3

This result has been greeted with some skepticism. It runs up against a general
sense that inequality continues to be serious and troublesome in both urban and
rural China and that there is little if any perception that it is improving. Moreover,
at least one other study of a similar time frame comes to a different conclusion.®
However, the CASS study has the advantage of being able to use a broader defi-
nition of income that is more consistent with international practice than is official
data, and the added advantage of the use of household and individual level data
rather than the grouped data released annually by the National Bureau of Statistics
(NBS). It is precisely the elements of income omitted by the NBS, such as rental
value of owned housing and housing subsidy in kind, that bear a large degree of
responsibility for our findings of reduced inequality in urban China, for instance.
We shall therefore treat our results as real, always subject of course to new
information.

What is the significance of this apparent improvement? Might it signify that
China has reached or is approaching the top of its Kuznets Curve, the maximum
amount of inequality produced by its unbalanced development path, and has
entered an equalization phase in which development spreads more evenly through
the territory and population?

The Kuznets Curve

The Kuznets Curve derives from a half-century old hypothesis advanced by Simon
Kuznets (Kuznets 1955) that the change in inequality over time follows an inverted
U shape, i.e. that inequality increases during the initial phase of industrialization,
then stabilizes and eventually decreases as modern economic growth spreads
more widely throughout the economy and society. Although just stated in temporal
terms, the Kuznets Curve hypothesis has often been tested in cross-sectional
terms, to see whether a firm statistical relation can be established among countries
as between GDP per capita and some measure of inequality.” While much
evidence supports such a relationship, there is also great variability of national
experience around it.® Deaton (2005: 396) states that recent work has produced
a “professional consensus” that “contrary to Kuznets’s hypothesis, and contrary to
beliefs in the 1970s, there is no general relationship between inequality and
growth, and certainly not one in which growth systematically widens inequality.”
Moreover, no relationship has been found between rate of growth and inequality
and so there is no basis for arguing that higher growth requires sacrificing equity
goals.” On balance, it seems evident that market forces do give rise to both
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disequalizing and equalizing tendencies at different stages of development but
that no given level of inequality can be regarded as “inevitable” and beyond the
purview of enlightened economic policy.

Indeed, the role of public policy in explaining the changes in income inequality
over time or the differences between countries of different income levels is easy
to ignore in Kuznets Curve discussions. At its most elemental, the Kuznets Curve
hypothesis appears to be describing pure market forces responding to changing
cost relations. It is also possible, of course, that changing levels of income go
hand in hand with social, political and ideological changes that result in the
adoption of redistributive policies to achieve more equitable and inclusive forms
of development. In this case, which was explicitly recognized by Simon Kuznets
himself, predicting future changes in income inequality becomes a highly complex
task.!® Despite modern skepticism about the very existence of a Kuznets Curve,
the concept is retained here as a convenient heuristic representation of the effects
of market forces on income distribution.

Regional inequality

The first dimension of inequality we examine is that of regional (inter-provincial)
inequality, an issue that has been of much concern to the Chinese government
and various international agencies throughout the reform period. Kuznets’ hypo-
thesis rested partly on the reasonable supposition that what he called modern
economic growth had to start somewhere, and that when it did, it would quickly
widen inequality between those initially industrializing localities and elsewhere.
Eventually, market forces such as rising costs in the early developing localities
would promote the spread of the process more broadly through the country,
causing inequality to level off and then fall.

In post-1949 China, the history of regional inequality up to the start of the
reform period was one of absolute divergence but relative convergence among
the provinces. For example, between 1952 and 1979 the ratio of the most indus-
trialized province to the least industrialized province in absolute per capita
industrial output tripled, but the coefficient of variation of provincial industrial
output per capita fell by about 20 percent (Riskin 1987). The latter development
stemmed not only from the extremely small base from which the least indus-
trialized provinces began, which made high relative growth rates easy to achieve,
but also from conscious government efforts to bring about greater geographic
balance in industrialization, promoted in part by highly redistributive central plans
and fiscal policies. The widening of absolute inequality in this period despite fairly
strenuous efforts to reduce it was consistent with Kuznets’ expectations.

For the post-reform era, there seems to have been convergence in provincial
GDP per capita until 1990 and divergence thereafter, although not enough
divergence to prevent a one-third decline in the coefficient of variation overall.
The prior convergence is somewhat suspect because the use of province-specific
price deflators removes much of it (Naughton 2002). Moreover, personal income
showed no convergence, evidently widening steadily at least until the mid-1990s.
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Our own surveys indicate that inequality in personal disposable income widened
from 1988 to 1995 and then declined up to 2002. For the former period, the co-
efficient of variation of rural provincial per capita disposable income grew by two
thirds, but for the latter period it fell by about 11 percent. For urban per capita
disposable income, the coefficient of variation of provincial averages increased
by 24 percent during the first period and fell by 20 percent during the second.
This striking change in development pattern helped to prompt the question that
forms the title of this essay and constitutes an important component of the overall
drop in rural and urban inequality, taken separately. For the rural population,
the decline in regional inequality was matched by falling inequality within 14
of the 19 provinces that made up our sample. However, 8 of the 11 provinces
in the urban sample actually experienced an increase in inequality, which implies
that it was declining regional inequality that was largely responsible for the fall
in the urban Gini ratio (Khan and Riskin 2005).

Rural inequality

The reduction in overall rural income inequality revealed by our surveys between
1995 and 2002 was caused by improved distribution of two components of
rural income, farm income and wages, and by the reduced regressiveness of net
taxes.!! Together, the change in distribution of these three sources account for
a reduction of 6.9 points in the Gini, substantially more than its total decline
(4.1 points), implying that other income sources became more unequal. Indeed, all
other enumerated sources of rural income became more unequal in distribution,
notably family income from non-farm activities and the imputed rental value
of private housing.

Thus, inequality increased for some components of rural income and decreased
for others, with the decreases out-weighing the increases. Of the components
on the decrease side of the ledger, net taxes (a negative component) were largely
a product of policy,!? rather than of equalizing forces intrinsic to China’s growth
path.

The Kuznets Curve story implies rising income shares and falling concentra-
tion ratios for income components like wages, whose geographic and sectoral
spread is necessarily disequalizing at first. The reduced contribution of family
farm income to the Gini came from a small decrease in the concentration ratio of
this component (from 0.238 to 0.202) plus a somewhat larger decline in its share
of total income (from 46.4 percent of the total to 39 percent), by which the
concentration ratio is weighted in calculating its contribution to the Gini. Farm
income was already distributed very equally (more so than any other component
of rural income); a further decline in its concentration ratio does not seem to be
part of a coherent development story consistent with a turnaround of the Kuznets
Curve. Of course, a declining share of farm income in total income is implicit
in the normal growth experience, but in China farm income is the most equally
distributed income component. Its importance to the decline in China’s Gini from
1995 to 2002 is an ironic arithmetical result of the size of farm income. However



‘you oy ueyy axowt pred 1ood oy

Jey} SOIBDIPUL SIXEB] JOU JO OHBI UOHBHUIIUOD dY} 10§ IN[BA 9ANELIIU V "(XE} J9U) SWOIUI WO SUOHIBNQNS SABIIPUL saSejuddiad  Jajsuen 10u,, oY) 10J SIS 9ANeSU YL
*9WodUI JO SHUAUOdWo9 [eNPIAIPUL JO 9SED 31} UI O1BI UOIIRIUIOUOD JY) J0J PUB ‘QWIOIUI [[B JO ISED ) U IUIL) 3} JOJ I8 SUWN]OD IS} UT SIOqUINU Y[, .

1SI0N
(9 919e1, :5007) UMSTY pue ueyy :99In0g

S0 €0 80 901°0 6GL'1— 9T 80— qOANOI0D 79 A)e)S 0]/LOLY IojSuel) JON

I'e 7el 91 SSY0 8¢L0 9°6C 8¢€'CT soSem [enpIAIpu|

(43 6'L I'T1 2020 8¢T0 L6°8¢E vy oy QWIOOUT ULIB) 39N

'ty SLE 9’1 SLEOD 91¥°0 001 00T swodut [y

200c S661 200c S661 200c S661

oy
UOIDLIUIIUOD
/LD o3
uonNqLIUOI

U1 UOINPRY

Aq pamngriuod spurod 1uir)

YO1IDA UOIIDATUDDUOD/IULL)

NSQUQN\Q Juoouoqd

owooul [eant jo Ayjenbaur paonpai Jo s90Ios 7 2190



34 Carl Riskin

low its concentration ratio, the share of farm income is still very large, hence it
continues to have a big impact on the Gini, so that its decline, ceteris paribus, will
reduce the Gini.

The ceteris paribus condition relates particularly to the question of which
income component(s) expand(s) to “take the place of” farm income as the latter
contracts relative to total income. The answer is that most of the contraction
of farm income (seven percentage points in toto) is made up by the expansion of
wage income (five points) and the rest by family non-farming activities (two
points). The latter increased its share of rural income (from 9.7 percent to 11.8
percent) and its distribution also became more unequal from 1995 to 2002. Both
of these changes are to be expected in the course of early economic development,
but are more consistent with the early, rising phase of the Kuznets Curve than
with its later falling phase.

As for wage income, it is indeed far more unequally distributed than farm
income, and is a disequalizing source of rural income in the sense that its con-
centration ratio is higher than the rural Gini in both 1995 and 2002. Had this ratio
remained constant between those years, the increase in wage income’s share
of total income to replace the diminishing share of farm income would not have
resulted in a reduced overall rural Gini. However, wage income’s concentration
ratio did not stay constant, but rather diminished very sharply between 1995 and
2002 (from 0.74 to 0.45). This decline in its inequality of distribution over-
whelmed the rise in its share of rural income, so the net effect was a fall in the
rural Gini.

The role that wage income plays in this story seems consistent with a turnaround
in the Kuznets Curve. That is, both an increase in the share of wage income and a
decline in its concentration ratio are consistent with a story of geographic and
sectoral spread of wage employment that reduces the extreme advantage of the
early localities and sectors. But did that process proceed far enough to bring
China’s countryside onto the declining portion of the putative Kuznets Curve?
True, wage income increased very rapidly, moving from 22 to 29 percent of total
rural income in seven years, growing by an annual rate of 8.9 percent and account-
ing for more than half of the total increase in rural income over that period.
However, how do we explain the sharp fall in inequality of wages, amounting to
a 38 percent drop in their concentration ratio?

An examination of rural wages reported in 1995 and 2002 and shown in Table
2.2 provides at least a good part of the answer. The table reveals an extraordinary
growth in the prevalence of wage income throughout rural China. In 1995 only
5 percent of rural respondents reported having any wage income, and if one leaves
out the three most developed provinces in the sample — Beijing, Jiangsu and
Zhejiang — the percentage would fall to only about 2 percent. By 2002, however,
over 27 percent of rural respondents reported wage income, an almost five-fold
increase. Moreover, while the rise was ubiquitous, the biggest increases occurred
in the provinces with the lowest percentage of wage recipients in 1995. For
example, Yunnan went from close to 0 percent wage earners in 1995 to 15 percent
in 2002, Jiangxi from 1 to 34 percent, Guizhou from 1 to 24 percent; while Beijing
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advanced only from 30 to 45 percent. Thus, the coefficient of variation for
percentage of wage earners by province fell from 140 to 28, showing that wage
employment became much more evenly distributed among provinces. The
coefficient of variation (CV) of average provincial per capita wages also falls by
28 percent, despite the fact that the CV of average provincial per-worker wages
remains basically unchanged. This contrast is explained by the rise in per capita
wage income in provinces that reported little of it in 1995.

The increase in wage recipients reported in the surveys is higher than that
indicated by available national statistics on rural wage earners. The latter show
rural non-farm wage employment rising from 133.3 million in 1995 (27 percent of
the rural labor force) to 147 million (30 percent of the rural labor force) in 2002,
an increase of 10 percent. Moreover, the orders of magnitude of wage earners are
different for 1995: 15.5 percent of the rural population (official statistics) versus
only 5 percent (survey). Different definitions may help explain these differences.
For example, the CASS results cited here refer only to the primary job of wage
earners. It is also possible that the official statistics enumerated as wage earners
what the CASS survey enumerated as migrants. On the other hand, de Brauw
et al. (2002), who do include migrant workers and migrant self-employed in “off-
farm wage employment,” report that 43 percent of rural residents participated
in such employment in 2000, an increase of 34 percent over the 32 percent of rural
residents who engaged in it in 1995. Their results indicate that 200 million rural
dwellers worked off-farm in 2000."3 Clearly, differences in the definition and
degree of inclusiveness of rural wage employment, and especially the treatment
of rural-urban migrants, account for these differences in extent and growth of rural
wage employment. However, all estimates agree that it was growing and spreading
rapidly.

While wage earning was becoming far more common over the seven years
between 1995 and 2002, the average rural wage was falling. In 1995, the small
number of rural wage recipients reported an annual average rural wage of 7,872
yuan; by 2002 the much larger number of wage earners reported an average wage
of 3,709 yuan, some 53 percent lower. This suggests that early wage recipients
in the rural population tended to be highly paid government and collective
officials, administrators, technicians, or skilled workers and that wage employment
has spread rapidly downward to unskilled workers and farmers. The narrowing
of variation of wages and their downward convergence also suggests that develop-
ing rural labor markets were exerting increasing influence on wage levels.

Table 2.3 presents the breakdown by occupation of those rural workers report-
ing wage income for their primary job in 1995 and 2002. In addition to the large
increase in the number of wage earners, there is a sharp change in their occupa-
tional structure. In 1995 almost half of wage earners were “ordinary workers”
but this category claimed less than 17 percent in 2002. “Ordinary workers” is a
category generally applied to unskilled workers in state enterprises. On the other
hand, between these years the number of temporary or contract workers more than
doubled from 10 percent to 23 percent and there was a huge increase in workers
or owners of individual enterprises — from only 1.5 percent to 23 percent. Two
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Table 2.3 Occupations of rural workers reporting wage income, 1995 and 2002

1995 2002

Frequency Percentage Frequency  Percentage

Farm labor 69 4.6 790 8.1
Ordinary worker 733 48.8 1634 16.8
Skilled worker 98 6.5 425 4.4
Professional or technical

worker 60 4.0 194 2.0
Enterprise owner or

manager 16 1.1 62 0.6
Township/

Village cadre* 15 1.0 751 7.7
Official of party or government

office/institution 171 11.4 71 0.7
Ordinary enterprise cadre 50 33 50 0.5
Temporary/contract worker 152 10.1 2223 229

Non-agricultural individual
enterprise (e.g. retailer,

driver, etc.)** 19 1.3 1788 18.4
Other 120 8.0 1740 17.9
Total 1503 100.0 9728 100.0
Notes:

* In 1995 only one category (xiangcun) of cadre was asked for. In 2002 this question was broken
down into village/team (cunzu) cadre and town (xiangzhen) cadre, the results of both of which are
combined in this row.

** In 1995 no distinction was made between owners and workers in individual enterprises. The
separate figures for these categories in 2002 therefore have been pooled.

categories associated with the “old” economy — party/government officials and
enterprise cadres — declined as percentages of the workforce. These officials and
cadres are paid on a national civil service salary scale that is “very high relative to
local incomes in poor regions,” and this gap grew substantially in the late 1990s
(Wong 2005: 18). Yet the decline in their share of wage earners as wage employ-
ment spread and became more common, lowered the average wage. Skilled,
professional and technical workers and enterprise owners/managers also all
declined as a share of wage earners.'* These changes are all consistent with a
story of wage employment spreading more widely through the countryside, labor
markets developing and average wage falling toward the rural income level.
In short, this is a story that Simon Kuznets would have understood.

Sharp changes also occurred in the ownership structure of wage earners’ work
units (Table 2.4). The majority of wage earners (55 percent) in 1995 worked in
township/village enterprises; by 2002 this category of employer had declined to
less than 8 percent. The same story holds for state enterprises/institutions, which
fell from a quarter of all work units to under 6 percent. However, private
enterprises (including small ones denoted as “individual” in China) employed over
43 percent of all rural wage earners in 2002, as compared to only 5.4 percent in
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Table 2.4 Distribution of rural wage earners by ownership of work unit, 1995 and 2002

(%)

1995 2002
Farm household 7.5 7.4
Private enterprise 43 29.5
Non-farm individual enterprise 1.1 14.0
TVE:s or other collective enterprises 55.2 7.7
State-owned enterprise or institution 24.7 5.7
Sino-foreign joint venture 1.9 1.8
Foreign owned enterprise 0.3 1.2
Other 5.0 32.6
TOTAL 100.0 100.0

1995. And the catchall category of “Other,” fairly insignificant in 1995, captured
almost a third of all workers in 2002. This category is probably largely comprised
of various forms of partnerships, joint ventures and ill-defined arrangements that
embody both private and collective entrepreneurship.

By 2002, fully two thirds of all rural wage earners were working outside
their home village (Table 2.5) and one third worked outside their home county.
This information is not available for 1995, but in that year only 3 percent of rural
wage earners worked outside their home province, whereas some 18 percent did
in 2002. These changes paint a picture of substantial and rapidly increasing labor
mobility.

Consistent with this picture is the information about living arrangements of
rural wage earners in 2002 (Table 2.6). Fully 43 percent did not live at home in
that year, but rather in workplace dormitories (19.3 percent), construction sites
(9.5 percent) and rented housing (9.2 percent). This is quite close to the percentage
of wage earners shown in Table 2.5 who worked outside their home township
(45.1 percent), and thus at some distance from their homes.

Thus, the surveys reveal not only a rapid spread of wage employment among
the rural population between 1995 and 2002, but also big increases in private
sector employment, employment in the vague and nebulous “Other” category and
a sharp decline in state sector employment. The data on place of work and living
arrangements indicate a huge rise in labor mobility, while the big decline in the
average wage suggests the spread of a genuine rural labor market that made labor
available at wages much closer to the theoretical entry level implied by the average
rural income from household production of 1,645 yuan. Indeed, the average rural
wage in 2002 was 2.25 times the average per capita income from household farm
and non-farm production. In 1995 it was 6.1 times that income. It seems that the
rapid geographic and sectoral spread of wage employment mediated through
vigorously growing labor markets had an equalizing impact on rural income
distribution, following the path that Kuznets had anticipated.

The third cause of reduced inequality of rural income was a reduction in
inequality of net taxes, which accounted for a decline of 0.5 points in the overall
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Table 2.5 Distribution of rural wage earners by location of
workplace, 2002 (%)

Percentage
Within home village 33.1
Out of village, within township 21.8
Out of township, within county 12.1
Out of county, within province 15.1
Out of province 17.9
All of above 100.0

Table 2.6 Living arrangements of rural wage earners, 2002 (%)

Living at home 57.1
Living in dormitory 19.3
Shed in construction site 9.5
Rented housing 9.2
Other 4.8
TOTAL 100.0

rural Gini ratio (see Table 2.1). In both 1995 and 2002 the value of “net subsidies
from the state/collective” to rural residents was negative, indicating that on
average they paid net taxes. Both equity and equality considerations would require
that such taxes be distributed more unequally than income, i.e. that the upper
income groups pay a higher share of taxes than their share of income. In 1995 the
“concentration ratio” of net taxes paid by the rural population (the “pseudo-Gini”
ratio measuring the distribution of net taxes over all income recipients) was
negative, indicating not only that this condition was not met, but that low income
households actually paid more than the total of net taxes while high income
households received net subsidies. In 2002, on the other hand, the concentration
ratio had become positive while remaining well below the overall Gini ratio for
income. Thus, while low income households were no longer paying more than the
total of net taxes, they were still paying more than their share of income in a highly
regressive manner. As we have seen, however, the decline in the regressiveness
of net taxes helps to explain the decline in the overall Gini.

We cannot rule out the possibility that far more taxes were reported in 2002
than in 1995 (net taxes rose from 0.48 percent to 2.62 percent of per capita income)
and that this caused the rise in concentration ratio. Assuming the latter was real,
however, it represents a somewhat less regressive fiscal approach by the state,
which is an important story but not a Kuznets-type one. Developments in China
since the late 1990s, when government statements began expressing serious con-
cern about regional inequalities and rural disadvantages, support this view. The
spending program undertaken in 1998 to offset reduced foreign demand because
of the Asian economic crisis, and the concomitant Western Region Development
program injected large amounts of infrastructure development spending into
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poorer interior provinces. Christine Wong (2005) has documented a proliferation
of miscellaneous grants going principally to poorer provinces and a decline in the
regressiveness of per capita fiscal transfers between 1998 and 2002. She finds
the coefficient of variation of provincial per capita budgetary expenditures falling
by 9 percent between 1998 and 2002. Thus, improvements in the progressivity
of various aspects of fiscal policy may help to explain the fall in rural inequality
that we observed from 1995 to 2002. By the same token, however, they may also
be a large factor in our other principal story — the spread of wage employment —
by creating many wage earning jobs in infrastructure projects in poorer interior
parts of the country.

Urban inequality

We have already seen that the decline in urban inequality was due principally to
falling regional differences rather than to declines in inequality within individual
provinces. From the perspective of income sources, there were sharp changes in
the distribution of several types of income (Table 2.7). Wages continued their
trend of increasing inequality but there was a sharp decline in housing subsidy
in kind. This is the difference between the rent actually paid by residents and the
estimated market value of their housing. Because of the housing reform, this
form of income fell from almost 10 percent of total income in 1995 to less than
2 percent in 2002. In addition, its concentration ratio fell by almost 40 percent. In
1995 this subsidy was disproportionately appropriated by high income groups
and its targeting was much improved in 2002. The imputed rental value of owned
housing was also largely appropriated by high income residents: it had a concen-
tration ratio in 1995 of 0.64 and fully three fifths of it went to the richest decile
of the urban population (Khan and Riskin 2001). This reflected the extremely
inequitable early implementation of the housing reform. As reform spread more
broadly through the urban population (the share of income coming from this
income source rose from 11.5 percent in 1995 to 17.7 percent in 2002) imputed
rental income became a far less disequalizing income source, its concentration
ratio falling almost by half.

Table 2.7 Urban concentration ratios of selected income sources

Percentage of Concentration Percentage of Gini
income ratio contributed by
1995 2002 1995 2002 1995 2002
Wages 61.3 59.5 0.25 0.32 45.6 59.0
Housing subsidy
in kind 9.7 1.9 0.52 0.32 15.1 1.9
Rental value of
housing 114 17.7 0.64 0.38 21.9 21.0
Other net subsidies 1.3 0.1 0.30 -2.16 1.1 0.5

Source: Khan and Riskin (2005: Table 12)
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Other net subsidies,'> while declining to a negligibly small fraction of income,
became much better targeted at the poor. The negative sign on the concentration
ratio indicates that low income groups received more than the total of all net sub-
sidies while higher income groups paid net tax. This is most likely the outcome
of government efforts to shore up local social security funds, finance both
compensation payments to laid-off state workers and the growing unemployment
insurance fund, and increase funding for the new Minimum Living Standard
schemes to help poor urban households. Wong (2005) shows that subsidies to local
social security programs grew from 15 billion yuan in 1998 to 51.2 billion yuan in
2002; subsidies for laid-off workers’ stipends grew from 7.6 billion yuan in 1998
to 12.7 billion in 2001 and urban minimum living stipends, which did not exist in
1998, reached 4.6 billion yuan in 2002.

These changes reflect important developments in the nature and function of
social benefits to the urban population during the reform period. Over the period
as a whole there has been a notable decline in the proportion of social benefit
income to total household income. In 1988 it accounted for around 46 percent of
urban income and by 2002 this had declined to 28 percent (Gao 2005). Moreover,
as argued above, by the mid-1990s at least elements of the benefits package,
notably housing subsidy, were very regressively distributed. In 2002, however,
Gao (2005) finds that remaining and new programs together had a degree of pro-
gressivity. The bottom decile of the population depended upon benefits for fully
80 percent of their total income (Table 2.8) and a large share of that took the form
of cash transfers. Gao shows that the sub-category of cash transfers made up of
traditional supplementary income programs (one-child subsidy, price and regional
subsidies, etc.) had faded away by 2002 to be replaced by social insurance and
public assistance programs of the kind detailed above.'®

Government policy that more proactively promotes human development and
corrects for excessive inequality is what many international agencies, such as the

Table 2.8 Share of social benefits in total income, by decile,
urban China, 2002 (%)

Decile  Total social benefits Of which, cash transfers

1 80.29 69.43
2 44.14 30.95
3 29.70 17.35
4 25.52 14.08
5 21.85 11.00
6 19.63 9.60
7 17.01 7.51
8 15.73 7.09
9 15.82 5.14
10 11.86 3.40
Total 27.76 17.19

Source: Gao (2005)
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United Nations Development Programme (UNDP) and the World Bank, have
been advocating for years. Comparative international experience shows that such
policies can profoundly affect the welfare outcomes of economic growth and
indeed have a favorable impact on growth itself (UNDP 2004). However, this is
different from the kind of market-driven equalization that characterizes the right
half of the putative Kuznets Curve. Moreover, it is questionable whether the
more inclusive development strategy suggested by the changes since the late 1990s
can be more fully implemented. In urban China, the appearance of large-scale
unemployment and poverty in China’s cities with the transition to a market econ-
omy presented an emergency. The maintenance of social stability required forceful
steps to replace vanishing social benefits with new social insurance programs and
public assistance, and to provide enough funding to make these programs credible.
In other important components of the social benefits package, such as education
and housing, however, Gao (2005) shows that progressivity is conspicuously
lacking. The re-design of the approach to social welfare provision in general along
progressive lines will require a reform of the public finance system along the lines
described by Wong (2005). Indeed, Wong makes a compelling case that a more
equitable development strategy will not be achievable absent a “fundamental
reform of the intergovernmental fiscal system” (2005: 18). The current system,
unique to China, of assigning pensions, social welfare and unemployment insur-
ance, as well as basic education and public health exclusively to local governments
without giving them the means to finance these responsibilities, is incompatible
with a more “people-centered” and equitable development strategy.

Conclusion

Decreasing inequality in urban and rural income distributions, taken separately,
was an unexpected result of the 2002 CASS household income survey. Decreasing
inequality in personal disposable income within urban and rural China from
1995 to 2002 was the result of various forces. One was the rapid spread of wage
employment in rural areas. Another was the evolution of the housing reform into
a far less regressive program than when it began. A third was the significant reduc-
tion in the regressiveness of net taxes (subsidies) paid (received) by urban and
rural residents and the adoption of a less regressive fiscal policy by the govern-
ment. A fourth was the emergence of social insurance and public assistance
programs that began to make large proportional contributions to the incomes
of poor urban (but not rural) residents. In both rural and especially in urban China,
these changes took in part a regional form, in that inter-provincial disparities
in income fell over the period. There were countervailing tendencies, as well. In
particular, urban wages continued to become more unequally distributed. Most
conspicuously, China’s already huge urban—rural divide widened still further,
despite rapid increases in labor mobility and the beginnings of the existence of a
national labor market.

Among these forces, the spread of rural wage employment is the one most
supportive of a simple Kuznets Curve story. But even that may have been due
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to some degree to employment opportunities created by government spending
programs beginning in the late 1990s to counter the effects of the Asian Crisis
and begin addressing China’s burgeoning east-west disparity. If one takes a less
mechanical view of the Kuznets Curve and recognizes that the mode of devel-
opment, as influenced by public policy, has a large impact on the nature of the
development paradigm (UNDP 2004), then the answer to the title question of this
chapter depends upon coming to grips with the full complexity of China’s present
and future political economy — a tall order, indeed! In short, it is far too early
to predict that China is becoming a more egalitarian society. The forces impeding
that evolution are still very strong. Yet it is noteworthy that factors promoting less
inequality are present in enough strength to have produced the declines we
observed between 1995 and 2002. If one rejects a simple Kuznets Curve story
as vague and speculative and turns to macro- and sectoral policy changes for an
explanation, it would perhaps be even more remarkable that a fiscally weakened
central government could have stemmed the tide of relentlessly increasing
inequality, at least for a while. Yet the acknowledged increase in poverty in 2003
symbolizes the difficulty China faces in trying to sustain that success.

Notes

1 This suggestion is not quite an implication since it is possible for poverty to have risen
without the Gini rising if the Lorenz curve shifted in such a way as to intersect the
original curve. In this case the increase in poor people would be offset by a rise in
middle income recipients relative to high income recipients. This is unlikely, however.

2 English has no word that exactly renders “nongmin” and the usual “peasantry” is
unsatisfactory for well-known reasons.

3 See especially Bernstein and Lii (2003).

4 For details of the samples, see Khan and Riskin (2001) and Khan and Riskin
(2005).

5 See Khan and Riskin (2005). The figure is for national income inequality when
migrants are excluded from the calculation (no income data for migrants are available
for 1995). Including migrants in the 2002 data causes the Gini to fall slightly to 0.448
(ibid.).

6 Wu and Perloff (2004), using different data and a different methodology, find measures
of inequality to have increased for both urban and rural populations between 1995 and
2001.

7 For discussion of the Kuznets Curve and literature about it see Meier (1989) and Jha
(1996).

8 For instance, in the study by Jha (1996), the R?s are 0.324 or below.

9 A recent empirical discussion of the links between growth, poverty and inequality in
Asia can be found in Pasha and Palanivel (2004).

10 Kuznets in his original 1955 article referred to the “vital force that would operate in
democratic societies” constituted by changing views about the desirability of large
income inequalities, and the resulting “increasing pressure of legal and political
decisions on upper-income shares — increasing as a country moves to higher income
levels” (1955: 9). Thus, the treatment in this chapter of the Kuznets Curve dynamic as
an exclusively market-driven phenomenon is really something of a caricature of the
more sophisticated argument originally put forward by Kuznets.

11 “Net transfer from/to state and collective” in Table 2.1 is the difference between any
direct subsidies and transfers received by households, on the one hand, and taxes and
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fees paid by households, on the other. A negative sign indicates a net tax (taxes larger
than subsidies) and a positive sign indicates a net subsidy.

12 Itis possible, but in our judgment unlikely, that the concentration ratio for net taxes fell
because incomes of poor residents rose sharply relative to taxes they paid and/or the
opposite happened for rich residents.

13 De Brauw et al. (2002) include migrant workers and migrant self-employed in off-farm
rural employment.

14 The significance of the apparent increase in numbers of local cadres is uncertain
because the category may not be comparable between 1995 and 2002. See notes to
Table 2.3.

15 Net of taxes paid. See note 11.

16 Further analysis indicates, however, that of the various categories of social benefits that
can be tracked, only housing subsidy and public assistance were substantially more
progressive in 2002 than in 1995. See Gao and Riskin (2006).
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3 Local governance, health
financing, and changing
patterns of inequality in
access to health care!

Jane Duckett

Introduction

This chapter examines how changing systems and practices of local governance
and health financing in China have influenced patterns of inequality in access to
health services.? These patterns of inequality are important because they can be
closely connected to the patterns of income inequality discussed in other chapters
in this volume, as well as to experiences of poverty and social inequality, and
to health inequalities.’ First, for example, in health financing systems like China’s
today, where health insurance participation is low and most people have to pay
directly for health services, patterns of inequality in access map onto patterns of
income inequality. In turn, people — particularly those with low incomes — who
do not have health insurance are vulnerable to impoverishment due to ill health,
so that inequalities in access may contribute to rising poverty and income
inequalities. Second, where access to care is dependent on ability to pay, those on
low incomes may be unable to afford the medical treatment they need, meaning
that in China as elsewhere “unequal legitimate claims upon a health system,
and unequal experiences of seeking care are important elements of poverty and
inequality in people’s experience” (Mackintosh 2001: 175). Third, inequalities in
access to health services can interact with factors such as age, socio-economic
differences or diet to contribute to increasing or reducing health inequalities (Peter
and Evans 2001).

The chapter is divided into four main sections. Section 1 looks at institutions
of local governance and their relationship with the provision and financing of
health, and particular patterns of inequality in access to health services in the late
1970s, while Section 2 examines how changing institutions of governance and
health financing produced substantially re-shaped patterns of inequality in the
1980s—1990s. Section 3 considers how reforms since the late 1990s are affecting
the patterns of inequality that emerged that decade. The concluding section dis-
cusses how evolving patterns of unequal access to health services relate to income,
social and health inequalities in China, and what changes in wider systems of
governance and public finance would be needed to provide health services and
medical treatment more equally.

The chapter argues that in the late Mao era systems of health financing (state
budgetary investment, cooperative medical systems (CMS) in rural areas, and
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employer-financed health insurance in the cities) were tied closely to systems
and practices of local governance (notably state planning, rural communes, and
the urban work unit) and produced patterns of inequality characterized by a rural—
urban divide, with the main differences in the countryside between localities
and in the cities between work units. Since the late 1970s, rural-urban differential
access has increased and neither health financing nor governance reforms have
significantly challenged this divide. In the countryside, changes to systems and
practices of local rural governance, notably the end of the commune system
and fiscal decentralization, led to changes in health financing and re-patterned
inequality in financial access to health care so that interpersonal inequalities now
overlie inter-local ones. In the context of continued fiscal decentralization,
attempts to re-establish cooperative systems of health financing since the late
1980s have had limited success in most parts of the country, although there has
perhaps been more progress in wealthier rural areas. Unless fundamental financing
and governance problems are tackled, progress with this reform and rural medical
finance assistance (MFA) will be slow, and both interpersonal and location-
based inequalities in access are unlikely to be fundamentally challenged in the
near future.

In urban China, some changes in health financing (such as allowing health
service providers to earn income from sales of medicine) preceded and contributed
to changes in governance institutions (especially the erosion of the work unit
system) in the 1980s and 1990s by pushing up health costs for both government
and enterprise work units. As work units reneged on health insurance payments,
made workers redundant, and went bankrupt, growing numbers of urban dwellers
had to pay directly for their own medical treatment. This transformed patterns of
inequality in access to health care from mainly employment-based ones deter-
mined by work unit to interpersonal (or household) ones based on ability to pay.
Compulsory basic social health insurance (BSHI) introduced across urban China
since the late 1990s involves risk-pooling at the city level and so reduces some
of the interpersonal inequalities in financial access among those who participate.
A shift to location-based differentials in access is now emerging, though the
differences between cities are limited by a national framework of provision. BSHI
also involves an important change in systems and practices of local governance
because along with urban MFA for the poorest, it has shifted responsibility for
provision from employers to the local government. However, some continuities
in wider governance practices mean that many working in the private sector,
or informally in the state sector, as well as the non-working population, are
excluded, leaving them and their families vulnerable to impoverishment due to
illness. Although MFA is now being extended, it is not yet adequately financed
and administered and so remains an unreliable safety net for the poor. The chapter
concludes that contemporary patterns of inequality in access can be tackled by
reforms of financing systems as well as improvements in local government
capacity in the health sector.
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Late Mao local governance, financing, and inter-local
and inter-work unit patterns of inequality in access

By the late 1970s, health service provision and financing in China was linked to
wider systems and practices of governance in at least two important ways. First,
the organization of health services was mapped onto structures of local govern-
ment administration, economic production, and social control. Health services
were organized and administered by local government health departments and
the key organizations of rural and urban governance, the commune and the work
unit. Second, health was financed through a combination of local government
budgetary investment, rural collective funds, and urban employers, in line with the
wider planning and fiscal practices of the command economy. In both cities and
countryside, local governments allocated parts of their budgets to capital invest-
ment, preventive public health programs, and the running costs of hospitals,
including salaries. This helped extend health services across China from the 1950s,
improving the availability of at least basic services. A World Bank study has noted
that by 1975 “almost all the urban population and 85 percent of the rural” had
insurance or CMS, and this provided people with “access to cost-effective
preventive and curative health services and some sharing of the risks of medically
caused financial misfortune” (World Bank 1997: 2). The system is generally
credited with contributing to significant gains in health and life expectancy (World
Bank 1992).

Rural governance, health financing and inter-local patterns
of inequality

In the countryside, a three-tier system of counties, communes, and production
brigades administered and delivered health services and programs (World Bank
1983). There were hospitals at county level, communes would have a health center
that provided referral services and supervised preventive work, and many villages
(or production brigades) had a health station staffed by “barefoot doctors” (Bloom
and Gu 1997b). Commune health centers were administered by the local commune
management committee and party committee. They were supervised and sup-
ported technologically by the county-level general hospital, maternal and child
health hospital, and anti-epidemic station. These three county health care institu-
tions were in turn administered by the county health bureau. This brought a
network of health services to many rural areas that had not had them before.
During the late 1960s and 1970s, within governance structures shaped by the
commune system, some form of CMS was established in most villages.* As some
authors have noted, this system of health financing “was an integrated part of the
overall system of collective agriculture production and social services” (Liu et al.
1999: 1354). Although CMS schemes were sometimes subsidised by government
budgets, especially for vaccines and contraceptives, health campaign materials,
and training of local medical personnel,’ they were mainly funded by households,
brigades and commune welfare funds so that in effect rural communities financed
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most of their own health services, especially curative care (Huang 1988; Kan
1990: 42).

In terms of the three-tier system of health service providers, this meant that there
was more state financing for county and sometimes commune level, but little for
the level below that. County-level service providers were funded entirely from the
state budget, while commune health centers, often small hospitals, were funded
from a combination of “contributions from the commune welfare fund, transfers
of funds from the cooperative medical funds of the brigades under its jurisdiction,
cost-sharing with users, and subsidies from the county and provincial government”
(World Bank 1983: 49).° Brigade medical stations were financed cooperatively
by premiums from members of the production brigade and contributions from
the brigade’s welfare fund, as well as user fees, income from sales of medicinal
herbs, and “various subsidies from the commune, county, province and state”
(World Bank 1983: 49).

As aresult of tying health service provision to a penetrative government admin-
istrative system, physical access to health services was improved for many rural
dwellers in the late Mao era. However, for people living in mountainous areas
or those without good transport connections, the nearest hospital could be beyond
easy reach. Inequality in financial access to health services was also patterned
primarily on an inter-local basis. While risk-pooling at brigade level ensured that
its members probably had relatively equal access to basic outpatient medical
treatment, the quality and range of treatments available were dependent on the
amount of money raised by members of the production brigade and the amount
that the brigade, commune and county were able and willing to subsidize the co-
operative funds. “The more affluent communities can afford to subsidize health
care costs, invest more to increase the quantity and raise the quality of their health
personnel, and enjoy easier access to better health care, relative to the less affluent
communities,” whereas “some of the poorest brigades and teams hav[e] reportedly
cut back their provision of services in recent years” (World Bank 1983: 50, 9).

Urban governance, health financing and work unit-based patterns
of inequality

Urban health services were provided through hospitals and clinics beneath the
Ministry of Health and its municipal and district health bureaux, and separately
through the military, some large state enterprises, and public institutions such
as universities, which often had their own clinics and hospitals that provided health
services directly to their personnel and dependants (World Bank 1983). Within the
Ministry of Health system there were, in addition to municipal and district hos-
pitals, small neighbourhood hospitals or health “stations,” which were relatively
autonomous during the Cultural Revolution. Finally, there were health stations
organized around resident committee organizations and staffed by supervised
paramedics called “red medical workers” who assisted with neighbourhood
preventive work and offered some very simple diagnostic and curative services
(Sidel and Sidel 1982). Local governments (cities and districts) funded Ministry
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of Health system hospitals while military and work unit hospitals were funded
through budgets for their own systems (xifong), all within the wider planning and
budgetary arrangements of the command economy.

In addition to municipal and district government financing of health service
provision within state plans, from the 1950s many urban dwellers’ medical
expenses, paid for by employers, or “work units” (danwei), formed another impor-
tant source of investment. Work units were state or collective sector employers
that provided for urban workers and delivered urban public goods, while at the
same time they were a mechanism for their control and a cornerstone of structures
and practices of urban governance (Lii and Perry 1997). There were two programs
of work-unit-financed medical care: one for workers in enterprises (mainly state
and collective enterprises) under “labor insurance” (laodong baoxian, hereafter
LI) and one for government and public sector employees (such as officials,
teachers, doctors, students) under “publicly financed health insurance” (gongfei
yiliao baoxian, hereafter PHI). LI was financed by enterprises, though of course
within the planning system, so that expenditures on employees’ medical treatment
were factored into enterprise plans under soft budget constraints. PHI was financed
directly from the budgets of the relevant level of government, so that for example
central government financed the payments of public sector institutions at the
center. Neither LI nor PHI involved individual employees making contributions
or significant co-payments,’ and patients usually received treatment free at the
point of delivery, paying only a nominal registration fee on arrival at a clinic or
hospital (Yin 1997). Additionally, enterprise work units paid half the medical
expenses of their employees’ dependants.

Patterns of financial inequality in access to urban health services in the late
1970s were thus based mainly on employer and employment status, and tied to the
fundamental institution of urban governance, the work unit. The generosity of
health insurance varied, and was influenced by a work unit’s administrative level
as well as individual factors such as an employee’s rank, contract type, or political
label.® Thus those with access to the best curative services free at the point of
delivery were central government officials and workers in central government-
level state enterprises, while local officials and workers in small urban government
collectives received less generous assistance.” And provision was better for
employees with high rank and/or permanent posts than for lower-ranking officials,
workers with temporary contracts and rural migrants to the cities, while political
‘rightists’ were deprived altogether of any entitlements.°

Overlapping and intersecting patterns of inequality

As well as the intra-rural and intra-urban inequalities in access to health care
discussed above, there were also in the late Mao era significant inequalities in
access between urban and rural areas. Cities received a greater share of govern-
ment investment in health, resulting in more hospital beds and doctors per head
of population and meaning better physical access for urban dwellers (World Bank
1983). In 1975, for example, there were 4.6 hospital beds per thousand people in
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the cities, but only 1.2 per thousand in rural counties, and 2.7 doctors per thousand
in the cities but only 0.7 per thousand in the countryside (Ministry of Health 2000:
426). Both this and rural-urban inequalities in financial access to health services
were due to high levels of funding for LI and PHI by enterprises and the state,
while in rural areas CMS was self-funded and much less generous. In terms
of health expenditures, in 1980, 34 percent of health spending was on urban PHI
and LI alone, when China’s urban population was only 19 percent of the total
(Hossain 1997; State Statistical Bureau of China 1992). In addition, central and
local government budgetary spending on health (excluding PHI and LI), which
was about 25 percent of total health spending, will have been disproportionately
targeted at urban areas (Hossain 1997). Studies in the early 1980s showed that total
urban per capita expenditure on health was three times that in rural areas (Liu
et al. 1995).

Overlapping patterns of inequality in access between and within countryside
and city arise from unequal government budgetary spending. But differences
in local and work unit resource endowments will also have contributed to other
still poorly understood intersecting patterns of inequality caused by factors such
as age and gender discrimination in employment. For example, because higher
ranking (often heavy industrial) work units tended to employ men, while less well-
resourced urban local government collectives tended to employ women, women
were less likely to be directly entitled to better quality health care.!'! Indeed, access
to health care for many women (as well as children) will have been through their
status as dependants of male workers. And the fact that enterprises usually paid
for only half the medical costs of dependants can be expected to have had real
effects on their abilities to seek treatment.!?

Local governance and health finance in the era of market
reform: growing individual inequalities in access

As is well known, key features of the late Mao systems and practices of local
governance underpinning health service provision and finance were transformed
with the turn to market-led economic growth in the 1980s. The system of rural
governance based on the communes was dismantled as townships replaced the
communes and agricultural production was devolved to rural households. Urban
governance practices centered on the work unit eroded over this period as state
and collective enterprises were encouraged to become more efficient and competi-
tive while growing numbers of urban dwellers worked in the private sector.'?
Underpinning all this was the introduction of market mechanisms to replace
planning ones in the allocation of goods and resources, and fiscal decentralization
that increased local government autonomy and reduced the state’s redistributive
capacity (Naughton 1996; Park et al. 1996).

These transformations in wider systems and practices of governance had direct
and dramatic effects on the provision and financing of health services. Dismantling
rural communes led to a collapse in CMS, while market competition meant that
poorly performing enterprise work units were no longer able to afford generous
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health provision for their workers. At the same time, fiscal decentralization caused
budgetary investment in health services to become less redistributive so that many
hospitals were short of finance and increasingly reliant on generating their own
income. The decentralization of government responsibilities for hospitals that
accompanied fiscal decentralization has also contributed to problems regulating
them. These changes together with the growth of private practice have raised the
costs of health care and resulted in increased inequalities in patterns of provision
as well as increased and re-shaped patterns of inequality in financial access. The
transformations in health services provision and financing and their effects on
access are set out in more detail below.

The collapse of CMS

The abolition of communes and introduction of household farming in the late
1970s and early 1980s led to the collapse of cooperative health financing in many
parts of rural China. The share of villages with CMS fell from an estimated
90 percent in the late 1970s to less than 5 percent by 1984 (Carrin et al. 1999; Feng
et al. 1995: 1112; Grogan 1995). This had an enormous impact on patterns of
inequality in financial access to health services because it meant that in most
villages risk-pooling and collective cover ended as CMS funds ceased to exist.!4
Individuals and households increasingly had to pay for their own curative
treatment, and often even for preventive services such as vaccinations and immu-
nizations. In 1980, individual patient fees were 23 percent of total health spending,
but the share had risen to 39 percent in 1991 (Hossain 1997). On one mid-1990s’
analysis, approximately 95 percent of rural residents were paying for their own
care (Grogan 1995). Where CMS funds could no longer pay village health workers
(formerly “barefoot doctors™), they could be forced to charge fees, sell medicines,
be driven out of medical practice, or have to move to other areas (Feng et al. 1995:
1113). As a result there was a decline in the number of village health stations, and
rural health services had lost 3.7 million employees by the late 1980s (Hillier
and Jie 1996; Hillier and Zheng 1991).

Uneven urban work unit health finance and provision

In the cities, the key institution of local governance, the work unit, was not
suddenly dismantled, but eroded more gradually, in part due to the growing burden
of the health benefits it provided. From the late 1980s, as urban industrial reforms
began to encourage greater competition among enterprises, the numbers of
employees entitled to benefits increased (particularly in older enterprises with
larger numbers of retired workers), and as medical costs rose (due to policies dis-
cussed below), health financing began to feel more burdensome for employers. '3
As a result, they increasingly either reneged completely on their commitment
to pay for their employees’ health treatment, introduced patient co-payments,
or simply paid small annual or monthly lump sums to employees for health care
regardless of their actual health care needs. As cities, government administrative
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systems (xifong), and employers across the country experimented with different
arrangements, work unit provision began to vary, and increasingly employees
found that they had to pay directly for their own curative care. The likelihood of
this grew during the 1990s as more and more people became self-employed
or shifted to private sector or informal employment, where they were much less
likely to have work unit assistance with their medical costs.'® The 1993 and 1998
National Health Services Surveys revealed that the percentage of urban dwellers
without health insurance had increased from 27 to 44 percent between the two
survey years (Liu et al. 2002)."7 And by the 1990s, whether someone had LI
or PHI (or assistance with medical costs of any kind) was still dependent on
whether or not they had work and their employer provided such benefits. Those
most likely to have good access were still higher-ranking officials and people
in public institutions, as well as workers in state enterprises that continued to do
well (Tang and Parish 2000).

Decentralization and the emergence of private practice

In addition to these changes to rural collective and urban work unit sources
of finance for health, a number of other transformations to health system finance
also affected provision of, and access to, health services. First, fiscal decentral-
ization in the health sector meant that budgetary finance for health came from local
government coffers, so that for example, in rural areas township hospitals were
no longer subsidized by counties and the task of handling local health policy at
sub-county level was left to township officials who did not understand it well.'
Second, because local government officials were given incentives to prioritize
economic growth through the inclusion of economic indicators in their perfor-
mance targets, spending on health was relatively neglected (Edin 2003; Park et al.
1996). Third, another series of policies has increased all state (including town-
ship) hospitals’ autonomy and financial self-reliance. In 1983 a State Council
circular began the practice of permitting hospital staff to earn bonuses for extra
work and hospitals to retain profits for reinvestment (Hillier and Jie 1996: 261).
This resulted in incentives for them to provide unnecessary diagnostic tests, medi-
cine and curative care, as well as meaning that patients became prey to unethical
treatment by medical professionals. Together, all these factors contributed to
hospitals receiving a declining share of state budgetary support, so that by the early
1990s only about 20-25 percent of hospital expenditures were financed in this
way (Hsiao and Liu 1996).!° In some areas, health centers closed, with the total
number of township health centers falling by 14 percent between 1980 and 1990,
probably reducing the availability of health services for some rural dwellers,
especially those in poorer areas (Feng et al. 1995).

Further changes resulted from allowing private doctors to practice and the
private ownership of health facilities (Hsiao 1995).2° Village (formerly brigade)
health stations, previously run and financed through CMS, were often sold off to
private practitioners, and medical personnel were permitted to provide private
services outside their state hospital shifts (Ho 1995). Between 1980 and 1995 the
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share of the medical personnel in private practice grew from 0 to 5 percent, though
private hospital numbers have grown much more slowly (Hindle 2000). The result
of the expansion of private services has been that in wealthier areas provision has
increased, and better technology has been available, while in poorer areas, where
medical practice incomes are lower, practitioners have financial problems, and so
have been leaving for wealthier areas where they can make a better living (Feng
et al. 1995). There has also been a decline in preventive programs in some rural
areas (Bloom and Gu 1997a).

Changing patterns of unequal access

These fundamental transformations to rural communes and the urban work unit,
along with the decentralization of health service finance and permission for private
practice, reconfigured locality- and work unit-based patterns of unequal access
to health services in the 1980s and 1990s. Locality still affected the quality of
services available, and differences between localities in the quality and quantity
of provision increased, widening the rural-urban divide.?! But an interpersonal
pattern of inequality in financial access to health care had begun to overlie those
based on locality and work unit. For the many no longer participating in CMS or
protected by work unit provision, access was dependent on individual (or house-
hold) ability to pay, and individuals and families on low incomes were more likely
to defer care or leave their illnesses untreated. Gu and Tang (1995) report that
the 1988 National Household Survey showed 25 percent of the rural population
referred to hospital were unable to attend for treatment because they could not
afford it. Similarly the 1993 National Health Services Survey found that almost
40 percent of the urban population reported that they could not afford the medical
treatment they had been diagnosed as needing (Liu et al. 1999). And there had
been little improvement towards the end of the decade, with research in 1998
finding that among poor urban households between 50 and 70 percent could not
afford medical treatment.?? Another study has shown that those with government
or labor insurance were more likely to seek medical treatment, and twice as likely
to receive hospital treatment (Grogan 1995).

These emergent patterns of interpersonal inequalities in access may have over-
lapped with and reinforced growing income inequalities that are often themselves
influenced by interactions among household registration, gender and employment
status.?® For example Grogan (1995) shows how in urban China in the market
reform period those with the highest wages receive the best benefits, while the
growing numbers of people with agricultural household registration working in
the cities on low incomes are unlikely to be given assistance (Solinger 1999). And
women were more likely to be employed in low-paying urban collectives that
found it harder to provide assistance with medical treatment costs. Those with-
out work and income, particularly the long-term unemployed, were increasingly
likely to have no health insurance, while middle-aged men and especially women
were disproportionately represented among urban unemployed and laid-off
workers, and usually among the first to lose their jobs when enterprises retrenched.
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They were therefore less likely overall to be receiving work unit assistance with
health care.

The limits of reform to health system financing and new
patterns of unequal access

This section examines attempts in the late 1990s to reform the system of health
financing and their outcomes in terms of inequality in access to health services.
In rural areas since the mid-1990s, reforms have focused on the re-establishment
of cooperative, risk-pooling financing based on voluntary payments by rural
dwellers.?* In urban areas, LI and PHI are being replaced by a single basic
compulsory social health insurance system for people in work, with risk-pooling
at city level, and contributions made by employers and employees. In both
countryside and cities, medical financial assistance (yiliao jiuzhu) programs have
begun to be introduced to help the poor with their medical costs. While indicating
that collective (redistributory, risk-pooling) solutions have not entirely been
abandoned, these reforms are all encountering problems so that interpersonal
inequalities remain significant.

Attempts to re-establish CMS, continuing patterns of inequality,
and local governance problems

Since 1993 the Chinese central government has attempted several times to
re-establish some form of CMS in rural areas, but to little effect. In 1994, in
conjunction with the World Health Organization (WHO), trials were initiated
in 14 counties across seven provinces,”® and efforts were again renewed in 1997,
when a target was set of extending the system to most of the rural population
by 2000 (Shi 2004; Xinhua (Anhui) 2002). Despite this, the second National
Health Services Survey in 1998 found that only about 7 percent of rural dwellers
were participating in CMS, and thereafter the trials received little publicity (Liu
et al. 2002). In May 2001, a State Council document on rural reform and develop-
ment mentioned CMS, but without setting targets or prioritizing it (State Council
System Reform Office et al. 2001).

From 2002 there was renewed central policy emphasis on re-establishing CMS.
In October that year the Party Central Committee and State Council issued a
“Decision” on improving rural health work that instructed all areas to set up
CMS pilots and gradually promote “new-type” CMS with the target of “basically
covering rural dwellers” by 2010 (Central Committee of the Chinese Communist
Party and State Council 2002). Since then, there have been concerted efforts to
make progress with these trials (Ministry of Health et al. 2003; Ministry of
Health Office 2003; State Council 2003), and the importance of the CMS work
has been reiterated by then Vice-Premier and Minister of Health, Wu Yi, and
Deputy Minister Gao Qiang (Gao 2004; Wu 2004). Although these speeches and
documents reveal that there have already been problems, particularly with local
governments overstating participation in the pilots, and in August 2003 they were
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narrowed to four provinces, CMS does now seem to be a priority for the State
Council and the Ministry of Health. By June 2004, 69 million rural residents were
reported as participating in “new-type CMS” trials, equivalent to just under
9 percent of the 768.5 million rural population (State Council 2004).

MFA schemes aimed at improving access to health care for the poorest were
piloted in rural areas from 1998 through World Bank and UK government-funded
programs in conjunction with the Chinese Ministry of Health, and in 2002 were
introduced as national policy. Those eligible for MFA are the poorest households,
including but not limited to families receiving poverty relief (wubaohu). MFA
can take the form of direct assistance with health expenses for preventive as well
as hospital treatment costs, or assistance to allow households to participate in
CMS. Although local governments are required to help fund MFA, from 2003 the
central government announced that it would contribute 10 yuan per CMS partici-
pant in China’s middle and western regions (Central Committee of the Chinese
Communist Party and State Council 2002). In November 2003 it was announced
that the MFA system should be set up by 2005, beginning with 23 pilots in each
province (Ministry of Civil Affairs et al. 2003). While it is a significant step
towards tackling inequalities in access to health care and improving the access for
poor rural dwellers, because MFA pays only a share of expenses it does not protect
the poorest, and may not be affordable for governments in the poorest localities
where it is most needed. By 1999 the Ministry of Health was still reporting that
23 percent of the rural population had to forego hospital treatment because they
could not afford it (Liu et al. 2002).

With less than 10 percent of the rural population participating in CMS, patterns
of inequality in financial access to health services in rural areas that appeared after
the abolition of the communes remain, and are still mainly interpersonal or inter-
household and closely connected with income inequalities.?® While some rural
dwellers participate in collective systems and have access to MFA or may be able
to afford to take out private insurance, most must still pay directly for their own
medical treatment and risk impoverishment from serious illness. Since CMS and
MFA are most likely in the wealthiest areas, inter-local inequalities underlie
interpersonal ones.

Problems in establishing some form of CMS (as well as institutionalizing MFA)
are due in part to the fact that structures and practices of local governance that
resulted in the initial collapse of cooperative medical systems are still in place:
notably decentralized production and local government finance. When coupled
with prioritization of economic growth throughout the political system and use
of economic indicators to evaluate officials’ performance, there is a local unwill-
ingness to subsidize CMS or raise investment in the health system. At the same
time, these governance structures and practices have led to problems of predatory
local government and low levels of trust in it. Thus attempts to establish CMS are
met with suspicion from farmers who see it as yet another means to extract income
from them.?”’ Indeed, central policies to tackle the problem of farmers being
burdened with local taxes and fees have also damaged efforts to re-establish CMS
(Liu et al. 2002).28
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Recent developments indicate that top leaders, particularly Vice-premier Wu
Yi, formerly Minister of Health, seem to be pushing for real progress in the imple-
mentation of CMS and MFA. Importantly for local-level prioritization of and
investment in health, the Party Central Committee and State Council have issued
a decision that instructs city and county people’s congresses to make achieving
targets in establishing CMS and reducing the numbers of people impoverished
by ill health “an important part” of local leaders’ performance assessment (zhengji
kaohe) (Central Committee of the Chinese Communist Party and State Council
2002). Moreover, central policy documents on CMS have recently begun to argue
against the view that CMS contributions are unreasonable fees that increase
farmers’ burden, pointing out that in fact they can reduce farmers’ vulnerability
to impoverishment through ill-health (Ministry of Health et al. 2003). Despite this,
the obstacles to establishing CMS (and MFA) nationwide are still enormous.
Participation remains voluntary and so CMS continues to be undermined by lack
of trust in local government as well as problems created by weaknesses in the
health system, such as poor or costly provision.?’ Local government mismanage-
ment of funds and over-reporting of participation (so as to obtain higher level
subsidies) has been reported even in pilot schemes in 2003, indicating that the goal
of establishing CMS nationwide will be difficult to attain (Gao 2004).

Urban employee Basic Social Health Insurance, inequality
and local governance

Experimentation with new programs of urban health insurance began in the
early 1990s and resulted in the introduction of a new compulsory national frame-
work for urban BSHI in December 1998 (State Council 1999). This framework
stipulates that city governments must establish social health insurance funds into
which employers and employees contribute a share of their wage bill and wages
respectively. Some of the contributions are channeled into individual health
accounts for participating employees. The insurance fund and the health accounts
are then used to finance outpatient and inpatient treatment, with patients making
co-payments (either from their accounts or out of their own pockets) alongside
those from the fund. Gradually since 1999 cities across the country have begun
implementing the framework.3°

The new framework is designed to include employees not only in public
institutions and the state and collective sectors (that is those who formerly parti-
cipated in PHI and LI), but also private and foreign-invested enterprises, and
the self-employed. For those in work, therefore, there is now in principle a single
system that delivers the same benefits for uniform contribution rates (though
officials receive some enhanced provisions). This means that the late Mao intra-
urban pattern of work-unit-based inequality in access within cities has been tackled.
Moreover, where the framework is implemented fully, city-level risk-pooling limits
the interpersonal inequalities in financial access of the post-Mao period, since some
employees whose employers had not been paying for their health care are now
participating in the schemes and so once again have insurance (Duckett 2004).3!
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However, there are limits to the redistribution involved in BSHI. First, with risk-
pooling at city level, there are still differences in provision between cities.
Although central policy is to establish province-wide risk-pooling, this does not
seem likely in the short term. Second, individual health accounts institutionalize
some interpersonal inequalities in financial access because employees with higher
salaries will accumulate more in them. Third, significant interpersonal inequali-
ties in financial access will remain due to the exclusion from the new system of
the non-working population, notably the long-term unemployed and dependants.
Although a safety net, Minimum Living Security, has been established in China’s
cities to provide low-level, means-tested, income support to the poorest urban
dwellers, in most cities it includes only a very small nominal standard amount
for health expenses. And although some cities have now also established MFA
to assist the poor that mitigates some interpersonal inequalities,? it still leaves
some vulnerable to impoverishment or at risk of going untreated because there
are upper limits on the amounts awarded to individuals and co-payments are
required.’® As in rural areas, continued local fiscal decentralization and prioritiza-
tion of economic growth means that local governments are unwilling to commit
themselves to funding means-tested provisions for the poor. However, recent
announcements of central government financial assistance of 300 million yuan
per year for urban MFA does signal that central government is beginning to
give financial backing to support, and that there is therefore also likely to be
improvement in implementation of this policy.3*

Fourth, the national framework for BSHI is not always fully implemented,
and in practice many enterprises, particularly urban collective and private ones,
do not participate in the schemes — either because they cannot afford to or because
participation would increase their expenditures on health or reduce the quality
of their own employees’ health provision (Duckett 2001). Moreover, despite
the growth of rural-urban migration, there is still inequality in access based on
household registration. Although in principle the new BSHI allows the employees
of urban enterprises who have agricultural registration and long-term (more
than one year) contracts to join the scheme, there is as yet little evidence that
they are participating in significant numbers.** Inequalities based on household
registration are in part due to fiscal decentralization, which means that local
governments are unwilling to finance provisions to people from outside their
own administrative jurisdictions. The result is a mix of eroded or modified late
Mao and reform era arrangements that co-exist to create a very varied picture
across China in which, because many individuals do not participate in BSHI,
there are still significant intra-local inequalities in access. Still, the trend has
been strongly towards extending the program to include more urban residents.
Nationally, participation in BSHI has increased rapidly from just under 19 million
in 1998 to 109 million at the end of 2003, about 21 percent of the urban popula-
tion and 42 percent of the urban working population (Ministry of Labor and
Social Security 2003; State Council 2004).3¢ The challenge now is to sustain the
improvement in participation so that those in collective and private employment
are also included.
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Although (enterprise) work units are still the main source of finance for urban
social health insurance, it is no longer organized, administered and delivered by
them. These tasks have been transferred to urban government social health
insurance agencies (part of the new Ministry of Labor and Social Security system)
which are responsible for administering the new social health insurance funds,
collecting contributions to them and organizing payments to health service pro-
viders. (This involves selecting hospitals and clinics as well as arranging and
overseeing payment mechanisms.) Thus the creation of urban basic social health
insurance has involved transforming institutions and practices of local governance
in a way that CMS reform attempts have not. First, responsibility for administer-
ing the financing and delivery of social insurance benefits has been transferred
from work units to local governments, which along with other measures such
as those to halt the provision of work-unit housing, constitutes a deliberate move
towards abandoning the work unit as an institution of governance. This transfor-
mation entails a concomitant increase in government responsibility for provision
although there has been a lag in establishing the mechanisms that enable social
health insurance agencies to enforce employer participation in BSHI and deal
effectively with the hospitals to which they now channel finance.

Concluding remarks

Inequalities in access to health services: relationships with
income inequality, health inequalities, and experiences of poverty
and social inequality

Attempts throughout the 1990s to re-establish some form of rural CMS, urban
BSHI, and MFA show that redistributive, collective solutions have not entirely
been abandoned. But governance problems are undermining their implementation
and reducing the amounts of finance available to them. As a result, direct payments
“out-of pocket” for health care had risen to 61 percent of spending in 2000,
something that has contributed significantly in highly unequal access to health
services (Ministry of Health 2002). It is because of this that in 2000 the WHO
ranked China only 188th out of 191 countries in terms of the fairness of its health
financing system (World Health Organization 2000). The primary patterns of
inequality are still those between countryside and city, and within these sectors
between localities and individuals. As discussed above, these patterns may also
— through social institutions such as household and workplace — interact with and
reinforce inequalities due to gender or age.

Inequalities in access to health care are also connected to other dimensions
of inequality, notably those in income and health, as well as contributing to
experiences of social inequality and poverty. Interpersonal inequalities in access
to health care due to the absence of risk-pooling CMS or insurance are closely
related to income inequalities and may contribute to their increase, while illness
can also increase poverty. Gu and Tang (1995) cite a 1991 study of 60 poor
families in Yuhan county in Zhejiang which found that 47 percent said family
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members’ medical care had forced them into poverty. According to other sources,
30-50 percent of rural households living beneath the poverty line had become
impoverished due to illness (Liu et al. 1999). In urban areas, too, declining
participation in labor insurance means that risk of impoverishment due to ill health
increased in the 1990s.

Local and individual inequalities in access to health services in China may
also have contributed to growing health inequalities. Despite limited data on the
health status of the Chinese population in the late Mao era, we know that there
were significant health inequalities. For example, the World Bank in 1981 reported
higher mortality rates and poorer nutrition in the countryside than in urban areas
(Hillier and Jie 1996: 263). However, there are some indications that despite
sustained growth in China’s economy, health inequalities have on some indicators
increased since then. Data on inter-provincial and rural-urban differences, for
example, indicate increases for indicators such as life expectancy and infant
mortality (Hossain 1997; Liu et al. 1999).37 Although health inequalities are
caused by a combination of many factors including age, diet, access to clean water,
as well as housing conditions, working conditions and perhaps social status and
social inequalities, inequalities in access to health services are likely to have
had an influence. Since ill-health is likely to be more prevalent among the poor,
the fact that health service provision is weakest in areas where risk of poverty is
highest means that provision is particularly inequitable. And since ill-health may
also increase the risk of poverty, inequalities in health service provision may be
contributing to a vicious circle of deepening poverty and ill-health.

Finally, since those on the lowest incomes in China are the least likely to have
adequate health protection, poor access to both preventive services and especially
medical treatment has added a new dimension to experiences of poverty in China.
Being poor now means being more vulnerable to disease, having to suffer illness
without access to many medicines and treatments or only to very low quality
services in often unsanitary conditions, and so living with the fear of serious
disease and ill-health.

Health financing, local governance and the prospects for improving
access to health services

The national policy initiatives since 2003 may indicate a new political will among
leaders at the center to prioritize health. The SARS outbreak that year, as well
as China’s low WHO ranking for the fairness of its health system in 2000, and the
spread of the HIV/AIDS epidemic have focused more attention on the health
system, and apparently created a determination to push things forward, not only
in relation to HIV/AIDS and other communicable disease prevention, but also with
improving access to health services through “new-type” CMS and MFA. Central
government budgetary investment has increased in support of these policies.
However, improving access to health services in China requires more than
political will at the top, new policy initiatives, and the allocation of ad hoc ear-
marked central government investment. Although these are all important, access
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is significantly influenced by modes of health financing and provision that are
closely tied into wider local governance systems and practices. The commune,
work unit, and planning system that contributed to more equitable access in the
past are no longer functioning, while new systems and practices in the era of mar-
ket reform, such as fiscal decentralization, local government administration of
social insurance, and the prioritization of economic growth through new incentive
systems for officials, create new obstacles to rebuilding CMS and extending urban
BSHI.?® Perhaps the most important steps towards tackling the problem would
be those in the sphere of health financing to deal with the negative consequences
of fiscal decentralization, and those in the sphere of local governance to improve
the capacity of the new social insurance and other government agencies.

In terms of health financing, first, there is a need for more central government
financial intervention. As Wong notes in Chapter 1, central government trans-
fers back to the provinces have shifted significantly away from disequalizing
tax rebates towards a greater share of more redistributive earmarked grants.>
However, these earmarked grants need to be reviewed, rationalized and better
targeted, and they need to operate alongside more and better local health financing
(World Bank 2002). Second, to tackle the problem of disincentives for local
governments to invest in health (both in services and health protection systems for
their populations) that has been created by fiscal decentralization, governance
reforms are important. Decentralization hinders the creation of a nationwide
(even province-wide) health insurance system and a more equitable health system.
Central co-ordination of health planning and resource allocation, including
prioritization of redistribution within the health system could contribute to tackling
this problem, but both local investment in health and the implementation of urban
social health insurance could be improved by making them an important
component of local leaders’ performance targets.*

However, simply increasing finance alone will not tackle some of the most
serious obstacles to improving access. To ensure that government investment is
used effectively and more efficiently, certain local governance systems and
practices need to be improved. Two issues are central here: first, delineation of
responsibilities need to be clearer. For example, in the countryside CMS work
needs to be better integrated into county and township administration. Second,
administrative capacities of new government agencies could be improved. For
example, the capacity of new urban social health insurance departments to monitor
employers and ensure all their employees participate in BSHI would increase
participation in this scheme. At present, departments are better at ensuring the
participation of state enterprises (though they do not always ensure that all their
employees participate) than private sector businesses. Social health insurance
departments, as “third party payers” of patients’ medical expenses, could, through
better systems for monitoring and paying health service providers, strengthen
their capacity to tackle the incentives to over-prescribe medicines, provide
unnecessary diagnostic tests and require informal payments. At present they lack
experience in dealing with providers, and while participation in BSHI is low, they
are not major purchasers of health services and so lack influence. Thus improving
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participation in BSHI can help increase departments’ capacity to deal with service
providers.

Should these and the recommendations for improving the quality of basic health
services be implemented, the prospects for reducing interpersonal inequalities
through re-establishing CMS and extending BSHI would be significantly
improved, though the re-establishment of CMS may also require tackling the wider
lack of trust in rural government,*' while extending BSHI to urban dwellers with-
out work would require substantial state investment. This would in itself be
a major accomplishment, even though it would neither tackle the entrenched
rural-urban inequalities in the system nor the new and growing inequalities in the
cities. China’s rural dwellers continue to be those to whom progress comes most
slowly and with least state budgetary support, though there is now a growing urban
underclass that is little better off.

Notes

1 This chapter has benefited from discussions with Lesley Doyal, Marianne Hester and
Randall Smith, as well as from the comments of participants at the workshop “Paying
for Progress” held at the University of Oxford in May 2004, notably Athar Hussain,
Vivienne Shue, Christine Wong, Carl Riskin and Tao Ran.

2 Financial access relates to how financing arrangements affect ability to utilize health
services. Physical access relates to how location or proximity of health service
providers may affect utilization. This chapter concentrates on financial access, but its
discussion of local differences in health service provision helps understand changing
patterns of physical access.

3 Health inequalities are inequalities in health status as evidenced by for example
differential life expectancy or experience of ill health.

4 The first CMS-type schemes were introduced experimentally from 1955 in Henan and
Shanxi. They were established more widely from the late 1960s. By the mid-1970s
more than 90 percent of brigades are thought to have had such a scheme (Feng et al.
1995; Kan 1990).

5 There was also effectively government subsidy for western drugs because their prices
were set artificially low (World Bank 1983).

6 There was, however, great variety in the detail of local funding arrangements. For
example, higher levels might fund all the salaries of the commune hospital, or only
some of them.

7 Co-payments refer to direct out-of-pocket payments by patients alongside those made
by the insurer.

8 Negative political labels (such as “rightist” or “capitalist roader”) assigned to
individuals in the leftist Mao era were often accompanied by sanctions and persecution
ranging from social exclusion through withdrawal of entitlements to imprisonment.

9 On how state enterprise employees get “more extensive benefits,” including health care,
in terms of both quantity and quality, than collective sector employees, see Whyte and
Parish (1984), and Davis (1988).

10 See Duckett (2004), drawing for this information on Dixon (1981).

11 Bauer et al. (1992) report that a survey in 1987 found that women were only a third of
employees in state enterprises, but almost half of those in urban collective enterprises.
They also found men to be more concentrated in higher-paying industrial sectors and
to be a large proportion of employees in government and party organizations.

12 See for example Ostlin et al. (2001) on how a range of intra-household and other factors
can limit women’s access to health services.
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Most private sector employers do not provide the same range of benefits as state and
collective work units once did (though for a discussion of some exceptions see Francis
1996).

Rural cooperative health funds accounted for 17 percent of total health spending
nationally in 1980 but had declined to less than 6 percent in 1983 (Hossain 1997).
Total expenditures on labor and government employee health insurance had risen
almost five times between 1980 and 1990, from 670 million yuan to 3,236 million yuan
(at 1980 prices) (Gu and Tang 1995).

The numbers employed in state work units (guoyou danwei) declined from a peak of
112 million in 1995 to 76 million at the end of 2001, and the number in urban collective
enterprises declined from 36 million in 1991 to 13 million at the end of 2001.
Meanwhile the number employed in private enterprises rose from 0.7 million in 1991
to 15 million at the end 0f 2001, and the numbers of self-employed rose from 7 million
to 21 million over the same period (State Statistical Bureau of China 2001, 1996). The
registered unemployed, who are entitled to unemployment benefits, should also have
their medical costs paid, but only during the period they are entitled to benefits, a
maximum of two years. Many of the unemployed are not actually registered as such.
And a restricted access official source noted from a survey of 11 cities in the late 1990s
found only 14 percent of urban dwellers to have health insurance (cited in Duckett
2004). Only 3.17 percent of urban dwellers and 1.4 percent of rural dwellers had private
health insurance in 1998 (Liu 2002).

Similar decentralization has taken place in urban areas, but there are no accounts of the
effects in terms of management capacity and investment of urban districts.

Overall there was, as a result, a decline in the government budgetary share of spending
on health as a percentage of total health spending from 36 percent in 1980 to 15 percent
in 2002 (Ministry of Health 2004). Central government funding of health care had
fallen to less than 1 percent by the early 1990s (Hesketh and Zhu 1997).

Doctors were encouraged to set up private practices from 1980 (Ho 1995).

The World Bank reports that in 1993, average health spending per capita was four times
higher in urban than in rural areas and “the poorest quarter of the rural population
accounted for only about 5 percent of all health spending” that year (World Bank 1997:
3). This source also notes that although the urban PHI and LI systems covered only 15
percent of the population, they accounted for “two-thirds of public spending on health
and 36 percent of all health spending” (ibid.).

The figure was 50 percent in Shanghai, and 70 percent in Tianjin (see Cui 2004 citing
Tang 2002). Note, however, that according to the Ministry of Health in 1999, 20 percent
of the urban population went without hospital treatment because they could not afford
it (Liu et al. 2002).

“Household registration” refers to the system by which everyone in China is assigned
at birth either “agricultural” or “non-agricultural” registration that entitles them to
different public goods and benefits. The urban “non-agricultural” registration brings
better entitlements.

There have also been attempts to establish “prepaid prevention programs,” but there is
not the space to discuss them here. See Liu et al. (2002).

These experiments included some county and/or township government budgetary
contribution, with different arrangements in different localities.

Note that there may be inequalities based on employment status even where CMS is
implemented. According to Carrin et al. (1999) some of the 1994 county-level
experiments established separate funds for farmers and rural enterprise employees.
Since enterprise employees paid more into the funds their reimbursement rates were
higher.

Author’s interview, Shanghai, 2001.

According to Liu et al. (2002), in some areas, CMS contributions were included in lists
of'illegal fees that local governments were no longer permitted to levy on villagers.
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29 Farmers are unwilling to contribute to CMS if they think it entitles them to only poor
quality services; or if it is insufficient to pay for their health expenses. See discussion
in Liu et al. (2002).

30 For a discussion of local pilots and the 1998 programme see Duckett (2001), Liu
(2002), and Duckett (2004).

31 The inclusion of rural enterprise employees (92 million people, 30 percent of the rural
labor force (Hussain 2000)) in urban BSHI means that, in principle at least,
participation in urban health systems for those with rural agricultural registration has
been accepted, an important step (though it might reduce the viability of CMS
schemes).

32 The State Council in January 2002 announced that medical treatment assistance for the
poor was a priority and since then urban governments have been instructed to develop
this. Author’s interview, Ministry of Civil Affairs, 2002.

33 The upper limit was, for example, 10,000 yuan in Chengdu and Beijing in mid-2004
(Renmin ribao, 4 February 2002, Sichuan Daily website, Sichuan lianbo, at <http://
sichuan.scol.com.cn> accessed 24 August 2004, and the China National Population and
Family Planning Commission website, Zhongguo renkou wang, at <http://www.
chinapop.gov.cn> accessed 25 September 2004).

34 Taiyuan Daily website, 13 September 2004.

35 Shanghai and Chengdu are reported to have launched a social security scheme,
including medical insurance, for migrant workers, in late 2002 and early 2004
respectively (Xinhuanet 23 February 2003, 26 March 2004). Zhejiang is reported to
have introduced MFA for both urban and rural dwellers (Ministry of Civil Affairs
website, at <http://www.mca.gov.cn> 20 September 2004, accessed on 25 September
2004).

36 Population data for 2003 from the State Statistical Bureau (State Statistical Bureau
2004).

37 In 2001, for example, the infant mortality rate in Beijing was six per thousand live
births, while that of Ningxia was 33 per thousand. There was also a gap in maternal
mortality rates, with Beijing reporting a rate of 12 per 100,000 live births while Ningxia
reported 73 per 100,000 (Ministry of Health 2002).

38 I assume here that a first practical step towards equalizing access would be to fully
implement CMS and BSHI so that most of the population has some health protection,
though this would not in itself tackle the problem of the rural-urban divide. Nor would
it provide for urban dwellers without work, who are not eligible to participate in BSHI.
Numerous other recommendations relating to improvement of health service provision,
especially in rural areas, are given by the World Bank (2002) and Liu et al. (2002). I
deal here with those that are most fundamental to the issue of equality, financing, and
local governance.

39 See also a report by the World Bank (2002: 19) that shows tax rebates to have fallen
from 72 percent of central transfers in 1996 to 45 percent in 2001.

40 In 2002 the central party and government announced that health targets would be
included in the performance targets of officials (Bloom and Fang 2003). And this has
been reiterated more recently. Much depends on how this is done — which officials’
targets include health, and how important those targets are in performance evaluations.

41 While village elections have been introduced in part to try to deal with such problems,
there is as yet no evidence that they result in the development of collective mechanisms
for financing health or the provision of other public goods.
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4 Paying for education in
rural China'

Rachel Murphy

Chinese policy advisors, as well as the general public, see surmounting the “rural
problem” as the key to overcoming China’s delayed modernization, and they
identify education as central for “solving all lingering rural problems and lifting
millions of farmers out of poverty.”? They also see education as a private benefit
that enables individuals to improve their own lives. While it is agreed that
education is both a public and private good, the question of who should pay and
how much is more contentious. Education is therefore a pivotal domain in which
the public discourse about entitlements (claimed and held by the people) and
responsibilities (assumed with difficulty by the governing authorities) is nego-
tiated. How the balance of entitlements and responsibilities is constituted in
relation to rural education is of crucial importance for inequalities and social
justice in China. This is because throughout the 1990s and 2000s the taxes and
levies to cover education expenses comprised the largest part of the onerous
“farmers’ burden” (Guo 2002; Wang and Wang 2003), and because educational
disadvantage has a negative impact on the life chances of rural children, thereby
tending to sustain rural-urban inequality.

Throughout the 1990s and early 2000s the Chinese Party-state neglected to
invest adequately in either general education or rural education. The proportion
of GDP invested in education throughout the 1990s in all countries, in developing
countries and in China was 5.1 percent, 3.9 percent and 2.1 percent respectively
(Rong and Shi 2001). Aware of the lag, in 2003, the central state increased the
proportion of GDP allocated to education to 3.41 percent, 0.8 percent more than
the previous year but still 0.6 percent below the average for developing countries
(Chen 2004).

Within China, per student investment in education was much lower in rural
than urban areas (see Table 4.1). In rural areas parents paid for school buildings
and teachers’ wages — the latter of these expenses having increased several times
because of teachers’ wage rises (Shih and Zhang, Chapter 7)° — while in the cities
the municipal governments paid. The difference in the financial burden was such
that in 2002 rural parents contributed 60 percent of the costs of compulsory
education whereas urbanites contributed only 13 percent despite enjoying incomes
that were five times higher (Wang and Wang 2003). The economic advantage
of urban parents enabled them to invest more than rural parents in their children’s
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Table 4.1 Per capita investment in rural and urban students, 2002 (yuan)

Rural Urban National
average
Total investment per primary 519.16 841.11 625.45
student
Total investment per junior high 861.64 1423.85 1102.5
student

Source: adapted from Lu 2003

education. Parents in county seats and cities commonly paid for their child to
participate in vacation and Sunday tuition classes. They also bought special
equipment for them such as musical instruments, English audio-dictionaries,
computers and books. Although urban parents felt burdened by trying to keep
apace of rising expectations about what constituted necessary support (Milwertz
1997; Fong 2004), their burden differed from that of many rural parents who
struggled just to afford the fees for basic education.

This chapter charts the course of crucial debates and policy experimentation
carried out during the late 1990s and the first half of the 2000s over the best way
to fund rural education. It draws on ethnographic material collected in September
to December 2000 and August 2004 from Rivercounty, an agricultural settlement
in southeast China, as well as Chinese documentary sources. An examination
of this period focuses on how the struggle over who should pay for education was
shaped by incentives in the wider political structures in which rural schools were
embedded, and articulated through an emerging partly old, partly new language
which combined a neoliberal emphasis on individual responsibility with existing
socialist and Chinese humanist ideas about the state’s responsibility to promote
the public good. The following substantive sections consider, in turn, how the
public understanding of entitlements and responsibilities were continually nego-
tiated and remade; how various factors affected the political will to fund education
at different levels of the state apparatus; how educational funding pressures were
shaped by incentives in the wider system of governance; how schools took action
to raise revenue for themselves; and how the state responded to the general funding
crisis. The conclusion considers the trajectory of these policy debates and practices
beyond the mid-2000s and associated shifts in the substance of neoliberalism and
approaches to human development in rural China.

Changing public discourse of entitlements and
responsibilities

The changing public discourse on the entitlements and responsibilities of state
and society in China during the 1990s and early 2000s shared much with trends
in other countries in that national leaders maintained that in an environment of
global competition and flexible labor markets, investment in human capital was to
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replace direct state security-provisioning as the principal tenet of its welfare
regime (Giddens 2000; Ferrara et al. 2001). With the ascendancy of neoliberal
policies, Chinese leaders increasingly emphasised personal transformation as the
key to citizenship rights, thus seeming to blame what was actually the state’s own
failure to guarantee social rights such as decent education and living standards
on the low physical, intellectual and moral “quality” (suzhi) of Chinese villagers.
But at the same time, the Party-state continued to claim its socialist and develop-
mental credentials by representing itself as central to facilitating the qualitative
improvement of the population.

Nowhere was the focus on individual quality failings more pronounced than
in discourses about the countryside. Television documentaries and newspaper
articles commonly lamented inherent rural backwardness, a lack of parental com-
mitment to their children’s education and the inadequacies of rural teachers,
demonstrated, for instance by their desultory professional commitment and
imperfect Mandarin. At the same time emotive documentaries portrayed rural
parents scrimping and saving to send their children to school, and depicted the
triumphs of determined students who preserved the canvas on their shoes by walk-
ing barefoot over mountainous terrain to attend classes, eventually even passing
university entrance exams. Many teachers I met in Rivercounty used the truism
common in such media reports — “the child of paupers matures early” (giongren
de haizi zao dangjia) — to insist that poverty need not disadvantage a child’s
education, and that many university students have arisen out of adversity. Implicit
in such claims was the belief that although material deprivation is one kind of
poverty, true poverty lies in attitudinal and “quality” deficiencies. This popular
discursive motif assumed that there were opportunities for upward social mobility
for those who strived, and thus obscured the entrenched structural inequalities
that hindered educational achievement for the poor, for example, the requirement
that students from interior provinces and rural areas obtain higher national exam
scores for university entrance.

Alongside the ethos of individual responsibility there was nevertheless a very
real and also popular perception that the state should provide quality education
for all citizens of the nation. This could be seen in television programs which
used the idiom of national unity and belonging to appeal to government bodies and
urbanites to support farmers’ demands for affordable education and safe school
buildings. One program that I watched in Rivercounty told the story of Teacher
Yang who often paid the school fees for her students and who dreamed of taking
them from their poor mountain hamlet to see national treasures such as Tiananmen
Square and the Great Wall, which they had only ever seen in textbooks (Jian
Television Station, 9 September 2000, 20.00hrs). Another program exposed an
instance of exorbitant school fees and dangerous crumbling buildings,* with the
investigative journalists invoking sympathy for individual children while express-
ing concern about the implications of their deprivation for national modernization
(Jiaodian fangtan, 20 November 2000).

A further source of ideas informing popular perceptions about the state’s
responsibility to provide affordable education was historical memory. Farmers
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I talked with in Rivercounty recalled that during the Mao era no one was forced
out of school because of an inability to pay tuition and that Mao “really cared”
about the farmers. This belief reflected the success of educational provisioning
during the Mao era in meeting the needs of individuals who lived in the poor
and relatively undiversified rural economy of the time. While some scholars argue
that the low quality of rural education under Mao and the paucity of job oppor-
tunities caused students to give up on studying (Peterson 1994; Unger 1982), the
recollections of Rivercounty farmers suggested a more positive evaluation: even
though opportunities for spatial mobility were closed off in the Mao era, education
still enabled socio-economic mobility through access to better jobs within the
commune, and practical literacy and numeracy lessons improved livelihoods.

In the reform era too, the Chinese government still boasted considerable
achievement in expanding educational coverage, but the successes claimed were
far from unmitigated. Some scholars use enrolment and progression figures as
indicators of China’s educational achievements (Knight and Li 1996 cited in
Hannum and Park 2002). In the case of Rivercounty, the figures recorded in the
1999 Jiangxi Statistical Yearbook are 100 percent for enrolment and 96.1 percent
for progression from primary to junior high, with provincial averages reported
as 99.6 percent and 94.2 percent respectively. By this measure, Rivercounty
exceeded the year 2000 targets of 99 percent and 94 percent, which were set by
the State Council in 1995 (Zhongguo wushi nian de Jiangxi, 2000: 515-6).5 But
in China as in other countries, enrolment and progression figures tell only
part of the story (Hall and Midgley 2004: 148). The “enrolment” figure is the
proportion of children whose names are registered with a school at the start of
an academic year, while the “progression” figure measures the proportion of
final year primary school students entering the first year of junior high, and so
omits those students who have left primary school before graduation. According
to year-by-year and grade-by-grade enrolment figures for 1979 to 1999 provided
by the Rivercounty Bureau of Education, only 68 percent of students in the 1995
primary school intake graduated (in 1999) and only 64 percent started junior high
(in 2000) (Murphy 2004a).® As shown in Figure 4.1, although the overall trend in
Rivercounty was towards longer periods of schooling, large numbers of children
continued to drop out.

The figures for Rivercounty as well as for other rural areas across China
suggested that the government rhetoric about commitment to compulsory
education was not fully realized at the local level (Brown and Park 2002; Wang
2004).” As Brown and Park pointed out, despite the 1986 Compulsory Education
Law mandating that all children stay in school for nine years, children whose
families failed to pay fees were not allowed to attend class. Some parents in poorer
families avoided school fees by delaying their child’s attendance by one or two
years so their children were usually in their early teens by the final year of primary
school, an age when they may have felt ready to work (Brown and Park 2002).
Children in hardship households were also less likely to receive financial support
from their parents for their studies when it was believed there was little hope of
them entering university or being allocated a secure job. In these cases both parents
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Figure 4.1 Percentage of students progressing in Rivercounty (Murphy 2004a: 9)

and students often thought that it was better to count losses early, and for the child
to leave school and earn money. This situation was well described in the official
newspaper for the prefecture in which Rivercounty is located:

The problem of primary and junior high students dropping out of school and
going to work is common, especially in poor households. Even though these
youths (aged ten-plus years) may earn as much as 500-600 yuan a month
which they can contribute to the family, the villagers are still being short-
sighted [in sending them to work] and are hindering rural society’s progress
to xiaokang (a comfortable standard of living)....Now in poor rural
households there is often not enough money to pay for the school fees of two
or more children. If a disaster should befall the household, then it must
certainly go into debt and there would often be no other choice but for the
child to go to work. And of course there are many other farmers who simply
hold onto a backward perspective and believing that because there is no
guaranteed allocation of jobs after university that the student may as well go
and earn some money sooner rather than later. . . . Now that we are moving
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into a knowledge economy, village and township governments must pay
attention to the problem of children dropping out of primary and junior high
school. They should increase investment in rural education and decrease the
miscellaneous school fees. . . . They should also raise farmers’ enthusiasm
for investing in education.

(Jinggangshan bao, 10 July 2004)

State commitment to education

When examining the performance of the state in ensuring that its citizens receive
access to public goods, some scholars use the concept of “political commitment”
(Tomasevski 2003) or “political will” (Chambers 1997: 12—14; Fraser and
Restrepo-Estrada 1998; Hall and Midgley 2004: 159—61). “Political will” refers to
the willingness of those who have institutional authority and control over resources
to give priority to a particular project or course of action. In China, as in any
country, the task of discerning whether or not the state has the will to mobilize
individuals and resources to ensure the adequate provisioning of a public good
is complicated by the fact that the state is not a coherent homogenous actor.
Instead the state is characterized by tensions among different levels of its hier-
archy, with its functioning dependent on a diverse range of actors and institutions,
each responsive to different incentives and constraints and engaging in society in
different ways (Migdal 2001; Shue 1988).

In the case of rural China, the relevant state actors include village cadres,
township cadres and educators. The factors shaping the political will of these state
actors include the political and economic rewards for completing top-down work
targets, the competing demands of different kinds of work targets, the resource
and institutional limitations of their localities and opportunities for personal gain
(Shue 1988). In poor agricultural counties during the 1990s and early 2000s, state
actors faced tremendous hardship in raising the funds needed to support the large
numbers of functionaries who carried out multifarious top-down work tasks.
Moreover, the costs of supporting the revenue-collectors often exceeded the total
taxes collected. This meant that township governments incurred debt and failed
to make public investment or provide services for farmers. Despite repeated calls
by central state leaders to slim down the ranks of local level bureaucracy, the
former recognized that the political cost of removing or seriously eroding the
presence of the latter could be the complete loss of Party-state control in rural areas
(Cao 2004). Hence central and local state officials remained locked in a structural
stalemate with the genuine retrenchment of local cadres stalled.

In Rivercounty, as elsewhere in rural China, farmers’ perceptions of the Party-
state’s commitment to promoting the public good was expressed in the common
phrase “above there is a policy, below there is a counter-policy.” In this popular
construction the central state was conceived as genuinely committed to enacting
policies which improve the lot of farmers. But local officials, who were seen as
self-serving, distorted these policies in the process of implementation, leading to
ills such as a heavy peasant burden, shoddy school buildings, and the waste of
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community or public funds. This view — promoted in the media and reinforced
by initiatives aimed at intensifying villagers’ supervision of cadres (Yep 2004)
— deflected attention away from structural deficiencies within the Party-state
apparatus which distorted incentives and constrained policy implementation at the
local level.

Examining the ways in which schools were embedded within rural political and
social institutions helps to elucidate the incentives and constraints that worked for
and against investment in rural education. This is because schools are inseparable
from the state (Reed-Danahay 1996; Rival 1996; Unterhalter 1999). They are
visible emissaries of the state’s nation-building agenda. They are regulated by
national and provincial laws and regulations, subject to the supervision and certi-
fication of state administrative institutions, and funded at least in part by the state.
At the same time, they are embedded in the local community, share horizontal and
vertical relationships with a range of state institutions at the village, township
and county levels, and engage with social actors such as cadres, parents and
students.

The political embeddedness of education provisioning

During my fieldwork it was clear that education in Rivercounty was embedded
in a wider top-down system of governance. At the township level, the education
office (jiaoban) followed plans devised and directed by the County Bureau
of Education. The township government was also subordinate to relevant county
departments for its work in other policy areas such as family planning, land use,
economic development, tax collection and public security. Villages were desig-
nated as self-governing, with villagers’ committees entrusted to help organize
villagers in promoting the construction of socialism. In practice, this meant they
had to manage village affairs, help the township oversee agricultural production,
economic development, tax collection and the coordination of public works projects
such as maintaining irrigation channels, and building and repairing schools.

When facing their subordinates, cadres at each level enjoyed substantial power.
But when facing their superiors, they were constrained by tightly defined respon-
sibilities and all manner of quotas. Cadres attached much importance to top-
down work tasks because attaining or surpassing quotas directly affected their
personal advancement. County and township cadres who performed well stood
a better chance of being assigned to a good location and institution, and to a
higher level appointment on their next posting. For many leading cadres in local
areas, reappointments to new locations and institutions occurred every two to
seven years, creating pressures on them to generate visible evidence of “pro-
gress” within a relatively short time period. Village cadres similarly gave high
priority to quota completion because they regularly hosted township inspection
teams and were rewarded with salary bonuses if they could demonstrate that local
targets had been met and kept up good relations with higher-level officials. Cadres
at all levels who failed to reach targets risked public criticism (Cao 2004: 132;
Edin 2000; Wu 2003: 49).



76 Rachel Murphy

Within the top-down system of governance, rural education provisioning
encountered two kinds of pressure. First, since the early 1980s, fiscal decentral-
ization made local governments responsible for raising a substantial portion of
the revenue needed for meeting development goals, including stipulated education
targets such as building schools and implementing restructuring programs and
curriculum reforms. Second, cadres and school principals were evaluated on their
capacity to meet these targets, which led to their penchant for expensive “show-
casing projects” that demonstrated progress to superiors.

Fiscal pressures

To take up the first theme, previously all fiscal revenue was surrendered to the
center, with a portion then redistributed downward through the state apparatus
to the local levels as a budgetary allocation. Following fiscal decentralization
only a portion of fiscal revenue was directed upwards, in the form of a negotiated
“tax-assignment” or jishu. Although township and village governments were
permitted to retain a greater share of their revenue, they also became responsible
for raising the extra-budgetary revenue needed to meet local expenditure for
overheads, administrators’ salaries, welfare provisioning and public works (Oi
1992; Wong 1992). Starting in 1996, a further decentralization requiring county
and township governments to “eat in separate kitchens” meant that lower levels of
government were unable to turn to the county for emergency help in covering these
expenditures (Zuo 1997).8

Under this decentralized tax system, education funding depended heavily on
local fiscal resources. The 2001 breakdown of the sources of funding for education
in rural Jiangxi was as follows: township finance — 78 percent, county finance —
9 percent, provincial funding — 11 percent and central government funding
— 2 percent (Xie and Guo 2003). Clearly, paying for education in rural China
placed a huge strain on local level finances: in the year 2000 in Rivercounty
numerous township heads told me that over two thirds of their fiscal resources
would commonly go to support education.

Under the decentralized fiscal system, agricultural regions in Jiangxi raised
most of their revenue for social expenditure and for tax assignments by levying
special taxes on cash crops and animal-raising (Peng 1996; Wu 2003: 49). In
2000, Rivercounty farmers living in poor townships were strongly urged to
plant tobacco and to pay the taxes due on it even if they had not grown the crop.
Tobacco cultivation was popular among county governments precisely because
they were authorized to levy heavy taxes on the crop. The monopoly Rivercounty
Tobacco Company was paying the county government around 30 percent of the
gross purchasing price it paid to farmers: for reference, special taxes on pigs,
watermelons and tea were 8 percent, 5 percent and 15 percent respectively.
When the tobacco company resold its goods to factories, it also paid a value added
tax of 13 percent, and surcharges for education and for town construction at a rate
of 8 percent of its VAT. Year 2000 estimates from the Rivercounty Statistical
Bureau and from various township accounts indicated that tobacco taxes made up
well over one third of all fiscal revenue collected in the county.’
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By 2000 the funding crisis resulting from fiscal decentralization meant that
in many agricultural counties, schools became a new site through which the local
state flexed its extractive muscle in collecting general taxes. Much to the chagrin
of Rivercounty parents, in some townships cadres went so far as to attend village
schools on enrolment day to collect outstanding local taxes and special tobacco
taxes: the threat was made that if this money was not paid, the children might
be prevented from attending school. So in the eyes of farmers, both schools
and government institutions formed part of a united, top-down instrument of
predation.

Within the overall tax burden that was placed on farmers, there were special
local levies specifically to fund education. Up until the implementation of new
tax reforms in 2004 which are discussed later in the chapter, township and village
governments charged a tax which was technically not to exceed 5 percent of the
average per capita income of a village for the previous year, and one component
of this tax, the educational surcharge — 1.5 percent of per capita income — went
to the township education fund to pay teachers’ wages. This surcharge was
augmented with additional unauthorized education fees levied on a per mu basis.
School repairs and equipment, the responsibility of the village committee, were
also financed through fees and levies exacted on a per mu basis. Between 1996 and
2000 fiscal shortages became so acute that teachers’ wages in most Rivercounty
townships remained unpaid for several months, resulting in some teachers pro-
viding lessons in a half-hearted manner. In Rivercounty, only the top two tobacco
producing townships, as well as two townships located near towns that had many
commercial activities, were able to cover teachers’ wages.

Given the fact that education funding was largely a local level responsibility,
it is not surprising that repeated studies of schooling in rural China found that local
wealth emerged as a key determinant of schooling quality, progression rates
and fee levels (Brown and Park 2002; Connelly and Zheng 2003; Hannum 1999;
Hannum and Park 2002). In light of this, Chinese social scientists argued that the
redistribution of fiscal resources was necessary for remedying the cash shortage
in rural education, pointing out that when aggregated to the national level, there
was an adequate total sum of fiscal resources to fund education (He et al. 2003).
This lends weight to a wider argument that in China the failure of the state to
fund public goods adequately lay not in an incapacity to extract sufficient fiscal
resources, but in an overall systemic failure to redistribute revenue in ways that
ensured effective public goods provisioning across regions and communities
(Saich 2001). But in China, as has been documented in numerous other developing
countries, the positioning of the countryside away from urban centers of power
and a preoccupation with economic growth meant that basic rural education was
for a long time a “soft” political target, with government authorities on the whole
being more committed to GDP targets than to making the necessary budgetary
adjustments and spending allocations (Hall and Midgley 2004: 152, 159, 161).
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Top-down evaluations

Educational provisioning was affected not only by the local-level fiscal crunch but
also by the pressure to reach the targets that formed part of top-down performance
evaluations. One such target was the requirement that townships build modern
schools with dormitories so that restructuring could take place. This restructuring
occurred throughout many interior provinces (Huang and Zhang 2003) and arose
in part because lower fertility and decreasing class sizes generated a demographic
impetus for closing some village schools, making others infant-only, and con-
centrating resources on key “complete” schools: children reside at a complete
school (away from their villages) for the final year of primary school. A further
impetus for the restructuring was ideological. The “enclosed method” of these
“complete” schools was seen as easier logistically and superior pedagogically: the
students were said to be better able to concentrate on their studies and to share the
advantages enjoyed by boarders in prestigious private urban schools. So students
at junior high schools boarded, regardless of the distance from their homes. Owing
to capital shortages, however, in some schools these rural students lived in
partially constructed and unsafe dormitories and in some schools there were times
when there was not enough food in the canteen for everyone (for an account of the
situation in Anhui province see Huang and Zhang 2003). Some rural parents
expressed concern to me that their children were living in poor conditions and
boarding away from home at too young an age. Teachers also had their reserva-
tions, with a deputy head in a junior high school telling me that: “the economic
conditions here are not yet ripe for the enclosed system of schooling” (Field Notes,
20 November 2000).

The physical restructuring of schools overlapped with a wider drive to construct
modern schools, so-called “brand-name schools” (pinpai xuexiao), which boasted
facilities associated with advanced teaching methods and subjects. Local-level
officials and principals faced immense pressure to build schools with libraries,
computers, sporting facilities and musical instruments which could be “show-
cased” when higher-level inspection teams visited (see also Zhang 2000).!° The
showcase imperative was such that township education management offices
demanded that even very poor schools transformed themselves into “garden style
schools” (huayuanshi xuexiao) if they were to be recognized as delivering quality
education. This is not to deny that students should have good quality buildings
and attractive grounds, and that there were many well-built and equipped schools
in Rivercounty. But there is a fine balance between providing quality public
goods and showcasing. Showcasing distorts resource allocation. For instance, in
some Rivercounty townships, officials went so far as to divert money from poorer
schools to favoured display schools, a practice which was explicitly condemned
by teachers in a 2000 public criticism campaign designed to rectify problems in
rural governance (Field Notes, 13 November 2000).!!

The top-down extractive and evaluative political system was manifest not
only by showcasing but also through more subtle aspects of schools’ everyday
operations. The position of school principal had a semi-official flavour, and
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primary and junior high schools regularly entertained township and county
officials who visited to inspect school performance, with some junior high schools
spending nearly ten thousand yuan on food and drink each year (see also Zhang
2000). Schools were obliged to subscribe to periodicals marketed through different
county offices such as law books from the county procurate and Party ideological
materials from the county branch of the Party School. Teachers were also required
to attend ideological education classes at the Party School, with fees paid by
the school.

School revenue-raising

As local government did not finance schools adequately, schools were also forced
into raising some of their own funds. The main way of raising funds was by
charging student fees. In 2000, Rivercounty farmers commonly paid 600 yuan per
year for a primary school student and at least 1,000 yuan for a junior high student:
in a household with two primary school children this was equivalent to nearly
10 percent of average household income. Children were also required to pay
fees in-kind with contributions of vegetables, oil and grain: in one village the in-
kind contribution was five kilograms of rice, several catties of vegetables and one
litre of oil. Even heavier school fees were reported for other rural areas: in some
Hunan villages visited by the Chinese sociologist, Cao Jinqing (2004), school fees
claimed as much as 40 percent of household income. The full weight of the burden
becomes apparent if we consider that roughly one third of the reported per capita
income of a rural household was in-kind. In 2004 the central state ruled that
miscellaneous school fees were to be replaced by a fixed-sum fee, the “one fee
system” (yi fei zhi), an initiative that proved difficult to implement in the face of
capital shortages.

In addition to regular matriculation fees, schools also raised money by charging
for the allocation of different kinds of “favor” places. Primary schools charged
80 yuan for students to attend school a year early and audit the first grade.!> The
impetus to raise money was such that some key-point junior high schools even
accepted money from a parent to place a weaker student in a top stream class
which had the advantages of more motivated students and the best teachers. This
practice was criticized in provincial newspapers as immoral because privileging
one student necessitated removing another student, who was typically from a
poor rural family that lacked social connections (Jiangxi ribao, 8 September
2000). Finally, senior high schools sold places to students who failed to make the
cut-off entry grade: farmers referred to this as selling or “buying a senior high”
(mai ge gaozhong) (Tape 23, 9 November 2000).

Schools also tried to make up the funding shortfall through entrepreneurial
activities, which often placed a further burden on students. The Rivercounty
Number Two Middle School set up a printing factory in 1991 which produced the
exercise books that the students had to buy. This was one of many school enter-
prises established throughout the prefecture between 1990 and 1993 in response
to an upper-level exhortation. By 2000, however, few of them were still operating,
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and after nine years, the Number Two Middle School Printing Factory was also
forced to close, apparently because the removal of tax breaks for such businesses
made continuing unprofitable.!® In other parts of Jiangxi province, there were
reports of children doing piece-rate work in handicraft industries as part of an
activity class or during lunch breaks: the fireworks tragedy in Wanzai county was
a much publicized example which led the National People’s Congress to call for
a campus protection law, which the delegates argued was especially necessary
for protecting students in poor rural localities (Li 2001). Schools also arranged
various activities for which payment was required. For instance, as part of the labor
skills class in Rivercounty Junior High School, a hairdresser visited and the
students each had to pay for a haircut.

State solutions to the funding crisis

The state, at its various levels, initiated a range of measures which aimed to
increase the real and perceived involvement of the government in meeting its
responsibilities and delivering entitlements by reining in the farmers’ burden,
offering some band-aid monetary relief to poorer county governments and urging
rural parents to accept greater responsibility for their children’s human capital
investment. The measures fell under the three broad categories of fiscal initiatives,
revenue-raising from and for education, and charity.

Fiscal initiatives

Fiscal initiatives to alleviate the under-funding of schools included giving priority
to the payment of teachers’ wages, rural taxation reform, and central government
monetary transfers to support rural education.

In April 2000, acting on provincial level instructions, the Rivercounty gov-
ernment issued a document ordering township officials to pay the wages of
teachers before allocating funds for their own wages, mobile phones or official
car expenses. The document warned that failure to ensure the payment of teachers
would result in negative career evaluations for officials on the basis of “one
strike and you are out” (yipiao foujue). Township governments responded by
arranging for individual cadres to take out personal loans. In one township,
the head of the education office, the township Party Secretary, the deputy and the
township head each borrowed over 10,000 yuan. By indirectly incurring debt,
the township was able to both circumvent the regulation forbidding government
departments from borrowing against future tax earnings and avoid censure for
failing to pay teachers’ wages.

In the latter half of 2000, following national directives, the Jiangxi provincial
government ruled that the county rather than the township had to assume
responsibility for issuing the wages of primary and middle school teachers. Then,
in 2002 as part of a nationwide attempt at a rural tax reform, counties in Jiangxi
province began preparing to “convert fees to tax,” a reform that only started to
be truly implemented in 2004. This reform involved abolishing the village and
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township tax levied at 5 percent of per capita income, and abolishing miscel-
laneous informal levies and fees, replacing them with a fixed-rate tax. The aim was
to relieve the burden on farmers by preventing local governments and village
committees from imposing arbitrary charges and increasing supervision over the
deployment of the collected revenue.

In the closing months of 2000, education officials and school principals
expressed mixed views about the likely impact of these two reforms. One
optimistic official explained:

These changes will be beneficial. At the moment all we get from the township
education supplement is 20 yuan per person, which is less than 1.5 percent.
In reality the most we are actually able to obtain from the education supple-
ment is 15 or even only 10 yuan. This means relying on the village committee
for the rest, and the village committee tends not to have the ability to invest
so much. If the fee is changed to a tax we will be able to levy 30 yuan per
capita for education. Moreover, the usage of this money will be controlled
by the county, which will ensure that more investment reaches education
instead of going to other places.

(Interview, education official, 1 December 2000)

Another official was more sanguine, saying:

Which ever way, the money has to come from farmers and the farmers here
do not have so much money. It is hard to implement such reforms when
the conditions are not ripe. Like here, we have said it will be at least three
years before the county will be able to take responsibility for teachers’ wages.

(Interview, education official, 12 November 2000)

Reports from the Jiangxi countryside and from other agricultural provinces as
well as my own interviews with Rivercounty education officials in August 2004
suggested that the “fees-for-tax” reform had severely exacerbated the capital
shortage of rural schools. County governments which subsequently bore the main
responsibility for the administration of compulsory education commonly defaulted
on spending due to their own fiscal shortages (Bao and Deng 2002; Chang 2002;
Huang and Zhang 2003; Lai 2003; Wang and Wang 2003; Wu and Wang 2003;
Yan 2002; Yu and Cheng 2002). Although the payment of the basic subsistence
component of teachers’ wages was on the whole more stable, the loss of the
township education surcharge, the village education levy and other fees meant that
there was no money to pay teachers’ benefits and subsidies which were issued by
the township as crucial contributions to their wages. Local governments and
schools also lacked the funds to pay for building new schools and dormitories,
repairing and maintaining existing schools, expanding from eight to nine years of
compulsory education, or meeting the general operating costs of schools. The
crisis in rural education reflected a wider fiscal crunch that followed in the wake
of the reform, with government institutions in many predominantly agricultural
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localities being forced to reintroduce informal fees in order to meet top-down
development targets, including educational ones.

The central government used transfers to local governments to compensate for
the funding shortfall: in 2002, 24.35 billion yuan was transferred and a compulsory
education fund of 9.58 billion yuan was established. In 2004 the levels of the
province and prefecture were also instructed to contribute to these transfers, this
money in turn being levied from the lower levels. In Rivercounty in 2004 the
transfers took the form of a government contribution to each junior high school of
30 yuan per student per semester and to each senior high school of 12 yuan per
student per semester. While these transfers offered some help, they were far from
adequate and many county and township governments and schools in agricultural
localities were forced into debt, with the burden being ultimately transferred to
the farmers.

Raising revenue from education

During the first half of the 2000s, the Party-state trod a fine line over how to
obtain money from parents for their children’s non-compulsory education with-
out explicitly commercializing it. Accordingly the Party-state was cautious in the
choice of language used to describe payment schemes, and there was considerable
ambiguity in the policy pronouncements from different levels and institutions
within the state. On the one hand, education was a public good and a right which
could not be traded as a commodity in a socialist society. On the other hand,
fees could be charged according to the differing demand for places at different
kinds of schools: on 1 September 2003 the Private Education Law even came into
effect permitting market entities to run schools and charge fees. Moreover, the
increasing importance of fees was accompanied by a line in public discourse which
urged rural parents to abandon their “little peasant mentality” and foster the
progressive mentality that would make them willing to save for and invest in
education (Long 2003). Against this background of ambiguity in official policy
discourse, Rivercounty introduced a range of experiments aimed at raising revenue
from and for the provisioning of education. These measures included turning
non-compulsory education into an industry (jiaoyu chanyehua), introducing fees
for non-compulsory education such as “top-up fees” for better quality schools, and
permitting different non-state actors to establish and run schools.

To take the first measure, towards the end of 1999, in Rivercounty as in
numerous rural counties, local officials began to turn non-compulsory education
into an industry. This involved turning senior high and vocational schools into
businesses and charging fees for non-compulsory education at market rates. Such
measures were seen by Rivercounty officials as a way to make non-compulsory
education support compulsory education. According to one local report:

As the government has too much fiscal responsibility for non-compulsory
education, making education into an industry will free up resources for
improving the quality of compulsory education, which includes expanding



Paying for education in rural China 83

from eight to nine years compulsory education, a target to be reached
throughout Jiangxi province by 2005.
(JX Township Peoples’ Government 2000)

In Rivercounty the initiatives to make education into an industry were not
just confined to non-compulsory education. As mentioned earlier, primary and
junior high schools implemented a compulsory boarding system and under the
“education as an industry” initiative, logistical services for the dormitories and
canteens were also commercialized. The Rivercounty government even went so
far as to urge schools to “attract commercial investment and encourage investors
to construct and manage dormitories and canteens, then after several years, return
the premises to the schools” (Rivercounty Government 2000). Whereas previously
rural parents provided food for their children from their grain reserves and
accommodation with the family house, under the commercial system they had to
pay cash, which exacerbated their financial burden.

But four years later (on 6 January 2004) and following a series of experiments
throughout poorer counties and a proliferation of supportive media articles,
the Minister for Education, Zhou Ji, convened a press conference at which he criti-
cized the chanyehua of non-compulsory education. He stated that the chanyehua
of education had never been an approved government policy and he reprimanded
local governments for turning education into a “cash cow” and using it to alleviate
local fiscal shortages. He also stated that using non-compulsory education to raise
revenue is different from inviting different social and market actors to participate
in the funding and provisioning of education (He 2004; Yi 2004).'4

While senior high schools in Rivercounty no longer pursued the chanyehua of
education, they charged fees. In particular, since the latter half of 2004 key-point
senior high schools and other schools with good reputations obtained the legal
right to levy a “fee for choosing the school” (ze xiao fei) which was paid in addition
to the regular school fee (Interview, Jiangxi Provincial Government Secretary,
August 2004). Although in theory this fee was paid in circumstances where parents
wanted to send their children to preferred schools outside their catchment areas,
in practice the fee was also paid in other circumstances, for instance, when students
wanted to secure entry to a good school despite their inadequate grades. At
Rivercounty Senior High the regular fee was 6,000 yuan including board while
the top-up fee could reach 1,500 yuan, with higher top-up fees being paid the
lower the entrance exam score of the student. There were, however, reports of top-
up fee schemes in other localities, for example Chonggqing city, that exceeded
10,000 yuan and that extended even to junior high schools. Critics of the new
fee scheme argued that it exacerbated regional inequalities in educational
investment because schools that already had the benefits of better equipment and
more qualified teachers gained even more investment. Also fee-paying students
potentially deprived other students of places (Renmin ribao, 14 August 2004: 5;
Jinghua shibao, 4 August 2004: AO2).

Charging fees and using the language of markets and commercialization when
discussing vocational education seemed to be far less controversial than for senior
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high education. This was possibly because a person’s chances for university
education were not affected by whether or not they could afford to attend voca-
tional school, a problem highlighted by several high profile cases wherein rural
students or parents committed suicide because of an inability to pay senior high
fees (xuefei zisha — literally “school fee suicide”). It could also have been because
vocational education was more directly associated with training individuals to earn
money for themselves in the market place.

The pressure to obtain fees made vocational schools in Rivercounty ever more
proactive in their publicity and recruitment drives. In 2000 the main vocational
school in Rivercounty instituted a requirement that all of its 65 teachers recruited
two students each, while the school leaders had to recruit three. The teachers
visited rural households with photos of school computers and equipment. They
also obtained the county education bureau’s list of students who had failed the
entrance exams for senior high, and issued them all with an information letter.
A further recruitment measure involved vocational school leaders visiting first
and second grade junior high classes to find out which students had poor grades
and to persuade them to leave early and transfer to the vocational school. In 2000
the Rivercounty Vocational School set itself the target of increasing its student
body from 560 to over 600 students and upgrading its equipment in order to
compete for the status of “provincial model school,” an honor that would bring
100,000 yuan in funding (Tape 33, Interview, 28 September 2000). On my return
visit in 2004 the vocational school had not yet earned the honour of “provincial
model school.”

County vocational schools such as that in Rivercounty faced ever increasing
competition in their recruitment drives from some large city-based minban
vocational schools which advertised on county television stations and promised
job placements for all graduates. For instance, in 2002, the Blue Sky Vocational
School based in Nanchang city had 8,000 students but by 2004 it had 30,000
students and moved to a newly built larger campus. Founded by a Jiangxi native
who is also a member of the National People’s Congress, the school was one of
two large-scale minban vocational schools in the province. Of its total student
body 60 percent were from the countryside and 40 percent were from other
provinces (Interview, Jiangxi Provincial Government Secretary for Education and
visit to the school, August 2004).

While the Party-state was careful to avoid referring to education as an
“industry” (chanye) or as an item of consumption, fees and market forces were
clearly important for sustaining and expanding both senior high education and
vocational education that was responsive to the needs of the students. Accordingly,
official and media texts increasingly referred to education as an enlightened invest-
ment and a worthy goal for personal savings. Tang and Parish (2000) argued that
in the cities, the changing discourse of entitlements and responsibilities (discussed
earlier) caused individuals to accept that expanding economic opportunities
reward individualistic effort and human capital investment through competition,
and that this, in turn, made them willing to invest their increased incomes in
education. Chinese commentators increasingly debated whether or not farmers
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were likely to become similarly progressive so that they too would begin to save
for and invest in their children’s education. One view was that meagre incomes,
low returns to education, and a general lack of competition meant that rural parents
were reluctant to invest in their children’s education (Li 2002). A second view was
that rural people were able to afford to contribute towards the costs of education
and that “thought work” could help them develop the appropriate progressive
mindset to recognize the benefits (Liu and Yan 2000; Xu 1999). A third view, and
the one that rang true for Rivercounty, was that despite their limited income, rural
parents were willing to invest in their children’s education so long as they could
perceive benefits (Yan and Zhang 2003; Bai 2003). Scholars espousing this view
pointed out that although returns to education were low in the rural economy,
the vast majority of parents wanted their children to become anything but farmers
(Bai 2003). This was also the case in Rivercounty, as suggested by the breakdown
of 112 parents’ answers to the question “What occupation do you want your
child to do in the future?”!?

Don’t know 5
Farmer 5
There is no point in thinking of this/Why hope? 19
It is up to the child, not me 11
If the child studies well, s/he will have some choice 13
States a non-farm job 37
Anything but farming 12

There were essentially two ways of leaving farming — by attending university or
by working off the farm and in the cities (Chong and Feng 2003).

The first of these options, attending university, required attending senior high
school. As already noted, Rivercounty parents were willing to pay the fees if their
child was perceived to stand a good chance of university entrance. Even following
the 1998 disbanding of the job allocation system for university graduates, and the
phasing out of the financial sponsorship of diploma and degree education by gov-
ernment departments, many parents [ met in Rivercounty in 2000 insisted to me
that having a university graduate in the family would ultimately benefit everyone.
But, as also mentioned previously, the downside to this focus on senior high
schools as a path to university was that if students were seen as unlikely to pass
the entrance exams, then even good grades would not be enough to prevent them
from being withdrawn before graduating from junior high. This was particularly
true for daughters whose parents were generally less inclined to insist that they
stayed in school because they would eventually marry into another family. Rising
school fees were therefore likely to exacerbate the disparity in male and female
progression, with adverse knock-on effects because lower maternal education
reduces educational investment in the next generation (Brown and Park 2002).

Vocational schools, especially county level ones, were not as popular as senior
high schools among the parents and students of Rivercounty. People complained
that university entrance was impossible from these schools and that job prospects
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for graduates were poor. The view that the county vocational school would not
lead to good job opportunities was clear in the words of a mother who told me the
following:

Now the money from the early rice is only enough to pay for the schooling of
my son. This year my son is 16. He is studying the second year of middle
school in Jinping Party School.'® When he was first allocated a place at that
school he really didn’t want to go and blamed us for not going to entreat
someone to help him get into the Number Two Middle School. He cried
at home for several days and I also cried. He did not want to study at the
vocational college but his grades were not good and what else could I do?
There are two people in our village who study at the vocational school. Aye!
... The fate of this generation has been bitter, starting from my parents
right up to me, and now this bitterness is on the bodies of my children. My
only son does not know how to study, and in the end has had to go and study
at the vocational school. Fate is really bitter.

(Tape 9, 20 October 2000)

Even so, increasing economic diversification and rural-urban migration caused
some Rivercounty farmers to start to perceive that there could be more routes in
life than a narrow road to university and a wide road back to the village. Their
own observations led them to concur with state publicity that individuals were
responsible for learning a skill to forge a good life. One father in Rivercounty
expressed the following view:

I wanted my son to repeat and take the exam but he was unwilling. He said:
“With the present reforms of the educational system, even if you graduate
from a key university, the state does not allocate a job to you and you must
rely on yourself to find a job. Seeing as that is how it is, | may as well learn
some computing skills and go out into society to earn money a little earlier.”
... My daughter, well her grades are not so good. . .. When the time comes
I’1l send her to learn a technical skill. Nowadays everyone needs a skill. If you
don’t have a skill it is not feasible to migrate to find work.

(Tape 16, 16 October 2000)

During the early 2000s, vocational schools in agricultural counties were accord-
ingly phasing out agricultural skills classes in favour of courses in electronics,
computing and sewing.

In response to the fact that growing numbers of people wanted vocational
education, and that the Chinese government saw education as a way to alleviate
surplus labor in rural areas by facilitating off-farm employment, in 2003 the central
authorities took the dramatic step of launching a plan to provide free or subsidized
training for rural people who were either preparing to migrate or who had already
migrated to the cities. This plan was financed by funds allocated at the central and
local government levels; in 2004 the central government allocated 300 million
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yuan (US$36.1 million) to this project (China Daily, 9 March 2004). Under the
plan, over seven years, an estimated 70 million migrant workers were to receive
training or additional professional training. Yet while this training initiative
was laudable, its implementation in rural areas was thwarted by the fiscal system
and by the top-down cadre evaluation system. One problem was that in many
agricultural localities the funds allocated for training were diverted to alleviate
county governments’ fiscal shortages: particularly in the wake of the “tax-for-
fee” reforms, funds were used to finance cadres’ wages. Another problem was that
many training courses operated in a formalistic manner with the organizers
paying more attention to qualifying for centrally transferred funds than to meeting
the needs of the participants, so often the participants stopped attending
(Conversations with Chinese labor bureau officials and migrant NGO repre-
sentatives, Lanzhou City, China, 2005). At the time of my fieldwork in 2004 there
were no free vocational training courses available in Rivercounty, and access
to quality vocational education continued to depend on the willingness and ability
of parents to pay.

So far, it can be seen that during the 2000s fees became increasingly important
for funding non-compulsory as well as compulsory education. This development
was accompanied by an official and media discourse that strenuously avoided the
language of chanyehua and commercialization because the Party-state needed
to act in ways that appeared consistent with the public perception that education
was a basic right and public good for which the state was responsible. The public
discourse therefore focused on whether or not rural parents had the progressive
outlook and sense of responsibility necessary for them to save for and invest
in education. The public discourse also increasingly placed emphasis on the will-
ingness of the state to help people in their pursuit of education and “suzhi”
improvement. But despite these good intentions, in cash-strapped agricultural
localities state efforts to expand rural people’s access to vocational education
were undermined by the fiscal system and absence of independent supervision
over the final usage of earmarked funds. So access to quality vocational education
continued to require the payment of fees.

Charity

State institutions co-ordinated charitable activities which supported schools in
poor communities and students in poor households. These well-publicized activi-
ties served several functions. During the 1990s and early 2000s they enabled the
Party-state to demonstrate to rural people that, despite withdrawing from public
goods provisioning, it nevertheless fulfilled its caring responsibilities, helping
to create the conditions under which citizens could claim basic social entitlements.
Involvement in such activities also helped cadres to maintain a positive self-image
so that they felt that their work entailed more than exacting levies and pushing
farmers to plant specified crops such as tobacco. Finally, charitable activities
assisted different levels of the government in meeting upper-level targets for
school enrolment and progression, and for school building and maintenance. Three
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examples of charitable activity in rural Jiangxi included the fundraising and
support activities of quasi-NGOs, local government activities to send “warmth” to
poor households and grants for senior high students.

A key quasi-NGO education charity is Project Hope (Xiwang Gongcheng),
which was founded in 1991 under the auspices of the China Youth Development
Foundation. It has branches at all administrative levels, down to the township,
which actively raise funds and allocate money to cases of need. In Rivercounty,
cadres were periodically required to donate to their local branch of Project Hope.
For many cadres, finding external benefactors became an important part of their
officially assessed contribution to local development. A female township deputy
explained her involvement in Project Hope as follows:

I felt that Project Hope was a realistic and down to earth project so we [the
Party Youth Corps] . .. made it the focus of our work. I used all kinds of
methods to obtain donations from various places and within four years, that
is by 1999, we had built six Hope schools and taken in 1,800,000 yuan. I was
once awarded the provincial honour of “Outstanding Youth Corps Cadre”.
Our County Corps was also commended at the provincial and prefectural
levels as an advanced work unit. Raising funds and building schools is diffi-
cult. Apart from luck, I relied on running all over the place. For example
the Shelou Hope School was the result of unremitting endeavour. It was only
after much pleading that we moved the heart of the general manager of the
Shanghai Shelou Photocopy Company and obtained support. . . . Right until
last year when I transferred out of the Corps people from the Shelou Company
would visit us here in Rivercounty.

(Tape 20, 22 October 2000)

Project Hope contributed significantly to education provisioning in Rivercounty.
Seven primary schools were built with money from the charity, with benefactors
including a local airport, the Jiangxi Province Tobacco Company, the Fumin
Tobacco Company, the Guangdong Coca-Cola Company and a Taiwanese entre-
preneur, and donations ranging from 80,000 to 200,000 yuan per school. In 2000
10 percent of school children in the county received some subsidy from the
foundation, even if this amounted only to a few donated books. Three percent
of children received more substantial sponsorship, though administrators noted
that in cases of full sponsorship, donors commonly specified that their money be
used to support students with good grades.

Another quasi-NGO that supported education was the Jiangxi Charity
Foundation. Founded in September 2002 under the auspices of the Jiangxi pro-
vincial government, it exists alongside the Jiangxi Poverty Relief Foundation
and solicits donations from relatively wealthy members of society that are then
distributed to the needy. Within its sights are over one million Jiangxi farmers who
face problems with basic subsistence, over three million farmers who need disaster
relief in the course of any one year, over two million handicapped persons in rural
and urban areas, and the urban poor. The education needs of primary and junior
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high students in these households are a key area of attention for the foundation and
in 2004 it teamed up with the Jiangxi public television broadcaster, Jiangxi Station
Five, to launch an education donation appeal. The commercials showed black and
white images of poor rural children set against the theme tune of the Sound of
Silence. On-screen text listed the names and the particular hardships of individual
students. And a channel five celebrity urged city people to deposit donations in the
charity bank account that had its details displayed on the screen.

A second example of charitable support involved local cadres co-ordinating
activities to “send warmth” (song wennuan) to hardship households: giving money
for school fees to households designated as poverty-stricken and food to house-
holds with sick members.!” In a neoliberal economic environment, these bene-
volent actions demonstrated the caring credentials of the cadres. Often though,
the farmers still perceived the gap between the performance of caring by cadres
and their own experiences of cadre exactions. When watching televised programs
about such caring activities the farmers quipped that when they wanted permission
to build houses or needed special help, they themselves had to send warmth to
cadres!

A final instance of charitable support was the issuing of grants and loans to
rural senior high school students. In 2004, the Jiangxi provincial government
established a fund of 6 billion yuan which included a 4.3 billion contribution from
the State Development Bank, one of the country’s policy banks, as well as locally
raised sources. In allocating these grants, priority was given to students who were
an only-child (China Daily, 22 April 2004). The grants were designed to offset the
increasing costs of senior high education and to promote human capital formation
(suzhi development) among rural youth.

Conclusion

Understanding how education was funded into the mid 2000s is central to under-
standing the rural disadvantage that has prevailed in incomes, livelihoods, human
development indicators and life chances. This is because education expenses in
the form of levies and school fees accounted for the lion’s share of the crippling
farmers’ burden. It is also because the ability of the village, township and county
to fund education and the willingness and ability of parents to pay for education
has had a strong bearing on the life chances of children.

State planners increasingly have identified rural education as the solution to both
rural and national underdevelopment, but they have been unsure about how to fund
it. During the 1990s and early 2000s, the answer seemed to involve reshaping the
public understanding about entitlements and responsibilities. This reshaping pro-
cess entailed promoting a public discourse that encompassed two main elements.
First there was a neoliberal emphasis on individual responsibility for human
capital investment and wealth creation. By urging farmers to adopt a progressive
mentality whereby they invested in education, an emphasis on individual and
societal responsibility excused the state from much of the burden of educational
investment. Second there was a socialist and Chinese humanist emphasis on state
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responsibility for promoting the public good. Activities used by the state to demon-
strate the fulfillment of this responsibility included increasing the proportion
of GDP invested in education, issuing loans and grants, coordinating vocational
education programs and transferring funds to local-level education. The state also
coordinated charitable activities, retaining for itself a form of moral authority that
in more liberal governing systems is ceded to society and individuals.!3

While these measures led to some improvements in rural educational provision-
ing and education costs, they fell far short of fully redressing the inadequacies
in the provisioning of affordable quality education that so disillusioned rural
people. Rural families continued to be burdened by school fees. Urban dweller
became increasingly alarmed at the plights of rural people, especially children,
depicted on television and in reportage accounts. At the same time, policymakers
grew ever more perturbed at the destabilizing effects of widening disparities in
wealth and living standards, and recognized that the immense hardship in rural
areas undermined state claims to be socialist and to stand for social justice.

Subsequent to the fieldwork for researching this essay, key shifts in policy
discourse and practice about rural development and “building a harmonious
society” promoted under the new Hu-Wen leadership (2002/2003) gained momen-
tum, and basic education became ever more clearly defined as an entitlement and
a public good. Conversations with farmers during return visits to rural Jiangxi in
July and December 2006 indicated that school fees had fallen and that on account
of this and other initiatives, such as tax reductions and grain subsidies, they felt
their situation had improved somewhat over the past one to two years (hao yidian).
With regard to education, a series of documents released in 2006 ruled that an
increased educational budget was to be used mainly for rural education. Moreover,
the policy requiring the eradication of tuition and miscellaneous schools fees
for compulsory education in rural areas is to be fully implemented by 2007 and
included within top-down local cadre evaluations (Feng 2006; Zhang 2006).
The neoliberal dimension of human development in China has thus been under-
going gradual substantive modification. Indeed, over the course of an ongoing
period of uncertainty, debate and experimentation, the state has increasingly
accepted responsibility for providing the resources and creating the environmental
conditions necessary for rural people to assume their responsibilities of improving
their own suzhi and contributing to “harmonious” national development. Even
so, the extent to which local governments facing severe fiscal shortages will ensure
that rural children receive their entitlement to free compulsory education remains
to be seen.

Notes

1 I am grateful to Vivienne Shue for extensive written feedback, to Kun-Chin Lin for
reading an early draft and to Tao Ran for helpful discussions. I am grateful also to the
British Academy and Simon Population Trust for funding the fieldwork in 2000 and to
the Oxford University Contemporary China Studies Program for funding the fieldwork
in 2004.

2 Lin Yifu, a member of the National Committee of the Chinese People’s Political
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Consultative Conference, in “Members Urge Funding for Rural Schools,” China Daily,
12 March 2004.

Item 16 of The Jiangxi Province Promulgation on Methods for Implementing China’s
Education Law states that teachers should receive higher wages than civil servants
while item 17 states that teachers with an education level of vocational diploma
(zhongzhuan) or above who teach in the village or township primary schools and junior
high schools should be paid at one grade higher (Jiangxi Daily, 25 October 1996). So
teachers in rural schools are supposed to receive higher wages than their counterparts
in urban schools.

In 1999, out of 30 provinces, the ones with the largest areas of dangerous school
buildings were Guangxi — 545,000 sq metres, Guizhou — 517,000 sq metres, and
Guangdong — 418,000 sq metres, followed by Jiangxi — 415,000 sq metres (see Liu
2002).

The 1995 target for 2000 was to have 99 percent of children enrolled in primary school
and 85 percent enrolled in junior high school.

These levels of primary school completion fall below the official provincial average of
88.2 percent.

A survey of lower middle schools in 14 counties in Liaoning, Heilongjiang, Shandong,
Henan and Jilin found that over 40 percent of students dropped out in the first one or
two years and over half of the dropouts said that they did so because they disliked
school. The researchers also found that children were rounded up into classrooms when
upper level inspection teams came to visit. The survey was conducted by the Rural
Education Research Office of Northeast Normal University. For students dropping out
from compulsory education in other Jiangxi counties see Murphy 2004b.

This further decentralization began nationwide in 1994, but implementation in Jiangxi
province lagged by two years, starting only in 1996.

This is based on the estimate given to me by the head of the county statistical bureau
in October 2000. Interviews with township accountants also suggest that in 2000 in key
tobacco growing townships well over half and even up to 70 percent of fiscal revenue
came from tobacco (Tape 15, TL Township, 15 November 2000; Tape 18, GP
Township, 21 November 2000). One official report written in 2000 says that in 1993,
two thirds of revenue in Rivercounty came from tobacco and the proportion has
increased since then, and that there is further potential for development as suggested
by the fact that in a neighbouring county in Guangdong province, 70 percent of fiscal
revenue comes from tobacco (Yuan 2000). Although plans are currently underway to
phase out special agricultural taxes nationwide, tobacco is likely to remain important
as a source of revenue for local governments because it is the only crop that will be
exempt from the tax cancellation.

School visits. Item on suzhi education and equipment, Jian Prefecture News,
11 November 2000, 22.30hrs.

The public criticism campaign was called the “three stresses” (sanjiang), these being
“study,” “politics” and “a healthy atmosphere.” Sanjiang lasted from the end of 1999
to early 2001. One of the education devices used in sanjiang was the circulation of
“opinion boxes” so that people could anonymously lodge petitions against their
superiors and make appeals for particular kinds of change. One of the grievances that
some officials and teachers noted had been lodged concerned the diversion of funds
from poorer schools to showcase key schools. Another problem raised in the sanjiang
campaign concerned unpaid teachers’ wages.

Some parents pay willingly for such places because they see it as a way to give their
children a head start in life; to avoid the child having to repeat a year further down
the track; and a source of childcare that frees other family members to work in the
fields.

According to rumour, strict new pollution regulations meant the factory had to
close.
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14 Details of this press conference were first reported in the influential publication
Zhongguo Qingnian bao (China Youth News) in an edition published 7 January 2004.
This article was then citied in articles in a series of other magazines and newspapers
such as those by He (2004) and Yi (2004).

15 These were parents whose children were still in school or who were yet to start school.

16 Jinping Party School is a vocational school.

17 There are also special relief schemes for particular categories of household: students in
daughter-only households are theoretically entitled to reductions in school fees, as are
children in households that have lost one or both parents.

18 Thanks to Vivienne Shue for making this point.
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S Social security in transition

Athar Hussain

Introduction

Viewed from the perspective of well-being and social security, four developments
over the reform period! stand out. The first is the dramatic fall in rural poverty in
the train of the transformation of the rural collective economy. The second is
the emergence of a large population of migrants, who suffer from a host of dis-
advantages. The third is the combination of the steady erosion of the inherited
social security regime, a massive retrenchment of labor from the state sector and
the appearance of urban poverty as a major social issue. The fourth is the setting-
up of a new social security regime, a process that is still under way.

The downward trend in rural poverty was set off by the distribution of
collectively owned land to rural households on long-term leases, which as well as
generating economic incentives for output growth also ensured that income from
farming was distributed far and wide across the rural population, though not
equally. The downward trend was given a further momentum by the expansion
of employment in town and village enterprises (TVEs), which grew almost five-
fold from 28 million in 1978 to 135 million in 1995 (NBS 2005b). The number of
rural poor fell particularly sharply immediately following the beginning of rural
reforms in 1979. Reckoned in official figures,? the headcount of the rural poor fell
from 250 million in 1978 (31 percent of the population at that time) to 85 million
in 1985. The downward trend continued but slowed down in the 1990s. The urban—
rural income gap, which narrowed substantially in the early 1980s, began to widen
and is now wider than it was in 1978.3 There still remain pockets of severe poverty,
not only in the poorer western but also in the central and the coastal regions.
The notable feature of the dramatic fall in rural poverty in the first ten or so years
of the reform period is that it was due entirely to output growth. Not only did
anti-poverty schemes play a negligible role or none in the fall, but also it went in
parallel with the collapse of most of the local cooperative health insurance
schemes, which had been perhaps the most notable achievement of the period
of the Cultural Revolution (1966—76). This left a large gap in health care in the
countryside, which the government would belatedly recognize and try to fill by
reviving cooperative health insurance schemes. With the disappearance of abject
and endemic poverty from large parts of the countryside, new issues concerning
rural social security have come to the fore. These include social assistance to poor
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households in localities not regarded as poor, and widening access to basic health
care which has assumed a particular urgency following the outbreak of Severe
Acute Respiratory Syndrome (SARS) in 2003 and the looming threat of an avian
flu pandemic.

A stringent control on rural-to-urban migration had been an abiding feature of
Chinese economy following the famine of 1959-61. The control rested on the
complementary combination of restriction on travel, the rationing of necessities
on the basis of the place of residence and the “household registration system”
(hukou), which recorded personal details. The registration system which still
survives, though modified, resembles the national identity card schemes in many
European countries except in one crucial respect: the permanent place of residence
in the “household register” can only be altered by administrative discretion and
does not change with migration.* Thus hukou partakes of a central feature of
citizenship and is similarly used to control migration or to sort individuals into
categories with differing entitlements. Following a lowering of impediments to
travel and labor mobility and the displacement of rationing with an open market
in necessities, migration grew and became substantial in the 1990s. As a result, the
hukou mutated into a mechanism for dividing the population into “permanent
residents” and “outsiders” (migrants) with differential access to social goods, such
as basic education, and opportunities in the labor market. The migrant population®
or the “floating population” is huge — just over 134 million according to the 2000
population census, around 11 percent of the then national population (NBS 2002).
In the Chinese context, the category “migrants” is an anomaly created by treating
individuals as residents of a locality other than where they have actually been
living and working for a long time. With a large percentage excluded from partici-
pation in Social Insurance and means-tested social assistance, the migrant
population represents a huge blind spot in the social security cover.

The inherited urban social security regime, which gradually collapsed with the
transition to a market economy, rested on three pillars. The first was the imperative
on the able-bodied to work and the obligation on the government to provide them
with a job, albeit with a delay and at a very low rate of pay. This was the planned
economy version of “welfare through work” or workfare. The strict control on
rural-to-urban migration helped to keep the numbers of those to be provided with
jobs manageable. Social assistance in cash and kind was confined to those unable
to work. The second pillar was the extended social welfare role of work units
(danwei) — including enterprises, social service units (shiye danwei) and govern-
ment departments. These organizations, in particular enterprises, administered
and financed Labor Insurance, the precursor of what in the second half of the
1990s would begin to be called “Social Insurance.” They also provided free or at
subsidized prices a wide assortment of social services and also public utilities
to their current and retired employees and often to their families as well. These
benefits went together with the prevalent practice of employees remaining in the
same work unit for a long time, if not for life. Thus the third pillar was no lay-offs
or redundancies. Once employed, a worker could confidently expect to stay in the
same unit for life, if not the same job.
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By the mid-1990s, changes in the urban economy had eroded the ground from
beneath all three components. The delegation of economic decision-making
to enterprises severely curtailed the ability of the government to provide jobs. The
traditional arrangement of “employment for life”” ended as a result of two develop-
ments. One was the introduction of employment on terminable contract for new
recruits in 1986. The other was the relaxation of restraints on state enterprises to
lay off surplus labor, which was forced upon the government by the rapid
worsening of the financial situation of the state sector in the 1990s. The extended
social welfare responsibilities of enterprises came under strain from the beginning
of the reform process. With their budgets separated from the government budget,
many enterprises could no longer maintain those responsibilities. To maintain the
social welfare regime the government had to subsidize insolvent enterprises, which
went against the grain of enterprise reforms. By the second half of the 1990s the
government was forced to take on the extended social welfare responsibilities
of work units, a process that is still not finished. A by-product of the disappearance
of the inherited urban social welfare regime has been the appearance of urban
unemployment which, unlike in the past, is both open and substantial. This has
gone together with the emergence of poverty as a salient feature of the urban
landscape, which previously was regarded as an almost exclusively rural phe-
nomenon. The combination of urban unemployment and poverty emphasized the
issue of the income maintenance of the urban population in the late 1990s and
led to the extension of unemployment insurance, which until then remained a
small scheme, and the introduction of the Minimum Living Standard Assistance
(MLSA), which provided a means-tested cash allowance to urban households
falling below the poverty line and marked a formal end of “income maintenance
through work.”

Reform of the social security regime, particularly of the schemes covering
the urban population, has been a strand running through the transition period since
1978. Until the middle of the 1990s, these reforms consisted mostly of piecemeal
measures to prop up the schemes carried over from the pre-1978 period, par-
ticularly the old-age pension scheme. The principal innovation in the 1980s was
the introduction in 1986 of unemployment insurance so as to mollify resistance
to the replacement of permanent with fixed term employment in state enterprises.
The reforms since 1995 have been aimed at instituting a new system in urban areas
to replace the one carried over from the pre-1978 period. But over the last few
years an overhaul of the system for the rural population, previously regarded as a
task for the distant future, has risen higher on the reform agenda. There have been
three principal motive forces behind the reform of the urban social security regime:
first, the widening incompatibility between the inherited system and the exigencies
of a market economy; second, the emergence of new problems during the course
of the transition such as the massive labor retrenchment in the state sector and rise
in urban poverty from the mid-1990s; third, extraneous developments such as the
aging of the population and the risk of epidemics.

The purpose of this chapter is to outline and assess the developing social
security system. This is done in the wider context of the socio-economic changes
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China has been undergoing since 1979, which are grouped under the heading of
“three transitions” and discussed in the next section. The third section presents an
overview of the schemes that make up the current social security system focusing
on its salient features rather than on the details of particular schemes. The final
section concludes with an analysis of the salient trends of change in the social
security system.

Three transitions

The transition to a market economy dominates the socio-economic setting for the
emergence of a new social security system but does not exhaust it. Also relevant
are two other transitions that China has been undergoing. One is the demographic
transition set by the downward fertility rate and its salient feature is the changing
age structure of the population. The other is economic development, broadly, the
transformation of an agrarian into an urban economy dominated by industry and
services. For the present purpose, its salient aspect is the shift of labor out of
farming into industry and services. Closely correlated with this shift is rural-to-
urban migration and urbanization.

Demographic transition

The demographic transition that has been under way in China was set in motion
by the downward trend in the fertility rate that dates back to 1970, preceding
the “one child policy” by a decade or so. In recent years it has been sustained by
a below-replacement fertility rate of 1.9 children per woman over life accord-
ing to the 2003 figures (NBS 2005c¢). A notable feature is the exceptionally rapid
pace of the fertility decline, with associated changes in the age structure of the
population crowded in a much shorter period than in other countries such as Japan,
South Korea, Taiwan and Hong Kong (Feeney 1996; Leete and Alam 1993). Aside
from a slow-down in the growth rate of population, down from 2.6 percent in 1970
to 0.6 percent in 2004 (NBS 1999; NBS 2005¢), and a lower population total
than would otherwise be the case, it is accompanied by the progressive aging of
the population; one indicator of which is the rising median age of the population.
This trend is expected to persist for several decades and has three consequences
that are relevant for social security. The first is the rising ratio of the elderly
(above 65) in the population. The second is a falling ratio of children, (under age
15) and the third is a rising percentage of older relative to younger members in the
labor force.

Amongst the three, the first has attracted most attention in China and has
stimulated a widespread discussion of the financial support and the personal care
of the rising numbers of the elderly. The ratio of the elderly in the total popula-
tion will keep on rising for some decades, reaching a high 25 percent by 2050,
according to various forecasts. A similar upward trend holds for the closely related
“dependency ratio” (the ratio of the elderly to the working population). This is
brought out by a comparison of the population profiles provided by the population
censuses of 19826 and 2000 and the projection for 2020 (Table 5.1).
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Table 5.1 Population profile, 2000 and 2020

1982 2000 2020
Total (1,000) 1,016,540 1,265,830 1,441,980
Population ratio of children® 33.6% 22.9% 19.3%
(dependency ratio)P (54.2%) (32.7%) (28.0%)
Population ratio of the elderly® 4.9% 7.0% 11.4%
(dependency ratio) (7.9%) (10.0%) (16.5%)
Total dependency ratio 62.1% 42.7% 44.5%

Notes: The age division here follows the convention in demographic literature:

a aged (0-14)

b following the convention in demography the denominator of the dependency ratios is the population
aged 15-64

¢ aged 65+

Sources: NBS 1982; NBS 2004¢ and NBS 1998d

As shown by Table 5.1, the rise in dependency ratio of the elderly goes together
with a fall in the dependency ratio of children, with the latter wholly or partially
offsetting the former. Thus the total dependency ratio, including both children and
the elderly, may fall while the dependency ratio of the elderly rises, as it did
between 1982 and 2000 when the total ratio fell by almost 20 percentage points.
The total dependency ratio in 2020 will be higher than that in 2000, but still
substantially less than the level in 1982. The argument is that the exploration
of the economic implications of the demographic transition requires an analysis of
the change in the whole of the age structure, covering not only the elderly and
working-age adults but also the children (see Easterlin 1998).

Further, in drawing conclusions from a rise in the elderly dependency ratio, one
has to take into account that China is, and will for some time remain, a labor
surplus economy, which means that there is substantial unemployment, both open
and disguised. The implication is that even a sizeable reduction in the population
of working-age adults relative to that of the elderly, which is what the rise in the
dependency ratio of the elderly means, may have little or no effect on the burden
of supporting the dependent population. Here it is important to note that the rise
in the observed ratio of the elderly has been and will continue for some decades to
be due entirely to a lower number of working-age adults and children than what
would have existed in the absence of the fertility transition. Assuming it began in
1970, the fertility decline will only affect the number of elderly after 2035; until
then the number of the elderly will be what it would have been in the absence
of the downward trend. However, eventually the burden of supporting the elderly
will rise in tandem with the rising ratio of the elderly to working-age adults. China
has had a pension problem since the beginning of the reform period. But that
problem is largely caused by the absence of any long-term financial planning
concerning pensions.
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What are the implications of the rising ratio of the elderly to the working-age
population for social security? Assuming that the living standard of the elderly
does not fall, a rising elderly dependency ratio implies the elderly consuming an
increasing share of GDP. How this increased cost is distributed across the econ-
omy depends on the sources of support for the elderly. Currently, the three main
sources in the order of importance are, first and foremost, the family, then the
social security schemes (including old-age pension and social assistance to
the indigent elderly) and personal savings. Most of the cost arising out of the rising
ratio of the elderly has fallen and will continue to fall on the families, which also
bear much of the cost of children. The implication is that any offset that the falling
ratio of children provides against the rising of cost of supporting the elderly
accrues to families. As increasingly realized in China, the current heavy reliance
on the family for old-age support fits ill with the demographic trends and socio-
economic changes. The general trend is towards nuclear households and a majority
of the elderly live separately from their offspring. With rising life expectancy,
especially at old age, each succeeding cohort of the elderly would need support for
a longer period than did the preceding. Added to this, because of the birth control
policy, which in many localities means one child per couple, the future cohorts
of the elderly will have fewer offspring to depend on than does the present cohort.
The conjunction of birth control policy and the rising ratio of the elderly in the
population has brought to the fore the issue of replacement of family financial
support with old-age pensions. Currently 43 percent of the urban labor force is
covered by the pension scheme under Social Insurance, which excludes the rural
labor force. There are small-scale rural pension schemes but these cover only
54 million people (just 11 percent of the rural labor force) and promise to provide
only a percentage of the minimum subsistence. Although almost all of the discus-
sion of pensions in China is focused on urban areas, the problem of the support
of the elderly is more serious in rural than in urban areas. Not only do the rural
elderly not receive a pension but also, given the trend of emigration of working-
age adults from the countryside, the ratio of the elderly to working-age adults in
the near future will be higher in rural than in urban areas.

As dramatic as the falling ratio of children and the rising ratio of the elderly,
but less discussed, is the aging of working-age adults. This matters because age,
either on its own or as a correlate of features such as educational attainment and
experience, is a central consideration in labor recruitment and is also a determi-
nant of labor productivity. The change in the age structure of working-age adults
over the 22 years to 2004 has been substantial. This is shown by Table 5.2 that
compares the age structure of working-age adults in 1982 and 2004, before and
after the effect of the fertility decline from the late 1960s and early 1970s fed
through to the population of working-age adults. The working-age population in
2004 includes those born between 1970 and 1989 (aged 15-34 in 2004), the birth
cohorts affected by the fertility decline and who received all of their post-primary
education in the reform period and thus benefited from the revival of the
educational system after the Cultural Revolution.
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Table 5.2 Age structure of working-age adults, 1982 and 2004

Age group 1982 2004
Aged 15-34 59.2% 43.7%
(Number in millions) (365) (410)
Aged 35-64 40.8% 56.3
(Number in millions) (252) (528)

Sources: NBS 1982 and NBS 2005¢

Over the 22 years from 1982 to 2004, the number of working-age adults has
risen by 52 percent. The notable feature is that most of the increase (86 per-
cent), 276 out of 321 million, is in the older age-group of 35-64. As a result, the
percentage of younger working-age adults (aged 15-34) has dropped by 15.5
percentage points. As in other economies, the average educational attainment
of younger cohorts is higher than that of older cohorts of workers, but the gap
in China is particularly wide because of the damaging impact of the Cultural
Revolution (1966—76) on the educational system. Many in the age group 40-55 in
2003 missed out partially or completely on higher secondary, technical and
vocational and tertiary education. Currently, a common refrain in China, especially
in the north-east, is that once laid off, men aged 50 and above and women 40 and
above have little hope of finding a job comparable to what they previously
had. This is precisely the age group most affected by the deleterious impact of the
Cultural Revolution on secondary and tertiary education.

Unemployment is a major concern in present-day China and included in this
is a specific problem of long-term unemployment due to a conjunction of three
factors. One is the sharp increase in the number of older workers relative to
younger ones. The second is the long shadow of the Cultural Revolution on human
capital amongst older age cohorts. The third is the labor retrenchment in the state
and urban collective sector. Furthermore, the problem of long-term unemploy-
ment among older workers may persist over the next 15 to 20 years because of
a combination of increasing labor force and a rising median age of the labor force
driven by the falling size of cohorts entering the labor force.

Process of development

As in other countries, economic development in China involves two interrelated
processes with extensive socio-economic ramifications:

e population migration, mostly rural-to-urban, and associated urbanization;
e shift of labor from farming to industry and services often coupled with a
change from self- to wage-employment.
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These processes largely concern the rural population and take on special forms
in China because of two particular features. The first is the household registration
system, referred to earlier. The second is the land tenure pattern shaped by two
decades of collectivization up to 1978 and the subsequent distribution of collect-
ively owned land to rural households on a long-term lease.

Here it is relevant to point to a particular feature of the Chinese economy:
whereas the share of farming in its GDP is a low 15 percent, similar to that in
middle-income economies, the labor share of farming is a high 47 percent, which
is similar to that in low-income economies’ (NBS 2005a; NBS 2005b). A GDP
share of farming that is a small fraction (say less than half) of its labor force share
is a common feature of developing economies (Stern 1996). But with a GDP
share of farming less than one third of its labor force share, the gap between the
two ratios in China is wide even for a developing economy. The wide gap between
the two ratios explains why the average personal income in rural areas is a fraction
of that in urban areas. A significant narrowing of the rural-urban gap in personal
income, which is a major policy aim, will require reducing the difference between
the GDP and the employment share of farming. This can be done by either rais-
ing the GDP share or reducing the employment share. The first, which requires
the farm sector growing much faster than industry and services, is impossible
because of natural factors, such as cultivable land area and water availability,
and limitations on the demand side. The second is the only feasible alternative and
requires policies to promote a shift of labor out of farming, which is premised on
urbanization often combined with migration.

The wide difference between the two ratios points to a stark asymmetry in the
adverse impact of natural hazards. This is of some importance because China is
one of the most natural hazard-prone countries in the world. Its varied climate and
complex geology result in a wide range of natural hazards. Floods and droughts
are recurrent threats to much of the rural population. Areas particularly vulnerable
and prone to floods include the southern and eastern coastal provinces. The north
central part of China, running from Gansu to Henan, suffers from a high risk of
drought while the provinces of Hubei, Hunan and Anhui can experience both flood
and drought in the same year. Given the low GDP share of farming, even a major
natural disaster would have a limited impact on GDP. By the same logic, even a
minor hazard may have a damaging impact on a large number of people, given that
almost half of the labor force is employed in farming. Much of the social protec-
tion in rural areas has been and continues to be concerned with the alleviation
of suffering caused by floods and droughts.

Notwithstanding the impediments implicit in the hukou system and the land
tenure condition, migration has risen substantially over the reform period.
Coinciding with the beginning of economic reforms, the control on rural-to-urban
migration was loosened, and then later in 1992, as part of the strategy to deflect
rural-to-urban migration away from large cities, immigrants with stable jobs were
allowed to acquire permanent residency or hukou for small cities and towns. The
provision was generalized in 1997. However, the details and implementation were
left to towns and cities; as a result, how the system operates varies widely across
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localities. The system underwent a fundamental change in 2002 when the quota of
the conversion of “agricultural” into “non-agricultural” registration, first intro-
duced in 1995, was finally abolished and the conditions for acquiring permanent
residency in towns and cities, except the large ones, were further relaxed.® The
Chinese statistics on migrants have to be treated with some care because of their
particular meaning. The category “migrants” includes all those resident for more
than six months in a place other than the one named on his/her Aukou. A migrant
remains a migrant until a change in the place of residence is officially registered.
In contrast, in most countries internal migrants automatically acquire the status
of permanent residents after a period. The Chinese statistic for migrants has
two salient characteristics. First, it covers a very wide range in terms of time since
arrival. Second, the reported number of “migrants” for a particular period is deter-
mined not only by the movement of people in the preceding period but also by the
evolution of the policies concerning the change of hukou.

Though the changes since 2000 have widened the local differences in details
and operation of the Aukou system, the goal is to institute a unified national system
without any distinction between rural and urban residents. But the central gov-
ernment has yet to decide on the details of such a system. In the meantime,
11 provinces (mostly coastal) are pressing ahead with the introduction of a unified
system for their urban and rural populations. The pattern is reminiscent of
numerous reforms since 1979, that is, to begin with an experiment in selected
localities followed by extension and finally universalization across the country
and formalization through laws and regulation. The size of the migrant population
matters for social security because migrants do not enjoy the same access to
employment, housing and public services as bona fide residents do. But the pattern
of discrimination between the migrants and local residents differs across cities
and recent years have seen the attenuation, if not abolition, of particularly objec-
tionable forms of discrimination against migrants. For example, many cities no
longer refuse to admit children from migrant families in local schools or charge
them a higher than usual tuition fee. Similarly, many cities now allow, and often
encourage, migrant workers, especially those in regular employment, to join the
Social Insurance schemes. But this affects only a small percentage of migrant
workers because many of them are self- or informally-employed or are on a short-
term contract.

The obverse of the transfer of labor out of farming and associated population
migration is urbanization, which both widens economic opportunities open to
the labor force and creates problems such as increased pressure on the environ-
ment and public services. In China, as elsewhere, the process has taken two
forms: first, the expansion of existing urban settlements combined with rural-to-
urban migration and, second, the urbanization of rural localities involving a switch
of labor from farming to industry or services without migration, which has
been encouraged by the government with the slogan “leave the land but not the
village.” Compared with international experiences, the second has been far more
prevalent in China and the driving force behind it has been the growth of rural
(“town and village”) enterprises (TVEs), which accelerated sharply following the



Social security in transition 105

decollectivization of the rural economy from 1979 to 1984. The TVE labor force
grew rapidly until 1996, but has since grown only slightly (NBS 2005b). As
a result, “urbanization without migration” is no longer as relevant as it was in
the past.

The shift of labor from farming into industry and services in many cases involves
a changeover from self- to wage-employment. The shift of the rural labor force to
non-agricultural activities, although it contributes to rising personal incomes, goes
together with two changes that have implications for social security. One is the
rapid expansion of wage-employees in rural areas, bringing with it the risk of
unemployment and retirement at a particular age. This is relevant here because two
of the principal social security schemes, old-age pensions and unemployment
benefits, have traditionally been linked closely to wage-employment (Atkinson
1991), and so too in China. Compared to income from self-employment, especially
when in kind, wages provide an easily verifiable standard for defining benefits
and a convenient tax handle for financing contributory social security schemes.
Thus a shift from self- to wage-employment widens the scope for the application
of social insurance schemes with a benefit entitlement tied to the contribution
record. Changes in the modes of employment since 1978 in rural China have gone
through two phases: first, the redeployment of labor engaged in farming from
collectively owned land to the plots assigned to households. The second has been
the outflow of labor from farming to industry and services. Though a majority
of the rural labor force is still engaged in the cultivation of its own land plots, a
substantial and rising percentage is employed in non-farming activities. Town and
village enterprises (TVEs), including household units, employ 138.7 million,
which constitutes 28.5 percent of the rural labor force (NBS, 2005b). Among these
many are wage-employees. However, because of the long-standing definition of
the term “rural economy,” TVE employees, even those in sizeable establishments,
are not recognized as wage-employees. Neither Social Insurance nor many of the
labor laws apply to them. Both the growth in wage-employment in rural areas and
rural out-migration, though massive, remain yet to be fully incorporated into the
framework for the Chinese social security system.

Transition to a market economy

Compared with that in Eastern Europe and the former Soviet Union, China’s
transition to a market economy has been benign. It has gone together with a rapid
and sustained growth rate, and an unprecedented rise in living standards, and a
dramatic fall in rural poverty. But, as with other transitional economies, China has
also witnessed a sharp rise in income inequality, in particular between persons and
between regions. Amongst the multifarious changes associated with the transition,
the following have been of particular importance in the present context:

* ashift in the respective roles of the government and enterprises;
*  ashift of urban employment away from the public sector (state and collective
units);
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* lay-offs and severance on a large scale and the appearance of urban
unemployment and poverty as major issues.

At the outset of the transition, while economic decision-making such as
that concerning output and prices was centralized in government departments, the
provision of social services and collective goods and the operation of social
security schemes were dispersed across a large number of work units. Broadly, the
transition has reversed this pattern by decentralizing economic decision-making
to enterprises and centralizing the financing and administration of social security
schemes in government departments. Thus stated the process seems like a straight-
forward change of roles. But it was complicated by the fact that the government
lacked the ready capacity to take on the welfare role of enterprises. In turn,
enterprises, not having been created on the basis of financial viability or “naturally
selected” for survival in a market economy, could not operate as independent
financial units. Many of them could not survive without government assistance.

The interchange of roles was far from smooth or coordinated. Whereas the
decentralization of economic decision-making began early with the start of the
transition in 1979, the centralization of social security schemes followed, with a
long lag of almost two decades, only in the second half of the 1990s. This extended
hiatus was accompanied by a steady erosion of Labor Insurance that assumed crisis
proportions in the mid-1990s, when default on the payment of pensions and the
reimbursement of medical expenses became a common occurrence. The assump-
tion by the government of its extended role in the running of Labor Insurance
(renamed Social Insurance) and in the provision of education and health care
was impeded by two factors: first, a sharp decline in the ratio of government
revenue to GDP up to 1995 followed by an upturn to a level still well short of the
share in 1978. The second was the precipitous fall in the profitability of the state
sector, which not only reduced the tax base but also raised outlay on subsidies
to enterprises (see Hussain and Zhuang 1998). The government has over time
assumed an enlarged role in the provision of social services and in the running of
social security schemes but it has also, in the process, shifted much of the cost
to households. The percentage of the cost of publicly provided education and
health care borne by households has gone up sharply over the reform period.
Added to this, since the latter half of the 1990s, employees have had to contribute
towards the cost of Social Insurance, which in the past they were not required
to do.

Historically, the state and urban collective sector (hereafter “state-collective
sector”) has been the principal source of employment for the urban labor force.
But beginning from the 1990s, not only was the sector unable to provide jobs
to fresh entrants to the labor force, it also began shedding existing employees. As
shown in Table 5.3, in the 10 years from 1994 to 2004, the state-collective sector
saw its share of urban employment plunge from 78.7 percent to 28.7 percent. The
sector also lost jobs on a massive scale. Job losses from urban collective enter-
prises began from 1992 and from state units in 1996. In just 10 years from 1994
to 2003, the combined sector lost 68.9 million jobs (37.4 percent of the 1994 total),
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of which 45 million were from the state sector (enterprises, public institutions and
the government).

The trend is expected to continue for some years. Offsetting the downward trend
of employment in the public sector, the non-public sector (comprising foreign-
invested, private and household enterprises) saw its employment share jump
from 21 percent in 1994 to 71 percent in 2003 and its total labor force rise almost
five-fold from 39 to 189 million. Such a shift of employment fits in with the tran-
sition from a planned to a market economy. But it raises important issues of
unemployment and of income maintenance for the unemployed because of the
differences that exist in the terms and conditions of employment and in social
security coverage between the public and the non-public sectors.

In 2003, the state and urban collective sector, although employing 26.8 percent
of the urban labor force (Table 5.3), accounted for 72.1 percent of employees
categorized as “staff and workers” (zhigongren). Here it is interesting to note that
the number of such employees has been steadily falling since 1995, in parallel with
the downward trend for public sector employees. In the eight years from 1995 to
2003 their total number fell by 30 percent from 149 million to 105 million (NBS
Labor Statistical Yearbook, various years). The category of “staff and workers”

is relevant in the present context because such employees have formal labor
contracts and are covered by Social Insurance. In contrast, other employees do not
have formal labor contracts, have less secure jobs and a large percentage of them
are outside the umbrella of Social Insurance. Thus the shift in the pattern of
employment away from the state and urban collective sector represents a signi-
ficant shift in the terms and conditions of employment, which goes together with
more frequent job terminations and, more consequential for poverty alleviation, a
reduction in the percentage of the unemployed who are entitled to unemployment
benefits. The implication is that the shift in the pattern of employment away from
the public sector, which is a central feature of the transition to a market economy,
involves a substantial shift of risk to employees.

A by-product of labor retrenchment in the state and urban collective sector in
the second half of the 1990s was the emergence of open unemployment and
of urban poverty as a major problem. Previously, the urban poor were small
in number and characterized by the so-called “three nos”: no ability to work,
no savings or other income source and no relatives to depend on. The “new urban
poor” in the period since the 1990s have not only been more numerous but also,
for the most part, able and willing to work but unable to find jobs. Unlike in
the past, the government can now, for the most part, respond only by providing
a subsistence allowance instead of a job. In addition to the emergence of open
unemployment and labor lay-offs, the second half of the 1990s also saw the estab-
lishment of the Minimum Living Standard Assistance (MLSA), which provides
a cash allowance to all bona fide urban residents with an income below the local
poverty line.
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Overview of China’s social security system

A social security system with its own administration, regular sources of finance
and separated from the organization of economic activity is largely a development
from the second half of the 1990s, one that is still under way. In the pre-1978
period income maintenance was woven into the fabric of economic organization.
Those able to work were sooner or later provided with a job or assigned a task.
This regime of “welfare through work” was complemented by a policy of keeping
the prices of necessities low. The payment of an allowance in cash and kind was
confined to a very small group unable to work. Notably absent from the social
security system was an unemployment insurance scheme which has only been
introduced more recently, as part of the economic reforms. In principle, employees
of the state sector and larger collective enterprises, constituting most of the urban
labor force, were covered by the comprehensive Labor Insurance, the precursor
of the present-day Social Insurance. But the system, which was set up in the
1950s, was transformed into “work-unit” or occupational welfare during the period
of the Cultural Revolution. Over the period, retirement was suspended; employees
kept on working as long as physically capable. Thus the reform period started with
a social security system that was partly out-of-operation and comprised a disparate
collection of arrangements to cater for various contingencies.

The current system’ consists of an assortment of schemes aimed at the
following:

*  poverty alleviation;

* income maintenance in the events of unemployment, occupational injury,
sickness and retirement;

»  subsidized, including free, medical care as and when needed.

These schemes divide into the familiar categories of “social insurance” and “social
assistance (social safety net).”!? Both categories include a variety of schemes and
the distinction between them is based on two salient aspects: first, the conditions
attached to the provision of benefit (entitlement qualification) and, second, the
method of financing.

As is usual, social assistance is conditional on a means test, which in China can
be stringent and intrusive and may discourage a substantial number of genuine
cases from claiming assistance. Being non-contributory the social assistance
schemes have to be financed from general government revenue, which, in the
Chinese context, leads on to the vexed issue of the apportionment of expenditure
responsibilities among various government tiers. The issue has risen in importance
in recent years with the establishment of a number of new social assistance
schemes and a huge growth in the number of their beneficiaries. Prominent
examples include two schemes. One is the Minimum Living Standard Allowance
(MLSA), which was set up at the end of 1997. The number of its beneficiaries
rose from 1.8 million in 1998 to 22.1 million in 2004 (MOCA 2005). The other
example is the new Rural Cooperative Medical Insurance Schemes (RCMIS),
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which began to be set up in 2003, are heavily subsidized and cover a rural popu-
lation of over 100 million. The dramatic increase in the number of beneficiaries
of these two schemes is due largely to the central government covering most of the
cost of the schemes and thus circumventing the issue of the division of costs
among government tiers.

The contributory schemes fall into two categories, first, Social Insurance and,
second, the two rural schemes: the local pension schemes, which cover a rural
population of 54 million (only 7 percent of the total) and provide no more than part-
subsistence, and, with qualification, RCMIS. These two are still in the pilot stage
and it is the first that constitutes the core of the contributory schemes. In design,
China’s Social Insurance system is very similar to those in welfare states and
includes five separate schemes covering old-age pensions, injury compensation,
health care, maternity benefits, and unemployment compensation. Participants are
mostly urban residents in formal employment, so called zkigongren, though many
localities now enrol migrant workers. The principal impediment to the enrolment
of migrant workers is not rules and regulations which exclude them but the reluc-
tance of migrant workers themselves to participate. An unusual feature of China’s
Social Insurance system is a wide variation in the number of participants in
particular schemes. For example, the figures on participants in 2004 were 165
million in the old-age pension scheme, 106 million in the unemployment insurance
scheme with 106 million and 90 million in the medical insurance scheme. The
work injury compensation scheme had only 68 million participants (NBSb 2005).
Even in the case of the old-age pension the number of participants came to
62 percent of the urban labor force. The participation rate of the urban labor force
also varies across localities; it is high in Shanghai and other coastal provinces and
low in the interior provinces. In law, participation in Social Insurance is mandatory
for the whole urban labor force. In practice, the participation rate is high in the
state sector and in large non-state units; and the rate is low in small units, mostly
in the service sector. As outlined earlier, a particular impediment to the extension
of Social Insurance is the steady shift of employment away from the state sector
into small enterprises in the services.

Social Insurance provides a limited social security cover in that it not only
excludes by design the non-participants in the labor market but also fails to extend
to the whole urban labor force. The implication is that a social security system
has to include both social insurance and social assistance schemes, if it is to cover
a substantial section of the population, which is what the Chinese and other social
security systems do. The transition towards a market economy has drastically
curtailed the scope of “welfare through work” and the void that created has been
largely filled by social assistance schemes. The trend looks likely to continue.
Taken together the contributory and non-contributory schemes are characterized
by two salient features, the ramifications of which run wide and deep through the
system:

* segmentation and striking differences in provision across groups;
*  highly decentralized financing and management.
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Segmentation

All social security schemes in China are earmarked either for the urban or the rural
population; as yet, there is none that covers the whole population. Furthermore,
“rural” and “urban” are defined with reference to the entry in the hukou, not the
actual place of residence. As a result persons living and working in cities on a long-
term basis may still be classified as “rural” and excluded from the schemes for
the urban population. From the point of view of social security, the population is
divided along two lines: first, rural and urban and, second, permanent residents
and immigrants, a distinction which is mainly relevant in an urban setting. In the
past, there also existed a deep division between the state sector employees and
other employees, which has almost disappeared. The first two divisions are fading,
but will still take some time to disappear completely.

The difference in the social security provision for the urban and for the rural
population is glaring. In principle, though not always in practice, those with bona
fide urban registrations benefit from a complementary combination of a
comprehensive Social Insurance and the MLSA, which bridges any shortfall of
household per capita income up to the local poverty line. As a result, the urban
population enjoys a comparatively high level of social security by the standards of
developing economies. In contrast, social security provision in rural areas is
sparse. Apart from two limited contributory schemes, all rural schemes fall under
the category of “social assistance,” aimed at relieving severe poverty only. Social
Insurance does not apply to the rural labor force, not even to wage-employees of
TVEs, who number 139 million compared to 67 million employees in the state
sector (NBS 2005b). Notwithstanding the rising ratio of the elderly in the
population, there is as yet no clear policy towards the development and extension
of rudimentary rural pension schemes.

An urban bias in social security provision is common in developing economies
and not by any means unique to China. The bias is to a degree unavoidable, given
serious problems in designing contributory social security (Social Insurance)
schemes for the self- or the informally-employed. There are two professed
rationales for the limited social protection cover in China’s rural areas. One is that
each rural household is assigned a plot of agricultural land that serves as a floor to
household income, a feature that is particular to China and a few other economies.
The other is the high cost of introducing a social security regime comparable to
the one in urban areas relative to the limited capacity to collect taxes and social
security contributions in rural areas. Both are valid justifications, but under strong
qualifications. The protection provided by land plots is highly variable and has
diminished over time because of the combination of the increase in the rural
population and the diversion of land to non-farm uses. The latter has given rise to
a substantial rural population without any land. As for the second, the rural-urban
distinction is maintained even where it is possible to extend some schemes to
the rural population. For example, 139 million employees of TVEs are by design
excluded from Social Insurance, even when employed in large enterprises on terms
similar to those in urban enterprises. The differential treatment of the urban and
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rural population is also based on the anachronistic assumption that the rural labor
force is self-employed and engaged in farming.

Decentralization

Both rural and urban social security systems are highly decentralized, the former
more than the latter. In the case of the urban schemes, although Social Insurance
and MLSA are based on regulations issued by the central government, many
of the details of the schemes are left to the discretion of the provincial or municipal
governments. More consequential, for both Social Insurance and MLSA, the
budgetary units are 269 cities (excluding county-level cities and towns),'! and
generally cities are expected to cover from their own budgets any deficit on Social
Insurance and the cost of MLSA in their respective jurisdictions. As is to be
expected, the balance between contributions and expenditure varies across cities,
depending on the number of pensioners relative to contributors and the unemploy-
ment rate, and so do their general finances. As a result, the operation and benefit
levels can vary widely across cities even within the same province. Apart from
a few very large ones, cities are too small a budgetary unit to provide sufficient
risk pooling to ensure the sustainability of Social Insurance. The financial decen-
tralization also has an adverse effect on the operation of MLSA, which has to
be financed from the general revenue of the cities. In many cases, cities with a
comparatively heavier burden of MLSA have more strained budgets because
the factors that cause households to slip into poverty also act as a drag on city
finances.

Decentralization in rural areas runs deeper than in urban areas. Apart from a few
schemes run by the national or by provincial governments, most of the rural social
security schemes are organized at the grass roots level of villages. Such schemes
include assistance to poor households and the rural pensions and cooperative
medical insurance schemes. The initiation, operation and financing of rural schemes
largely rests with lower government tiers; the higher government tiers (provinces
and the center) confine themselves to the supervision and setting-up of pilot
schemes. Associated with this, variations in social security provision are much
wider in rural than in urban areas.

There are ad hoc transfers from the central and provincial governments to lower
tier governments so they can meet their social security obligations under Social
Insurance and MLSA. But there is as yet no regular framework for fiscal trans-
fers from higher to lower government tiers to cover expenditure responsibilities
of the latter. An overhaul of the system of intergovernmental finances has been
high on the reform agenda for a number of years but, as emphasized in several of
the other chapters in this volume, it still remains to be realized. A pooling of Social
Insurance contributions and expenditures at the provincial level is the policy aim.
In most cases, this would be sufficient to put the urban social security system
on a sound financial footing because many of China’s provinces are as populous
as sizeable countries. The upgrading of the level of budgeting from cities to
provinces for Social Insurance can take a number of forms ranging from a full
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integration to compensatory transfers within a decentralized system. Each of these
has implications for the administrative structure. The national pooling of social
security contributions and expenditures does not seem to be feasible. It would also
be inequitable in that, under the present financing arrangements, poorer provinces
would be making transfers to richer provinces because the latter tend to have a
higher ratio of pensioners to contributors than do the former.

Trends of evolution

The most notable trend at present is the progressive erosion of the distinction
between urban and rural, which has cast a long shadow on the Chinese social
security system and on a wide range of other institutions and social phenomena.
The driving forces behind the trend are three developments since the mid-1990s.
One is the emergence of a large population of immigrants,'> who find themselves
in “no man’s land,” excluded from social security at their destination and also
at their place of origin by virtue of their absence. Migrants already constitute a
substantial percentage of the total population and are likely to grow in numbers.
For example, the migrant population of 134 million reported by the census in 2000
came to almost 11 percent of the total population in that year. Migrants have
existed in substantial number since the early 1990s. But recent years have seen a
major change in government’s attitude towards migrants and rural-to-urban migra-
tion. It has come to be widely accepted that rural-to-urban migration is irreversible
and the absorption of migrants is the appropriate policy response. The indicators
of change include the ongoing transformation of the Aukou system and the phasing
out of negative discrimination against school children from migrant families,
such as denying them admission in the local schools or charging them a higher fee.
Underlying the change of stance is also the recognition that a narrowing of the gap
between rural and urban incomes, which is wider than ever before, requires the
removal of impediments to migration and that in some cases migration is the most
cost-effective way of lifting the rural population out of poverty.

The second driver is the flux in the Aukou system. The predominant orientation
of the change is towards the abolition of the division “agricultural/non-agricultural”
or “urban/rural.” A major landmark in the transformation of the hukou system
was the document on the urbanization strategy issued by the Central Committee
of the Party in September 2000. The document entitled migrants with a regular
job and a fixed residence to obtain a change in Aukou. The prescription is uni-
versally implemented, though details vary locally. Another radical change is the
decision by 11 provinces to set up a unified hukou system that does away with
the division between rural and urban altogether. As these are to be provincial
systems, they will highlight the division of the population by provinces. These
ongoing transformations of the hukou system on a piecemeal basis raise questions
concerning, first, the likely final outcome and, second, the impact on the social
security system. The likely outcome is the consolidation of disparate changes in a
national framework that permits provinces and municipalities to decide on particu-
lar details. But as the new system will be operated by a sub-national government
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tier, the new Aukou will throw into relief the particular province or the municipality
that issues the registration document.

On its own, the elimination of the distinction between urban and rural is merely
a matter of relabelling. There are now reports of numerous cases where it has been
just that and has therefore made no difference to social security entitlments.!'?
Actual steps to extend the coverage of existing urban schemes to the rural
population have so far taken three forms. The first is to bring immigrants in cities
within the ambit of the urban social security system. Following the example set by
Guangdong and Shanghai, many cities extend Social Insurance to immigrant
workers. The impediment here is in solving the question of how the participating
workers, who are meant to be temporary residents, would actually receive the
future benefits due to them, such as pension or unemployment compensation. The
removal of the tag “agricultural” should help in lifting the impediment. The second
is to extend Social Insurance to wage-employees in TVEs, especially large ones,
which a number of cities have begun to do. The third, which is the most radical,
is to extend the urban social security schemes to the rural population in the
jurisdiction of the city or the province. Shanghai is already implementing a staged
transition to an integrated system covering both the rural and urban inhabitants
of the city. In the first stage, which is already introduced, the rural inhabitants of
the city are offered a social insurance package that covers the same contingencies
as does the scheme for urban inhabitants but with a reduced contribution rate in
return for reduced benefits.

The third development eroding the distinction between rural and urban inhabi-
tants is the appearance of a sizeable population of landless rural households, which
is an anomaly in the context of the Chinese social security system. Classified
as “agricultural,” they are excluded from the social security cover for the “urban”
households on the grounds of having a plot of land, which they no longer have.
Until the late 1990s such households were small in numbers and most of them had
given up land voluntarily. In recent years they have grown rapidly in numbers
due mostly to the requisition of land for “development zones,” in return for a
derisory compensation. The households are paid a fraction of the value of their
plots as agricultural land, which is usually a small percentage of their value in non-
farming use. In 2003 the total area of the development zones exceeded the total
area used for new municipal construction. A rough estimate is that there are
40 million such households, which comes to 16 percent of the total number of rural
households in 2004. Regarding them as a potential source of social instability,
the government has extended the MLSA for the “non-agricultural” households to
rural households with no or insufficient land. This constitutes a major breach of
the separation of social security schemes for the rural and urban populations.
Extrapolated over time such extensions of the urban schemes will not mean an
end of the distinction between “rural and urban” per se, but rather a progressive
shrinkage of the category “rural.”
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Notes

1 This refers to the period since the end of 1978.

The official figures are calibrated with reference to the official poverty line, which is
regarded as too low by external observers. Using a higher poverty line changes the
headcount of the poor but does not affect the downward trend.

3 The rural as a percentage of the urban per capita income rose from 39 percent in 1978
to 54 percent in 1985 and thereafter began to fall, reaching an all-time low of 31 percent
in 2004 (NBS 2005a: Table 10.2)

4 For an account of the hukou system see Beijing Review (2004) 47 (1) and Beijing
Review (2005) 48 (49).

5 In Chinese statistics a migrant is defined as a person living for six months or more in a
locality different from the registered place of residence.

6 The first population census, undertaken in conformity with best international practice,
was carried out in 1982.

7 The categories “low-income” and “middle-income” refer to the World Bank
classification of countries in terms of GDP per person.

8 See Beijing Review (2004) 47 (1) 1 Jan: 323 and Beijing Review (2005) 48 (19) 8 Dec:
22-5.

9 For an outline of the current system see the white paper issued by the State Council
“China’s Social Security and Its Policy,” Sept 2004, available online at <http://
peopledaily.com.cn>

10 For an account see the “White Paper on Social Security,” Ministry of Labor and Social
Security, Sept 1994.

11 Chinese cities divide into a five-level hierarchy: provincial, sub-provincial, prefecture-
and county-level. All included there are 662 cities and towns. The above figure of
269 excludes 393 county-level cities.

12 Classified with reference to origin and destination (whether rural or urban), migrants
divide into four categories, but a vast majority fall in the category rural-to-urban.

13 See Beijing Review (2005) 48 (19) 8 Dec: 22-5.
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6 Investing in rural China

Tracking China’s commitment
to modernization'

Zhang Linxiu, Luo Renfu, Liu Chengfang
and Scott Rozelle

Two decades of economic reform have changed the economic landscape of China.
During the 1980s and 1990s, per capita grain output reached a level similar to that
in developed countries (FAO 2002). Agricultural productivity has risen steadily
for two decades (Jin et al. 2002). Many farmers have shifted into higher valued
agricultural enterprises, making decisions increasingly on market-oriented prin-
ciples (Huang et al. 2006). Off the farm, more than 40 percent of rural residents
have employment; about 100 million of them — most of them young and eager to
make new lives in the city — have left home and moved to urban areas for employ-
ment (de Brauw et al. 2002). Rural incomes have risen significantly and hundreds
of millions of people have escaped poverty during this time (World Bank 2001).
Indeed, economists looking at China from a comparative perspective praise
China’s reforms as the “biggest antipoverty program the world has ever seen”
(McMillan 1997: 210) and have claimed that the reform policies have led to “the
greatest increase in economic well-being within a 15-year period in all of history”
(Newsweek 2005).

While the recent success of China’s poverty alleviation efforts is indisputable,
there are still great challenges ahead. More than 100 million farmers and their
families still live below the poverty line (World Bank 2005).2

Inequality within the rural economy rose during the early reforms and has
remained high since the mid-1990s (see Chapter 2 by Riskin in this volume).
Despite nearly continuous growth, the gap between urban and rural incomes has
not narrowed (Fleisher and Yang 2003). Visitors to most parts of rural China find
that, while life has improved immeasurably in recent years, the landscape is still
one of a poor, developing country. Understanding the importance of keeping the
rural economy strong and reducing the glaring differences between the rural and
urban economies, national leaders during the recent sixteenth National Congress
of the Communist Party of China (CPC) reiterated several times that one of the
main goals of the coming decade was to integrate the rural and urban economies,
ensure a more balanced pattern of growth between city and countryside, shift
massive amounts of labor out of agriculture and generally to seek a modern, urban-
based society.

To achieve such lofty goals, not only do leaders need to continue to push reform
policies, but the experience of other nations demonstrates that massive investments
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— from both fiscal and financial sources — are needed to facilitate the modernization
of China’s rural sector. In countries that have gone through this development
transition in the past, Timmer (1998) has described a process by which modern
nations at a certain point in their development path make a fundamental shift in
priorities and begin to increase investment into the rural sector. While recent work
has quantified the nature of the capital flows between the agricultural and non-
agricultural sectors and between the rural and non-rural sectors, there is almost
no understanding of the channels through which these investments flow, how
the decisions are made at the micro-level to invest or not, how much support is
provided by upper-level government and how much by the village itself, or of how
to explain the great heterogeneity that we observe in rural China.

In this chapter we will seek to better understand how investments — both those
from above and those made by villagers themselves — have contributed to the
process of rural development and poverty alleviation in China. In particular, we
will use a new, nationally representative data set from nearly 2,500 villages to
describe the contours of investment in rural China. We will also present profiles
of investments in rich and poor areas, and examine the nature of the heterogeneity
in investment. Finally, we will attempt to explain why some villages have received
and made heavy investments while others have not.

In this analysis, we will focus on the village and its role as the entity to which
public goods are being provided. While it is possible to have centered our attention
on other levels of administration — for example, towns or counties — we chose the
village because of its immediacy to the livelihoods of China’s rural population. By
far the great majority of China’s rural residents live and work within the confines
of the village community. Traditionally village leadership councils, while they are
not formally part of the government hierarchy, have acted as quasi-government
entities and have taken on responsibility for the provision of public goods. We
understand that by focusing on villages we miss a certain amount of public invest-
ment that provides services to rural residents that are not within the boundaries
of village communities (e.g. schools in townships; interprovinical roads, etc.). Our
field work however has taught us that, for many public goods, farmers are most
aware and take most frequent advantage of those that are provided within their
villages.

Data

At the heart of our analysis is our data set. We use a unique set of data on the
institutions and public goods investments in rural villages in China. The data were
collected in 2003 from six provinces and 36 counties in a nearly nationally
representative sample. The sample provinces were each randomly selected from
each of China’s major agro-ecological zones and the counties were randomly
selected from within the provinces.? After counties were selected, a sample of six
townships was chosen from each of the 36 counties. A total of 216 townships were
chosen. Within each of the 216 townships (six provinces X six counties X six
townships) visited by our enumerator teams, officials asked each village to send
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two representatives (typically the village head and accountant) to a meeting in the
township. On average, enumerators surveyed around 11 villages in each township.
The number of villages per township ranged from two to 29.4 In short, we surveyed
the village leaders from each of the villages in a sample of 216 randomly drawn
towns and 36 randomly drawn counties in six representative provinces. To our
knowledge, this is the only nationally representative data set on investments in
public goods at the village level that exists in rural China.

A unique feature of the data set is that it is based on information provided by
representatives of the villages. Most other studies have used data from more aggre-
gated sources, such as data at the county or provincial level (e.g. Huang et al. 2006;
Fan et al. 2002). Relying on village leader input, however, is important for two
reasons. First, historically villages in China have taken responsibility for raising
money and in-kind labor from their villagers and other assets (e.g. village-run
enterprises and/or land sales) in order to invest in the village. Second, even when
funds for investments in villages are provided from above level governments, they
almost always are run through projects that are implemented, managed or moni-
tored by village leaders. Hence, to an extent not possible with information from
either upper-level government officials (who only know at most part of the flow)
or farmers (who often do not have access to information on investment activities
(either from above or by the village itself), village leaders are in a unique position
to provide a comprehensive portrait of investment at the village level.

After answering questions about the economic, political and demographic
conditions of their villages in 1997 and 2003, the respondents answered a set of
questions about the investment activities in and around their villages between the
years 1998 and 2003. The questionnaire was designed to elicit information about
the size of each investment, its primary objective, sources of funding and the
level of participation in terms of investment and labor contribution of the village.
The survey instrument collected information on both the number of investment
projects in the village between 1998 and 2003 and the total level of investment.
The information was collected for 17 different types of public goods projects and
10 different types of development projects. A public goods project is an invest-
ment activity in which the benefit of the investment is enjoyed by all or most of
the residents in the village and where it is difficult to exclude individuals from
access to the services of the project (see Table 6.1 for a list of public goods
projects). A road or an irrigation project is an example of a public good investment.
Development projects were defined as projects with the major objective of
promoting an economic enterprise that is normally run by a household as a primary
income generating activity. Unlike public goods, individuals in the village can
be excluded from enjoying the benefits of development projects. For example,
development projects include investments in orchards, cash crop enterprises and
livestock raising activities. In this chapter we focus on public goods projects.
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Table 6.1 Number and size of public goods projects (regional population weighted),

1998-2003
Project Number of Average size Accumulated
projects (1000 yuan) distribution of
projects

Roads and bridges 1266 112 21.2
Grain for Green 892 67 36.1
School construction 850 99 50.3
Irrigation and drainage 819 65 64.1
Drinking water 636 75 74.7
Loudspeaker for village committee 379 60 81.0
Recreation center 262 50 85.4
Build clinic 163 25 88.2
Beautify environment 157 24 90.8
Watershed management 151 298 93.3
Forest closure 140 34 95.6
Land leveling 124 136 97.7
Eco-forest 55 34 98.6
Land improvement 52 110 99.5
Build pasture 19 134 99.8
Other public project 10 244 100.0
N/mean 5,975 108 -

Source: Authors’ survey

Tracking investment in rural China

Despite the suggestion by some that China’s rural areas are being neglected, our
survey shows a surprising level of investment activity in rural China. During the
five years of our study, enumerators recorded that there were 9,138 investment
projects in the 2,459 sample villages. On average this means that during the five-
year sample period, each village had 3.75 projects, nearly one per year. More than
85 percent of villages in the sample had more than one investment project between
1998 and 2003. While it is hard to say if this level of investment is high enough
to facilitate China’s modernization, compared to some other developing countries,
it appears that China in recent years is generating a relatively high degree of
investment. For example, in a study by Khwaja (2002) that canvassed several
hundred villages in Northern Pakistan enumerators found only 99 villages that had
at least one public goods or development project during the previous decade. Only
33 villages had more than one project. A recent national representative sample
of villages in Mexico found, on average, that there was only approximately one
public good or development investment project that had been implemented in a
typical village during the past 10 years. At least compared to other developing
nations, China’s villages appear to be receiving substantial investments.

In addition, China’s investment targets are increasingly focusing on investment
in public goods. In the 1980s local leaders put a lot of effort into managing village-
run development projects (Rozelle 1990). For example, during the 1980s and
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1990s leaders themselves often took an active role in starting and running local
enterprises instead of maintaining a more traditional regulatory role. In some parts
of China the vast tracts of fast-growing forests, citrus and apple orchards and large-
scale livestock projects testify to the efforts of entrepreneurial village and town-
ship leaders who were trying to diversify the economic bases of their communities
(Rozelle 1990). After 1998, however, our data show that leaders focused most of
their effort on public goods-oriented investment projects (87 percent).’ In value
terms, 77 percent of rural investment was spent on public goods.

Although most new investment projects since 1997 were public goods in nature,
leaders invested in a wide variety of different types of infrastructure projects.
Specifically, of the 5,975 public goods projects, there were at least 20 sample
villages that invested in 15 different types of public goods investment projects
(Table 6.1, Column 1).° The average size of each type of project was fairly small
— 108,000 yuan (Table 6.1, Column 2) — although these vary from project
to project (from a high for watershed management projects — 298,000 yuan — to
projects such as clinics and village beautification that were only around 25,000
yuan).

Some types of investment projects, however, were much more popular than
others; a large majority of all types of public goods investment were made in
one of five categories of projects (Table 6.1, Columns 1 and 3). For example, over
half of the villages (1,266) invested in roads or bridges. Roads and bridges
accounted for 21.2 percent of all of public goods projects. Between 800 and 900
villages invested in Grain for Green, school construction or irrigation and drain-
age projects.” More than 600 villages invested in drinking water projects.® In total,
three quarters of all projects (74.7 percent) were accounted for by investment
into these five investment activities.

The top five projects — roads and bridges, Grain for Green, irrigation, school
construction and drinking water — also commanded a large share of total invest-
ment. Of all investment in value terms, leaders invested 81 percent of their funds
in the top five projects. In fact, of all the investments made in China’s villages,
according to our data, 22 percent of investments are in roads and bridges.

Sources of funding

While investment activity in China’s villages has been fairly robust and varied, the
extent of decentralization and the sources of investment need to be tracked before
one can assess the commitment of the central leadership to the rural economy.
Many government functions in China are decentralized (Wong 1997). In many
cases, the degree of decentralization is more than in any other country of the world.
For example, while in most countries the national government takes responsibility
for most agricultural research and development and rural educational programs, in
China provincial and sub-provincial governments bear most responsibility for
investment into agricultural technology and agricultural extension.

Despite the decentralized nature of China’s economy, the national and provin-
cial governments have funded significant amounts of investment into rural areas
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(Table 6.2, Column 4). For example, in 2003 the central government spent about
12 billion yuan on roads and bridges in rural areas. This is part of a national effort
that was announced in 2000 which set a goal of improving China’s rural road
network (Ministry of Communications 2000). In the same year, 26 billion yuan
was spent on irrigation and drainage projects and more was spent on drinking
water (although the precise figure is difficult to know, given the absence of
statistics). While a large fraction was devoted to salaries, in 2003 the central
government spent more than 82 billion yuan on rural education. Although statistics
also are difficult to find, it is estimated that upper-level officials and local leaders
invested 7.2 billion yuan annually into the construction of schools. Although
expenditure on Grain for Green was low in 2000, the first year of the program, by
2003 the government had spent 5.3 billion yuan. Clearly, at least according to
national statistical sources, there are large volumes of funding being directed
to rural public goods.

However, because of China’s decentralized fiscal system, local governments
and communities are expected to take responsibilities for the provision of local
public goods, including investment in the infrastructure that is needed to provide
access to or improve access to the public good. This is confirmed in our data,
which show that China’s villages also contribute a large share of the funding for
public goods investment to their villages (Table 6.3, Columns 1 to 4). For example,
after dividing projects into three types — those fully invested from above
(henceforth, subsidized investments); those fully invested by the village (own
investments) and those that are jointly funded (joint investments) — our data show

Table 6.2 Total annual investment in rural China’s infrastructure at village level,
2003 (billion yuan)

Project type Our sample survey data®
Total Subsidized Own Budgeted  Percent of Total
investment  investment investments investment® budgeted  investment
at village investment  (Columns
level spent at 3 plus 4)
village
level©
Column 1 2 3 4 5 6
Roads and bridges ~ 11.01 5.19 5.83 12 43 17.83
Irrigation 4.67 1.77 2.90 26 7 28.90
Grain for Green 4.66 3.85 0.81 53 72 6.11
Schools 7.19 3.51 3.68 82 4 85.68
Drinking water 3.70 1.90 1.80 na na na
Others 7.60 4.25 3.35 na na na
Notes:

a Data from columns 1, 2 and 3 are from authors’ survey and using its representative nature are scaled
up to the national level;

b Data from column 4 are from secondary sources and are tabulating budgeted investment from above
(Huang et al. 2005; Fan et al. 2002; Xu and Cao 2002);

¢ Column 5 is calculated as the ratio of Columns 2 and 4.
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Table 6.3 Funding source of public goods projects by province, 1998-2003

Province Total Wholly Wholly Jointly Subsidized Own
number of subsidized- own-funded funded investment investment
projects  funded projects projects
projects
(Number of projects) (Percentage)
Jiangsu 1,646 436 392 818 26.0 74.0
Gansu 1,085 481 67 537 76.9 23.1
Sichuan 1,037 567 92 378 64.3 35.7
Shaanxi 1,352 525 142 685 72.2 27.8
Jilin 1,130 420 135 575 44.7 55.3
Hebei 1,473 318 557 598 50.4 49.6
Whole sample
Number of
projects 7,723 2,747 1,385 3591 — —
(Percentage)
Percentage
of total 100 36 18 46 53 47

Note: Subsidized investment is the amount of investment from higher-level governments; own
investment refers to funds invested by the village itself

Source: Authors’ survey

that villages fund 18 percent of all public goods projects as own investments
(Table 6.3, Row 8). And, while 36 percent of projects are from subsidized
investments, nearly half (46 percent) are joint investment projects. In rural areas
in other countries, such as Indonesia and Malaysia, local governments contribute
little if any to public goods investment.

Examining the total contribution from villagers in value terms, in fact, the role
of the village is even higher (Table 6.3, Columns 5 and 6). While 53 percent of
the monetary value of total investment is from subsidized investment, villagers in
China are funding 47 percent of their public goods investment with their own
investments (Table 6.3, Row 8). In addition, China’s villages also help by invest-
ing in-kind labor. In 56 percent of projects, villagers contributed labor. On
average, for each project towards which villagers invested their labor, villagers
contributed 1,121 days of labor (on average about five days per household). Hence,
if the time that villagers work is monetized and is counted towards the overall
contribution, the local share of public goods investment is far greater than
50 percent.

Counting investment in public goods from both sources — both from above and
from villagers — the nature of our sample allows us to estimate the total volume
of investment funds that are channelled into China’s villages each year for public
goods investments and to demonstrate that a substantial amount of investment
is now going into China’s villages. For example, according to our data, during
the five-year study period, China invested 11 billion yuan per year into the
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construction of roads (Table 6.2, Column 1). The simultaneous appearance
of investment at the local levels and nation-wide infrastructure improvement
programs demonstrate that at least to some extent the central government’s invest-
ments do make their way down to rural communities and help supplement the
village’s own efforts. While such large levels of investments are impressive,
especially when compared to other developing countries, it is important to note
that because of the nature of our data, we still only count the part of total
investment that is spent at the village level. Our figures do not count the part of the
total of investment funds budgeted by upper level officials (henceforth, budgeted
investment funds) that is spent on projects or project components outside of
China’s villages. Likewise, budgeted investment data from yearbooks and other
information sources do not typically include spending by villages on public goods.
Village spending is counted as self-raised and therefore is almost never counted.’
Hence, in the same way that our data do not include all of budgeted investment
figures, budgeted investment figures do not capture all of the investment going into
China’s villages. Hence, when we add budgeted investment to the investments
from villagers, overall investments rose further (Table 6.2, Columns 3, 4 and 6).

Our data also let us examine in part how rural public goods investment funds
are managed and what fraction of budgeted investments is spent in China’s village.
When we compare the part of village level investment coming from above with
budgeted investments, we find that only a relatively small share of total budgeted
investment is ultimately spent in China’s villages. For example, according to
national data sources, about 12 billion yuan per year has been expended by upper
level governments on roads (Table 6.2, Column 4). According to our data,
however, only 5.2 billion yuan of the 12 billion, or 43 percent of total budgeted
investment funds, that are spent in the village is from above (Table 6.2, Row 1,
Columns 2, 4 and 5). In fact, the proportion of budgeted investment that is spent
at the village level varies greatly. In the case of Grain for Green, 72 percent of the
funds allocated from above make it to the village level. In the case of irrigation
projects, only 7 percent is spent at the village level. While it is beyond the scope
of our chapter to analyze the reasons for these differences, certainly, it is a com-
bination of technology (e.g. a large fraction of irrigation money goes to maintain
the large irrigation infrastructure that is needed to deliver water from its source
to the village), the nature of the data (in the case of roads, we are comparing
funds spent at the village to the total budgeted for rural roads; funds invested in
inter-provincial roads and urban roads are not included), and any diversion of
investment funds that occurs for administration and/or other less transparent
reasons.

Changing investment strategy and pace of investment

Our data also suggest that China’s commitment to investment in rural public goods
is not static. During our survey, in response to our inquiries about the objective of
investments in the past (that is, before the study period in the 1980s and early
1990s), village leaders told us that most projects would only be implemented if
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they had a close connection to village incomes or would increase employment
opportunities for villagers. For the study period, we asked a series of more formal
questions about the motivation for investments. Specifically, enumerators asked
village leader respondents about the primary goal of each investment that their
village made. They were asked to choose among several pre-coded answers:
increase income of villagers; improve the standard of living (apart from any direct
rise in rural incomes); raise village fiscal revenue; employment generation;
improve the environment; or some other unspecified reasons. While a large share
of respondents (34 percent) still said that the primary reason for a project was to
increase farmer income, many did not. In fact, the most frequent response about
the motivation of public goods investment (41 percent) was to improve the quality
of the standard of living in the village. Moreover, a significant proportion (16
percent) stated that projects were primarily being implemented in order to improve
the environment. Only an insignificant share stated the projects were to generate
employment or increase village revenues. If our data are accurate, these responses
indicate that there has truly been a shift in the quality of the projects being
implemented.

In addition to the change in the guality of China’s investment projects, our
data also show a modest increase in the quantity of investment funds flowing into
China’s villages. According to our data, during the first part of our study period
(before 2001), on average, China implemented 0.46 projects per year (survey
weighted). In other words, during this time, there was less than one project imple-
mented in each two villages during each year. There was no province in which
upper-level officials and village leaders reached an investment rate that exceeded
one project per year. In fact, most of the provinces in our sample did not achieve
a project implementation rate greater than 0.5 project per year.

The rate of project implementation rose, however, during the latter period of
our study. After 2001, according to our data, on average each village in China
was implementing 0.57 project per year (survey weighted). Officials and leaders
in Shaanxi and Jilin implemented almost one project per year. Although not
shown, if we include improvements to the electrical web and telephone network,
the number of investment projects per village almost reaches an average of one for
each year. Investments calculated in value terms give us similar results.

Hence, when examining descriptive statistics, we see a profile of a rural econ-
omy that is in the midst of an emergence of investment activity. As required for
the fundamental transformation of its villages, according to our data, it does
appear as if China’s rural areas are getting greater amounts of investment than
before. The amount of investment appears to be larger than that in many other
developing nations. Moreover, most of the investment appears to be going into
public goods.

Despite the progress, however, it is important to note that comparisons (that are
at best rough) with other East Asian nations during their take-off periods show that
China is still far short of the level of investments in rural areas that supported the
transformation of their economies (CCICED 2004). While China currently is only
investing between 40 to 50 US dollars per capita into rural areas, Japan during the
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1950s and 1960s was spending about 400 US dollars per capita. South Korea was
spending more than 200 US dollars per capita during the 1970s and 1980s, its take
off period. Hence, the bottom line is that while it appears as if China is moving
in the right direction, it also seems clear that the current level of public goods
investment is still not sufficient to push the nation decisively toward rural
modernization.

One unique characteristic of China’s investment pattern is the important role
being played by villages in financing public goods investment. This feature is
almost absent in other developing countries today where the central government
is the driving force behind most public goods investment. Perhaps it is because of
the active role played by villages that China is outperforming other developing
nations in recent years. However, it is possible that over-reliance on local sources
of investment may lead to inequitable levels of public goods provision across
China’s communities, since it is presumed that the poor will be less able to afford
to invest. A local government-dominated system of public goods investment may
also not yield the best mix of investments since many public goods investments
(e.g. schools) tend to provide great benefits outside the community (e.g. when
children are educated they frequently leave for urban centers, taking their skills
with them). It is possible that when much of the benefit of public goods invest-
ments can be seen to accrue to the economy outside the locality, local officials and
village leaders may have significantly less incentive to invest. Pointedly, although
Japan and South Korea both had considerable participation by local governments
during their take-off periods, most funding came from the national government.

Explaining inter-village differences in public goods
investments

While the profile of investment for rural China in general is positive, there are still
a number of unanswered questions, many of which include questions about the
distribution of investments. Are the poor benefiting? How have ethnic minority
groups fared? In such a decentralized system, who is paying for the investments
and are the investments being put into the areas that demand investments? Who is
receiving subsidized investments and what are the factors that determine the
allocations of public goods investment funding?

In this section the primary purpose is to answer some of these questions and
to help identify the determinants of investments in public goods. To do so, we
proceed in two steps. First, we need to examine the degree of heterogeneity
of public goods investments. Second, we need to identify the factors that lead to
high investments in some villages and low ones in others. We do so with both
descriptive statistics and multivariate analysis.

The importance of determinants analysis is underscored when examining the
distribution of China’s investments. While our data show that the number of
investment projects in China is fairly substantial and rising over time, it also can
be demonstrated that the number of investments varies significantly among our
sample villages (Figure 6.1). For example, although the mean of the distribution
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Panel A: Total number of public goods investment projects
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Figure 6.1 Distribution of public goods projects, total number of investment projects and
number of subsidized investment projects in rural China, 1998 to 2003 (authors’ survey)

is 3.7 (that is, on average, each village implemented nearly four projects during
the sample period, 1998 to 2003), there are some villages that have implemented
many more projects than others. Nearly 20 percent of villages have run five or
more projects during the five-year study period; several have had up to 10 (Figure
6.1, Panel A). At the same time, however, a significant share of villages had only
one project (12 percent of villages) or none at all (5 percent of villages) during the
entire period.

In addition, there is also substantial heterogeneity in the size of projects
and the amount of investment in each village. On average, each public goods
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project required about 50,000 yuan. However, some projects are very large (up to
500,000 yuan or more). In contrast, a substantial share of projects came in under
20,000 yuan. When we examined the correlation between the number of projects
and the size of projects, it was found to be insignificant from zero. This means that
the distribution of total investment (in total amount invested) is nearly as skewed
as the distribution associated with the number of projects. In other words, there are
some villages in which there is a lot of investment occurring and some with little.

Our data also show, when examining projects by funding source, that the
distribution of investment is even more unevenly distributed. In the case of sub-
sidized investments, while about 20 percent of villages have three or more such
projects, 48 percent have none (Figure 6.1, Panel B). Although not shown, the
distribution of own investment projects is also highly skewed. For example,
around 25 percent of villages have implemented at least two projects without any
assistance from above. However, nearly two thirds of our sample villages have
never done so.

Determinants of public goods investment

In a system in which there are two main sources of funding (those from subsidized
investments and own investments), there are two major types of factors — targeting
factors and demand-side factors — that could affect the intensity of public goods
investment. Targeting factors are those characteristics of villages that are used by
upper-level officials as criteria for channelling investment into a village. For
example, a pro-poor investment project concentrates relatively more investment
into poor villages and less into rich ones. Officials also could use criteria such as
the fragility of the environment and the community’s ethnic status. It could be,
however, that poor villages have less growth potential and officials are trying to
target growth and will allocate relatively more investment towards non-poor
villages. Demand-side factors can be thought of as characteristics of the village
that would make villagers more or less inclined to invest in their village’s public
goods or to take the time and put out the effort to lobby upper-level officials for
public goods investment. In this part of the chapter, we are interested in under-
standing which targeting and which demand-side factors are guiding the allocation
of investment funding.

One of the most surprising targeting factors that is correlated with the intensity
of public goods investment in our descriptive statistics is the community’s income
level, although the relationship differs when using different definitions of income
and examining different dimensions of the relationship.!® In fact, when examining
the relationship between per capita income and the number of public goods
projects during the entire sample period, there is little pattern to the data (Figure
6.2, Panel A). As villages move from the lowest quintile when ranked in terms of

Figure 6.2 (opposite) Relationship between number of public goods projects and per capita
income, richer (Jiangsu province) and poorer (Shaanxi province) areas, 1998-2003.
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per capita income to the highest quintile, the number of projects ranges between
3.0 and 3.2; there is little apparent relationship.

In contrast, when comparing the number of public goods investments over
time between rich and poor villages, we see a positive shift in the government’s
commitment towards poor areas (Figure 6.2, Panel B). In the first part of our study
period, not only, as noted in the discussion above, was the average investment low,
but there was slightly more investment in richer areas (about 0.46 project per year)
than in poor areas (0.43 project per year). In the second part of our study period,
however, China’s investment patterns became more progressive. In that period,
officials and leaders in poor areas were implementing 0.6 project per year.
Although public goods investment also rose in richer areas, the rate of rise was low
enough that the annual rate of investment was lower (only 0.55).

Our data also identify the emergence of China’s progressive investment strategy
when looking at the level of subsidized investment for different groups of villages
when we rank them on a per capita income basis (Figure 6.2, Panel C). On average,
subsidized investment into China’s poorest villages is almost twice as great as the
richest villages. The same pattern appears in Jiangsu, the richest province in our
sample, and Shaanxi, a poor western province. Indeed, our descriptive data show
that on a number of dimensions China’s investment behavior is favoring the poor,
especially when considering subsidized investment.

A number of other correlations using our descriptive statistics to compare public
goods investment and targeting and demand-side determinants can be identified
in an array of cross tabulations that we created with our data (Appendix 6.1). For
example our descriptive data show that, unlike the case of per capita income,
there is little overt effort by the government to target minority areas (Appendix
6.1, Section 1). There are no evident trends, either in the number or level of invest-
ments, as the data range from villages with no or negligible shares of minorities
to those with substantial shares. While this result is disappointing for those that
were hoping that more investment would be channelled to minority communities,
it should be remembered that the cross tabulations are using all investments,
both subsidized and own investments. It could be that upper-level officials are
allocating more to minorities, but this is being obscured in the descriptive statistics
by the fact that minority villages are poorer and have fewer of their own resources
to invest.

The descriptive data do show, however, that officials appear to be targeting
investments according to several criteria, some of which appear to be progressive
in nature and others that could be interpreted as being regressive. For example,
somewhat more projects and significantly more investment are being put into
areas that are more mountainous (Appendix 6.1, Section 2). Most likely driven
by recent efforts to increase investment in poor mountainous areas with projects
such as Grain for Green, it appears as if the government is beginning to be con-
cerned about environmental problems. However, our data show that officials
are not targeting smaller villages in more remote areas (Appendix 6.1, Sections
3 and 4). Instead, relatively more investment is going to larger villages and to
villages that are nearer roads. Investing in villages near roads may be done for the
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convenience of project implementing teams or by officials wishing to showcase
their results. If officials are targeting growth, there may be greater growth potential
in villages near roads. By doing so, officials may be sacrificing deeper needs in
more remote villages for the benefits that come from being able to show off their
investment efforts.

In addition to a number of targeting factors, our descriptive data show clearly
that several demand-side factors also could be associated with the demand by
villagers for higher or lower rates of investments. In particular, villages with more
collective enterprises and those with more self-employed private entrepreneurs
have more projects and higher levels of public goods investments than those
without (Appendix 6.1, Sections 5 and 6). In contrast, villages with a large share
of the population in the migrant labor force have less investment (Appendix 6.1,
Section 7). While there are a number of reasons why such patterns may emerge,
they are also consistent with a story in which those with economic interests in the
village (e.g. those running or working in collective enterprises and those running
self-employed business) welcome and/or are willing to contribute to public goods
investments. When a large share of the village lives and works outside the village
in the city, however, those outside and those left in the village may be less inclined
to support public goods projects. Somewhat surprisingly, given the government’s
commitment to national food security, those villages with more land, or those that
may be more reliant on agriculture, have relatively less investment (Appendix 6.1,
Section 8).

Finally, when looking at other factors, we find in some cases there are other
factors that might affect the number or level of investment projects. Above all, we
find a strong correlation with the number of villagers who hold positions as
officials in the village’s township or county (Appendix 6.1, Section 9). According
to our data, having connections — or guanxi — in the places where investment
decisions are made matters. Such a finding of course is not surprising in a society
that has thrived over the years on informal networks. In contrast, there is little
support for a hypothesis that would predict an association between village govern-
ance and investment. In the descriptive data, few, if any, of our village governance
variables are associated — either positively or negatively — with investment
(Appendix 6.1, Section 10).

Multivariate analysis

To further examine the determinants of investment intensity, we use a series of
regressions to examine the factors that induce high investment in some villages
and low investment in others. In order to implement the multivariate analysis,
we examine the effect of a number of factors on the number and level of public
goods investment. Because we want to both run a regression that is population
weighted in order to produce results that are nationally representative and because
of the limited nature of the dependent variable, we use two separate estimating
strategies: one, a weighted Ordinary Least Squares (OLS) estimator; and two, a
tobit estimator (which is used by econometricians when the dependent variable is
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a limited number — that is, it is limited to between zero and one, as would be the
case if we explain the number of investment projects). The explanatory variables
include three types: a) targeting factors (including per capita income levels — both
a linear and squared term; the share of the population that is minority; the share of
the village’s land that has a slope greater than 25 percent; two location variables
— the distance of the village in kilometers from the nearest all-weather road and
the distance of the village to the township seat; and two measures of the size of the
village — the village’s population and the physical size of the village measured as
the distance in kilometers between the furthest two hamlets); b) demand-side
factors (including the number of collective enterprises; the share of households
that are self-employed; the share of the labor force that is working as migrant
workers; per capita land holdings to proxy for the importance of farming; and the
share of cultivated land that is irrigated); and c) other factors (including the number
of villagers that are in official positions in either the township or county govern-
ment; five governance variables — a dummy variable that equals one if the village
head turned over during the study period, the occupations of the village head and
party secretary prior to taking office, and the level of education of the village head
and party secretary; and per capita debt). All of the explanatory variables, when
available, are for 1997. The mean, standard error and range of the main variables
used in the regression analysis are in Appendix 6.2. Although we run the model
for both the number of projects and the level of investment, because the results
are robust, we report the results of the number of projects in the text (Table 6.4)
and relegate the results for the regressions explaining the level of investment to
the appendix (Appendix 6.3).

Although there are a number of exceptions, the results of the multivariate
analysis of the determinants of public goods investment are mostly consistent
with the descriptive statistics. For example, in the multivariate analysis we find
supporting evidence for the demand-side hypotheses. In villages with more
industrial and other commercial activity — that is those with collective enterprises
and self-employed households — there is relatively more investment. However,
in communities with more migrants, there is less investment. Hence, in the multi-
variate analysis, we find that in communities in which a larger part of the
population has more local economic interests, there is more investment activity.
It is possible that since attracting or making its own investment is costly in terms
of time and capital that villages without close ties to the local economy (i.e. those
with many migrants who live in communities far away from the home village) will
not take steps to invest in public goods.

In addition to the demand-side hypotheses, a number of other results are
consistent with the cross tabulation analysis (Table 6.4). For example, connections
are important. In fact, in almost every one of the descriptive and multivariate
exercises, villages with more guanxi in the township or county had high levels of
public goods investments. Finally, we find that like the descriptive results, there is
evidence of showcasing; we find the number of projects or the level of investment
are inversely correlated with the distance of the village from the nearest all-
weather road. Although it is unclear why, like the descriptive findings, we did not
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Table 6.4 Determinants of number of public goods projects between 1998 and 2003

Dependent variables:

Number of public goods projects

OLS Tobit
Targeting factors
Net per capita income, 1997 (yuan) 4.10e-08 —0.00014
0) (1.22)
Net per capita income square, 1997 (yuan) 1.66e-08 0
0.7) (1.88)*
Percent of minority population 0.002374 —0.00291
(0.79) (1.86)*
Percent of hilly land over 25 degrees 0.007085 0.002949
(3.64)*** (1.91)*
Distance from village committee to 0.011216 -0.01641
township seat (km) 0.97) (2.06)**
Distance from the village seat to the —0.01607 —0.00658
nearest road (km) (3.81)*** (1.96)*
Total population, 1997 (person) 0.00021 0.000271
(3.57)*** (6.34)%**
Distance between two most distant small 0.002905 0.039351
groups within this village (km) 0.2) (2.93)***
Demand side factors
Number of collective enterprise 0.107772 0.074373
(2.75)*** (2.67)***
Percent of self-employed households 0.026779 0.019392
(3.28)*** (3.65)***
Percent of migrant labor —0.00576 —0.00572
(1.48) (1.96)*
Per capita land (mu) —-0.04014 —0.02637
(1.39) (1.33)
Percent of effectively irrigated land —0.00685 —0.00866
(3.95)*** (6.66)***
Other factors
Number of fellow villagers with 0.030891 0.020646
township-above governments (person) (4.12)%** (3.94)***
Village head turnover, 1998-2003, 1=yes, 0.22298 0.102749
0=no (1.71)* 0.97
Village head occupation prior to office: -0.21257 —-0.16451
1=fulltime farmer, O=not 1 (1.88)* (1.75)*
Schooling of village head (year) 0.003529 -0.01813
(0.14) (1.07)

continued
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Table 6.4 (continued)

Dependent variable: Number of public goods projects
OLS Tobit
Party secretary occupation prior to office: —0.10934 —0.06384
1=fulltime farmer, O=not 1 (0.93) (0.66)
Schooling of party secretary (year) -0.01847 -0.01173
(0.77) (0.72)
Per capita debt, 1997 (yuan) 0.000162 0.00019
(2.43)** (1.80)*
Constant 2.857202 3.307571
(7.22)%%* (12.61)%**
Observations 2324 2389
R-squared 0.12
Notes:

1 Absolute value of t statistics in parentheses;
2 *significant at 10%; ** significant at 5%; *** significant at 1%

find many of the governance variables to be statistically significant. Two expla-
nations are plausible. One is that since a large share of the village’s investment
is subsidized from above (or is initiated from above), the quality of the village’s
leadership does not matter. Alternatively, it could be that village leaders do not
matter and that the power rests in the party secretary, and even in today’s more
market-oriented environment it may be that traditional ties to upper-level party
officials (that are difficult to measure) matter more than whether or not village
leaders have higher education.

A number of new results also appeared when using multivariate analysis, a fact
that might mean that the more complicated relations were masked when using
simple descriptive statistics (Table 6.4). For example, we find that large villages
—those with larger populations — attract a greater number of public goods projects.
We also find that villages with greater land per capita and those with a larger share
of cultivated land that is irrigated have fewer investment projects. Apparently,
China’s industry-oriented fiscal and financial system (Wong 1997) also affects the
intensity of investment.

Determinants of funding from above and by the village

While the results in the previous section are interesting, one of the main conceptual
problems with the determinants analysis of total investment is that the dependent
variable (total investment) is actually the sum of two sources of investment being
made by two entities — officials from above (subsidized investment) and village
leaders (own investment). Each source of investment may have its own set of
determinants. In fact, for a number of explanatory variables, it is possible that the
expected sign in an equation explaining subsidized investment could be precisely
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the opposite of the expected sign in an equation explaining the village’s own
investment. As a consequence, it could be that these confounding effects are
masking some important relationships in our data. Therefore, in this section we
divide the explanatory variable into two parts — the proportion of subsidized
investment and the proportion of own investment — and run two independent sets
of regression analyses. However, because the coefficients of the two equations are
the same except for their sign, we only report the analysis of the determinants of
subsidized investment (Table 6.5).

In fact, when examining the determinants of the subsidized investment, the fit
of the equation rises and the relationships between the proportion of investment
and a number of the explanatory variables are sharper (Table 6.5). Moreover, the
results can actually be interpreted in a way that provides a clear and mostly
positive picture about the approach China’s government is taking in its investment
decisions. Specifically, in testing the proportion of funding from above, we find
that public goods investments are being targeted to poor and minority villages. The
results also show that officials are channelling funds to smaller, more remote and
mountainous villages with little irrigated area. If truly representative of rural China
in the late 1990s and the post 2000 period, then one interpretation of the findings
is that officials have adopted a progressive or pro-poor, ethnically sensitive and
environmentally oriented investment strategy. While we want to re-emphasize that
our results suggest that China’s rural leaders are moving in a direction that might
help alleviate poverty, they do not tell us if enough in absolute terms is being
invested. Comparative analysis suggests more is needed (CCICED 2004).

In contrast, there is a different profile of villages that are being asked to fund
their own public goods investment. Specifically China’s richer villages and those
with a Han majority are being asked to fund public goods themselves. The same
is true for villages that are closer to road networks and are located on more
favorable land (e.g. land that is less sloped and more irrigated). Given these trends,
one must question, however, the effect of rural tax reform policies; these contain
various provisions making it more difficult for villages to raise funds from farm
households to finance their own investments.

Summary and conclusions

In this chapter we have used a new, nationally representative data set to create a
profile of China’s investment at the village level. In doing so, we have discovered
that in recent years upper-level officials have begun to invest increasingly more in
rural China. Moreover, unlike in earlier years, they are investing in public goods,
frequently in projects that have both environmental and other spillovers. From this
effort, there has been a rise in the number of investment projects, especially in
roads and bridges, irrigation, drinking water, schools and environmental protection
forests.

When assessing this effort, we also have discovered that at least in the case of
funding directed from above, there is an effort to meet some of rural China’s more
pressing equity problems. While we do not know how investments were targeted
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Table 6.5 Determinants of subsidized public goods projects, 1998 and 2003

Dependent variables: proportion of subsidized Coefficient T-value
investment in total investment

Targeting factors

Net per capita income, 1997 (yuan) 0.00159 (0.45)

Net per capita income square, 1997 (yuan) —0.00000 (2.01)**

Percent of minority population 0.17030 (3.82)***

Percent of hilly land over 25 degrees 0.14374 (3.33)***

Distance from village committee to township -0.02133 (0.07)
seat (km)

Distance from the village seat to the nearest 0.20689 (1.93)*
road (km)

Total population, 1997 (person) —0.00336 (2.35)**

Distance between two most distant small 0.46893 (1.10)

groups within this village (km)

Demand side factors

Number of collective enterprise -1.09701 (1.46)
Percent of self-employed households —0.06310 (0.44)
Percent of migrant labor -0.07726 (0.84)
Per capita land (mu) —0.02811 (0.05)
Percent of effectively irrigated land -0.17261 (4.13)%**
Other factors
Number of fellow villagers with 0.53281 (3.16)***
township-above governments (person)
Village head turnover, 1998-2003, 6.31325 (1.72)*
1=yes, 0=no
Village head occupation prior to office: —2.62722 (0.83)
1=fulltime farmer, O=not 1
Schooling of village head (year) —0.30288 (0.56)
Party secretary occupation prior to office: 2.36733 (0.72)
1=fulltime farmer, O=not 1
Schooling of party secretary (year) —0.19654 (0.38)
Per capita debt, 1997 (yuan) -0.00157 (1.03)
Constant 60.79314 (6.88)***
Observations 2083
R-squared 0.16
Notes:

1 Absolute value of't statistics in parentheses
2 * significant at 10%; ** significant at 5%; *** significant at 1%

in the past, according to our results we know that between 1998 and 2003, upper-
level officials are focusing their efforts on poverty alleviation and are doing so in
both minority and in environmentally sensitive areas. In fact, over all, China’s
investment into villages in poor, inland regions is now occurring at a higher rate
and is growing faster than in richer areas. Our results show, however, that
communities in better-off areas are making public goods investment themselves.
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If this is true, then China’s leaders should be praised for their efforts and
encouraged to continue along the same path and expand future investment plans,
though some problems such as showcasing still exist and should be taken into
account by officials in their future work. During the 1980s and 1990s, it was shown
that China was actually still taxing agriculture and the rural sector, although there
were signs in the macro data that a turnaround was occurring. Our study suggests
that indeed either the turnaround has actually occurred or that at least there is a
shift from net taxation to net investment in rural China underway. Undoubtedly,
given China’s population size and land area, and the depth of poverty and
backwardness in some regions, more is needed. However, at the very least, for
perhaps the first time, it does appear as if the transformation to a more modern
economic foundation is happening. Moreover, it appears as if China has now made
a commitment to focus its resources on the development priorities that other more
developed economies have found to be the key to successful development.
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Appendix 6.3 Determinants of total investment in public goods projects at village
level between 1998 and 2003

Model (1) Provincial Model (2) Regional
population weighted population weighted

Targeting factors

Net per capita income, -0.31774 -0.33079
1997 (yuan) (2.30)** (2.24)**
Net per capita income square, 0.000094 0.000098
1997 (yuan) (2.37)** (2.34)**
Percentage of minority 0.448921 0.499676

population (1.11) (1.17)
Percentage of hilly land over 1.169004 1.180395
25 degrees (2.60)*** (2.48)**
Distance from village 0.677331 0.479552

committee to township seat (0.40) (0.32)
Distance from the village seat -3.5045 -3.05278
to the nearest road (km) (3.14)**x* (2.74)***
Total population, 1997 (person)  0.112885 0.113741
(6.31)%** (6.22)***
Distance between two most -3.27419 —-1.36398
distant small groups within (0.76) (0.26)
this village (km)
Demand side factors
Number of collective enterprise ~ 120.2922 128.8306
(1.78)* (1.76)*
Percentage of self-employed 0.190839 —0.93933
households 0.1) (0.43)
Percentage of migrant labor —0.36961 —0.48361
(0.35) (0.36)
Per capita land (mu) 8.863307 0.92482
(1.54) (0.13)
Percentage of effectively —0.05513 —0.28039
irrigated land (0.12) (0.59)
Other factors
Number of fellow villagers with ~ 3.062545 1.09036
township-above governments (1.47) (0.45)
(person)
Village head turnover, 21.83309 16.53165
1998-2003, 1=yes, 0=no (0.66) (0.48)
Village head occupation prior to  8.214378 0.296215
office: 1=fulltime farmer, (0.29) (0.01)
O=not 1

continued
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Appendix 6.3 (continued)

Model (1) Provincial Model (2) Regional
population weighted population weighted
Schooling of village head (year) —2.42564 2.545216
(0.42) (0.44)
Party secretary occupation prior —28.8258 —12.6718
to office: 1=fulltime farmer, (0.95) (0.42)
O=not 1
Schooling of party secretary 2.324312 2.585234
(year) (0.49) (0.6)
Per capita debt, 1997 (yuan) 0.050688 0.063311
(1.22) (1.24)
Constant 264.2339 238.6537
(2.64)*** (2.40)**
Observations 2273 2273
R-squared 0.14 0.16
Notes:

1 Absolute value of t statistics in parentheses
2 *significant at 10%; ** significant at 5%; *** significant at 1%

Notes

1 We would like to thank a number of people who have helped us in our efforts to design
the survey form, collect and clean the data and develop the preliminary draft of this
report. We above all thank the enumerators and supervisors who spent weeks in rural
China collecting the data. A special thanks go to the two coordinators, Liu Haomiao
and Li Qiang. Yang Xi has spent uncountable days entering and cleaning the data. We
also received help during the design of the survey and training of the enumerators from
Lin Yuxian, Tao Ran and Liu Jian. The ideas of Loren Brandt, Chen Jianbo and Achim
Foch have helped at different times of the project. We want to acknowledge the
financial assistance of the World Bank, the Ford Foundation, the Canadian International
Development Agency, and National Natural Science Foundation of China (70225003)
for financial assistance.

“A Quantitative Assessment of China’s Poverty Status,” Presentation in Workshop on
“China Poverty Assessment Workshop,” Beijing, 10 November 2005.

The sample villages come from six representative provinces. Jiangsu represents the
eastern coastal areas (Jiangsu, Shandong, Shanghai, Zhejiang, Fujian and Guangdong);
Sichuan represents the southwestern provinces (Sichuan, Guizhou and Yunnan) plus
Guangxi; Shaanxi represents the provinces on the Loess Plateau (Shaanxi and Shanxi)
and neighboring Inner Mongolia; Gansu represents the rest of the provinces in the
northwest (Gansu, Ningxia; Qinghai and Xinjiang); Hebei represents the north and
central provinces (Hebei; Henan; Anhui; Hubei; Jiangxi; and Hunan); and Jilin
represents the northeastern provinces (Jilin, Liaoning and Heilongjiang). While we
recognize that we have deviated from the standard definition of China’s agroecological
zones, the realities of survey work justified our compromises. Pre-tests in Guangdong
demonstrated that data collection was extraordinarily expensive and the attrition rate
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high. One of our funding agencies demanded that we choose at least two provinces in
the northwest. Our budget did not allow us to add another central province (e.g. Hunan
or Hubei) to the sample. The authors and several collaborators from inside and outside
of China designed the sampling procedure and final survey instrument with the field
work team, made up of the four authors and 30 graduate students and research fellows
from Chinese and North American educational institutions (all with PRC citizenship
and an average education level higher than a master’s degree).

4 On average, the attrition rate was only 6 percent. In no case did we leave a township
until at least 80 percent of the villages had been enumerated. In order to examine if the
villages that were not enumerated (due to attrition) were systematically different from
those that participated, we collected a set of variables about no-show villages from the
township and ran a probit regression with the dependent variable represented as an
indicator variable where the variable equaled one if the village did not come and zero
otherwise. There were no variables that were significant. If a township had more than
25 villages, we randomly selected 25 of them. This affected fewer than five townships.

5 In calculating all public goods projects, we include investments made in electrical grid
and telephone line upgrades. There were nearly 2,000 of these projects in our sample
village between 1998 and 2003. In some sense, however, these projects are not run like
the rest of the projects, either public goods investments or development projects. For
example, in a vast majority of the electrical grid upgrading projects, the electrical
company made all of the investment and did not include the village in the decision-
making process. The cost of the project, according to our interviewees would be
captured by higher electricity fees or increased electricity use. Given the different
nature of these types of projects, in the rest of the chapter we do not include them in the
analysis of public goods projects. Hence, this reduces the number of public goods
projects from 7,950 to 5,975.

6 The number of projects was explained in note 4.

7 Grain for Green is a large national forestry program begun in 1999 that was designed
to pay farmers to set aside cultivated land for the plantation of forest or grasslands. In
total between 1999 and 2003, more than five million hectares nationally were converted
from cultivated land to forests and grasslands (Xu and Cao 2002).

8 The absence of public investment into an activity, of course, does not mean that farm
households do not have access to needed services. Private households may invest or
otherwise provide their own services. For example, drinking water is provided as a
public good in some villages while in villages without a publicly provided water
system, households must expend capital and labor to secure their own drinking water.

9 Even though a village’s own investment is theoretically supposed to be included in total
spending on infrastructure (since formally it is paid for out of “self-raised funds”),
according to our field work, the amount spent by villages on infrastructure is rarely
reported or, at best, is reported only in fragmentary fashion.

10 Income could also be a demand-side factor. It is possible that as people get richer, they
demand a better environment or an improved living standard that can be provided by
public goods investments. When examining all public goods investments, we do not
see evidence of this. However, when focusing on the propensity of villages to fund their
own public goods, income is positively correlated and it may be that there is a demand-
side explanation.
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7  Who receives subsidies?

A look at the county level in
two time periods!

Victor Shih and Zhang Qi

Introduction

The 1994 tax reform brought about momentous changes to the Chinese tax system.
Instead of individually negotiated tax contracts with the central government, local
governments were forced to share lucrative categories of taxes, including value-
added tax (VAT) and resource tax, with the central government. In the case of the
VAT, the four layers of local government — provincial, prefectural/city, county,
and township — together share only 25 percent of VAT intake (Brean 1998; Wong
et al. 1995). To compensate for the sudden decrease in local income, the central
government introduced a complicated transfer payment system. Whereas the pre-
reform fiscal system only contained two main categories of transfer payments
— fixed subsidies and earmarked subsidies — the 1994 reform saw the introduction
of at least four new categories of subsidies.

This chapter first clarifies the characteristics of these various types of subsidies
both before and after the 1994 tax reform. The heart of this chapter explores the
determinants of subsidies allocation in both 1995 — just after the tax sharing reform
—and in 2000. One clear, yet disturbing, finding from our analysis of county-level
subsidies data is that the tax sharing system (TSS) shows a strong tendency to
allocate resources away from poor counties to affluent counties in both 1995 and
in 2000. Despite official rhetoric stating that the tax reform would increase the
center’s ability to allocate to poor regions, our data suggest the opposite. Second,
we show a strong causal relationship between the number of fiscal dependents and
subsidies allocation at the county level. This finding answers an important question
concerning local finance: Why do local governments continue to expand despite
the fact that they lack the revenue to pay for wages? Somewhat surprisingly our
results reveal that expanding payroll constitutes a sure way of increasing subsidies
remittance to the county. The following first provides an outline of the structure
of state subsidies to the county level both before and after the 1994 tax reform,
followed by a discussion of the data and methodology used in this chapter. Using
regression analysis, the remainder of the chapter explores the various determinants
of subsidies allocation in China.



146 Victor Shih and Zhang Qi
The structure of subsidies to county governments

In the economic literature on fiscal federalism, the central government ideally
distributes transfers to local governments to enhance the overall welfare. In a
welfare maximizing fiscal federal system, local governments would provide public
goods that mainly benefit a given locality, while the central government would
provide public goods that affect the entire country (Oates 1999). Because some
public goods have spillovers, i.e. a welfare effect on neighboring localities, local
governments under-provide them, thus diminishing overall welfare. For example,
local governments might under-regulate clean air since they hope to free-ride on
the clean air of neighboring regions. To encourage local governments to provide
public goods with spillovers, the central government would provide them via fiscal
transfers (Besley and Coate 1999).

Another goal of transfers is to effect a regional redistribution of fiscal resources.
Although economically inefficient, equalizing transfers can ensure long-term
political stability (Barro 1999; Smart 1998). Since the mid-1990s, the Chinese
government has consistently claimed equalization as the main goal of concen-
trating fiscal resources at the center and redistributing them through subsidies.
As a Ministry of Finance (MOF) decree states, “transfer payments are aimed at
reversing the trend of increasing budgetary divergence between regions and
at gradually effecting the equalization of local governments’ ability to provide
public services in order to realize the goal of comprehensively building the small
prosperity society” (Ministry of Finance 2003a: 32—-6).

Yet, transfers in China, even according to official policies, did not mainly aim
at welfare maximization or at regional equality. Rather, official transfer policies
both before and after the 1994 tax restructuring had the mixed objectives of
appeasing vested interests, encouraging local investment, and redistributing fiscal
capabilities across regions. Empirical findings presented in the latter part of this
chapter reveal that transfers in reality were not equalizing on the whole.

Before the 1994 tax reform, subsidies to the county government broke down
into fixed subsidies (ding’e butie) and earmarked subsidies (zhuanxiang butie).
Fixed subsidies were the main mechanism whereby both central and provincial
governments transferred money to poor and minority counties (Ahmad 1998; Park
et al. 1996). At the local level, provinces negotiated with individual counties
to determine the amount of fixed subsidies counties would receive over a given
period of time. Counties, once they had agreed to an arrangement, could expect to
receive this amount of subsidies automatically on a yearly basis (Park et al. 1996).
Although originally equalizing in nature, fixed subsidies have become a mechan-
ism for appeasing vested interests, since fixed subsidies do not change according
to fluctuating economic circumstances but are provided on the basis of past
subsidies level.

Earmarked subsidies, on the other hand, took the form of numerous individual
grants from either the center or the provincial government to the county govern-
ments. These grants were designated for specific purposes, which ranged from
construction, education, flood prevention to administration and even public security



Who receives subsidies at the county level? 147

(Ministry of Finance 2001b). Furthermore, these grants almost always require
matching funds (peitao zijin) from the county government (Ahmad 1998; He 2003;
Park et al. 1996). Application for earmarked grants typically entails an arduous
two-step process, in which counties first receive the approval of the provincial
financial department and other relevant provincial agencies, followed by a review
by the MOF and relevant central agencies (Ministry of Finance 2001b).

Earmarked subsidies from the central state to local governments are by no
means unique to China, and some earmarked grants encourage local governments
to provide public goods with spillovers. Nonetheless, its overall orientation is
clearly not toward welfare-maximization or equalization. First, the central and
provincial governments continue to exercise highly discretionary and ad hoc
control over earmarked subsidies (Wong 2005b). Besides providing funding to the
stated purposes of these grants, the discretionary nature of earmarked subsidies
also affords higher tiers of government an additional means of political control
(Wedeman 1999). Furthermore, many of these grants prod local governments to
provide public goods, which typically are provided by the central authorities
in other countries (Mountfield and Wong 2005). Some earmarked grants even go
toward resolving problems of national significance, such as bailing out distressed
financial institutions to prevent bank runs (People’s Bank of China and Ministry
of Finance 2000). Moreover, the matching funds requirement furnishes affluent
counties with a major advantage in winning earmarked subsidies. At the same
time, earmarked grants which traditionally targeted disadvantaged populations in
minority areas have faced continuous decline since the late 1980s (Wong 2003).
The arduous application process also means that the right political connections can
speed up the approval process considerably. Despite these drawbacks, Table 7.1
reveals that both in 1995 and in 2000, earmarked subsidies made up a large share
of the total per capita subsidies in the average county.

The 1994 tax reform saw the introduction of a host of new subsidies categories
at the county level. New categories of subsidies include tax rebate subsidies
(shuishou fanhuan butie), original systems subsidies (yuantizhi butie) transfer
payment subsidies (zhuanyi zhifu butie) bond issuance subsidies (zengfa guozhai
buzhu) and wage increase subsidies (zengfa gongzi buzhu) (Budgetary Division of
the Ministry of Finance 2001). After 1994, earmarked subsidies remained a major
category of subsidies, while fixed subsidies were transformed into original system
subsidies. According to a State Council document, original system subsidies were
created to ensure that local governments continued to receive the same amount
of subsidies as they had under the previous fiscal system (State Council 2003b).
This category thus subsumed fixed subsidies and some items of earmarked sub-
sidies (Lou 2002). As seen in Table 7.1, the two traditional categories of subsidies
continued to make up the bulk of subsidies to the average county in both 1995
and 2000.

Among the new categories of transfers introduced in 1994, the tax rebate
subsidies are transfers that a higher-tier government gives to the lower level after
taxes have been successfully collected by the higher-tier government. Between the
center and the provinces, the center distributed tax rebates to provinces according
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Table 7.1 Mean and standard deviation of per capita subsidies to counties in various
categories, 1995 and 2000

Mean 1995 SD 1995 Mean 2000 SD 2000

Total subsidies 42.96 41.87 40.14 47.54
Fixed/original system

subsidies 20.24 34.08 14.08 19.14
Earmarked subsidies 10.49 13.34 14.3 19.7
Tax rebate subsidies 12.23 28.80 8.04 13.67
Transfer payment subsidies — - 3.67 6.6

Note: All figures denominated in Chinese yuan. Bond subsidies and wage subsidies are not included
because these two subsidies only applied to a minority of counties

Source: Budgetary Division of the Ministry of Finance (2001)

to the loss in revenue suffered by the provinces after 1994 (World Bank 2002).
The tax rebate is then set to increase annually based on the increase in VAT and
consumption tax (xiaofeishui) collected in the province. Provincial governments,
however, do not seem to follow any fixed formula in providing tax rebates
to prefectures and counties.? Specifically, tax rebates grow at 0.3 times the growth
rate of VAT and consumption tax collection kept by the central government
(World Bank 2002).3 By design, tax rebate transfers as a share of total VAT and
consumption tax collection would shrink over time (World Bank 2002). By tying
the growth of tax rebate transfers to the growth of local collection of VAT and
consumption tax, richer counties with a more robust tax base would enjoy faster
growth in tax rebates than poorer localities. Thus, a large element of the new
transfer system is inherently regressive (World Bank 2002).

In 1995 another category of subsidies, transfer payment subsidies, was intro-
duced to redress regional imbalance by implementing an objective formula
for redistribution (Lou 2002).* Unlike the other categories of subsidies, which
sought mostly to pay off vested interests, this new transfer aimed at redistributing
tax capabilities across regions (Budgetary Division of the Ministry of Finance
2002). Instead of referring to “base figures” (jishu) to calculate transfer amounts,
a complex system with numerous components was introduced to peg transfer
payments. The overall aim was to truly effect equalization transfers in the fiscal
system.

The basic concept behind transfer payment subsidies is that subsidies are distri-
buted to localities where “standard expenses” (biaozhun caizheng zhichu) exceed
“standard income” (biaozhun caizheng shouru) (Lou 2002).° In Anhui province,
for example, standard income is a function of standard VAT collection, standard
commercial tax collection, tax rebate subsidies, standard income and subsidies
from penalties and fees, as well as fixed and earmarked payments to higher levels
(Finance Department of Anhui Province 2000b). The “standard” tax collection
figures are in turn the average of the “obligatory tax” (vingshou shui) and actual
collection from the previous year. For example, standard VAT collection is
calculated as follows:
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Standard VAT=0.5 (Obligatory VAT)+0.5 (Actual VAT collection)

The obligatory VAT is, further, a function of industrial value added from the
previous year multiplied by the effective tax rate. Approximately the same algo-
rithm is used to calculate standard commercial tax (Finance Department of Anhui
Province 2000b). “Standard” tax collection figures are used alongside actual
collection figures in order to discourage local officials from under-collecting taxes
in an attempt to boost subsidies in the subsequent year.

“Standard expenditure” is the sum of standard wage expenses, standard admin-
istrative expenses, agricultural expenses, and other expenses (World Bank 2002).
The largest category on the expenditure side is of course wages, bonuses, and retire-
ment benefits for fiscal dependents (caizheng gongyang renkou), which broadly
include current state employees, teachers, decommissioned military officers, and
government retirees. Fiscal dependent figures are not the actual number of current
state employees, teachers, decommissioned military officers, and retirees in a
given place, but the number of such personnel allowed by the state rosters offices
(bianzhi weiyuanhui) at various levels.® Again, part of the equation to calculate
standard expenditure is the “standard number of fiscal dependents.” The standard
number of fiscal dependents is the fitted value Y generated from a regression
equation that takes into account population density, the number of township
organizations, the number of primary and middle school students, and the number
of health workers, among other variables (Finance Department of Anhui Province
2000b). By using standard expenditure and fiscal personnel figures, the central
government discourages local officials from gaining the perverse incentive to
expand the number of workers to obtain more subsidies. However, as the analysis
below reveals, these efforts to control the number of fiscal dependents do not seem
to be effective.

Clearly the Ministry of Finance went to great lengths to ensure that the transfer
payment subsidies would go to truly needy localities and have an equalizing effect
on fiscal capabilities. This system, however, still leaves some room for manipu-
lation, especially by provincial governments. First, transfer payment subsidies to
the counties involve a two-step process whereby the central government applies
the standard calculations to determine transfer subsidies to the provinces and
provinces apply essentially the same criteria to transfer to the counties (Finance
Department of Anhui Province 2000b; Ministry of Finance 2003a). As is the case
with all two-step transfers, the provinces can easily keep the lion’s share of central
transfers for provincial use. Even if provinces strictly apply the formulas, they can
determine the overall amount to transfer to lower-level governments.

Furthermore, although the method of calculating various “standard” figures is
known to both county and provincial officials, county officials only have data on
their own county, not overall data from all the counties in a province. Since many
“standard” figures are calculated on the basis of data aggregated from the other
counties, provincial finance bureaux have an information advantage vis-a-vis the
individual county governments. Finally, even if the transfer payment subsidies are
given out strictly according to the formulas outlined above, Table 7.1 reveals that



150 Victor Shih and Zhang Qi

five years after its implementation, the formulaic transfer scheme remained a
relatively small portion of the per capita subsidies received by the average county.
Transfer payment subsidies did not appear to be an important element of the TSS
and constituted only 3.1 percent of all central transfer payments in 2001 (World
Bank 2002).

Besides these two major categories of new subsidies (tax rebate, transfer
payment), bond subsidies and wage subsidies were also added on the county
budgetary balance, but these two categories of subsidies only applied to a small
number of counties in 2000. They essentially operated as another kind of ear-
marked transfers. In 1999, the central government ordered provincial governments
to distribute additional wage subsidies to poor counties. Essentially, the higher
share the wage bill took up in total county expenditure, the more wage subsidies
a county received (Finance Department of Anhui Province 2000a). In subsequent
years, however, wage subsidies became a significant category of transfers (Wong
2005a).

The 1994 tax reform greatly bolstered the fiscal clout of the central government.
Examining the specific mechanisms of these subsidies, however, it remains
doubtful that these new subsidies would effect a significant fiscal redistribution.
By 2000, the center collected over half of all fiscal income, while it only spent
one third of total government expenditure. In contrast, county and township
government shared only 20 percent of total government collection. Yet, these
grassroots levels of government were burdened with a disproportionate share
of the expenditure needs (Mountfield and Wong 2005; Su 2003). Granted, with
bolstered financial resources, the center can serve as the great equalizer and
redistribute to needy localities. Yet, the analysis below reveals that subsidies
allocation is probably not driven by this benign process.

Data and methodology

The analysis below seeks to clarify the economic factors that drive the distribution
of overall subsidies at the county level. Our data come from the Statistical
Material for Prefectures, Cities, and Counties Nationwide (Quanguo Dishixian
Caizheng Tongji Ziliao) published by the Ministry of Finance. This data-set covers
county-level finance for every county-level administrative unit, including counties,
county-level cities, and urban districts in 1995 and in 2000. We further enhance
this data with economic reports and data on the poverty designation of counties
(State Council Poverty Relief Leading Group 2003).” We chose to examine
county-level data in these two years in order to gauge whether the TSS had
succeeded in shifting the underlying logic of transfer payments in the first five years
following its initial implementation.

We further cleaned the data by eliminating all county-level urban districts
embedded in major cities. Ahmad’s work on Beijing suggests that districts in large
cities have much less fiscal independence than their county counterparts (Ahmad
1998). We do, however, include rural counties in directly administered cities,
including Beijing, Shanghai, and Tianjin. The relationship between these muni-
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cipal governments and their rural counties is akin to the relationship between
provincial governments and counties. In any event, these minor adjustments are
marginal, and we still have over 2,000 observations for each of the two years.?

With two years of data, we are left with two choices on how to approach our
data analysis. First, we can combine the two years of data into a single data-set.
This would allow us to take the first difference of both the dependent and the
independent variables. Pooling the data from the two years, however, creates a
serious problem: counties in China changed a great deal between 1995 and 2000.
For some provinces or directly administered cities, the number of counties has
actually shrunk by 50 percent. Even in primarily agrarian provinces like Anhui,
the number of counties has decreased significantly. Only Xinjiang, Qinghai,
Neimenggu, Hainan, and Liaoning had the same number of counties in 2000
as they did in 1995. The changing number of counties is only the first problem one
encounters when comparing counties over time. Many counties merged with
one another, split apart, were elevated to higher administrative status, expanded,
or contracted in size. Without a better sense about how widespread these adminis-
trative changes actually were, it would be difficult to claim that counties in 1995
and 2000 are generally comparable. Given the comparability problem, we take a
second, less optimal strategy of analyzing the 1995 and 2000 data separately.
However, for the sake of robustness and to establish a firmer causal relationship,
we do combine data from the two years in our last regression in order to
instrumentalize variables in 1995.

Because the Ministry of Finance data provide only basic economic and
demographic information about these counties, in addition to the fiscal variables,
we mainly explore the impact of economic factors on subsidies distribution. More
information is needed to construct a political-economy explanatory model. With
the data at hand, however, we have more than enough information to find out
whether subsidies are allocated to poor, needy counties.

We employ a gridlock approach in our empirical investigation. That is, we
regress total subsidies for both 1995 and 2000 on a host of economic variables,
including output per capita, fiscal shortfall, structure of the local economy, the
State Council designation of a county, and the size of the fiscal dependents with
and without provincial dummies. We estimate coefficients for both years in order
to uncover any change in the correlation between various economic indicators and
total subsidies between the two years. Second, we run the regressions both with
and without provincial dummies because they represent two different approaches
to understanding fiscal allocation. When the equation is estimated without
provincial dummies, we examine how the fiscal system as a whole, including both
central remittance to the provinces and provincial remittance to the counties,
allocates subsidies. When we include provincial dummies, however, we examine
how the fiscal system, when controlling for central remittance to the provinces and
other provincial fixed effects, allocates subsidies. Another way to interpret our
equation when provincial dummies are included is as illustrating how the average
province allocates subsidies to the average county.
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Analysis and findings

The analysis below mainly aims at discovering whether “reversing the trend
of increasing budgetary divergence” (Ministry of Finance 2003a) is indeed driving
subsidies allocation in China both in 1995 and in 2000. If not, what other factors
might be driving subsidies allocation? In our basic model, the dependent vari-
able is total per capita subsidies received by a county in a given year, while
the independent variables are county agricultural and industrial output, county
fiscal shortfall, the ratio of agricultural output to total output at the county level, a
dummy for nationally designated poverty counties, and the ratio of fiscal
dependents to total population in a county.

Each of the explanatory variables constitutes a major algorithm whereby
the fiscal system allocates subsidies to the counties. First, fiscal shortfall, or the
difference between local collection and local spending, serves as an important
control variable. Since counties are by law prohibited from running a deficit,
provincial and central governments might just be sending funds to counties simply
to prevent rampant deficits. After controlling for fiscal shortfall, we are more
certain that money is transferred to a county net of the need to ensure budgetary
balance in that locality. It is, however, important to note that allocating subsidies
to deficit counties is not the same as allocating to poor counties, although the
two phenomena are correlated.

If the fiscal system progressively allocates subsidies to poor places, then output
per capita should be negatively correlated with subsidies per capita. On the other
hand, it would not be surprising to find output per capita to be positively correlated
with subsidies, since richer counties are more able to obtain earmarked subsidies
due to their greater ability to meet matching funds requirements (Wong and West
1997). It is thus an important empirical question to uncover whether the TSS
transfers progressively or regressively to counties.

In addition to output and fiscal balance, economic structure of the local econ-
omy can also play a role in determining transfers. In the progressive case, the
higher the proportion of agricultural output, the more the center and the province
would subsidize a county. However, as Fan points out, the reverse might well
be true. Agrarian counties have less access to revenue streams from TVEs and
thus less money available to pay for matching funds (Fan 1998). Moreover, over
time, the relative difficulty of collecting revenue from the multitude of farming
households might make local officials in agrarian counties increasingly predatory
toward farmers, which further decreases an agrarian county’s ability to provide
for matching funds.

Finally, both Western and Chinese scholars point out that the ballooning of local
fiscal personnel has rapidly increased local fiscal demand (Fan 1998; Park et al.
1996). Thus, if central and provincial governments are fearful of rampant wage
arrears at the grassroots level, they would be inclined to increase subsidies with
the surge in fiscal dependents. What remains unclear is the direction of causality
between fiscal dependents and subsidies. According to Chinese accounts, a rising
number of fiscal dependents leads to increases in government subsidies for several
reasons. First, the central government raised wage standards for government
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employees, including teachers, several times since the mid-1990s (Wang 2002).
This increased the local government budget’s sensitivity to the rising number of
employees. To compensate local governments for the increased expenses, the
center allocated subsidies for the increased wage bill (Finance Department of
Anhui Province 2000a). Second, with more and more functional bureaux being
vertically managed by either the province or the central government, county-level
bureaux, including tax bureaux, the administration for industry and commerce, and
various product supervision bureaux, needed more specialized personnel and
received grants from higher-level departments in the same functional system to
fulfill these hiring demands (He 2003; Mertha 2005). Finally, county governments
might simply be blackmailing higher levels with the possibility of rampant wage
arrears and social stability. Given this perverse incentive, county governments
would expand local fiscal dependents in the hope of attracting more central or
provincial wage subsidies.

However, increasing subsidies might also be driving the growth of fiscal
dependents. First, a surge in subsidies would allow local officials to hire more
cadres to fill the ranks. With a higher number of employees, local officials can then
ask central and provincial governments for more wage subsidies in subsequent
years. Moreover, the increase in earmarked grants might also lead to higher
numbers of fiscal dependents since earmarked grants at times demand specialized
personnel, which forces the county to hire more people to administer the programs
funded by these earmarked grants (Wang 2002). The last section of the chapter
seeks to clarify the causation issue related to the size of fiscal dependents.

Subsidies (SUB) and output (OUTPUT) are recorded on a per capita basis
and deflated by provincial level GDP deflator (1980=100). Fiscal shortfall
(FISSHORT), which is the difference between local collection and local fiscal
expenditure, is calculated as local collection-local expenditure/local collection.
Strictly speaking, this variable records the fiscal balance at the county level,
although with very few exceptions, counties generally run a pre-transfer deficit.
The ratio of agricultural output to total output (ECONSTR) simply divides agri-
cultural output by total output. The nationally designated poverty county dummy
(NDP) records a one for every county designated by the State Council as especially
needy (State Council Poverty Relief Leading Group 2003). Finally, the size of
fiscal dependents (FISDEP) is the number of fiscal dependents per capita in the
county.

These equations are estimated with generalized least-squares (GLS) because the
assumption that counties are independent units of observations is unsustainable,
thus causing a heteroskedasticity problem. Given this condition, estimation with
ordinary least-squares (OLS) would produce inefficient estimates with high
variance. GLS takes heteroskedasticity into account and produces more efficient
estimators. Furthermore, the coefficients on Table 7.2 are recorded as standardized
coefficients. Standardized coefficients inform the impact of a one-standard
deviation shift in the independent variable on the dependent variable. Standardized
coefficients are used in this case because the units of the independent variables are
so different from each other. For example, because FISSHORT, ECONSTR, and
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Table 7.2 Effect of fiscal shortfall, output, economic structure, and fiscal dependents on
total subsidies in 1995 and 2000

1995 GLS 1995 GLS with 2000 GLS 2000 GLS with
fixed effects fixed effects

FISSHORT —0.199%%** —0.119%** —0.309%** —0.187%**
OUTPUT 0.211%*** 0.140%** 0.138*** 0.090%**
ECONSTR 0.114%** —0.051** 0.182%** 0.010
FISDEP 0.435%*%* 0.324*** 0.432%** 0.352%**
NDP -0.014 0.029** 0.097*** 0.098***
Tianjin —0.086%** —0.119%%**
Hebei —0.364%** —0.717%%**
Shanxi —0.213%%* —0.463%**
Inner Mongolia —0.133%#%* —0.364%%*
Liaoning —0.101*** —0.276%**
Jilin —0.120%** —0.292%%*%*
Heilongjiang -0.051* —0.250%%**
Shanghai 0.012 —0.031#**
Jiangsu —0.246%** —0.512%%*%*
Zhejiang —0.171%%* —0.360%**
Anhui —0.387*** —0.541%**
Fujian —0.276%** —0.562%*%*
Jiangxi —0.299%** —0.457%**
Shandong —0.317%%* —0.638%%**
Henan —0.785%** —0.717%%*
Hubei —0.277%** —0.477%**
Hunan —0.245%%* —0.531%#%*
Guangdong —0.265%%* —0.664%%*
Guangxi —0.229%*%** —0.517%%*
Sichuan —0.306%** —0.483%%*
Guizhou —0.307%%* —0.436%**
Yunnan —0.195%%* —0.379%%*
Shaanxi —0.244%*%* —0.503%**
Gansu —0.192%** —0.347%**
Qinghai —-0.025 —0.133%**
Ningxia —0.045%** —0.148%**
Xinjiang —0.158%** —0.395%**
Hainan —0.105%** —0.213%**
Xizang —0.099*** —0.183%**
OBS 2104 1991 1991

F Value 63.87 141.64 297.57
Adj-R2 0.35 0.46 0.79

Note:

The coefficients are reported as standardized coefficients. Standard errors are not reported because
they are irrelevant in interpreting standardized coefficients.

* Rk RE* indicate significance at 10%, 5%, 1% level respectively

FISDEP are all ratios, they can only fluctuate between zero and one. It would not
make sense to interpret how much a one-unit shift in these variables would affect
the dependent variable; that is impossible in the real world. Rather, it makes much
more sense to ask how a one-standard deviation shift in these variables would
affect the dependent variables.
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The findings presented in Table 7.2 suggest some progressive and some
regressive elements in the fiscal transfer system. They also reveal that the 1994
reform did not address the regressive nature of the transfer system which allocated
more to richer, industrial counties and less to poor, agrarian counties. Finally, the
clearest result from all four equations is that there is a high correlation between
the size of a county’s fiscal dependents and subsidies per capita, even when other
economic characteristics are held constant. This relationship remains robust in
both 1995 and 2000.

The coefficients of FISSHORT are consistently negative, suggesting that as a
whole, counties with bigger fiscal shortfall received more transfer payments. This
finding, however, does not mean that subsidies were allocated to poorer counties.
It just means that subsidies tended to flow to counties with higher pre-transfer
deficits. In fact, even affluent counties might suffer from high pre-transfer deficits.
In our data-set, nearly 99 percent of counties in both 1995 and 2000 reported pre-
transfer fiscal deficit. Moreover, provincial and central governments also provided
deficit counties with more transfers as a matter of routine policy to constrain local-
level government deficits. Provincial governments, in particular, might provide
county governments with deficit reduction transfers in order to fulfill central
demands to have essentially no deficit at the local level (Ministry of Finance
2001a). By including this variable in our equations, we can discern how higher
tiers of government made transfers to the county net of the concern for maintaining
the legally mandated budgetary balance. Of course, this concern for deficit
reduction does not include latent deficit in the forms of debt and wage arrears.’

In terms of the most direct measure of economic well-being, per capita output
(OUTPUT), the fiscal system as a whole, including both transfers from central to
provincial and from provincial to county level, systematically allocated more
money to richer counties in both 1995 and in 2000. Moreover, once provincial
fixed effects are taken into account in the two years, the positive, systematic
relationship remains, albeit with a lesser magnitude. The positive coefficients of
output per capita in 1995 suggest that the fiscal system as a whole and the average
province both allocated subsidies to richer counties. Similarly, in 2000, both the
fiscal system as a whole and fiscal allocation in the average province remitted more
subsidies to richer counties, all else being equal. In this respect, the post-1994
remittance system did not lead to a significantly less regressive transfer system.
Granted, the coefficients for OUTPUT declined somewhat in 2000, but they
remain positive and significant. In 1995, a standard deviation increase in county
output per capita led to 0.21 yuan more in transfer per capita overall. In 2000, a
one-standard deviation increase in per capita output brought the average county
0.138 yuan in additional subsidies per capita. For a county with a million people,
a standard deviation increase in income would have brought an additional 210,000
yuan in transfers in 1995, while in 2000 it would have brought an additional
138,000 yuan in subsidies.

The coefficients of economic structure (ECONSTR) in 1995 suggest that the
fiscal system as a whole was allocating more subsidies to agrarian counties.
However, the average province transferred systematically less funds to the average
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counties. Clearly, central transfers to the provinces were responsible for much
of the transfers received by agrarian counties, while at the provincial level rural
counties were the subject of discrimination in receiving transfer payments. In
2000, while the system as a whole still transferred significantly more money to
agrarian counties, the average province did not favor or discriminate against
agrarian counties systematically. Again, this finding suggests that almost all of the
subsidies allocated to agrarian counties stemmed from central policies to disburse
subsidies to primarily agrarian provinces.

Preferential policies also extended systematically to nationally designated
poverty counties (NDPs) in most of our equations, although the magnitude of the
effect is surprisingly small. Although NDPs are designated by the State Council,
our regression shows that the fiscal system as a whole did not systematically
allocate more subsidies to NDPs in 1995. When central subsidies to the provinces
and other provincial fixed effects are taken into account, however, the average
province seemed to have allocated more funds to NDPs. In other words, special
transfer payments to nationally designated poverty counties seemed primarily to
be a provincial initiative in 1995. In 2000, however, nationally designated poverty
counties received around 0.1 yuan extra subsidies per capita. This effect is robust
both with and without provincial dummies, suggesting that both the central and
provincial governments applied essentially the same algorithm in allocating to
these counties. It is unclear whether this represents a progressive allocation
of subsidies to truly needy counties, since the designation of NDP counties is a
political process involving several central agencies, including the State Council
Poverty Relief and Development Leading Group, the Ministry of Finance, and
the State Planning Commission. Cadres in the Ministry of Finance freely admitted
that counties with a high minority representation received special considerations
for receiving NDP status (Agriculture Department of the Ministry of Finance
2002).

The strongest coefficient in this set of equations is the size of the fiscal personnel
per capita (FISDEP). In both 1995 and 2000, both the GLS and fixed effect
equations generate positive, significant coefficients for FISDEP. Moreover, the
magnitude of this coefficient is larger than that of all the other variables, suggest-
ing a strong correlation. In 1995, a county with one million residents received
435,000 yuan in additional subsidies for a standard deviation increase in fiscal
dependents from the fiscal system as a whole and 324,000 yuan in additional
subsidies from the average province. In 2000, a one-standard deviation increase in
fiscal dependents in the same county drew an additional 430,000 yuan in subsidies
from the fiscal system as a whole. Even controlling for provincial effect, the same
one-million resident county obtained an additional 352,000 yuan in additional
subsidies. More than the other factors in the equations, the size of fiscal dependents
in a county is closely tied with the amount of subsidies received by the county. In
the next section, we seek to clarify the causal relationship between fiscal
dependents and subsidies allocation.

In general, the results presented in Table 7.2 do not suggest that concerns of
economic equity underlie the allocation of subsidies to counties after the imple-
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mentation of the TSS. Viewing our results alongside Wong and West’s (1997)
earlier findings, we come to the pessimistic conclusion that the Chinese fiscal sys-
tem has allocated regressively away from poor localities for much of the reform.
The TSS did not change the regressive nature of the fiscal system. Furthermore,
although central policies effected substantial transfers to agrarian provinces,
provinces themselves did not seem eager to undertake similar redistribution
to agrarian counties. This speaks volumes to the urban bias at the provincial level.
Although there was a tendency to allocate subsidies to deficit counties, deficit
counties were not necessarily poor. Moreover, the tendency to allocate to deficit
counties says more about provincial anxiety about explicit, local deficits than
economic equity. Finally, fear of wage arrears and potential instability drove
higher-tier governments to allocate subsidies based on the fiscal dependents in
a county.

Clarifying the causal role of fiscal dependents

Our preliminary investigation makes it clear that the size of fiscal dependents is
strongly related to subsidies remittance. However, the direction of causality remains
unclear. Theoretically, the causal arrow can go either way, from dependents to
subsidies and vice versa. With this endogeneity problem, the estimated coefficients
of the explanatory variables are no longer statistically consistent. Thus, this remains
an issue to be settled with further statistical tests.

Fortunately, we have two years of data, which allows us to conduct a two-
stage least squares estimation (2SLS). This procedure enables us to exogenize the
main variable of interest, the size of the fiscal dependents, in estimating its effect
on subsidies in 2000. The instruments should be exogenous and should be
correlated with the main explanatory variable, which is FISDEP in 2000. Here,
we use fiscal shortfall in 1995 (FISSHORT9S) and fiscal dependents in 1995
(FISDEP95) as instruments to generate predicted values for fiscal dependents
in 2000 (PFISDEP00).!° By construction, since PFISDEP0O is predicted using
variables from 1995, endogeneity is no longer a problem.The first-stage results
are reported in Panel B of Table 7.3.

Because of the changing number of counties since 1995, combining the data
from both years results in the deletion of a significant number of observations.
We have to delete both abolished counties and newly created counties from our
sample. However, given our need to clarify the causal relationship between fiscal
dependents and subsidies, we are required to make this tradeoff. After combining
data from the two years, we are left with a little under 1,800 observations. If
jurisdiction changes were not an issue, we would have over 1,900 observations.
Thus, combining the data from these two years results in the loss of 5 percent of
our sample.

In our 2SLS estimation, we estimate essentially the same equations as we
did on Table 7.2. In the second stage, the dependent variable is subsidies in 2000,
while the independent variables are fiscal shortfall, per capita output, the NDP
county dummy, and economic structure in 2000, as well as the predicted values
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of fiscal dependents in 2000. We also add a lag of the dependent variable, sub-
sidies in 1995 (SUB95) in the equation. In Panel A of Table 7.3, we display the
coefficients of the second-stage estimation.

When we use instrumental variables to estimate fiscal dependents in 2000, we
find that most of the explanatory variables have the same impact on the dependent
variables as they do on Table 7.2. Most significantly we find that fiscal depend-
ents have the same, enormous impact on subsidies allocation. A standard deviation
surge in fiscal dependents still brought around 0.45 yuan in per capita subsidies.
Because we use the 2SLS procedure, we can say more confidently that the rela-
tionship between fiscal dependents and subsidies is a causal one. In other words,
rising numbers of fiscal dependents indeed drove the allocation of subsidies at the
county level. Politically, this suggests a curious process of subsidies remittance.
While higher-level governments were less willing or unwilling to allocate sub-
sidies based on criteria of income and structural inequality, they were more than
willing to remit subsidies to county governments to pay for rising wage bills.

This phenomenon suggests three possible processes. First, provincial and
central governments might be happy to increase subsidies to pay for new govern-
ment workers in the various vertically integrated bureaucracies. Second, because
grassroots government officials constitute the frontline in the state’s daily struggle
to regulate and to control society, both provincial and central governments are
willing to bolster the capabilities of grassroots government. Indeed, the central
government issued several decrees urging local governments to first pay for wage
bills before considering construction (Ministry of Finance 2003b). As suggested
earlier, central concern for local wage arrears leaves room for local governments
to opportunistically bolster cadre ranks in order to blackmail provincial and central
governments for more subsidies. However, doing so is not without cost, since
central and local transfers are not sufficient for the entire wage bill. Local govern-
ments that expand fiscal dependents recklessly would receive more subsidies,
but would face an even greater wage bill and higher deficits.

When we consider both local deficits and fiscal dependents, a coherent strategy
of bargaining with, if not blackmailing, higher levels of government emerges.
Although grassroots government officials are at the mercy of their superiors at the
provincial and central level, they can threaten higher authorities with the prospects
for social instability. Again, since the provincial government and the center need
grassroots governments to handle most mandates (such as compulsory primary
education) and the “dirty work” (such as birth control), grassroots governments
can expand both fiscal personnel and expenditure opportunistically to wrest more
subsidies from the provinces and from the center. Although this may lead to bigger
fiscal shortfalls, our findings suggest that grassroots governments are willing to
expand fiscal dependents and local fiscal shortfalls to obtain more subsidies.

Conclusions and implications of recent changes

How the Chinese government distributes its subsidies has important implications
both for future growth trajectory and for political stability in China. If the state
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Table 7.3 Effect of past subsidies, fiscal shortfall, output, economic structure, and fiscal
dependents on total subsidies in 2000

SLS without dummies 2SLS with dummies
Panel A
SUB95 0.499%** 0.499%**
FISSHORTO00 —0.156%** —0.151%**
OUTPUTO00 0.029* 0.030***
ECONSTRO00 0.086*** 0.026%*
PFISDEP00 0.456%** 0.290%***
NDP 0.13%** 0.085%**
Tianjin —0.080%**
Hebei —0.465%**
Shanxi —0.306%**
Inner Mongolia —0.256%**
Liaoning —0.199%**
Jilin —0.174%**
Heilongjiang —0.176%**
Shanghai —0.03 1%**
Jiangsu —0.343%%*
Zhejiang —0.218%**
Anhui —0.302%**
Fujian —0.368%**
Jiangxi —0.258%**
Shandong —0.443%%*
Henan —0.255%**
Hubei —0.280%**
Hunan —0.338%**
Guangdong —0.490%***
Guangxi —0.336%**
Sichuan —0.277%**
Guizhou —0.219%**
Yunnan —0.278%**
Shaanxi —0.247%**
Gansu —0.216%%*
Qinghai —0.090%**
Ningxia —0.109%**
Xinjiang —0.295%**
Hainan —0.138%***
Xizang —0.159%*%**
OBS 1798 1798
F Value 369.91 584.13
Adj-R2 0.7 0.88
Panel B
FISSHORT95 0.028** —0.026%*
FISDEP95 0.338*** 0.4]15%**
Adj-R? 0.34 0.49
Note:

The coefficients are reported as standardized coefficients. Standard errors are not reported because
they are irrelevant in interpreting standardized coefficients.
* k% indicate significance at 10%, 5%, 1% level respectively
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actively undertakes to redistribute from richer regions to poorer regions, com-
parative research suggests that China would benefit from a higher likelihood of
sustainable growth and political stability (Barro 1999; Easterly 2003).!'" Our
findings, however, suggest that other factors underlie the distribution of subsidies
in China. First, the pervasiveness of earmarked grants still provides more affluent
localities with an advantage in applying for earmarked grants. Second, subsidies
distribution seems to be driven by central and provincial efforts to prevent social
instability and the collapse of grassroots governments. Instead of allocating to
poor places, the central and provincial governments reward counties that most
aggressively expand their personnel and expenditure. Over time, this allocation
logic can only drive local governments to compete with each other to expand.
Thus, a major reason why county-level dependents grew by an average of 4.5
percent between 1994 and 1999 is that local governments knew that they could
benefit from central subsidies with an expanded workforce (Wang 2002).

In 2001 and 2002 further fiscal reform was carried out, which will have addi-
tional impact on the fiscal situation at the grassroots level. First, the past few years
saw the expansion of the tax-for-fee reform (feigaishui), which seeks to replace
the myriad fees at the local level with a standard agricultural tax (Gao 2002).
Because many local governments at the county level or below had relied on fees
for a large part of their expenditure, the tax-for-fee reform will significantly
reduce their revenue sources. To compensate these local governments, the central
government has once again concocted another scheme. As with transfer payment
subsidies, the new tax-for-fee reform subsidies (feishui gaige butie) are calculated
based on “standard expenditure” and the difference in pre- and post-reform
revenue collection (Ministry of Finance 2003d).

Not only is local government completely at the mercy of “standard” estimates
from the central government, they are also at the mercy of provincial governments,
which distribute central and provincial transfers to the county and township
governments (Ministry of Finance 2003c). Provincial governments are also sup-
posed to provide a substantial share of the transfers to grassroots governments
to support the reform (Ministry of Finance 2003c¢). Given our findings that pro-
vincial governments have a considerable urban bias, it remains unclear how much
provincial governments will actually transfer to needy rural counties undergoing
the tax-for-fees reform. Grassroots governments’ only recourse may be to extract
more subsidies from the center and the provinces by further expanding fiscal
dependents and local deficits.

Another major recent development in the fiscal system is the tax sharing scheme
for enterprise and personal income tax instituted in 2002. The tax sharing
scheme in 1994 gave local governments exclusive claims over enterprise and
personal income tax. However, with the rise of income tax, the central government
doubtless wanted to secure a share of this dynamic income stream. Thus local
governments were ordered to give 50 percent of the new increases in personal
and enterprise income tax over to the central government in 2002 and 60 percent
thereafter (Yang 2004: 80). Local governments, including provincial, city, and
county-level governments, would share the remaining portion. As in 1994, this
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tax-sharing scheme will undoubtedly increase local governments’ dependence
on central subsidies. According to our findings, the strongest leverage local
governments have to bargain for higher subsidies is an expanding workforce.

Due to central and provincial concerns for wage arrears and social instability,
as well as their dependence on grassroots-level governments to implement various
policies, provincial and central governments’ commitment to freeze wage sub-
sidies in accordance with “standard” expenditure lacks credibility. Thus, local
governments opportunistically increase the size of the local workforce to black-
mail higher levels of government for more subsidies. As a consequence, although
the new tax sharing scheme and the tax-for-fees reform will decrease local revenue
sources, local governments might have an even Zigher incentive to expand their
workforce, since an expanding workforce and fiscal shortfall, rather than poverty,
constitutes the surest way to increase subsidies allocation. As both Western and
Chinese scholars have pointed out, the expansion of local government workforce
produces undesirable consequences, from more fee collection, wage arrears,
to even the disintegration of local level governments (Wong 1998; Yu 2003b). In
other words, the expansion of local government only serves to increase the thirst
and the capacities for rent-seeking at the grassroots level (Bernstein and Lu 2003;
Yao and Yang 2003; Yu 2003a). While local officials everywhere are tempted to
prey on the resources in their territories, Chinese officials are further free from
bottom-up accountability mechanisms like elections.

Notes

1 We gratefully acknowledge Liu Mingxing for generously providing the county-level
data that made this study possible. We also would like to thank Zhang Xiaobo for the
NDP county data. Last but not least, we are grateful to Christine Wong, Vivienne Shue
and other members of the “Paying for Progress” Workshop for their invaluable
comments.

2 From available regulations, it seems that provincial governments have the discretion to
devise schemes for distributing tax-rebate subsidies to the prefectures and counties.
See, for example, Henan People’s Government (2004).

3 Inthe original State Council document issued in 1993, tax rebates are set to grow at 0.3
times the average national growth rate of VAT and consumption tax combined.
However, the State Council modified the rule in 1994 to peg tax rebate increases to the
growth in local VAT and consumption tax collection, not the national growth. Christine
Wong at the World Bank then further found that in fact the MOF was only rebating the
portion of the growth in VAT and consumption tax collection kept by the center. See
State Council (2003a).

4 Lou Jiwei, the vice-minister of finance in that period, was likely a major champion of
the transfer payment subsidies. In a speech given in January 2000, Lou praised the new
system extensively for its scientific precision and criticized the old system of subsidies
allocation for its arbitrary nature. See Lou (2002).

5 Besides this formula-based portion of the transfer payment subsidies, there is also a
“priority” transfer category which provides transfers to poverty counties, minority
counties, counties near border regions, counties affected by major dam projects, and
counties in military restriction areas. The amount disbursed for priority transfers seems
to be minimal. See Finance Department of Anhui Province (2000b).
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6 For an excellent discussion of how rosters are set see Mertha (2005).

7 We would like to thank Dr. Zhang Xiaobo at the International Food Policy Research
Institute for generously sharing the poverty county data with us.

8 A small number of these observations were dropped through list-wise deletion in our
regressions due to missing information.

9 Bonuses and some categories of subsidies are not included in the official budget, even
if bonuses at times make up a large portion of a government employee’s salary. Salaries
of employees not on the state roster are also not listed in the formal budget. See Gansu
People’s Government (2002).

10 These two variables are not the perfect instruments, since they are slightly correlated
with the main dependent variable. However, they have the lowest correlation with the
dependent variable out of all of the variables in our data-set.

11 Barro finds that inequality only retards growth at low levels of development.
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8 Local governance, policy
mandates and fiscal reform
in China'

Liu Mingxing and Tao Ran

Introduction

The dilemmas of local governance in contemporary China have recently received
a great deal of attention from both academics and policymakers. Many Chinese
farmers, especially those in less developed regions, have been plagued by exces-
sive tax burdens, insecure land property rights and intrusive local governments.
It is widely agreed that the size of local governments is excessive and expanding
too quickly; at the same time, local provision of public services frequently remains
insufficient and of low quality. From the center’s perspective, local government
officials, in pursuit of their own interests, tend to ignore the demands of local
people. However local officials, for their part, complain that higher levels of
government, (especially the center) unduly monopolize fiscal resources. They argue
that in many less developed regions the center has failed to provide fiscal transfers
commensurate with ever-increasing local expenditure needs, thus creating local
fiscal insolvency leading to chronic under-provision of public services.

Such differing governmental perspectives have generated differing analyses of
and proposed solutions to China’s current problems in delivering good standards
of local governance to its people. On the one hand, the center understands that
local government officials, who are appointed from above and lack accountability
to local people, have a tendency to stray from good governance practices; on the
other hand, fearing that uncontrolled elections could gravely weaken the center’s
ability to enforce its policies and even destroy the Party’s power base, the center
has no strong desire to promote popular elections at local levels. Instead it has tried
to restrain local officials by issuing numerous policy documents designed to
regulate local governments, requiring them to be more accountable to the center.

Can the center effectively improve local governance by issuing more policy
documents and regulations? Many expert observers believe that such measures
will not work because local bureaucrats can always manage to find ways to evade
central regulations when they conflict with local vested interests. While not
pretending to be completely innocent of all bad governance practices, local
government officials still believe that they have many reasons to complain. Facing
heavy expenditure responsibilities and a host of unfunded development mandates,
local governments have no way to make ends meet except by drawing on extra-
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budgetary revenue sources obtained through fees levied on farmers and profits
generated through the expropriation of farmers’ land. Therefore, local officials,
especially those in less developed regions, constantly seek changes in inter-
governmental fiscal arrangements aimed at securing either larger fiscal transfers
or higher shares of tax revenue.

This chapter is an attempt to approach these questions based on an analysis of
China’s local governance in the context of its central-local framework and decen-
tralization experiences. The chapter is structured as follows: the second part
explains central-local political and economic arrangements and presents a brief
analysis of China’s local government accountability in this context. Drawing on
our fieldwork, the third part describes local governance heterogeneity across
regions and links such heterogeneity to differentiated factor mobility and policy
burdens across regions. In this part, we also quantitatively test three hypotheses
that account for the mechanism, the time-series and the cross-sectional variations
of rural tax burdens. The fourth part describes the recent policy changes bearing
on central-local arrangements and local governance. We argue that more fiscal
transfers to less developed regions, though necessary, would be far from adequate
to solve the challenges local governments in China are currently facing. The final
part concludes.

An analysis of China’s decentralization and local governance

Central-local framework

China’s present-day central-local framework is the product of incremental changes
made over the past two decades of transition. Along with other important reforms
in the agricultural and the state-owned industrial sectors which promote work
incentives, fiscal and administrative decentralization was pushed forward in the
early 1980s.2 In a country as large as China, deregulation and economic liberal-
ization had to be accompanied by a degree of fiscal and administrative decentral-
ization, for without close coordination by local governments, the reform measures
could not have been implemented. In the 1980s, therefore, local governments
began assuming primary responsibility for local development. They took on a broad
range of responsibilities which entailed the power to determine prices, approve or
disapprove the creation of new firms, and make major investments with “self-raised
funds” such as bank loans or local extra-budgetary funds (Oi 1995). In the 1980s,
a fiscal contracting system characterized by “dividing revenue and expenditure with
each level of government responsible for balancing its own budget” was introduced
to ensure that there would be incentives for local governments to collect revenues.
At the same time, control over expenditures was further decentralized and local
governments assumed primary responsibility for providing education, health,
housing, local infrastructure, and so forth (Wong 2000).

While China has made significant progress in economic liberalization, the
highly centralized control of personnel has remained largely intact even to this
day. Politically, China has maintained a centralized political system with the



168 Liu Mingxing and Tao Ran

Communist Party as the single ruling party and local officials appointed from
above (World Bank 2002) Therefore, the concepts of “constitutional decentraliza-
tion” or “political decentralization” that are prevalent in the experiences of many
other liberalizing and decentralizing systems do not apply to China (Bardhan
2002). Neither do local governments in China hold any institutionalized rights
to participate in central decision-making procedures; nor are there any widely
accepted free elections at township levels, or indeed, at any other of the levels of
government that stretch upward from the townships to Beijing.3

Political centralization does not mean that there has been no change in the
political arena. China’s reform of its personnel control system coincided with
the beginning of its economic reforms. A crucial turnaround in personnel manage-
ment has involved the wholesale change in the evaluation criteria for government
officials. Political conformity that used to be the only important pre-reform criterion
for promotion, gave way to economic performance and other competence-related
indicators (Li and Zhou 2005). There has been a growing literature that empha-
sizes the role of political incentives or career concerns on the part of local officials
in China.*

Economic recentralization after 1994

In China, responsibility for government expenditures was decentralized to local
governments even in the 1980s. But important new fiscal and tax reforms under-
taken in 1994 and afterwards significantly re-centralized control over revenues,
and this created large vertical imbalances that have not been offset by a sufficient
quantity of equalizing transfers. Though total transfers were increased, much
of that increase came from hundreds of types of earmarked grants allocated in an
ad hoc, nontransparent fashion rather than from general-purpose equalizing
transfers, which signals the center’s obvious intention to retain control.’ Therefore,
the fiscal reforms since the mid-1990s, taken together, have imposed heavy fiscal
burdens on local governments, especially those in rural areas and in the poor
regions of the country.®

The expenditure responsibilities before and after 1994 were nominally
unchanged with the sub-provincial levels (prefecture, county, and township) still
facing the expenditure responsibilities that had been delegated to them through
the decentralization of the 1980s. However, a critical difficulty arose with respect
to the responsibility for maintaining the social safety net, and this was further
aggravated by the large-scale restructuring taking place in China’s state-owned
sectors in the late 1990s. Many of the social service and social security respon-
sibilities that used to be taken care of by state-owned enterprises were now
passed to local governments without corresponding resources being set aside to
meet these responsibilities.” Many local governments became insolvent and were
in urgent need either of additional transfers or of a further rationalization of the
intergovernmental fiscal system.

According to the World Bank (2002), nearly 70 percent of total public
expenditure in China takes place at the sub-national (i.e. provincial, prefecture,
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county, and township) level, of which more than 55 percent is at sub-provincial
levels. Problems are most acute at the county and township levels, which together
provide the bulk of vital public services, including 70 percent of budgetary expen-
ditures for education, and 55—60 percent of those for health. Cities at prefecture
and county levels account for all local expenditures on unemployment insurance,
social security, and welfare. However, due in part to high tax rebates which are
given to relatively developed regions, and to higher-level government expendi-
tures on capital construction undertaken since the middle of the 1990s to stimulate
domestic demand, the actual fiscal situation faced by the localities has diverged
sharply across regions. In richer regions, local governments, especially those at the
county and township level, are generally able to provide decent public goods
and services to residents and businesses, since they not only enjoy higher tax
revenues coming from the development of non-agricultural sectors, but can draw
on additional high income from the sale of rights to develop local land, and from
certain profit remittances they receive from TVEs. By contrast, in less developed
areas, most of which are located in inland China, local revenues must come
mainly from agriculture, and are much more limited. In the absence of sufficient
and dependable equalizing transfers from higher levels of government, local
governments in less developed areas have frequently found themselves unable to
pay their bills.

Political centralization and local government accountability

Under a still-centralized political system with extensive expenditure decentral-
ization but with little revenue decentralization, local government officials have
tended to be more responsive to higher-level government policies than they are to
local needs. These officials are, after all, controlled from above both by tight
hierarchical personnel arrangements and by fiscal transfer arrangements.

The problem is further complicated and aggravated by the fact that all levels of
government in China are growth-driven in nature. In China there is a set of
performance indicators at all levels of local government that are used to evaluate
local officials. The indicators usually include a number of economic targets such
as the annual growth achieved in local GDP, the revenue collected and contri-
butions to higher levels of the state, the volume of foreign investment attracted, as
well as various “social” targets such as those for birth control, maintaining public
security, raising school enrolments and so on. For example, throughout the 1980s
and 1990s in agriculture-based regions, reaching the state grain procurement quota
and implementing birth control policies were invariably two essential policy
targets to be fulfilled at the township and village level (Edin 2003). Successfully
reaching or exceeding the targets set up by higher-level governments is decisive
for local officials seeking political promotion. In a process of political competition
for promotion across all regions, local government officials understandably
compete against each other to reach such policy targets.

In brief, the logic of local governance in a politically centralized system runs as
follows: a system where all local leadership is appointed and monitored from
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above has to be kept because it is necessary for the Party to stay in power. Under
continued political centralization, the policy targets of local governments are set
from above since there is no election mechanism to reveal voters’ preferences and
thus to monitor local governments from below. Given that such policy targets must
be implemented locally, the center has to monitor local leaders by stipulating
policy targets and evaluating cadres in their performance on the basis of how well
or poorly those policy targets are achieved.® To ensure that policy targets are met
by local governments, the center either has to provide them with some financial
support in the form of transfers, or it has to give them a certain autonomy in
administrative methods and in taxation. In principle, the center could provide fiscal
transfers to cover all the policy implementation costs. However, the financial
and personnel costs of local policy implementation are not fully known to the
upper-level government. The upper-level government, understanding its informa-
tion disadvantage and that transfers alone would not be sufficient in inducing
policy coordination, has to grant local governments a degree of autonomy
in taxation (by, for example, turning a blind eye to illicit fee collections). However,
once such autonomy is granted, local governments are able to take advantage of
and draw on the legitimacy of higher levels of government to overcharge farmers
and even engage in rent-seeking in the name of implementing upper-level policy.
Under such circumstances, the center not only controls political appointments,
but also has a strong incentive to control formal fiscal revenues while at the same
time granting a degree of local informal fiscal autonomy. Therefore, controls on
local cadres’ careers, fiscal transfers, and a certain scope for local informal tax
autonomy can all be used as carrots and sticks to induce better local coordination.

Local governance heterogeneity, factor mobility and policy
mandates

Heterogeneity in local governance practices

Under the powerful influence of this general “logic” we also observe significant
regional variations in local governance practices. In the more developed coastal
regions, to a large extent, local governments have limited their predatory and
regulatory roles and have been much quicker in readjusting their local policies.
In wealthy Zhejiang province, for example, township governments have sig-
nificantly changed their roles, lately emphasizing their provision of public services
rather than their enforcement of administrative regulations. By setting up the so-
called “Enterprise Service Centers” and “Agriculture Service Centers,” township
governments in the region have strengthened their roles in providing various
public services to compete for industrial investment and promote agricultural
development. Meanwhile, in many less developed regions, local governments tend
to remain firmly engaged in implementing higher-level government policies so
as to reach the policy mandates imposed from above.

The regional variation in governance practices can best be described by
comparing the ranking of different policy mandates in local cadre evaluation.
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Table 8.1 lists the top five tasks with the greatest weights in the evaluation of
township cadres set by the county governments for 12 counties (or county-level
districts) across nine provinces in China where the authors conducted surveys. We
observe that fiscal revenue and tax collection targets are invariably important tasks
to be fulfilled by township governments. In addition, birth control and public
security targets are always policy mandates with veto-power for township govern-
ments.” However, there is also significant variation in the way these policy
mandates are ranked by the county-level governments. In richer provinces such as
Zhejiang and Fujian, evaluation of the implementation of central policies such
as birth control and public security tends to be less important, while the policies
initiated by county and municipal governments tend to be more important. These
locally initiated policies usually focus on anti-corruption, environmental protec-
tion, urban infrastructure development, and local public service provision that are
more closely related to building a climate conducive to investment in the locality.
In contrast, the least developed regions of Gansu and Shaanxi attach much weight
to state policies such as birth control, agricultural restructuring and compulsory
education.!® In the middle-income regions such as Sichuan, Henan, Hebei and
Anhui which are agriculture-based provinces with fewer central transfers but
heavier tax burdens and more serious conflicts between farmers and local cadres,
the priority tasks for township governments are not only controlling birth and
promoting agricultural restructuring, but also collecting taxes and preventing
large-scale farmers’ petitions and demonstrations.'!

Administrative and fiscal arrangements also differ across regions. While in more
developed regions, horizontal administration (or kuaikuai, or more decentralized
administration) dominates, administration through line bureaux (or tiaotiao, or
vertical, more centralized administration) is more common in less developed
regions. Take Zhejiang, Hubei, and Gansu as examples. Before the rural tax reform
in 2003, in the most developed province of Zhejiang, both the finance depart-
ment and the land department were under the direct control of the township
governments, while in the middle-income province of Hubei, township finance
departments were under the control of township governments, but land depart-
ments were controlled by county land bureaux. The situation has recently been
changed: with a tightening central policy on land management and the rural
tax reform, Zhejiang’s land departments at township level are now vertically
administered with personnel and salaries directly controlled by county-level land
bureaux. In Hubei, owing to the serious shortfalls at the county level, even finance
departments are now vertically controlled by county finance bureaux. In the least
developed province of Gansu, both land and finance departments at township
levels were and still are vertically controlled directly by county bureaux to ensure
tighter controls by upper-level governments. This is consistent with the regional
patterns of county-township fiscal arrangements. In fiscal terms, township
governments in relatively developed regions enjoy more fiscal autonomy and a
higher marginal share in revenue. Township governments in Gansu province have
no independent budgets.!> Meanwhile in middle-income provinces such as Hunan
and Anhui,!® the most common fiscal arrangement is the so-called “Tax Sharing
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System,” in which, for any given tax, the township-level government usually
delivers a certain benchmark amount to the county government, and then the addi-
tional revenue is shared by township and county. In the most developed regions
such as Zhejiang, a different type of revenue sharing according to actually realized
revenue is more common. Under this system, county-township governments do
not share revenue by tax categories, but share according to the total tax revenue
actually collected.'* Though under such a system benchmark revenue or revenue
quotas for major taxes are still imposed to ensure local delivery of taxes to the
center, the revenue quotas to be submitted to upper levels usually constitute only
a small share of total local revenue. This implies that township governments in
more developed regions can reach their revenue quotas relatively easily and thus
enjoy higher fiscal autonomy than those in less developed regions. The higher
degree of administrative and fiscal decentralization means that in more developed
regions local governments have both more incentives and higher capacities to
serve local demands.

Factor mobility, policy burdens and local governance heterogeneity

One important reason for interregional heterogeneity in local governance prac-
tices as well as in administrative and fiscal systems is variable actor mobility.
In an industrializing country like China, interregional differences in levels of
development contribute significantly to differences in local governance practices.
In coastal regions where market-oriented industrialization started earlier, factor
mobility is much higher and competition for investment and labor has begun to
push local governments to deregulate and rescind various local policies that may
restrict factor mobility or local competitiveness. To attract investment and increase
the value of land (which is immobile but can be an important source of local extra-
budgetary revenue), local governments in rapidly industrializing regions are keen
to invest heavily in infrastructure development from local budgets and to establish
industrial and commercial development parks offering preferential policies and tax
breaks to investors. While in less developed regions with lower factor mobility (or
where production factors, under market forces, are mostly moving out to other
regions), competition for investment is less intense and local governments have a
tendency to be more regulatory, or more predatory.'

However, we believe the factor mobility story cannot fully account for all the
interregional heterogeneity in local governance in China. The particular growth-
driven development strategy and the various policy mandates imposed from above
have tended to produce even larger adverse impacts on less developed regions
than would have been expected since the developed regions experience far less
difficulty in meeting the policy mandates set by upper levels. For example, before
the grain market liberalization in the early 2000s, state grain procurement quotas
differed markedly across regions. The localities with higher per capita arable land
(mainly more agriculture-based regions in inland China) usually had to fulfill
heavier state grain procurement quotas.'® In the late 1990s grain procurement
quotas as a share of total grain output could be as high as 3040 percent in the
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central province of Hunan and in Jilin, while they amounted to virtually zero in
coastal provinces such as Zhejiang and Guangdong (Tao et al. 2004). As shown
in our next section, the fact that rural tax burdens were heaviest in regions with
high grain quotas is actually not a mere coincidence. It is precisely in these
middle-income regions where there is relatively developed agriculture but a poorly
developed industrial base, and where central transfers are scarce, that local
governments directly tax farmers.

All in all, in more developed regions, the increasingly intensive interregional
competition that has resulted from the much higher mobility of labor and capital,
together with what are in effect proportionately lower policy burdens from above,
have worked well to curb predatory and excessively regulatory government
behavior and to make local government officials relatively adept at adjusting
irrational policies to better meet local realities and relatively quick to compete
in providing better services. However, in less developed regions, lower factor
mobility, together with the relatively tougher-to-meet central development
mandates and higher dependence on upper-level transfers work systematically to
distort local government behavior and draw local governments in these regions
into a style of political performance that caters to higher levels of government
instead of local people and encourages unhealthy competition for upper-level
transfers. Under heterogeneous policy burdens, yardstick competitions that involve
comparing and evaluating local governance across regions become distorted. This
means that competitions lose their effect in evaluating, controlling, and motivating
cadres because everyone understands that policy mandates differ across localities
and that the accomplishments of cadres in different localities cannot be simply
measured with a single yardstick.

Policy mandates and rural informal taxation

Policy mandates under central-local information asymmetry in implementation
costs have also contributed to the perpetuation, even after the centralizing fiscal
reforms of the mid-1990s, of what are effectively soft budget constraints on local
governments. The issue of informal (i.e. illicit) fee collection by local authorities
provides a good example. In the mid-1990s, excessive rural informal tax burdens
became an increasingly serious problem in many agriculture-based regions in
inland China where there were growing farmers’ frustrations and complaints
against local government predation (Bernstein 1999). As argued earlier, this phe-
nomenon can in part be attributed to policy mandates having necessitated the
granting of a degree of local tax autonomy. Since the financial and personnel costs
of local policy implementation are not fully known to the upper-level government,
the latter, understanding its information disadvantage and that transfers alone are
not sufficient in inducing policy coordination, has to grant local governments some
autonomy in taxation. The basic hypothesis here is:

Hypothesis 1 “Policy mandates and rural informal taxation”: other things
being equal, the heavier the policy mandates from above, the higher the rural
informal fees, including illegitimate local fundraising.
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Starting from the 1990s, China has witnessed significant changes in the state
grain procurement system. Further lifting of restrictions on grain trading and
moves to commercialize the state grain trading system all led to a surge in market-
oriented grain distribution and a gradual decline of state grain quotas (Sicular
1995; Rozelle 1996; Rozelle et al. 2000; de Brauw et al. 2004). The gradual
erosion of state grain procurement quotas made it increasingly unlikely for
township and village officials to deduct state agricultural tax and some of the local
fees before paying farmers for their state grain quota deliveries. As a result, local
officials now had to draw the state agricultural tax and fees directly out of farmers’
pockets. This would significantly raise the costs of tax collection by increasing
local cadres’ administrative and personnel costs. In response, higher local fees had
to be collected to compensate the revenue shortfalls.!?

Hypothesis 2.1 “Transition from low-cost taxation to high-cost taxation™:
other things being equal, the less likely it is that local officials can deduct
state agriculture tax and local informal fees via the state grain procurement
system, the higher their tax collection costs, thus the higher their local fee
charges.

A further impact of agricultural liberalization was that it reduced both the
quantity of the state grain quota as well as the grain market-procurement pricing
margin. China’s countryside in the 1990s also witnessed a fast price liberalization
on all other major cash crops, sideline products, and on major agricultural inputs. '3
It used to be the case in the 1980s that local governments collected implicit
taxes on crops such as grain (through over-procurement), cotton, rapeseed, sideline
products such as cocoons and pigs, and agricultural inputs such as fertilizers
and pesticides since they could control the transaction channels and prices. The
gradual erosion of state grain procurement quotas, along with gradual erosion of
regulations on cash crops and declining controls on transaction channels of major
agricultural outputs and inputs, reduced the implicit taxes local governments could
have access to, resulting in rising explicit taxes levied.

Hypothesis 2.2 “Transition from implicit taxation to explicit taxation™: other
things being equal, the less local governments are able to levy implicit taxes
(in the case of grain, through the price margin between the grain market price
and the state procurement price), the more likely they are to turn to explicit
fee charges.

Finally, the higher level of industrialization in some regions contributed to their
lower levels of taxation. China’s growth in the course of economic transition has
been a spatially uneven process in which the coastal regions have been able to
industrialize faster. This has been true also even for what were historically rural
or agriculture-based localities. Rural counties in the coastal regions were able to
achieve faster growth through booming TVEs, for example. Therefore, regions
with faster industrialization opted to collect taxes on industrial firms. When grain
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sector marketization rendered direct tax deduction through the grain procurement
system less likely and the cost of collecting taxes from individual rural households
began to outweigh the resulting revenues generated, it became more cost-effective
for local governments in more developed regions to forego such taxes and make
up the lost revenue from industrial firms.

Hypothesis 3 “Transition from agricultural tax to industrial tax”: other things
being equal, the higher the level of industrialization in the locality, the more
likely local governments are to shift to industrial taxation, and the lower the
direct tax burdens on individual farmers.

Using a large panel data set of over 6,000 rural households in 120 villages across
10 provinces from 1995 to 1999, we are able to account for the mechanism, the
dynamics as well as the cross-sectional variation in rural explicit tax burdens
within an integrated empirical framework.!” Table 8.3 shows our quantitative
results using fixed effect models that control both village and year dummies. The
dependent variables represent different types of explicit informal rural tax burdens
per capita for the i household in j* village in year t. Specifically, eretotalijtis
defined as total local fees per capita, erelij .is defined as the local fees legitimated
by the state per capita, ere2ij[ is defined as various local levies not legitimate
but imposed by local government and village community organizations per capita.
Therefore, Hfeetotal=Hfeel+Hfee2. We use the household-level tax variables as
dependent variables, which enables us to use household land and labor variables
that are important determinants of rural fee charges. We do not discuss the state
agricultural tax here since this tax is a formal tax with state-defined rates rather
than local fees that are more at the discretion of local officials.

Since state grain procurement was one of the major, though declining, policy
mandates in rural China from the 1980s to 1990s, we use Vgrainquotay, the per
capita government grain procurement quota at village level as our policy man-
date variable to test Hypothesis 1. Other independent variables include the implicit
tax variable (Pricemargin,,), the ratio of grain market price to government
procurement price at the village level minus one to test Hypothesis 2.2; and the
industrialization variable (Countyind) represented by the share of industrial out-
put in total output at the county level to test Hypothesis 3. To test Hypothesis
2.1, we include two variables as the proxies for the degree of non-availability
of direct state agricultural tax deduction via state grain procurement. Vnondel
represents the share of households in a village whose state agricultural tax cannot
be fully deducted beforehand from their grain procurement payment. An alter-
native variable Vnonde2 is also used for robustness, which is a variable indicating
the share of state agricultural tax in a village that cannot be deducted from grain
quota payment.

Beside the village and year dummies, other control variables are also included.
Hlandpc is the household-level arable land per capita. Hlabshare is the share of
laborers as a share of household population, Vsize, is the total population of a
village. Vinc, is the average per capita net income in a village, and Vpubjtis the
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share of collective economy in a village represented by the operating income for
collective enterprise as a share of village gross operating income.

As Table 8.3 indicates, for regressions of different definitions of rural informal
tax burdens, the coefficients for our policy mandate variable (Vgrainquota)
are positive and significant at 1 percent level. The coefficients for the (non)-
availability of direct tax deduction via state grain procurement (Vnondeshl and
Vnondesh2) are all positive and mostly significant at 1 percent level in Table 8.3.
This supports our hypothesis 2.1 of “Transition from low-cost taxation to high-
cost taxation.” The coefficients for the implicit tax variable (Pricemargin) are all
negative and significant for different definitions of local fees. This basically
supports our Hypothesis 2.2 of “Transition from implicit taxation to explicit
taxation.” The coefficients for local industrialization (Countyind) are all negative
and almost all statistically significant for Hfeefotal and Hfee2 at 1 percent level,
but not for Hfeel. This means higher industrialization reduced local informal
taxation mainly through its effects on Hfee2, the illegitimate fund-raising. This
generally supports our Hypothesis 3 of “Transition from agricultural taxation to
industrial taxation” in more industrialized regions.

Fiscal reform and local governance

More fiscal transfers?

By assuming that underdeveloped regions suffer from inadequate transfers,
many analysts have argued that increasing transfers will have a salutary effect. But
more careful studies have shown that the overall impact of intergovernmental
transfers within the Chinese fiscal system is disequalizing — net of all effects, inter-
governmental transfers tend to favor more developed provinces (World Bank
2002). Clearly, reliable levels of transfer should be made to poor localities that are
otherwise genuinely starved of revenue. But higher transfers alone could hardly
be expected to solve governance problems in such regions. If transfers are to be
effective, they must include clear, credible, multi-year guidelines and commit-
ments agreed between the center and local government. What have been the insti-
tutional obstacles that have prevented such a formula-based transfer mechanism
from being established? And assuming that central transfers can be made to reach
the people in greatest need, what might be the coordinated mechanism that would
ensure such delivery?

As argued above, given lower factor mobility, and the existence of heavier
policy burdens and higher dependence on upper level transfers, government
accountability to the local constituency tends to be lower in less developed regions.
Under these circumstances, enhancing transfers may only result in more political
competition for the transfers, further expansion of local bureaucracies,?® and rent-
seeking behavior. Some good examples of this syndrome can be found in poverty
alleviation projects. In China, one problem plaguing investment in poor areas is
that subsidized loans and grant funds are often diverted to other uses before they
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can even reach the local people. In a study of the “Food for Work” (FFW) project
in Guizhou and Sichuan provinces, Kang (1998) pointed out that some of the
investments included in FFW in the 1990s had no direct relation to poverty
reduction, and diversion of funds was a common practice. Such practices heavily
dampened the effectiveness with which central poverty funds are used to the extent
that Zhu and Jiang (1996) found that only through creative investment fund
management, primarily dependent on keeping investment funds out of the fiscal
system, could large investments be effectively made in remote rural areas. In the
subsidized loan program, local officials have strong incentives to direct funds
toward industrial projects, not only because they might generate more fiscal
resources, but also because local officials face career evaluations in which TVE
output and profit count as major indicators of successful performance even if they
fail to contribute significantly to poverty alleviation (Morduch 2000). All such
practices result in the leakage of benefits away from the poor and constitute a
major constraint on the effectiveness of China’s anti-poverty programs.

The diversion of transfers has not changed as much as might be hoped in recent
years. Our field investigations in Gansu province in 2004 also found that after the
rural tax reform, although the central government had significantly increased trans-
fers for rural education, the local finance bureau retained almost all of the transfers
for school operating expenditures and diverted them to other uses.?! Therefore,
increasing transfers alone may help to resolve resource problems, but without
resolving incentive problems. Indeed, enhancing transfers may make incentive
problems worse since local governments in the less developed regions have much
stronger incentives now to plead poverty and to divert existing funds into other
uses (so that the need for central government support becomes yet more obvious).

One important question pertains to why the center, with its greater resources
after the 1994 fiscal reform, has not increased its equalizing general purpose
transfers but has instead significantly increased earmarked transfers? The first
answer to this question relates again to problems in local governance. The center
knows that in lacking accountability to their people, local governments may easily
divert general-purpose transfers to bureaucratic expansion and staff wages rather
than to public goods and services that reach the villagers. Under these circum-
stances, earmarking the transfer and directing its use to designated purposes seems
the only sensible alternative. However, given that funds are allocated from above
and that the cadres’ performance is evaluated by certain “core” indicators that
are relatively easy to monitor, earmarking transfers inevitably distorts local
incentives.??

Another problem with earmarked transfers lies in the arbitrary way in which
transfer decisions are made, which has led to tactics of extensive negotiation and
further rent-seeking by local authorities. Lack of rule-based formulae and trans-
parency in transfers tends to systematically distort local incentives and draw local
governments in poor regions into unhealthy competition for more transfers and
political performance that caters to higher levels rather than local residents. In the
end, these transfers are usually channeled into poorly targeted patronage-type
programs that provide grants too small and dispersed to meet basic needs in poorer
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regions. One example of this is also to be found in the evolution of the poverty
alleviation programs now carried out across China. In these programs the political
competition for attaining “poverty county” status was fierce (Park et al. 2002).

Decentralization or re-centralization?

Recent years have seen a trend toward a re-centralization of powers in the areas of
both fiscal and administrative reform. On the fiscal front, the center has begun to
claim a share of the personal and enterprise income taxes that used to belong
exclusively to localities. In 2002 the central government also initiated the rural tax
reform that aims to remove all local fee charges and replace them with land-based
agricultural taxes and fiscal transfers from upper-level governments.

Centralizing administrative measures have also been introduced. The most strik-
ing examples are in rural land requisitions and arable land protection. Responding
to protests by farmers about the inadequacy of the compensation for requisitioned
land, the center sent out many policy documents to local governments requiring
them to constrain their abusive land-requisitioning practices and increase compen-
sation to farmers. The center also plans to centralize the power to requisition land
to the provincial and central level by establishing a vertically controlled land
management system with tighter land supply quotas and stronger supervision.
Such measures reflect the center’s intention of limiting transgressions in granting
arable land use rights, illicit expropriations of arable land and actions damaging
to arable land management. Starting in 2005, numerous development zones have
had to be removed and national inspection teams have been sent out. A newly
promulgated Party document has declared that China intends to establish and
implement the most rigorous arable land protection system in the world to ensure
farmers’ rights and national food security (State Council 2004).

Broadly speaking then, instead of decentralizing controls further, the center
has lately sought to centralize fiscal and administrative power. Considering some
of the very serious problems that have prevailed in rural taxation and in land requi-
sitioning, and the social unrest and political instability that have ensued, it
is understandable that the center has chosen to implement such policies. But it is
dubious as to whether these new measures will bring the desired results. In general,
in the absence of free elections and meaningful local participation, local govern-
ments inevitably lack genuine accountability and the center has to step in to
heavily regulate local government behavior, directly dictating what shall be done
and what cannot be done. Once local governments are deprived of most of their
fiscal and administrative autonomy, the only choice for the center is to keep control
in its own hands and provide transfers. While these transfers embody central policy
intentions, they not only entail significant costs in dampening local initiatives to
mobilize resources and cater to local needs, they may also easily lead to the further
expansion of the local bureaucracy and to rent-seeking.

In recent years local governments in some agricultural regions have responded
to the rural tax reforms with various countermeasures to cushion the negative fiscal
impacts. During our recent visit to a county in Hunan,?? we found that local leaders
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had significantly raised the “permanent agricultural output from unit of land”
on which the agricultural tax is based to compensate for the center’s having
required the agricultural tax rate to be set at 7 percent and its having removed all
fee charges. At the same time, a local fee levy for “flood control” was significantly
raised. As another example, in our recent field survey in Northern Jiangsu,?* we
found that though the agricultural tax and fees that used to be the main local
revenue source had been gradually phased out after the rural tax reform, other
forms of charges such as those for vehicle plates, marriage certificates, and admin-
istrative fees for land turnover contracts had increased significantly. Although in
some regions cutting redundant staff from government administration and public
services has begun in response to the “hunger therapy” that has followed the rural
tax reform, such downsizing has been very difficult to implement in practice.?’

Another and perhaps more profound issue hampering the rural tax reform and
fiscal centralization is that local governments are now increasingly dependent on
higher-level government transfers. The problem lies not so much in whether the
center can provide sufficient transfers, but in whether such gap-filling transfers will
discourage local resource mobilization and give perverse signals of a “soft budget
constraint” to local governments. If local finance and fiscal authority are de-linked
from local governments’ service provisioning responsibilities and functions,
then local officials will have little incentive to effectively provide public goods
and services because a higher share of fiscal resources would come from transfers
that would better reflect upper-level policy intentions. Therefore, expenditure
decentralization without corresponding local tax powers will not engender the
tax competition that drives the revenue-maximizing local governments, nor will it
promote local government’s incentives to serve the real needs of local populations.
On the contrary, decentralization funded by “common pool” resources like grants
and revenue-sharing might have the opposite effect. By severing the link between
taxes and benefits, mere expenditure decentralization might turn the public sector’s
resources to uses of little relevance to local needs.

A similar logic applies to the recent reform of land administration. Even if the
centralizing policy measures can limit abusive land requisitions in the short term,
it will not work well in the long term since monitoring costs will be very high
and local governments will be able to find ways to evade upper-level regulations.
More importantly, given that the center has limited information about local
land demands, defining local land quotas in a centralized manner will seriously
limit local government capacity to attract investment and may be harmful to
local development and to the nation’s industrialization and urbanization. In more
developed regions such as Zhejiang and Jiangsu where the authors recently carried
out fieldwork and interviews, such constraining effects have quickly emerged and
have meant that local governments have been forced to break the investment
contracts signed with foreign investors because the center has significantly reduced
local land use quotas.?® Moreover, a centralized land management system in which
a land market cannot develop means that there is no institutional guarantee for the
protection of farmers’ interests since the prices of their land are still to be decided
by upper-level government instead of being revealed by the market mechanism.
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This is despite the fact that the center has instructed local governments to increase
the compensation paid to dispossessed farmers.

Conclusion

The current fiscal system in China has significantly impaired the capacity of
local governments in less developed regions to provide decent public goods and
services. Matching actual local fiscal needs with more equalizing transfers is
therefore necessary to ensure equity in public service access across regions.
However, owing to the lack of government accountability to the local population
under the current centralized political system, increasing transfers alone cannot
guarantee better local government efficiency and public service provisioning.
If free local-level elections are not achievable in the short run, improving local
governance in China at the current stage requires a fundamental change of the
current “growth-centered” development strategy that imposes policy burdens and
various development mandates from the center. It also requires a thorough reform
of the current cadre evaluation system which is characterized by performance
contracts that directly target local economic growth and fiscal revenue. Instead
of trying to create economic growth itself, what the local government should
be doing is finding ways to provide public goods and services that may, in the
long run, promote economic growth. Only when unreasonable policy burdens are
downgraded and cadre evaluation criteria are reoriented to providing public goods
that are more closely related to local needs can the conditions for downsizing
excessive local bureaucracies be created and the role of healthy regional com-
petition be strengthened to contain local misbehavior. Otherwise the alternative
can only be further administrative and fiscal centralization, which in turn may
bring yet more distortions in local government behavior. In the long run, good
governance will be the outcome of a decentralized administrative and fiscal system
which includes a sound intergovernmental fiscal arrangement; wider local political
participation, and free competitive elections of local officials (supported by
information revealed through yardstick comparisons); and still stronger factor
mobility across regions.

Notes

1 Part of the material in this section is based on the authors’ field work in 2003 and 2004
for an ongoing project “Rural Taxation, Policy Burdens and Local Governance in
China” funded by the Ford Foundation and China National Science Foundation (project
number 70303011). Liu Mingxing also wants to thank the China National Science
Foundation (project number 70433002) for financial support. The authors carried out
field work at the village, township and county level in the eastern provinces of Jiangsu,
Zhejiang and Hebei, the central provinces of Anhui and Hunan, and the western
provinces of Shaanxi and Gansu. The authors would like to thank Professor Vivienne
Shue, Christine Wong, Rachel Murphy, and Kun-chin Lin for helpful comments. The
usual disclaimer applies.

2 In fact, the process of devolving economic authority to local governments began
much earlier, even in the 1960s and 1970s (Wong 1986). During the planned economy
period there were cycles of centralization and decentralization, and so the fiscal
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10

decentralization in the 1980s was largely a matter of catching up with the decentraliza-
tion in other economic controls (Lin et al. forthcoming).

Although grassroots (village-level) elections have been taking place quite extensively
across the country since the late 1980s, the elected village committees are conceived of
as community organizations, rather than as units of state administration. These grass-
roots leadership selections do not qualify, therefore, as elections to local-state
governmental offices (Zhang et al. 2004).

According to this view, the readiness of the Chinese central government to reward and
punish local officials on the basis of their economic performance motivates them to
promote the local economy (Blanchard and Shleifer 2001). The reward and punishment
mechanisms are made possible within the multidivisional-form (M-form) structure of
the Chinese economic system, which allows yardstick competition among local
officials (Qian and Xu 1993; Qian and Weingast 1996).

After the 1994 fiscal reform, the center has gained a great deal of allocative control.
However, a large share of central revenues is returned to the localities through tax rebates
and earmarked transfers (which tend to be disequalizing) instead of general-purpose
transfers (which can be equalizing). Tax receipts accrue to the center before rebates are
made, allowing the center to withhold funds if local governments fail to comply with
central policies. Furthermore, the center’s allocative flexibility has been increasing over
time as the share of tax rebates has fallen in total transfers. However, the center has not
increased the share of formula-driven equalizing general-purpose transfers, but has
instead significantly increased its earmarked transfers, which is a relatively discretionary
subset of intergovernmental transfers (Wong 2000; World Bank 2002).

For more information about fiscal reforms since 1994 see Chapter 1 by Wong in this
volume.

An important dimension of administrative decentralization in the 1980s and early 1990s
was that more state-owned enterprises came under the control of local governments at
provincial, municipality and county levels. Since state-owned enterprises usually
provided a wide range of social services to their employees, such as education, health
care, and pensions, more local government ownership of state-owned enterprises has
naturally meant that local governments began to shoulder the primary and ultimate
responsibilities for these expenditures which continued to have a very significant
impact on patterns of local public finance into the 1990s.

Some scholars have vividly described the current arrangement as a “pressure imposing
system” (Rong et al. 1998), under which all local government and Party agencies and
cadres, from county to village level, face constant pressures from above to perform
according to higher-level policy. As a result, local cadres are enmeshed in meetings,
documents, reports, receiving visitors, and passing various inspections from above.
However, since these policy targets are set from above, it is highly likely that they are
not consistent with local needs because of the high transaction costs of catering to local
preferences by the center, such as the costs in gathering local information. To meet all
their targets, local officials have a tendency to fabricate statistics on economic growth
and government revenues, exaggerate farmers’ income growth and under-report rural
tax burdens. Either showcase projects (such as the more visible roads or expensive
education and health care facilities) top the local government agenda, or already
excessive local fee charges on farmers are increased yet again to meet financial needs.
Veto power implies that if township leaders fail to attain these targets, this would cancel
out all their other positive work performance, however successful, in the compre-
hensive evaluation at the end of the year (Edin 2003).

Our field investigations in some industrialized counties in Zhejiang show that although
birth control and compulsory education are still important in cadre evaluations, the
targets are set at levels that are relatively easy to reach in almost all townships so that,
in the final evaluation, they do not make a difference. However, what really matters
in these regions is usually whether the townships fulfill the targets set on land
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development, environmental protection and outside investment (authors’ interview in
Linan county and Shaoxin county, Zhejiang province May, 2004).

In China, farmers’ petitions usually take the form of lodging collective complaints at a
higher level of government. In the late 1990s and early 2000s, heavy tax burdens in
China’s agriculture-based regions led to a rising frequency of collective complaints.
Since maintaining social stability (or public security) has been a “hard” target that must
be met in almost all regions, cadres’ annual assessments (which affect salary and
promotion) may be downgraded if too many complaints are filed in a locality (O’Brien
and Li 1995).

Authors’ interview in Linan county and Shaoxin county, Zhejiang province May 2004.
Authors’ interviews in Yuanjiang county, Changde city Hunan province January, 2004
and authors’ interviews in Qingyang county, Anhui province, April 2004.

Authors’ interviews in Hezheng county and Linxia county, Gansu province, November
2004.

Although the less developed regions have also witnessed significant increases in
infrastructure investment in recent years, most of this investment has come from
earmarked transfers from the provincial and central levels of government, rather than
from local budgets.

A second example of regional heterogeneity in policy enforcement lies in the center’s
birth control policy. Alhough the center calls for a relatively homogeneous birth control
policy across the country, in less developed areas where income is lower, non-
agricultural employment more limited and females less well-educated, farmers on
average strongly prefer to have more children than those in richer regions. Therefore,
poorer regions face greater difficulties in fulfilling the birth quota set by the center, and
this leads to demand for higher administrative and personnel resources to enforce birth
control policy in less developed regions. Further examples can be found in the
implementation of the center’s nine-year compulsory education policy. For more on the
relatively high costs of education in poorer regions and villages, see Chapter 4 by
Rachel Murphy in this volume.

Compared to previous direct deduction of taxes and some fees via the state grain
procurement system, the work of collecting explicit taxes from individual rural
households is much more demanding. Anecdotal evidence also suggests that in many
less developed regions, a vicious cycle emerged: local governments had to recruit more
staff, both formally and informally, to ensure tax collection; higher tax revenues then
had to be used to support an enlarging local bureaucracy. This in turn led to even higher
tax collections and larger local bureaucracy (Chen 2003; Yep 2004).

For example, in the case of fertilizer, Ye and Rozelle (1994) show that after an early
attempt at market liberalization in 1986 and 1987, perceived instability in the rural
economy in 1988 led to sharp retrenchments. Only in the early 1990s did agricultural
officials once again remove the controls on fertilizer marketing and begin to encourage
private trade.

The data used for our analyses are the product of annual household surveys conducted
by the Survey Department of the Research Center on the Rural Economy (RCRE) in
Beijing. Household-level surveys from over 120 villages across 10 provinces (Anhui,
Gansu, Henan, Hunan, Jilin, Shanxi, Sichuan, Guangdong, Jiangsu, and Zhejiang) are
matched with corresponding village-level and county-level data.

See further Chapter 7 by Shih and Zhang in this volume.

Authors’ interviews in Hezheng county and Linxia county, Gansu province, November
2004.

For instance, in China’s anti-poverty programs, local governments have a tendency to
focus more on projects that can reduce poverty headcounts quickly but ignore the
poorest people most in need. Since local officials are evaluated in no small part on the
basis of concrete targets such as the number of poor that have been lifted out of poverty,
officials have an incentive to direct the funds to the better-off poor households or areas
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with better location and better natural resources so that project costs can be lower and
the expected success rate higher (Zhu and Jiang 1996).

23 Authors’ interviews in Yuanjiang county, Hunan province, December 2003

24 Authors’ interviews in Taichang county, Jiangsu province, September 2004.

25 The progress of government downsizing is related to job opportunities outside the
administrative sector and the wage premiums in government sectors. In Jiangsu
province, some local cadres have left their official jobs for better jobs in the private
sector, while in Gansu we found that there has been a significant increase in the
numbers of both teaching and administrative staff at local public schools after the upper
level governments required a timely and full delivery of school salaries. Even in
Jiangsu, however, most cadres are still able to stay in their posts and receive 70 percent
of their salaries.

26 Authors’ interviews in Linan county and Shaoxin county, Zhejiang province May 2004
and interviews in Wuzhong county and Taichang city, Jiangsu province, August 2004.
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