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Preface

This book is an attempt to extend our knowledge of the character of
the resource allocation system in the People's Republic of China.
Over the past few years, economists outside of China have been able
to reach a considerable degree of consensus concerning quantitative
measures of China's aggregate economic performance. While further
research will certainly lead to a more refined understanding of the
pattern of structural change of the Chinese economy, the broad pic-
ture of growth of agriculture, industry, and gross national product has
now been fairly well established. Much less is known, however,
about the structure and operation of the system of resource allocation
and, in particular, how this system has influenced the distributive
characteristics of China's economic development.

While economists have studied intensively the interrelationships
between economic growth and income distribution in market econo-
mies, little attention has been given to examining these relations in
the context of planned economic systems. Beyond the reduction or
elimination of property income in the modern sector, there is no a
priori expectation that planned systems will necessarily mitigate the
unfavorable trade-offs between economic growth and income distri-
bution that frequently have been found in the early stages of eco-
nomic development in market-oriented systems. This study seeks to
explain how the complex evolution of China's bureaucratic, adminis-
trative system of resource allocation since 1949 has been constrained
by distributive and equity goals held by the leadership. Moreover,
through the use of provincial level data that previously have not
been used systematically, I attempt to quantify, if only in a rather
crude fashion, the relationship between the system of resource allo-
cation and the ability of the central government to achieve distribu-
tive goals. Throughout the book, dashes appearing in tables indicate
that data are not available.

This study could not have been completed without the support of
many people. My greatest debt is to Alexander Eckstein who encour-
aged and guided my research from its inception and continued to
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provide insightful criticisms of various drafts of the manuscript right
up to the time of his death a year ago. Robert Dernberger, John
Michael Montias, Michel Oksenberg, Dwight Perkins, Thomas G.
Rawski, and Lloyd G. Reynolds all read the manuscript and made
many substantive suggestions which contributed to improving the
final version.

David Denny, John Philip Emerson, Robert Michael Field, and
Gregory Sukharchuk were all extremely helpful in facilitating the
collection of provincial and municipal fiscal reports and other Chi-
nese materials that provide the empirical basis for much of the analy-
sis in Chapters 2 and 3. In addition, I received sustained assistance
from the staff of both the University of Michigan Asia Library, par-
ticularly Wei-ying Wan, and the East Asian Collection of the Yale
University Library, particularly Anthony Marr. Edwin G. Beal facili-
tated my research at the Library of Congress during several stays
there. Finally I wish to acknowledge the generous financial support I
have received from the Social Science Research Council and the
Yale Concilium on International and Area Studies.

N. R. L.

New Haven, Connecticut
December 1977
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1
Economic growth and equity in a
dualistic economy

The degree of central control of resource allocation is one of the most
important aspects of our understanding of China's experience. In
recent years, there has been increasing agreement that the rate of
growth of gross domestic product since 1949 in the People's Repub-
lic has been impressive, not only in comparison with other large
densely populated less-developed countries, but particularly com-
pared with China's pre-1949 growth experience.1 Performance in the
industrial sector has been especially strong. It is, however, more
difficult to judge the extent to which the character of Chinese eco-
nomic growth and social development has been influenced by the
central government's control of the resource-allocation process. In
particular, little is known about whether China's relatively favorable
growth performance has been accompanied by comparable achieve-
ments of welfare and distributional goals and, if so, to what extent
centralized economic policy is an important explanatory variable.

A growing body of evidence suggests that the initial stages of mod-
ern economic growth have frequently or even usually been accompa-
nied by increasing inequality in the distribution of personal income.
Although data on the distribution of income in developing countries
are particularly weak, it appears that the benefits of rapid economic
growth have not been broadly distributed, but in many cases have
accrued primarily to the upper 40 percent of the population.2 In
countries such as India, where aggregate economic growth has been
less impressive, development has probably resulted in an absolute as
well as relative decline in the average income of the very poor (Mel-
lor, 76). This pessimistic assessment is not altered by consideration
of the distribution of public services. These have also tended to
benefit disproportionately upper-income groups (Bardhan).

Although the causal linkages between economic growth and in-
creasing inequality are not fully understood, there is a growing con-
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2 Economic growth and distribution in China

sensus that deliberate economic policies can mitigate the adverse dis-
tributive consequences of economic modernization. These include
policies to alleviate structural factors, such as maldistribution of land,
differential access to education and other social services, and increas-
ing intersectoral disparities in output per worker. Land redistribution
is usually viewed as one of the most promising policies for improving
the overall distribution of income, particularly because of the concen-
tration of lower-income households in the agricultural sector. Empiri-
cal and simulation studies by William Cline and others tend to cast
serious doubt on the traditional view that redistribution would have
adverse consequences for either agricultural production, because of
losses of economies of scale, or for savings and investment, because of
the presumed higher savings rates of upper-income groups (Cline,
378-83; World Bank, 21-2). Irma Adelman and Cynthia Morris, Al-
bert Fishlow, and others stress the efficacy of human-resource devel-
opment strategies, particularly improved access to education for
poorer income groups (Adelman and Morris; Fishlow). Other recom-
mendations include reducing factor price distortions (Cline, 387-90),
alleviating inequality in the interregional distribution of output (Fish-
low, 397), and subsidizing food and other wage goods.

Actual implementation of most of these recommendations depends
critically on both the availability of suitable economic policy instru-
ments and a political leadership committed to a more equitable
growth path. Many authors concerned with alleviating income in-
equality in less-developed countries make passing reference to the
need for altering leadership attitudes. Few, however, come to grips
with the question of what policy instruments for redistribution exist
in a mixed economic system in the absence of a fundamental trans-
formation of the underlying political and economic structure. The
policymaking process in many less-developed countries is more
suited to protecting the special interests of the wealthy minority than
to insuring a broad distribution of the benefits of economic growth.
Fiscal systems are, for example, notoriously weak as a redistributive
policy instrument. The tax structure is frequently unusually regres-
sive, whereas expenditures are only rarely for the benefit of the poor-
est elements of society. Even correction of factor price distortions,
which might allow the market mechanism to achieve a more equit-
able distribution of the benefits of growth, meets serious opposition
from vested interest groups.
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Presumably, centrally planned economies have a range of policy
instruments not available in mixed economies that could be used to
achieve distributive goals. It is not clear, however, that equity con-
siderations rank high in the preference functions of the leaders of
most centrally planned economies. In some cases policies leading to
increased intersectoral, interregional, as well as interpersonal in-
equality have been adopted as a means of achieving more rapid
economic growth. The most well known case is the decline in the
average living standard and increased inequality that accompanied
the first and second five-year plans in the Soviet Union (1928-37).

This study examines the degree of central control of resource allo-
cation in the People's Republic of China since 1949 and relates this
pattern of control to the character of Chinese economic growth, par-
ticularly to the ability of the central government to achieve distribu-
tive and equity goals. Since the formation of the People's Republic
the leadership has grappled continuously with the trade-off between
central control and economic efficiency. A high degree of central
control has been desired both to increase greatly the rate of saving
and investment; as a means of rapidly accelerating the rate of eco-
nomic growth; and also to allocate a substantial portion of these
resources to the producer-goods sector, as a means of fundamentally
transforming the structure of the economy. To achieve these goals, in
the early 1950s the leadership systematically adopted a highly cen-
tralized system of economic planning and management based largely
on the Soviet model. This model is characterized by its centralized,
vertical lines of planning and administration and a high degree of
reliance on bureaucratic, administrative (as opposed to market)
means of resource allocation. The adoption of this model in China
was reflected in the evolution of the crucial role of central planning
agencies and industrial ministries in economic management during
the First Five-Year Plan (1953-7).

This highly centralized system was relatively successful in increas-
ing the rate of investment and accelerating the rate of overall eco-
nomic growth. However, it was also a source of considerable eco-
nomic inefficiency. The concentration of economic decision-making
power in Peking not only undermined local initiative and enthusi-
asm, but led to bureaucratic delays that reduced output. In response
to these considerations, in the latter years of the first Five-Year Plan
the Chinese began to modify the traditional Soviet approach to eco-
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nomic planning by introducing a substantial degree of decentraliza-
tion in economic planning and management.

The willingness of the central government leadership to relinquish
its control of the economy as a means of achieving increased eco-
nomic efficiency appears, however, to have been constrained by its
commitment to distributional and equity goals. That is, the Chinese
economy of the 1950s was marked by extreme dualism along several
dimensions. Most important, there was a large and growing gap in
the level of output per worker in the agricultural and industrial sec-
tors of the economy. The magnitude of this gap, which will be ex-
plored in greater detail in the following section of this chapter, ap-
pears to be greater than that found in most contemporary less-devel-
oped countries. To a large degree, of course, this simply reflected the
high population density in the rural sector of the economy and the
very early stage of economic development in China. In addition to
these large sectoral disparities in output per worker, China was also
marked by extreme interregional economic inequality. These interre-
gional disparities appear to be of the same order of magnitude as
those found in countries that the economic development literature
treats as classic cases of North-South dualism (Lardy 1977, 14-16).

In this highly dualistic economic environment the Chinese govern-
ment depended on highly centralized economic policy instruments to
prevent growing inequality in the distribution of income. Most impor-
tant, the center's control of the structure of wages in the industrial
sector partially mitigated income differentials that could have arisen
from interindustry and interregional differentials in product per
worker. Equally important, the central government controlled the re-
gional distribution of investment funds as well as expenditures for
social services, particularly health and education. As will be shown
below, these centrally administered policy instruments were used to
achieve a significant reduction of disparities in per capita output
among different regions. However, because of the extremely high
costs of achieving growth in these less-advanced areas, this diminu-
tion of interregional inequality was achieved only with considerable
sacrifice in terms of aggregate economic growth foregone.

Because of this complex balancing of growth and equity considera-
tions, the economic reforms that were introduced in the 1950s repre-
sented a careful compromise between centralization and decentral-
ization. That is, the leadership thought decentralization was neces-
sary to improve economic efficiency, but that excessive decentraliza-
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tion would undermine basic economic control and, eventually, per-
haps political control as well. The leadership was particularly con-
cerned that economic decentralization would lead to increasing in-
equality in the regional and personal distribution of income. This,
the economic reforms introduced in the 1950s were aimed at decen-
tralizing economic administration while retaining relatively central-
ized control over those policy instruments most necessary to main-
tain a high rate of investment and to prevent increasing inequality in
the distribution of income.

The scope of this study

This study explores the origins of the economic reforms that were
introduced in the latter years of the First Five-Year Plan and traces
their evolution through the Fourth Five-Year Plan (1971-5). The
focus throughout is on the mechanisms that have been used to pur-
sue the somewhat contradictory goals of decentralizing economic ad-
ministration and coordination while retaining a relatively high de-
gree of central control of economic planning and resource allocation.
Although not primarily comparative in nature, this study also relates
Chinese economic reforms both to theoretical models of decentral-
ized decision making under socialism and to economic reform in the
Soviet Union and Eastern Europe. In addition, the potential redis-
tributive capabilities of policy instruments in China are compared
with those available in other less-developed countries where a more
equitable distribution of income is increasingly recognized as a goal
of development policy.

This study is limited in several ways. First, the study is largely
empirical. The goal has been to formulate hypotheses concerning
changes in the degree of central control that can be empirically tested.
In most cases these hypotheses have evolved from my conceptualiza-
tion of centralization and decentralization within the framework of a
highly dualistic economy. Because I believe it can be shown that
unfavorable distributive consequences would accompany most forms
of decentralization of resource-allocation power in China, my hypo-
theses are tested with data sets that reflect distributive outcomes. This
conceptualization and my empirical approach focus the analysis on
actual outcomes of the resource-allocation process. Institutional
analysis is provided primarily as a means of understanding specific
empirical findings and thus is far from exhaustive.



6 Economic growth and distribution in China

Secondly, this study is limited in its sectoral focus. It emphasizes
those sectors of the economy where the degree of central government
control appears to have been most influenced by the economic re-
forms introduced in the late 1950s. The degree of central control of
agriculture in the First Five-Year Plan period was substantially less
than in other sectors of the economy. For example, Peking relied more
on indirect means such as price setting than on direct planning to
determine agricultural production (Perkins 1966, 21-98). Although
the formation of communes in the late 1950s changed agricultural
organization at the local level, it did not radically alter the degree of
central control. Thus the study focuses largely on nonagricultural sec-
tors of the economy, particularly industry and government services.

Finally, although this study attempts to understand economic plan-
ning in China in broad terms, much of the analysis focuses on the
fiscal system. That is, although in a centrally planned economy it is
primarily the economic plan that determines the allocation of re-
sources among alternative uses, for reasons explored below the de-
gree of central control and particularly the commitment of the central
government leadership to the attainment of distributive as well as
other economic goals can best be measured through the fiscal sys-
tem. Thus, this study not only compares the overall role of the bud-
getary process in the allocation of resources in China and other less-
developed countries, but in particular focuses on the distributive
aspects of the fiscal and budgetary process.

Before analyzing the specific forces that have influenced the adop-
tion of centralized or decentralized forms of economic management
and decision making in China, I begin with a brief review of se-
lected theoretical models of decentralized decision making within
the context of socialist institutions. The remainder of this introduc-
tory chapter outlines the specific features and Western interpreta-
tions of the decentralization of the late 1950s and explains the
methodology used to examine the degree of central government con-
trol of the resource-allocation process.

Resource allocation under socialism

Centralized economic planning and public ownership of the means
of production are the hallmarks of socialism. Although centrally
planned systems frequently achieve high rates of growth, critics have
long challenged the ability of such systems to allocate resources
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efficiently among alternative uses. The classic argument was made
by Ludwig von Mises. He believed that the absence of private
ownership of the means of production and market-determined prices
precluded a rational allocation of resources. Because prices deter-
mined outside the market would not reflect scarcity relationships,
socialist economic planners would be unable to achieve an optimal
allocation of resources.

On the basis of works by Pareto and Barone, others subsequently
argued that market-determined prices were not necessary for the
attainment of an optimal allocation of resources, but could be re-
placed by a system of planners' preferences. With knowledge of re-
source availability and their own preferences, planners could theo-
retically solve a set of simultaneous equations to determine rational
prices that could be used in planning production. However, von
Hayek charged that in practice central planners would not be able to
gather all the information necessary to arrive at an efficient allocation
of resources (Hayek, 201-43). Planners would require complete in-
formation not only on the availability of physical resources, but also
on all potential production techniques. Even if this information
could be gathered successfully, von Hayek argued that the actual
compilation of a rational plan would take years.

In response to this critique of the theoretical ability of socialism to
allocate resources efficiently, Oscar Lange advanced his now famous
model of decentralized economic decision make under socialism
(Lange). The essence of his model was simple. Central planners,
instead of allocating all inputs and planning all outputs in physical
terms, would set accounting prices for primary and intermediate
goods through a tatonnement-like process and would establish behav-
ioral rules for enterprise managers. Managers, constrained only to
minimize the average cost of production, to produce at a level of
output where marginal cost equals price, and to take the accounting
prices as fixed, would be free to select among all methods of produc-
tion and factor combinations. Markets would determine the prices of
consumer goods and workers' wages. Planners could still determine
the rate of savings and investment and modify the distribution of
income resulting from the market-determined wage rates. By trial-
and-error determination of the prices for primary and intermediate
products, planners could achieve the desired output mix.

Under the Lange solution, the burden of information collection
and processing borne by central planners would be substantially re-
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duced. The central planners would be relieved of the task of collect-
ing detailed information on the availability of primary resources and
on the technical production coefficients of each firm. The level and
composition of output of each firm would be determined within the
enterprise rather than by the central planning authority. Lange
argued that this procedure would be more efficient because it
avoided the high costs of transferring dispersed information to a
single planning agency. Further economies would be gained be-
cause the center would no longer have to supply detailed input and
output targets to each firm but would simply communicate a single
price vector that would guide the production decisions of all firms.
Thus even in an economy marked by a growing number of commodi-
ties and increasingly complex interfirm and intersectoral relations,
planners would be able to attain an efficient allocation of scarce
economic resources.

Lange's model of economic decentralization transfers the locus of
decision-making authority from the central government all the way
down to enterprise managers. Industry managers are retained in
Lange's scheme, but their sole function is to regulate the entry and
exit of firms. Furthermore, his model relies heavily on markets for
the distribution of commodities, even though prices are set parame-
trically by the central planning board.

Alternatively, one could envisage a type of decentralization in
which the locus of decision-making authority was transferred to in-
termediate levels of government administration without increased
reliance on the use of markets to allocate resources. Peter Wiles
describes this type of decentralization as "decentralized command"
(Wiles, 131-46). Typically, decentralized command enhances the au-
thority of local state organs in economic planning and management.
Not surprisingly, in contrast to market decentralization, decentral-
ized command tends to reduce the independence of enterprises.
Lines of administration are shortened and as a result, local govern-
ments are in a position to control enterprises more closely than when
they are under the management of a distant ministry.

The informational characteristics of decentralized models of re-
source allocation have been analyzed more rigorously in the models
developed by Leonid Hurwicz and Thomas Marschak. Hurwicz in
particular regards the structure of information, rather than the locus
of decision-making authority, as the most important variable in mea-
suring the degree of centralization or decentralization of resource-
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allocation systems. Centralization is characterized by the flow, to a
single participant, of information regarding the technologies and
preferences of all other units in the economic system. Decentralized
systems, on the other hand, are characterized by information flows
that are operational and anonymous. The flows are operational in the
sense that they transmit proposals horizontally to other firms as op-
posed to simply reporting information to superiors. They are anony-
mous in the sense that the origin of the information does not
influence the response of the recipients. Similarly, systems are de-
scribed as informationally more efficient if they require less informa-
tion for their operation.

By now it has been shown that the class of informationally decen-
tralized systems capable of achieving static optimality in classical
economic environments (those with convex production sets and
without indivisibilities and externalities) is far broader than the per-
fectly competitive market mechanism.3 These include systems in
which the center sends out messages concerning quantities; pro-
cesses combining price- and quantity-guided elements; and price-
guided processes, of which Lange's model is an example. Some in-
formationally decentralized models produce an efficient allocation of
resources even in the presence of increasing returns to scale or in-
divisibilities-conditions that cause the competitive market mechan-
ism to fail.

Thus, despite von Hayek's objections, most writers agree that theo-
retical models of market socialism, including Lange's, can achieve an
allocation of resources that has all the efficiency characteristics of the
competitive free-market system. However, actual socialist as well as
market systems deviate widely from their respective pure models.
Furthermore, some models do not provide incentives adequate to
insure that the participants follow the rules postulated by the mo-
dels. Consequently, the theoretical issues raised by von Mises and
von Hayek, particularly the costs of information gathering and pro-
cessing, remain central to an understanding of the efficiency charac-
teristics of centrally planned economic systems.

Growth, equity, and central control

The decision of the Chinese government to adopt the Soviet model
of centralized economic planning was motivated by a series of rein-
forcing considerations. Foremost was the full commitment of the
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new leadership to the development of China as a major industrial
and military power. They recognized that a rapid acceleration in the
rate of growth could be attained only through a substantial increase
in the rate of investment. The new leadership perceived the Soviet
pattern of development as the only means to achieve the required
increase in the rate of investment and the desired allocation of an
unusually large portion of investment for heavy industry, particularly
those sectors required for the creation of a modern defense industry.

However, the adoption of the relatively centralized Soviet model
of economic planning was also partially determined by important
distributional and equity goals held by the Chinese leadership.
Some of these goals have been enunciated in numerous public
speeches of high Party officials, most notably Mao Tse-tung, and
have received explicit and formal endorsement in important Party
documents as well. Others are implicit in the policy actions taken
since 1949. The first of these was the desire to begin to realign the
geographic distribution of industry. The leadership considered the
inherited pattern of industrial development, in which industrial out-
put capacity was concentrated in the Northeast (Manchuria) and a
few major coastal enclaves, to be the result of decades of foreign
domination of the domestic economy (Mao Tse-tung 1977, 12). They
were determined to moderate this pattern of industrial concentration
not only because of strategic military considerations, but also be-
cause, in the long run, growth leading to increasing regional dispari-
ties in the level of development ran counter to their goal of creating a
politically unified and economically integrated nation-state. Their
sensitivity to growing interregional inequality reflecting the increas-
ing economic domination of a few large cities was particularly acute
(Mao Tse-tung 1969, 377-8; Li Fu-ch'un, 21).

Secondly, the leadership wanted to insure a more equitable distri-
bution of services. In 1949 large areas of the country lacked adequate
health care, education, and other social services. Even within the
more-developed regions of the country there were substantial geo-
graphical inequities in the provision of these services.

Finally, the new leadership wanted a centralized system of plan-
ning and administration that would allow them to control the level
and structure of wages in the industrial sector. The pattern of eco-
nomic growth foreseen by the leadership would substantially in-
crease what were already quite sizable intersectoral disparities in
output per worker. The First Five-Year Plan envisaged substantially
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more rapid growth of industry than of agriculture and only a modest
increase in the industrial labor force. Furthermore, most of the out-
put growth was to be concentrated in the producer-goods sector. The
central government was interested in assuring that these growing
inter- and intrasectoral disparities in value added per worker were
primarily channeled via the budget to increased capital formation
rather than contributing to rising levels of consumption and to
greater disparities in the incomes of urban and rural residents.

The existence of substantial interprovincial and intersectoral dis-
parities in the level of economic development meant that the attain-
ment of these distributional and equity goals would require a rela-
tively centralized system of economic planning. The size of the dis-
parities among different regions is shown in Table 1.1, which gives
provincial per capita output in industry and agriculture in 1952, the
eve of the First Five-Year Plan.

The distribution of industrial output was particularly uneven-per
capita industrial output in the highly industrialized Northeast and
coastal cities of Peking, Tientsin, and Shanghai ranged from 1.6 to 18
times the national average. By contrast, in all regions except the
Northeast there was at least one province where the level of per
capita industrial output was less than 40 percent of the national aver-
age. In Kweichow and Yunnan industrial output was less than one-
third of the national average.

On the other hand, the pattern of agricultural output was much
more evenly balanced, reflecting the long-time settlement and culti-
vation of most of China's arable land. Only in Heilungkiang, Inner
Mongolia, Tsinghai, and Sinkiang was per capita output substantially
above the national average.4 Similarly, with the exception of the
municipalities where cultivated land was limited, there was only one
province, Yunnan, where per capita output was as low as three-
fourths of the national average.

However, on the whole the degree of interregional inequality that
had been produced by China's pre-1949 market-oriented economic
system was quite marked. Furthermore, as is suggested by the data
in Tables 1.2 and 1.3, these substantial differences in output across
provinces were a product of both extreme intersectoral inequality
and considerable variation across provinces in industrial output per
worker. Overall, the degree of inequality of intersectoral output per
worker in China appears to substantially exceed that of other coun-
tries at comparable levels of development.5 Given this large intersec-



Table 1.1. Provincial per capita output, 1952 (national average = 100)

Province

Northeast
Liaoning
Kirin
Heilungkiang

North
Hopei
Shantung
Honan
Shansi
Inner Mongolia
Peking
Tientsin

East
Kiangsu
Anhui
Chekiang
Shanghai

Central
Hupei
Hunan
Kiangsi

South
Kwangtung
Kwangsi
Fukien

Southwest
Szechuan
Kweichow
Yunnan

Northwest
Shensi
Kansu
Tsinghai
Sinkiang
Ninghsia

Industry and
agriculture

165
155
221

98
92
71
78

148
-
-

85
59
97

444

109
83
98

85
76
74

68
73
63

82
83

129
121

—

Industry

377
166
277

60
73
33
76
45

483
1,244

108
35
81

1,864

58
40
58

80
33
53

43
30
32

42
35
38
62
10

Agriculture

105
151
215

116
104
82
83

187
-
-

83
67

102
13

124
101
116

91
94
85

80
91
75

101
102
156
148

—

Sources: Appendix Tables A.1 and A.2; official provincial population data.



Economic growth and equity in a dualistic economy 13

Table 1.2. Net output per worker, by sector,
1952 (yuan)

Industry
Modern
Handicraft

Agriculture

871
1,594

354
159

Sources: Output data: Ishikawa, 56, 64. Employment
data: industry: Emerson, 134;agriculture: Schran
1969,64.

Table 1.3. Industrial output per worker by
province, 1952 (national average = 100)

Shanghai 178
Kwangtung 96
Kiangsi 82
Hunan 58

Sources: Output data: Field, Lardy, and Emerson.
Employment data: National: Emerson, 134; Shang-
hai: Liu Chih-ch'eng, 60; Kwangtung: Nan-fang jih-
pao (Southern Daily), 10 August 1957; Kiangsi:
Nan-ch'ang kung-jen pao (Nan-ch'ang Worker's
Daily), 17 September 1957; Hunan: Hsin Hu-nan
pao (New Hunan Daily), 28 December 1958.

toral disparity, one might postulate that most of the variation in total
output per capita across provinces was due to interprovincial varia-
tion in the structure of the labor force. However, as the data in table
1.3 make clear, part of the variation in provincial output levels arises
because of differences in output per industrial worker among prov-
inces. For example, per capita industrial output in Shanghai was 18
times the national average, not only because an unusually high por-
tion of the population was employed in the industrial sector, but also
because output per worker in the industrial sector was about 1.8
times the national average. Similarly Hunan's industrial output was
less than 40 percent of the national average, not simply because the
industrial labor force made up a smaller portion of its population but
also because labor productivity was only about 60 percent of the
national average.

The juxtaposition of these interregional, intersectoral, and intrasec-
toral per worker differentials and the commitment of the leadership
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to develop industry in backward areas, improve the distribution of
social services, and mitigate interpersonal income differentials had
important implications for economic planning. The central govern-
ment required a system of distributing economic resources that
would assure that the provision of social services was not dependent
on local resources. Similarly, they were well aware that the resource
costs of achieving comparatively rapid rates of growth in backward
regions were quite high (Kuo Tzu-ch'eng, 31). Thus they required
the means for altering the geographic distribution of investment that
was contributing to comparatively rapid growth in more developed
areas. Finally, they required a system in which enormous intersecto-
ral and interregional differentials in worker productivity would not
be fully reflected in wage differentials and in which growing value
added per worker would be available for financing government ex-
penditures rather than wage increases.

Adoption of the Soviet model of planning

In response to these considerations and with the advice and support
of the Soviet Union the new government sought a highly centralized,
Soviet-style planning system. This would provide the mechanisms
for redistributing resources to meet their goals of rapid economic
growth, balance between inland and coastal industry, and improved
distribution of social services. The Soviet model could not, however,
be transferred to China forthwith. The Chinese economy was suffer-
ing from rampant inflation, depressed levels of industrial production,
and general disruption from more than two decades of war and civil
war. In addition, large parts of the economy were still in private
hands and government lacked the data and trained personnel re-
quired to initiate large-scale planning.

Nonetheless, the Chinese did systematically adopt elements of So-
viet central planning as rapidly as possible. This extension of central
control proceeded according to key functional areas and later by key
sectors. Almost immediately upon its inception the new government
took control of the banking and fiscal system, thereby securing the
means to stem the inflation and also to control indirectly the remain-
ing private sector. During the initial period the government also
extended state ownership over an ever-growing portion of the econ-
omy. By the end of the recovery period (1949-52), the government
had begun to establish a state statistical system that served the needs
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of state economic planners. Direct physical planning by the state had
begun only in a few key heavy industries. However, the central
government effectively used its financial powers to control indirectly
a wide spectrum of economic activity.

The more formal economic planning that began during the First
Five-Year Plan period increased central control. The central govern-
ment established overall goals, which in turn were broken down into
specific physical production targets for each sector and branch of the
economy. Planners also controlled the evolving structure of the econ-
omy by allocating investment resources among alternative uses. The
role of the central government in planning was not limited to indus-
try and closely related sectors such as transportation and communica-
tion, but also extended to social and educational programs where
physical targets specified increases in school enrollments, the num-
ber of new hospital beds, etc.

The mechanisms by which physical output targets were achieved
are familiar to students of the Soviet and Chinese economies. The
most important element is the system of material supply planning.
Important raw materials and major producer goods, such as coal,
timber, cement, steel products, metal-cutting lathes, etc., were di-
rectly allocated by the central government. Based on estimates of
technical coefficients, the central authorities allocated to each major
enterprise the inputs necessary to meet the output targets specified
in the enterprise plan. The number of raw materials and major inter-
mediate goods subject to this system of direct central government
distribution increased steadily throughout the First Five-Year Plan
period, from only 28 in 1952, rising to 96 in 1953, 134 in 1954, 163 in
1955, and then to 235 by 1956 (TCKT Data Section 1957b, 29).

The second crucial mechanism of central government control was
the fiscal and banking system. Under the unified fiscal system
adopted in the early 1950s, the state budget became the repository
for virtually all enterprise profits as well as tax revenues. All major
investment projects were included in the annual national economic
plan and financed from the state budget. The State Bank monitored
the expenditure of these funds to assure that they were utilized ac-
cording to the state plan. Thus, enterprises could not finance invest-
ment from their own earnings but depended on state investment
grants financed through the budget. Even enterprise working capital
was controlled by the center through the budgetary and the state
banking system.
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Finally, the center controlled most prices, wages, and foreign
trade. The prices of industrial and most agricultural products were
determined administratively rather than through the market. This
price-setting authority was used to manipulate directly the terms of
trade between agriculture and industry. The structure of wages on an
industry by industry basis and also in most branches of the service
sector was also controlled from the center. The central government
also exercised a monopoly position in foreign trade, establishing ex-
port plans for each industry and using foreign-exchange earnings to
finance the imports of capital goods needed in high-priority sectors.
Only in the agricultural sector did the central government rely pri-
marily on indirect means, such as prices, to guide production (Per-
kins 1966, 21-98).

The role of local governments in planning

The mechanisms of central government planning discussed briefly
above, are well understood. The degree of centralization inherent in
these arrangements is, however, elucidated by examining the role of
provincial and local governments in the planning process.6 This ex-
amination will not only highlight the powers of the central govern-
ment, but will also provide background information for evaluating
the economic reforms implemented in the latter half of the 1950s.

Economic planning in China is a complex process that proceeds
simultaneously in two partially overlapping hierarchical systems.
The national economic plan is essentially an aggregation of two fun-
damentally different types of economic plans-those that are com-
piled according to vertical, sectoral lines of administration and those
that are compiled on horizontal, territorial lines of administration.
The sectoral plans are nationwide and cover all enterprises under
the management of a single ministerial system, regardless of loca-
tion. Horizontal plans, on the other hand, are compiled on a provin-
cial basis and thus are multisectoral. However, they include only
enterprises and institutions that are managed by local governments.
The balance between these two fundamentally different approaches
to planning and administration has varied considerably over time
and the changing emphasis has been at the heart of the centraliza-
tion-decentralization debate in China.

The First Five-Year Plan period was marked by the growing domi-
nation of the vertically organized system of planning and administra-
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tion directed by the central government. This was true not only in
industry and closely related activities such as trade unions
(Harper, 123-6), but also to a lesser degree in education as well. On
the eve of the First Five-Year Plan, 68.2 percent of China's industrial
output nominally was included within the scope of the horizontal
economic plans of local governments. However, most of this output
was produced by low-priority sectors, primarily handicrafts or pri-
vately owned firms. These sectors generally were not incorporated in
provincial economic plans unless they had contracts for supplying or
processing goods for the state sector. Local governments actually
controlled only one-fourth of state-managed industry.7

Almost all large-scale modern industrial enterprises were con-
trolled directly by the central government ministries. These minis-
tries and other central agencies-not local governments - were re-
sponsible for planning the level of employment, output, and invest-
ment, as well as the distribution of the products of these plants. This
emphasis on the vertical ties between enterprises and their con-
trolling ministries in Peking meant that provincial governments had
no means of systematically coordinating economic activities within
their boundaries.

The relative priority of the central and local government sectors of
the economy is starkly reflected in the distribution of investment
funds during the First Five-Year Plan period. These data are avail-
able for the years 1955-7. During this period, over 80 percent of all
budgetary investment was controlled directly and channeled to the
central-state sector.8 This was simply a reflection of the priorities in
force during this period. Agriculture, municipal public utilities, local
industry, and local transporation-all under the management of local
governments - were low-priority sectors. Modern industry, modern
transportation and communications (particularly railroads)-almost
all under the management of the center-were high-priority sectors
and received the bulk of investment funds.

This pattern of investment allocation led to relatively more rapid
growth of centrally managed industry. Measured in constant prices
its share of total national industrial output grew from less than a third
in 1952 to almost one-half by the end of the First Five-Year Plan
period (Hai Ch'ii-niao).

Even in education, an area that traditionally falls within the pur-
view of local governments, the central government reserved for itself
a considerable direct administrative role. Many of the most important
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institutions of higher education, including all of China's comprehen-
sive universities, were administered directly by the Ministry of
Higher Education rather than by provincial governments. These in-
stitutions included not only such well-known universities as Peking,
Nankai, Tsinghua, Futan, and Chungshan, but also a large number of
lesser-known universities such as Amoy, Anhui, Chengchow, Inner
Mongolia, and Nanking. In addition, the major provincial agricultural
colleges were administered by the Ministry of Agriculture rather
than by the provincial governments. The plans for these educational
institutions were included in the plans of central government minis-
tries, particularly Higher Education, rather than in the provincial
education plans.

Another, more fundamental factor limited the role of provincial
governments in the planning process: the predominance of the cen-
tral planning organizations and ministries in determining the targets
in each province's plan. In 1951 the center initiated a policy of
unified leadership and multilevel administration (t'ung-i ling-tao,
fen-chi kuan-li) in economic policy. Under this arrangement, local
governments compiled economic plans for enterprises and other ac-
tivities that they managed. This was recognized explicitly as a means
of dealing with very large numbers of medium- and small-scale
plants that utilized widely differing levels of technology to produce
similar products. Local authorities were recognized to have superior
information that would enable them to draw up local plans that
would take these unique local factors into account (Government of
the PRC 1956a, 213-14).

Although local governments were able to exercise some of their
planning authority in the early part of the First Five-Year Plan period,
their powers were eroded steadily by the increasing role of the central
government. Particularly after the elimination of the private owner-
ship of industry in the so-called socialist transformation of the mid-
1950s, numerous sources report that the center controlled virtually all
major provincial plan targets (Chang Hsiian-san; Ch'en Hsiieh; Hsu
Fei-ch'ing 1957, 3; Jung Tzu-ho 1958, 1; Ko Chih-ta 1956a; Liao Chi-li
1958a). That is, central government control was not limited to enter-
prises and institutions under its direct management, but extended to
include most programs that were nominally under local management.
This central control was exercised by two important means-direct
determination of the output, investment, and distribution plans of
many enterprises managed by local governments; and indirect fiscal
control of a broad range of other provincial programs.
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Central government ministries sent production requirements and
other plan targets directly to a broad range of enterprises that nomi-
nally were managed locally. For example, if the products of a provin-
cially managed enterprise were distributed through the state's mate-
rial-supply planning system, the enterprise's output targets and distri-
bution plans would be controlled by the center. This limited the abil-
ity of the provincial governments to utilize these outputs within the
province. Beyond this, local governments had difficulty in obtaining
inputs for the manufacture of products that were not subject to state
distribution. Local planners were advised that "if it becomes difficult
to obtain raw materials for the production of such goods, then while
striving to economize such raw material is as are available, possible
steps should be taken to discover new sources of raw materials so that
the output of these goods can be suitably increased" (Government of
the PRC 1956a, 219).

Secondly, as will be discussed in Chapter 2, the central govern-
ment also developed an elaborate system of fiscal controls through
which it indirectly controlled many provincial programs. Thus, the
central government's determination of provincial plan targets was
not limited to the industrial sector, but included provincial programs
for social services and government administration. These controls
did not merely stipulate the total outlay in a few categories, but
included highly disaggregated expenditure targets. In 1958 Jung
Tzu-ho, the vice-minister of finance, conceded that virtually all these
expenditure targets, including those for purely local programs, were
centrally determined (Jung Tzu-ho 1958, 1).

In summary, provincial plans were limited in scope-the output
targets of most modern industrial enterprises and the great bulk of
investment were planned and administered directly from Peking
without local participation. Secondly, the central government played
a dominant role in planning the limited activities that nominally fell
within the scope of horizontally compiled provincial plans. Only the
lowest-priority programs were effectively administered by local man-
agement and, in general, they were starved for sufficient resource
inputs.

The 1950s decentralization discussion

This highly centralized system of economic planning, particularly
fiscal management, was the subject of a far-reaching debate in the
mid-1950s. This debate over the appropriate balance between cen-
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tralization and decentralization could not, however, be resolved
merely by weighing the complex trade-off between central control
and efficiency. As has already been suggested, the existence of a
second closely related trade-off between efficiency and equity
played an important constraining role. The salience of this constraint
was enhanced by the highly dualistic structure of the economy,
which made the attainment of many distributive and equity goals
dependent on centralized economic policy instruments. In the para-
graphs below I attempt to convey the nature of the complex debate
concerning these two sets of trade-offs. Fortunately, like similar dis-
cussions in the Soviet Union and Eastern Europe, much of this de-
bate entered into the public record. Although a few crucial speeches
have never been released,9 the economic journals of the 1950s con-
tain a vigorous and spirited debate on the merits of alternative ap-
proaches to economic planning. The journal of the State Planning
Commission, Chi-hua ching-chi (Economic Planning), is a particu-
larly rich source of information.

From these materials it is clear that the central issue in this debate
was the appropriate balance of economic decision-making power be-
tween the central planning agencies and industrial ministries on the
one hand, and the provinces and local governments on the other. In
other words, the debate concerned the appropriate balance of verti-
cal, functional lines of planning and administration on the one hand,
and horizontal, territorial lines on the other. In Chinese terms, the
former was termed advocating the primacy of vertical (t'iao-t'iao)
relations, whereas the latter approach was termed emphasizing hori-
zontal (k'uai-k'uai) relations. Central government officials and plan-
ning agencies, since at least the beginning of the First Five-Year
Plan, had expanded their control over the economy by developing
and extending their functional, vertical lines of control and manage-
ment over an increasingly wide scope. However, the efficiency of
vertical administration was inherently limited by the combination of
China's vast geographic size, limited transportation and communica-
tions capacity, and the great economic heterogeneity of the inherited
industrial plant.

Although the planning capabilities of the center were increasing
rapidly during the 1950s, the size of the state sector was also grow-
ing. The socialist transformation of private enterprises in the mid-
1950s substantially increased the number of state enterprises and
also, because of their relatively small size and limited capital, in-
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creased the range of technology employed by plants that were con-
trolled by each industrial ministry. At the same time, the scope of
commodities subject to central-state distribution also was expanding
rapidly. Not only did the number of raw materials and producer
goods subject to unified distribution increase from less than 30 in
1952 to well over 200 by 1956, but the portion of total output of these
products entering state distribution channels also rose. Prior to 1956
the burden on the state's unified distribution system was mitigated
by allowing a significant portion of materials subject to state distribu-
tion to be allocated through free markets. The market mechanism
was used to allocate significant quantities of such products as pig
iron, nonferrous metals, diesel engines, and machine tools to final
users, particularly to relatively low-priority firms managed by provin-
cial and local governments. In 1956 however, there was an abrupt
increase in state investment, increasing the state-sector demand for
materials relative to aggregate supplies. Consequently, the quantity
of materials distributed through market channels was sharply re-
duced; virtually the entire output of these commodities now was
allocated through the state's distribution system.10 Provincial and
locally managed firms thus became more dependent on the central
government's material distribution system for the supply of crucial
raw materials and producer goods. This created tensions in economic
planning and management that contributed to an intensification of
the decentralization debate that began toward the end of the First
Five-Year Plan.

Concomitantly, the very extension of centralized, vertical control
increasingly provoked criticism by local government leaders. In a
retrospective article published in 1958, local officials were said to
have begun complaining of excessively rigid centralized control of
the economy as early as 1953 (Lin Yun, 37). It was not until after
Mao's April 1956 speech, "On the Ten Major Relationships," how-
ever, that explicit discussion of these issues began to appear in Chi-
nese newspapers and periodicals. Mao's speech pointedly urged a
reduction of the central government planning bureaucracy and
greater autonomy for local economic administrators. In short, he was
siding with those who emphasized the horizontal (k'uai-k'uai) rather
than the vertical (t'iao-t'iao). Mao specifically charged that the prolif-
eration of central adminstrative agencies managing local programs
and enterprises had undercut local initiative and responsiveness to
local conditions and needs.
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The various ministries don't think it proper to issue them [orders] to the
Party committees and the people's councils at the provincial level, they
establish direct contact with the relevant departments and bureaus in the
provinces and municipalities and give them orders every day. . . . The cen-
tral authorities should take care to give scope to the initiative of the prov-
inces and municipalities, and in their turn the latter should do the same for
the prefectures, counties, districts, and townships, in neither case should the
lower levels be put in a straight-jacket [Mao Tse-tung 1977, 16-17].

Mao's speech was followed by almost two years of discussions
concerning shortcomings in the existing system of planning and the
appropriate degree of centralized economic control. This debate cul-
minated in the decentralization measures enunciated in late 1957.

These discussions specifically linked a number of sources of eco-
nomic inefficiency to the limited role of local governments in eco-
nomic management and planning. Most obvious, highly centralized
economic controls did not allow local officials to act on information
available to them so as to improve economic management and pro-
duction efficiency. Because of the relatively limited capability of the
center to collect and process information, centralized decisions were
inevitably made on the basis of less complete and more highly aggre-
gated information than was available locally. Not surprisingly, the
plan targets and norms determined on the basis of this information
were frequently inappropriate to specific local conditions. Local
leaders were required to seek special permission to alter these tar-
gets during plan implementation, leading to unnecessary delays and
reduced output.

Because of the extreme emphasis on vertical links in economic
planning and management, local governments had no means of coor-
dinating economic development in their regions. The lack of coordi-
nation was particularly apparent in investment planning, commodity
allocation, and labor planning. This frequently led to waste and
inefficiency. For example, it was common for both a central ministry
and a local government to construct factories in the same area that
were to utilize local raw materials (Ma Yin-ch'u, 41; Hai Ch'u-niao).
In the absence of effective coordination, these projects competed for
the same raw materials. Similarly, central government enterprises
built their own machinery repair shops even when local shops could
have handled the work (Ch'en Ta-lun, 34; Ma Yin-ch'u, 41). Compar-
able problems arose in labor planning. Local labor bureaus, nomi-
nally charged with the responsibility of drawing up local labor bal-
ances, were unable to control effectively the hiring or retirement of
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staff and workers, largely because they were unable to incorporate
the wage and labor plans of centrally managed enterprises in their
overall plan (Howe, 115).

There was a similar lack of horizontal coordination in material sup-
ply planning (She I-san; Ch'en Ta-lun, 34). During the First Five-Year
Plan, provinces, autonomous regions, and directly administered mu-
nicipalities established a network of horizontally administered supply
agencies. At the same time, central government ministries established
partially overlapping vertically organized supply networks with their
own warehouses and commodity reserves. The defects of this system
became particularly apparent in 1956, when the rate of investment
increased sharply. The growing emphasis on distributing raw materi-
als and intermediate goods through vertical channels led to wides-
pread hoarding and severe shortages (Men Tso-min, 10-11). In short,
commodity distribution within a single region was fragmented and
unnecessarily inefficient. Local governments were unable to coordi-
nate material supplies, because a large part of the system was adminis-
tered through direct vertical lines from Peking.

In short, the Chinese experience of industrial planning and man-
agement during the First Plan appears to support the hypothesis that
economic efficiency within hierarchical organizations declines as the
number of levels of administrative control that lie between two inter-
dependent activities and their nearest common superior increases
(Koopmans and Montias, 71-5). Economic activities, particularly in-
vestment decisions and the physical allocation of labor and raw ma-
terials within a geographic region, are highly interdependent and in
a planned economic system demand close coordination. But the for-
mal common superior linking a locally managed firm supplying an
important input to a nearby ministerial plant would be the Materials
Allocation Bureau-many levels up the administrative chain at the
apex of the entire structure of economic planning. Given the high
costs of attaining and processing the timely, detailed, and accurate
information necessary for the efficient coordination of supplies by
the bureau, supply decisions were inevitably based on highly aggre-
gated and incomplete information.

In addition to these problems of coordinating the vertically and
horizontally organized hierarchies, the system of highly developed
expenditure controls undercut local incentives. Under the center's
system of revenue sharing and expenditure controls, there was no
relation between local revenue collections and local expenditures.
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Furthermore, localities that overfilled revenue plans were unable to
keep any additional revenues for their own use. This clearly affected
the enthusiasm of local leaders for raising state revenues. Because, as
will be discussed in Chapter 2, local governments were important
revenue-collecting agents for the state, this affected the overall na-
tional budget and economic plan. It also indirectly affected the en-
thusiasm of local planners for the development of locally managed
industry. Although rapid growth of local industry increased reve-
nues, it did not necessarily lead directly to a proportionate increase
in local expenditures. Local expenditures were centrally controlled
and increases in local revenues could be simply offset by reductions
in other revenues that were shared between the center and the local-
ity. The absence of a link between local revenues and expenditures
concerned some local officials, one of whom said, "When our income
each year is so big, why is the amount used locally so small?" (Yu
Wei-hsin, 14).

The need for introducing some decentralization in the system of
economic management was also linked specifically to the evolving
strategy of economic development (Chou En-lai, 1956b; Po I-po;
Chinese Communist Party 1956; State Planning Commission). To-
ward the end of the First Five-Year Plan, economic planners and
political leaders were increasingly aware that the Soviet model of
economic development, which had been adopted in the early 1950s,
was not well suited to Chinese economic conditions, particularly its
relatively early stage of development and quite different factor en-
dowment. Most importantly, in China emphasis on the development
of industry at the expense of agriculture could not be sustained as
long as in the Soviet Union. Increasingly, the relatively slow growth
of the agricultural sector was seen as a bottleneck slowing the rate of
overall economic growth.11 As a result, early discussions of the Sec-
ond Five-Year Plan indicated that more state funds and modern in-
dustrial inputs would be allocated to the agricultural sector.

In addition to assigning a higher priority to agriculture, central plan-
ners decided to place less emphasis on large-scale capital intensive
projects. There were several reasons for this. First, the large-scale
capital intensive projects were heavily dependent on Soviet financial
and technical assistance. By 1955 the Soviets were refusing to extend
additional new economic credits. Thus preference for greater selfre-
liance in industrial development was at least partially externally im-
posed. Secondly, the leadership was increasingly aware of the long
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gestation period of large-scale Soviet-aided projects. Although these
projects absorbed almost half the government's planned industrial
investment during the First Five-Year Plan (Government of the PRC
1956a, 39), previously existing plants were the source of about two-
thirds of the growth of industrial output during this period (Yeh Kung-
chia, 528). A decision was made to put more of China's limited invest-
ment resources into medium-and small scale plants that could be com-
pleted more rapidly. Finally, the economic planners were confronted
by increasing urban unemployment. Although this was to be solved
eventually by mass transfers of people to the countryside, the leaders
initially hoped that adopting less capital-intensive means of produc-
tion would increase labor absorption in the industrial sector.

This evolving development strategy naturally led to a greater role
for local governments in economic planning and administration. The
role of the center in direct agricultural planning was minimal, so an
increased priority for this sector automatically increased the role of
local planners, as did increasing the number of medium and small-
scale industrial projects. Control by the center was most effective
when resources were concentrated on a few very large projects. It
was explicitly recognized that local governments could more effi-
ciently manage small projects. Jung Tzu-ho specifically linked the
financial reform of 1958 to local governments' requirements for more
resources to finance these programs (Jung Tzu-ho 1958, 1).

Thus by the end of the First Five-Year Plan period, several co-
alescing forces led the Chinese leadership to reexamine seriously
the premises on which economic planning had been based. The re-
evaluation of the appropriate degree of central control in economic
planning and management was particularly stimulated by the in-
creasing size of the central-state sector, local dissatisfaction with the
predominant role of the center, and Mao's own personal interest in
stimulating local initiative and reducing the role of the central gov-
ernment bureaucracy. Furthermore, the changing sectoral and tech-
nological priorities envisaged for the Second Five-Year Plan also
independently suggested the need for some decentralization of eco-
nomic planning and management.

As has been suggested above, however, the Chinese faced a funda-
mental choice - whether to decentralize by expanding the role of the
market in allocating resources or by transferring administrative
powers to intermediate levels of government administration. Decen-
tralization through the market would tend to place greater economic
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power in the hands of production units themselves and reduce the
role of both higher-level planning agencies and intermediate admin-
istrative levels. Administrative decentralization or decentralized
command, on the other hand, would have quite different conse-
quences. It would enhance the role of intermediate levels of admin-
istration and simultaneously reduce the scope of authority of produc-
tion units.

Discussion of economic reform in China focused almost exclu-
sively on administrative forms of decentralization rather than decen-
tralization through the market. Mao's own speech leaves little doubt
that the key issue was the appropriate degree of administrative de-
centralization. He did not suggest that substantial resource-allocation
powers be devolved to production units, either through the introduc-
tion of market forces or through an expansion of the role of workers
in factory management. Mao's goal was apparently to reduce central
interference in areas where provincial authority had been eroded
and to expand local decision-making power. He viewed this as in-
strumental in increasing local enthusiasm and stimulating initiative.

In addition to Mao's influence on the character of the decentraliza-
tion discussion, it also seems clear that in China there was no unified
set of forces that might have led to serious consideration of market
decentralization. In the Soviet Union and in several countries in
Eastern Europe, the perceived need for economic decentralization is
a response to the growing complexity of their economies and increas-
ing labor shortages in the industrial sector. Although highly central-
ized economic planning is relatively effective in bringing about a
structural transformation in the early stages of economic growth, as
development proceeds the number of products grows and intersecto-
ral relations multiply. Consequently, direct administrative planning
becomes less and less efficient as a means of resource allocation.

Similarly, labor shortages and increasing complexity of production
tasks give rise to the need for greater reliance on material incentives
as a means of increasing labor productivity. In the Soviet Union, the
early decades of industrial growth after 1928 were dependent on the
transfer of prodigious quantities of manpower from the agricultural to
the industrial sector. Because the possibility of continuing this inter-
sectoral labor transfer was limited by low productivity in the agricul-
tural sector itself, it became apparent during the 1950s that increased
industrial output would become increasingly dependent on improve-
ments in labor productivity, rather than simply expanding employ-
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ment. Similarly, after 1928, increasing complexity of production re-
quired greater division of labor and more reliance on wage differen-
tials, rather than normative, appeals as a source of incentives. In-
creased labor productivity and greater use of material incentives, in
turn, depended on the ability of the consumer-goods sector of the
economy to provide higher-quality products that would satisfy the
demands of industrial workers. By the 1950s, some Soviet economists
had begun to articulate the view that this could best be accomplished
by enhancing the role of the market in determining the output mix and
the allocation of fixed investment.

Finally, the introduction of market forces, particularly in several
Eastern European countries, was specifically linked to the important
role of the foreign trade sector. Hungarian economic planners in
particular wanted to increase the share of their exports going to
Western countries. Introduction of market forces and the linking of
enterprise success in expanding exports with enterprise profitability
was seen as a means of increasing the competitiveness of domestic
producers in the international economy (Balassa, 1, 13-15).

In summary, political leaders in centralized economic systems are
reluctant to place substantial reliance on market forces because this
directly reduces their own power. However, the cost of highly cen-
tralized, bureaucratic decision making is increasing inefficiency.
Central collection and processing of the flow of information required
to sustain administrative planning become increasingly cumbersome.
Inevitably, it is argued, some form of decentralized economic deci-
sion making must be introduced to sustain the rapid rates of eco-
nomic growth that are so highly prized. The peculiar nature of the
sources of inefficiency leads to consideration of various forms of mar-
ket decentralization.

None of these forces, however, appear to have contributed sub-
stantially to the Chinese decentralization debate. The Chinese econ-
omy was at a considerably less-advanced stage of development than
either the Soviet Union or the countries of Eastern Europe that intro-
duced economic reforms in the 1950s and 1960s. Per capita gross
domestic product in China may have been only about one-tenth that
in the Soviet Union in the 1950s and an even smaller fraction of per
capita income in the more advanced Eastern European countries that
began to discuss reform seriously in the mid-1960s.12 In spite of
rapid economic growth from 1949 to 1957, the intersectoral relation-
ships in the Chinese economy were still relatively simple (Perkins
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1968, 602-4). Furthermore, far from suffering a shortage of labor in
the industrial sector that might have suggested the need to introduce
market forces, the Chinese faced a serious problem of industrial un-
employment (Howe, 39). Finally, the foreign trade sector of the Chi-
nese economy was very small and oriented primarily toward other
planned economies rather than the West.

The lack of a sustained discussion of price reform in China would
also suggest that market-oriented decentralization measures were not
considered seriously. The focus on more market-oriented decentral-
ization in the Soviet Union and some countries in Eastern Europe
naturally led to a serious discussion of price reforms. That is, it was
widely recognized that the improvement in economic efficiency en-
visaged as a result of the decentralization of economic planning and
management was dependent on a thorough overhaul of existing ad-
ministered prices and the introduction of considerable price flexibil-
ity. In contrast, although in the 1950s in China there was some criti-
cal examination of problems in the existing price structure, there was
little recognition of the potential role of markets and flexible prices
as an alternative to the more centralized, bureaucratic methods of
resource allocation that were then in use.13

Thus the Chinese search for a model for economic reform focused
almost exclusively on administrative forms of decentralization. Local
leaders, a major force pressing for reform, clearly preferred a decen-
tralization of administrative powers that would enhance their own
role rather than a market decentralization that would tend to reduce
their control over production units. Furthermore, many of the factors
that had led to serious consideration of market decentralization in
the Soviet Union and Eastern Europe were not particularly relevant
in China.

In spite of this relatively narrow range of acceptable solutions, it
was almost two years before a satisfactory decentralization formula
could be found. The major dilemma confronting the leadership was
to formulate a more decentralized structure of planning and control
that would enhance the coordinating role of local governments as a
means of improving economic efficiency, while at the same time
retaining centralized control of the economic policy instruments
most crucial for the attainment of structural and equity goals.

Regional leaders, emboldened by the Chairman's April 1956
speech, were quick to press for greater independence in economic
planning and management. However, their goals clearly exceeded
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those publicly enunciated by Mao. Mao's call for "a further extension
of the power of the region" was actually quite circumscribed. The
regions, he suggested, should be "allowed to run more projects" but
only "under the unified plan of the center." This formulation was
much like the slogan introduced in 1951 of "unified planning, multi-
level administration," under which local economic powers had con-
tinuously eroded. In practice, local governments had become respon-
sible for implementing plans drawn up at the center.

Local leaders wanted more than simply an increase in the number
of projects they managed under unified central plans. Rather, they
sought authority to initiate programs independent of overall central
government control. They wished, in short, not only to be free of
excessive central government interference in areas already nomi-
nally within their sphere of authority but also to be able to mobilize
resources to develop entirely new programs.

Local leaders pressed for reform in several forums. Beginning in
May, the State Council convened a series of meetings to consider
modifications of the system of planning and administration. Local
officials also pressed their claims for reform directly with Chou En-
lai and other national political leaders and economic planners. In a
thirteen-day plenary session of the Third Session of the First Na-
tional People's Congress in June 1956, provincial deputies put for-
ward a number of "serious criticisms" of the work of the central
government. Although the full text of Chou's speech in response to
these criticisms has never been published, a New China News
Agency summary of his address reported that he had conceded that
the division of power between the central and local authorities re-
quired further delineation and that excessive concentration of power
in the hands of the central government had impaired efficiency and
local initiative. Although offering no details, Chou did state that a
draft decentralization program had already been formulated and re-
ferred to local governments for study and discussion. He said that the
details of the plan would be finished in the latter half of 1956 and
that the reform would be implemented in 1957 (Chou En-lai, 1956a).

Despite this optimistic timetable, discussions over the appropriate
form of decentralization continued. At several party and government
meetings convened in the ensuing year, central government leaders
readily admitted that overcentralization of planning and management
had impaired economic efficiency. Central leaders, however, were
considerably less forthcoming in committing themselves to specific
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solutions. For example, hints contained in Liu Shao-chYs report to
the Eighth Party Congress in the fall of 1956 regarding the nature of
the solution that was being developed could hardly have encouraged
local officials (Liu Shao-ch'i, 77-8). Liu suggested that the central
government only enunciate general principles to guide local govern-
ments in the areas of agriculture, small and medium-size industry,
local transportation and commerce, local health and education, and
finance. But local authorities at the provincial, municipal, county,
and township levels were to be given expanded authority to make
specific arrangements for the implementation of these programs in a
way that would be most suited to local conditions. This really
amounted to little more than a reiteration of powers that were nomi-
nally already vested in local governments.

Chou En-lai also discussed economic reform in his speech to the
Congress (Chou En-lai 1956b, 310-12). He advocated a clearer delin-
eation of local economic authority, a transfer of many enterprises to
local management, and an end to central government departments
bypassing the State Council in issuing plan targets to local govern-
ments. These reforms would be significant because the scope of au-
thority of local governments would be strengthened and expanded
and, more importantly, they would be insulated from direct interfer-
ence by central ministries.

Discussion over the precise form that the decentralization should
take continued after the Eighth Party Congress. This discussion,
however, was not simply a confrontation of central versus local inter-
ests. Because no simple division of interest existed between the
center and the provinces on the issue of centralization versus decen-
tralization, the dividing lines among contending groups probably
were more complex. Provincial leaders may have been relatively
united in their desire for more autonomy in managing enterprises
and for increased flexibility in arranging their budgets. They cer-
tainly must have been sharply divided, however, on the issue of
substantially reducing the resource-allocation powers of the center.

As will be shown in Chapter 2, the less-developed provinces were
the major beneficiaries of centralized economic planning. In effect,
the center, through its control of the budgetary and planning process,
carried out a systematic redistribution of income and wealth in favor
of many less-developed areas. Because weakening of central control
would reduce or eliminate this transfer, these less-developed prov-
inces probably opposed a substantial devolution of resource-alloca-
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tion powers to provincial governments. In short, although there may
have been a rough convergence of provincial interests on the trade-
off between control and efficiency, it is quite likely that provincial
positions on the trade-off between efficiency and equity diverged
significantly.

Unfortunately, there is only indirect evidence to support this inter-
pretation. Unlike the decentralization debate in Yugoslavia that oc-
curred in the mid-1960s, no open split occurred in China between
economists from more and less-developed regions. In the Yugoslav
case, economists from poorer regions argued vigorously against eco-
nomic decentralization on the grounds that it would undermine the
ability of the center to continue redistributing investment funds in
their favor. They argued that this redistribution should be continued
as a matter of national policy, irrespective of the low rate of return
associated with investment in less-developed regions. These low
rates of return, they argued, were due to historic factors that had left
them with inadequate social overhead capital. Economists from
more-developed regions argued that decentralization of investment
would improve overall resource allocation by ending what they re-
garded as the wasteful subsidy of investment in backward republics.
In short, they believed that the rate of economic growth could be
significantly accelerated by allocating investment resources accord-
ing to traditional rate-of-return criteria. They did not deny the exis-
tence of a trade-off between the goals of aggregate growth and re-
gional balance, but argued simply that the attainment of improved
regional balance carried too high a price in terms of growth foregone
(Milenkovitch, 178-86).

To recapitulate, the Chinese decentralization appears to have been
motivated by a complex mix of both economic and political factors.
On the one hand, there was apparently a broad consensus that the
system of economic planning and management that had evolved dur-
ing the First Five-Year Plan period was too highly centralized. It was
a source of increasing inefficiency, both directly because of the inher-
ent limits on the efficiency of centralized planning in a country of
China's size and economic heterogeneity and also indirectly through
its effect on incentives and local enthusiasm.

There is also evidence of an evolving consensus that economic
development in the Second Five-Year Plan would be based less on
large-scale capital-intensive investment and would place more em-
phasis on the development of small-scale plants and the agricultural
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sector. Because local governments had a larger role in these func-
tional areas, this naturally would place more authority in their hands.

Finally, the discussion was heavily influenced by political factors.
Mao clearly favored a pattern of economic planning and management
that was less dependent on a large centralized economic bureaucracy
for daily economic decision making. Provincial leaders, particularly
those from more-developed areas, must have been particularly recep-
tive to this view. A substantial decentralization of resource-allocation
authority would increase the volume of resources at their disposal.
Authorities from many less-developed provinces as well as central
planners, however, probably actively opposed a wholesale down-
ward transfer of economic authority.

The interplay of these contending forces probably had much to do
with the delay in the announcement of the reform. Furthermore, the
lack of serious consideration of decentralization through an expan-
sion of the role of markets as a means of resource allocation was to
have a profound effect on the overall character of the reforms.

The 1958 decentralization

The major outlines of the decentralization were publicly unveiled in
late 1957, when the State Council promulgated the decentralization
decrees that had been approved by the Third Plenum (Chinese Com-
munist Party 1958). Reforms of industrial, commercial, and financial
management were announced in November and scheduled for im-
plementation beginning in 1958 (State Council 1957a, b, c). During
1958, the initial trio of directives was supplemented by more detailed
reforms of taxation, price control, grain management, planning, and
materials distribution (State Council 1958c-f, h). In each of these
areas, new authority was transferred from the central government to
provinces, autonomous regions, and provincial-level municipalities.

Reform provisions

The reforms contained many important concessions to provincial in-
terests. They not only expanded the sphere of activities subject to
provincial management, but equally important, gave provincial gov-
ernments the mechanisms to improve horizontal coordination of all
economic activities regardless of whether they were centrally or lo-
cally managed.
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The most important expansion of the sphere of provincial manage-
ment was the transfer of large numbers of industrial and almost all
commercial enterprises to local management. Only a few key heavy
industrial enterprises remained under the direct management of the
central government ministries. Provincial authority, particularly in
the areas of price control, taxation, and fiscal management, was also
enhanced by the reform. Provinces were given the authority to set
prices for all products, except for agricultural commodities subject to
planned or unified purchase and industrial products subject to
unified state distribution. Provincial tax authority was expanded by
setting forth a number of cases in which provinces could adjust tax
rates and change the coverage of certain taxes. Decentralization of
financial management expanded the scope of revenues and expendi-
tures of local governments and in addition gave provincial govern-
ments more control over the composition of their expenditures. Ex-
trabudgetary revenues of local governments also were expanded and
local governments were given increased authority over the use of
budgetary surpluses.

Several measures strengthened horizontal lines of economic plan-
ning and management, particularly in commodity distribution and
labor-supply planning. Provincial governments, for the first time,
were given a role in determining the distribution of materials subject
to unified distribution. They were allowed to adjust the timing and
quantities of materials supplied to central government enterprises in
their areas. Also for the first time, they obtained authority to distri-
bute freely part of the output of provincial enterprises producing
products subject to unified state distribution. Provinces also received
the prerogative of adjusting amounts of planned purchase and
planned supply of grain that were set by the central government.
More significant, provincial quotas for grain delivery to the central
government were fixed for five years and provinces were given the
authority to control future increases in purchased grain. Finally, local
governments were given the authority to reassign the managerial and
technical personnel in central government enterprises.

All these powers were, in effect, consolidated in September 1958,
when provincial governments were given the authority to compile
comprehensive regional plans that would include all enterprises re-
gardless of their level of managerial control. Thus regional plans
were no longer to include only locally controlled enterprises but also
were to include enterprises that remained directly under the central
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government ministries (Wang Kuei-wu, 13; Liao Chi-li 1958b, 19). In
theory, vertically organized planning was abolished and the national
plan was to become an aggregation of these comprehensive regional
plans. Furthermore, the system of unified commodity distribution
was substantially decentralized. The number of commodities subject
to unified distribution was reduced by about two-thirds, and local
government responsibility for the distribution of commodities was
enhanced (She I-san; State Council 1958f). Central government en-
terprises were no longer to obtain their material inputs from a cen-
trally administered system of vertically organized supply agencies,
but were to apply to a locally administered, horizontally organized
system for their required material inputs. Finally, the scope of the
local labor plan was broadened to include all enterprises in the area,
not simply those that were locally managed. Although the central
government retained the power to set many of the targets contained
in each province's plan, the reform substantially strengthened local
control by lessening the importance of vertical lines of planning and
administration.

The character of the reforms

The thrust of the reforms was to expand the powers of local govern-
ments. Indeed, in the short space of ten months the central govern-
ment had announced that it was, in effect, giving up a portion of the
most important instruments at its disposal for planning and managing
the economy. The reform, however, primarily transferred the cen-
ter's administrative decision-making power to local governments,
rather than enlarging the scope of economic activities controlled
through market allocation. Equally important, the reform carefully
preserved relatively centralized control over certain crucial types of
economic decisions. As will become clear below, I believe that this
aspect of the reform has been largely ignored and that, in turn, this
has led to major misinterpretations of the character of Chinese
growth and development over the last two decades.

The Chinese reform was clearly not a step in the direction of
decentralized decision making of the type conceptualized by Lange.
That is, Lange's model of economic decentralization places primary
emphasis on the role of enterprise managers and markets in the
resource-allocation process. Enterprise managers have full responsi-
bility for determining the bill of goods to be produced. Industry
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managers only determine the level of total output by regulating
entry and exit of firms in the industry. They have no authority to
intervene in decision making within the enterprise. Thus, the
Lange scheme provides no role for intermediate levels of govern-
ment and only a minor role for industrial ministries. Enterprise
managers are essentially autonomous units buying their inputs and
selling their outputs on open markets at prices determined by the
central planning board.

The Chinese reform, by contrast, envisaged only a minor increase
in the role of markets and the autonomy of enterprises. Although the
number of mandatory targets in the enterprise plan was reduced
(State Council 1957a), most power was transferred to intermediate
levels of government administration. Most important, the reform did
not call upon enterprises to determine their own production targets
in response to prices set by a central planning board. Although the
reform reduced the quantity of information flowing to the center, it
did not change the character of this flow. Many enterprises contin-
ued to send detailed information to the central ministries concerning
their production capacities, inventories, labor force, etc., rather than
sending operational messages horizontally to other firms. Of course,
many more firms now reported this information to their superordi-
nate local government and the information transmitted onward to the
center was presumably more aggregated than prior to 1958. Either
the center or the province in turn continued to send specific produc-
tion targets to each firm rather than a single price vector that would
apply to all firms. Thus the Chinese reform also differed fundamen-
tally from the type of decentralized decision-making models ad-
vanced by Hurwicz and others.

The Chinese reform was also substantially different from that
adopted by the Soviet Union in 1957. The Soviet reform abolished
the central government ministerial apparatus in the industrial sector
and replaced it with a system of about 100 regional economic coun-
cils called sovnarkhozy. By establishing sovnarkhozy that cut across
previously existing lines of industrial administration and abolishing
the ministries, the government hoped to break the extreme vertical
rigidity and ministerial autarky that had developed in the system of
economic planning and administration. The Chinese reform, by con-
trast, preserved the ministerial system. As will be further developed
in Chapter 3, the continuing role of the ministries is crucial to under-
standing the Chinese reform.
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Finally, the texts of the decentralization directives as well as arti-
cles published by those intimately involved in national economic
planning clearly explained that crucial decisions were not to be de-
centralized. In particular, they stated that the center would continue
to control the level of investment expenditures within each province,
the transfer of local revenues between the province and the center,
and the interprovincial transfers of major capital goods. In addition,
the center was to continue to control the output targets for most
important industrial and agricultural products, the enrollment plans
of most institutions of higher education, the structure of wages and
the total wage bill of workers in the nonagricultural sectors of the
economy, and several other important targets (State Council 1958c).

Western interpretations of the decentralization

The effect of the decentralization has been one of the most widely
discussed questions among students of contemporary China (Schur-
mann, 196; Oksenberg, 108). Studies by both economists and politi-
cal scientists, although differing in emphasis and details, have fre-
quently advanced the view that the decentralization led to a funda-
mental realignment in the balance of economic powers between the
provinces and the central government (Schurmann, 195-210; Donni-
thorne 1966, 1972a, 1972b, 1974b; Etienne, 137-9; Durand, 223).
The transfer of broad economic powers from the center to the provin-
cial governments is viewed as having substantially reduced the abil-
ity of the central government to control the allocation of the nation's
economic resources.

This fundamental realignment is, in turn, viewed as having far-
reaching implications for a broad range of important issues related to
our understanding of China's development experience. Most impor-
tantly, it is widely believed that this decentralization drastically
changed the character of Chinese economic planning. The national
economic plan no longer reflected primarily allocation decisions of
the central leadership but rather became simply an aggregation of
provincial plans that were compiled on the basis of narrowly defined
regional interests rather than on the basis of broad national goals.

In short, in this view provincial control of most investment deci-
sions has given rise to increasing provincial self-sufficiency and au-
tarky. It is widely believed that provincial political leaders have
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reinvested their own resources in industrial and social programs that
more directly benefit their own economic development rather than
allow them to be used by the central government for the attainment
of national goals.

Advocates of this view predict that the shift in the locus of resource-
allocation power from the center to the provinces has had two impor-
tant results. First, because of their increased capability to resist trans-
ferring their resources to the center, the more-developed provinces
would gain a long-run comparative growth advantage as compared
with poorer provinces (Donnithorne 1972b, 613; Etienne, 139). It was
expected that this would be reflected in a modified pattern of provin-
cial growth after the decentralization. Secondly, it was thought that,
because most planning would now be on a provincial basis, the trans-
fer of resources among provinces would be sharply reduced (Li Choh-
ming, 24-5). In effect, integrated national planning, controlled from
the center, was thought to have largely ended. In summary, those
holding this view, which I label the "autarky hypothesis/' assert that
since 1958 Chinese economic development has been characterized by
increased local economic self-sufficiency and increased provincial in-
dependence from central economic control.

What evidence has been advanced in support of this view, particu-
larly considering the continuing central government role in basic
resource-allocation functions indicated in the reform directives
themselves? First, as discussed above, many specific features of the
decentralization seemed to indicate a transfer of substantial resource-
allocation powers to provincial governments. Furthermore, observed
events supported the view that many of these provisions were actu-
ally being implemented. It is clear, for example, that enterprises
were being transferred to local governments as early as the fall of
1957 (Vogel 1969, 224). By June 1958 80 percent of the center s
enterprises had been transferred (New China News Agency). As a
result, the share of industrial output produced by local enterprises
increased from 54 percent in 1957 to an estimated 73 percent in 1958
(Editorial 1958a).

As shown in Table 1.4, the enhanced role of provincial govern-
ments in financial management appeared to be even more dramatic.
Central government spending in 1958 declined by 14 percent, while
that of provincial governments increased by almost 150 percent to
comprise over one-half of total government spending. By contrast,
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Table 1.4. Division of government spending, 1951-60

Year

1951a

1952*
1953s

1954a

1955a

1956*
1957C

1958*
1959*
1960f

Central

million
yuan

8,890
11,930
16,300
18,590
22,910
21,720
21,610
18,680
25,118
33,890

government expenditures

%of
total

74.7
71.1
75.8
75.5
78.1
71.5
70.7
45.6
47.6
48.4

Local government expenditures

million
yuan

3,020
4,860
5,190
6,040
6,420
8,850
8,990

22,274
27,651
36,130

%of
total

25.3
28.9
24.2
24.5
21.9
28.9
29.3
54.4
52.4
51.6

Note: The division for 1951 -9 is based on final accounts; 1960 is based on budgeted ex-
penditures.
Sources: aKo Chih-ta 1957b, 37. bL\ Hsien-nien 1957, 23. cLi Hsien-nien 1958, 9. ^Chin
Ming, 31. eObolenskiy 1961b, 2. fLi Hsien-nien 1960,60.

prior to 1958 the local proportion of total government spending had
never reached 30 percent. There was a comparable increase in the
role of local governments in revenue collection. After the decentral-
ization revenues collected directly by the center declined from about
40 to 20 percent of total government revenues (Ch'en Hsueh, 11;
Hsu Fei-ch'ing 1959, 13; Ko Ling, 20).

In addition to this empirical evidence, there is no doubt that the
analysis of Western observers has also been heavily influenced by
Chinese rhetoric supporting the principles of self-reliance and local
self-sufficiency. For more than a decade Chinese media have given
disproportionate attention to enterprises that are able to pull them-
selves up by their own bootstraps. Output-increasing innovations
that do not require outside resources are praised as successful ex-
amples of mass cooperation and innovation. Similarly, although less
frequently, local governments that are able to accelerate their rates of
growth with minimal central government assistance are praised for
tapping the potential of existing enterprises. These statements
clearly have reinforced the belief that the contemporary Chinese
economy is most insightfully analyzed and understood as a series of
relatively independent economic systems, in which interprovincial
resource flows are sharply curtailed and in which provinces rely on
internally raised resources.
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A major objective of this study is to investigate the validity of the
hypothesis of increased provincial autarky summarized above. This
investigation is based not only on an analysis of qualitative materials,
such as official regulations and descriptive articles published in Chi-
nese economic journals, but also on the systematic use of provincial
economic data. Several kinds of data will be employed to shed light
on the complex of growth-versus-distribution issues. Of these data,
the most analytically useful are derived from the operations of the
fiscal system, particularly from the fiscal relations between the cen-
tral government and the provinces. Whereas the fiscal system and the
nature of central-provincial fiscal relations are explored in some de-
tail in Chapter 2 and specific empirical tests based on the data are
advanced in Chapter 3, the remainder of this introductory chapter
explains the nature of this data base and considers why fiscal data
provide a particularly useful basis for approaching the issue of the
degree of central control of resource allocation.

The fiscal decentralization as a case study -methodology

Although economic decentralization in China has encompassed a
broad spectrum of economic functions, this study focuses on fiscal
management, both because of the availability of fiscal data and, more
important, because of the close relationship between physical plan-
ning and the budgetary process in China. In addition, focusing on
the fiscal system facilitates comparative analysis of the allocative
power of economic planning in China since 1949 and other develop-
ing countries with mixed rather than centrally planned economic
systems. Furthermore, this approach highlights the vast increase in
the resource-allocation power of the Chinese central government
since 1949 compared with the prerevolutionary period.

Physical planning and fiscal management

Fiscal management and national economic planning are intimately
interrelated, because planning is carried out in both physical and
monetary terms. That is, although economic plans are drawn up pri-
marily in physical terms, the state budget provides almost all the
funds necessary for the implementation of the plan. Thus the real
intersectoral and interregional resource flows provided for in the
physical plan are accompanied by intersectoral and interregional



40 Economic growth and distribution in China

fiscal flows. A complete system of financial control in effect supports
physical planning and the physical allocation of resources (Perkins
1968, 619-21).

The complementary nature of the planning and budgetary process
is most evident in the industrial sector. Nonreturnable state budge-
tary grants finance most investment and provide the bulk of the
working capital to finance current production. For example, if an
enterprise requires additional capital goods (such as machine tools)
or intermediate products (such as steel or nonferrous metals) to fulfill
its plan, these will be allocated physically through the system of
unified distribution of producer goods. Simultaneously, the state
fiscal plan provides the enterprise with a budgetary grant to pay for
the required machine tools or materials.

The intimate relationship between the state economic plan and the
budget is not confined to the industrial sphere. The budget provides
the salaries and other funds necessary to meet the targets for in-
creases in school enrollments, expansion of health services, and
other social programs that are specified in the plan in physical terms.
Government administration and defense expenditures are also en-
tirely financed from budgetary grants.

Because of this close relationship between the planning and bud-
getary process, the share of national output allocated through the
budget provides a most useful summary measure of the ability of the
central government to control the distribution of resources among
alternative uses. Although the portion of resources allocated through
the budget is typically relatively large in advanced industrialized
societies, less-developed countries are usually characterized by con-
siderably weaker fiscal mechanisms. The share of gross domestic
product allocated through the government budget in a number of
less-developed countries with per capita incomes of under 100 dol-
lars in the 1950s is shown in Table 1.5. The shares for countries
other than China range from a low of 5 percent in Afghanistan and
Ethiopia to 19 percent in Burma. In no other country does the share
of gross domestic product allocated through the budget even ap-
proach that in China-30 percent.

This large share represents a distinct increase in the potential role
of the state in support of industrial development compared to the
prerevolutionary period, when a lack of revenues effectively con-
strained government-sponsored modernization programs. At the end
of the nineteenth century, the revenues of the central government
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Table 1.5. Government revenue shares in less-developed
countries, 1957-60

Country

Afghanistan
Burma
Cambodia
China
Ethiopia
India
Indonesia
Liberia
Nigeria
Pakistan
Sudan
Thailand

Revenues as a % of
gross national product

5
19
12
30

5
10
13
16
11
10
12
12

Sources: Harley Hinrichs, "Determinants of Government
Revenue Shares Among Less Developed Countries," Eco-
nomic Journal, vol. 75, no. 299: 552, for all countries ex-
cept China. Data for China are for 1957. Gross domestic
product from Liu Ta-chung and Yeh Kung-chia, 66; revenue
data from State Statistical Bureau 1960, 2 1 .

were only 1 to 2 percent of China's gross domestic product. (Perkins
1967, 487). Under the somewhat more vigorous fiscal program of the
Nationalist government after 1928, central government revenues
were only about 3 percent of domestic product. Even when provin-
cial and local revenues are included, the total government revenue
share of domestic product was less than 5 percent (Rawski 1975c, 6).
In short, prior to 1949 the potential direct role of the government in
fostering economic development was far more limited than in most
of the developing countries shown in Table 1.5.

The role of the budget in resource allocation in China since 1949
has been significantly greater than in either most other less-devel-
oped countries or pre-1949 China for several reasons. Most obvi-
ously, because the modern industrial sector is entirely state owned,
the scope of economic planning in China is much broader than in
most less-developed countries. The role of the budget is further en-
hanced because investment in the state sector is financed almost
entirely through budgetary grants rather than by direct enterprise
reinvestment of their own profits. Finally, the unitary nature of the



42 Economic growth and distribution in China

Chinese budget enhances its role in the resource-allocation process
in a way that is not captured by the data in Table 1.5. These data
include the revenues of all levels of government administration, but
in China the revenues of provincial and subprovincial governments
are actually subject to considerable degree of central government
control.

By way of contrast, the Indian federal government controls only a
portion of total government budgetary revenues. State governments
determine both the basic tax rates and the allocation of the proceeds
of several important revenue sources, and the federal government
policy instruments for influencing the allocation of these revenues
are very weak (Eapen).

Fiscal management and resource redistribution

As discussed earlier in this chapter, the attainment of the central
government's economic goals necessitated substantial intersectoral
and interregional resource redistribution. Rapid development of
heavy industry required a transfer of the large profits of light indus-
try into investment in the producer-goods sector. Achievement of a
geographically more balanced pattern of industrial development re-
quired the transfer of the profits and taxes of coastal industry to
backward inland areas. A more equitable distribution of social ser-
vices depended on a similar transfer of fiscal revenues to subsidize
expenditures of local governments in less-developed areas. Thus, a
primary indicator of the degree of centralization in Chinese eco-
nomic management and planning is the degree to which the central
government is able to carry out these interregional and intersectoral
resource transfers.

In theory the pattern of interregional resource transfers could be
measured by studying interregional trade flows. If comprehensive
data on interprovincial transfers of steel, coal, machine tools, grain,
and other commodities were available, one could identify those prov-
inces that have enjoyed an import surplus and those that have suf-
fered a long-term net resource outflow. Similarly, the intersectoral
flows of resources could be measured by studying the physical trans-
fer of resources between sectors. In practice published reports do not
begin to provide the data necessary for such an undertaking. For
example, although national economic plans specify the geographic
location of many investment projects, they cannot be used to mea-
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sure interregional resource transfer because these plans fail to spec-
ify the geographic sources of the physical inputs required for these
projects. In practice even Chinese planners do not have sufficient
data to calculate the interregional flow of resources by directly mea-
suring all commodity flows (Fang Ping-chu, 6).

However, the intimate relationship between the plan and the bud-
get makes it possible to use provincial fiscal data to estimate the
interregional resource flows inherent in the plan. If interprovincial
flows of real resources were balanced in value terms, there would be
no net revenue flows between provinces. Each province's programs
would be limited to those that could be financed from its own in-
come. Some of the necessary inputs would come from outside the
province, but in the absence of capital markets the overall trade
flows between regions would be balanced and, as a result, each prov-
ince's revenues and expenditures would be balanced. However, if a
provincial plan calls for labor and material inputs in excess of those
that can be financed locally, the central government must supply the
inputs by unilaterally transferring them from other provinces. Thus
the province would benefit from a net inward transfer of materials or
an import surplus. This balance-of-trade deficit is financed by capital
inflows provided by the Ministry of Finance. These capital inflows,
which provide financial subsidies equal to the value of the net im-
port surplus, primarily take the form of nonreturnable central budge-
tary grants. In short, the value of budgetary subsidies received by a
province provides a measure of the net inflow of materials; in prov-
inces that are net suppliers of materials to other regions, the outflow
can be measured by the flow of revenues remitted to the central
government. As will be explained in detail in Chapter 2, provincial
financial reports can be used to measure the size of these unilateral
physical transfers. National fiscal reports give comparable data on the
intersectoral transfer of resources. In addition to these transfers
through the budgetary system, resources are also transferred through
the bank credit system and through relative price changes. These
mechanisms are discussed more fully below.

Changes in the degree of unilateral resource redistribution

There is little direct evidence available that bears on the ability of
provincial governments to exercise their increased authority to set
commodity prices, alter tax rates, control the distribution of grain
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and industrial commodities, or formulate comprehensive provincial
economic plans. However, if provincial governments were increas-
ingly able to mobilize resources for their own use and resist trans-
ferring them to the central government, one would expect to ob-
serve a substantial change in the resource-allocation pattern after
the decentralization.

Because provinces would still benefit by exporting goods in which
they enjoyed a comparative advantage, there would be no a priori
reason to expect a decline in the balanced trade flows between prov-
inces. Unilateral transfers, however, would be dramatically de-
creased as more-developed provinces increased the portion of their
resources used locally and successfully resisted centrally planned
net resource outflows. Provinces that had previously depended on
central government transfers would be in a weaker position after
decentralization because of the reduced redistributive powers of the
center. Because interregional resource transfers are financed prima-
rily through corresponding fiscal transfers, changes in central-pro-
vincial fiscal flows can be used to analyze intertemporal changes in
the capability of the government to carry out net resource transfers
among provinces. Thus, changing central-provincial fiscal flows pro-
vide a broad measure of the extent to which the locus of resource-al-
location powers has shifted over time.

These fiscal flows still provide only a partial measure of the degree
to which the center transfers resources interregionally: Transfers can
also be financed through short-term credits provided by the State
Bank, and in the long run there can also be so-called invisible trans-
fers arising from changes in relative prices. For any given year the
subsidy of a less-developed region would include not only the bud-
getary subsidy but also any net credits allocated to the provincial
branch bank by the People's Bank (Fang Ping-chu, 2-3; Wang Hu-
sheng, 25). Thus the net inflow of commodities to a province mea-
sured in current prices (its import surplus) is simply the sum of its
net budgetary subsidy and the net funds allocated by higher-level
banks to finance local loans. These latter two items may be thought
of as the long- term and short-term capital inflows financing the re-
gion's balance-of-trade deficit (import surplus).14

In general it would appear that bank loans are of secondary impor-
tance as a redistributive policy instrument. Chinese sources state
that the redistribution of resources financed through bank credits
was only temporary (Wang Hu-sheng, 25) whereas the budgetary
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subsidies, which were never repaid, financed permanent transfers.
The hypothesis that bank credits were far less important than the
budget is also supported by data on the volume of bank loans out-
standing at any one time. For example, total bank credit outstanding
at the end of the First Five-Year Plan was only about 20 percent of
cumulative budgetary expenditures during the period (Hsiao, 125-6;
Li Hsien-nien 1958, 5). Except for 1956, when the share of loans
allocated to the agricultural sector surged from its usual level of
about 10 percent to about one-half, the distribution of bank credits
must have been roughly proportional to the growth of industrial out-
put, because loans were used primarily for financing temporary
working capital in the manufacturing and commercial sectors. So-
called permanent or retained working capital, which in 1957 for ex-
ample was almost half of all working capital of firms in the state
sector (Hsiao, 125), was financed with nonrepayable budgetary
grants. Because bank credits were thus tied primarily to current lev-
els of production rather than being used to finance fixed investment
or permanent working capital, it would appear that they were not
used primarily as a deliberate redistributive policy instrument. A
definitive test of the hypothesis that credits were a secondary redis-
tributive policy instrument must, however, await a detailed examina-
tion of the relationships between the People's Bank and its provin-
cial branches.

Finally, changes in relative prices can influence the distribution of
real resources over time. As will be discussed in some detail in
Chapter 5, the central government has deliberately manipulated rela-
tive prices to reallocate resources between the industrial and agricul-
tural sectors. However, the degree to which industrial product prices
have been changed over time to benefit some regions at the expense
of others is somewhat less clear. For example, little is known about
the relative prices of minerals and other industrial raw materials.
Increases in these prices relative to those of manufactured goods, for
example, would constitute an invisible transfer in favor of regions
specializing in mining and other raw materials production. Similarly,
by absorbing the transport costs when supplying producer goods to
more remote regions at uniform national prices, the state indirectly
subsidizes less-developed regions. Little is known about the magni-
tude of this subsidy and measuring its change over time will require
more detailed studies of China's price policies than are currently
available.
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Fiscal control
In addition to revealing the extent of net interprovincial resource
transfers, a study of the budgetary system sheds light on central
financial control of local government programs. Although important
sectors of the economy are controlled primarily through physical
plans, a wide range of activities are controlled by the center prima-
rily through the financial system. Although the usual characterization
of financial plans in Soviet-type systems as "passive" is largely cor-
rect in China's industrial sector, in other spheres financial controls
are clearly more "active" or directly controlling. In China's indus-
trial sector for example, physical planning predominates and finan-
cial planning occupies a distinctly secondary role. Output plans and
input plans for enterprises are the most obvious examples of this
type. Other activities such as government administration and numer-
ous social programs where the major input is wage payments rather
than intermediate goods are, however, less amenable to direct physi-
cal control. For example, although national and provincial plans
specify future annual increases in enrollment at various levels of
education, the real control of education and other social programs
was financial. Each province's expenditures for a variety of subcate-
gories of educational programs were determined by the central gov-
ernment on the basis of desired increases in enrollments, student-
teacher ratios, and nationally determined salary schedules. Examin-
ing the degree of disaggregation in the expenditure categories pro-
vides an additional perspective on the degree to which the central
government is able to regulate economic and social programs that
were nominally under the management of provincial governments.

Availability and reliability of fiscal data

There is a large body of fiscal data for the 1950s from several levels
of government administration that can be used to analyze various
issues outlined in this introductory chapter. Fiscal reports from al-
most all provinces, autonomous regions, provincial-level municipali-
ties, and for a large number of municipalities are available, usually
for several years in the mid-to late 1950s. These fiscal reports, which
are compiled on the basis of a uniform system of accounts, contain
detailed information on the structure of local expenditures and reve-
nues and also on intergovernmental revenue flows. Although provin-
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cial expenditure data have not been available since 1960, an increas-
ing number of provinces have released information on central-pro-
vincial revenue flows that is qualitatively comparable to that for the
1950s.

Interpretation and analysis of provincial and municipal fiscal re-
ports, particularly of central-provincial fiscal relations in the 1950s,
is greatly facilitated by several important publications of the Ministry
of Finance. These include the annual or semi-annual Chung-yang
ts'ai-cheng fa-kuei hui-pien (Compendium of central government
fiscal laws and regulations), which was published during the 1955-9
period. The Research Institute of Public Finance published an im-
portant two-volume collection of fiscal directives from the Ministry
of Finance and articles on financial administration written by na-
tional and provincial finance officials, Shih-nien lai ts'ai-cheng tzu-
liao hui-pien (Collection of materials on finance during the last ten
years). Another important commemorative volume Chung-hua jen-
min kung-ho-kuo shih-nien ts'ai-cheng ti wei-ta ch'eng-chiu (Ten
great years of financial accomplishments of the People's Republic of
China), collected a number of important articles, several of which
were not available in the West in their original sources. Finally,
periodicals of the Ministry of Finance, especially Ts'ai-cheng (Fi-
nance), deal primarily with issues in fiscal administration and are
indispensable for understanding the evolution of financial adminis-
tration. These and other sources provide valuable information for
understanding and interpreting fiscal reports of local governments.

Chinese fiscal data, in addition to their relative availability and
utility in analyzing the degree of central control, are also highly
reliable. This gives them an advantage over other types of data, par-
ticularly for the years 1958-9.

The reliability of budgetary data on revenue and expenditure data
arises primarily from the State Bank's control of budgetary funds. In
early 1950 the People's Bank of China was designated as the govern-
ment treasury. Since that time it has served both as the government
depository and has also exercised significant control over expendi-
tures. Because the government imposed restrictions on the use of
cash in the early 1950s, all major transactions in China are carried
out through bank transfers. This applies to interenterprise transac-
tions, most tax payments, and fiscal transfers between different levels
of government administration. The most important uses of cash are
for the payment of wages in industry and in the retail sector.
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The pervasive role of the State Bank substantially reduces the possi-
bility of inaccurate fiscal data. Unlike some types of physical produc-
tion, local governments could not exaggerate claims for revenues col-
lected. Local tax accounts in the state Bank were subject to audit, so an
exaggeration of revenues was easily detected. Furthermore, there was
no incentive to overreport revenue collections. Because most reve-
nues were shared with the central government, overreporting would
have automatically increased the payments the local government had
to make to the center and reduced the funds available locally. Simi-
larly, there was little capability to underreport tax revenues. The ac-
tual collection of most taxes was through bank transfers. Because the
State Bank remained highly centralized even after 1957, local govern-
ment officials have few means of concealing revenues.

Dwight Perkins' study of the reliability of fiscal data presents em-
pirical evidence that supports this analysis. He argues that although
production data were exaggerated during the period 1958-61, reve-
nue data remained basically reliable. He used reported production
data and information on tax rates to estimate industrial and commer-
cial tax collections. Perkins found that his estimates of tax revenues
in 1950-7 were quite close to those actually reported in annual gov-
ernment fiscal reports. However, reported revenues in 1958 and 1959
lagged substantially behind his estimates. This led him to conclude
that industrial production data had been relatively reliable through
1957 but subject to substantial falsification in 1958 and 1959. This
view is, of course, consistent with numerous studies of industrial
output growth during this period. Although this test does not elimi-
nate the possibility of upward bias in tax revenues, Perkins con-
cluded that "it appears more likely that the revenue reported was
actually collected" (Perkins 1966, 244).



Centralization of economic and
financial planning, 1949-1957

How did the planning and budgetary system evolve in the years
prior to the decentralization that was introduced in late 1957? What
was the nature of the budgetary and planning process, particularly
the mechanisms of central government control? More important, how
did the evolution of fiscal relations between the center and the prov-
inces reflect the complex trade-offs between central control and
efficiency and between efficiency and equity?

The desire of the center to use the budgetary and planning process
to exert a growing influence over the allocation of resources is
reflected in the broad scope of the budget, the unitary nature of the
budgetary process, the vast intersectoral and interregional transfers
of resources carried out during this period, and the rising rate of
capital formation. Although this far-reaching degree of central control
was relatively effective in achieving certain structural and equity
goals, it was also a source of increasing friction between the center
and the provinces. In an effort to reduce this friction and in particu-
lar to provide greater economic incentives for local growth and de-
velopment, the central government undertook a number of adjust-
ments of the fiscal system even prior to the major decentralization
introduced at the end of the First Five-Year Plan.

Each of the adjustments of the fiscal system in the 1950s was an
attempt to resolve the basic centralization-decentralization dilemma.
This dilemma was created by the desire to insure centralized fiscal
control while allowing enough decentralization to stimulate local eco-
nomic growth. Centralized control was required to assure more equi-
table provision of public goods and to mobilize resources to promote
rapid overall economic growth and structural change. However,
highly centralized control tended to reduce flexibility and stifle local
initiative, undercutting the incentives for mobilizing local resources.

49
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The first section of this chapter explores the scope of the Chinese
budget, whereas the subsequent three sections examine in some
detail the degree of central control inherent in the budgetary and
planning process. The latter sections also explore the efforts of the
central government to mitigate the friction and inefficiencies inher-
ent in this highly centralized planning process and relate these
efforts to the development of subprovincial budgetary and planning
organizations.

The national budget
The Chinese national budget is a unified budget-that is, it is a
consolidated budget that includes the revenues and expenditures of
all levels of budgetary administration. Unification is carried out at
each level. The national budget includes the budgets of the central
government and the budgets of the provinces, autonomous regions,
and independent municipalities.1 Provincial budgets include not
only the expenditures undertaken directly by the provincial govern-
ment itself but also those of its subordinate hsien (county), shih (mu-
nicipality) and, after 1953, hsiang (township) levels of government2

(Government Administrative Council 1952). The budgets of indepen-
dent municipalities include those of their subordinate cKu(district).
Hsien budgets include those of their subordinate hsiang.

The scope of the budget
The scope of the Chinese budget is quite broad, not only in compari-
son with other less-developed countries, but even compared with
some other planned economies. During the first two five-year plans
in the Soviet Union, retained profits and the portion of retained de-
preciation allowances used for investment purposes financed a sub-
stantial portion of total investment. Initially, 40 percent of invest-
ment in industry was financed from retained profits (Davies, 103).
The growth of budgetary allocations reduced this share in the later
years of the First Plan, but between 1932 and 1940 the portion of
industrial investment financed from nonbudgetary sources rose from
11 to 30 percent (Davies, 256, 279). By contrast, during the First
Five-Year Plan the Chinese systematically reduced the portion of
investment financed from nonbudgetary sources by collecting virtu-
ally all enterprise profits and depreciation funds through the state
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budget. In addition, in China other sources of expenditure not under
budgetary control are relatively limited.

The Chinese departed from the Soviet practice of the 1930s of
financing industrial investment partially from retained profits and
depreciation funds for several reasons. First, because the Chinese
followed a pricing policy quite different from that of the Soviets,
enterprise profits in China were far more important fiscally than in
the Soviet union. Rather than relying primarily on turnover taxes, the
Chinese preferred to set industrial prices relatively high and rely
more on profit remissions to finance state expenditures. As a result,
after 1954, enterprise profits were the single most important source
of state revenue. Peking maximized its control by requiring that vir-
tually all enterprise profits be remitted as budgetary revenue.

Secondly, allowing enterprises to retain a substantial portion of
their profits would have significantly reduced the ability of the cen-
tral government to redistribute resources both intersectorally and
geographically. This would have led to further concentration of in-
dustry in the several major coastal centers that had been the initial
sources of most industrial output and enterprise profits. This natu-
rally would have further increased the differential in the level of
economic development between the coastal and inland areas, an out-
come that the leadership firmly opposed. Equally important, profit
retentions by enterprises would have reduced the ability of the cen-

tral government to allocate very large proportions of investment re-
sources to the heavy industrial sector. Profit rates generally were
higher in light industry than in other sectors, and their contribution
to the state budget, in relation to their output levels, far exceeded
that of heavy industry (Sun Yeh-fang, 12; Rawski 1975b, 10-15).
Most of these profits were reinvested in heavy industry.3

Finally, the leadership felt that planning skills at the enterprise
level were inadequate to allow enterprises to control substantial in-
vestment funds (Ko Chih-ta 1957b, 76). Consequently, the Chinese
chose to channel a substantially higher proportion of enterprise
profits through the state budget than was the case in the Soviet
Union during the 1930s.

Several sources of funds, however, were not allocated by the bud-
getary mechanism. These included funds controlled by enterprises,
agricultural surtaxes and other miscellaneous fees controlled by local
governments, labor insurance funds administered by trade unions,
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and investment funds of enterprises administered jointly by the state
and private interests.

Enterprise funds. State enterprises administered three types of
funds outside the budgetary mechanism-major repair funds, bonus
funds, and retained profits. All large enterprises established major
repair funds to finance the maintenance and repair of their existing
equipment. Major repair funds, which were administered through
the People's Bank, were financed by a small portion of each enter-
prise's depreciation. Bonus funds were used, beginning in 1952, to
pay premiums to workers and technical personnel for outstanding
individual performance. In general, these funds were limited to 10 to
12 percent of the enterprise's total wage bill or to 1 to 3.5 percent of
total profits (T'ao Sheng-yii 1956, 10; Ko Chih-ta 1957b, 98). They
were awarded to the enterprise conditionally, on the fulfillment of
profit and output plans.

In 1954, the bonus system was expanded to permit retention of a
portion of above-plan profits (Ministry of Finance 1955a; Ko Chih-ta
1957b, 80). These retentions supplemented bonus funds but were
managed differently and used for different purposes. Initially set at
40 percent of above-plan profits, they were used to finance limited
investments or to supplement enterprise working capital. With State
Council approval, retained profits could also be used for certain
other purposes. These funds, however, were controlled by industrial
departments rather than by individual enterprises. These depart-
ments could redistribute the funds among their subordinate enter-
prises to finance projects beyond the capability of a single enterprise.

In addition to these funds of state-managed enterprises, prior to
1957 public - private jointly operated enterprises were not financed
through the state budget. These enterprises did not operate under
the system of economic accounting. Instead of remitting all their
profits and receiving a budgetary appropriation for their expendi-
tures, they were allowed to use the system of "offsetting revenues
with expenditures" (i-shou ti-chih). Under this arrangement, only the
difference between their revenues and expenditures was remitted to
the state budget. Beginning in 1957 the jointly operated enterprises
were required to adopt economic accounting practices similar to
state enterprises. Thus this source of extrabudgetary funds was elimi-
nated (State Council 1956c; Wang I-lun 1957; Ch'en Shu-t'ung 1957;
Chi Chin-chang 1957; Chang Yu-yii 1957).
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Funds of local governments. In addition to extrabudgetary funds of
enterprises, local governments also managed funds outside budge-
tary channels. In the early years of the People's Republic, these
funds were relatively large because subprovincial budgetary admin-
istration had not yet been fully established.4 However, even after the
state budgetary system was more fully developed the center allowed
local governments to collect an agricultural surtax that was not incor-
porated into the national budget (Ko Chih-ta 1957b, 35). These surtax
revenues were used by local governments to finance rural wired-
broadcasting systems and to repair local water conservancy systems,
roads, bridges, government buildings, and schools. Because these
projects could be implemented primarily with local materials, they
were not entered in the state economic plan and funds for them were
not included in the state budget (Ko Chih-ta 1957b, 38).

Trade union funds. The social insurance fund of the All-China Fed-
eration of Trade Unions was also administered outside the budget.
First established in 1951, it was funded by enterprise contributions
of 3 percent of their total wage bill (Government of the PRC 1956b,
33-4). One-third of this was contributed to the national organization
to finance its retirement homes, orphanages, and homes for the dis-
abled. The remaining portion was retained by the enterprise's trade
union to finance retirement, death, maternity, disability, injury, and
health benefits. The number of workers covered by these social-in-
surance programs increased substantially during the 1950s. In 1952,
only 3.3 million workers, about 10 percent of the nonagricultural
labor force, was covered by labor insurance. By 1957, the number
had risen to 11.5 million (State Statistical Bureau 1960, 218).

The Chinese planned eventually to include insurance expendi-
tures in the state budget but this did not occur during the first plan
(Ko Chih-ta 1957b, 145; Li Hsien-nien 1956, 5). The unions' insur-
ance funds were relatively small. The amounts shown in Table 2.1,
for example, are equal to about 3 percent of state budgetary expendi-
tures on social, education, and health programs. However, these
funds were probably concentrated in health and pension programs
and were nearly 10 percent of outlays in these categories.

Summary. Table 2.1 summarizes official Chinese data, estimates by
other Western authors, or new tentative estimates of the volume of
funds in each of the extrabudgetary categories discussed above. Al-



Table 2.1. Extrabudgetary funds, 1953-7 (millions of yuan)

1953 1954 1955 1956 1957

Enterprises
Major repair funds3

Bonus funds
Above-plan profits0

Public-private joint

Local governments
Agricultural surtax* 250 180 150 320 400

380
160

—
43

460
210

—
186

560
240
504
345

660
290
603
780

800
400
639

Labor unions
Insurance funds

Total

Budgetary revenues9

Extrabudgetary revenues
as a percent of budgetary
revenues

22

925

21,760

4.2

120

1,156

26,230

4.4

127

1,926

27,200

7.1

165

2,818

28,740

9.8

256

2,495

31,020

8.0

Note: This table covers only the major sources of extrabudgetary revenue in the nonagricul-
tural state sector of the economy. In addition, agricultural producer cooperatives and agri-
cultural supply and marketing cooperatives also managed funds outside the budget. Private
firms, prior to the socialist transformation in 1955-6, also controlled extrabudgetary funds
not reflected in this table.
Sources and methods of estimation:
aYeh Kung-chia f541.

T'ao Sheng-yu (p. 9) reported that total bonus funds for the years 1952 through 1956 were
approximately one billion (American billion) yuan. I have distributed this amount over
these years in proportion to total enterprise profits in each year. Lo Kehg-mo (p. 17) esti-
mated that bonus funds were 2.8 percent of enterprise profits in 1957. Officially reported
data on enterprise profits (Li Hsien-nien 1958, 3) were used to calculate that bonus funds
were about 400 million yuan in 1957.
cLo Keng-mo (p. 17) estimated that in 1957 retained above-plan profits of central govern-
ment enterprises were 4.5 percent of enterprise profits. I assumed the same percent applied
in enterprises under local government administration and used total reported profits (Li
Hsien-nien 1958, 3) to calculate above-plan profits in 1957. I assumed the same percent of
total enterprise profits was retained in 1955 and 1956 and again used official data on total
enterprise profits (Li Hsien-nien 1956, 1 ; Li Hsien-nien 1957, 17). Because locally managed
firms were generally less advanced and because there is some indication that the system of
profit retentions was expanded during these years, both these assumptions probably lead to a
slightly upward-biased estimate of above-plan profit retentions. No profits were retained
prior to 1955 (see discussion in text).

The sum of these expenditures in Shensi, Kiangsu, and Chekiang in 1956 was 78 million
yuan (Chao Po-p'ing; Ch'en Shu-t'ung 1957; Jen l-li). The share of national industrial out-
put originating in these three provinces was about 10 percent. I assumed that 78 million
yuan was 10 percent of these enterprise expenditures in 1956. This represented about 5 per-
cent of state budgetary expenditures on economic construction. The estimate for 1953-5
was constructed by assuming that the 1956 ratio between the share of output produced by
public-private enterprises and their expenditures (expressed as a percent of all economic
construction expenditures) also applied in 1953-5.
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though hard data for several of the components are limited, the gen-
eral magnitude of these funds can be estimated with some
confidence. Funds expended annually outside the budgetary control
mechanism by enterprises, local governments, and trade unions are
estimated to be less than 10 percent of total budgetary expenditures.
The relatively comprehensive scope of the national budget contri-
buted significantly to the effectiveness of central fiscal control. On
the other hand, the existence of funds managed outside the budge-
tary control mechanism provided incentives for local initiative and
substantially increased the flexibility of the overall budgetary pro-
cess. The extrabudgetary funds managed by local governments were
particularly important in satisfying special local needs that could not
be adequately met through the state budget.

The centralization of the budgetary process

The broad scope of the budget, considered in a comparative context
in Chapter 1 and in more detail in the preceding section, only begins
to convey the potential resource-allocation power of the budgetary
and planning process in China. The unified fiscal system involves far
more than including revenues and expenditures of lower govern-
mental units within a consolidated state budget and limiting the
scope of extrabudgetary expenditures. Far more important is the
center's ability to control both the revenues and expenditures of
provincial-level governments through the economic planning and
budgetary process.

The central characteristic of this process is the absence of a func-
tional link between the level of revenues and the level of expendi-
tures at any level below the consolidated state budget. That is, al-

Table2.1. (cont)

eThe value of the agricultural surtax can be calculated from data in Li Ch'eng-jui (1959,
192-3). These data, however, are compiled on a crop-year basis. To convert these to a fiscal-
year (calendar) basis, I have assumed that the fiscai yield of the agricultural surtax is the
sum of two-thirds of the previous year's and one-third of the current year's surtax. This is
done because most of the surtax is collected in the fall, following the autumn harvest, but
is not reflected in fiscal accounts until the following year.
Labor union funds for 1953 and 1954 were reported by the State Statistical Bureau (1956,

43). Because there is little evidence of a liberalization of the benefits financed by trade
unions after 1954, I simply assumed these funds increased in proportion to the number of
workers and other employees covered by labor insurance plans as reported by the State
Statistical Bureau (State Statistical Bureau 1960,218) .

State Statistical Bureau 1960, 21 .
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though the principle of balancing budgetary revenues and expendi-
tures is the most important tenet of budgeting at the national level, at
the provincial and the subprovincial levels, there is no relationship
between revenues collected and expenditures (Lin Yiin, 38; Ko Chih-
ta 1957a; Ko Chih-ta 1957b, 48-9; Fang Ping-chu, 1-2; Wang Hu-
sheng, 24). The level of spending at each level is determined in the
first instance by that level's economic plan. This plan in turn is subject
to the approval of the next highest level of government administration.
Thus county plans must be approved by the province, and provincial
plans must all be approved by the central government.

Thus expenditures at each level are determined on the basis of the
outlays necessary to finance the planned programs for economic de-
velopment, social services, and government administration. Fiscal
control of the latter programs is particularly important because they
are less amenable to direct physical management by higher levels of
government administration. Although there has been considerable
variation over time in the ability of local governments to influence
the composition of their approved level of expenditures, the ability
of the central government to set the level of these expenditures in
each province does not appear to have ever been fundamentally un-
dermined. As will be documented below, this control has been used
to carry out a substantial redistribution of resources from rich to poor
regions within China.

The origins of centralization

The origins of this system of control must be traced to severe eco-
nomic difficulties confronting the leadership in the immediate post-
Civil War period. Immediately after coming to power, the new
leadership took a number of significant steps toward establishing a
unified fiscal system. Facing rampant inflation and lacking any effec-
tive budgetary mechanism, the leaders were unable to balance the
government budget-the key point of their antiinflation program.
They sought remedies to this unfavorable situation in several impor-
tant national tax and fiscal meetings. These meetings led to the an-
nouncement of a new fiscal program in 1950 (Government Adminis-
trative Council 1950a-f).

The most important measures were announced in March 1950, less
than six months after the formation of the new government. These
measures established central features of the fiscal system that have
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endured up to the present. Most important, they established both the
unitary nature of the tax system and the principle of central control of
the level of local expenditures. The legislation gave Peking the
power to determine the general types of taxes, their coverage, and
the specific rates and collection procedures for all taxes regardless of
whether they were actually collected directly by the central govern-
ment or through subordinate levels of government administration
(Ministry of Finance 1952). The central government established tax
bureaus and offices extending to the suh-hsien level to assure that
these regulations were observed (Ministry of Finance 1950a).

The decrees initiating this system of "unified management"
(t'ung-i ling-tao) in fiscal affairs actually established the central gov-
ernment as the only level of independent budgetary administration.
All receipts from the agriculture tax, various industrial and commer-
cial taxes, commodity taxes, the sales tax, and customs revenues were
to be uniformly allocated and spent by the central government. Be-
cause these taxes composed over 90 percent of all government reve-
nues, this measure immediately established the primacy of the
center in the resource-allocation process.

Several less-important revenues were assigned to large adminis-
trative regions (Government Administrative Council 1950b). These
included the tax on interest income; stamp, business, slaughter, prop-
erty, house, and animal taxes; special luxury-goods taxes and li-
cense fees for boats and vehicles. In addition, local governments
were allowed to retain a fixed share of revenues collected over and
above centrally determined targets. These local retentions included
80 percent and 70 percent of above-quota collections of the agricul-
ture tax and industrial and commercial taxes, respectively (Govern-
ment Administrative Council 1950b, 37). Because local revenues
and these above-quota retentions of central revenues were far from
sufficient to finance even relatively limited local outlays, the central
government provided block grants to cover most local expenditures
(Lin Yiin, 36).

This highly centralized system of revenue and expenditure con-
trols was, however, essentially a short-term expedient used to deal
with the unusual financial problems of reconstruction and to provide
a period to establish a more formalized system of revenue sharing
and expenditure controls. As will become clear, however, the center
was never willing to abandon its fundamental control of both the
revenues and expenditures of provincial governments.
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A separate measure, also announced in March 1950, which desig-
nated the People's Bank of China as the government's treasury, was
designed to eliminate imbalance in revenues and expenditures of the
government (Government Administrative Council, 1950f). Although
local governments' tax collections in the first few months of 1950
were almost equal to the planned levels, remission of these revenues
to the central government occurred with a considerable lag (Wang
Wen-ching, 22). Partly because of this, the central government
financed part of its own expenditures by note issue, thus contributing
further to the price inflation of the early 1950s. The new regulations
required all levels of government to deposit tax receipts in the na-
tional treasury within a short time limit. Provincial and local govern-
ments were thus prohibited from temporarily using budgetary re-
ceipts as working capital, and the inflationary note issue by the
People's Bank was reduced.

Additional measures to strengthen the central government's con-
trol were introduced. To make budgetary control through the bank
more effective, the banking network was expanded and cash transac-
tions were severely limited (Government Administrative Council,
1950e; Ministry of Trade). The number of branch banks increased
from 700 in early 1950 to over 5,000 by the end of 1951 (Hsiao, 34).
Regulations promulgated in March and December 1950 required all
enterprises to clear all transactions through the State Bank. The use
of cash in transactions between enterprises was prohibited, and other
types of cash payments were severely limited. Enterprises were re-
quired to make daily deposits of cash received and could not retain
more than three days of currency needs at any one time. Through
these and coordinated measures controlling the issuance of bank
credit, the central government increased its financial supervisory
powers over all expenditures.

The center's powers were further enhanced by the promulgation of
a system of uniform revenue and expenditure categories to which all
lower levels of government administration adhere in the compilation
of their own budgets and final accounts (Ministry of Finance 1950b).
The center's direct control of most expenditures limited the immedi-
ate significance of this regulation. However, in later years, as the
expenditures of provincial and local governments grew in impor-
tance, this evolving system of accounts facilitated central govern-
ment budgetary control and the compilation of the national budget
from its components.
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The 1951 reform

In 1951, the first decentralization of the fiscal system was undertaken
(Government Administrative Council 1951b,c). Instead of all major
expenditures being undertaken directly by the central government
under unified management, a policy of "centralized leadership and
multilevel responsibility" (t'ung-i ling-tao, fen-chi fu-tse) was be-
gun. This reform, which was undertaken primarily to facilitate a dou-
bling in the level of total government expenditures, established a
more formal three-level system of budgetary administration, intro-
duced the principle of revenue sharing, and provided increased in-
centives for local government collection of central government reve-
nues (Government Administrative Council 1951b; Editorial 1951b).

The new policy established three levels of independent budgetary
administration-the central government, large administrative re-
gions, and the provinces. Designation of a level of government as a
level of budgetary administration was marked by several features.
Most important, it was usually followed by the creation of a local
planning organization that was responsible for compiling the local
economic plan. In terms of budgetary administration, it meant that
the lower level of government was no longer primarily an agent of
revenue collection. Rather than turning over its revenues to the next
highest level, and having its programs financed entirely by appro-
priations from above, the subordinate level retained some of these
revenues to finance its local economic-plan activities. If retained
revenues were insufficient, additional subsidies were provided to
finance expenditures at the lower level.

Independent levels of budgetary administration also established
their own budgetary reserves to meet unanticipated expenditures or
shortfalls of revenues. Prior to the establishment of these funds, un-
anticipated expenditure needs could only be financed by appealing
to higher levels for additional funds. Although the size of budgetary
reserves was controlled from above, these reserves gave local gov-
ernments some additional flexibility in fulfilling their plan and bud-
getary targets.

After 1954, independent budgetary units also established their
own "circulating funds" (chou-chuan chin) (Government Administra-
tive Council 1953). These were specially earmarked funds retained
to compensate for the lag between revenues and required expendi-
tures. Circulating funds used to finance the shortfalls in the early
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part of the year were replenished toward the end of the year, when
agricultural taxes and other important enterprise revenues became
available.

The establishment of successively lower levels of government as
units of budgetary and economic planning was closely linked to re-
forms in the tax system. Extension of budgetary administration was
accompanied by a substantial reduction in the number and size of
locally collected surtaxes. The incorporation of these surtaxes into
the regular tax structure reduced extrabudgetary funds. Because the
center administered regular taxes more closely than surtaxes, these
tax reforms further enhanced Peking's fiscal powers. When locally
collected extrabudgetary surcharges were eliminated, regular reve-
nue sources were assigned to finance the expenditures of these lower
levels of government administration.

In addition to the establishment of large administrative regions and
provinces as levels of budgetary administration, in 1951 the budgetary
system at the municipal level was also strengthened (Government
Administrative Council 1951a; Editorial 1951a). Thirteen large mu-
nicipalities directly administered by either the center or large admin-
istrative areas were established as independent budgetary units
(Shabad, 24-6). Instead of having all their expenditures financed by
direct appropriations from above, they were assigned revenues that
had previously gone to higher levels. These included property, deed,
and slaughter taxes, and revenues from municipally managed enter-
prises. Coincident with the assignment of these municipal revenues,
other important surtaxes (such as those on slaughter, business, and
entertainment taxes) were incorporated into the basic tax structure (Li
Cha, 259). Thus budgetary revenues were increased and revenues
outside the control of the budget were reduced.

At this time, counties (hsien) were not yet a level of budgetary or
economic planning. Hsien expenditures for government administra-
tion, public security, education, cadre training, and other programs
were financed directly from provincial budgets. The expenditures of
special districts (ch'uan-ch'u), the administrative level between the
province and the county, were also financed directly from provincial
budgets. This county and special-district financing took the form of
special provincial appropriations rather than the assignment of spe-
cific revenue sources.

To finance these expanded provincial-level expenditures, in 1951
Peking also introduced a system of revenue sharing. That is, rather
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Table 2.2. Sources of budgetary revenue (percent)

Agricultural tax
Industrial and commercial taxesa

Enterprise profits

1950

29
35
13

1953

12
38
35

1954

12
34
38

1957

10
36
46

1959

6
29
62

alncludes the industrial—commercial business tax, the industrial—commercial income tax,
the commodity tax, and beginning in 1953 the commodity circulation tax.
Source: Ecklund, 20.

than enlarging the scope of purely local revenues, the center supple-
mented the system of block grants with a system of central - provin-
cial revenue sharing. An understanding of this system of revenue
sharing is facilitated by a familiarity with the sources of government
revenue.

There are two major sources of government revenues: taxes and
enterprise profits. Major taxes include agricultural, industrial and
commercial, and commodity taxes. In addition, there are a number of
less-important revenues, such as the salt tax, customs taxes, and mis-
cellaneous local taxes (Government Administrative Council 1950b).
The other major source of government revenues is enterprise profits.
Although they are usually referred to simply as "profits," they actu-
ally include depreciation funds, revenues from the sale of fixed as-
sets, and returns to the state of excess working capital, as well as
profits (Ko Chih-ta 1957b, 75; Feng Li-t'ien, 32). The government
also receives income from the sale of domestic bonds (during the
1950s) and from domestic insurance operations. Finally, proceeds
from foreign loans and credits are treated as current government
revenue.

The relative importance of various revenue sources has changed
substantially since 1950. Initially, agricultural taxes were the single
most important revenue source, financing nearly 30 percent of the
state budget. As the industrial sector of the economy recovered from
war damage and new industrial capacity was added, the share of
revenues from industrial and commercial taxes and enterprise profits
increased dramatically. Table 2.2 reflects these changes. Although
industrial and commercial tax revenues grew rapidly, by 1954 enter-
prise profits were more important. Profits have remained the single
most important revenue source since that time.

Under the system of revenue sharing introduced in 1951, provin-
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cial governments received revenue from the center via two mecha-
nisms. First, they shared in the proceeds of agricultural and indus-
trial and commercial taxes in the form of "income shared by adjust-
ment," (t'iao-chi fen-ch'eng shou-ju). The central government annu-
ally allocated a share of these revenues to each province to cover a
part of the shortfall between the province's expenditures and its local
income. Secondly, direct subsidies from the center continued to be
granted to cover the remaining shortfall.

The system of budgetary administration introduced in 1951 was a
substantial improvement over the earlier system, in which almost all
expenditures had been undertaken directly by the central govern-
ment. It facilitated a substantial expansion of government expendi-
tures and initiated a system of revenue sharing that provided sub-
stantially enhanced incentives for local revenue-collection efforts.
Under the old system of block grants, there had been little direct
incentive to fulfill targets for revenues that were transferred in their
entirety to the central government treasury. These incentives were
particularly important because the agricultural and industrial and
commercial taxes were the source of almost two-thirds of government
revenue at this time.

However, there remained a number of shortcomings in the system.
Most important from the point of view of the center, the redistribu-
tive powers of the fiscal system did not extend below the hsien level.
That is, although the 1951 reform led to the incorporation of county
and special-district revenues and expenditures within the state bud-
get, hsiang (township) revenues and expenditures remained outside
the scope of the national budget. Hsiang services included rural pri-
mary school education, cultural and health programs, and limited
construction and repair projects. These activities were financed en-
tirely from surcharges and special fees that were closely tied to the
level of local agricultural output.5 Because hsiang expenditures were
not incorporated into the hsien budget, there was no mechanism for
redistributing resources below the hsien level.

Secondly, provincial governments objected to several features of
the new system. For example, surpluses arising from underfulfill-
ment of expenditure targets or overfulfillment of revenue targets had
to be remitted to the central government at the end of the year. This
system of remission was called "in one slice at the end of the year"
(nien-chung i-tao k'an) (Li Min-li, 43; Ko Chih-ta 1957a, 38). Provin-
cial governments wanted to have unrestricted use of their surpluses
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to finance increased expenditures in the following fiscal year (Hsu
Fei-ch'ing 1957, 3).

For the central government, the issue was more complex (Jung
Tzu-ho 1957). It was interested not only in controlling the volume
and composition of local expenditures but also in providing maxi-
mum incentives for economies in local expenditures. Furthermore,
following standard Soviet practice, the banking system's provision of
credit relied partly on the mobilization of surplus budgetary funds
from all levels of government (Hsiao, 138-43). In the early 1950s, the
People's Bank was allowed to utilize the government budgetary sur-
plus as a source of credit funds. Because revenues exceeded govern-
ment expenditures during this period, the bank used the surplus that
accumulated during the year to implement its credit plan. At the end
of the year, although the government budget listed a surplus, these
funds had in fact already been loaned through the bank. Although
this surplus was listed as a source of budgetary revenue for the fol-
lowing fiscal year, expenditure plans did not require the utilization
of these funds(Ko Chih-ta 1957b, 144; Feng Li-t'ien, 32). The cumu-
lative surplus from the 1950-4 period was largely immobilized in
1955 as part of a general alignment of the budget and the State Bank
(Hsiao, 146).

Beginning in 1955, a more formal mechanism for coordination of
the budget and the bank was instituted-the credit fund. Each year's
budget included a specific appropriation to the State Bank as a credit
fund. This source of funds was then formally supplemented at the
end of the year with the addition of the realized budgetary surpluses
of the central government and, initially, the provinces as well (Hsiao,
147-50).

Thus, allowing provincial governments to retain their surpluses
and spend them for their own purposes would have reduced the
deposits of the budget in the State Bank. The State Bank would then
have had to expand the money supply further, either through the
creation of new deposits or the issuance of more currency. As a part
of its antiinflationary program, the central government minimized
these additions to the money supply by mobilizing the surplus reve-
nues of all local governments.

However, the policy of remission encouraged year-end fiscal ex-
travagance (Ko Chih-ta 1957b, 154-5). Because provincial govern-
ments had to remit surpluses, invariably there was a year-end rush
to spend funds that had been authorized but not yet actually spent.
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This situation could arise, for example, if temporary physical short-
ages due to materials-distribution problems caused construction
projects to fall behind schedule. Although these projects would be
given additional funding in the next fiscal year, local leaders felt
that a large carry-over of unfinished projects would reduce their
allocation for new projects. As a result, they always attempted to
complete planned projects and exhaust authorized funds. This sys-
tem not only failed to provide incentives for local governments to
reduce costs but, in addition, the rush to complete projects invaria-
bly had an unfavorable effect on the quality of work completed (Hu
Tzu-ming).

Beyond this incentive problem, the provinces felt that the reve-
nue-sharing provisions of the new system were inadequate. First,
provincial governments objected to Peking's annual determination
of income shared by adjustment and subsidies. Provincial govern-
ments wanted to reduce their dependence on these subsidies by
receiving a sufficiently large, fixed share of important revenues.
Secondly, although the First Five-Year Plan concentrated most pro-
jects under the direct management of the central government, it
also called for increased expenditures on local industry, transporta-
tion, commerce, and education and social programs (Government of
the PRC 1956a, 215-32). Beginning in 1953, provincial-level plan-
ning commissions were established to compile the plans covering
these local activities. These considerations suggested the need to
introduce a further degree of decentralization of economic and fiscal
planning, particularly to provide increased revenues to finance local
programs. A series of additional reforms were thus undertaken in
1953 and 1954.

Establishment ofhsien budgetary and planning administration

In 1953, the scope of the national budget was substantially broad-
ened when the hsien was established as a level of budgetary and
economic planning (Government Administrative Council 1952; Ko
Chih-ta 1957b, 35; Chou Chung-fu, 19). The three-tiered hierarchy of
center, large adminstrative region, and province was, in effect, re-
placed by center, province, and county. Following this reform, most
hsiang expenditures were incorporated into hsien budgets. That is,
although the sub-hsien level was not established as a unit of inde-
pendent budgetary administration, all regular hsiang expenditures
became part of the hsien budget. These included administrative ex-
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penditures, cadre living allowances, teachers' salaries, and other
hsiang school expenses.

To finance its own expenditures and those of its subordinate hsiang,
hsien revenues were expanded to encompass sources previously as-
signed to the provincial and municipal levels. These included busi-
ness, slaughter, property, and deed taxes; special consumption and
etiquette fees; license fees; and revenues of hsien -managed enter-
prises. If these revenues were insufficient to finance hsien expendi-
tures, provinces assigned shares of the industrial and commercial
business taxes as hsien revenue.

This change meant that for the first time the central government
had the means to effect redistribution as low as the hsiang level.
Expenditures for local education, government administration, and
other programs were no longer financed from sources that were en-
tirely a function of the level of development in each hsiang. Instead,
they were underwritten by the budget of the hsien and, in turn, hsien
revenues were broadened to finance these new expenditures. Prov-
inces were expected to distribute revenues among hsien to enable
them, in turn, to redistribute revenues among their subordinate
hsiang (Government Administrative Council 1952).

In addition to regular hsiang expenditures, which were underwrit-
ten by the state budget, hsiang continued to collect agricultural sur-
taxes to finance additional extrabudgetary expenditures (Government
Administrative Council 1952; Ko Chih-ta 1957b, 35). These pro-
grams, which were not included within the scope of the hsien eco-
nomic plan, included public works such as small-scale water conser-
vation projects and the repair of roads, public schools, and govern-
ment buildings. Although these expenditures had to be approved by
the hsien, the surtax gave hsiang governments flexibility in arranging
expenditures for purely local purposes. The hsiang-level agricultural
surtax was, however, reduced from its previous rate of 15 percent to a
maximum of 7 percent.

Just as in 1951, when large municipalities were established as a
level of budgetary administration, the development of hsien financial
management was accompanied by a reduction of extrabudgetary
revenue sources. Most important was the reduction in the hsiang
agricultural surtax. Locally collected surcharges on industrial and
commercial taxes and the property tax were also reduced. They were
partly merged into the regular tax structure by upward adjustment of
the basic rates. Thus the volume of revenues collected was not re-
duced, but the proportion entering the budget was increased.
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This adjustment of subprovincial finance had an important expan-
sionary effect on national revenues. The extension of budgetary ad-
ministration to the hsien level and the accompanying modifications
of the tax structure contributed to an increase in government reve-
nues that was not matched again in the First Five-Year Plan period.6

In addition to these changes in subprovincial fiscal administration,
in 1953 large administrative regions lost the independent budgetary
administrative status they had enjoyed during 1951-2 (Government
Administrative Council 1952). Beginning in 1953, large administra-
tive regions were treated as a component of the central government
budget, a position held by other central government units such as
industrial ministries. This loss of status meant that the regions no
longer had any regular revenues but were financed entirely by regu-
lar appropriations from the center's budget. Revenues previously
shared between regions and provinces were now assigned entirely to
the latter.

Peking achieved several major objectives through the develop-
ment of municipal and subsequently county-level fiscal and plan
administration. Most important, the establishment of budgetary ad-
ministration as low as the hsien level and the incorporation of hsiang
expenditures into the hsien budget gave the center the power to
effect substantial redistribution at the lowest level of government
administration. Secondly, the downward extension of budgetary con-
trol was accompanied by the merger of many local surcharges into
the regular tax structure. This expanded the revenues under the con-
trol of state budgetary administration. Finally, the establishment of
hsien -level budgetary and planning administration facilitated the ex-
pansion of the role of local governments in the planning process that
was envisaged in the First Five-Year Plan.

The 1954 reform

The establishment of provincial planning commissions in 1953 and
the gradual organization of county-level planning commissions in
1953 and 1954 gave rise to substantially increased local-expenditure
requirements. In order to finance these expenditures, Peking initi-
ated another major fiscal reform in 1954 (Government Administrative
Council 1953; Lin Yiin, 40). The most important change was the
introduction of a broader system of revenue sharing between the
central and provincial governments. All revenue sources were di-



Centralization of economic and financial planning, 1949-1957 67

vided into four categories: "local fixed income" (ti-fang ku-ting
shou-ju); "central government fixed income" (chung-yang ku-ting
shou-ju); "income shared at a fixed rate" (ku-ting pi-li fen-ch'eng
shou-ju); and "central government income shared by adjustment"
{chung-yang fiao-chi fen-cKeng shou-ju).

Under the new system, provinces where expenditures regularly
exceeded local fixed income were given fixed shares of the agricul-
tural and industrial and commercial taxes-the two revenue sources
in the new category of income shared at a fixed rate. These revenues
were to be shared at this fixed rate for a period of several years. The
commodity tax and the new commodity circulation tax replaced the
agricultural and industrial and commercial taxes in the category of
adjustment revenue. As in the past, the rates at which these latter
revenues were shared were determined annually. As a result of these
changes, the revenues that provinces had potential access to, either
through sharing at a fixed rate or by adjustment, increased to about
50 percent of total government revenues.7

In addition to the expansion of provincial revenue sources, the
1954 reform contained several other important concessions to provin-
cial interests. Most important, provincial governments were allowed
to retain their surpluses for use in the following fiscal year. This was
to placate local objections to the annual remission of surpluses to the
center. The 1954 reform also introduced special concessions in au-
tonomous areas. These regions received all revenues in both the
adjustment and shared categories as local fixed income. They were
also to receive additional direct subsidies to cover any remaining
shortfall between approved expenditures and local revenues.

Although these reforms facilitated the expansion of the role of local
economic and budgetary planning, the center maintained a relatively
high degree of control by continuing to limit provincial financial
authority. For example, although the reform introduced the concept
of permanent revenue sharing, revenues actually shared on a perma-
nent basis were limited. Further, the rates of sharing were set so that
shared and adjustment revenues together would only cover 60 to 80
percent of total provincial expenditures (Government Administrative
Council 1953, 82). Consequently, even though these revenue catego-
ries included a substantial portion of total national revenues, prov-
inces continued to depend on central government subsidies to
finance a significant portion of their outlays. The center, through its
control of these subsidies and the sharing rates for other revenues,
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still determined the overall level and rate of expenditure increase in
each province.

The phrase "local fixed income" seemed to imply that provincial
governments would have full discretionary control over these funds.
But total provincial expenditures continued to be controlled by the
center; when these amounts were less than local fixed income, pro-
vincial governments were compelled to remit a portion of these
nominally "local fixed income" sources. For example, Shanghai, un-
like most other provincial-level governments, was not allowed to
retain any of the funds in either the adjustment or shared categories
(Sung Chi-wen). All the income from industrial and commercial, ag-
ricultural, and commodity taxes was remitted to the central govern-
ment. Of the remaining revenue sources, all of which were nomi-
nally "local fixed income," Shanghai still had to remit 5 percent.

Furthermore, because surpluses had to be used to finance uncom-
pleted projects or as part of budgetary reserves in the following year,
the 1954 reform did not allow provinces to increase their expendi-
tures beyond those approved by the central government. The use of
surpluses was limited to programs that the center previously had
included in approved provincial expenditures and financed from
shared revenues. By allowing provinces to finance some of these
expenditures from their surpluses, the center reduced shared reve-
nues and used these as a source of funds for increased bank credits.

Because of these restrictions, it was not long before provincial
officials began to complain again about overcentralization of the
fiscal system (Ch'en Hsiieh, 12; Heng K'ai, 8). In particular, provin-
cial officials renewed their objections to the center's treatment of
their surpluses. One source reports that, after the 1954 reform, "the
local comrades aptly remarked 'they [surpluses] can be looked at but
cannot be enjoyed; in the end they will go to the central govern-
ment' " (Lin Yiin, 37). The name of the new method for dealing with
surpluses, "limited use, periodic use, and inclusion in the [provin-
cial] budget in place of an appropriation" (hsien-chi shih-yung, fen-
chi shih-yung, lieh-ju yu -suan ti-ch'ung po-k'uan), reflected the true
nature of the reformed system (Ko Chih-ta 1957a; Li Min-li, 43).

Summary

The evolution of the structure of economic planning and budgetary
administration during the first two to three years of the First Five-
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Table 2.3. County and municipal expenditures (as a percent of provincial expen-
ditures)

Province Year Percent

47
52
44
62
58
70
46
51
72

Note: Percentages, except for Kwangtung and Kweichow (1956), are calculated on
the basis of planned expenditures.
Sources: aYang l-ch'en. Wang Huan-ju 1956. c Hu K'ai-ming 1957. Hsu Kuang-
yiian 1957.eTung Ching-chai. Chi Chin-chang 1955. ^Hsii Chien-sheng 1957.
^Chang Hu-ch'en 1957.

Year Plan led to a substantial decentralization of economic planning
authority. Following the formation of provincial economic commis-
sions in 1953, the volume of provincial expenditures grew rapidly,
almost doubling between 1952 and 1957. By 1955 over 1,400 coun-
ties had established economic planning commissions that were tak-
ing an increasing role in local plan coordination (Chou Chung-fu,
19). This increased role was reflected most clearly in the growing
importance of county-level expenditures. As shown in Table 2.3, by
the end of the First Five-Year Plan period municipal- and county-
level expenditures usually accounted for more than half of all expen-
ditures in the consolidated provincial budget.

Although provincial- and subprovincial-level expenditures were
increasing rapidly, this growth was both constrained within a rela-
tively narrow scope and subject to considerable central influence.
Most important, the evolution of the system of economic and finan-
cial planning had still not provided a mechanism for coordinating all
economic activities within each region. That is, the scope of local
planning and the level of expenditures had grown to accommodate
the increased emphasis on the provision of social services and a
modest growth of local industry, but there was still no mechanism to
coordinate the vertical and horizontal components of the plan at the
local level. Indeed, in some ways the expansion of the importance of
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the vertical hierarchical dimension of the planning process had
caused increased economic inefficiency. These constraints on local
economic planning are most easily understood by examining the dis-
tribution of expenditures among levels of government and the sys-
tem of central control of the composition of local expenditures.

Expenditures

Like government revenues, expenditures at all levels are arranged in
a unified structure of accounts. The major expenditure categories are
economic construction; culture, education, public health, and wel-
fare; national defense; and government administration (Liu Hsi-shu
1952, 14; Ko Chih-ta 1957b, 91). Economic construction expenditures
include funds for fixed investment and for increases in working capi-
tal in industry and construction, agriculture, forestry and water con-
servancy, transport and communications, and urban public utilities.
Social expenditures include a broad range of programs. The most
important are education, public health, and culture, but this category
also encompasses expenditures' for government and military pen-
sions, welfare, publishing and broadcasting, cadre training, and
scientific research.

National defense expenditures include both operational expendi-
tures for the three branches of the People's Liberation Army and
defense construction outlays (Ko Chih-ta 1957b, 129). Some impor-
tant defense-related expenditures do not fall into the defense expen-
diture category. Investment in plants producing military equipment
appears to be included in economic construction expenditures. Mili-
tary pensions and scientific research expenditures of nonmilitary re-
search institutes whose work focuses on defense-related projects are
also excluded from the defense expenditure category. In addition,
expenditures associated with the militia and military conscription are
financed from government administration expenditures or the cate-
gory "other expenditures" (Ministry of Finance 1955b, 44, 67). Ex-
penditures for military demobilization are included with social ex-
penditures (Ko Chih-ta 1957b, 46). Expenditures for military recre-
ational facilities and military athletic activities are carried in the
national budget in the physical culture subcategory of social expen-
ditures (Ministry of Finance 1955b, 61). Expenditures for medical
treatment of active duty and retired military personnel are probably
included in the budget under health expenditures, and relief for
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Table 2.4. Distribution of state budgetary expenditures, 1950 through mid-1956 (percent)

Category

Economic construction
Culture, education, and health
National defense
Administration
Credits and loan repayments
Other

Central

83.8
28.2

100
20.1

100
76.7

Local

16.2
71.8

0
79.9

0
23.3

Note: Data are based on final accounts.
Source: Ko Chih-ta 1957b, 38.

retired military personnel and their dependents is incorporated into
social relief expenditures (Ko Chih-ta 1957b, 120).

Government administrative expenditures include salaries and ad-
ministrative costs of government organs, including public-security,
judicial, and prosecutorial organs, as well as subsidies to People's
Democratic Parties and other people's organizations. Expenditures
of the Chinese Communist Party are also financed under this cate-
gory (Ko Chih-ta 1957b, 126).

Distribution of expenditures: central -provincial level
The principle governing the division of these expenditures among
different governmental levels is that programs generally are both
managed and financed from the same level (Wang Ching-chi, 28).
Thus expenditures of enterprises and educational institutions man-
aged by central ministries are included in the central government's
economic plan and are incorporated into the budget of the central
government. Similarly, programs incorporated into provincial eco-
nomic plans are financed through provincial budgets. Thus, the com-
position of expenditures at each governmental level reflects the char-
acter of the programs administered at that level. Some expenditures,
such as national defense and the repayment of foreign loans and
credits, fall entirely in the central government budget. Economic
construction expenditures are financed primarily from the center,
whereas social programs and government administration are primar-
ily locally financed.

These differences are reflected in Table 2.4. This table shows the
distribution of aggregate national expenditures in various categories
and by level of government during the period January 1950 through
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Table 2.5. Distribution of state budgetary expenditures, 1955, 1956, and 1957 (percent)

Category

Economic
construction

Culture, education,
and health

National defense
Administration
Credits and loan

repayments
Other

1955a

Central

87.3

25.8
100

16.4

100

Local

12.7

74.2
0

83.6

0

1956^

Central

79.3

30.4
100

15.4

100
30.3

Local

20.7

69.6
0

84.6

0
69.7

1957C

Central

78.2

26.7
100

11.7

100
34.2

Local

21.8

73.3
0

88.3

0
65.8

83
81
79

17
19
21

Note: All percentages are calculated on the basis of final accounts.
Sources: aL\ Hsien-nien 1956,1,3. ^Li Hsien-nien 1957,17,23-4. cLi Hsien-nien 1958,6-7,9.

Table 2.6. Distribution of state budgetary capital construction
investment, 1955, 1956, and 1957 (percent)

Year Central Local

1955 (actual)5

1956 (planned)5

1957 (actual)*3

Sources: a Li Hsien-nien 1956, 7.^Li Hsien-nien 1958,9 .

June 1956. The table shows that the central government dominated
expenditures for economic construction, defense, and credit and loan
repayments, while local governments dominated expenditures for so-
cial programs and government administration.

The increasing importance of economic planning at the provincial
and local level is, however, reflected in an annual breakdown of the
distribution of expenditures. This trend is shown in Table 2.5, which
highlights in particular the increased local share of expenditures for
economic construction in the last two years of the First Five-Year
Plan period.

In spite of this increased local share of expenditures for economic
construction, Peking's direct control of most capital investment meant
that the center continued to dominate economic construction expendi-
tures. Because investment expenditure was concentrated in industry,
construction, and transportation and communications, all of which are
encompassed in economic construction, the central government's
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share of these expenditures was usually 80 to 85 percent. Table 2.6,
showing the division of capital investment expenditures between the
central and provincial governments for the years 1955 through 1957,
reveals that despite a slight rise in the local share, the center contin-
ued to manage directly over three-fourths of capital investment.

Not only was the volume of local investment small, other local
economic construction expenditures were also limited. They were
concentrated primarily in small-scale local industry, municipal con-
struction, agriculture, water conservancy, and forestry. Because these
programs were assigned a relatively low priority in the First Five-
Year Plan, local spending on economic construction was small as a
percent of total economic construction expenditure. On the other
hand, central financing of almost all expenditures for enterprises of
the Ministries of Metallurgy, Chemicals, Machine Building, Fuels,
Electric Power, Oil, Geology, etc., assured central government domi-
nation of economic construction (Ministry of Finance 1955b, 46-7).

In contrast with economic construction, the scope of central gov-
ernment social and education activities was narrower. It was limited
primarily to financing outlays for the National Academy of Sciences
and its associated research institutes, centrally administered univer-
sities and national minority academies, international student ex-
change programs, the New China News Agency, the People's Pub-
lishing House, and the like (Ko Chih-ta 1957b, 46). The vast majority
of social expenditures were for education and health. Because these
services were provided primarily at local levels, 70 to 75 percent of
social expenditures were financed from subnational budgets. Simi-
larly, because most of the bureaucracy was concentrated at subna-
tional levels, 80 to 85 percent of government administrative expendi-
tures were financed through provincial and subprovincial budgets.

Consequently, the structure of expenditures at different levels
varied widely. Table 2.7 shows the composition of national, central
government, and aggregate provincial expenditures for 1956 and
1957. This table demonstrates the degree to which central govern-
ment expenditures were dominated by economic construction and
national defense. On the other hand, the proportion of social and
administrative expenditures at the provincial level was far greater
than at the central government level.

Distribution of expenditures: intraprovincial level
Data on the functional distribution of intraprovincial expenditures
are quite limited. Although provincial fiscal reports sometimes give



Table 2.7. The structure of government spending by level, 1956 and 1957 (percent)

Category

Economic construction
Culture, education, and health
National defense
Administration
Credit and loan repayments
Foreign aid
Appropriations for increase

in bank credit
Other

Total

1956*

52
15
20

9
2
1

0
1

1957*

49
16
18
8
A

5
1

Central

1956s

58
6

28
2
3
2

0
0

1957*

54
6

26
1
c

1
0

Provincial

1956s

37
36

0
25

0
0

0
1

1957*

36
39

0
23

0
1

Economic construction
Culture, education,

and health
Administration
Other
Total

Percent of total
spending at each level

35

40
25

1
100

100

67

23
9
1

100

38

Note: Columns may not add to 100 because of rounding. All percentages are calculated on
the basis of final accounts.
Sources: a Li Hsien-nien 1957, 17, 23-4. * L i Hsien-nien 1 9 5 8 , 6 - 7 , 9 .

Table 2.8a. The structure of provincial expenditures, Kiangsi, 1957 (percent)

Provincial
Category Total government only Subprovincial

14

50
35

1
100

62

Source: Hsu Kuang-yiian 1957.

Table 2.8b. The structure of provincial expenditures, Kwangsi, 1957 (percent)

Provincial
Category Total government only Subprovincial

21

52
27

0
100

58

Source: Tung Ching-chai.

Economic construction
Culture, education,

and health
Administration
Other
Total

Percent of total
spending at each level

34

42
22

1
100

100

51

28
16

1
100

42
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the distribution of total expenditures between the provincial govern-
ment itself and subprovincial governments, this is usually done on
an aggregate rather than a functional basis. Exceptions are Kiangsi
and Kwangsi, where it is possible to distinguish the structure of
provincial from subprovincial expenditures for 1957. Tables 2.8a and
2.8b show the composition of aggregate provincial expenditures, pro-
vincial government expenditures alone, and aggregate subprovincial
expenditures for these two provinces.

Tables 2.8a and 2.8b reveal two interesting points. First, expendi-
tures of subprovincial governments sometimes surpass those of pro-
vincial governments. This is true not only in Kiangsi and Kwangsi,
but, as was shown in Table 2.3, in other provinces as well. Further-
more, this concentration of spending at the subprovincial level is not
limited to the end of the First Five-Year Plan period-the year shown
in the table. As early as 1954, for example, hsien and hsien-level
municipalities accounted for 70 percent of Kwangtung's total expen-
ditures (Chi Chin-chang 1955).

Secondly, provincial spending was concentrated on economic con-
struction whereas subprovincial expenditures were primarily for so-
cial programs and government administration. In other words, aggre-
gate provincial expenditures are heavily weighted toward adminis-
trative and social expenditures because these expenditures predomi-
nate at subprovincial levels of government.

Central government expenditure controls

The differing structure of central and provincial expenditures, shown
in Table 2.7, reflects differences in the scope of economic planning
at different levels rather than the expenditure preferences of differ-
ent levels of government. The degree of central control of local ex-
penditures is evident both in the structure of central - provincial
revenue-sharing rates and in the center's system for controlling the
composition of local expenditures.

Control of aggregate provincial expenditures

As stated above, expenditures at each level of government are deter-
mined by that level's economic plan, not by the volume of revenues
that are actually collected within the region. Thus, the first step in
the planning and budgetary process at the provincial level is the



Table 2.9. Central-provincial revenue-sharing rates, 1956 and 1957 (percent)

Province 1956 1957

Northeast
Heilungkiang* -32.7 -48.3*

North
Hopei0^ -5.1 -21.7
Shantung9' -59.2 -51.6
Shans/7 -11.9 -10.8
Honan' . -40.2 -35.1
Inner Mongolia/ 0 -11.5

East
Kiangsu -63.4 -49.2
Anhui7 -10.5 -17.6
Chekiang"7 -61.1 -55.0

Central
Hupei" -35.5 -41 Aa

Hunan0 -41.0 -39.4
KiangsiP -34.0 -29.9

South
Kwangtung^ -59.6 -56.3
Kwangsir -18.5 +8.6

Southwest
Szechuan* -62.5 -50.8a

Kweichowf -30.3 -22.7
Yunnan" -18.7
Tibet"

Northwest

+70 to 80c

-23.5 -23.4a

Kansu* +11.0b

TsinghaiK +61.5 +62.8
Sinkiangz +5.2 +7.2

Note: Negative numbers show provincial net remittances to the center as a percentage of
total revenues collected by the provinces. Positive numbers show net subsidies from the cen-
tral government as a percentage of total provincial expenditure. All numbers are calculated
on the basis of final accounts except as noted. Financial accounts are also available for
Liaoning, Kirin, Peking, Tientsin, and Shanghai for this period. However, because these areas
shared in fewer revenue sources with the central government, their remission rates are not
comparable with those given above.
a1957 final accounts are not available for these provinces. Number shown is calculated on
the basis of 1957 budgetary figures.

Value for Kansu is for the period 1953-7. Annual breakdown is not available.
cValue for Tibet is for the period 1952-5. Annual breakdown and values for 1956 and 1957
are not available.

Excluding Tientsin.
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center's determination of the level of expenditures permitted in each
province. This determination is based on the outlays required to
finance the centrally approved provincial economic development
plan and to finance the approved levels of spending for local govern-
ment administration and for social services. After estimating the total
revenues that will be collected in each province, the center calcu-
lates a revenue remission rate for every province. These rates are set
so that each province will be left with just enough revenue to finance
the initially determined level of expenditure.

Because provincial fiscal capacity varies enormously and because
provincial expenditure plans are centrally determined according to
the priorities of a broadly conceived national plan rather than on the
basis of the volume of revenues raised locally, revenue-sharing rates
between the center and the provinces are far from uniform. The
central government's desire to reduce the degree of interprovincial
disparity in productive capacity and in the provision of social ser-
vices is reflected in the relatively low rates of remission that prevail
in most poorer provinces. On the other hand, more developed prov-
inces, with revenues far in excess of centrally approved expendi-
tures, are usually required to remit large amounts of revenue to the
central government. This determination of remissions and subsidies
is called the "adjustments of budgets" (yu-suan t'iao-chi). The size of
the flows involved in this adjustment process are reported in provin-
cial fiscal reports under the headings of "subsidy income from higher
levels" (shang-chi pu-chu shou-ju) and "income remitted to higher
levels" (shang-chieh chih-chu) (Ministry of Finance 1954, 70, 76).

Table 2.9 shows these revenue-sharing rates for 22 provinces for
1956 and 1957. Remittance rates ranged from roughly -60 to +80
percent. That is, some provinces relinquished over half the revenues
they collected, whereas others retained all the revenues they col-
lected and, in addition, received subsidies of up to 80 percent of
their total expenditures.
Table 2.9. icont)

Sources: eYang l-ch'en. Hu K'ai-ming 1957, 1958. ^Yiian Tzu-yang; Chang Chu-sheng. Wu
Kuang-t'ang 1957, 1958.'Ch'i Wen-chien 1957, 1959.yWang l-lun 1957a; Wang Tsai-t'ien.
*Ch'en Shu-t'ung 1957, 1958.'chang Huo 1957, 1958. mJen Mi ; Li Wen-hao. "An Tung-t'ai.
°Chang Po-shen 1957, 1958.PHsu Kuang-yuan 1957, 1958.QChang Yung-li. rTung Ching-
chai; Kuo Ch'eng. *Chang Hu-ch'en 1957. fHsu Chien-sheng 1957, 1958. uWu Tso-min 1957.
"Ko Chih-ta 1956b, 76-7. ^Chang l-ch'en. *Kansu Finance Department, 199. ^Sun Chiin-i
1957, 1958. ZLiu Tzu-mo 1957, 1959.
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A comparison of Tables 2.9 and 1.1 shows that, in general, reve-
nue-sharing rates were inversely related to the level of provincial
industrial development. More industrialized provinces, such as Hei-
lungkiang, Chekiang, Kiangsu, Kwangtung, and Shantung, remitted
from 50 to 60 percent of the revenues they collected. Their own
expenditures were financed from the funds they retained. Less-de-
veloped provinces remitted a smaller proportion of their revenues.
The poorest provinces retained all their revenues and received net
subsidies as well. During the First Five-Year Plan period, Sinkiang,
Tsinghai, Tibet, and Kansu usually received such subsidies.

Remission rates are not, however, perfectly inversely correlated
with the extent of industrialization. First, differential revenue-shar-
ing rates are only one policy instrument used to redistribute re-
sources geographically. Most important, these rates do not reflect
the distribution of expenditures undertaken directly by the central
government ministries. Honan and Shensi, for example, as shown in
Table 2.9, remit substantial portions of their revenue to the center.
They are also the beneficiaries of extensive centrally managed in-
vestment projects, particularly in the municipalities of Loyang,
Chengchou, and Hsian. On the whole, these provinces appear to
have been net recipients of central aid even though they remitted
funds to the center through the revenue-sharing system. Secondly,
the goal of achieving a more balanced pattern of industrial output
was only one of a number of objectives of central government pol-
icy. The geographic distribution of investment resources was also
influenced by the location of natural resources, defense require-
ments, and, particularly in the short run, the adequacy of the trans-
portation system and other types of infrastructure. In spite of these
qualifications, the revenue-sharing system does appear to have had
a strikingly redistributive effect during the First Five-Year Plan
period.

Control of local expenditures

The redistributive character of the budgetary and planning process
was not confined to the provincial level but actually extended to the
lowest level of government administration. The redistribution of re-
sources within each province was carried out by a system of intrapro-
vincial revenue sharing that replicated the central - provincial pat-
tern. Indeed, as will be shown below, redistribution among prov-
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inces was made possible only by considerable redistribution of reve-
nue within provinces.

Documenting the magnitude of this intraprovincial redistribution
and analyzing its significance over time is difficult because subpro-
vincial financial data are relatively scarce. Just as provincial budgets
are required to trace revenue flows between the center and the prov-
inces, subprovincial budgets are required to trace redistribution
within each province. Because holdings of municipal and hsien news-
papers in the West are quite limited, only a few of these financial
reports are available.

However, data from scattered municipal budget reports confirm
that substantial redistribution was carried out within some prov-
inces. Major municipalities, which were key sources of revenues,
typically were required to remit a very high proportion of their
revenues to their respective provincial governments. The precise
rate for each municipality was set annually by the province. Where
data are available, these rates exceed the rate of remission for the
province to the central government. This meant, of course, that the
financial burden of the remaining portion of each province was cor-
respondingly reduced.

This pattern is shown in Table 2.10. Canton, the capital of Kwang-
tung, had to remit between 75 and 80 percent of the revenues it
collected. This supplied the provincial government with 25 to 40
percent of its remissions to Peking. In Szechuan, Chungking's remis-
sion rate to the provincial government always exceeded the prov-
ince's rate of remission to Peking. In absolute terms the municipal-
ity, with less than 3 percent of the province's population, provided
from about one-fifth to one-half of the province's remittances to Pek-
ing. Finally, intraprovincial revenue sharing in Shensi and Shantung
was even more redistributive. Hsian and Tsingtao each remitted a
portion of their revenues that was more than twice as great as that for
their respective province as a whole. Municipal remissions provided
these provinces with more than three-fourths of the revenue they
were required to send to Peking.

This system of revenue sharing among and within provinces is
only the most obvious means of central control of the budgetary and
planning process. In addition, the center also exercises a great deal
of control over how funds retained by provinces are actually used. In
turn, provincial governments heavily influence the composition of
local government expenditures.



Table 2.10. Provincial-municipal revenue sharing (absolute numbers in millions of yuan)

Year

1955a

1956*
1957*

1956C

1957C

1958*
1959*

1. Remissions
to Kwangtung

155,432
239,404
231,965

1. Remissions
to Szechuan

108,126
109,241
361,313
321,630

Canton

% of total
revenues remitted

74
76
75

Chungking

% of total
revenues remitted

65
64
66
45

2. Remissions to
central govt.

650,085
604,639
594,690

2. Remissions to
central govt.

639,261
593,243
776,050
990,810

Kwangtung

% of total
revenues remitted

66
60
56

Szechuan

% of total
revenues remitted

63
51
38
33

1 T 2
(%)

24
40
39

1 T 2
(%)

17
20
47
32



Table 2.10. (cont.)

Year

Hsian

1. Remissions
to Shensi

% of total
revenues remitted

Shensi

2. Remissions to
central govt.

% of total
revenues remitted

1956r 68,029 57 77,060 23 88

Tsingtao

1. Remissions
to Shantung

% of total
revenues remitted

Shantung

2. Remissions to
central govt.

% of total
revenues remitted

1 ^

1958^ 616,280 83 814,762 40 76

Note: Numbers are from final accounts except for 1957.
Sources: a Y u Mei-ch'ing; Chi Chin-chang 1956. Chu Kuang; Chi Chin-chang
Chang Hu-ch'en 1959. eTuan Ta-ming 1960; Chang Hu-ch'en 1960. Liu Keng; Chang l-ch'en. ^Sun Kang; Li Yu-ang.

1957.cCh'en Ch'ou 1957; Chang Hu-ch'en 1957. ^Tuan Ta-ming 1959;
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Control of the composition of provincial and local expenditures

Each year, the central government promulgates a system of budge-
tary accounts for use by local governments (Ko Chih-ta 1957b, 148).
Although provincial governments have some freedom to arrange
their own expenditures within this system of accounts, the level of
expenditures allowed within certain categories must be approved by
the central government. Thus, an examination of the degree of
specificity of these centrally approved expenditure levels and the
authority of provincial governments to make adjustments among
these components during the fiscal year provides a broad measure of
the degree to which the central government sought to control the
composition of provincial expenditures. This measure, of course, re-
mains very imprecise because little is known about the central-
provincial negotiating process that must have established these ex-
penditure ceilings. However, judging by the debate that was summa-
rized in Chapter 1, there is little doubt that provincial governments
believed that this system of expenditure controls was a major re-
straint on their own plan and budgetary authority.

Detailed accounting categories are available for 1950, 1951, 1952,
1955, 1956, and 1959 (Ministry of Finance 1950b, c; Liu Hsi-shu
1951, 1952; Ministry of Finance 1954, 1955b, 1959b). Over time,
these categories became increasingly disaggregated as the central
government sought to exert greater and greater control over the com-
position of local expenditures. My discussion will be based on the
accounting system for 1955, which was somewhat less detailed than
that used in 1956.

The central government established six major expenditure catego-
ries (ta-lei) for 1955. These, in turn, were broken down into a total of
31 appropriation categories (k'uan). Table 2.11 shows this break-
down. The k'uan shown in Table 2.11 were further subdivided into
expenditure items (hsiang). Finally, all expenditures were further
divided into 13 functional classifications (mu).

For example, the most important provincial expenditure category
was culture, education, public health, and welfare. The central gov-
ernment specified the aggregate expenditure permitted for the cate-
gory as a whole, and further allocated these expenditures among the
nine appropriations numbered 13 through 21 in Table 2.11. In turn,
each appropriation was subdivided further into 2 to 16 items (hsiang).
In 1955, the accounts included 62 items for social expenditures alone.



Centralization of economic and financial planning, 1949-1957 83

Table 2.11. Local budgetary accounts, 1955

Category
(ta-lei)

I. Economic construction

I I . Culture, education, and health

I I I . Administration

IV. Other

V. Reserves
V I . Adjustments to various levels' budgets

Appropriation
(k'uan)

1. local industry
2. construction and engineering
3. agriculture and animal husbandry
4. forestry
5. water conservancy
6. meteorology
7. transportation
8. telecommunications
9. commerce

10. municipal construction
11 . public-private joint enterprise
12. other economic construction
13. culture
14. education
15. cadre training
16. physical culture
17. broadcasting
18. publishing
19. public health
20. pensions
2 1 . social relief
22. administration
23. political affairs
24. people's democratic parties and

organizations supplements
25. justice and prosecutor
26. public security
27.other
28. recovery of previous year's ex-

penditures
29. budgetary reserves
30. remissions to higher levels
3 1 . expenditures to subsidize lower

levels

Source: Ministry of Finance 1954, 71-6.

The number of items listed within each appropriation was primarily a
function of the degree of heterogeneity of the activities carried out
under the category. Relatively simple programs, for example cadre
training, had only 2 expenditure items, whereas education and public
health were subdivided into 16 and 14 categories, respectively. The
expenditure items for education are shown in Table 2.12.
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Table 2.12. Local budgetary account for education, 1955 (items included
in category II, appropriation 14, Table 2.11)

1. higher education expenses
2. expenses for sending students abroad
3. other higher education expenses
4. higher-level teacher education expenses
5. minority academies expenses
6. middle-level teacher education expenses
7. middle-level vocational school expenses
8. middle school expenses
9. workers' and peasants' intensive schools expenses

10. primary school expenses
11 . nurseries expenses
12. educational expenses for the blind, dumb, and deaf
13. middle and primary school teacher refresher course expenses
14. assistance to privately established schools
15. other educational expenses
16. expenses for illiteracy elimination

Source: Ministry of Finance 1954, 73-4.

Table 2.13. Local budgetary accounts, functional divisions (N\u), 1955

1. wages
2. wage supplements
3. cadre living expenses
4. worker and staff benefit expenses
5. business expenses
6. expenditures for purchase of fixed assets and equipment
7. scholarships
8. welfare
9. administration

10. capital construction investment
11 . working capital
12. expenses to cover planned losses
13. other expenses

Source: Ministry of Finance 1954, 77.

Each expenditure item was further characterized by function. Ma-
jor functional divisions (mu) were investment, working capital,
wages, and funds for the purchase of fixed assets and equipment.
The 13 functional classifications used in 1955 are shown in Table
2.13. Not every expenditure item included funds in all 13 divisions.
For example, under most of the items for education shown in Table
2.12 only eight of the functional classifications were used.
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This system of budgetary accounts placed substantial limitations
on provincial fiscal authority. Most important, the central govern-
ment specified the level of expenditures within each major expendi-
ture category and also for each appropriation. This meant in 1955, for
example, that each province's approved level of aggregate expendi-
tures was further allocated among 31 separate categories. Thus in the
compilation of its budget, the province's authority was limited to
determining the allocation of expenditures among various items
within each of these appropriations. For example, although the total
volume of expenditures for education was established centrally, the
province had the responsibility for allocating this total among the
sixteen items shown in Table 2.12. After the detailed provincial bud-
get had been approved at the center, the province had limited au-
thority to make adjustments among budgetary account components
during the fiscal year. They were unable, for example, to shift funds
among various appropriations categories without advance approval
from the central government. Some sources suggest that toward the
end of the First Five-Year Plan even adjustments among various
expenditure items also required central approval once the budget
had been approved (Ko Chih-ta 1957b, 154). Furthermore, in addi-
tion to the control of expenditure appropriations, the center also im-
posed additional constraints in the form of ceilings on certain func-
tional classifications, such as wages and capital construction, that
were independent of the appropriation category.

Provincial governments, in turn, used the same system and similar
restrictions to control the composition of the expenditures of subpro-
vincial governments. Local governments arranged their own expen-
ditures within the appropriations ceilings set by the province. Once
their budgets had been approved, subprovincial governments had
only to receive approval from the province to make changes among
various programs. But provincial governments could not approve
them without receiving permission from the center if the change
affected a provincial appropriation ceiling. Thus, in effect, unless the
province could make compensating changes in the budget of another
subordinate municipality or county it was not able to grant requests
for changes in a county's expenditures for any appropriation without
going to the central government for authorization.

This system of disaggregated expenditure controls clearly reveals
the high degree of central economic control exercised from Peking.
It shows that Peking's control was not limited to the high-priority
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industrial sector, where its power was exercised primarily through
direct vertical administration of investment programs and commodity
distribution. The unified fiscal system allowed the center to control a
broad range of social programs which, because of their heterogeneity
and peculiarly local nature, were less amenable to direct physical
control.

This highly centralized system of fiscal control of local expendi-
tures was a source of continuing central-provincial friction. Provin-
cial governments objected to the detailed control of the composition
of their approved level of expenditures as well as to the limits placed
on their ability to utilize surpluses. Even the adjustment of subpro-
vincial expenditures during the fiscal year was a difficult undertak-
ing, because it invariably affected aggregates at the provincial level
that could not be changed without central approval.

The 1956 fiscal decentralization

In response to the complaints of local governments, in 1956 Peking
announced a new fiscal reform. To allow greater local initiative and
flexibility in arranging budgets to suit local conditions, the system of
controlling every category and each appropriation (fen-k'uan fen-
hsiang t'iao-t'iao hsia-tao ti pan-fa) was replaced with the system of
"control of budgetary totals" (yu-suan tsung-o ti k'ung-chih). Under
this system, the center only stipulated the total expenditures and
total revenues for each province. Each province was given the au-
thority to arrange its total expenditures among various appropriations
categories to suit its particular needs and interests. Furthermore,
during the fiscal year, if revenues exceeded the planned level or
expenditures savings in particular categories were realized, these
funds could be expended under provincial authority rather than be-
ing subject to central control in the next fiscal year.

There is no extensive discussion in the Chinese press and financial
journals of the precise implementation of this reform. It was men-
tioned briefly by Li Hsien-nien in his report on the national 1956
budget. But there are no major directives that deal with the exact
means of implementing the new system. Furthermore, in marked
contrast with the later 1957 reforms that were widely discussed in
provincial publications, there is little discussion of the implications
of the new system at the provincial level.

However, a variety of sources indicate that in practice the reform
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had little initial effect (Lin Yiin, 37, 40; Ch'en Hsiieh, 11-12; Ch'eng
Chang, 16). The new regulations gave provinces the authority to
draw up their own expenditure plans, but provincial budgets still
had to be approved by the Ministry of Finance. Actually, in 1956 the
ministry itself compiled detailed provincial budgets, just as in previ-
ous years. When provincial budgets were first announced, they
specified only the approved expenditure ceilings for each province
without the detailed categorical breakdowns used to derive the to-
tals. But according to one source, provincial governments demanded
to know how their expenditure totals had been determined. To
oblige provincial governments, the Ministry of Finance provided the
expenditure breakdown, just as they had in the past. Although these
figures were nominally provided for "reference" (ts'an-kao) pur-
poses, provincial governments continued to regard these disaggre-
gated expenditure targets as obligatory (Li Ch'eng-jui 1957, 6).

In addition to the detailed budgetary figures provided by the Min-
istry of Finance, other central government departments sent down
financial control targets through their own communications channels
to various local departments. As a result, provincial governments
apparently were unable to utilize effectively their new authority to
arrange their own expenditures.

Summary

During the First Five-Year Plan, the central government had suc-
cessfully exercised a far-reaching degree of control over the entire
economy. The scope of the budget had progressively expanded to
encompass revenues that had previously been expended outside the
budgetary process. Although output per industrial worker had in-
creased more than 50 percent, the central government's control of
industrial-sector wages limited wage increases to 30 percent (20 per-
cent in real terms). The growth of value added was channeled
through the budgetary process to increased social services and eco-
nomic development programs. The rate of capital formation grew
dramatically from 10 percent of gross domestic output in 1952 to 18-
20 percent during the latter years of the plan (Field, 22). This rapid
increase in capital formation was largely channeled to the producer-
goods sector of the economy and to backward regions. The producer-
goods sector of the economy received 86 percent of all industrial
investment although it was the source of only 43 percent of industrial
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output (Niu Chung-huang, 45; State Statistical Bureau 1960, 87).
Backward inland regions, which were the source of only one-third of
industrial output, received about half of all investment funds. Fi-
nally, provincial and local planning commissions and finance depart-
ments had been established to insure that the rapid growth of local
expenditures was channeled to programs consistent with the unified
national economic plan.

Although this system of planning and budgetary administration
was successful in accelerating the rate of capital formation and allo-
cating investment resources to priority sectors and regions, even
after several reforms it remained a source of friction between the
provinces and the center. The high degree of external control of
provincial and local expenditures reduced local initiative and deci-
sion-making authority. Furthermore, the unified budgetary process
was cumbersome and frequently meant that local budgets were not
approved until long after the fiscal year had begun.

The initial stages of the budgetary process occurred at an annual
fall national financial conference, which brought together officials of
the Ministry of Finance and ^ach qf the provincial finance depart-
ments. Debate at this meeting between central and provincial
officials is said to have focused on the aggregate expenditure level to
be permitted in each province (Ko Chih-ta 1957a; Lin Yiin, 35). Be-
cause the central government always assigned a combination of
shared, adjustment, and subsidy revenues sufficient to cover this ap-
proved expenditure level, the specific sources for financing these
expenditures, from the point of view of the provinces, were a second-
ary consideration. The name of the system, "taking expenditures to
determine [provincial] revenues" (i-chih, ting shou), indicated that
the crucial decision was the annual determination of expenditure
levels (Lin Yiin, 38).

Provincial and local governments were interested primarily in es-
tablishing an independent fiscal base that would provide them with
regularly increasing revenues to finance local programs. Although in
theory each province's portion of income shared at a fixed rate was
not to be changed, in practice sharing rates were subject to annual
adjustment (Ch'en Hsueh, 12). Provincial officials complained about
these adjustments for two reasons. First, they introduced an addi-
tional element of uncertainty into provincial revenue sources and
made planning more difficult. Indeed, one provincial official charged
that because of the center's annual redetermination of revenues and
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expenditures, there was "no way for local finance to play any role in
comprehensive long-run local economic planning" (Heng K'ai, 8).
Secondly, annual readjustment of sharing rates upset financial ar-
rangements between the province and subprovincial levels of budge-
tary administration. A Kwangtung official specifically stated that re-
adjustment of central-provincial sharing rates caused the provincial
finance department many difficulties because it, in turn, was forced
to make changes in the revenue-sharing arrangements it had estab-
lished with subordinate municipalities and hsien (Heng K'ai, 8).

In short, both because sharing rates were set low and because in
practice the rates were subject to adjustment, provincial govern-
ments did not have a stable fiscal base from which to finance regu-
larly increasing expenditures.

Finally, the lengthy process of approving the unified budget re-
sulted in delays that undermined the ability of the center to control
efficiently the structure of local expenditures. Following the fall na-
tional financial conference that established provincial expenditure
ceilings, the Ministry of Finance in cooperation with the State Plan-
ning Commission established the expenditure ceiling in each of the
budgetary categories. After the detailed provincial expenditure bud-
get was drawn up by the province, it was resubmitted to the minis-
try. The ministry had to coordinate the provincial budgets with those
of 89 different central government authorities that together formed
the unified national budget (Ko Chih-ta 1956a). The process of coor-
dinating these vertical and horizontal plans and budgets was ex-
tremely time consuming. The national draft budget did not become
the official budget until after it had been approved by the national
legislative body, the People's Congress. Only after this national ap-
proval was each provincial budget in turn submitted to Provincial
People's Congresses for approval, after which it became the official
operational budget.

In summary, the piecemeal reforms introduced since 1951 failed to
satisfy the demands of provincial officials for a restructuring of the
fiscal system. However, consideration of further reforms continued.
Particularly after Mao's speech, "On the Ten Major Relationships,"
there was a new, more open effort to find a solution to the long-
standing problems of the fiscal system (Mao Tse-tung 1977). This
culminated in the promulgation of the 1958 reforms-the subject of
the next chapter.



3
The 1958 decentralization

This chapter examines the detailed provisions of the economic re-
form that was initiated in 1958 and offers specific hypotheses to test
the degree to which the decentralization reduced the ability of the
central government to carry out the interregional resource transfers
that were so characteristic of the First Five-Year Plan period. The
results of these tests and supporting analysis suggest that although
provincial and local governments gained considerable administrative
authority, the central government continued to exercise far-reaching
control over the interregional and intersectoral allocation of re-
sources. Although it has frequently been suggested that the decen-
tralization represented a deliberate policy choice favoring efficiency
and growth over equity, these tests, as well as qualitative evidence
presented in this chapter, suggest that the fundamental commitment
of the leadership to a path of relatively equitable development was
not abandoned after the First Five-Year Plan.

Elements of the decentralization

The economic reform announced in 1957 expanded the system of
revenue sharing, gave provincial governments greater authority to
determine the composition of their expenditure budgets, and gener-
ally provided for increased local authority in the management of
local economic affairs, including for the first time a role in the man-
agement of central government enterprises.

Revenue sharing

The heart of the reform was the provision that provinces would re-
ceive a large fixed portion of a substantially broadened revenue-shar-
ing base. Because the revenue-sharing rates were to be fixed over a

90
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five-year period, provinces for the first time would automatically re-
ceive a share of increased revenues that would accompany rising
industrial and agricultural output.1 In effect, the old system in which
revenues retained by each province were determined by the level of
expenditures necessary to underwrite the centrally approved provin-
cial economic plan and in which revenue-sharing rates were adjusted
annually (yi-chih ting-shou, yi-nien yi-pien) was partially replaced by
a system in which expenditures were determined by revenues and
revenue-sharing rates were fixed for five years (yi-shou ting-chih,
wu-nien pu-pien). This combination of fixed sharing rates and the
adoption of the philosophy that revenues would determine expendi-
tures was enormously important because it meant that provinces
would no longer have to bargain with the center for annual expendi-
ture increases. As revenues grew over time, provincial governments
would automatically receive a proportionate share of the increase.

Equally important, the revenue-sharing base was broadened, in-
cluding for the first time the profits of central government enter-
prises. Twenty percent of the profits of enterprises transferred to
local management and of many enterprises remaining directly under
the center was assigned as provincial government revenue. This al-
lowed provinces to share the most important single source of state
revenue.2 The industrial and commercial and agricultural taxes were
shifted from "revenue shared at a fixed rate" to the category of "reve-
nue shared by adjustment." The categorization of other revenues was
not changed from that established in earlier years.

Each province was assigned shared revenues to cover all its nor-
mal expenditures. Provinces whose local fixed income was insuffi-
cient automatically received 20 percent of enterprise profits as local
income. Provinces whose normal expenditures were not met by
these two sources combined were assigned a share of adjustment
revenues. Only if 100 percent retention of adjustment revenues was
insufficient to finance local expenditures would the center provide
direct subsidies. Thus, the new system was designed to finance most
provinces' normal expenditures from shared revenues and end pro-
vincial dependence on central subsidies.

Local expenditure authority

Local governments simultaneously were given increased authority
over the disposition of these growing local revenues. Most important,
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the center reiterated the provision initially introduced in the 1956
fiscal reform. This allowed provincial governments to arrange the
structure of their own expenditures within an overall expenditure
ceiling imposed by Peking. The 1958 reform, by fixing revenue-shar-
ing rates over a period of several years, in effect meant that this
ceiling would automatically increase each year rather than being
fixed by the center annually.

Secondly, the long-standing complaint that year-end provincial
surpluses were treated as part of provincial income in the following
year was also resolved in favor of provincial interests. Beginning
with 1957, retained surpluses were no longer to be offset by a reduc-
tion in shared revenues or central subsidies. In addition, the use of
surpluses was to be arranged by the provinces themselves instead of
being stipulated by the center.

Finally, provincial governments' sources of extrabudgetary income
were increased. The reform called for local retention and manage-
ment outside the budget of the agricultural surtax, the municipal
public utility surtax, and a 1 percent surtax on the industrial, com-
mercial and commodity taxes. Although the agricultural surtax was
already a source of extrabudgetary income for local governments, the
public utilities surtax previously had been included in budgetary
revenues. The other surcharges were also new because they had
been abolished in earlier years. Local governments managed all
these funds independent of central control.

These provisions of the decentralization represented concessions
to provincial interests. Provincial governments wanted additional
financial resources assigned to them on a more permanent basis to
reduce their dependence on adjustment revenues and central sub-
sidies and to facilitate local planning. In addition, they wanted free-
dom to utilize the surpluses they had accumulated either through
overfulfillment of revenue quotas or economizing on expenditures.

These provisions for revenue sharing and for increased local fiscal
authority, summarized above, have been widely noted in Western
studies of the decentralization. The fiscal reform and the subsequent
dramatic increase in the provincial share of total national expendi-
tures, the devolution of most central government enterprises to local
management, as well as other changes in the system of economic
planning announced in 1957 and 1958 have been cited in many
Western studies as marking the effective end of centralized eco-
nomic planning in China. These studies advance the hypothesis that
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the direction of national economic development since 1957 has been
determined through independently compiled provincial economic
plans, rather than through a nationally integrated economic plan in
which major spatial and sectoral allocation decisions reflect the pref-
erences of the central political leadership.

However, I believe this view overlooks the limits that were placed
on provincial and local governments by the decentralization. Just
like earlier reforms, the 1958 decentralization provided a series of
policy instruments through which the center could continue to con-
trol the overall level of expenditures of provincial governments. Al-
though allowing some greater freedom for local governments to con-
trol the structure of their expenditures, the reform reflected an acute
Chinese perception of the increased interregional inequality that
would result if resource-allocation powers were devolved in a whole-
sale fashion. This concern was directly reflected in several reform
provisions.

First, although the directive initially appears to have transferred
important new revenues to provincial governments and removed re-
strictions on aggregate provincial expenditures, in fact, the center
continued to restrict expenditures of more developed provinces to
levels far below the revenues they collected. Secondly, although the
directive seems to remove any remaining central controls over the
composition of local expenditures, the basic mechanisms of central
government control were only marginally modified by the formal
decentralization measures. Finally, although most have argued that
the decentralization had profoundly inegalitarian results, the new
system had several provisions militating against this development.

Continued control of aggregate provincial expenditures. Key fea-
tures of the reform undercut the operational significance of the seem-
ingly generous revenue-sharing provisions of the decentralization.
The essential point of the decentralization in this respect was the
definition of "normal expenditures" (cheng-ch'ang chih-chu) (State
Council 1957c; Lin Yiin (no. 10), 42). This was crucial because the
normal expenditure base was used to calculate the sharing rates for
taxes that were in the category of "adjustment revenues." The lower
this base, the lower the provincial retention rates necessary to
finance "normal expenditures."

Normal expenditures in each province were based on 1957 budget-
ary outlays for local economic construction; health, education, and
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Table 3.1. Provincial investment, 1955 and 1957 (mi/lions of yuan)

Year

1955
1957

Total budgetary
investment (including
central government)

8,630a

11,9056

Provincial

amount

1,500*
2,500°

budgetary investment

as % of
total investment

17
21

as % of
total provincial
expenditure^

23
28

Note: All data are based on final accounts.
Sources: Li Hsien-nien 1956,7 . Li Hsien-nien 1958,9 . Calculated based on provincial ex-
penditure data in Table 1.4.

welfare; and local government administration. Funds for capital con-
struction, relief of natural calamities, and large-scale migration were
specifically excluded. These programs were to be funded through
special appropriations from Peking rather than from locally retained
revenues.

The crucial exclusion was capital investment. As noted in Chapter
2, prior to 1958 investment was preponderantly centrally financed.
Even so, provincially financed investment was not an insignificant
portion of total provincial expenditures. Data on the division of bud-
getary investment between the central and provincial governments
are given in Table 3.1. These data show that in 1955 and 1957 about
one-fourth of total provincial expenditures consisted of capital in-
vestment. Because provincial investment was not included in the
normal expenditure base, the revenue-sharing system established in
1958 did not put provincial finance on a fully independent basis.

In effect, because the sum of local, shared, and adjustment reve-
nues covered only about three-fourths of their expenditures, the prov-
inces' position had not improved significantly from the 1954-7 pe-
riod, when these same categories of revenue covered 60 to 80 per-
cent of their expenditures (Government Administrative Council
1953, 82). As in the past, most provinces still depended on Peking's
subsidies to finance a substantial portion of their total expenditures.
Because these subsidies were adjusted annually, provinces did not
have an assured means of regularly increasing their total expendi-
tures. Actually, as will be shown later in this chapter, the position of
the provinces deteriorated because the decentralization of enterprise
management increased their required expenditures.
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Continued control of the composition of provincial expenditures. A
key element of the 1958 reform was the provision authorizing provin-
cial governments to arrange their own expenditure budgets. How-
ever, in practice the central government continued to influence the
composition of provincial expenditures through a system of unified
revenue and expenditure accounts. There was* however, some re-
duction in the degree of disaggregation of local expenditure targets
that reduced the inflexibility of the pre-1958 system of budgetary
control and reflected marginally increased local fiscal authority. For
example, as discussed in Chapter 2, social expenditures in each prov-
ince in 1955 were divided into nine appropriations (k'uan). In 1959
there were still nine divisions that were almost identical to those that
had existed in 1955 and 1956. There was, however, some simpli-
fication and consolidation of accounting categories at lower levels of
disaggregation. The appropriation for education was no longer di-
vided into sixteen items as in 1955, but was instead broken down
into only six categories. For example, the four higher education
items (higher education expenses, expenses for sending students
abroad, other higher education expenses, and expenses for minority
academies) were consolidated into a single higher education expen-
diture item. Comparable consolidations were made within other ap-
propriations. The number of functional expenditure divisions, the
lowest level of disaggregation, was reduced from thirteen to six (Min-
istry of Finance 1959a, b).

On purely theoretical grounds one would, of course, predict that
the use of more aggregated expenditure targets would enhance the
autonomy of local governments (Montias). One might hypothesize
that this enhanced autonomy would be reflected in greater variations
among provinces in the pattern of educational expenditures, perhaps
reflecting educational philosophies and priorities that differ across
regions of China. This of course remains conjecture because provin-
cial expenditure data are rarely published in fully disaggregated
form.

Formally, however, the somewhat simplified system of budgetary
accounts appears to have still imposed substantial constraints on the
ability of local governments to arrange their own expenditures. Rather
than allowing provincial governments to utilize their authority to ar-
range their own expenditure budgets within the limit imposed by the
sum of their local and shared revenues, the central government conti-
nued to stipulate the composition of local expenditures and restrict
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the authority of provincial governments to make significant adjust-
ments once these expenditure ceilings had been established. In 1959,
expenditure ceilings were established for forty-seven appropriation
(k'uan) items, compared with thirty-one in 1955. The increase in the
number of categories was concentrated under the heading of eco-
nomic construction. This facilitated control of the expenditures of in-
dustrial enterprises that had been transferred to local management.
Prior to the decentralization, industrial enterprise expenditures were
carried under a single appropriation entitled "local industry." How-
ever, in 1959 there were eleven separate appropriations to cover vari-
ous types of industry managed by local governments.

Once the provincial budget had been approved by the center, addi-
tional expenditures required specific advance approval from the Min-
istry of Finance. Local governments could make adjustments within
each of the appropriations, as long as they did not increase the expen-
diture within the appropriation as a whole and as long as they did not
influence the overall ability of the Ministry of Finance to carry out the
planned budget (Ministry of Finance 1959a, 65). The ability to make
these adjustments represented an expansion of provincial authority
compared to the First Five-Year Plan period when, as pointed out in
Chapter 2, even adjustments among items within a single appropria-
tion were not permitted without central approval. After the decentral-
ization, for example, the provinces could increase their expenditures
for higher education while decreasing outlays on primary and middle
school education, if they remained within the overall limit on social
expenditures placed by the central government.

The decline in the degree of disaggregation of local expenditure
targets and the increased authority to adjust expenditure plans gave
provincial governments increased ability to modify their expenditure
programs during the fiscal year. This undoubtedly enhanced incen-
tives to reduce expenditures to transfer the saved funds to other
programs.

Decentralization and regional inequality. In addition to continued
control of the level and composition of provincial expenditures, sev-
eral specific elements of the reform reflected Peking's concern over
the potential trade-off between decentralization and interregional
equality. This concern stemmed primarily from the geographic con-
centration of central government enterprises. Despite a substantial
allocation of investment resources for inland provinces in the First
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Table 3.2. Planned central enterprise
profits, 1958 (millions of yuan)

Province

Shanghai
Liaoning
Anhui
Kweichow
Tsinghai

Profits

1,300
1,200

100
23
14

Source: Lin Yun (no. 11), 46.

Five-Year Plan period, most central government enterprise revenues
still came from a few key coastal provinces. Uniform rates of profit
sharing would thus provide some areas with enormous increases in
revenues, while in others there were few profits available for sharing.
Table 3.2 shows that the level of planned profits of central govern-
ment enterprises ranged from well over a billion (American billion)
yuan in Shanghai, to about one-hundredth of this amount in Tsinghai.
The potentially inegalitarian consequences of profit sharing in this
highly dualistic environment were alleviated by two means.

First, Shanghai, Liaoning, Peking, and Tientsin, the areas with the
greatest concentration of central government enterprises, were not
allowed to retain any share of enterprise profits (Ministry of Finance
1957a; Hsu Fei-ch'ing 1957, 4). This applied to both enterprises that
remained under direct central control and enterprises that were
transferred to local management. Thus local management did not
always mean that a share of enterprise profits was retained locally.
These four provinces were also denied any share of the industrial
and commercial and agricultural taxes collected in their areas. All
these revenues remained under direct central control.

Secondly, the center set the sharing rate on enterprise profits rela-
tively low. During the formulation of the decentralization, higher
rates of sharing had been considered (Lin Yun (no. 10), 45; Hsu
Fei-ch'ing 1957, 4). But it was found that if the rate was set above 20
percent many provinces, in addition to the four mentioned above,
would be able to finance all their normal expenditures without any
adjustment revenues or subsidies. Because the central government
wanted to retain some leverage over local aggregate expenditures,
and to provide incentives for local governments to collect industrial
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and commercial and agricultural taxes, they set the rate at 20 percent.
They then could set sharing rates for adjustment revenues and sub-
sidies to determine each province's total retained income.

Finally, the central government made several special concessions
to autonomous regions (Ministry of Finance 1957c, 1958e; Hsu Fei-
ch'ing 1957, 4; Wen Cheng-i 1958a, b). Because of their relative
backwardness and higher expenditure requirements, autonomous re-
gions were automatically assigned all revenues from the shared and
adjustment categories. That is, they were allowed to retain not 20 but
100 percent of enterprise profits, and all revenues in the adjustment
category. On the expenditure side, local capital construction expen-
ditures were included in their normal expenditure base.

Extrabudgetary funds. The decentralization directive outlined
three sources of extrabudgetary funds for local governments. Al-
though these funds were not subject to central budgetary control,
their significance should not be overemphasized. The agricultural
surtax, which was by far the most important of the three, had actually
been a source of extrabudgetary funds for local governments since
1950. The surtax rate continued to be controlled by the central gov-
ernment. The basic surtax in 1958 was set at 15 percent, the same as
in 1957. However, the directive increased the maximum surtax to 30
percent in areas specializing in commercial, as opposed to grain,
crops (State Council 1957d, 13; 1957e). As a result, agricultural sur-
taxes increased from about 400 million yuan in 1957 to about 440
million yuan in 1958 and 1959 (Li Hsien-nien 1959, 22).

The municipal public utilities surcharge and industrial and com-
mercial surcharges were both new sources of extrabudgetary funds.
Although the utilities surtax had been collected since 1953, prior to
the decentralization it was included within the scope of the state
budget and was carried under the category of "other revenue." Evi-
dence from scattered local budgets suggests that these funds may
have amounted to 110 to 120 million yuan annually after the decen-
tralization.3 The industrial and commercial surtax provided local gov-
ernments with an additional 140 to 145 million yuan in extrabudget-
ary funds in 1958 and 155 to 160 million yuan in 1959.4

The expansion of the sources of local extrabudgetary funds in-
creased their volume from about 400 million yuan in 1957 to about
690 to 705 million yuan in 1958 and about 705 to 720 million yuan in
1959. Because local governments had complete freedom in determin-
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ing the uses of these funds, the expansion enhanced the ability of
local governments to pursue programs independent of central gov-
ernment control. However, the significance of these funds should not
be overestimated. They were, for example, equivalent to about 3
percent of local budgetary expenditures in 1958 and 1959.5

Summary

The discussion above suggests that the economic reform instituted at
the end of the First Five-Year Plan did not represent a deliberate
policy choice favoring efficiency and growth at the expense of eq-
uity. The reform provided for continued central government control
of each province's total expenditures as well as for some influence
over the composition of those expenditures. In addition, specific
measures were instituted to assure that revenues available in the
less-developed areas would be adequate to maintain the level of
thqir locally financed programs.

Although the reform itself seems to provide potential mechanisms
for continued central government control over major resource-alloca-
tion decisions, it is not clear that the center actually was able to
exercise these powers. Indeed, frequent wide discrepancies between
official regulations and actual practice have led Western commenta-
tors to assume that formal economic regulations and directives are
sometimes either ignored or distorted in practice from their original
intent (Perkins 1968, 624).The empirical data presented in the fol-
lowing section are designed to determine if the center did exercise
the powers outlined in the formal decentralization directives and to
test whether or not the economic reform did in fact have important
consequences for interprovincial inequality.

Hypotheses and empirical tests

As noted in Chapter 1, many studies have argued that the decentral-
ization substantially diminished the ability of the central government
to control basic resource-allocation decisions. After the decentraliza-
tion, the share of national budgetary revenues collected directly by
the central government declined from 40 to 20 percent. As a result,
Peking became increasingly dependent on fiscal remittances from
more-developed provinces both for revenues to subsidize poorer prov-
inces and for revenues to finance programs managed directly by the
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central ministries. Wealthier provinces are believed to have in-
creased their ability to resist the demands of the center for the remit-
tance of revenues. As a result, it is believed that the ability of the
central government to utilize national planning to achieve its eco-
nomic goals was substantially impaired.

The fundamental economic implication of this line of analysis is
increasing interprovincial inequality. As noted in Chapter 2, during
the First Five-Year Plan the central government consistently trans-
ferred income and wealth from many well-developed provinces to
more backward areas. A significant diminution of this redistributive
power would have important implications for the pattern of Chinese
social and industrial development. It would lead to a relative decline
in the level of social services provided in the less-developed areas
and a tendency for investment and industrial growth to become more
concentrated in the areas of greatest existing industrial capacity. In-
deed, proponents of the view that the decentralization substantially
blunted the redistributive policies of the central government and led
to a considerably more autarkic pattern of development agree that
"reliance on local resources, whether material or managerial, for in-
vestment to expand output is inevitably a system of 'to him that hath
shall be given' " (Donnithorne 1972b, 613).

Because this view is not supported by my analysis of the provi-
sions of the decentralization, an examination of the actual changes in
the pattern of resource allocation may provide an additional perspec-
tive from which to evaluate the distributive consequences of the
reform. The remainder of this section develops two specific empiri-
cal tests that can be used to examine the validity of the hypothesis
that economic development after 1957 was marked by increased pro-
vincial autarky. The subsequent sections present the empirical tests
of the hypotheses and an analysis of the results.6

The social expenditure hypothesis

If the decentralization led to greater provincial control of revenues
collected, it would have resulted in a markedly different pattern of
social expenditures beginning in 1958. More-developed provinces
that had remitted most of their revenues to Peking in the predecen-
tralization period would have vastly greater resources at their dis-
posal. They could use these to maintain or increase the level of
social services, which as we saw in Chapter 2 were primarily pro-
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vided from local budgets.7 Because the hypothesis of increased pro-
vincial autarky holds that the remittances of the wealthier provinces
to the center were reduced, the central government would no longer
have the resources necessary to subsidize backward areas that were
previously dependent on net central government subsidies. Thus I
hypothesize that social expenditures in these areas would decline as
compared with less dependent (i.e., more developed) provinces.

This hypothesis does not depend solely on an increase in social
expenditures in more developed areas, but rather a rise relative to
less-developed areas. This could arise from a larger increase in ex-
penditures in less-dependent provinces, a fall in expenditures in
more-dependent provinces, or a combination of these two factors.
Reduced expenditures in more-dependent provinces would be more
important if the decentralization dramatically diminished the central
government's fiscal resources and redistributive powers. This is, of
course, the central contention of those subscribing to the "autarky
hypothesis."

The investment hypothesis

The second test focuses on the distribution of fixed investment. If
the hypothesis of increased autarky is valid, there would be a sharp
decline in the interprovincial mobility of capital. Given the absence
of long-term capital markets and the short-term nature of bank loans
in China, the budget of the central government was the only avail-
able policy instrument for redistributing significant investment funds
among regions. A diminution of central fiscal authority and a con-
comitant rise of provincial autarky would result in a marked increase
in the share of total national investment in provinces with propor-
tionately greater fiscal resources and a concomitant decline in the
investment shares of the less-developed provinces.8 Provinces that
previously lost most of their revenues to the center, either through
remission or through direct central government collection, would
now be able to use these resources to increase substantially their
own investment expenditures. For example, as pointed out in Chap-
ter 2, even a modest increase in the ability of Shanghai to convert its
resources to local use would have produced a substantial increase in
total investment within the municipality. Investment in many less-
developed provinces, on the other hand, was more dependent on
central government subsidies or on projects directly managed by



Table 3.3. Provincial per capita social expenditures, 1953-9 (yuan)

Province 1953 1954 1955 1956 1957 1958 1959

Average for all
all provinces

Northeast
Liaoning
Kirin
Heilungkiang

North
Hopei3

Shantung
Honan
Shansi
Inner Mongolia
Peking

East
Kiangsu
Anhui
Chekiang
Shanghai

Central
Hupei
Hunan
Kiangsi

South
Kwangtung
Kwangsi
Fukien

Southwest
Szechuan
Kweichow
Yunnan

Northwest
Shensi
Kansu
Tsinghai
Sinkiang

6.5

3.8

3.4

3.9 5.1 5.4

7.9

7.3

5.4

1.1

3.9

3.9
3.1
4.5

8.9

6.1
6.0

4.3
2.7
2.9
5.1
5.0

20.0

3.3
3.6
2.8

10.2

4.1

3.9
3.1

2.3
2.1
2.7

4.9

7.9
10.3

7.7
8.5
8.2

7.0
3.6
3.7
6.7
8.7

22.9

4.7
4.9
4.2

15.5

4.3
3.5
4.8

5.1
5.0

2.8
3.2
3.6

6.2

14.9
14.5

7.5
9.0

6.6

4.1
6.5
9.1

19.2

5.0
4.6
4.2

19.9

3.7
5.0

5.6

3.3

5.5
14.6
11.9

9.4

4.4
4.1

9.2

5.2
4.0

20.1

3.4
5.2

5.4

3.1
3.4
4.2

5.7
19.0
13.9

12.2

7.8

9.2

6.5
5.6

20.4

3.9

3.4
4.3
4.4

7.7

13.9

Note: All data are based on final accounts. Provincial data and average for all provinces in-
cluded only expenditures financed through provincial budgets. Discussion of centrally fi-
nanced social expenditures is in Chapter 2. includes Tientsin for 1957 and 1959.
Sources: Calculated from expenditure data in Appendix Table A.3 and population data from
Teiwes, Table 16 (p. 169), which are based on official data for 1953 and 1957 with the fol-
lowing exceptions: For Kwangtung, I have used the adjusted growth rate suggested by John
S. Aird (1974, 13). For municipal population data (not given in Teiwes), I have used data
based on official sources adjusted for boundary changes that occurred in Peking and Shang-
hai in 1958 and 1959. These changes, which were rather substantial, are discussed in Ullman,
Appendix D (pp. 42-4) . I have adjusted the provincial population data given by Teiwes for
Kiangsu and Hopei to reflect the population transferred to Shanghai and Peking, respectively.
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central ministries. A diminution of Peking's redistributive powers
would cut sharply their levels of investment.

It is important to recognize that confirmation of this hypothesis of
increased provincial autarky requires a significant increase in the
share of national investment in more-developed regions. That is,
simply a shift in the level of control of investment projects from the
center to the provinces without a change in the overall distribution
should not be interpreted as a trend toward provincial autarky. The
shift in the level of management of investment projects did have
important implications that will be brought out in Chapter 4, but this
is to be distinguished from an increase in the ability of more-devel-
oped provinces to withhold their resources from central government
redistribution.

Data and test results

The social-expenditure test. Table 3.3 summarizes social expendi-
ture data from provincial fiscal reports. All the data represent final
account figures rather than planned budgetary expenditures. Prior to
decentralization, the pattern of interprovincial variation in per capita
social expenditures did not vary significantly from year to year. This
pattern is not noticeably changed in the postdecentralization years of
1958 and 1959. Although provinces experienced differential rates of
increase in per capita social expenditures, they were not appreciably
larger than those of the 1955-7 period. Consequently, the ranking of
provinces by expenditure level showed little change. Moreover, the
ratio between the highest and lowest expenditure levels did not in-
crease.9 In short, there is little initial reason to suspect that wealthier
provinces were able to increase their expenditures more than back-
ward provinces.

More precise statistical tests also support the view that the center
apparently continued to control at least total outlays for social expen-
ditures on a province-by-province basis and that preventing in-
creased interprovincial inequality was a significant policy goal. In
particular, provinces that were more dependent on central govern-
ment subsidies to finance their local expenditures in the First Five-
Year Plan were actually quite successful in maintaining or even in-
creasing the level of social services in 1958 and 1959. For example
Kansu, Sinkiang, and Tsinghai, which were shown in Table 2.9 to be
the regions most dependent on central government subsidies, were



Table 3.4. Provincial per capita output, 1957 (national average - 100)

Province

Northeast
Liaoning
Kirin
Heilungkiang

North
Hopei
Shantung
Honan
Shansi
Inner Mongolia
Peking
Tientsin

East
Kiangsu
Anhui
Chekiang
Shanghai

Central
Hupei
Hunan
Kiangsi

South
Kwangtung
Kwangsi
Fukien

Southwest
Szechuan
Kweichow
Yunnan

Northwest
Shensi
Kansu
Tsinghai
Sinkiang

Industry and
agriculture

200
132
185

93
74
70
97

115
191
391

86
74
93

587

104
80
90

95
74
79

77
75
82

106
89

137
132

Industry

401
157
219

56
62
29
95
68
73

1,101

83
37
78

1,550

75
41
52

82
34
69

56
30
48

58
36
40
65

Agriculture

81
117
166

115
82
95
98

143
21
21

88
97

103
12

122
103
111

102
97
85

90
102
103

135
119
194
171

Source: Appendix Tables A . 1 , A.2, and official provincial population data.
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able to increase their expenditures for social programs 28 percent in
1958 while total national outlays on social programs actually fell by 6
percent (Li Hsien-nien 1958, 1959). The growth of the social expen-
ditures of these provinces continued to outstrip the national average
in 1959.10 Thus some provinces that were more dependent on the
central government prior to 1958 actually were able to increase their
social expenditures more, on the average, than were those richer
provinces that historically had remitted part or even most of their
revenue to the center.

Similarly, the level of provincial economic development in 1957,
shown in Table 3.4, is a very poor predictor of changes in social
expenditure after 1957. Provinces with higher levels of per capita
agricultural and industrial output did not succeed, on the average, in
increasing their social expenditures relative to the less-developed
provinces.11

The outstanding characteristic of these results is the absence of the
systematic shift in resource allocation predicted by the hypothesis of
provincial autarky. Peking's continued control of the fiscal system
assured that despite the substantial interprovincial variation in the
level of economic development, the decentralization did not result in
a relative decline in the level of social services provided in less-de-
veloped areas. In short, there appears to be little support here for the
hypothesis that the decentralization undermined the ability of the
central government to achieve important distributive objectives.

It has been argued that increased extrabudgetary outlays for social
programs, which are not included in Table 3.3, vitiate this empirical
test of the change in the distribution of social expenditures. In re-
sponse, it should be pointed out that social programs financed out-
side the budget in the 1950s were quite limited. The health and
welfare benefits provided through the labor insurance program of the
All-China Federation of Trade Unions were the most important
source of extrabudgetary funds devoted to social programs. These
funds, however, were only about 3 to 6 percent of budgetary outlays
for social programs during the First Five-Year Plan12 and available
evidence, discussed in Chapter 4 suggests that they were incorpo-
rated into the state budget in 1958 or 1959. Extrabudgetary funds of
local governments, discussed above in this chapter, were also rela-
tively limited, under 5 percent of their total budgetary expendi-
tures.13 Consequently, although there was certainly some increase in



Table 3.5. Provincial investment, 1953-9 (in millions of yuan and as a percent of national
investment)

Province

Northeast
Liaoninga

Kirin^
Heilungkiangc

North
Honan
Shansi*
Inner Mongolia
Pekinc/

East
Kiangsu
Anhui'
Shanghai

Central
Hupei*
Hunan
Kiangsi"7

South
Kwangtung"
Kwangsi0

Fukien^

Southwest
Szechuan^
Kweichowr

Yunnan5

Northwest
Shensif

Kansu*7

Tsinghai"
Sinkiang1^

1953-7
(cumulative)

million
yuan

7,770
2,150
3,300

2,590
2,139
1,139

1,080
1,186
1,371

2,210
1,217

631

1,438
446
375

370
791

2,200
2,175

603
2,049

%of
nat.
invest.

14.1
3.9
6.0

4.7
3.9
2.1

2.0
2.2
2.5

4.0
2.2
1.1

2.6
.8
.7

.7
1.4

4.0
4.0
1.1
3.7

1957
(cumulative)

million
yuan

1,300
325

1,430

694
724
339

365
268
372

668
310

490

118

547
130
280

575
725
166

%of
nat.
invest.

9.4
2.3

10.3

5.0
5.2
2.4

2.6
1.9
2.7

4.8
2.2

3.5

.9

4.0
.9

2.0

4.1
5.2
1.2

1958
(cumulative)

million
yuan

2,043
650

1,570

1,735
1,293

925
1,230

915

1,101

1,250
790
472

980

437

520
555

815
1,015

380
690

%of
nat.
invest.

7.7
2.4
5.9

6.5
4.8
3.5
4.6

3.4

4.1

4.7
3.0
1.8

3.7

1.6

1.9
2.1

3.1
3.8
1.4
2.6

1959
(cumulative)

million
yuan

878
1,600

1,342
1,277

960

1,395

1,600
1,300

632

1,275

580
633

1,100
1,052

860

%of
nat.
invest

2.8
5.0

4.2
4.0

3.0

4.4

5.0
4.1
2.0

4.0

1.8
2.0

3.4
3.3

2.7

Note: The Chinese investment aggregate reported in this table, "basic capital construction in-
vestment" (chi-pen chien-she t'ou-tzu), includes expenditures for building and installation,
purchase of equipment, tools and fixtures, and ancillary expenses. Functionally, it includes
the following sectors: industry, agriculture, water conservancy, forestry, transportation, post
and telecommunications, culture, education, health, and urban public utilities. The data in
this table generally include all investment irrespective of the source of funds. That is, these
numbers include local investment financed through the provincial budget; direct central gov-
ernment investment undertaken within a province financed through the center's budget; and
extrabudgetary investment. However, in a few cases it is not possible to determine from the
Chinese sources whether or not extrabudgetarv investment funds are included within re-
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extrabudgetary expenditures for social programs, they appear to have
been relatively small in relation to the budgetary data on which the
empirical tests are based.

One might suspect, however, that had more-developed regions
gained increased control of the disposition of their revenues they
would have chosen to allocate most of them for productive invest-
ment rather than for providing increased social services. This is par-
ticularly likely to have been the case because the policy of the pe-
Table3.5. (cont.)

ported investment aggregates. The sum of provincial totals shown above is, however, less
than aggregate national investment for two reasons. First, I have not been able to locate data
for all provinces in all years. For example, for the period of the First Five-Year Plan data are
not available for six important provinces: Chekiang, Hopei, Peking, Shantung, Tientsin, and
Szechuan. However, even after allowance for these provinces is made, aggregate provincial in-
vestment falls 10 to 15 percent short of total national investment. This arises because some
extrabudgetary investment probably is not included and some investment occurs that appar-
ently is not distinguished by area. [State Planning Commission, National Economic Sum-
mary Planning Bureau, Methods Office, "Kuan-yu 1958 nien-tu kuo-min ching-chi chi-hua
piao-ke chu-yao pien-tung ch'ing-k'uang ti shuo-ming" (An explanation of important changes
in 1958 national economic plan forms), Chi-hua ching-chi, no. 8, 1957: 26] . Although I
have not found any discussion in Chinese sources of the nature of this investment, presum-
ably it includes railroad rolling stock and other types of investment that are not allocable to
a specific province.
Sources and methods: The numbers reported in this table come directly from or are calcu-
lated on the basis of a very large number of individual provincial reports on capital invest-
ment. Numbers from different sources frequently appear to be in conflict. For example, it is
frequently not clear whether or not reported provincial investment aggregates (1) are inclu-
sive or exclusive of direct central government investment; (2) are inclusive or exclusive of
extrabudgetary investment. However, when all the reports for a single province are examined
it is generally possible to resolve any apparent discrepancies and to determine the coverage
of the reported investment magnitude. The sources cited below include only those used to
derive the numbers in the table, rather than all the reports examined for each province.
a Liao-ning jih-pao, 3 December 1958, 26 September 1959. Foreign Broadcast Information
Service, Daily Report, 14 February 1958. Chi-lin jih-pao, 11 November 1957, 6 June 1959,
25 May 1960. cHei-lung-chiang jih-pao, 6 February 1959, 25 January 1960. Cheng-chou
jih-pao, 4 January 1958; Ho-nan jih-pao, 1 January 1959. e Shan-hsi jih-pao, 12 May 1958,
10 October 1959, 24 May 1960. Hu-pei jih-pao, 31 December 1957, 11 September 1959.
9Pei-ching jih-pao, 11 September 1959. Ch'en Shu-t'ung 1959.'Anhui jih-pao, 30 April
1958, 29 September 1959.JChieh-fang jih-pao, 1 June 1959, 18 May 1960. kInner Mongolia
Statistical Bureau, 67; Nei-meng-ku jih-pao, 23 August 1960.'shang Tzu-chin 1959; Hsin
Hu-nan pao, 4 May 1958, 23 December 1960. mHsuKuang-yCJan 1959; Chiang-hsi jih-pao,
1 January 1958, 29 June 1960. "Wei Chin-fei 1959; Nan-fang jih-pao, 22 March 1959, 5
October 1959, 4 April 1960. °Kuang-hsi jih-pao, 24 July 1956, 29 December 1960. PFu-
chien jih-pao, 16 January 1959, 11 February 1959. qSzu-ch'uan jih-pao, 17 August 1957.
rChang P'ing; Kuei-chou jih-pao, 30 September 1959. sYun-nan jih-pao, 5 October 1957,
8 October 1958, 3 December 1959. tHsi-an jih-pao, 29 September *\$bl; Shansi-hsi jih-pao
(Hsian), 22 July 1959, 5 February 1960. UKan-su jih-pao, 12 June 1958, 1 February 1959,
4 June 1960. VChfing-hai jih-pao, 30 September 1958, 21 May 1959. wHsin-chiang jih-pao,
1 February 1959, 29 May 1960.
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riod called for a reduction in the share of funds allocated for social
programs and government administration and an increase in the pro-
portion used for productive investment, particularly in industry. The
evidence that increased provincial autarky was reflected in invest-
ment expenditures, rather than social programs, is examined in the
discussion below.

The investment test. If the hypothesis of increased provincial au-
tarky is valid, one would expect to find a marked shift in the flow of
investment resources in favor of more-developed provinces with
greater fiscal resources after 1957. Although investment data are not
available for all provinces, Table 3.5 includes nineteen provinces for
which information on investment before and after the decentraliza-
tion has been found. These data show that more-developed prov-
inces were not able, on the average, to increase significantly their
share of total national investment.14 Specifically, level of economic
development is actually a very poor variable to use to try to predict
changes in investment after the decentralization. As in the case of
social expenditures, there is a diverse pattern of change. However,
the relatively backward provinces of Kweichow and Fukien experi-
enced the largest increases in their shares of national investment. At
the same time, several of the most-developed provinces, most nota-
bly Liaoning and Heilungkiang, experienced dramatic declines in
their investment shares.

These results, then, also do not seem to support the hypothesis of
significantly increased provincial autarky. Some more-developed
provinces were able to increase their shares of national investment,
but as a group they do not appear to have been able to reinvest a
substantially higher portion of their revenues after the decentraliza-
tion of the fiscal and planning system. Although a few less-developed
provinces experienced declines in their shares of national invest-
ment, as a group they appear to have at least held their own relative
standing in the allocation of investment resources. In short, no
simple variable such as level of development can successfully ex-
plain the shifts in resource allocation. However I believe that, in
broad outline, the changes in the pattern of investment allocation can
be explained by modifications to Chinese development strategy that
were discussed before the decentralization measures were intro-
duced. The modified investment strategy and a more detailed exami-
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nation of the pattern of provincial per capita social expenditures is
presented in the next section of this chapter.

Analysis of statistical tests

The provincial social expenditure and investment data raise a num-
ber of important questions. This section examines several of these
with the hope that the general empirical results of the previous sec-
tion will be strengthened by a discussion of central government pol-
icy regarding the distribution of social expenditures and the pattern
of regional investment.

The pattern of provincial social expenditures

One finding of this study is that the central government used the
fiscal system to redistribute substantial amounts of income. Why,
then, wasn't the center more successful in reducing the per capita
social expenditure differentials shown in Table 3.3? Moreover, what
qualitative evidence is there to support the view that the system for
financing local social expenditures was motivated in part by equity
considerations ?

I believe that it is difficult to judge the degree to which differences
in provincial social expenditures represent differentials in the level of
real services. Because of the relative stability of prices during this
period, I am confident that changes over time in provincial social
expenditures reflect changes in the level of real services provided. It
is doubtful, however, that cross-provincial comparisons of expendi-
tures are a reliable indicator of interprovincial differences in real ser-
vices. This doubt arises because urban-rural expenditure differen-
tials and regional wage variations are embodied in the expenditure
data in Table 3.3. At the same time, qualitative evidence suggests that
the system of financing social expenditures through the unified bud-
getary system was motivated primarily by a desire to mitigate the
potentially inegalitarian consequences of local self-financing.

Urban-rural expenditure differentials. Part of the differentials
shown in Table 3.3 should be interpreted as urban-rural, rather than
interprovincial, expenditure differentials. Educational, health, and
other social facilities are concentrated in major urban centers.15



Table 3.6. Municipal per capita social expenditures, 1953-9 (yuan)

1953 1954 1955 1956 1957 1958 1959

Provincial-level municipalities
Peking*7

Shanghai 11.1

Ordinary municipalities
Amoyc

(Fukien)
Anshan

(Liaoning)

(Kwangtung) 12.0
Ch'angsha

(Hunan)
Ch'engtu5'

(Szechuan)
Chungking

(Szechuan) 12.2
Harbin7

(Heilungkiang)
Hsian7

(Shensi)
Loyang

(Honan)
Liita7

(Liaoning)

(Inner Mongolia)
Shenyang"

(Liaoning)
Tsingtao0

(Shantung)
WuhanP

(Hupei)

20.0
10.2

12.2

10.3

12.0

12.5

15.5

22.9
15.5

17.1

10.5

12.7

13.0

11.9

13.8

11.8

19.2

10.7

10.7

19.2
19.9

12.4

8.3

16.3

11.0

12.1

13.7a

10.5s

11.8

14.4a

9 . 1 a

15.3

15.9

20.1 20.4

9.8*

16.5a

9 .1 a

12.3

9 . 1 a

14.9 16.8a

15.3a

Note: All data are based on final accounts except as noted.
aBased on budgeted expenditures.
Sources: Table 3.3. Ordinary municipalities, expenditure data: cShih Neng-hao. Wang
l-hsin. eWei Chin-fei 1954; Yu Mei-ch'ing; Chu Kuang; Chiao Lin-i. Yang Ju-p'eng. ^Feng
Ching-ch'uan.1957, 1958. ^Ch'en Ch'ou 1956, 1957; Tuan Ta-ming 1959.'Kao Yun-fan
1956, 1958.yYang Hsiao-ch'u 1956, 1958; Liu Keng. ^T'ien Yao-ch'i. !U Tung-ch'ao.
^Chang Ting-an. "ch'en Wei-kan. °Chang Yun-shan; Sun Kang.^Wuhan Municipal People's
Congress; Wu Neng-kuang. Ordinary municipalities, population data: Ullman, Appendix
Table 3, pp. 35-6.
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Therefore, the high per capita expenditures in Peking and Shanghai
shown in Table 3.3 partly reflect the unique provincial-level admin-
istrative status of these municipalities.

This argument is supported by an examination of social expendi-
tures in major urban centers that did not have provincial-level ad-
ministrative status. Table 3.6 shows per capita social expenditures
for Shanghai and Peking and for 14 major urban centers that did not
have provincial-level status. Comparison of Tables 3.6 and 3.3 shows
that per capita expenditures in these 14 major urban centers were
three to six times the level for their respective provinces. For ex-
ample, in 1956 per capita social expenditures in Chungking were 4.5
times the level of expenditures in Szechuan. Comparison of ordinary
municipalities with provincial-level municipalities shows that, al-
though expenditure levels in Shanghai and Peking were usually
higher than those of most ordinary municipalities, the margin of their
expenditure differentials substantially diminished compared with
the interprovincial differentials as shown in Table 3.3. For example,
Shanghai's per capita social expenditures were 5.5 and 6 times those
of Szechuan in 1956 and 1959, respectively. However, in the same
years Shanghai's per capita expenditures were only 1.2 and 1.7 times
those of Chungking, a major municipality in Szechuan.

More generally, differing degrees of provincial urbanization, shown
in Table 3.7, appear to partly explain variations in the level of social
expenditures among all provinces. Above-average per capita social
expenditures in Liaoning, Kirin, Inner Mongolia, and Hopei are
partly explained by their comparatively high levels of urbanization.
Relatively low rates of urbanization in Kweichow, Honan, Anhui,
and Hunan undoubtedly partially account for below-average social
expenditures in these provinces.

Regional wage differentials. Substantial regional price and wage
variations also make it difficult to draw general conclusions concern-
ing the degree of interprovincial inequality in the level of real social
services. Because the largest component of social expenditures is
salaries and because regional salary schedules are tied to local price
levels, part of the expenditure differentials shown in Table 3.3 are
due to interprovincial wage variations, rather than differences in real
services.

Interprovincial price and wage differentials in China are substan-
tial. Since 1956 the entire country has been divided into 11 basic



Table 3.7. Urban population as a percent of total population by
province, 1953 and 1958 (midyear)

Province

National

Northeast
Liaoning
Kirin
Heilungkiang

North
Hopei
Shantung
Honan
Shansi
Inner Mongolia

East
Kiangsu
Anhui
Chekiang

Central
Hupei
Hunan
Kiangsi

South
Kwangtung
Kwangsi
Fukien

Southwest
Szechuan
Kweichow
Yunnan

Northwest
Shensi
Kansu
Tsinghai
Sinkiang

1953

13.3

42.0
29.0
31.1

12.2
6.9
6.5

12.9
10.7

18.4
6.7
9.8

8.6
7.0
7.6

12.2
4.8

12.0

9.7
3.9
7.4

9.9
8.6
7.0

10.8

1958

14.7

42.4
29.7
35.3

13.1
9.1
7.9

14.3
21.3

17.6
7.1
9.4

11.1
7.1
8.3

13.4
4.9

11.8

9.3
6.3
7.9

13.6
13.3

8.4
14.1

Note: Urban population total for Hopei excludes Peking and Tient-
sin; total for Kiangsu excludes Shanghai.
Source: Ernest Ni.
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wage districts (State Council 1956a). Wage standards in each district
are based primarily on regional differentials in prices of typical con-
sumption goods. Regional differentials, which reach a maximum of
30 percent, are constant across all wage grades based on skill level
and also across all types of industry. For example, in a region such as
Peking, which is classified in the sixth wage standard, the mayor (a
position classified in grades 5 through 9 on a 30-grade wage scale)
and an engineer in the Shihchingshan iron and steel plant (classified
in grades 9 through 13 on an 18-grade scale) would both receive a 15
percent salary differential compared to identical jobs in a region
classified in the first wage standard. In some remote areas where the
required cost-of-living adjustment is greater than the 30 percent dif-
ferential provided by the eleventh standard, a special cost-of-living
allowance is also paid. This differential is expressed as a percentage
addition to the basic differential for the eleventh classification and
ranges from 2 to 93 percent.

The geography of wage regions is complicated. The eleven basic
regions invariably cut across provincial boundaries. Most provinces
are divided into three or four basic wage areas. One province, Sze-
chuan, is divided into ten. This means that wages frequently vary
from hsien to hsien even within a single special district. The addi-
tional cost-of-living differentials are also specified on a hsien by
hsien basis. Even within a single basic wage area, five or more spe-
cial cost-of-living allowances may be applied. However, in most
areas of the country there are no special cost-of-living allowances.
This area includes Peking, Tientsin, Shanghai, Hopei, Liaoning,
Kirin, Heilungkiang, Shensi, Shantung, Kiangsu, Anhui, Chekiang,
Fukien, Honan, Hupei, Hunan, Kiangsi, Kwangsi, Kweichow, and
Yunnan. In frontier areas, the special cost-of-living differentials are
quite high. Table 3.8 shows the highest differential in areas where
cost-of-living allowances were paid.

It is difficult to judge what proportion of the variation in provincial
social expenditures arises from regional wage diversity. First, there
is no precise information on a province by province basis (or even for
the nation as a whole) on the share of wages in social expenditures.
Wages were, however, the single largest component of these expen-
ditures. Secondly, the Chinese have not published wage indexes on
a provincial basis and it is difficult to construct such wage indexes
with available information. Although data on the wage differentials
are given on a hsien by hsien basis, corresponding hsien-level em-
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Table 3.8. Regional special cost-of-living wage differentials

Province

Inner Mongolia
Kansu

Tsinghai

Sinkiang

Kwangtung

Szechuan

Area with highest wages

O-chi-na Banner
Ma-ch'ii hsien in Southern
Kansu-Tibetan Autonomous
Chou
Yu-shu and Kuo-lo Tibetan
Autonomous Chou
Fu-yiin hsien in A-lo-t'ai
Special District
Ch'ang-kan hsien in Hainan
Administrative District.
Yai, Pao-t'ing, Tung-fang,
Pai-sha, Ch'iung-chung, and
Lo-tung hsien, all in Hainan
Li and Miao Nationalities
Autonomous Chou.
Kan-tsu, Tao-cheng, Pa-t'ang,
Li-t'ang, Se-ta, Pai-yli, Te-ko,
l-tun, and Hsiang-cheng
hsien, all in Kansu-Tibetan
Autonomous Chou.

Differential (%
above 11th standard)

46

50

97

84

8

50

Source: State Council 1956a.

ployment or even hsien population data that could be used as
weights to aggregate this data on hsien wage differentials in order to
derive provincial wage indexes have not been published.

However, it is possible to estimate crudely a province by province
index of wages based on very general information on population den-
sity and the data on regional wage differentials. This estimate, which
incorporates both the basic differential and the special additional cost-
of-living differential, is shown in Table 3.9. Wages in remote Sinkiang
and Tsinghai were 50 to 60 percent above those paid in the lowest
wage areas - Szechuan and Kweichow. Szechuan and Kweichow, as
shown in Table 3.3, had the lowest per capita social expenditures
whereas Sinkiang and Tsinghai had the highest expenditures with the
exception of the provincial-level municipalities.

Two factors, urban-rural expenditure differentials and interpro-
vincial price differentials, were the major sources of interprovincial
variation in per capita social expenditures. Expenditures were very
high in Shanghai and Peking relative to the rest of the country pri-



Table 3.9. Estimated interprovincial wage differentials

Province

Estimated overall wage
standard (including special
cost-of-living allowances)

5.5
4.5
5

4
3
3
4
6
6
6

4
3
3.5
8

2.5
2
2.5

7
3.5
6

1.5
1.5
4

7
11
11 + 20%
11 + 25%

Wage index
(with regional
wage standard # 1 = 1 )

1.13
1.11
1.12

1.09
1.06
1.06
1.09
1.15
1.15
1.15

1.09
1.06
1.07
1.21

1.05
1.03
1.05

1.18
1.07
1.15

1.01
1.01
1.09

1.18
1.30
1.63
1.63

Northeast
Liaoning
Kirin
Heilungkiang

North
Hopei
Shantung
Honan
Shansi
Inner Mongolia
Peking
Tientsin

East
Kiangsu
Anhui
Chekiang
Shanghai

Central
Hupei
Hunan
Kiangsi

South
Kwangtung
Kwangsi
Fukien

Southwest
Szechuan
Kweichow
Yunnan

Northwest
Shensi
Kansu
Tsinghai
Sinkiang

Source: Author's estimate, based on data on regional wage standards (State Council 1956b),
special cost-of-living allowances by region (State Council 1956a), detailed administrative
maps (U.S. Central Intelligence Agency), and population data in Ullman.
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marily as a result of their unique status as provincial-level munici-
palities. Expenditures were very high in Tsinghai and Sinkiang rela-
tive to the rest of the country primarily because of their high price
levels. On the other hand, provinces where social expenditures were
relatively low were usually regions with both a very low level of
urbanization and a relatively low price level. This group in particular
includes all of the Southwest, Honan and Shantung in North China,
and Anhui and Chekiang in East China. This suggests that the data
in Table 3.3 largely reflect regional price and wage variations and
urban-rural differentials rather than pure interprovincial variation
in the provision of social services.

The data also show, however, that the central government's com-
mitment to reducing inequality in the provision of education and
health care services had not eliminated the gap between urban and
rural areas. In most provinces during the 1950s, the urban-rural gap
appears to have been 2:1 or higher.16 Most of the more sophisticated
medical centers as well as institutions of higher education were con-
centrated in major urban centers. Although some of these urban insti-
tutions provide services to an entire province or even to the nation as
a whole, rather than only to local residents, apparently some bias in
the delivery of services remained after taking this factor into account.
Quite explicit criticism of this urban bias in the delivery of social
services was made during the Cultural Revolution, and vigorous ef-
forts have been made since then to reduce this urban-rural imbal-
ance. The results of this shift in policy are discussed in Chapter 5.

In spite of these remaining differentials in services between urban
and rural areas, the leadership's commitment to reducing interpro-
vincial variation in the provision of social services in the 1950s was
quite real. A major goal of the expansion of the unified state budget
in the early 1950s, which was discussed in Chapter 2, was to provide
a mechanism for the redistribution of resources at the lowest levels
of government. Through differential revenue-sharing rates at each
level of budgetary administration, the center was able to mitigate
inequalities that would have arisen had social expenditures been
financed exclusively by locally generated resources.

Although this system of incorporating the expenditures of each
level of government in a unified budget facilitated central control of
local expenditures, it also placed a heavy fiscal burden on the central
government. This burden was increased, particularly after 1953,
when township expenditures were incorporated into the national
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budget.. Consequently, the central government began to look for a
formula that would allow a substantial degree of self-finance of local
expenditure programs while at the same time providing some lever-
age to assure that this devolution of the financing did not exacerbate
interregional inequality in the provision of social services.

An experiment in local self-finance. In 1956 Peking initiated an
experimental program for financing school expenditures that was de-
signed to meet these twin objectives. The plan called for the shifting
of one-half of expenditures for rural primary schools from the state
budget to purely local, nonbudgetary financing. To provide local
governments with the funds necessary to finance these additional
expenditures outside the budget, the State Council in 1956 increased
the local agricultural surtax from 12 to 22 percent (State Council
1956d; Li Hsien-nien 1956, 6; Li Shu-te, 3; Wu Kuang-t'ang; Shan-
tung People's Congress). The remaining half of rural primary school
expenditures was still to be financed from the state budget. The plan
was attractive because it called for a 268-million-yuan reduction in
budgetary expenditures without a reduction in budgetary revenues
(Feng Ch'i-hsi 1957b, 32). Hsiang governments had strong incentives
to collect the increased surtax because it financed local services. The
plan, however, hardly attempted to shift all local social services to
self-financing. The planned shift of funds represented only 7 percent
of all social expenditures.17

In spite of its modest scope, the experiment in self-finance was
unsuccessful. Because 1956 was a year of exceptionally bad weather
in many provinces, some localities were unable to collect the full
amount of the agricultural tax, not to mention the surtax (Union Re-
search Institute, 183-4; MacFarquhar, 91; Tung Ching-chai; Chang
I-ch'en). Consequently, during the fiscal year Peking had to provide
unforeseen subsidies to many areas to prevent the collapse of the
rural primary school system (Li Shu-te, 3; Ts'ao Ti-ch'iu 1956). This
unanticipated expenditure was acknowledged as one cause of the
national budgetary deficit in 1956 (Li Hsien-nien 1957, 17). In some
areas not adversely affected by severe weather, self-finance was ap-
parently successful. In both Shantung and Szechuan, for example,
substantial primary school expenditures were financed outside the
budget and state subsidies were not required. These two provinces
spent 30 and 25 million yuan, respectively, in extrabudgetary funds
for social expenditures. These amounts represented 16 and 21 per-
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cent of all expenditures for social programs in Shantung and Sze-
chuan (Yuan Tzu-yang; Chang Hu-ch'en 1957).

Overall, however, the central government found that the policy of
local financing vas inconsistent with its desire to improve the equal-
ity of access to social services. Major programs requiring significant
continuing expenditures could not be financed from the margin of
local revenues without giving rise to potentially large and variable
interregional differences in the level of services actually provided.
As a result, the experiment in local financing was ended in 1957. The
State Council reduced the maximum agricultural surcharge from 22
to 15 percent. Beginning in 1957, primary level education was again
financed entirely from the state budget (State Council 1956c, 210).
Provincial reports confirm that this policy was followed (Ts'ao Ti-
ch'iu 1956; Chang I-ch'en).

The pattern of investment expenditures

The investment test does not support the view that more-developed
provinces were able, on the average, to retain and control more re-
sources relative to less-developed provinces, after the decentraliza-
tion. This section offers an alternative explanation of the changes in
the pattern of investment expenditure shown in Table 3.5. In general
terms, I believe the changes can be explained by modifications in
Chinese development strategy that were apparent before the decen-
tralization measures were introduced.

Coastal versus inland industrial development. The most important
modification concerned the relative priority assigned to inland as
opposed to coastal industrial development. In the early years of the
First Five-Year Plan, the leadership placed great emphasis on the
development of inland industrial centers for several reasons. First,
they believed that the inherited concentration of industry in a few
coastal centers was a highly irrational pattern existing primarily be-
cause of previous foreign exploitation. In 1949, 77 percent of total
industrial output originated in coastal areas (Liu Tsai-hsing and
Chang Hsueh-ch'in, 10). Because capital investment in^the recovery
period (1949-52) was concentrated on the reconstruction of existing
industrial enterprises damaged during the Sino-Japanese and Civil
wars, 73 percent of industrial output still originated in coastal areas
in 1952 (Liu Tsai-hsing and Chang Hsueh-ch'in, 11).
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The Chinese leadership felt that this pattern of industrial concen-
tration was unwise from the point of view of defense, raw material
supply, transport, and areas of consumption (Wu Chun-yang; SSST
Editor). Some plants were located so far from domestic sources of
raw materials that imported materials were cheaper. Development of
inland industry would take advantage of available domestic raw ma-
terial supplies and reduce transport costs for the distribution of
goods to inland areas.

Another closely related factor was the domination of coastal indus-
try by private firms. Although the government inherited a substantial
state-controlled sector from the Nationalists in 1949, well over half of
industrial output was produced by privately owned firms (State Sta-
tistical Bureau 1960, 38). These firms were concentrated in a rela-
tively small number of urban coastal industrial centers. The leader-
ship was unwilling to allow significant expansion of private enter-
prises because a major goal was the conversion of privately owned
firms to state ownership. In fact, private firms suffered from discrimi-
natory price and tax policies designed to hasten the willingness of
their owners to convert to joint state - private ownership (Jung Tzu-
ho 1959, 19-20). This policy depressed investment in existing firms
in coastal areas. Furthermore, the state was unwilling to invest sub-
stantial amounts of resources in new state-managed enterprises in
these urban areas because new firms would have to depend to some
degree on inputs and services from existing private firms.

A third factor influencing industrial location policy was defense. At
the beginning of the First Five-Year Plan, the leadership decided to
build up several key heavy industrial centers in relatively remote
inland areas that were less vulnerable to foreign attack than existing
coastal industrial centers such as Shanghai and Tientsin. The inland
cities selected for development included Lanchou (Kansu), Wuhan
(Hupei), Hsian (Shensi), Harbin and Ch'ich'ihaerh (Heilungkiang),
Paot'ou (Inner Mongolia), Ch'engtu (Szechuan), T'aiyuan and Tat'ung
(Shansi), and Chuchou (Hunan), Chengchou and Loyang (Honan),
and Ch'angch'un (Kirin) (Chang Yen-hsing). These cities were desig-
nated as "key-point" (chung-tien) areas and received generous infu-
sions of funds from Peking (Yiin Chung, 37-40). Many of the 156
Soviet aid projects which formed the core of the First Five-Year
Plan, were located in these municipalities (Institute of the Study of
Chinese Communist Problems, 850-3).

Provincial and municipal officials were well aware of the impact of
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defense considerations on investment allocations and their own bud-
gets. In Kwangtung's plan it was acknowledged that the province's
share of national investment was quite low. "During the First Five-
Year Plan period the national effort will be concentrated on key-
point construction. Therefore Kwangtung must not, and cannot, de-
mand additional economic appropriations from the central govern-
ment" (T'ao Chu, 11). The mayor of Canton, Chu Kuang, specifically
linked Canton's lack of key-point status to national defense. "Be-
cause Canton is a coastal city in the front line of our nation's de-
fenses, it is not a key-point city for state economic development."18

Other areas openly acknowledged that their "key-point" status meant
larger investment allocations from the central government (Chao
Shou-shan).

As a consequence of defense and other considerations, inland
areas in the early years of the First Five-Year Plan received large
investments. In 1953-5, 55.2 percent of all investment was in inland
areas (TCKTTH Data Section, 6).

By 1956, several factors had coalesced to modify Chinese regional
investment policy. The change was signaled by Mao's speech, "On
the Ten Major Relationships," which urged increased priority for
coastal industry. This speech, and a subsequent series of articles
published in the journal of the State Planning Commission, candidly
discussed the reasons for the shift in policy. The major reasons were
the completion of the socialist transformation of private industry,
improved information on low rates of capacity utilization of coastal
industry and the high capital-output ratios inherent in inland indus-
trial development, and a reevaluation of the external military threat.

The initial impetus came from the completion of the socialist trans-
formation. In the last half of 1955, the ground was laid for the early
conversion of remaining private firms to joint state - private owner-
ship. Conversion was completed in most large industrial cities by the
end of January 1956 (MacFarquhar, 19-24). This eliminated the last
remnants of capitalist ownership and placed virtually all industrial
enterprises under direct state control, substantially reducing the re-
luctance of the leadership to allocate new investment resources for
coastal areas (Chang Feng-chi, 25-6).

Second, Chinese economic planners and political leaders were be-
coming increasingly aware of the high costs of inland industrial de-
velopment, perhaps due partially to continued improvements in the
statistical system. Most notably, the rapid expansion of inland pro-
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ductive capacity, particularly in some branches of light industry, had
resulted in a diversion of raw material supplies from previously es-
tablished manufacturers in coastal regions. By mid-1956 articles in
economic journals gave examples of numerous industries in Shang-
hai and Tientsin where rates of capacity utilization were below 50
percent (Chang Feng-chi; Chu Jung-chi; Liu Tsai-hsing).

In addition, because of a lack of adequate transportation and com-
munications facilities, housing, and urban public utilities, develop-
ment of inland capacity required substantially larger investment than
construction of similar plants in coastal areas where substantial over-
head capital already was in place. The lead times involved in site
selection, survey and design work, and other preparation were sub-
stantial, and construction work itself also took longer in inland areas.
Because of the importance of these factors, it was asserted that the
strategy of emphasizing inland industrial development had actually
led to a lower rate of industrial growth than that which could have
been attained under an alternative investment strategy (Chu Jung-
chi, 22-3).

Finally, the leadership's perception of the external military threat
also changed at this time (MacFarquhar, 68-74). The conclusion of
the U.S.-Taiwan Defense Treaty in December 1954 and the realiza-
tion in 1955 that the U.S. had the capability to utilize tactical nuclear
weapons in the Taiwan Straits area had previously heightened the
leadership's perception of defense requirements. This, of course, re-
inforced the emphasis on inland industrial development that had
been pursued since 1953.

But, by early 1956 the leadership had apparently fundamentally
reappraised the external threat. As a result, defense expenditures,
which had been increased by 10 percent in 1955, were reduced in
1956 (Li Hsien-nien 1955, 25; 1956, 1; 1957, 17). The argument that
defense considerations should influence the relative priorities as-
signed to inland and coastal industry was abandoned. Indeed, in
1956 it was said that previous accentuation of defense considerations
had resulted in an overemphasis on inland industrial development
(Chu Jung-chi, 25; Chang Feng-chi, 73). The new view was that the
overall defense interests of the country would be best served by
more rapid growth of aggregate industrial output and that this was
most easily achieved through the "full utilization of coastal industry"
(Editorial 1956).

The combination of these three factors - the completion of the
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socialist transformation of private enterprises, the realization of the
high costs in terms of growth foregone that was inherent in the in-
land development strategy, and the reassessment of defense require-
ments - led to a marginally increased emphasis on the development
of coastal industry. This trend is evident in Table 3.5, which shows
that investment shares in 1957 for Fukien, Kwangtung, Shanghai,
and Kiangsu - all coastal provinces -• were well above their shares
for the First Five-Year Plan as a whole. The increases are, however,
modest because aggregate national investment in 1957 was reduced
in comparison with 1956 and because a substantial portion of invest-
ment funds was committed to the completion of projects begun prior
to 1957. Furthermore, the shift in investment strategy appears to
have been quite marginal - it did not constitute a reversal of the
general priority of more rapid development of backward regions.

Other changes in regional investment strategy. In addition to the
increased priority for coastal industrial investment, two other changes
in regional investment priorities were discussed in 1956 in connec-
tion with the formulation of the Second Five-Year Plan (1958-62).
First was a reduction in the investment share for the Northeast (Liu
Tsai-hsing). This actually was part of a long-run trend evident since
1953. The Northeast received more investment than any other region
during the First Five-Year Plan period, but its share was less than
during the recovery period (when the bulk of state investment went to
the reconstruction of the war-damaged Manchurian industrial base)
and was well below the proportionate contribution of the region to
industrial output. In addition to the overall reduction, there was to be
a geographic shift of emphasis within the Northeast. A larger portion
of investment in 1958-62 was planned for Kirin and Heilungkiang,
rather than Liaoning. Data for these provinces confirm that this pat-
tern was, in fact, followed. In 1958, the investment share of the region
as a whole was reduced by one-third of the level allocated during the
First Five-Year Plan period and, within the Northeast, Liaoning's
share was significantly reduced.19

A second change was the increased investment in the Southwest
beginning in 1957. In the early years of the First Five-Year Plan, the
Southwest had a low investment priority. Natural resource explora-
tion was undertaken to determine which industries were most suit-
able for the Southwest. In addition to a lack of knowledge of the raw
material base, the region lacked a rail link to the rest of China. One
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of the key railroad construction projects in the First Five-Year Plan
was the Paochi-Ch'engtu line, which linked the Szechuan Basin
with the rest of China. After it was completed in 1956, additional
investment projects were begun in Szechuan (Shabad, 219; Wu
Chun-yang; Liu Tsai-hsing).

Postdecentralization investment data for Szechuan do not appear
in Table 3.5 because I have not found data on the magnitude of
direct central investment in Szechuan after 1957. However, the in-
crease in local investment alone was sufficient to increase the prov-
ince's share of national investment in 1958 and 1959.20 Increased
investment in Yunnan and Kweichow, the other two provinces in the
Southwest, shown in Table 3.5, confirms the increased investment
priority enjoyed by the region as a whole after 1956.

Summary. The actual allocation of investment funds in the years
immediately after the First Five-Year Plan appears broadly conso-
nant with the changes in investment strategy that were articulated by
central government policymakers prior to the initiation of economic
reform. This modified investment strategy called for more invest-
ment in the coastal provinces (except Liaoning) and the Southwest
and reduced allocations for the Northeast.

On the whole, these changes do not appear to have favored either
more- or less-developed regions. The beneficiaries of the changes
were a very mixed group. The coastal regions of Shanghai, Peking,
and Hopei (including Tientsin) were well above the average level of
per capita development, whereas other coastal provinces were rela-
tively less well developed. The Southwest, the other region that
gained as a result of the modified investment policy, was also a
relatively backward region. The Northeast provinces, which received
reduced investment allocations, were well above the average level of
development.

In short, because the modified investment strategy did not sub-
stantially increase the investment priority of more-developed regions
as a group, the actual pattern of investment continued to involve
considerable redistribution of resources from rich to poor regions.
Shanghai continued to be a major source of these centrally redistri-
buted funds, and as the northeastern provinces lost the relatively
favorable investment status that they enjoyed during the First Five-
Year Plan, they too provided the center with a growing volume of
revenues that could be transferred to less-developed regions.
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Institutional changes in 1958 and 1959

In broad terms, then, the central government continued to achieve
its major distributive goals. In particular, the pattern of expenditures
after the decentralization shows little if any tendency for relatively
advanced provinces to gain an advantage over less-developed re-
gions, at least in the first years following the decentralization. Be-
yond this statistical evidence, additional modifications of the fiscal
system that were undertaken in 1958 and 1959 give broad support to
the hypothesis that equity goals remained salient in the collective
preference function of the leadership. These reforms reflect contin-
ued central government control of the fiscal system and also the
perception that even the limited devolution of resource-allocation
powers initiated in late 1957 could eventually have unfavorable dis-
tributive implications.

This view of the leadership carefully weighing the consequences
of alternative approaches to economic decentralization is not consis-
tent with most published Western accounts of this period. By and
large, these analyses have been heavily influenced by the hectic
campaign atmosphere that prevailed after the Great Leap Forward
was announced in mid-1958. During the latter half of the year and
well into 1959 the Chinese press was filled with inflated claims of
achievement in all fields of endeavor. In response to the surge in
production, enterprise plans were repeatedly revised upwards. Nor-
mal planning procedures appeared to have been thrown to the
winds, particularly as inflated local reports of tremendous break-
throughs in agricultural production were accepted.

Beneath this frantic pace, however, the fiscal system appears to
have functioned with a semblance of normalcy. Provincial fiscal re-
ports published during this period suggest that established proce-
dures and regulations continued to be followed. Several tax and
fiscal reforms, to be discussed below, worked their way through the
usual bureaucratic channels and were approved and promulgated by
the State Council and the Ministry of Finance. Although these docu-
mentary materials inevitably provide only a partial view that tends to
emphasize rationality, continuity, and stability, this normalcy is also
related by a former ministry official. This informant, who left China
via Honk Kong in the very early 1960s, reports that the budgetary
process itself in 1958 and 1959 was basically unchanged from earlier
years (Vogel n.d., 12).

The unified fiscal system and the system of revenue sharing both
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continued to be important mechanisms for controlling the allocation
of resources after 1957. Although the decentralization directive deal-
ing with the tax system appeared to vest local governments with
increased tax authority (State Council 1958e), most evidence sug-
gests the central government continued to impose a unified tax struc-
ture. Provincial governments appear to have been unable to use tax
reform as a means of raising revenues that they could control outside
the centralized budgetary process. The central government in 1958
and 1959 implemented a number of specific tax reforms that demon-
strate this continued control of the fiscal system.

The relative stability and continuity of the budgetary and finan-
cial processes even during periods of political instability appears to
be due partly to the unusual continuity of leaders and administra-
tors and the resiliency of the related institutions. The Ministry of
Finance was headed by Li Hsien-nien from its inception in 1949
until January 1975. After 1954, Li was not only minister of finance
but also simultaneously director of the State Council's Office of
Finance and Trade, which controlled the activities of the People's
Bank, and the Ministries of Food, Commerce, and Foreign Trade as
well as Finance. The day-to-day operations of the Ministry of Fi-
nance were actually in the hands of the ranking vice-minister. Up
until the mid-1960s, this post was held successively by only three
individuals: Jung Tzu-ho (1949-53), Chin Ming (1954-8), and Wu
Po (1958-67).21 All had long experience in fiscal administration.
The People's Bank appears to be characterized by similar continuity
of leadership.

Equally important, both the Ministry of Finance and the People's
Bank appear to have been somewhat immune to the periodic bureau-
cratic reorganizations that have occurred since 1949. Both were es-
tablished in 1949 and have remained as coequal subordinates of the
state's highest administrative organ (initially the Government Ad-
ministrative Council and after 1954 the State Council), which in turn
was under the leadership of Premier Chou En-lai from its inception
until his death in 1976. This institutional continuity and the endur-
ing influence of high-ranking officials such as Li Hsien-nien and
Chou En-lai explains much of the apparent stability of budgetary
practices even during periods of political turmoil.

Tax reform

In mid-1958, Peking announced a major agricultural tax reform (State
Council 1958a; Editorial 1958b; Wu Po 1958a). The new system



Table 3.10. Agricultural tax rates, by province
(agricultural tax as a percent of the normal yield)

Province Rate

Northeast
Liaoning 18.0
Kirin 18.5
Heilungkiang 19.0

North
Hopei 15.0
Shantung 15.0
Honan 15.0
Shansi 15.0
Inner Mongolia 16.0
Peking 15.0

East
Kiangsu 16.0
Anhui 15.0
Chekiang 16.0
Shanghai 17.0

Central
Hupei 16.0
Hunan 16.0
Kiangsi 15.5

South
Kwangtung 15.5
Kwangsi 14.0
Fukien 15.0

Southwest
Szechuan 16.0
Kweichow 14.0
Yunnan 14.0

Northwest
Shensi 14.0
Kansu 13.5
Tsinghai 13.5
Sinkiang 13.0
Ninghsia 13.5

Source: Li Ch'eng-jui 1959, 325.
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fixed progressive tax rates on a regional basis. Although progressive
rates had been applied to individual peasant households in most
areas of China since 1950, this was the first time they were estab-
lished on a regional basis. The new rates, shown in Table 3.10,
ranged from a high of 19 percent in Heilungkiang to a low of 13
percent in Sinkiang.22 Because provincial authorities were instructed
to implement nonuniform tax rates within their provinces to take
account of differing land and other conditions, the effective differen-
tial between the highest and lowest rates was probably in excess of
100 percent. That is, tax rates on the most-developed portions of
some provinces were over twice the rates that applied in the prov-
inces where agriculture was less developed.

Because the tax rates shown in Table 3.10 are positively correlated
with the level of per capita grain output (Donnithorne 1967, 339), the
differentiation in tax rates tends to reduce real rural consumption
differentials across provinces. At the same time, because the expen-
ditures financed from the agricultural tax were largely controlled by
the central government, the differential in the basic rates further
reflects the power of the center to extract greater resources from
more-developed areas.

In 1958, Peking also overhauled the structure of industrial and com-
mercial taxes (State Council 1958k; Editorial 1957; Wu Po 1958b).
The new consolidated industrial-commercial tax combined several
taxes previously collected at different stages of production into a
single tax paid on final sales. Taxes on most intermediate goods were
eliminated. Although the overall burden of the new tax was designed
to equal the collections from the four taxes that it replaced, rates for
many individual commodities were adjusted. Furthermore, the new
tax incorporated the stamp tax, which had previously been assigned
exclusively to local governments. Similarly, in 1959 the tax on interest
income, which had been a local revenue source since 1950, was abol-
ished (State Council 1958j). Thus, even after the decentralization Pe-
king retained the ability to redesignate local revenues as shared reve-
nue or to abolish certain local taxes altogether. In summary, although
the major goal of the reform was to simplify the overall tax structure,
the actual implementation demonstrated the central government's
continued control of the structure, scope, and rates of the single most
important tax.
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The 1959 fiscal reform

In 1959, the central government launched another reform of the
fiscal system. Although partly stimulated by the desire to simplify
further the revenue-sharing apparatus, there is reason to believe that
the reform also reflected the desire to assure a continuing high de-
gree of central control of the fiscal system. The thrust of the changes
was to reduce significantly the possibility that provincial govern-
ments might eventually be able to turn the features of the 1958
decentralization to their own advantage. Although the detailed provi-
sions of the reform are not known, its main outlines can be deter-
mined from a variety of sources (Ministry of Finance 1958a,b; Hsu
Fei-ch'ing 1959).

Most important, the reform abandoned fixed revenue-sharing rates
between the center and the provinces. As pointed out above, this
was potentially the most significant aspect of the 1958 reform be-
cause it would have assured provincial governments of automatic
increases in revenues available to finance local expenditures. The
abolition of fixed sharing ended any possibility that individual prov-
inces might establish genuinely independent revenue sources.

The division of revenues into four categories was also ended. In-
stead, all income, with the exception of local fixed income, was pooled
and subject to an overall sharing rate. This was called the "method of
sharing the total amount" (tsung-o fen-ch eng ti pan-fa). The artificial
category "normal expenditures" was eliminated. Instead, each prov-
ince's sharing rate was set annually to cover the investment and
increases in working capital necessary to carry out the plans of enter-
prises that had been transferred down, as well as to finance all other
approved local expenditures. Revenues collected in excess of ap-
proved expenditures had to be remitted directly to Peking.

In addition, provinces that had previously not shared enterprise
profits and adjustment revenues began to receive a portion of these
revenues in 1959 (Ma I-hsing 1958). Because provincial expenditures
continued to be controlled by the center, this caused enormous in-
creases in their remission rates. In Shanghai, for example, the rate
rose from 8 percent in 1958 to over 80 percent after enterprise profits
and industrial-commercial tax revenues began to be channeled
through the municipal budget in 1959. Similar changes occurred for
Tientsin (Sung Ching-i 1959, 1960), Peking (Ch'eng Hung-i; Wan
Li), and presumably Liaoning as well.23
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These changes signaled an end to the system in which provincial
expenditures would be limited only by their revenues. The crucial
factor thus continued to be central government approval of expendi-
ture levels. Only the system of revenue collection and the sources
subject to sharing had changed from the First Five-Year Plan period.
Now all revenues, with the exception of customs taxes and earnings
of enterprises remaining under exclusive central government control,
were collected through provincial budgets and shared partially with
each province. But, as previously, collection did not imply control
over the allocation of revenues.

Continued central government control of provincial expenditures
included the usual provincial programs and also control of the expen-
ditures for enterprises that had been transferred to local manage-
ment. This is borne out not only by the statistical tests, which failed
to reflect any increased provincial control of locally collected reve-
nues, and the continued existence of a system of comprehensive
expenditure controls, but also by the revenue-sharing rates estab-
lished in 1959.

Under the system of sharing total revenues, provinces collecting
revenues in excess of approved expenditures had to remit the excess
portion to Peking. Under this arrangement, in 1959 half of all prov-
inces had revenues in excess of approved expenditures. The other 14
provinces' revenues were less than their expenditures, so they re-
ceived subsidies from the center. The planned rates of remission for
surplus provinces for the first quarter of 1959 are shown in Table 3.11.

These rates can be compared with the annual remission rates for
1959 calculated from available provincial financial correspondence
between the first-quarter planned rate and the observed annual rate
for those provinces for which I have actual data.24 Thus, the
planned first-quarter rate is an acceptable approximation of the ac-
tual annual rate for those provinces for which I have not been able
to locate fiscal reports in the postdecentralization period. The
planned figures do include several important provinces for which
this is the case. For example, Liaoning, the second-largest industrial
center, does not appear in Table 3.12, but from Table 3.11 it can be
seen that Liaoning's planned remission rate was second only to
Shanghai's. Heilungkiang, another highly developed industrial
center for which actual data are not available, also had a very high
planned rate of remission.

Comparison of Tables 3.11 and 3.12 is also useful because the
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Table 3 .11. Planned central-provincial revenue-
sharing rates, first quarter, 1959 (percent)

Province

Northeast
Liaoning
Heilungkiang
Kirin

North
Hopei3

Shantung
Honan
Peking

East
Kiangsu
Chekiang
Shanghai

Central
Hupei
Hunan

South
Kwangtung

Southwest
Szechuan

Rate

-63.9
-50.5
-16.8

-50.8
-52.2
-17.2
-42.0

-47.7
-31.0
-80.2

-4.2
-15.3

-38.8

-25.1

includes Tientsin.
Source: Ministry of Finance 1958a, 61.

source for Table 3.11 makes clear that the other 14 provinces had
approved expenditures in excess of their planned revenues and were
to receive subsidies from the central government to make up the
difference. From provincial reports summarized in Table 3.12, it is
clear that Anhui, Kweichow, Shansi, Sinkiang, Tibet, Tsinghai, and
Yunnan did, in fact, receive central subsidies. Thus the official
source confirms that Fukien, Inner Mongolia, Kiangsi, Kwangsi,
Shensi, and Kansu, all provinces for which I do not have actual data,
also received subsidies.

Finally, Table 3.12 makes it clear that fixed sharing rates were
actually abandoned. For the twelve provinces for which actual 1959
and planned 1960 sharing rates are available, the rates are different
for the two years in all provinces. Four provinces were to receive
proportionately greater subsidies (less outflow) in 1960, while eight
were to receive proportionately reduced subsidies (greater outflow).



Table 3.12. Central-provincial revenue-sharing rates, 1959-60 (percent)

Province 1959 1960a

Northeast
Kirinc -27.4 -24.0

North
H o p e i ^ -28.8 -36.4
Shantung6 -44.8a —
Honanf -22.0a

Shansr9 7.9 -
Peking'7. -51.2 -62.0
Tientsin7 -69.2 -70.8

East
Kiangsi/ -45.6 -
Anhui 30.7 16.7
Shanghai' -80.2 -83.3

Central
Hunan™ -19.6 -5.9

South
Kwangtung77 -43.3a -

Southwest
Szechuan0 -33.2 -30.1
Kweichow*7 18.2 23.8
Yunnan*7 18.0 10.3
Tibet' 83.5 60.0

Northwest
Sinkiang* 25.9 10.3
Tsinghaif 56.7a

Note: Negative numbers show provincial remissions to the central government as a percent
of total revenues collected by the province. Positive numbers show net subsidies from the
central government as a percent of total provincial expenditures. Numbers for 1959 are cal-
culated on the basis of final accounts except as noted. Data for 1960 are planned, not actual.
aBudgeted sharing rate, final account not available. Exclusive of Tientsin.
Sources: cWang Huan-ju 1960. Chou Cheng-hsin. eL\ Yu-ang. Ch'i Wen-chien 1959. ̂ Wu
Kuang-t'ang igeO.^Wan Li.'Sung Ching-i 1960.yCh'en Shu-t'ung 1959. T'ien Lei/lN/la
l-hsing 1960. mShang Tzu-chin 1960. "Wei Chin-fei 1959.°Chang Hu-ch'en 1960.PHsu
Chien-sheng 1960. ^Wu Tso-min 1960. rWang Yung-k'uei. sLiu Tzu-mo 1960. fYtian
Jen-yuan.
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The striking inverse relationship between level of development
and central-provincial revenue sharing is brought out in Table 3.13.
The systematic redistributive influence of the center's fiscal program
is unmistakable. The most-developed provinces, shown at the top of
Table 3.13, generally have the highest remission rates. Indeed, all
the provinces that are above the median level of industrial output,
with the exception of Shansi, Fukien, Sinkiang, and Inner Mongolia,
were required to remit part of their revenues to Peking. These remis-
sion rates ranged from 4 to 80 percent. On the other hand, most of
the provinces below the median level of development retained all
their revenues and in addition received subsidies from the central
government.

The data contained in Table 3.13 do not appear to support the
hypothesis of increased provincial autarky. They show that the cen-
tral government continued to extract proportionately more resources
from the more-developed provinces predicted to have gained the
most as a result of the decentralization. Most noticeably, provinces
such as Heilungkiang, Shantung, Kiangsu, Chekiang, and Kwang-
tung, which were shown in Table 2.9 to be among the major sources
of central government revenue during the First Five-Year Plan, con-
tinued to have proportionately higher remission rates to the central
government. Furthermore, compared with the First Five-Year Plan
period, central government subsidies to backward areas have in-
creased and more provinces have moved into a subsidy position.25

Thus, the empirical evidence on both the revenue side, presented
immediately above, and the expenditure side, as discussed earlier in
this chapter, support the same conclusion - that the central govern-
ment continued to exercise relatively centralized control over re-
source allocation. This control was used to redistribute a substantial
volume of real resources on an interprovincial basis. As a result,
there is little evidence of the development of a pattern of provincial
self-sufficiency or autarky.

One final example reinforces the view that provincial governments
had minimal tax authority in the postdecentralization period. In
1958, Peking announced that it would no longer issue national eco-
nomic construction bonds, but that provincial governments could sell
their own local bonds (National People's Congress Standing Com-
mittee; Editorial 1958c). The revenues were to be retained entirely
by each province. This was undoubtedly the most important addi-
tional tax authority given to provincial governments after 1957. De-



Table 3.13. Central-provincial revenue-sharing rates,
1959 (percent)

Province Rate

Shanghai -80.2
Peking -51.2
Liaoning -63.9a

Heilungkiang -50.5s

Kirin -27.4
Hopei*7 -44.7
Shansi +7.9
Kiangsu -45.6
Kwangtung -43.3C

Hupei -4 .2 a

Chekiang -31.0 a

Fukien +d

Sinkiang +25.9
Inner Mongolia +
Shantung -44.8C

Shensi +d

Kiangsi +
Szechuan -33.2
Yunnan +18.0
Hunan -19.6
Tsinghai +57.7C

Anhui +30.7
Kansu +
Kwangsi +
Kweichow +18.2
Honan -22.0 c

Ninghsia +
Tibet +83.5

Note: Provinces are listed in descending order of 1957
per capita industrial output. Negative numbers show
provincial remittances to the center as a percentage of
total revenues collected by the province. Positive num-
bers show subsidies from the center as a percent of
total provincial expenditures. All rates were calculated
on the basis of final accounts, except as noted.
aPlanned revenue-sharing rate for the first quarter of
1959. Annual data were not available.

Including Tientsin.
^Planned revenue-sharing rate for the full year.

A + indicates that the province retained 100 percent
of its revenues and in addition received a subsidy
from the central government but that the size of this
subsidy in relation to expenditures is not known.
Sources: Tables 3.11, 3.12.
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spite this opportunity, only a few provinces actually issued economic
construction bonds.26 This may reflect the realization of provincial
authorities that, under the system of "sharing the total amount," in-
creased tax revenues from this source would be offset by a reduction
in shared revenues. Thus, issuing provincial bonds would only result
in a higher local tax burden, not more retained revenues.

Shanghai's fiscal role

Up to now, the analysis of the redistribution of resources has not
focused on any particular region but rather has been couched in
terms of relatively advanced versus relatively backward provinces. A
more detailed analysis of a single province will both demonstrate
more vividly the far-reaching powers of the central government over
resource-allocation decisions as well as offer a more general explana-
tion of the degree to which revenue sharing rates shown in Table 2.9
and 3.13 actually understate the center's fiscal powers. Understate-
ment arises because provincial remission rates reflect only revenues
collected by the provinces. In addition, the center also collects some
tax revenues directly within each province that are not reflected in
provincial budgets. The most important of these revenues was the
profits of centrally managed industrial enterprises. As was shown in
Table 3.2, these enterprise revenues were concentrated in major in-
dustrial centers. Thus, the structure of revenue sharing shown in
Tables 2.9 and 3.13 underestimates the degree of resource redistri-
bution. The downward bias in Table 3.13 is less because, after the
decentralization, the share of national revenues collected by provin-
cial governments rose from about 60 to 80 percent.

For one provincial unit, Shanghai, data on both revenue collected
directly by the central government and revenues remitted to the
center from local collections are available. These data are shown in
Table 3.14. During the First Five-Year Plan period, revenues gener-
ated in Shanghai and collected directly by or transferred to the central
government by municipal remissions financed almost one-fifth of cen-
tral government expenditures. Some of these revenues were used by
the central government to finance its activities within Shanghai. Tlie
most important of these central government expenditures was invest-
ment. As shown in lines 4 and 5, however, direct central government
investment in Shanghai was only about one billion (American bil-



17.79

101.13

17.6%

1.0

5.6%

6.20

18.69

33.2%

.12

1.9%

The 1958 decentralization 135

Table 3.14. Shanghai's fiscal role (absolute numbers in billions of yuan)

1953-7
(cumulative) 1958

1. Revenues from Shanghai to
central government3'^

2. Total central government
expenditure

3. Shanghai's contribution as a percent
of total central expenditure

4. Direct central government investment
in Shanghai ' e

5. Central investment in Shanghai as a
percent of Shanghai revenues to center

Includes revenues collected directly by the central government and remissions through the
municipal budget.

Does not include investment financed through the municipal budget.
Sources: c 1953 -7 , P'an Hsueh-min, 304; Ma l-hsing 1958. 1958, Wen-hui pao, 14 June 1959.
^Table 1.4. e 1953-7 , Chieh-fang jih-pao, 11 August 1956, 28 August 1957, 7 June 1959.
1958, Chieh-fang jih-pao, 1 June 1959; Wen-hui pao, 14 June 1959.

lion) yuan during the First Five-Year Plan period or about 6 percent
of the revenues that the center extracted from the municipality.

Shanghai's importance as a revenue source for the center was
hardly diminished by the decentralization. In 1958, revenues col-
lected directly by or transferred to Peking financed one-third of the
center's expenditures. The return of revenues to the municipality in
the form of central government investment was reduced to less than
2 percent of the revenues that had been extracted. And, as will be
shown in Chapter 4, Shanghai has continued to make comparable
contributions in the 1960s and 1970s.

Summary

The expenditure tests, the pattern of central - provincial revenue
sharing, and a comparative analysis of the decentralization and ear-
lier reform efforts, all suggest that after 1957 the center retained
substantial power to determine the expenditure of local govern-
ments. There was a modest increase in local fiscal authority because
of some reduction in the degree of disaggregation of expenditure
targets and an increase in local extrabudgetary funds. However, the
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center continued to impose a unified tax system and to implement a
broad nationally integrated economic plan that required the redistri-
bution of substantial resources from rich to poor provinces. As a
result, there is little evidence of the emergence of autarkic provincial
planning and increasing interprovincial inequality during the 1950s.
It is, however, likely that certain kinds of evidence suggesting an
adverse effect of decentralization on interregional inequality would
not become available until after a significant time lag. Thus Chapter
4 analyzes the distributive implications of Chinese planning since
the 1950s.



Economic planning since the First
Five-Year Plan

A central finding of this study is that the decentralization introduced
at the end of the First Five-Year Plan period did not significantly
reduce the ability of the central government to achieve broad dis-
tributive objectives. This view is supported by specific expenditure
tests and the pattern of central-provincial revenue sharing, as well as
by a more careful examination of the provisions of the decentraliza-
tion measures themselves. Particularly when compared with earlier
reforms, the decentralization seems less extensive than many have
supposed. Equally important, as will be shown in this chapter, the
redistributive investment policy of the central government has led to
a significant reduction of interregional inequality in the distribution
of industrial output, both during the First Five-Year Plan and during
the 1957-74 period.

However, this is not meant to suggest that the decentralization did
not have important implications for the nature of economic planning
in China. Although the leadership has not either deliberately sacri-
ficed equity for the achievement of more rapid growth or allowed the
emergence of de facto provincial autarky, the system of economic
planning that was initiated in the closing years of the 1950s decade
did provide improved mechanisms for coordinating the partially
overlapping horizontal and vertical hierarchical elements of the plan-
ning process. This enhanced the economic management powers of
provincial governments and introduced a new degree of flexibility in
economic and budgetary planning that became the foundation of the
system of planning in the 1960s and 1970s.

This chapter explores how the modified system of economic plan-
ning emerged and explains the changing distribution of resource-al-
location powers in the period following the First Five-Year Plan. In
particular, it focuses on the mechanisms of the new system that en-
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hanced the authority of provincial and local officials while simultane-
ously preserving basic resource-allocation power at the central level.
The closing sections of the chapter will analyze the distributive im-
plications of the new system. Most important, it will be argued that
the central government's policies with respect to interprovincial eco-
nomic balance were not only well intentioned, but that they have
contributed to a pattern of regional industrial growth that is distinctly
different, not only from other less-developed market-oriented econo-
mies but from some socialist planned economies as well.

It must be borne in mind that the analysis presented here is neces-
sarily somewhat more tentative than that contained in earlier chap-
ters. Since 1960, the Chinese government has not only severely re-
stricted the release of data necessary to judge accurately the overall
performance of the economy but has also imposed a virtually com-
plete blackout on information concerning the planning process. An-
nual national and provincial economic plans are no longer released
and, more important, qualitative information comparable to the lively
discussion of the merits of alternative approaches to economic plan-
ning that was published in the 1950s is no longer available. Conse-
quently, documenting the nature of the improved mechanisms for
coordinating economic plans at the provincial level and precisely
delineating the extent to which lower levels of planning administra-
tion have replaced higher levels is an extremely difficult task. Fortu-
nately, there has been some improvement in the availability of data
that reflect broad distributive outcomes and this information to some
extent can be used to interpret the nature of the planning process
itself.

Economic planning versus economic management

The reform initiated at the end of the First Five-Year Plan can per-
haps be most usefully understood as an attempt to decentralize op-
erational decision-making power to the enterprise level and coordi-
nating functions to the provincial level while retaining a high degree
of centralized control of the economic policy instruments that could
be used to achieve distributive goals and to prevent the emergence
of what Peter Wiles calls "subordinate autarky" (Wiles, 58). The
latter phenomenon arises when territorial decentralization allows all
regions to attempt to manufacture all products regardless of cost.
This reform was thus designed to alleviate the inefficiencies arising
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from the inflexibility of the vertically organized hierarchical plan-
ning system without giving rise to significantly increased inequality
or to losses of interregional specialization and economies of scale
associated with provincial autarky.

Perhaps the most significant long-run change introduced by the
decentralization is the expanded scope of provincial economic plans.
Economic planning during the First Five-Year Plan period was char-
acterized by lack of effective coordination between locally and cen-
trally managed production units. For example, at the end of the First
Five-Year Plan period almost one-half of all industrial output and 60
percent of all producer goods originated in centrally managed firms
(Hai Ch'u-niao). The production, investment, supply, and labor plans
of these firms were determined by central government ministries and
planning agencies with little or no coordination with other produc-
tion units managed by local governments. As discussed in Chapter 1,
the absence of adequate mechanisms to coordinate locally the verti-
cal and horizontal plans, particularly for investment, commodity dis-
tribution, and labor supply, led to considerable economic inefficiency.

After 1957, the authority of provincial officials in the planning pro-
cess was enhanced via two mechanisms. First, many enterprises
were transferred to local management. As a result, the share of indus-
trial output originating in centrally managed enterprises fell from 46
percent in 1957 to 16 percent in 1959. More recent evidence sug-
gests that this proportion has not changed substantially since the late
1950s. Barry Richman reports that in the mid-1960s significantly
fewer than 10 percent of all enterprises were centrally managed,
although their share of output was undoubtedly somewhat larger
(Richman, 676). In some regions the shift has been even more dra-
matic. In Shanghai, for example, the central government share of
output was reduced from 46 percent in 1957 to less than 7 percent in
1970 (Bettelheim, 46). Following this transfer, the plans of these
enterprises were, for the first time, included within the scope of the
provincial plan.

Secondly, provincial plans were further expanded, at least in the-
ory, to include the enterprises remaining under direct central gov-
ernment administration. The inclusion of both central and local en-
terprises within local plans, particularly at the provincial level, has
created enormous opportunities for improved economic coordination
within each province.

For example, local labor bureaus are better able to coordinate the
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supply of labor and carry out wage planning because of the broaden-
ing of the scope of local plans. Provincial and municipal labor
bureaus were organized in early 1950 to carry out the policies of the
Ministry of Labor. Although the local labor bureaus were initially
confined to dealing with welfare issues, unemployment relief, and
labor mediation, after the initiation of the First Five-Year Plan man-
power planning loomed increasingly important in the functions of
the bureaus. The role of provincial and municipal bureaus was par-
ticularly important because at this time there was still no effective
manpower planning at the national level. Local bureaus controlled
the hiring of labor and met the demand for labor in the public sector,
if necessary through interregional labor transfers. Labor plans for
centrally administered enterprises were, however, compiled by cen-
tral industrial ministries without consulting the local labor bureau.
As a result, the local bureaus were unable to carry out effective
manpower planning and control. "Labor plans were compiled sepa-
rately according to both the vertical system [for centrally managed
enterprises] and the horizontal system [for locally managed enter-
prises]. This method of compilation made it very difficult to carry out
unified arrangements for the distribution of the labor force and to
correctly determine wage levels within one region. In one city, two
identical factories, separated only by a wall (one enterprise of the
central government, one of the local) could have different wage lev-
els and welfare benefits" (Wang Kuei-wu, 13).

Following decentralization, the authority of local labor bureaus
was considerably enhanced. Local labor plans were expanded to
include all enterprises, even those remaining under central manage-
ment. As a result, hiring powers were unified under local organiza-
tions "whose territorial span of control was approximately cotermi-
nous with effective local labor markets" (Howe, 142). Although the
Ministry of Labor was formally abolished during the Cultural Revo-
lution and had still not formally been reestablished by the end of
1977, the work of labor planning at the local level appears to have
been maintained. There appears to have been no substantial change
in the wage structure in different provinces nor uncontrolled growth
of employment in the modern sector, as one might have expected in
the absence of continuing central controls on wages and employ-
ment. Since the Cultural Revolution, Provincial Labor Departments
have continued to play a central role in the allocation of labor to
even the largest industrial plants (Eckstein 1975, 363).
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The decentralization also significantly improved the system of ma-
terial-supply planning. During the First Five-Year Plan period, cen-
tral government enterprises received their material supplies through
a vertically organized central supply system, while local enterprises
were supplied by a horizontally administered local supply system. In
the absence of effective coordination between the two systems, com-
modity distribution was inherently inefficient. It frequently meant,
for example, that commodities were subject to unnecessary cross-
hauls simply because of a lack of sharing of information between the
two systems (Ch'en Ta-lun, 34). Since decentralization, the system of
material-supply planning has been improved because of the expan-
sion of the scope of provincial plans and a substantial reduction in
the number of commodities subject to the unified supply planning of
the center.

The expansion of the scope of provincial plans has made it possi-
ble for local governments to coordinate the supply arrangements of
all enterprises within a province. Under the new system, even cen-
trally managed enterprises receive their inputs through the locally
managed commodity distribution system and these commodities are
included in the provincial distribution plan. The interprovincial dis-
tribution of a large number of important commodities is still deter-
mined by the central government, but the actual administration of
commodity supplies within each province has, to a significant de-
gree, been unified under the control of local planning agencies. This
has allowed a substantial reduction in the number of central supply
agencies and associated commodity warehouses and material stock-
piles (She I-san, 34).

In spite of increased provincial authority in economic planning,
particularly in manpower and commodity distribution, there has
been substantial continuing central government control of basic
resource-allocation decisions, particularly planning of production,
commodity supply, and investment. This control was implicit in the
decentralization directives, which specified that the center would
continue to control such plan targets as output of principal agricul-
tural and industrial products; investment; interprovincial transfers of
raw materials, equipment, and consumer goods; the value and struc-
ture of exports and imports; financial revenue and expenditure tar-
gets, including the transfers of revenues between the center and
each province; the enrollment plans of institutions of higher educa-
tion; total wages of labor; volume of freight; and the detailed plans of
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the enterprises under the direct control of the central ministries
(State Council 1958c).

Despite the decentralization of substantial authority to provincial
governments, the center retained several important means of assuring
that these centrally determined components of the economic plan
were in fact carried out by lower levels of government administration.

Most important, the central government is intimately involved in
the planning process at the local level. The first round of the plan-
ning process, which is described with the phrase "sent down twice,
reported up once" (liang-tz'u hsia-ta i-tz'u shang-pao), begins with
the preliminary plan targets (so-called control numbers) that are sent
from the State Planning Commission to provincial governments. Al-
though the provincial planning authorities have considerable flexi-
bility in arranging the precise details of the plan, the process is one
in which the initial targets are supplied from above rather than com-
ing from the local level (State Council 1957a; Eckstein 1975, 360;
Berger, 559-61). These centrally specified targets include the value
of output of principal agricultural and industrial products, the
amount of investment, the number of workers, and the total wage
bill. These preliminary targets are then further divided by provincial
authorities and assigned to administrative regions and factories
under direct provincial control. These targets are, in turn, disaggre-
gated again and serve as the preliminary targets for the plans of
towns and counties under the administrative region level of govern-
ment. After discussions at the lowest levels, suggestions for revised
targets are assembled at each level and transmitted upward. At the
national level, the State Planning Commission coordinates the plans
of the provinces, autonomous regions, and municipalities. Nominally
there are no longer vertically organized plans covering individual
sectors, but it is clear that the unified national plan that emerges has
also been integrated with the overall sectoral priorities of the central
government. Once the plan has been centrally approved, final plan
targets are issued to provincial and, in turn, lower levels of govern-
ment and of course to the enterprises under their jurisdiction.

In addition to this general central role in determining the major
targets of provincial plans, the center also maintains much more
specific policy instruments for intervening at lower levels. Among
the most important of these mechanisms are the systems of dual rule
of enterprises, and of continued control of interprovincial transfers of
both fiscal and material resources.
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The system of dual rule is perhaps the most innovative of these
mechanisms and the one that best exemplifies the center's attempt to
delegate administrative and managerial authority to lower levels
while retaining control of major resource-allocation decisions. Prior
to the late 1950s, state enterprises were controlled by a single level
of government. About one-half of all industrial output originated in
enterprises under central government control. Particularly in heavy
industry, most of the important plants were directly managed by
central industrial ministries. This meant, for example, that any ex-
pansion of an enterprise was authorized by and financed from the
budget of the controlling ministry. Enterprises of lesser importance
were usually managed by provincial or municipal governments. In-
vestment in a provincial enterprise would be arranged by the provin-
cial government and financed from the province's centrally approved
investment allocation. However, enterprises devolved to local man-
agement after 1957 were usually placed under a system of dual rule.
Under the system of dual rule, enterprises are managed jointly by
the central government and a subordinate level of government ad-
ministration, usually a province or municipality. Dual rule provides a
flexible framework that allows the central government to intervene
in the planning process at the enterprise level, while delegating
most administrative authority to local government officials. This
flexibility was, in fact, alluded to by Chou En-lai when he first dis-
cussed dual leadership as a means of enhancing local economic
power. In his speech to the Eighth Party Congress in the fall of 1956,
Chou explained that in some cases of enterprise decentralization the
center was to continue to play the "main role," whereas in others the
local government was to assume greater responsibility (Chou En-lai
1956b, 311). However, Chou did not specify how this determination
would be made.

In practice, the system of dual rule provided a continuing role for
the central industrial ministries. This contrasts sharply with the So-
viet decentralization of 1957, in which the ministerial system in the
industrial sector was abolished. The Chinese government not only
retained the ministerial system but repeatedly warned industrial min-
istries that decentralization could not be used as an excuse for failing
to continue to supervise enterprises nominally transferred to local
management. In the fall of 1957, when the first directive on decen-
tralization of enterprise management was promulgated, central gov-
ernment departments were told to strengthen their planning work
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and were warned that they "should never think that since authority
has been decentralized they can now adopt a hands-off attitude"
(Editorial 1957).

This was reiterated in April 1958, when the number and variety of
enterprises transferred down was increased. "Central government
departments, after their enterprises have been transferred to local
control, should not give up their responsibility for improving the
management of these enterprises. Generally speaking the duty of the
various central government departments should be to . . . devote 60
to 70 percent of their strength to helping the localities manage their
enterprises successfully" (State Council 1958g, 332). The central
government ministries were only too happy to comply with the spirit
of these instructions.

How was vertical control from the center exercised once enter-
prises were managed by local governments? In particular, how were
they able to play a role in determining the plans for output, for
increases in working capital, and for fixed investment?

The mechanisms of continued central control of enterprises nomi-
nally devolved to local control are most obvious in 1958. Before each
enterprise was transferred down, a central government department
had already determined the basic elements of the enterprise plan.
When enterprises were transferred downward, local governments be-
came directly responsible for the fulfillment of these predetermined
plans. Because the revenues retained by local governments were
based on their normal expenditures of 1957, they did not have the
resources necessary to manage transferred enterprises. Conse-
quently, local governments received special subsidies specifically
earmarked for both increasing the working capital and financing the
fixed-investment plan for each enterprise transferred down. In most
provinces, the bulk of the increase in expenditures was financed
from central subsidies (Lardy 1975a, 165-6).

The limited ability of provincial governments to change enterprise
appropriations is not only implicit in fiscal arrangements, but also
specifically acknowledged in provincial financial reports. In Liao-
ning's 1958 provincial budget it was explained that it was not even
necessary to discuss expenditures of 360 million government before
the start of the decentralization" (Liaoning Provincial People's
Council).

Continued direct central government control of investment in de-
centralized enterprises was also explicitly discussed in Peking's 1958
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budget (Chang Yu-yu 1958). The total planned expenditures ap-
proved by the Municipal People's Congress were about 475 million
yuan. However, in the budget message, the Congress was asked to
delegate the responsibility for adjusting this amount to the Munici-
pal People's Council-a body that met throughout the year rather
than annually like the Congress. This was necessary, it was ex-
plained, because the central government was turning over large
numbers of enterprises to local management. Because this was ac-
companied by the transfer of sizable budgetary appropriations, it
required large adjustments in the Peking municipal budget. Even
though the Congress did not meet to approve the budget until eight
months into the fiscal year, the final accounts showed that expendi-
tures were about 760 million yuan, about 60 percent above the
planned level. The transfer of enterprises to municipal control was
specifically acknowledged to be the reason for most of this increase
(Ch'eng Hung-i).

The central ministries not only controlled the investment plans of
enterprises but could, if necessary, reestablish their direct control
over all aspects of management. This was evident in 1959, when the
central government reasserted direct control over some important
projects that had been transferred to local management the previous
year. Although there is little, if any, discussion in national publica-
tions of this direct reassertion of central management, it was speci-
fically acknowledged by provincial authorities.

For example, in Sinkiang the director of the Finance Department
explained that the level of expenditure authorized by the Region's
People's Congress in January 1959 had subsequently been substan-
tially reduced when the central government had reassumed manage-
ment of the petroleum industry in the region (Liu Tzu-mo 1960).
Because the provincial budget had originally included 167 million
yuan for petroleum-sector investment, when the projects were trans-
ferred back the center deducted this amount from the region's ap-
proved expenditures.

Similarly, in Peking the deputy mayor, Ch'eng Hung-i, in discuss-
ing a planned 50 percent reduction in expenditures for 1959 com-
pared with actual expenditures in 1958 said, "it must be explained
that a portion of the capital construction investment in the 1958 bud-
get of the city, such as the Mi-yiin reservoir and some municipal
construction projects, will be transferred to the budget of the central
government in 1959" (Ch'eng Hung-i).
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In spite of this reversion of some enterprises to direct central man-
agement, most of the enterprises decentralized in the late 1950s re-
main under dual rule. In addition, some enterprises, most noticeably
the Anshan iron and steel works, which were not transferred in the
late 1950s (Ministry of Finance 1957b, 17), have been subsumed
within the system of dual leadership in recent years (Donnithorne
1974b, 773-4).

In addition to influencing enterprise plans through the system of
dual rule, the center retains control of the interprovincial distribu-
tion of most important producer goods. Although provincial govern-
ments exercise increased administrative responsibility for the intra-
provincial distribution of all commodites, the system of unified dis-
tribution of many industrial goods has been retained. As noted in
Chapter 1, the number of commodities whose distribution is directly
controlled by the central government increased steadily during the
First Five-Year Plan period. The number of centrally allocated com-
modities rose from 28 in 1952 to 417 in 1958. However, beginning in
1959 the number was to be reduced to 132. Of these, 45 were under
the jurisdiction of the State Economic Commission and 87 were con-
trolled by the central government ministries (She I-san, 34). Reports
of recent visitors to the People's Republic suggest that the number of
commodities subject to unified distribution remains in the range of
from 100 to 200 (Eckstein 1975, 361).

The reduction in the number of centrally distributed commodities
expands provincial authority, but the center retains the ability to
control directly the distribution of many important producer goods.
For example, under the provisions of the reform almost the entire
output of the machinery industry remained within the sphere of cen-
tral control. The Ministry of Metallurgy is responsible for the distri-
bution of pig iron, steel products, and metallurgical materials and
equipment; the Ministry of Hydroelectric Power for electric power
generation equipment; the Ministry of Petroleum Industry for oil
drilling and refining equipment; the Ministry of Textile Machinery
for textile machinery, etc. (State Council 1958c). While individual
firms are known to strive to develop the capability to produce their
own machinery in order to reduce their dependence on outside sup-
pliers (Rawski 1975a, 183), the central government, through the min-
isterial system, continued to exercise significant monopoly power
over the distribution of the capital goods that were crucial to the
expansion of output in most sectors.
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Finally, the center retained the right to exercise control over the
interprovincial distribution of products that they did not control di-
rectly through the system of unified distribution. The initial decen-
tralization directive contained an explicit clause authorizing central
planning agencies and ministries to convene material production and
marketing conferences to exercise control over products for which
provincial governments were formally responsible (State Council
1958c, 100).

Material-allocation conferences have emerged as a particularly im-
portant means of administering commodity distribution in the 1960s
and 1970s (Richman, 712-18; Eckstein 1975, 362; Reynolds). Corre-
sponding with neither the traditional Soviet bureaucratic methods
nor with flexible price, free market methods of resource allocation,
these meetings are perhaps most usefully thought of as a quasimarket
mechanism. By bringing final users and suppliers face to face to
agree on delivery times, product specifications, etc., they introduce a
degree of flexibility and rationality into the distribution of intermedi-
ate products and capital goods that has been absent from the usual
bureaucratic approach of centrally planned economic systems. They
clearly result, for example, in a significant increase in horizontal
flows of information between enterprises that previously would have
been formally linked only indirectly through a pair of vertical hierar-
chical systems.

Meetings are convened once or twice a year to bring suppliers of
important raw materials and intermediate goods together with major
enterprises that require these goods for meeting their production
targets or investment plans. Significantly, however, in the early
stages of the planning process these meetings are typically arranged
on a functional, vertical basis rather than on a geographic basis, and
national planning agencies and ministries play a key organizing role.
Thus, initially they usually bring together all major suppliers and
users of a limited range of commodities from throughout the nation
rather than suppliers and users of all commodities within a single
geographic region. In the later stages of the process, the meetings are
frequently carried out on a provincial basis. Although there is little
information available describing how the contracts between enter-
prises are actually arranged at these conferences, the continuing role
of national agencies and predominantly vertical lines of administra-
tion suggest that these conferences provide a mechanism for contin-
ued central government control of interprovincial resource transfers.
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Provincial governments, however, do have a greater role in the ad-
ministration of the material supply arrangements worked out at these
conferences, particularly when compared with the 1950s, when ma-
jor enterprises received all their material inputs through a system of
vertically administered supply agencies.

This combination of relatively decentralized day-to-day manage-
ment of enterprises and relatively centralized control of planning
functions is a balance that satisfies several ends. The ability of local
governments to carry out horizontal, geographic coordination of eco-
nomic activities has been enhanced by the widespread implementa-
tion of dual rule and the enlarged scope of provincial economic
plans. However, the center has maintained control of many basic
resource-allocation decisions. This control is used to insure a high
rate of overall investment, to allocate a large share of investment
resources to the producer-goods sector, and to achieve important eq-
uity and distributional goals.

In fact, the economic reforms of the late 1950s, which decentral-
ized economic administration while basically retaining control of re-
source-allocation functions, increased the ability of the central gov-
ernment to achieve these goals. That is, by ridding themselves of
many time-consuming onerous management tasks, the central plan-
ning agencies and ministries were able to concentrate their talents
and energies on overall economic planning. As suggested in Chapter
3, ministries were, in fact, continually exhorted to focus on "compre-
hensive planning work." The People's Daily editorial that accompa-
nied the announcement of the decentralization was even more ex-
plicit, saying that "in order to have effective centralization it is nec-
essary to decentralize a portion of authority and give it to the locali-
ties; this decentralization of authority on the surface seems to be a
weakening of centralization, but it actually strengthens centraliza-
tion" (Editorial 1957).

I would postulate that it was primarily this continuing central con-
trol of overall economic planning, exercised largely through the min-
isterial system, that accounts for the apparent longevity of the Chi-
nese reform. The Soviets, by contrast, abolished industrial ministries
in their reform of 1957 and substituted a horizontal system of plan-
ning based on about 100 sovnarkhozy. Subsequently, the center was
apparently unable to prevent the phenomenon of territorial subordi-
nate autarky. With fewer constraints imposed from above, many sov-
narkhozy attempted to become as self-sufficient in as broad a range
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of products as possible, irrespective of the higher costs associated
with losses in specialization and economies of scale. Although the
former problem of ministerial autarky was eliminated, the ineffi-
ciencies of the territorial principle appear to have been even larger.
Within a short time, the sovnarkhozy were stripped of their resource-
allocation power and by 1964 the production principle was formally
readopted.

The Chinese, on the other hand, retained the ministerial system,
while at the same time introducing new forms of enterprise manage-
ment and commodity distribution. The continuing role of the minis-
tries largely prevented the emergence of subordinate autarky, while
dual rule and new commodity distribution systems allowed local
governments to capture the efficiency gains from improved horizon-
tal information flow and coordination.

Efficiency gains presumably resulted from a reduction in the num-
ber of levels of administrative control that linked interdependent
activities within a region. A larger number of commodity-supply and
labor-allocation decisions could be made at the provincial level on
the basis of more complete, detailed, and timely information than
could be made available in Peking at the ministerial level or within
the central planning apparatus. On the other hand, the center's con-
trol of investment funds and its capability to redistribute commodi-
ties interregionally appears to have prevented the efficiency losses
associated with the emergence of territorial subordinate autarky in
the Soviet Union.

It is also probable that the large size of China's provinces contri-
buted significantly to the overall success of the reforms. The 1957
decentralization of economic management to geographic units with a
median population of about 20 million persons and median land
mass of about 70,000 square miles still permitted the capture of
economies of scale in production and distribution in most industries
while at the same time it reduced the costs of coordination among
enterprises within each region. By contrast, the 100-plus sovnar-
khozy to which decentralization occurred initially in the Soviet
Union were substantially smaller in geographic and population size.
Furthermore, the potential for efficiency gains from improved hori-
zontal communication in China may have been greater because prior
to decentralization a relatively large share of industrial output was
manufactured in plants that were not directly controlled by minis-
tries of the central government. The problems of regional coordina-
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tion of interdependent activities are presumably greater when a
larger portion of interenterprise exchanges occur between centrally
and locally controlled plants, rather than when the overwhelming
majority of plants are centrally managed,, as was the case with plants
in the Soviet Union prior to their experiment with the territorial
principle.

While I believe that the above analysis captures the broad outlines
of the system of economic planning as it has emerged since 1957,
particularly the increased emphasis on the territorial principle, the
issues raised in the decentralization discussion of the mid-1950s
were certainly not resolved conclusively by the reform decrees of
1957 and 1958. Rather, these issues appear to have been the subject
of continuing debate and conflict within the leadership. As a result
fluctuations in policy continue, although as pointed out earlier in this
chapter they can be seen only dimly with currently available infor-
mation. It would appear, for example, that in the early 1960s in the
aftermath of the Great Leap Forward the planning authority of the
provinces was somewhat eroded. Not only had implementation of
the principle of integrated horizontal plans encountered consider-
able operational difficulties, but Significant opposition to the princi-
ple of comprehensive local planning had emerged. The National
Economic Planning Group of the Hupei Provincial Economic
Studies Association reported that some people argued that "since the
distribution and utilization of the important raw materials and most
of the financial resources are arranged according to the unified plan
of the central government, that localities have no means of compiling
a comprehensive balance plan before the state plan has been com-
pleted" (Hupei Economic Studies Association National Economic
Planning Group). Although the article goes on to argue for the impor-
tance of local planning, it concludes by recognizing that the original
goal of compiling local plans that would include centrally managed
enterprises in order to integrate systematically the sectoral and the
local plans "has not yet been completely solved."

Similarly, Li Ch'eng-jui, in an important article in 1964, stated that
plan management was still divided into vertical and territorial sys-
tems and that the latter did not include all central government enter-
prises. His discussion also suggests that the center had begun to
encroach systematically on the authority that had been devolved to
provincial planning authorities (Li Ch'eng-jui 1964).

Finally, and most intriguingly, a recent long article commemorat-
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ing the achievements of Chou En-lai refers to a formal economic
reform that was undertaken in 1970. The article, which appeared in
the official journal of the Chinese Communist Party Hung-cKi (Red
Flag) and was reprinted in the Peking Review, states that "in 1958
and 1970 he [Chou] twice handled the issue of vesting units at the
lower levels with greater power to run and build certain enterprises
and the reform of the system of economic management . . . " (State
Council 1977, 16). Although it is clear that reference to 1958 con-
cerns the decentralization decrees discussed in detail earlier in this
study, there is little qualitative evidence that sheds light on the na-
ture of the decisions made in 1970. Like 1957, 1970 marked the end
of a five-year-plan. However, unlike the period prior to 1958, when
there was a public discussion of the shortcomings of the system of
planning as it had evolved during the First Plan, we know little
about the specific planning techniques used during the Fourth Plan
(1966-70). This period was dominated by the turmoil of the Cultural
Revolution (1966-8), which significantly depressed the rate of indus-
trial growth. It is commonly believed that this period of political
divisiveness enhanced the power of provincial governments vis-a-vis
the center. Most important in this regard are the charges of regional-
ism leveled against some provincial leaders who were purged during
the Cultural Revolution.

For example, Chiang Hua, the First Party Secretary in Chekiang, is
reported to have refused to transfer certain commodities to Shanghai,
saying "Chekiang is not a colony of Shanghai."1 Requests for the
transfer of food grains to other provinces were also allegedly refused
on the grounds that feeding of livestock within Chekiang took a
higher priority.

It is usually argued that the powers of the central government
were enhanced as political normalcy returned in the late 1960s and
that this type of subordinate autarky was reduced if not eliminated.
This would suggest that the 1970 decisions referred to in the Peking
Review were an attempt to devolve greater authority to local gov-
ernments in the wake of the increased centralization following the
close of the Cultural Revolution. This interpretation would appear
to be supported by continuing Chinese rhetoric advocating an eco-
nomic development policy based on local self-sufficiency. Many
western analysts have argued that the campaign for local self-
sufficiency, particularly the verbal emphasis on the development of
local small-scale industry, reflects an attenuation of the redistribu-
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tive role of the central government (Sigurdson, 212; Donnithorne
1972b, 607-13; Harding, 5).

The uncertainty surrounding the nature of the 1970 reform as well
as conflicting opinions concerning the meaning of the local small-
scale industry campaign naturally lead one to ask how effectively the
planning mechanisms described earlier in this chapter have been in
achieving distributive goals. Does Peking continue to exercise wide-
ranging powers over resource allocation? If so, does it continue to
redistribute resources from more- to less-developed provinces? Has
the degree of redistribution been as significant as that of the 1950s,
or has the center implicitly sanctioned growing inequality as a means
of achieving improved overall growth performance? Furthermore, is
the center unable to prevent, or does it overlook, the efficiency
losses that accompany subordinate autarky or has it continued to
impose an optimal degree of regional specialization?

These are difficult questions to answer with the limited informa-
tion available since 1960. The absence of empirical data comparable
to the rich provincial data of the 1950s makes it impossible to under-
take precise statistical tests to answer these questions. Furthermore,
although there has been some improvement in recent years, there is
still relatively little qualitative information available that clarifies
these issues. The sources of information that are most useful for
understanding central-provincial fiscal relations and the nature of the
budgetary process have been published since the late 1950s.

Despite the relative lack of data and qualitative information, I be-
lieve that it is possible to give preliminary answers to these impor-
tant questions. Although based on partial information, this analysis is
strengthened by a more complete understanding of the fiscal system
in the earlier years. That is, more limited fragmentary information
and data for the years since 1960 can be evaluated in light of the
evidence presented in Chapters 2 and 3.

The pattern of resource allocation

Three principal types of evidence bear on the evolution of the redis-
tributive powers of the central government since 1960. The first is a
comparison of the patterns of provincial industrial growth during the
pre- and postdecentralization periods. Secondly, there is some quali-
tative evidence on the nature of the tax system and central-provincial
revenue-sharing rates. Finally, there is evidence concerning the
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Table 4.1. The pattern of provincial industrial growth, 1952-7

Rate of industrial
growth 1952-7

Above median

Below median

Level of per capita

Above median

Peking
Liaoning
Shansi
Sinkiang
Hupei

Shanghai
Tientsin
Heilungkiang
Kirin
Kiangsu
Chekiang
Kwangtung
Shantung
Hopei

industrial output (1952)

Below median

Fukien
Inner Mongolia
Szechuan
Shensi
Tsinghai
Kansu
Anhui
Yunnan
Ninghsia

Kiangsi
Hunan
Kwangsi
Honan
Kweichow

Source: Lardy 1977, Table 3.

scope of the state budget and central government control of the com-
position of provincial expenditures.

The pattern of provincial industrial growth

1952-1957. China's average annual rate of industrial growth during
the First Five-Year Plan was 18 percent, according to official statis-
tics (State Statistical Bureau 1960, 19). However, this aggregate
growth rate disguises substantial regional variation in the pace of
industrial development. The average annual rates of provincial
growth actually ranged from a high of about 32 percent in Inner
Mongolia to a low of only 12 percent in Kiangsu.2 Overall, the most
striking aspect of China's pattern of provincial industrial develop-
ment is the relatively slow growth of most of its leading industrial
centers. As is shown in Table 4.1, nine of the fourteen provinces
where per capita industrial output was above the median level expe-
rienced below-median rates of industrial growth. This group in-
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eluded seven of China's ten most industrialized areas: Shanghai, Tien-
tsin, Heilungkiang, Kirin, Kiangsu, Chekiang, and Kwangtung. As a
group, these regions of above-average development but below-aver-
age rates of growth not only produced over half of China's industrial
output in 1952 but, as discussed in Chapter 2, they also served as
major sources of government revenues during the First Five-Year
Plan period. They had been required to remit the vast majority of the
revenues they collected to the central government, and in most cases
the return flow of resources to these areas in the form of direct cen-
tral government investment was relatively limited. For example, as
shown above for Shanghai, during the period central government
investment was equivalent to only about 6 percent of the outflow of
revenues from the municipality. Comparable if not quite as extreme
situations existed in Kiangsu, Kwangtung, Shantung, and Chekiang.

This relatively unfavorable treatment by the central government
and the resulting*slow rate of industrial development in these prov-
inces is not surprising. With the exception of Heilungkiang and Kirin,
these regions of above-average development were coastal provinces.
The declared goal of the First Five-Year Plan was to change "the
irrational concentration of industrial enterprises along the coastal
areas" and "to restrict the development of big coastal cities in favor of
furthering medium and small cities in the interior" (Li Fu-ch'un, 21).

On the other hand, two-thirds of the provinces that ranked below
the median level of per capita industrial output in 1952 experienced
rates of industrial growth that were above the median level. These
provinces are shown in the upper right quadrant of Table 4.1. The
members of this group, with the exception of Fukien, were all inland
regions. Because of the goal of developing the interior comparatively
rapidly, these provinces, for the most part, benefited from favorable
fiscal treatment, that is, low remission rates or net subsidies from the
central government. They were also the major beneficiaries of the
central government's policy of transferring skilled labor away from
places like Shanghai to newly emerging industrial centers in inland
China. Between 1950 and 1956 the central government, through its
direct control over labor allocation, transferred 270,000 workers out of
Shanghai. Of this number, 28,000 were specifically identified as tech-
nicians and another 170,000 as skilled workers (Liu Chih-ch'eng, 61).
These redistributive government programs made substantially more
capital and labor inputs available for local growth in less-developed
regions than would have been the case under more autarkic policies.



Economic planning since the First Five-Year Plan 155

Although less-developed inland regions did not benefit uniformly
from this central government investment strategy and a substantial
portion of the large-scale investment projects of the First Plan were
not completed until after 1957 and thus did not affect the pattern of
industrial growth until somewhat later, the degree of interregional
inequality was actually reduced during this period. The population-
weighted coefficient of variation, which measures the overall degree
of dispersion of provincial per capita industrial output from the
mean, declined from 1.01 in 1952 to .92 in 1957 (Lardy 1977, 19).3

1957-1974. Was this pattern of industrial growth substantially
altered by the decentralization? Proponents of the hypothesis of in-
creased provincial autarky believe that the transfer of resource-allo-
cation powers to provincial governments inevitably led to relatively
faster rates of industrial growth in more-developed areas that had
previously transferred most of their resources to the center. At the
other end of the development spectrum, however, provinces that
previously financed most of their growth with central government
subsidies and direct central government inputs would experience
drastic declines in their relative rates of industrial growth. Thus,
those who adhere to the hypothesis of increased provincial autarky
predict that the previous inverse relationship between the level of
development and the rate of industrial growth would be substantially
weakened after 1957.

What is the empirical evidence? How does the pattern of provin-
cial industrial growth after the decentralization compare with the
pattern during the First Five-Year Plan period? Although the pace of
national industrial growth since 1957 has been substantially below
that of the First Five-Year Plan period, there continues to be sub-
stantial variation in provincial industrial performance. Average
growth rates during the period 1957-74 ranged from about 18 to 8
percent per year. As shown in Table 4.2, there continued to be a
general inverse relation between level of development and rate of
growth. Again over two-thirds of the provinces where per capita in-
dustrial output was initially below the median level experienced
above-median growth rates. This group included several provinces
that had also been less-developed but rapidly growing during the
1952-7 period-Ninghsia, Tsinghai, Kansu, and Shensi. Of the more-
developed provinces, over two-thirds experienced rates of growth
that were below the median level. Several of these areas, notably
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Table 4.2. The pattern of provincial industrial growth, 1957-74

naie OT inausinai
growth 1957-74

Above median

Below median

Level of per capita

Above median

Peking
Kiangsu
Kwangtung
Inner Mongolia

Shanghai
Tientsin
Liaoning
Heilungkiang
Kirin
Chekiang
Shansi
Hupei
Fukien
Sinkiang

industrial output (1957)

Below median

Shantung
Hopei
Shensi
Hunan
Tsinghai
Kansu
Kwangsi
Honan
Kweichow
Ninghsia

Kiangsi
Szechuan
Yunnan
Anhui

Source: Lardy 1977, Table 3.

Shanghai, Tientsin, Heilungkiang, and Kirin, were also relatively
slow growing during the 1952-7 period.

Of course, the pattern of provincial industrial growth since 1957 is
not precisely the same as that observed during the First Five-Year
Plan period. For example, among the provinces with above-median
levels of industrial output, Kiangsu and Kwangtung have moved from
the low- to the high-growth category, while Liaoning, Shansi, and
Hupei have moved from the high- to low-growth category. Similarly,
among the less-developed provinces Szechuan, Yunnan, and Anhui
have shifted from the high- to low-growth category, while Hunan,
Kwangsi, Honan, and Kweichow have moved from the slow- to the
fast-growth category.4

These changes in the pattern of provincial industrial growth since
1957 appear to reflect a complex mix of forces. These include exoge-
nous shocks to the economic system, such as the withdrawal of So-
viet engineers and technicians in 1960 and the Cultural Revolution
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(both discussed further below); shifts in sectoral priorities that have
had important consequences for industrial location strategy; the emer-
gence of crucial location-specific industries, such as petroleum, in
new regions (i.e., the Shengli and Takang fields in Shantung and
Hopei, respectively); and perhaps the increased importance of com-
mune- and brigade-operated industries that are financed outside the
state budget. An analysis of the precise contribution of these and
other forces would require detailed studies of the realtionship be-
tween the changing structure of industrial output nationally and
within each of the provinces, as well as more complete data on pro-
vincial industrial output (particularly for the years 1960-4 and 1966-
9) than are currently available.

However, there has been no significant shift of provinces toward
the configuration suggested by the hypothesis of provincial autarky-
the combination of rapid growth with high levels of output and slow
growth with low levels of development. As a result, the pattern of
regional convergence has continued in the years following the re-
form of the system of economic management. The population-
weighted coefficient of variation of per capita provincial industrial
output has fallen from .92 in 1957 to .87 in 1974 (Lardy 1977, 19).

Implications of the pattern of growth. What are the implications of
this pattern of provincial industrial growth for the redistributive
powers of the central government? In the absence of a vigorous and
enduring central government role in national economic planning,
characterized by a strong redistributive commitment, would one pre-
dict a positive or a negative correlation between initial levels of
provincial development and subsequent rates of growth? If each area
had similar incremental capital-output and savings and investment
ratios, an equal rate of return on existing productive capacity, and
equal access to labor and other factors of production, one would
expect provinces to grow at roughly the same rate.

There is every reason to believe, however, that these conditions
did not generally apply and that the more-developed provinces en-
joyed significant advantages. As suggested in Chapter 3, incremental
capital-output ratios in more-developed regions were lower, on the
average, than in less-developed areas where the existing industrial
infrastructure was less adequate. Furthermore, existing centers of
industrial output enjoyed substantial comparative advantages from
their disproportionate concentrations of skilled manpower and
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greater access to modern technology. They also enjoyed substantial
economies of scale and some locational advantages. Peculiarities of
China's pricing policies for industrial products, probably also raised
the rate of return on existing capacity in more-developed provinces
far above that in less-developed areas. That is, the Chinese prefer-
ence for setting industrial-product prices high enough to allow even
relatively inefficient producers to remain in operation without rely-
ing on subsidies meant that profit rates for well-established firms
tended to be quite high (Eckstein 1977, 147-8). All these conditions
support the a priori presumption of a positive correlation between
initial levels of development and subsequent rates of growth.

Jeffrey Williamson's study of the relationship between level of
development and rate of growth also supports the view that richer
provinces would be relatively faster growing in the absence of cen-
tral government redistribution. Following the suggestions of John
Hicks, Albert Hirschman, and Gunnar Myrdal, Williamson tested the
hypothesis that the early stages of economic growth tend to be char-
acterized by increasing regional disparities, whereas later stages of
development lead to regional convergence (Hicks, 162-6; Hirsch-
man, 187-90; Myrdal). Locational advantages, historical accident, re-
source endowment, and other considerations may give certain re-
gions within a country an initial advantage when the process of mod-
ern economic growth begins. Hirschman hypothesized that when
national growth accelerates, the greater importance of "polarization
effects" as opposed to "trickle-down effects" would lead to more
rapid growth in more-developed areas and increasing interregional
inequalities. Capital would be attracted from backward areas to the
more rapidly growing regions of the country, and skilled labor would
tend to migrate to advanced regions in response to greater employ-
ment opportunities. Government policies favoring maximal aggre-
gate economic growth rather than balanced regional development
might further compound growing regional disparities.

Only at substantially higher levels of per capita income, Hirsch-
man suggested, would the trickle-down effects of growth become
increasingly important and tend to neutralize the polarization effects.
The combination of increasing costs of growth in advanced regions
with deliberate government policy to insure more balanced regional
development would lead to a decline and eventually a reversal of the
differential rates of growth between backward and advanced areas.
Thus, the interaction of these forces over time gives rise to what is
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sometimes called an "inverted U-shaped" pattern of economic
growth, in which interregional inequality first rises and later falls as
per capita income increases.

Williamson, using both time-series and cross-section data for a
large sample of countries, was able to confirm empirically the hy-
pothesis of Hicks, Hirschman, and Myrdal. In his cross-section
sample of twenty-four nations, low-income countries exhibited rela-
tively small interregional disparities. Middle-income countries had
the most extreme interregional inequality, whereas the highest-in-
come nations revealed considerably less interregional disparity.
These findings were corroborated by time-series data for the United
States. Less-complete long-term data for Sweden, Italy, Brazil, and
France analyzed by Williamson, and subsequent intensive investiga-
tions of Canadian and Japanese regional growth over periods that
include the early stages of industrialization, also give support to the
classic inverted U-shaped pattern of regional development (Green;
Cleaver).

Quantitative studies of Chinese economic growth suggest that the
pattern of regional development conforms to this classic inverted
U-shaped pattern. The record shows that, although there was no
sustained increase in per capita income for the country as a whole in
the first half of the twentieth century (Perkins 1975b, 122-3), there
was considerable growth in Manchuria and in a few coastal cities
(Eckstein, Chao, and Chang). As a result, the fifty years prior to the
formation of the People's Republic were undoubtedly marked by
growing interregional inequality. However, the reduction of interre-
gional income variation in China began at a substantially earlier
stage of economic development than other countries for which his-
torical time-series data are available.

Regional convergence in Japan, Canada, and the United States did
not begin until after three to six decades of sustained growth of per
capita gross national product. By contrast, the Chinese pattern of
development after 1949 is one in which the reduction of interre-
gional income inequality and the initiation of sustained growth of
per capita gross national product appear to have begun simultane-
ously. Furthermore, the levels of per capita income from which con-
vergence began in Japan, Canada, and the United States were a
severalfold multiple of the Chinese level in 1949. In short, although
China conforms to the inverted U-shaped pattern of regional devel-
opment, the timing of the convergence phase has been distinctly
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different from the historical experience of the currently developed
countries.

It is quite clear that the pattern of convergence during the First
Five-Year Plan period was the result of a distinct central government
policy that favored the development of inland industry at the ex-
pense of the initially developed coastal cities and the Northeast. The
persistence of this general pattern of regional convergence since
1957 suggests that, although there have been fluctuations over time
in the degree to which the regime has been committed to the compar-
atively rapid growth of less-developed regions, the broadly redis-
tributive nature of central government economic planning has not
been reversed. That is, convergence has been achieved despite the
marginal shift in investment policy in favor of more-developed re-
gions after 1956, discussed in Chapter 3, and despite the crippling
effect that the withdrawal of Soviet economic assistance must have
had on the industrialization of inland regions. Most Soviet-aided pro-
jects had been located in these less-developed regions, and the long
delays in completing these projects after the Soviets withdrew proba-
bly depressed industrial growth in these regions for many years
(Richman, 857).

Much less is known about the pattern of regional growth within
provinces. Some provincial planners explicitly embraced improved
intraregional balance as a goal for the Second Five-Year Plan (Lu
Chun-chieh), but it is difficult to measure the extent to which this
objective has ever been realized. Quite scattered evidence suggests
that inequality is being reduced within provinces, at least in the core
areas of China and parts of the Northeast. In these relatively more
industrialized regions industrial output growth, both since 1949 and
during the 1965-75 decade, has been most rapid in intermediate-
sized cities rather than provincial capitals. Cities such as Hsinhsiang
(Honan); Ch'angchou (Kiangsu); Chuchou and Hsiangt'an (Hunan);
Hunchiang and Ssup'ing (Kirin); and Kweilin and Wuchou (Kwangsi),
while still contributing only a small share of total provincial output,
have experienced rates of industrial growth that are well above their
respective provincial averages. All these are prefecture (ti-ch'ii) or
county (hsien) level cities but none are provincial capitals. They
appear to represent the most successful examples of the group of
forty medium-sized and rapidly growing cities referred to in the Chi-
nese media. On the other hand, in the less-industrialized peripheral
areas for which data are available, provincial (or autonomous region)
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capitals continue to grow either more rapidly than the provincial
average, as in Kweiyang (Kweichow), or at roughly the same rate as
the provincial average, as in Yinch'uan (Ninghsia) and Lanchou
(Kansu). Presumably, in peripheral areas capital cities continue to
contribute a preponderant share of total provincial industrial output.
In short, within areas that encompass the great bulk of the Chinese
population the reduction of inequality in industrial output has oc-
curred within as well as among provinces.5

Continuing convergence among provinces, of course, does not im-
ply that interregional inequality will soon be eliminated in China.
Although a reduction in relative income inequality is quite unusual
at this early stage of development, absolute levels of inequality con-
tinue to increase. Because the initial differences in the level of de-
velopment were so large, growing gaps in the absolute level of out-
put among provinces result even when there is a generally inverse
relationship between the level of development and rate of growth.
Although these absolute gaps may be of interest for some purposes,
for drawing inferences about the ability of the central government to
redistribute resources among regions, we must clearly focus on rela-
tive rates of growth. For it is really the ability of the center to sustain
a rate of investment in a given province above that which could be
financed with local revenues that will, in the long run, lead to rela-
tively higher rates of growth for that region.

In short, the long-run pattern of regional economic growth sup-
ports the empirical finding discussed in Chapter 3-that the decen-
tralization of economic planning did not lead a marked increase in
the ability of more-developed regions to retain and reinvest an in-
creased share of their own resources for local economic and social
development. Furthermore, this hypothesis is supported by scattered
direct evidence of the continuing redistributive role played by the
central government. This evidence comes both from recent inter-
views of Western visitors to the People's Republic and scattered data
released by the Chinese.

Central-Provincial revenue sharing since 1957

Provincial governments have continued to play a significant role in
revenue collection since 1960. In 1972, for example, they collected
80 percent of all government revenues-the same share they col-
lected in 1958 and 1959 (Robinson 1975, 29). Given this continued
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Table 4.3. Central-provincial revenue-sharing rates

Shanghai
Liaoning
Kiangsu
Yunnan
Inner Mongolia
Kwangsi
Sinkiang
Ninghsia
Tibet

1957*

n.a.
n.a.

-49.2
-18.7*
-11.5
+8.6
+7.2
n.a.

+70-8CT

1959*

-80.2
-63.9
-45.6
+18

+
c

+c

+25.9
+c

+83.5

Post-1960

Year

1972
1972
1972
1974
1972
1972
1955-72
1958-74
1960-73

Rate

- 9 0 ;
-82
-7(/
+15S

+c

+c

+35/?

+52'
>5(/

Notes: Provinces are listed in descending order of industrial development in the mid-1970s.
Negative values show provincial remittances to the center as a percentage of total revenues
collected by the province.Yositive values show subsidies from the center as a percentage of
total provincial expenditure. N.a. indicates not available.
aFor 1956. ^For the period 1952-5.
Expenditures in these provinces were greater than anticipated revenues, resulting in a sub-
sidy from the central government. However, the size of this subsidy in relation to expendi-
tures is-not known.
Sources: °S"able 2.9. ^Tables 3.12, 3.13. Lardy 1975c, 111.9China Trade and Economic
Newsletter, no. 238: 6. NCNA, 25 and 27 September 1975, in British Broadcasting Corpor-
ation, Summary of World Broadcasts, Far East Weekly Economic Report, W 847, p. A/3.
'NCNA, 26 January 1976, in Foreign Broadcast Information Service, Daily Report, PRC, 26
January 1976, p. M-5.

preeminence of provincial, as opposed to central, revenue collection,
the extent to which physical resources are redistributed interregion-
ally by the central government can be measured by the degree of
differentiation in central-provincial revenue-sharing rates. That is,
the central government will not be able to redistribute a significant
volume of materials from more-developed to backward areas unless
it succeeds in extracting proportionately greater resources from the
former.

The pattern of central-provincial sharing of revenues in the 1950s,
shown in Tables 2.9 and 3.13, continues in the 1960s and 1970s.
Although comprehensive information on provincial remission rates is
not available, specific rates for a number of provinces have been
released in recent years. These rates, given in Table 4.3, show that
more-developed provinces still give up a disproportionately large
share of the revenues they collect, while poorer provinces retain all
their revenues and frequently receive additional subsidies from the
center as well.
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Shanghai, the most important industrial center, remits 90 percent
of its revenues. Liaoning and Kiangsu, the second and third most
important sources of industrial output in the mid-1970s, also remit
the vast majority of their revenues. Their remission rates, 82 and 70
percent respectively, are substantially above those of 1959. The five
autonomous regions, which with the exception of Inner Mongolia are
still among the least-developed areas of the country, retain all their
revenues and receive additional direct government subsidies. Chi-
nese sources indicate that central subsidies have been equivalent to
from one-third to more than one-half of local expenditures in Sin-
kiang, Ninghsia, and Tibet.

In short, the central government continues to utilize its fiscal
powers to redistribute considerable resources from rich to poor areas.
The revenue-sharing data in Table 4.3 suggests that the magnitude of
this redistribution is as great in the early 1970s as it was in the 1950s.
The most-developed provinces continue to surrender about three-
fourths of their revenues to the center and the poorest areas receive
subsidies equivalent to over half their expenditures. In several cases,
these subsidies have been sustained for periods of from fourteen to
twenty years.

This pattern of systematic redistribution in favor of less-developed
regions is confirmed by data on the ratio between investment and
total budgetary revenue released in Shanghai. Accumulated capital
(chi-lei tzu-chin) is a term used to describe the sum of tax revenues,
enterprise profits, and depreciation funds. Because accumulation in-
cludes all budgetary revenues originating in a given area, regardless
of their sector of origin or whether they are collected by the provin-
cial government or directly by the center, it is the most comprehen-
sive measure of the fiscal resources of a region. The ratio of indus-
trial investment to accumulation is a measure of the extent to which
the area is able to channel its revenues to capital investment projects
that will contribute to further local economic growth. Nationally, this
ratio is simply the ratio of capital investment in industry to total
national budgetary revenues. During the First Five-Year Plan pe-
riod, for example, it ranged from a low of 13 percent in 1953 to a high
of 24 percent in 1956 (State Statistical Bureau 1960, 23, 55).

Shanghai has recently released comparable data for the 1949-73
and 1966-75 periods. The ratio of industrial investment to accumula-
tion from 1949 to 1973 was 6.7 percent, whereas the reinvestment
rate has been 6.9 percent since 1966.6 The long periods over which
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these extremely low rates of reinvestment have been sustained show
that the large outflow of revenues from Shanghai has not been lim-
ited to 1959-60 or 1972, the years shown in Tables 3.12 and 4.3, but
has been a consistent pattern since 1949. In an analogous manner,
Shanghai has continued to supply significant human capital to other
regions. By the early 1970s, over half a million skilled workers
trained in Shanghai had been transferred to other provinces (Eck-
stein 1977, 364). The similar size of the ratio of investment to accu-
mulation during the 1949-73 and 1966-75 periods and the continued
outflow of human resources suggest that Shanghai's large contribu-
tion to national economic growth has not been substantially reduced
since the economic reform of the late 1950s.

The scope of the national budget since 1957

Evidence of a reduction in the scope of the state budget since the
1950s would tend to diminish the significance of the central-provin-
cial revenue-sharing rates for recent years that are shown in Table
4.3. A reduction in the scope of the state budget would mean a
greater portion of total national product was being distributed out-
side the direct control of the budgetary mechanism, giving rise to the
possibility of a diminution in the redistributive powers of the fiscal
system. However, both quantitative and qualitative evidence suggest
that the scope of the state budget remains comparatively broad and
that while the absolute volume of extrabudgetary funds available to
enterprises, local governments, and particularly agricultural com-
munes has grown, their share of gross national product does not
appear to have risen.

Most important, recent Chinese statements place the growth of
aggregate budgetary revenues since 1957 at a rate that is slightly in
excess of the best Western estimates of the growth of China's gross
domestic product. As shown in Table 4.4, the average annual rate of
growth of budgetary revenues since 1957 has been 7.0 percent. This
is in excess of the rates of growth of Chinese gross domestic product
estimated by Robert M. Field, 5.2 percent (Field, 131) and Dwight
Perkins, 5.6 percent (Perkins 1976, 9).7 This suggests that the share
of the total resources that is allocated through the budgetary mechan-
ism in the 1970s exceeds the unusually high level achieved in 1957
and remains far above the share achieved in most less-developed
countries.
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Table 4.4. Chinese budgetary revenues, 1952-73 (billions of yuan)

Year

1950
1952
1957
1970
1973
1952-57
1957-73

Budgetary revenues

6.52
17.56
31.02
65.2
91.3

Average annual
rate of growth (%)

12.1
7.0

Notes: Budgetary revenues are in current year prices. Budgetary revenues for 1970 and 1973
are calculated on the basis of statements that revenues had increased "more than 9 times"
between 1950 and 1970 and had increased "about 13 times" between 1950 and 1973. Be-
cause the data in the table for 1970 and 1973 are calculated on the basis of these rounded
numbers, they probably overstate the increase in revenues between 1970 and 1973. The
long-run rate of growth between 1957 and 1973 would not, however, be significantly
affected.
Sources: 1950,1952, 1957: State Statistical Bureau 1960, 2 1 . 1971: Cheng-chih ching-chi
hs'ueh chi-ch'u chih-shih (Fundamentals of political economy), 1st ed. (Shanghai: Shanghai
People's Publishing House, 1974), vol. 2 , p. 195.1973: Cheng-chih ching-chi hs'ueh chi-ch'u
chih-shih (Fundamentals of political economy), 2d ed. (Shanghai: Shanghai People's Pub-
lishing House, 1975), p. 406.

Furthermore, qualitative evidence suggests that many of the
sources of extrabudgetary funds that existed in the 1950s have since
been reduced in importance. As discussed in Chapter 2, the most
important sources of funds in the First Five-Year Plan period not
subject to direct budgetary allocation were bonus funds and above-
plan profits retained by enterprises. Prior to the decentralization,
these funds averaged about 900 million yuan, or 7 percent of total
enterprise profits.8 The decentralization not only expanded bonus
funds and retained profits, but also allowed enterprises to retain
funds to cover some expenditures that had previously been financed
from the state budget.9 Total enterprise retentions in 1958 were
three billion yuan (American billion), or 16.7 percent of profits (Tao
Sheng-yii and Tan Ya-sheng, 13). In 1959, retained profits rose to
3.99 billion yuan but were reduced to 11.6 percent of total enterprise
profits (Obolenskiy 1961a, 76).

The evidence on enterprise retentions for more recent years is
limited to reports on specific enterprises by Western visitors. It is
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thus not as comprehensive in scope as the published national data
for the 1950s. The only study of a significant number of enterprises is
Barry Richman's. He found that many of the thirty-eight enterprises
he visited in 1966 did not retain either above-plan profits or bonus
funds. Among enterprises that retained any funds, the average rate of
profits retained was only 5 percent (Richman, 503, 814). Reports of a
large number of more recent Western visitors also suggest that re-
tained profits remain quite limited. After modest deductions to
finance the enterprise welfare programs, virtually all remaining
profits, including depreciation funds, are remitted to the state and
reallocated through the budgetary mechanism. Consequently, enter-
prises continue to depend primarily on direct budgetary allocations
for both investment funds and for increases in permanent working
capital (Cassou, 561). Thus the Chinese system for financing invest-
ment remains significantly more centralized than in either several of
the planned economies of Eastern Europe or the Soviet Union,
where since the mid-1960s the principle of self-financing is increas-
ingly accepted and enterprises are allowed to retain from 20 to 40
percent of their profits (Wilczynski, 51-4).

Another major source of extrabudgetary funds in the First Five-
Year Plan period was the labor insurance funds administered by the
trade union system. These funds were probably put under budgetary
management in 1958 or 1959.10 This policy had been urged by sev-
eral officials in the Ministry of Finance, and in 1959 labor insurance
funds were specifically listed as a component of budgetary expendi-
tures for worker and staff welfare programs.

This evidence would suggest that extrabudgetary funds controlled
by enterprises and trade unions since 1960 are probably a smaller
portion of total budgetary revenues than they were in the 1950s. A
further source of extrabudgetary resources, the investment funds of
joint state-private enterprises, came under budgetary management in
1957 (State Council 1956c; Ch'en Shu-t'ung 1957; Wang I-lun 1957a,
Chi Chin-chang 1957; Chang Yu-yu 1957). Information on other
sources of extrabudgetary funds is more limited. For example, al-
though Barry Richman found that in the 1960s enterprises continued
to have major repair funds comparable in scope to those of the 1950s,
there is no specific information on the size of these funds (Richman,
742).

On the other hand, there has clearly been a substantial increase in
the volume of funds expended outside the budgetary process at the
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commune level. Since the early 1960s, when state priorities were
modified to place much more emphasis on the expansion of agricul-
tural output, there has been an enormous increase in the flow of
funds to rural development. A substantial further improvement in the
terms of trade between the agricultural and industrial sectors, a con-
tinuing decline in the tax burden as a share of agricultural output
(both discussed in detail in Chapter 5 below), and an increase in
budgetary expenditures on agriculture have all channeled significant
funds to the rural sector (Perkins 1975a, 365). However, only about
one-half of these funds appear to have been allocated through the
state budget (Perkins, 1975a, 365).

Although the growth of these expenditures reflects the increasing
significance of the commune as a level of economic administration,
the national budget still plays a significant role in the allocation of
resources in the countryside. Many teachers in rural primary schools,
as well as some commune-level cadres, are paid through the county
budget which, of course, remains an integral component of the
unified national budget. In addition, although many Western visitors
have the impression that the system of communal health care is to-
tally self-financed, it is clear that the state underwrites a very large
portion of rural health expenditures, particularly for equipping com-
mune hospitals and brigade health stations with relatively expensive
equipment such as x-ray machines. Many provinces report that 70 to
80 percent of all budgetary funds expended for health are allocated
to rural areas, clearly indicating the importance of the county-level
budget in the delivery of medical care in rural areas.11

Perhaps the most important use of local extrabudgetary funds is to
finance the development of rural small-scale industry. Unlike the
state-owned sector, which is required to pay its profits into the state
budget, commune- and brigade-level industries are collectively
owned and are required only to pay state taxes.12 These enterprises
are typically founded with capital from commune internal accumula-
tion funds and their subsequent profits are reinvested rather than
being handed over to the state. Furthermore, unlike state-owned en-
terprises, which are more closely tied to the national economic plan,
commune enterprises are much more autonomous. They are not usu-
ally dependent on the state either for their investment funds or for the
distribution of their products. Unlike the relatively specialized state
enterprises, whose production plans are specified in the plan and
whose products are much more likely to enter state distribution chan-
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nels, commune enterprises produce a more heterogeneous range of
services and products, primarily in response to local needs. Employ-
ees of commune enterprises are also less subject to state control and
are paid in work points whose value varies widely, rather than accord-
ing to standardized state wage scales. This rapidly growing rural
small-scale sector thus mobilizes local resources and produces inputs
such as chemical fertilizer and agricultural machinery that are increas-
ingly important for the growth of agricultural output.

Although this relatively autonomous rural small-scale sector has
received considerable attention in the West, its importance should
not be exaggerated. Most important, only a small portion of what is
known as "rural small-scale industry" is actually managed by agricul-
tural communes or their subordinate levels, the brigade and team.
The largest, most well-equipped plants producing the most sophisti-
cated output are managed at the county level and are much more
fully integrated into state economic plans. County industries are not
collectively but rather state owned. Thus, they pay their profits into
the state budget and are largely dependent on the state budget for
investment funds. For those counties where evidence is available it
appears that although county-level plants constitute a third or less of
rural small-scale enterprises, they produce 50 to 60 percent of rural
small-scale industrial output (Perkins et al., 63-71). In Kwangtung,
one of the few places for which provincewide data are available,
commune- and brigade-level industry accounted for less than 10 per-
cent of the province's industrial output in 1975.13 The comparable
figure for Kansu is well under 5 percent.14

In summary, the share of national income that is allocated through
the budgetary process in the 1970s is at least as high as during the
First Five-Year Plan period. Thus, in comparative terms, the budget
remains an extremely powerful resource-allocation instrument. The
growth of nonbudgetary funds at the commune level, however, pro-
vides additional flexibility in the system of economic management
and provides greater opportunities for local initiative.

Unified tax system and expenditure controls

The unified tax system remains an important element of central con-
trol in recent years. The redistributive thrust of the center's fiscal
programs could have been undermined if provincial governments
had been able to make substantial adjustments to the coverage and
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rates of taxes. It would have led to geographic variations in the gross
tax burden, enormously complicating the entire redistributive calcu-
lus and giving rise to the possibility of local governments manipulat-
ing tax rates to their own advantage. However, the tax structure and
rates, even for so-called local revenue sources, are still determined
by the central government (Robinson 1975, 31; Wei Min, 24).

The center still imposes a unified tax system and also continues
to control the budgetary expenditures of local governments. This is
apparent in aggregate terms from the central-provincial revenue-
sharing rates shown in Table 4.3. In addition, as in the 1950s, the
center restricts the freedom of local governments in the use of their
retained funds. There continue to be disaggregated expenditure tar-
gets determined by the center. Provincial governments appear to
have a greater role in the determination of these detailed expendi-
ture targets than they did in the 1950s. However, they have little
authority to reallocate funds among disaggregated expenditure cate-
gories once the budget has been approved by the center. As in the
1950s, adjustments among expenditure categories require the appro-
val of higher levels (Eckstein 1975, 357). Finally, contrary to the
specific provisions of the decentralization directives, provincial gov-
ernments are apparently unable to retain all their budgetary sur-
pluses for unrestricted use in the following fiscal year. Revenues
collected in excess of those approved in the provincial budget must
be shared with the central government. In 1972, for example, 50
percent of all above-plan revenues were to be turned over to the
central government. Even the use of the remaining funds required
prior central government approval if it would increase the number
of employees or the wage bill of the province or require materials
subject to unified distribution (Eckstein 1975, 357; Robinson 1975,
28).

Resource allocation and Chinese economic policy formulation

What does this evidence of considerable continuity of resource redis-
tribution imply about the character of the economic policymaking
process in China? Should one conclude that a strong consensus has
always existed in support of a broadly redistributive government ex-
penditure policy? Or has redistribution been rather a highly conten-
tious policy sustained only by shifting coalitions of certain central
government policymakers with specific regional interest groupings?
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And if coalitions have been largely responsible, have these been
formed on the basis of a single shared objective or on the basis of a
more complex mix of overlapping and changing interests?

I believe, but will not attempt to show here, that the empirical
findings presented in this study, particularly those in the latter half
of the present chapter, could be consistent with several quite differ-
ent models of the Chinese economic policymaking process. In short,
the highly aggregate and indirect measures of the nature of resource
allocation since 1960 are simply not sensitive enough to be used to
discriminate among alternative hypotheses of the character of Chi-
nese economic policymaking. One simply cannot assess year-to-year
fluctuations in either investment strategy or the degree of commit-
ment to the achievement of equity goals on the basis of the long-term
pattern of provincial industrial growth or a few observations of cen-
tral-provincial revenue-sharing rates for a small sample of provinces.
The rates of provincial industrial growth in the short run reflect var-
iations in the level of agricultural output, which in turn are induced
both by the weather and by Chinese agricultural development pol-
icy, as well as by the repercussions of several political campaigns,
each of which appears to have had an exaggerated effect on the rate
of industrial growth in a few provinces. As suggested above, the
aftermath of the Great Leap Forward and the withdrawal of Soviet
economic assistance presumably had more detrimental effects in re-
gions where Soviet-aided projects were concentrated. However, be-
cause no provinces have released data on industrial growth for the
1960-4 period this remains a plausible hypothesis rather than an
established proposition. The Cultural Revolution, a largely urban
phenomenon, also appears to have affected provincial industrial per-
formance in a highly skewed fashion, but again incomplete data for
the 1967-9 period make it impossible to examine this hypothesis
carefully.15 Similarly, a series of political campaigns that began in
the latter half of 1974 sharply increased the variation in industrial
performance among individual provinces. The national rate of indus-
trial growth in 1975 and 1976 fell sharply, largely because the cam-
paigns caused sharp drops in the level of output in a few provinces
(Field, Lardy, and Emerson, 16-17).

I have attempted to minimize the effects of these short-run distur-
bances by examining the pattern of provincial industrial growth over
a relatively long period, 1957 to 1974, and by comparing this pattern
with the pattern of growth established in a period in which the eco-
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nomic system was less disrupted by political campaigns. The base
year for the more recent long period, 1957, was a year of normalcy,
whereas 1974 is long enough after the Cultural Revolution to avoid
its distorting effects while missing the effects of the more recent
campaigns. Thus I believe that the pattern of industrial growth from
1957 to 1974 does reflect long-run central government investment
strategy in a rather crude fashion, but these data cannot be used to
infer anything about the year-by-year or even medium-term fluctua-
tions in development strategy. One could not, for example, test the
hypothesis that planning in the 1960-6 period was run along highly
"rightist" lines in which growth maximization was pursued to bring
the country out of a sharp depression while equity goals were tempo-
rarily submerged.

Similarly, the revenue-sharing data, although suggestive, are far
from complete. Data for only a few provinces are available for the
1960s and 1970s and the Chinese have not released year-by-year data
that could serve as the basis for analyzing short-term fluctuations in
the degree of redistribution carried out through the fiscal system.

Finally, we have almost no qualitative information that might al-
low us to assess the changing degree of informal decentralization of
China's planning system. Many hierarchies, which are formally
rather centralized and bureaucratic, operate effectively only by toler-
ating a high degree of what might be called informal decentraliza-
tion. For example, although the formal rules may call for a high
degree of centralized decision making, the center may be merely
ratifying decisions that have been initiated at lower levels of the
hierarchy. Without more information on the nature of the interaction
that occurs between provincial planners and the central planning
apparatus, which ultimately leads to the plan and fiscal targets for
each province, it is difficult to even guess the extent to which the
formal structure permits increased provincial decision-making power
compared to the 1950s. Of course, the same remarks apply with even
greater force to the economic relations between the provincial au-
thorities and lower levels of the administrative hierarchy.

In summary, although I believe that the data suggest some degree of
continuity in the redistribution of resources, the empirical evidence is
not sufficiently detailed and sensitive either to test alternative models
of policy formulation or to reveal changes in the degree of informal
decentralization. In particular, one cannot assume, on the basis of this
highly aggregate long-term evidence, that resource redistribution and
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the degree of central control of economic planning and management
have not been highly contentious interrelated policy issues. Publica-
tions in the early 1960s suggest that the more decentralized horizontal
planning envisaged in the reform directives of 1957 and 1958 had
encountered profound difficulties and that some officials were arguing
for a return of the status quo ante, in which the formal primacy of the
vertical system would be reestablished. The recent oblique reference
to a further reform of the system of economic management in 1970,
referred to earlier in this chapter, suggests that after the Cultural
Revolution the whole issue of the proper degree of central control of
economic management was subject to a further systematic review.
Although one well-informed Chinese economist has said that the re-
forms initiated by Mao in 1957 and 1958 were not systematically im-
plemented until this time (Perkins et al., 277), we have very little
independent information concerning the nature of the reform that
emerged from this reexamination.

The further debate that emerged in 1976 during the transition to a
new political leadership implies that the central issues remain unre-
solved. One of the charges leveled against Vice-Premier Teng Hsiao-
p'ing after his second fall from grace in 1976 was that he had favored
restoring the primacy of the vertically organized hierarchical system
emphasizing industrial ministries. Because the information released
during 1976 on this issue was quite cryptic and in any case presum-
ably distorted by Teng's opponents, it is difficult to assess how
significant his proposals may have been. Teng's rehabilitation as vice-
premier in mid-1977 at least carries the suggestion that the charges
aired against him in the media were distorted or represented a minor-
ity view. Nevertheless, the renewed discussion of these matters sug-
gests that the Chinese are still striving to find a long-term solution to
the basic underlying centralization-decentralization dilemma.

And what of the motives of those who have supported the use of
relatively centralized economic policy instruments to implement a
redistributive government expenditure policy? Again, the broad ag-
gregate evidence is probably consistent with more than one hypothe-
sis. I believe that this assessment is best undertaken in the more
explicitly comparative framework of the next chapter.



China's distributive policies in
comparative perspective

Although the decentralization of the economic system since 1957 has
substantially enhanced the role of local governments in economic
management, the empirical evidence presented in this study sug-
gests that many basic planning decisions have remained relatively
centralized. Despite the policy debates referred to in the last chap-
ter, Peking has continued to use centralized policy instruments, such
as redistributing investment resources from rich to poor regions, sub-
sidizing the social expenditures of less-developed areas, controlling
the interindustry and interregional structure of wages to mitigate
income inequality in the industrial sector, and regulating the terms
of trade between industry and agriculture so as to transfer sizable
income to the poorer rural population. How has the application of
these relatively centralized policy instruments affected the character
of China's development, particularly as compared with other coun-
tries? More important, what is the relevance of China's experience
for less-developed countries that are grappling with the interrelated
problems of economic growth and income distribution?

The character of China's development

A fundamental characteristic of the Chinese approach to develop-
ment is its preference for eschewing the use of markets when dis-
tributive outcomes are at stake. Rather than relying on a market-ori-
ented growth path that is frequently accompanied by growing inter-
personal income inequality and sometimes even declining real in-
comes for the poorest members of society, the Chinese have adopted
the view that sustained economic development is not likely to occur
unless the incomes of all members of society are raised simultane-
ously and that this goal can be achieved most effectively through a
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planned economic system. This basic philosophy motivates Chinese
use of nonmarket mechanisms to limit income disparities between
urban and rural areas, to minimize wage differentials in the indus-
trial sector, and to alleviate interregional inequalities. The effective-
ness of China's planning system in improving the distribution of
personal income is suggested by a growing body of empirical data.

In less-developed countries, growing disparities between incomes
received in the agricultural and industrial sectors are frequently a
principal cause of increased income inequality (Weisskofif). Mini-
mum-wage and other social welfare legislation; rapidly rising wages
in the government sector; the influence of labor unions or high-
wage-paying subsidiaries of multinational corporations; and tariffs,
quantitative restrictions, and overvalued exchange rates (all of which
artificially increase the profitability of domestic manufacturing) are
among the hypotheses suggested to explain the rapid rise of wages in
the modern sector, even in the face of high and growing rates of
urban unemployment (Turnam, 73-80; Little, Scitovsky, and Scott).
At the same time, agriculture is frequently neglected and the rate of
growth of output barely keeps up with population. Consequently,
agricultural incomes rise relatively slowly. In China, however, the
central government has carefully regulated the disparities between
agricultural and modern-sector incomes both through its control of
wages in industry and services and through other policy instruments.
Particularly since 1957, the growth of real wages has been far below
the growth of industrial productivity. During the First Five-Year
Plan period, output per industrial worker increased by over 50 per-
cent, according to official data. But, as is shown in Table 5.1, the
central government, through its control of the wage level, limited the
increase in real wages to about 30 percent. Since the decentralization
of the economic system, worker productivity has continued to grow
rapidly. Although data on the growth of the industrial labor force are
quite limited, a substantial portion of the quintupling of national
industrial output between 1957 and 1975 appears to be due to the
continued growth of labor productivity rather than increased indus-
trial-sector employment. In Shanghai, for example, the growth of
labor productivity appears to have accounted for almost half of the
incremental growth of industrial output between 1957 and 1974.1

As shown in Table 5.1, however, the average wage in the state
sector of the economy remains at virtually the same level as that of
1957 despite these productivity increases. This freeze on urban
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Table 5.1. Wages in the state sector, 1952-75 (yuan)

Year

1952
1956
1957
1971
1975

Nominal wages
(current-year yuan)

All
workers

446 a

610a

637 s

650^

Industrial
workers

525C

664C

120d

Retail
price index

100*
106.3*
108.6*
115.6 f

115.1*

Real wages

All workers

1952
yuan

446
574
587
562

Index

100
129
131
126

Industrial
workers

1952
yuan

525
625

626

Index

100
119

119

Sources: aState Statistical Bureau 1960, 216. Peking Review, no. 40 (1971): 14. cChao
l-wen, 32-3. New China News Agency, 1 December 1975 in British Broadcasting Corpora-
tion, Summary of World Broadcasts, Far East Weekly Economic Reports, W856, p. A / 1 .
*State Statistical Bureau 1960. Perkins 1975b, 153. ^Retail prices were reported to have
fallen 2.9 percent in the 1965-75 decade {Far Eastern Economic Review, 14 November
1975, p. 41). This is an additional decline of .5 percent beyond that reported for the 1965-
70 period, which was used by Perkins to calculate the price index for 1971.

wages was undertaken in 1957 in response to quite unfavorable labor
market conditions and the recognition that the average living stan-
dard was rising somewhat more rapidly in urban than in rural areas.
The growth of urban wages had attracted a substantial migration
from the agricultural sector, contributing to a rate of growth of urban
population that was more than twice that for the country as a whole.
The increase in employment in the modern sector during the First
Five-Year Plan was not sufficient to absorb even the increase in the
indigenous urban population so urban unemployment tended to rise
despite a very rapid rate of growth of industrial output. One estimate,
for example, places the rate of unemployment in Shanghai in 1957 at
21 percent of the labor force (Howe, 39). Although aggregate national
data are not as reliable as those for the municipality of Shanghai, one
estimate shows that the rate of unemployment, after declining be-
tween 1949 and 1952, increased every year during the First Five-
Year Plan and stood at about 20 percent in 1957 (Hou Chi-ming,
369). The solution embodied in the rational low-wage policy was to
freeze the growth of urban-sector wages and to place severe limits on
rural-urban migration.

Although the Chinese government has restricted the long-term rate
of growth of real wages in the industrial sector, it has simultaneously
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pursued tax, price, and social expenditure policies that have raised
the rate of real incomes in the agricultural sector substantially above
that implied by the 2.5 percent average annual rate of expansion of
the value of agricultural output between 1957 and 1973.2 The central
government has reduced the tax burden on agricultural output from
12 percent in 1952 to 5 percent in 1975 (Lardy 1976b, 4). This de-
cline in the tax burden will apparently continue because historically
the absolute level of the agricultural tax has been adjusted upward
only infrequently. Some statements by the Chinese suggest that the
current policy objective is to stabilize the absolute size of agricul-
tural tax revenues, which would probably allow the relative tax
burden to decline more rapidly than in the past two decades.

The government's control of the terms of trade between the agricul-
tural and industrial sectors has been even more important than the
reduction of the tax burden as a portion of farm output. Recent studies
suggest that the ratio between the prices of the products that peasants
sell and the prices of the industrial goods they purchase is among the
most important variables influencing the intersectoral distribution of
income. This ratio is heavily influenced by government policy even in
countries with market-oriented systems. The tariff, foreign exchange,
and tax policies adopted by the Indian and Pakistani governments to
encourage domestic manufacturing, for example, have substantially
raised the price level for manufactured goods. Because farmers spend
a portion of their incomes on manufactured goods, the implicit addi-
tional tax imposed by these import-substitution policies depresses the
agricultural sector's terms of trade below what they otherwise would
have been, directly reducing the incomes of rural inhabitants (Little,
Scitovsky, and Scott). Partly as a result of these policies, there was no
improvement in the relative prices received by Indian farmers during
the first three five-year plans (1951-65).3

Even in Taiwan, when import substitution policies gave way to
economic liberalization (i.e., reduced tariff barriers, reform of mul-
tiple-exchange-rate and import-licensing systems, and devaluation of
the exchange rate) and rapid growth of exports, more direct policy
instruments continued to be used to control the relative prices be-
tween agricultural products and manufactured goods. Although eco-
nomic liberalization in Taiwan began in the latter half of the 1950s
and continued through the 1960s (Little, Scitovsky, and Scott, 254-
8), until 1973 the government dominated crucial markets for both
agricultural output and inputs produced by the industrial sector. The
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Table 5.2. The terms of trade of agriculture

Year

1950
1951
1952
1953
1954
1955
1956
1957
1958
1963
1971
1974

1. State purchase prices
of farm products
(1952 = 100)

82.2
98.3

100.0
110.1
113.8
113.2
116.6
122.4
125.1
154.7
156.2
164.4

2. Prices of industrial goods
sold in rural areas
(1952 = 100)

91.2
100.5
100.0
98.5

100.2
101.4
100.4
101.6
101.0
114.3
104.0
100.3

Terms of trade
(1 ^2)

90.1
97.8

100
111.8
113.6
111.6
116.1
120.5
123.9
135.3
150.2
163.9

Source: Lardy 1976b, 6.

barter ratio between chemical fertilizer, which was produced under a
government monopoly, and rice, which was sold in a government-
dominated market, was a major determinant of intersectoral income
transfers. Despite the comparatively rapid growth of manufactured
goods during the 1950-70 period, the agricultural sector's terms of
trade improved only slightly over these years.4 Because the physical
quantity of food grains delivered by the peasants to the state at con-
trolled prices rose sharply during this period, there was a continuous
large net transfer of resources from agriculture to industry.5

The contrasting situation in China is shown in Table 5.2. Part of
the increase in the prices of agricultural products through 1952
reflected free market forces. But even after initiating the system of
compulsory procurement in 1953, the state continued to raise pro-
curement prices during the First Five-Year Plan. At the same time
the retail prices of industrial products (such as chemical fertilizer,
machinery, and manufactured consumer goods) sold by the state in
rural areas were relatively stable. Thus even during the First Five-
Year Plan, when the industrial sector received the bulk of the invest-
ment resources allocated through the state budget, the improvement
in agriculture's terms of trade appears to be a quite significant source
of increased purchasing power in the agricultural sector. Official
data, which take into account the increased earnings from sales of
agricultural products to the state and the decrease in earnings that
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resulted from both marginal increases in the prices of manufactured
goods purchased from the state as well as from marginal increases in
prices of agricultural goods sold to food-deficit agricultural regions,
show a net cumulative improvement in purchasing power of 10,600
million yuan during the 1953-7 period (TCKT Data Section 1957a, 5;
State Statistical Bureau 1960, 163). The increase in the net value of
agricultural output between 1952 and 1957 (measured in constant
1952 prices) was 9,877 million yuan, and the cumulative annual in-
crements above the 1952 level of net output value sum to 23,900
million yuan (Ishikawa, 56).

Official data suggest that improvements in agriculture's terms of
trade since 1957 continue to be a major source of increased farm
purchasing power.6 The retail prices of industrial products sold in
rural areas rose almost 15 percent between 1958 and 1963 but by
1974 they had declined to the level of 1951-2. During this same
1957-74 period, agricultural procurement prices were raised
another 34 percent. Consequently, the terms of trade have moved
decisively in favor of agriculture. In the mid-1970s, farmers received
almost two-thirds more industrial goods for each unit of agricultural
product delivered to the state than they did on the eve of the First
Plan in 1952. Thus in contrast to other less-developed countries,
China's price policies have transferred purchasing power to rather
than away from the agriculture sector, reducing the burden of indus-
trialization on the agricultural sector.

Real welfare in the agricultural sector has also been improved by
the growth of government expenditures for rural health, education,
and welfare programs. Particularly since the Cultural Revolution,
there has been a renewed emphasis on programs to improve rural
health care and education. Not only have total national budgetary
expenditures for health, education, and welfare programs doubled
between 1957 and 1971,7 but since the mid-1960s there has been a
substantial shift in the distribution of these expenditures in favor of
rural areas. Prior to the Cultural Revolution, two-thirds of budgetary
funds for medical and health care were spent in urban areas. As a
result of the policies introduced during the Cultural Revolution, this
proportion was reduced to less than 40 percent by the mid-1970s.8

Cumulatively, these programs appear to have resulted in substan-
tially less intersectoral income inequality than would have prevailed
in a market system. During the First Five-Year Plan period, the
growth of industrial-sector wages outstripped those in agriculture,
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leading to a widening of intersectoral income disparities. The ratio of
urban to rural personal incomes widened from about 1.8:1 in 1952 to
2.1:1 in 1957, an increase of about 15 percent (Schran 1976, 19).
Since 1957, however, a growing gap between industrial and agricul-
tural worker productivity has been accompanied by a reduction in
the income differential between industrial and farm workers. The
rate of growth of agricultural output, 2.5 percent, is only marginally
greater than the rate of rural population growth, indicating little in-
crease in farm worker productivity. Despite this extremely slow
growth of per capita farm output, tentative estimates place the in-
crease in per capita rural personal incomes over this same period at
15 to 19 percent. On the other hand, the productivity of industrial
workers may have almost doubled since 1957,9 while real wages
have been unchanged. Consequently, the ratio of urban to rural per-
sonal incomes has been diminished and now stands at roughly the
level of 1952 (Schran 1976, 19).10

The central government has not only controlled the level of indus-
trial wages to mitigate income disparities between the industrial and
agricultural sectors, but its relatively egalitarian wage structure has
also tended to make the distribution of income within the industrial
sector somewhat more even than in many other rapidly growing,
less-developed countries. The state has not attempted to eliminate
wage disparities. The importance of wage differentials in providing
worker incentives has always been acknowledged either explicitly or
implicitly and the 3:1 differential between the highest- and lowest-
paid workers in China appears to be approximately the same as in
most other less-developed countries. It is primarily at the level of
technical, engineering, and managerial manpower that Chinese wage
policy appears to diverge most widely from that of other developing
countries. The highest-paid managers and technical personnel in
Chinese enterprises are usually paid only about five times the wage
of unskilled workers, whereas in many less-developed countries in
Africa and Asia, ratios of from 30:1 up to 50:1 are not unusual (Eck-
stein 1975, 348-9).

Not only is the initial distribution of wages relatively more egali-
tarian, but both the structure of prices and rationing of some con-
sumer goods tend to equalize further real consumption among indus-
trial workers. The most important consumer goods, such as food
grains, edible oils, and cotton cloth, are rationed and sold at prices
that reflect heavy budgetary subsidies. For example, although the
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government has doubled the price paid to farmers for food grains
since 1950, retail prices in urban areas have remained stable. Pro-
curement prices are now almost as high as retail prices, and in effect
the state now absorbs the costs of transporting, storing, and distribut-
ing grain sold to urban workers. Housing is also heavily subsidized
through the state budget-workers pay only a nominal 4 to 5 percent
of their wages in rent. Medical care is available free to industrial
workers and at subsidized rates to their dependents. On the other
hand, nonnecessities, such as cigarettes and wine, carry much higher
price tags. As a result, the structure of prices has a redistributive
effect similar to a progressive income tax and makes the distribution
of real consumption somewhat more equal than the distribution of
wage income.

Finally, the state has used relatively centralized policy instru-
ments within the agricultural sector to influence the distribution of
income among rural residents. The most important determinant of
rural income distribution is the pattern of land ownership. The Chi-
nese elimination of concentrated land ownership and the redistribu-
tion of a comparatively high portion of cultivated area in the land
reform program of the early 1950s led to a significant redistribution
of income in favor of the rural poor. Land reform may have reduced
the share of farm income accruing to the wealthiest 20 percent of the
rural population by about one-fifth, while roughly doubling the in-
come share of the poorest 20 percent (Perkins 1976). The redistribu-
tive effect of land reform was strengthened in the cooperativization
campaign of the mid-1950s. That is, pooling land among larger
groups of peasants and basing wage payments on labor contributions
alone, rather than on both labor and land, further reduced inequities
arising from interpersonal variations in the quality and size of land-
holdings within each cooperative (Perkins 1976).

Even after agricultural cooperativization had been carried out, sub-
stantial intraregional inequality remained. This arose not only be-
cause of differences in land quality but also because of variations in
the number of able-bodied workers per household. This latter factor
is an important consideration, for it means that a portion of inequality
among rural households at any time simply reflects different stages of
the family life cycle. Looking at these households over the longer
term, a substantial portion of these inequalities would be evened
out. This of course contrasts with many other less-developed soci-
eties, where income differences at any given point in time are likely
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to be sustained for long periods of time because they reflect differen-
tial holdings of land, access to credit, etc.

A major attempt to eliminate the contribution of differential land
quality to the distribution of income within villages was made during
the early stages of the commune movement of the Great Leap For-
ward. The extremely egalitarian principles of income distribution
embodied in the commune system in the late 1950s were, however,
abandoned almost immediately and since the early 1960s the lowest
administrative level of the commune, the team, has served as the
basic accounting unit. Periodic efforts to move the level of economic
accounting from the team to the next larger area of rural administra-
tion, the brigade, which would substantially reduce income differen-
tials within communes, have failed to take hold. As a result, average
team incomes within some communes are reported to vary by as
much as three to one or more.11 The Chinese are sensitive to these
inequalities, but have adopted the view that they can be reduced
only gradually.12

Although the land reform substantially increased the income share
of the poorest members of China's rural society, it is important to
recognize that the land reform did nothing to alleviate interregional
inequality. That is, while the land reform substantially reduced in-
equality in the distribution of land among peasants within each
village (hsiang) it did nothing to reduce inequality between villages,
which some studies have suggested was the major source of income
inequality in the countryside after the completion of land reform.13

Furthermore, there is some evidence that the concentration of mod-
ern industrial inputs in regions with the greatest potential growth of
agricultural productivity may have exacerbated the inequalities inher-
ited from the 1950s.14

Diminution of these regional inequalities would require a more
extractive tax and procurement policy in richer regions or a redis-
tributive state investment policy in the agricultural sector. As was
discussed in Chapter 3, in 1958 the Chinese implemented highly
differentiated tax rates in order to capture some of the differential
rent in the agricultural sector. Although the overall tax burden on
agriculture has been reduced since that time, interregional differen-
tials appear to have been retained. Tax rates in regions such as Tibet
and Sinkiang remain below the national average.15

Chinese economic planners have also manipulated the terms of
trade between industry and agriculture in a manner that tends to
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favor less-developed agricultural regions. Between 1950 and 1956,
the state raised purchase prices for agricultural products in inland
provinces by 47.9 percent, while in coastal areas the increase was
only 31.2 percent (TCKT Data Section 1957a, 6). Because prices of
industrial goods sold in rural areas on the average rose by about 10
percent in both regions, the net improvement of the terms of trade
for agriculture was roughly twice as great for inland as compared to
coastal areas. The manipulation of the terms of trade on a regional
basis is also reflected in the terms-of-trade data reported by individ-
ual provinces.16 The improvement in the terms of trade of agriculture
in Kansu, for example, was substantially above the national aver-
age.17 In Kirin, on the other hand, an unusually large rise in agricul-
tural purchase prices was partially offset by an above-average in-
crease in the prices of industrial goods sold in rural areas.18 This rise
in the prices of industrial goods constituted an additional tax, essen-
tially reinforcing the above-average direct tax already imposed on
agriculture in Kirin. This policy of manipulating the terms of trade
on a regional basis to benefit less-developed agricultural areas has
continued since the 1950s. In Sinkiang and Tsinghai, for example,
the terms of trade of agriculture since the mid-1950s have improved
considerably more than the national average.19

Although the Chinese acknowledge that they are far from achiev-
ing equality in the distribution of rural income, on balance their
efforts to mitigate the income differentials arising from the applica-
tion of modern industrial inputs, such as chemical fertilizer and elec-
tricity for controlling irrigation water, compare quite favorably with
other developing countries. India, the only other less-developed
country comparable to China in terms of continental size, diversity of
conditions of agricultural cultivation, and the portion of the labor
force employed in the agricultural sector, has made no effort to cap-
ture differential rents that arise from varying natural conditions. The
states, rather than the federal government, have the sole power to
levy taxes on agricultural income and estate taxes on agricultural
land, leading to widely divergent agricultural tax rates. Some states
exempt all agricultural income from taxation, and in general agricul-
tural tax rates are lower in the richest agricultural regions-the oppo-
site of the tax structure in China.

Furthermore, China's commune system of agricultural organization
has meant that labor-saving innovations have not led to widespread
permanent unemployment. Labor released by the mechanization of
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food processing, for example, has made possible a further expansion
of multiple-cropping and the development of a rural small-scale in-
dustrial sector that offers employment to a growing number of rural
residents. Continued employment and income is assured for all, if
not at the same absolute level in all regions. By contrast, in some
regions of India widespread mechanization of large farms, encour-
aged by distorted prices and unequal access to credit, has displaced
part of the rural labor force. The lack of alternative employment
frequently means permanent loss of rural income, accelerating the
flight of peasants to cities that are unable to provide productive jobs
even to many of their existing residents.

Finally, China's pattern of regional development differs fundamen-
tally from most less-developed countries. In many developing coun-
tries, the pattern of first increasing and then decreasing interregional
inequality (discussed in the last chapter) tends to exacerbate parallel
trends in the distribution of personal income. In the early stages of
economic growth increasing income inequality is associated with the
more rapid growth of incomes of those workers who find employment
in high-productivity sectors-particularly industry. Comparatively
rapid growth of some regions within a country usually reflects a rela-
tively rapid transfer of labor from agriculture to industry. Because
there usually is a positive relationship between the level of wages and
level of regional development, growing interregional differences in
per worker industrial output contribute directly to the trend of greater
inequality in the size distribution of income. In short, the variation in
per capita output in more- and less-developed regions within coun-
tries is due to both the differing sectoral allocation of labor and to
regional differences in per worker output within the same sector.
Thus to the extent that the transfer of labor to the industrial sector is
concentrated in the high-productivity, high-wage regions, the distri-
bution of personal income becomes more unequal. Because the struc-
ture of wages in China is controlled by the state, these productivity
differences have only a marginal effect on the distribution of personal
income. But in most other less-developed countries where wages are
more closely linked to productivity, interregional variations in devel-
opment have been found to contribute significantly to inequality in
the distribution of personal income.

I must emphasize that in the absence of data on the personal
distribution of income in China the above analysis is quite prelimi-
nary. The overall effect of the central government's manipulation of
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both the terms of trade and the agricultural tax on a regional basis
has not yet been thoroughly investigated, and almost no research on
the regional burden of government grain procurements has been
completed. It is quite possible that more detailed data would show
that the improvements in the distribution of income have been less
profound than those suggested by my discussion above. It does
appear, however, that at least through the mid-1970s the Chinese
have made deliberate and sustained efforts to reduce intersectoral
and interregional income inequality. These policies alone have cer-
tainly resulted in a distribution of income that is more favorable
than that which would have prevailed under a more market-ori-
ented system. In addition, the Chinese have also adopted policies
that tend to reduce income disparities within the industrial and
agricultural sectors. On balance, these policies appear to have had a
quite favorable effect on the distribution of income but in the ab-
sence of more detailed data the magnitudes involved cannot be
precisely measured.

Not only is this evidence preliminary but there is no assurance
that the Chinese will continue to pursue relatively redistributive
policies. My own sense, based on reading Chinese sources as well
as on comparisons with other countries, is that the policy of subsid-
izing the investment and social expenditures of backward regions
and the policy of placing ceilings on the real wages in the industrial
sector while transferring income to agricultural workers through
raising the procurement prices for agricultural products have both
been highly divisive. Although we know very little about the inner
workings of the decision-making process within the Chinese gov-
ernment, these redistributive policies obviously could not have
been sustained without strong political support at the highest level.
These policies certainly bear the stamp of Mao Tse-tung, particu-
larly his concern for reducing interregional and urban-rural inequal-
ity (Mao Tse-tung, 1969, 377-8; Mao Tse-tung 1977, 12-13). But
from the present vantage point it is virtually impossible to judge
whether Mao's views enjoyed genuine widespread support at the
highest level or were imposed on a deeply divided leadership.

In addition, a sharp decline in industrial growth between 1974
and at least the first part of 1977, which is at least indirectly linked
to the absence of real wage increases, may erode whatever level of
support had previously existed for the low-wage policy followed
since 1957. It is evident that in 1974 during the political uncer-
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tainty surrounding the campaign against the followers of Lin Piao
(Mao's heir apparent who died while apparently attempting to es-
cape to the Soviet Union) and again in 1976 during the events
surrounding the change in political leadership following the deaths
of both Mao Tse-tung and Chou En-lai, certain groups capitalized
on growing worker unrest. Although wage policy did not create
spontaneous opposition by workers, the lack of any improvement in
real wages over two decades apparently contributed to an environ-
ment in which political factionalization led to labor strikes, work
stoppages, and in some cases physical violence. It is now possible
to document the quite sharp declines in industrial output during
1974 and 1976 in a number of provinces and municipalities in
which disruption was particularly severe. For example, in Chekiang
province, where the army was finally called in to restore order in
many plants in mid-1975, the 1973 level of production was not
reattained until 1977. In Kweichow, industrial output fell by 30
percent between the fall of 1975 and the spring of 1976. The previ-
ous peak level of output attained in September 1975 was not re-
gained until May 1977.20

Partly in response to the widespread dissatisfaction of workers, the
Chinese government formally announced in the spring of 1977 that it
would convene a nationwide conference on employment and wages
(Yii Ch'iu-li, 21). Although the outcome of the reexamination of wage
policy is not yet apparent, one might postulate that, in the face of a
sharp decline in worker incentives, support at the highest levels of
the new leadership for reducing intersectoral income disparities will
evaporate. The average level of real wages in industry might be
raised significantly, perhaps over a period of years as in the First
Five-Year Plan. Similarly, in a further effort to bolster the economy's
sagging industrial performance the allocation of investment activity
might be shifted somewhat in favor of more-developed regions
where the rate of return on investment is probably still somewhat
higher than elsewhere, at least in the short run. Clearly these shifts,
if both sharp and sustained, would signal a profound shift in the
character of China's development strategy in the post-Mao era.

However, at present this is pure speculation. Even as the nature of
Chinese development strategy evolves, one must search for the
sources of what to date has been China's distinct approach to the
problems of growth and distribution and ask whether other countries
can learn from the Chinese experience.
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The relevance of the Chinese model

China's success in achieving a relatively rapid rate of growth of do-
mestic product while simultaneously improving the distribution of
income (or at a minimum avoiding the most palpable inequities of
the type observed in India) raises the obvious question of whether
other less-developed countries might benefit by borrowing from
China's development experience. Broadly speaking, does the Chi-
nese model or any particular element of it as it has evolved up to the
mid-1970s offer developing countries a more effective means of deal-
ing with the interrelated problems of growth and distribution?

Although the ultimate answer to this question can be provided
only by the developing countries, I believe that there are several
factors that considerably reduce the relevance of the Chinese model
for other nations. This is not to say that China's experience may not
provide unique evidence of the efficacy of alternative approaches to
problems such as the delivery of medical services to the rural poor,
controlling the rate of population growth, or expanding employment
opportunities for rural residents through a small-scale industrializa-
tion program. Adoption of China's highly centralized approach to
dealing with the problems of growth and distribution in other coun-
tries will, however, be limited by the absence of specific historical,
cultural, and other elements that I believe provide the vital founda-
tion for the Chinese model. These include not only the special na-
ture of the revolution that brought the Communists to power in 1949
and the system of economic planning that has evolved in the ensuing
decades, but also specific favorable historical and cultural factors that
are usually absent in other less-developed countries.

The nature of the Chinese revolution

It is difficult to overestimate the influence that the nature of the
Chinese revolution has had on the course of economic development
over the last twenty-five years. The education, skills, and training the
Chinese population had accumulated prior to 1949, the relative scar-
city of land in China's resource endowment, and the sectoral and
geographic distribution as well as the size of the inherited capital
stock have all had an important effect on the course of economic and
social development. It is perhaps fair to say, however, that none of
these has been as profound as the character of the revolution in
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influencing how the benefits of rapid economic growth have been
shared. In the words of Dwight Perkins, "much of what distinguishes
Chinese economic development could only have occurred through a
revolution that put the poor in command" (Perkins 1976, 29).

The agrarian basis of the Chinese revolution not only partially
explains the nature of the land reform program in the early 1950s and
much of the ensuing reorganization of the agricultural sector, but
also many related policies discussed above. Specifically, the rural-
based nature of the revolution appears to have imbued the leader-
ship with an acute and sustained sensitivity to income differentials
between the urban and rural sectors. This sensitivity underlies the
policies of reducing the burden of the agricultural tax, manipulating
the terms of trade between industry and agriculture for the benefit of
the agricultural sector, and restricting the growth of real industrial
wages. These policies alone make the Chinese growth path more
equitable than that observed in many other developing countries.

The revolutionary heritage also elucidates much of China's regional
investment policy. The revolution was fought not only primarily in
rural areas, but also largely in the interior. Particularly after 1930,
when the Chinese Communist Party abandoned its Comintern-ori-
ented policy of urban-based revolution, the locus of the Party's activi-
ties was in regions far removed from the more-developed coastal
areas. In the 1930s, Party activity centered first in rural Kiangsi and,
following the Long March through Southwest China, in Yenan in the
Northwest. Although Communist-controlled base areas later ex-
panded rapidly, this formative decade of organization and struggle in
relatively poor and remote interior rural areas left an indelible impres-
sion that profoundly influenced Chinese development policy after
1949.

The desire of the leadership to accelerate the growth of inland
areas after 1949 was also partly conditioned by the nationalistic na-
ture of the Communist revolution. The leadership believed that the
concentration of industrial development in China's coastal cities in
1949 reflected a century of foreign expoitation that had begun with
the Treaty Port System. Following China's defeat by the British in
the Opium War in 1842, the rights of foreigners, and particularly
foreign investors, were systematically expanded. By the end of the
century, foreigners controlled the Chinese railroad system and domi-
nated industries such as mining, shipbuilding, and public utilities.
The Japanese occupation and development of Manchuria after 1931
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was viewed as only the most blatant example of foreign exploitation.
Although the net effect of this high degree of foreign participation in
the Chinese economy is a matter of continuing dispute among West-
ern social scientists, there is little doubt that the Communists viewed
the development of the Northeast and the Treaty Port cities prima-
rily as the result of a century of foreign domination rather than the
result of a successful indigenous development effort. Consequently,
the strategy of developing new centers of industry was, at least in-
itially, probably far less contentious than it would have been under
other circumstances.

Historic and cultural factors

Certain long-run historic and cultural factors seem also to have facili-
tated the distributive choices made, as well as the policy instruments
utilized after 1949. Perhaps the most important of these is the legacy
of China as a unified and relatively centralized nation-state that dates
back over two millenia to the founding of the Ch'in dynasty (220
B.C.). Although the rise and fall of numerous dynasties since the
Ch'in testifies to its fragility, the conception of a unified and central-
ized national state under the ultimate authority of a single emperor
remained the ideal. In the years following unification, the bureau-
cratic-administrative means of achieving this ideal were increasingly
refined. The Chinese evolved a sophisticated bureaucracy, which
reached from the imperial capital through the provinces to the locali-
ties and served as an instrument of central control. Thus, the central-
ized political and economic system established after 1949 was
founded on a long-established tradition.

The penetration of the imperial bureaucracy was, however, rela-
tively superficial, and the survival of each dynasty depended cru-
cially on the fiscal relations between the central authority and local
governments. Because the ultimate source of revenues in China's
traditional agrarian society was locally collected land taxes, the finan-
cial integrity of each dynasty depended on its ability to extract re-
sources from the provincial governments. As early as the T'ang dy-
nasty (618-907), the imperial government abandoned its attempt to
require provincial and local governments to act exclusively as reve-
nue-collection agents for the center and instead substituted a system
of revenue sharing not dissimilar in form from that adopted by the
Communists in the early 1950s.
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Under the system of revenue sharing established by the "two tax
system" (liang-shui fa) in 780, land taxes were divided between the
center and the provinces.21 The Imperial Finance Commission estab-
lished a revenue quota for each province to remit to the center but
allowed the provinces considerable freedom both in collecting taxes
and in spending retained revenues. The taxes collected within each
province were also divided between those retained by the prefecture
and those remitted to the province. This system was designed to
provide the central government with a sustained flow of revenues
while decentralizing the actual administration of the land tax. Al-
though the imperial government frequently lacked the ability to
force provinces to remit their quotas, the system of decentralized tax
collection and revenue sharing persisted as a central characteristic of
fiscal relations between the central government and the provinces in
subsequent dynasties.

The conception of a geographically balanced pattern of economic
development also has a pre-1949 origin. As early as the Ming dynasty
(1369-1643), the imperial government feared that regional imbal-
ance would undermine the larger political unity and thus it sought to
minimize interregional inequality, partly through the tax system.22

The efforts of the government, however, were insufficient and later
overwhelmed by the influence of foreign investment that began near
the end of the Ch'ing dynasty.

Finally, China's cultural heritage facilitated the post-1949 policy of
creating an economically more unified nation-state in which geo-
graphic imbalances tend to be diminished rather than accentuated.
The almost complete domination of China's culture by the Han race
has tended to reduce regional fractionalization based on ethnic and
religious cleavages that has frequently frustated efforts to achieve
balanced regional growth in other countries. Although China's popu-
lation is 6 percent non-Han, this minority is divided both ethnically
and geographically. There are about fifty minority groups and minor-
ity populations seldom constitute a majority, even in specially desig-
nated autonomous regions and special districts.

Cumulatively, the nature of the Chinese revolution, the legacy of a
relatively unified state in which regional balance was an explicit if
unattained goal, and the absence of divisive ethnic and religious
forces, provides the foundation for a relatively centralized economic
system in which distributive goals are unusually salient. This dis-
tinctiveness is particularly apparent when one contrasts the policy
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instruments used to mitigate interregional income inequality in
China with those used in other systems where reducing severe inter-
regional income inequality is an important policy goal.

India's federal system, for example, is far less effective in alleviat-
ing interregional income inequality than China's unified planning
and fiscal system. Neither expenditure or tax programs in India have
a significant redistributive effect and interregional income inequality
appears to have increased in the three decades since independence.
The central government's tax authority is significantly weaker than in
China. The Indian federal system gives considerable tax autonomy to
state governments, giving rise to considerable variation in tax effort.
Thomas Eapen's calculations show not only that state tax collections
per thousand rupees of state income in the state where the tax
burden is most heavy are more than twice those collected by the
state with the lowest tax effort, but that some more-developed states
rank low in tax effort and vice versa (Eapen, 471). In short, the
revenue system seems to be somewhat regressive, with proportion-
ately higher tax burdens in, low-income states. Presumably this pat-
tern could be reversed by the pattern of central government transfers
to the states. The available transfer mechanisms include tax sharing
and grants-in-aid administered by the Finance Commission and spe-
cial development grants administered by the Planning Commission.
Because collectively these transfers are the source of almost 40 per-
cent of the income of the Indian states, they are a potentially power-
ful redistributive policy instrument (Echols, 279). There is, however,
little coordination between the Planning and Finance Commissions
and the overall results have not been redistributive. The special
development grants in particular have been distributed on a simple
per capita basis or according to other nondistributive criteria rather
than giving significant weight to the level of state development
(Echols, 277). Finally, the degree of central control of state expendi-
tures in India pales in comparison with China.

Yugoslavia offers an even more instructive comparison because the
declining ability of the central government to achieve regional dis-
tributive goals can be directly related to the increasingly decentral-
ized economic system initiated after the early 1950s (Lang). Up until
the mid-1950s, the federal government was able to channel a dispro-
portionately high share of investment funds to poor regions. But
because investment was allocated to industries characterized by un-
usually high capital-output ratios and with limited income- and em-
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ployment-generation effects, the growth of backward regions was
comparatively slow, despite these favorable investment allocations.
Economists from more-developed areas, as was pointed out in the
introduction, increasingly objected to this investment policy on the
ground that it was simply too costly in terms of growth foregone.
This debate led to a significant decentralization of economic decision
making. Conventional rate-of-return criteria, rather than the objec-
tive of regional balance, increasingly dominated investment deci-
sions. As a result, the investment share of less-developed areas fell
dramatically-from about 34 percent in the 1950-5 period to 24
percent in the 1955-9 period (Dubey, 206).

Because the locus of authority over investment allocations shifted
first in favor of republican governments and subsequently in favor of
industrial enterprises, the portion of investment funds controlled by
the central government was markedly reduced compared with the
early 1950s. Even the increasing importance of the banking system as
a source of investment funds failed to increase the geographic mobil-
ity of funds, because the banks were organized primarily along re-
gional lines. Beginning with the Social Development Plan for 1966-
70, the "Fund for the Accelerated Development of Underdeveloped
Regions" was established to provide the central government with a
policy instrument for redistributing investment resources. However,
the fund's resources are quite limited and the investment share of
backward areas remains substantially below that of the 1950-5 period.
Because of the inability of the central government to redistribute
funds interregionally and the reluctance of republican governments
and enterprises to invest their own funds in other republics, less-de-
veloped regions have grown relatively slowly. In marked contrast to
China, the coefficient of variation of interregional income inequality
actually rose significantly between 1952 and 1971 (Dubey, 194).

The absence of both centralized policy instruments and decentral-
ized means for redistributing investment funds appears to be very
much a product of Yugoslavia's fractional ized historical, cultural, and
revolutionary heritage. In conspicuous contrast to China's long his-
tory as a comparatively unified nation-state, the territories that came
together to form Yugoslavia in 1918 comprised seven distinct politi-
cal, legal, and administrative units. Two had histories as indepen-
dent nation-states, whereas others had formed part of the Austrian-
Hungarian empire. This mixed political heritage was compounded
by important cleavages along ethnic, religious, and linguistic lines.
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The Yugoslav revolution was also marked by factional struggles. Al-
though the Communist Party in 1946 explicitly recognized the plu-
ralistic nature of Yugoslavia's history and culture by adopting a fed-
eral form of government, it initially pursued a relatively centralized
economic system based on the Soviet model. Unlike China, how-
ever, where the centralized model was fully implemented in the
1950s, in Yugoslavia it never took hold. Because the underlying divi-
sions along geographic, ethnic, cultural, and linguistic lines were not
healed by the revolution, the centralized system was rapidly aban-
doned following the political break with the Soviets in 1948. By
contrast, partially because of more favorable historic and cultural
factors, the degree of centralization of China's system of economic
planning was far less radically altered following its split with the
Soviet Union in 1960.

Although development economists frequently argue that there is a
trade-off between growth and equity goals, particularly in the early
stages of economic growth, the Chinese have been relatively suc-
cessful in simultaneously pursuing both goals. The long-run rate of
growth of domestic output since 1952 has been about 6 percent-a
rate attained by many less-developed countries for short periods
since World War II but seldom sustained for over two decades. Per
capita consumption has roughly doubled between 1952 and 1975
(Eckstein 1977, 305). Data on the distribution of personal income are
not available, but all evidence supports the view that at a minimum
the Chinese have placed a floor on the incomes of all members of
society, eliminated the uncertainty that surrounded the lives of many
members of China's pre-1949 society, and made strenuous efforts to
alleviate urban-rural disparities and interregional inequalities that
have been important sources of personal income inequality else-
where. All this has been achieved with what by contemporary stan-
dards must be considered an extremely modest quantity of foreign
financial assistance. Indeed, "China has depended on foreign finan-
cial aid on either concessionary or commercial terms to a lesser de-
gree than any other less-developed country that has achieved a sus-
tained period of economic growth" (Perkins 1976, 19).

The achievement of both growth and distributive goals in China is
intimately related through the centralized planning system. That is,
the ability of the leadership to largely defer increases in industrial
wages since 1957 has not only led to some reduction of income
disparities between urban and rural residents, but has also increased
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industrial profits, the major source of funds for increasing China's
already high rate of investment. This high rate of investment, in turn,
has been largely responsible for China's rapid rate of growth. Thus
the centralized system of planning contributes to the achievement of
both equity and growth goals.

More strikingly, even when there appears to be a conflict, at least in
the short run, between growth and equity the Chinese have some-
times chosen to sacrifice some growth in the pursuit of equity goals.
This seems clearly to have been the case in China's regional invest-
ment decisions. There is little doubt that the leadership was aware
that by concentrating resources in areas of existing industrial capacity
and deferring the industrialization of inland regions for a period of
several decades they could have achieved higher rates of industrial
growth. The conscious rejection of this strategy reflects the relatively
high priority placed both on achieving an economically more inte-
grated and less dualistic society and on reducing China's vulnerability
to military attack. But actually reducing inequality in the distribution
of production capacity in turn depended on the availability of central-
ized policy instruments. The record of other developing countries
suggests almost certainly that a more market-oriented growth path
would have been accompanied by growing interregional inequality
leading to sharply rising personal income inequality.

It seems unlikely that China's use of a relatively centralized sys-
tem of economic planning to deal with the problems of growth and
distribution will be widely emulated by other less-developed coun-
tries. Although planning is widely adopted, nowhere is there evi-
dence of power to allocate resources comparable to that exercised by
central planners in China. Both in terms of the share of GNP allo-
cated through the budget and the extent of central control of the
magnitude and distribution of local expenditures, the Chinese sys-
tem is without parallel in the developing world. Furthermore, other
countries usually have neither the revolutionary nor historical herit-
age that provides the foundation for this highly centralized system of
economic planning. Finally, because the linkages between growth
and distribution are increasingly well understood, it is now apparent
that less far-reaching policies can be used to improve the distribution
of income within the framework of more market-oriented economic
systems. These more modest policies appear to be more congruent
with the strength of economic policy instruments in most less-
developed economies.
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Table A.1. Gross value of industrial output by province, 1952, 1957, and 1974 (millions
of yuan; 1952 constant prices)

Province

National

Northeast
Liaoning
Kirin
Heilungkiang

North
Hopei
Shantung
Honan
Shansi
Inner Mongolia
Peking
Tientsin

East
Kiangsu
Anhui
Chekiang
Shanghai

Central
Hupei
Hunan
Kiangsi

South
Kwangtung
Kwangsi
Fukien

Southwest
Szechuan
Kweichow
Yunnan

Northwest
Shensi
Kansu
Tsinghai
Sinkiang
Ninghsia

1952

34,330

4,523
1,102
1,889

1,342
2,091

881
643
192
825

1,836

2,584
628

1,099
6,510

955
770
575

1,745
343
414

1,649
269
333

381
230

37
175

10

1957

78,390

11,710
2,378
3,930

2,805
4,068
1,705
1,832

757
2,300
4,300

4,553
1,501
2,374

12,969

2,799
1,819
1,173

3,812
798

1,224

4,873
605

1,101

1,263
560
101
446

25

1974

387,247

48,951
10,296
17,038

25,220
22,775
11,582
6,976
9,323

20,400
19,266

25,874
6,808
8,664

60,066

11,870
9,222
5,590

18,684
5,044
4,969

15,750
3,400
3,780

7,259
5,670

874
1,785

390

Source: Field, Lardy, and Emerson.
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Table A.2. Gross value of agricultural output by province, 1952 and 1957 (millions of yuan)

Province 1952 1957

National

Northeast
Liaoning5

Kirm
Heilungkiangc

North
Hopei^
Shantung6

Honan
Shansi5'
Inner Mongolia
Peking' .
Tientsirr7

48,390

1,690
1,414
1,959

3,477
3,999
3,028

936
1,062

60,350

1,817
1,373
2,300

4,450
4,125
4,298
1,455
1,225

80
64

East
Kiangsu
Anhui7

Chekiang"7

Shanghai"

Central
Hupei°
Hunan'7

Kiangsi^

South
Kwangtungr

Kwangsi5

Fukien

Southwest
Szechuan47

Kweichow"
Yunnan1"

Northwest
Shensi*
KansuK

Tsinghaiz

Sinkiangaa

2,679
1,704
1,934

60

2,878
2,657
1,542

2,690
1,299

870

4,149
1,075
1,101

1,240
900
213
560

3,716
3,028
2,424

76

3,500
3,481
1,937

3,620
1,754
1,160

6,040
1,608
1,839

2,282
1,423

372
901

Notes: The provincial data are subject to somewhat larger margins of error than the indus-
trial data shown in Table A . 1 . This is because provincial reports on the value of agricultural
output tend to be less complete than reporting on industry and because less work in the
West has been completed on the agricultural data. Values are in 1952 yuan, except as noted
below.
Sources: For national figures: State Statistical Bureau 1960, \§.a Liaoning shih-nien (Ten
years of Liaoning) (Shenyang: Liaoning People's Publishing House, 1960). Chi-I in jih-pao,
18 March 1959, 1 October 1959; Jen-min jih-pao, 9 March 1959. C Hei-lung-kiang jih-pao,
19 September 1958. Hopei jih-pao, 10 January 1958. e Ch'ingtao jih-pao, 5 October 1959.
Ho-nan jih-pao, 1 January 1959, 1 October \9b9.9Shan-hsi jih-pao, 5 September 1955, 10
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Table A.2. (cont.)

October 1959. Value for 1957 is probably in 1957 prices. Inner Mongolia Statistical Bureau,
Statistics on achievements in the economic and cultural construction in the Inner Mongolia
Autonomous Region (Huhohaot'e 1960), p. 39. These data are probably in 1957 prices. 'Pei-
ching jih-pao, 9 August 1956, gives the value of agricultural output in 1955 as 73.6 million
yuan. I assumed that the total growth between 1955 and 1957 was 10 percent. y Based on the
assumption that the value of per capita agricultural output is the same as Peking. Hsin-hua
jih-pao, 10 January 1958.'fAnhui jih-pao, 12 February \<£&.mChekiang kung-jen pao, 3
January 1958, 22 January 1958.^Chieh-fang jih-pao, 30 August 1957, 20 January 1958,
30 August 1959. °Ch'ang-chiang jih-pao, 11 March 1958; Hu-pei jih-pao, 6 February 1957,
11 September 1959,31 October 1959. Value for 1957 is probably in 1957 prices. PHsin Hu-
nan pao, 4 May 1958. qChiang-hsi jih-pao, 3 July 1958. r Hsin-hua pan-yueh kfan, no. 5,
1958. sKuang-hsi jih-pao, 5 October 1955, 27 January 1960. *Fu-chien jih-pao, 30 Septem-
ber 1959. Value for 1957 is probably in 1957 prices. uTa-kungpao, 21 August 1957. vKuei-
chou jih-pao, 8 April 1960. wYun-nan jih-pao, 3 January 1958; Field, Lardy, and Emerson,
20. xShen-hsi jih-pao, 4 February 1958. yKan-su jih-pao, 26 September 1957/:Ch'ing-hai
jih-pao, 4 July 1958, and the assumption that the growth of the value of agricultural output
value was proportionate to the growth of grain output. Later data from Provincial Agricul-
tural Statistics for Communist China (Ithaca, N.Y.: Social Science Research Council, 1969).
Value for 1957, and implicitly for 1952, is probably in 1957 prices..

Table A.3. Provincial social expenditures, 1953-9 (thousands of yuan)

Province 1953 1954 1955 1956 1957 1958 1959

Northeast
Liaoning
Kirinc

Heilungkiang

North
Hopeia'e

Shantung
Honan5'
Shans/7

Inner Mongolia'
Peking7

East
Kiangsu
Anhui7

Chekiang"7

Shanghai'7

Central
Hupei°
Hunan'7

Kjangsi^

South
Kwangtungr

Kwangsi*
Fukienf

199

155,160 175,570 177,240
72,460 103,260 112,170 119,690 158,290
79,370 113,000

169,879 281,676 290,773 339,000
137,189 185,301 237,935
132,416 172,890 193,893 202,780
75,931 103,199 103,200 152,462

47,414 41,988 40,253 74,351 81,565 86,776
66,190 82,326 76,899

142,820 204,261 224,357 229,517 284,682
115,623 157,860 151,064 137,042 193,750
66,435 102,051 104,550

71,290 67,590 104,650 137,016 171,000 208,000

127,840
124,019 132,342 125,630 146,632

64,011 66,290 71,564 86,112 91,012 96,910

125,176 142,350 142,269 192,523 205,610
55,768 57,196 92,984 108,132
60,830



Table A.3. (cont)

Province 1953 1954 1955 1956 1957 1958 1959

Southwest
Szechuan*7

Kweichow"
Yunnan""

Northwest
Shensi*
Kansu^
Tsinghaiz
Sinkiangaa 38,580 44,590

158,509
32,715
48,640

81,670

14,529
53,376

198,231
51,832
67,550

107,028

28,577
77,790

54,350

69,939
29,313
66,113

225,140
57,440
80,580

74,033
39,910
79,500

256,330
75,560
86,450

102,906

82,309

Note: All numbers are based on final-account data except 1959 data for Kansu and Kiangsu,
which are expenditure levels estimated by Chinese sources.
aData for 1957 and 1959 include Tientsin municipality.
Sources: Li T'ao; Huang Ta; Liaoning Provincial People's Council. cWang Huan-ju 1956,
1957,1958, 1959, 1960. ^Ch'en Chien-Fei; Yang l-ch'en. eHu K'ai-ming 1957, 1958; Chou
Cheng-hsin; Sung Ching-i 1958. Yuan Tzu-yang; Chang Chu-sheng; Li Yu-ang. ̂ Li Yu-san;
Chi Wen-chien 1957, 1959. Wu Kuang-t'ang 1956,1957,1958, 1960. 'inner Mongolia Sta-
tistical Bureau, p. 46.yChang Yu-yii 1956,1957,1958. Ch'en Shu-t'ung 1957, 1958, 1959.
Chang Huo 1957,1958;T'ien Lei.^Jen l-li; Li Wen-hao. nSung Chi-wen;Ts'ao Ti-ch'iu

1956, 1957; Ma l-hsing 1958, 1959,1960. °An Tung-t'ai.PChang Po-shen 1957, 1958;
ShangTzu-chin 1959,1960. QLiang Ta-shan 1955,1956; Hsu Kuang-yUan 1957,1958,
1959. rHo Hsi-ming; Chang Yung-li; Chi Chin-chang 1956, 1957; Wei Chin-fei 1959.5Li
Fa-nan; Liao Yuan; Tung Ching-chai; Kuo Ch'eng. Fukien Province Finance Department.
"Chang Hu-ch'en 1957, 1959,1960. "Hsu Chien-shang 1957, 1958, 1960; Chang P'ing.
^Wu Tso-min 1957, 1960; Liu Cho-fu.xChao Po-p'ing; Chang l-ch'en. ^Wang Kuo-jui;
Kansu Finance Department, 199, 201-2.zSun Chun-i 1957, 1958; Yiian Jen-yuan. aaLiu
Tzu-mo 1956, 1957, 1959, 1960.
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Appendix B. Government
administrative structure





Chinese term

chung-yang
ta-hsing cheng-ch'u
sheng
tzu-chih ch"u
chih-hsia shih

chuan-ch '\f
hsien
ch'u
hsiang
ts'un

U.S. term or equivalent

central government
large administrative region (abolished 1954)
province
autonomous region (equivalent to province)
municipality directly administered by the central government
(equivalent to province)
special district or prefecture
county
district
administrative village
natural village

Note: This is a highly simplified chart. It does not include a large number of different sub-
provincial levels of government administration in use in some provinces. For a more com-
plete listing see U.S. Central Intelligence Agency, 10.
aSince 1970 the name of this level of administration has been changed to ti-ch"u. Since
1975 Peking has translated this as prefecture.





Notes

2. Economic growth and equity in a dualistic economy

1. A comprehensive examination of Chinese economic growth can be
found in the papers of the Social Science Research Council Conference on
Quantitative Measures of China's Economic Development, edited by Alex-
ander Eckstein (forthcoming).

2. Recent surveys of the relationship between modern economic growth
and income distribution include Ahluwalia, Cline, and Paukert.

3. For a lucid summary of this literature see Hurwicz 1973.
4. Chinese statistical treatment of animal husbandry makes cross-provin-

cial comparisons of the value of agricultural output extremely difficult. The
statistical methods used to value animal husbandry appear to result in a
substantial upward bias in the value of agricultural output in sparsely popu-
lated regions where animal husbandry is the predominant form of agricul-
ture. This appears to be a significant problem in Inner Mongolia, Shensi,
Kansu, Tsinghai, and Sinkiang.

5. Simon Kuznets's data for twelve less-developed countries show that
per worker output in the nonagricultural sector exceeded that in agriculture
by 60 percent. See Modern Economic Growth (New Haven: Yale University
Press, 1966), p. 402. Using a higher nonagriculture labor force estimate made
by Liu Ta-chung and Yeh Kung-chia would somewhat reduce the disparity
in per worker productivity in China from that shown in Table 1.2 (Liu Ta-
chung and Yeh Kung-chia, 66, 69).

6. In a federal fiscal system the use of the terms national, provincial, and
local is not a source of ambiguity. However, in a unified fiscal system, am-
biguity frequently arises. For example, under a unified fiscal system, provin-
cial expenditures include not only the outlays of the provincial government
itself, but also those of its subordinate levels of budgetary administration.
Thus the word "provincial" could refer to expenditures either inclusive or
exclusive of subordinate units. To minimize these problems, I generally use
the words "provincial" and "local" interchangeably to mean noncentral, that
is, inclusive of all subnational units. Only in a few specific, clearly defined
cases is "provincial" used to mean provincial exclusive of its subordinate
units. When discussing levels of government below the provincial level, I
use the term "subprovincial" or refer to some particular level such as the
county (hsien) or township (hsiang) rather than using the term "local." See
Appendix B for a chart of levels of government administration.

7. The value of output produced by state-managed enterprises under lo-
cal control in 1952 was 3,920 million yuan (State Statistical Bureau 1960,
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103). The total value of state-managed industry in 1952 can be calculated as
15,131 million yuan (State Statistical Bureau 1960, 16, 38), making the local
share 25.9 percent.

8. See Table 2.6. The central-state share of all investment, including in-
vestment in the agricultural sector that did not flow through the budget,
would be somewhat lower.

9. The most important of the missing documents is Chou En-lai's June
1956 speech to the National People's Congress. Only a New China News
Agency summary is available (Chou En-lai 1956a). Ch'en Yun's speech to
the Third Plenum of the Eighth Chinese Communist Party Central Commit-
tee in September-October 1957 also is not available. Reference to this
speech is in Chinese Communist Party 1958.

10. TCKT Data Section 1957b. In 1956, less than 1 percent of total output
of the following commodities was distributed outside the state system of
unified distribution: pig iron, nonferrous metals, caustic soda, diesel en-
gines, machine tools, and transformers. In the first two years of the First
Five-Year Plan period, from 3 to 45 percent of these products was distrib-
uted through the market. For example, 16 and 16.8 percent of machine tools
were so distributed in 1953 and 1954. In 1956, the percent distributed
through the market had fallen to .1 percent.

11. See, for example, the lead editorial in Chi-hua ching-chi, no. 9, (1957):
1-4, which cites the relatively slow growth of agricultural production as a
principal constraint on the overall growth of the economy.

12. For example, Abram Bergson estimates that per capita gross domestic
product in the Soviet Union in 1955 was $920. See "The Comparison of
National Income of the USSR and the US," in International Comparisons of
Prices and Output, edited by D. J. Daly (New York: National Bureau of
Economic Research, 1972), p. 149. For estimates of GNP in Eastern Europe
in the mid-1960s, see Thad P. Alton, "Economic Structure and Growth in
Eastern Europe," Economic Developments in Countries of Eastern Europe
(Washington, D.C.: U.S. Government Printing Office, 1970), pp. 41-67.

13. A more vigorous price debate emerged after 1963 but it appears to
have had little effect on Chinese price policy.

14. Of course this analogy with conventional balance of payments account-
ing is somewhat artificial both because the government enjoys a monopoly
position in these short-term and long-term markets and because the long-
term flows are interest free and are never repaid.

2. Centralization of economic and financial planning, 1949-1957

1. Rather than listing these three roughly equivalent types of administra-
tive units, I use the term province to refer to all of them. During most of the
years since 1949, China has been divided into twenty-one provinces, five
autonomous regions, and three independent municipalities. Only twenty-
eight of these units are listed in Table 1.1, because data on the absolute
level of output in Tibet is not available. In subsequent tables, the number of
units given varies both because complete data are frequently not available
and because of changes over time in the number of provincial-level adminis-
trative units. For example, in April 1958, Tientsin lost its status as an inde-
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pendent municipality and was incorporated into Hopei province. In 1965,
Tientsin regained its former status.

2. See Appendix B for a chart of the administrative structure of the gov-
ernment.

3. Chou Ching (p. 11) reports that investment in the light-industrial sec-
tor during the 1950-70 period was equivalent to profits in light industry in
1970 alone. Thus, most of the profits from nineteen years of light industry
have been reallocated to producer goods, agriculture, and other sectors.

4. The development of local budgetary administration is discussed below
in this chapter.

5. Their primary revenue source was the agricultural surtax, which in
1950 was 15 percent of the regular agricultural tax (Government Administra-
tive Council 1950b).

6. The rate of growth of state revenues during each year of the First
Five-Year Plan period was as follows: 1953, 23.9 percent; 1954, 20.5 percent;
1955, 3.7 percent; 1956, 5.7 percent; 1957, 7.9 percent (State Statistical Bu-
reau 1960, 21).

7. In 1954, the sum of the agricultural and industrial and commercial
taxes was 46 percent of national government revenues (Table 2.2). In addi-
tion, local governments collected other minor taxes such as amusement, ve-
hicle, and slaughter taxes that brought the total to over 50 percent.

3. The 1958 decentralization

1. Initially, the rates were fixed for three years (State Council 1957c), but
in April 1958 the State Council decreed that in order to facilitate local plan-
ning for the Second Five-Year Plan (1958-62) the rates would be unchanged
for five years (State Council 1958i).

2. See Table 2.2.
3. Author's estimate, based on urban population and municipal public

utilities surtax revenues in Peking, Shansi, and Chungking (Chang Yii-yu
1958; Wu Kuang-t'ang 1958; Ch'en Ch'ou 1956).

4. One percent of industrial and commercial tax revenues in 1958 and
1959, respectively (Li Hsien-nien 1959, 22; 1960, 59).

5. Calculated on the basis of local budgetary expenditure data in Table
1.4.

6. An earlier brief statement (Lardy 1975b) of the argument and the em-
pirical results set forth below has drawn comment from one of the most
articulate advocates of the hypothesis of increased provincial autarky (Don-
nithorne 1976). I believe I have addressed her major concerns below.
Readers interested in the full details will wish to read her comment and my
reply (Lardy 1976a).

7. In the discussion below, the word social is used as an abbreviation for
the expenditure category "culture, education, public health, and welfare."
As discussed in Chapter 2, this category includes expenditures on a variety
of related programs.

8. The provincial investment magnitude referred to here is inclusive of
the following three categories: local investment financed through the provin-
cial budget; direct central government investment undertaken within a prov-
ince; and extrabudgetary investment.
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9. The ratio between the provinces with the highest and lowest per capita
social expenditures was 8.7 in 1955, 8.2 in 1956, 6.0 in 1957, 6.5 in 1958, and
6.0 in 1959.

10. In 1959, social expenditures in Kansu and Sinkiang (data for 1959 are
not available for Tsinghai) were 35 percent greater than 1957. The average
national increase was 26 percent (Li Hsien-nien 1959, 1960).

11. In a simple linear regression for a sample of nineteen provinces for
which data are available, the level of provincial development as measured
by industrial output alone or by net value added in industry and agriculture
was not a significant variable in explaining changes in social expenditures.
This result holds whether level of provincial development is measured in
aggregate or per capita terms.

12. Based on the estimate of insurance funds given in Table 2.1 and social
expenditure data given in the annual budget reports by Li Hsien-nien.

13. Based on the estimate given above that the extrabudgetary funds of
local governments were 690-705 million yuan in 1958 and 705-20 million
yuan in 1959 and the data on local government expenditures in Table 1.4.

14. Again, in a linear regression the level of provincial development was
not a significant variable in explaining changes in provincial shares of na-
tional investment. This result also is not sensitive to the choice of aggregate
or per capita measures of the level of provincial development.

15. Although some of these facilities were financed from the budget of the
central government, and thus do not contribute to interprovincal expendi-
ture differentials, most of these institutions were financed from provincial
budgets.

16. Based on data in Tables 3.3 and 3.6.
17. Total budgetary expenditures for social programs in 1956 were 3,916

million yuan (Li Hsien-nien 1956, 6).
18. Nan-fang jih-pao, 6 December 1955. Cited in Vogel 1969, 131.
19. Calculated on the basis of data in Table 3.3.
20. The sum of local budgetary and extrabudgetary investment in Sze-

chuan in 1958 and 1959 was 1,070 million yuan and 1,460 million yuan,
respectively (Szechuan jih-pao, 24 June 1959; Chang Hu-ch'en 1960). This
was 4.0 and 4.6 percent of total national investment in those years. Sze-
chuan's share of national investment in 1957, including central government
direct investment, was 4.0 percent (Table 3.5).

21. Michel Oksenberg, unpublished interview protocols, 28 September
1965.

22. These rates give the tax as the percent of the assessed "normal yield."
The normal yield for an area is the harvest that should be expected in that
area in a normal year based on the area's natural conditions and general
economic situation.

23. Although final accounts are not available for Liaoning after 1957, it
presumably also experienced a large increase in its remission rate because it
had not shared in enterprise profits and adjustment revenues prior to 1959.

24. For eight provinces, both the planned first-quarter rate and the actual
annual rate are available. For these eight, the average absolute difference
between planned and actual rates was less than six percentage points.

25. Because the proportionate share of total expenditures undertaken by
local governments increased from under a third to over half (Table 1.4)
between 1957 and 1959, the percentages in Table 2.9 cannot be compared
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directly to those in Tables 3.11, 3.12, and 3.13. The comparison must be
made in relative terms.

26. Available evidence suggests that only a few provinces actually issued
local economic construction bonds in 1959. Only Anhui, Kirin, and Szechuan
are known to have issued bonds (Tien Lei; Wang Huan-ju 1960; Chang
Hu-ch'en 1960). Local bond issues were planned but later withdrawn in
Kiangsu, Kweichow, Kwangtung, and Peking (Ch'en Shu-t'ung 1959; Chang
P'ing; Wei Chin-fei 1959; Ch'eng Hung-i).

4. Economic planning since the First Five-Year Plan

1. Chekiang Provincial Radio, 13 January 1969. Cited by Donnithorne
1972b, 616-17.

2. The provincial growth rates referred to here and elsewhere in this
chapter are calculated from data in Field, Lardy, and Emerson. Because of a
lack of adequate data on the level of industrial output in the 1950s, Tibet is
excluded from this discussion of the pattern of provincial industrial growth.

3. This summary measure, and others cited below, was calculated based
on the inclusion of the municipalities of Shanghai, Peking, and Tientsin
within their adjacent provinces.

4. Note also that Hopei and Shantung grew so slowly during the First
Plan that they moved from the category of above-average to that of below-
average level of per capita output. Thus they are included in the lefthand
column of Table 4.1 but the righthand column of Table 4.2. Conversely,
rapid growth in Fukien and Inner Mongolia moved them into the category of
above-average level of development by 1957. This shift points out the fact
that the analysis presented in the text, based on the simple two-way
classification of above- and below-average level of development, is quite
crude. I have used it because I believe it conveys the general relationship
between the level of development and the rate of growth. Of course, using
the coefficient of variation avoids this problem entirely by treating level of
development as a continuous variable (Lardy 1977).

5. With the exception of Hsinhsiang (Honan), these comparisons are
based on official data reported in the Chinese media. The provincial data are
summarized in Field, Lardy, and Emerson. The municipal data were culled
from a large number of Chinese media reports but have not yet been system-
atically compiled outside China. The assessment of Hsinhsiang (Honan) is in
Dwight Perkins et al., pp. 219-20. This analysis of intraprovincial inequality
is, of course, quite tentative. The sample of cities for which industrial output
data are available is most restricted and municipal population data, which
would enable comparisons of trends in per capita inequality within pro-
vinces, are not available.

6. "Shang-hai kung-yeh ti kai-ts'ao ho k'uang-chan," (The Transformation
and expansion of Shanghai's industry) in Hsin Chung-kuo erh-shih wu-nien
(Twenty-five years of New China) (Hong Kong, 1975), p. 203; British Broad-
casting Corp., Summary of World Broadcasts, Far East, Weekly Economic
Report, no. 874, p. A/2, hereafter abbreviated in the form BBC, SWBIFEI
W874/A/2.

7. The gross domestic product (GDP) estimates by Field and Perkins are
both calculated in 1957 constant prices, whereas the budgetary data are
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almost certainly in current-year prices. It is possible, although on current
evidence unlikely, that the growth of GDP measured in current-year prices
would be somewhat higher because of a rise in the overall price level. This
could reduce (or perhaps even reverse the sign of) the difference between
the growth of budgetary revenues and the growth of GDP. Although agricul-
tural prices have risen since 1957, raising the rate of GDP growth measured
in current-year prices, this has probably been largely offset by reductions in
the prices of manufactured goods. A final assessment of this issue will be
possible only after further research on China's price structure has been com-
pleted.

8. See Table 2.1.
9. Prior to 1958, budgetary allocations included enterprise outlays for the

so-called four items expenditure-expenditures for the trial manufacture of
new products, for technical and organizational improvements in production,
technical security and labor protection, and purchase of miscellaneous fixed
assets. Beginning in 1958, these items were no longer financed through the
budget but were to be financed from enterprises' retained profits (State
Council 1957a). In 1958, enterprise expenditures on these items were re-
ported to have been 900 million yuan, almost one-third of their total retained
profits (T'ao Sheng-yii and Tan Ya-sheng, 14).

10. A Ministry of Finance directive (1959b, 89) includes labor insurance
funds in the category of "worker and staff welfare expenditures." In previous
years, these expenditures were not included because they were extrabudge-
tary. There is some indication that the change actually may have been made
in 1958 (Wei Li, 12-13).

11. Anhui Provincial Service, 22 August 1973, in British Broadcasting
Corp., SWB/FE/W740/A/1. Hunan Provincial Service, 26 June 1972, in SWB/
FE/W680/A/2. For Yunnan, New China News Agency (NCNA), 19 March
1973, in SWB/FE/W717/A/2. Kiangsi Provincial Service, 28 May 1976, in
SWB/FE/W881/A/1. Shantung Provincial Service, 26 June 1975, in Foreign
Broadcast Information Service, Daily Report, People's Republic of China, 2
July 1975, p. G8. For Kansu, NCNA 26 July 1976, in SWB/FE/W889/A/1.

12. Cheng-chih ching-chi hsu'eh chi-ch'u chih-shih (Fundamentals of po-
litical economy), 2nd edition (Shanghai: Shanghai People's Publishing
House, 1975), p. 400.

13. The output of commune- and brigade-level industry in Kwangtung in
1975 was reported as 1,500 million yuan (Kwangtung Provincial Service, 9
July 1976, in BBC, SWB/FE/WS87/A/2). This is 7.5 percent of the estimated
value of industrial output for the province as a whole (Field, Lardy, and
Emerson, 11).

14. Kansu Radio, 31 January 1977, in Foreign Broadcast Information Ser-
vice, Daily Report, People's Republic of China, 4 February 1977, p. Ml, and
estimate of Kansu provincial industrial output (Field, Lardy, and Emerson,
11).

15. On present evidence, it would appear, for example, that in Shanghai,
by all accounts a stronghold of leftist strength in the latter half of the 1960s,
industrial production was less disrupted than elsewhere. In contrast, be-
tween 1966 and 1968 industrial output fell considerably more sharply in
Kirin and Hupei than in the country as a whole, and recovery to the pre-Cul-
tural Revolution peak levels of production lagged a year behind the pace of
recovery nationally. Unfortunately, data for the years 1966 through 1969 are
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particularly sparse, so it is impossible to undertake a systematic year-by-year
analysis of provincial industrial performance for this period.

5. China's distributive policies in comparative perspective

1. Shanghai's industrial labor force tripled from 770,000 in 1957 (Hsin-
wenjih-pao, 28 December 1957) to about 2,300,000 in 1975 {Peking Review,
no. 27 (1975): 17). During the same period, the value of industrial output
almost quintupled from 11,402 million yuan to 55,707 million yuan, in con-
stant 1957 prices (Field, Lardy, and Emerson, 11).

2. Cheng-chih ching-chi hsu'eh chi-cKu chih-shih (Fundamentals of po-
litical economy), 2nd edition (Shanghai: Shanghai People's Publishing
House, 1975), p. 406 and Ten Great Years (State Statistical Bureau 1960,
118).

3. John W. Mellor, "The Functions of Agricultural Prices in Economic
Development," Indian Journal of Agricultural Economics, vol. 23, no. 1:
(1968): 29.

4. T. H. Lee, Intersectoral Capital Flows in the Economic Development
of Taiwan, 1895-1960 (Ithaca, N.Y.: Cornell University Press, 1971), p. 91.
Economic Planning Council, Taiwan Statistical Data Book 1975 (Taipei,
1975), p. 161.

5. Lee, Intersectoral Capital Flows, p. 92.
6. The essential role of relative price changes in transferring resources to

the agricultural sector is evident in official data for the Third Five-Year Plan
period (1965-70). Improvements in the terms of trade during this period
added more than 10,000 million yuan to farm purchasing power (New China
News Agency (NCNA), 1 December 1975, in British Broadcasting Corp.
(BBC), SWB/FE/W856/A/1). Value added in the agricultural sector is esti-
mated to have been 49,100 million yuan in 1965 and 59,960 million yuan in
1970-a 10,800 million yuan increase (Perkins 1976, 9). Although Perkins
has not estimated value added in agriculture for the intervening years 1966-
9, based on data on the growth of food grain output (the major component of
value added in agriculture), the cumulative annual increments above the
1965 level of value added are probably about 23,000 million yuan. Thus both
in the 1952-7 and 1965-70 periods the value of increased farm purchasing
power due to improvements in agriculture's terms of trade was almost half
the cumulative annual increments to net output value.

It is important to note that although these changes in relative prices have
increased the purchasing power of agriculture relative to what it otherwise
would have been, this does not imply that there is no longer any net transfer
of resources out of the agricultural sector. Perkins (1975a, 364), for example,
argues that even after allowing for these relative price changes that agricul-
ture products continue to be underpriced, in effect constituting an implicit
tax burden on agriculture. A resolution of this issue of the real burden on
agricultural depends on further research on the structure of Chinese prices
and more detailed study of the real intersectoral resource flows that have
occurred since the early 1950s.

7. NCNA, 25 September 1972, in BBC/SWB/FE/W693/A/2.
8. NCNA, 25 June 1976, in BBC/SWB/FE/W885/A/3.
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9. Because the Chinese have released no data on the size of the national
industrial labor force in the 1970s, this estimate is subject to a large margin
of error. It is a crude estimate based on the belief that the 65 percent in-
crease in output per worker that occurred in Shanghai between 1957 and
1975 (calculated from data in note 1, above) must be above the national
average.

10. The procedure used by Schran to derive this estimate implicitly as-
sumes that the rate of female labor force participation in urban areas has not
changed significantly since 1957. In Shanghai, however, almost 20 percent of
the growth of the industrial labor force during this period has been due to
increased female participation. To the extent that this is a significant factor
in the growth of the national industrial labor force, the average income of
urban families must have continued to grow despite the constancy of the
average wage per worker since 1957. This would mean that the differential
between urban and rural areas would have been diminished by an amount
smaller than that cited in the text.

11. William L. Parish, Jr., "Socialism and the Chinese Peasant Family,"
Journal of Asian Studies, vol. 34, no. 3 (1975): 628. Martin King Whyte,
"Inequality and Stratification in China/* China Quarterly, no. 64 (1975):
687-8.

12. "In the Communes-Ownership on Three Levels/' China Recon-
structs, vol. 23, no. 1 (1974): 38.

13. This theme has been advanced in an unpublished paper of Charles
Roll.

14. Alva Lewis Erisman, "China: Agriculture in the 1970's," in China: A
Reassessment of the Economy, a compendium of papers presented to the
U.S. Congress Joint Economic Committee (Washington, D.C.: U.S. Govern-
ment Printing Office, 1975), p. 330.

15. Both report tax rates of 4.5 percent, whereas the national average is 5
percent (Peking Review, no. 26 (1975): 19; NCNA, 27 September 1975, in
BBC, SWB/FE/W854/A/2; NCNA, 23 September 1974, in Survey of the
People's Republic of China Press, 7-11 October 1974, p. 21).

16. The rate of increase of purchase prices of various types of agricultural
products varied from year to year. Price data disaggregated into the catego-
ries grain crops, commercial crops, animal husbandry, and native products
have been published (TCKT Data Section 1957a, 5). The rate of increase in
the average purchase price for each province presumably largely reflects the
mix of the province's output among these categories.

17. Kan-su jih-pao, 6 October 1959, p. 8.
18. Kirinjih-pao, 23 September 1959, p. 4.
19. NCNA, 27 September 1975, in BBC, SWB/FE/W854/A/3; Peking Re-

view, no. 19, (1975): 18.
20. Chekiang Provincial Radio, 16 August 1977, in BBC, SWB/FEI

W994/A/5. Yunnan Provincial Radio, 28 June 1977, in BBC, SWB/FEI
W937/A/10.

21. Denis C. Twitchett, Financial Administration under the Tang Dy-
nasty, 2d ed. (Cambridge: Cambridge University Press, 1970), pp. 39-42.

22. Ray Huang, Taxation and Government Finance in Sixteenth-Century
Ming China (Cambridge: Cambridge University Press, 1974), pp. 1-2.
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dividual cities

Wage: policy, 10, 16, 87, 174-5, 185,
192-3; regional structure of, 14, 109,
111-16, 140, 173; see also Income dis-
tribution, and wage structure

Wiles, Peter, 8, 138
Williamson, Jeffrey, 158, 159
Working capital, see Enterprise working

capital
Wuchou, Kwangsi, 160
Wuhan, Hupeh, 119
Wu Po, 125
Yenan, Shansi, 187
Yugoslavia, 31, 190-2
Yunnan Province: agricultural develop-

ment in, 11; expenditures subsidized
by central government, 130; industrial
development in, 11, 156; price and
wage levels in, 113; share of national
investment in, 123
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