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Introduction

THE ECONOMIC MODERNIZATION DRIVE that China launched at the
end of the 1970s ranks as one of the most dramatic episodes of social
and economic transformation in history. This process occurred in a
unique political and economic context: a simultaneous transition from
a state-socialist economic system and a quasi-totalitarian political system.
Despite temporary setbacks, briel periods of high political tension,
episodes of economic instability, and numerous conservative counter-
attacks, the two-decade-old, and ongoing, transition has dramatically
altered the Chinese economic, social, and political landscapes.

In measurable terms of economic development and social change,
China’s achievement has been unprecedented in speed, scale, and
scope.! Rapid economic growth has not only vastly improved the eco-
nomic well-being of the country’s 1.3 billion people, but also has fun-
damentally altered the structure of Chinese society. Additionally, as
market-oriented reforms have made the Chinese economy less state-
centered and more decentralized, economic development has turned
Chinese society from one that was once tightly controlled by the state,
into one that is increasingly autonomous, pluralistic, and complex.
During this period, China’s integration with the international commu-
nity proceeded along several fronts. Trade and investment spear-
headed this integration as China ascended from a negligible player in
the world economy prior to reform, to a leading trading state and one
of the most favored destinations for foreign direct investment (FDI).
China’s integration with the outside world has also taken place in other
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2 Introduction

important areas, such as membership and participation in various in-
ternational institutions, advancement in key bilateral ties, and educa-
tional and cultural exchanges with the West.

Most of these momentous changes have been captured by statistics
measuring various aspects of Chinese society and economy. The aggre-
gate size of the Chinese economy in 2002 was more than eight times
the size it was in 1978.% In twenty-five years per capila income rose
more than 600 percent, from $151 in 1978 to $1,097 in 2003.* Rapid
economic growth accelerated social change as well. The rate of urban-
ization, 18 percent in 1978, had reached 39 percent by 2002.% A differ-
ent measure, used by the United Nations, put China’s urbanization in
1998 at 50 percent.’

Rapid economic growth has greatly expanded Chinese citizens’ access
to information and increased their physical mobility. About two thou-
sand Chinese people shared a telephone line in 1978; in 2002, a fixed
telephone line was available for roughly every six people and, in addi-
tion, about one mobile telephone was available for every six people. In
1978, three out of one thousand households owned a black-and-white
television set. In 2002, there were 126 color television sets in every 100
urban households and 60 color sets in every 100 rural households. In
1978, on average, only 180 million domestic long-distance calls were
made (about one for every five people); in 2001, 22 billion such calls
were made—17 calls per capita. From 1978 to 2002, the number of
newspaper copies printed tripled, and the number of titles of books
published had risen eleven-fold. Internet users, barely 160,000 in 1997,
numbered 79 million in 2003.% Such data suggest that access to in-
formation for average Chinese citizens has risen by several orders of
magnitude on a per capita basis within a quarter century.

The rise in physical mobility is equally impressive. Passengers trans-
ported by various means rose 533 percent in this period, from 2.54 bil-
lion in 1978 to 16 billion in 2002. Measured in per capita terms, increase
in physical mobility was close to 500 percent. Signilicantly, an increas-
ingly large number of Chinese citizens gained the freedom to travel
overseas. In 1978, few ordinary citizens were allowed this privilege. In
2002, 16.6 million Chinese traveled abroad.”

An important—il not inevitable—by-product ol economic reform
was the significant decline of the state’s role in the economy. In terms
of industrial output, the share of state-owned enterprises fell from
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nearly 78 to 41 percent from 1978 to 2002, while the share of the private
sector (including foreign-invested firms) rose from 0.2 to 41 percent.?
This dramatic relative decline of the state is also reflected in the em-
ployment data. In 1978, the state employed nearly 80 percent of work-
ers in urban areas; in 2002, it employed only 29 percent.® These figures
indicate that the state’s control over the economic and social activities
of its citizens has greatly eroded as a direct result of its declining pres-
ence in the economy.

One of the defining features of China’s economic reform is its inte-
gration with the world economy.’* Adopted by Chinese leader Deng
Xiaoping as the centerpiece of his reform strategy, the policy of open-
ing the Chinese economy to international trade and investment has
produced enormous benefits. During the past twenty-five years, China
has become one of the leading trading nations in the world, as well as
one of the most popular destinations for FDI. In 1978, China was a
closed economy that, relative to the size of its economic system, con-
ducted a small amount of foreign trade and had token FDI. After a
quarter century of reform, Chinese foreign trade increased, unadjusted
for inflation, forty-one-fold—from $20.6 billion in 1978 Lo $840 billion
in 2003—making China the fourth largest trading nation in the world."'
In relative terms, China’s foreign trade grew almost six times faster
than its economic output (as gross domestic product, or GDP, rose
700 percent in the same period). The stock FDI, slightly more than $1
billion in 1982, reached $446 billion in twenty years. In 1980, about
half a million foreigners, excluding people from Hong Kong and Tai-
wan, visited China. In 2002, 13.5 million did.!?

China’s integration into the international community has not been
limited to trade and investment. Almost equally significant are the
extensive educational, social, and cultural links with the West estab-
lished during the reform period through the training of hundreds of
thousands of Chinese students and visiting scholars in Western institu-
tions of high learning, the appointment ol tens ol thousands of West-
ern experts in Chinese universities, and through tourism and popular
culture. Although it is difficult to quantify precisely the impact of such
a multifaceted process of integration on Chinese society and politics, it
is highly likely that the eflects of this transformation have contributed
to changes in values, tastes, and lifestyles that have occurred since the
late 1970s.
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China’s Lagging Political Development

Juxtaposed against such massive, and largely positive, economic and
social changes, however, is China’s political system. Despite more than
two decades of rapid socioeconomic changes, the core features of a
Leninist party-state remain essentially unchanged.”® By most conven-
tional standards, the pace of political change has significantly lagged
behind that of economic progress. This gap appeared to be expanding
toward the end of the 1990s, as the Chinese leadership continued its
gradualist economic reform while taking no substantive steps toward
political opening. To some extent, the discrepancy between economic
progress and political change is captured, however crudely, by polling
data in China and several widely followed international indicators of
democracy and governance. For example, a survey of 2,723 people
across China in 2002 showed that they believed their political rights
and ability to influence government decisions, the likelihood of get-
ting equal treatment from the government, and judicial independence
had improved only marginally as compared with the prereform era.'

In his speech at a small group meeting of the 16th Congress of the
Chinese Communist Party (CCP) in November 2002, Li Rui, an out-
spoken liberal party member and former secretary to Mao Zedong, of-
fered an apt assessment of China’s political progress:

Since China began its transition to a market economy, our national
strength has been rising steadily, and we have gained undisputed great
progress. But these problems remain: excessively slow pace in the re-
form of the political system, the lagging development of democracy, the
weakness of the rule of law, and the resultant pervasive corruption.”

Lagging political development will endanger the CGCP’s own survival,
Li warned:

Chinese and foreign histories prove that autocracy is the source of
political turmoil. As the collapse of the Soviet Union shows, the root
cause is autocracy. Modernization is possible only through democrati-
zation. This is the trend in the world in the twentieth century, especially
since the Second World War, Those who follow this trend will thrive;
those who fight against this trend will perish. This rule applies to every

country 16

and every party.
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China’s lagging political openness is reflected in the low scores the
country receives from several widely used international indexes. The
Polity IV Project consistently rates China as one of the most authori-
tarian political systems in the world.'” Similarly, the Freedom House’s
survey rates China as almost completely “unfree.” In fact, China’s rat-
ings for the 1990s were slightly worse than those for the 1980s.* Data
compiled by Transparency International, a nongovernmental organi-
zation (NGO) that surveys perceptions of corruption worldwide, sug-
gest that China is perceived as one of the more corrupt countries.'
The International Risk Guide, which assesses risks stemming from corrup-
tion, weak rule of law, bureaucracy, repudiation, and expropriation,
has also portrayed China in a mixed light. Its ratings for the period [rom
1984 to 1997 show that corruption had worsened in China and that the
level of bureaucracy remained essentially unchanged. On the positive
side, the guide suggests that the legal system may have improved mod-
erately [rom a very low base, and that the risks of debt repudiation and
asset expropriation were considered negligible.®

Various measures of governance confirm the underdevelopment of
key public institutions in China. In a “quality of governance ranking”
compiled by Jelf Huther and Anwar Shah of the World Bank in 1998,
China was placed in the bottom third of the eighty countries ranked.
China received a score of 39, similar to that given to poorly governed
countries such as Egypt, Kenya, Cameroon, Honduras, Indonesia,
Pakistan, and Nigeria.*' Judged by another set of measurements used by
the World Bank’s Daniel Kaufmann, Aart Kraay, and Massimo Mastruzzi
to track governance in 199 countries from 1996 to 2002, China was
grouped among the countries commonly associated with weak states.”

On “voice and accountability,” China was ranked 186, ahead only of
failed states and the most repressive countries; it was comparable to
Angola, Belarus, Vietnam, Saudi Arabia, and Afghanistan. China was
behind most former Soviet-bloc states and major developing countries,
including Russia, Ukraine, India, and Mexico. In terms of “regulatory
quality,” China was placed at 116, in the company of Nicaragua, Cam-
bodia, Papua New Guinea, KEgypt, and Mali. China’s ranking was below
India, Mexico, and Russia, three countries normally known for weak
regulatory regimes. On “control of corruption,” China was ranked 111,
along with Colombia, Ethiopia, Iran, and Romania. Although China
fared better than Russia, it was judged to be less capable of controlling
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corruption than India, Brazil, and Mexico. China did better on the
other three governance indicators. In terms of “government effective-
ness,” China was placed at 71, in the company of Namibia, Croatia,
Kuwait, and Mexico; it was slightly ahead ol Russia and India. On “po-
litical stability,” China was ranked 87, comparable to Belarus, Mexico,
Tunisia, and Cuba. China scored higher than India, Russia, the Philip-
pines, and Indonesia. In terms of “rule of law,” China was ranked at
94, comparable to Mexico, Madagascar, and Lebanon, and better than
Russia but worse than India.?®

Such ratings, however, should not completely negate the substantial—
and in many aspects, positive—changes that have taken place in the
Chinese political system since the late 1970s, particularly in the areas of
elite politics, institutional development, and state-society relations. Some
of these changes have been forced on the ruling regime by the necessity
of economic reform, while others were the products of regime-initiated
policies or societal pressures. As a result, politics in China [ollowing
two decades of economic reform exhibits tentative signs of institutional
pluralism, tolerance of limited public space, and emergence of demo-
cratic grassroots participation.

On the positive side, the post-Mao regime has put an end to mass
terror and significantly curtailed the reach of the state into society. Per-
sonal freedom and social mobility have both expanded substantially;
limited alternative channels of political participation have been opened;
and autonomous civic organizations are allowed to exist and [unction
outside the political sphere.** At the elite level, the post-Mao leadership
has also restored the most basic institutional norms and procedures
required of a stable government, thus contributing to relative elite co-

25

hesiveness and political stability during the reform era.” The need to
promote economic reform and social stability has motivated the regime
to implement a limited program of legal reform that has begun to have
some impact on political, economic, and social behavior in China.*®
Another trend in the development of incipient institutional plural-
ism is the growing role of the National People’s Congress (the national
legislature) and local legislatures in policy-making. Originally conceived
as a necessary step to restore the constitutional order devastated by the
Cultural Revolution, the strengthening of the legislative branch of the
government has acquired a political momentum of its own. Conse-

quently, China’s legislature has become increasingly assertive of its
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constitutional prerogatives and gained considerable political stature.®”
Modest progress has been made even in the area of democratic partic-
ipation. Although the post-Mao regime has suppressed the demands of
systematic democratic reforms, it was forced, by the political necessity
of maintaining order in rural areas, to permit the election of village
committees as de facto governments of the basic administrative units in
the countryside. As a new political institution that began as a limited
cxperiment in the late 1980s, village clections had become an estab-
lished practice by the end of the 1990s and received [ull official sanc-
tion. Although village elections have not produced effective local
democratic governance in many areas where they have been held, they
represent the first step, however small and tentative, toward expanded
political participation in an authoritarian regime.*®

These signs of limited political opening, unfortunately, have yet
to alter the defining characteristics of the post-Mao regime as a one-
party autocracy. In many ways, these changes have been tolerated
largely because they do not represent a direct challenge to the mo-
nopoly of power of the CCP. Indeed, these changes are compatible
with the short-term objectives of the party. Thus, political reform un-
der the rule of the CCP can occur only within the strict limits imposed
by the party. In practical terms, these limits have stunted the develop-
ment of an effective legal system, constrained the constitutional role of
the legislative branch, obstructed the growth of rural self-government,
and restricted the emergence of a civil society. Thus, to most outside
observers, post-Mao political reform is, at worst, an oxymoron and,
at best, a series of tentative, partial, and superficial measures most
likely to fail because they in no way challenge, limit, or undermine
the Communist Party’s political monopoly. A democratic transition
under the rule of the CCP thus seems a distant, or even unrealistic,
prospect.®

Transition Trapped?

The combination of market reforms and preservation of a one-party
state creates contradictions and paradoxes, the implications of which
the ruling clites have cither chosen to ignore or are reluctant to face
directly. For example, the market-oriented economic policies, pursued
in a context of exclusionary politics and predatory practices, make the
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CCP increasingly resemble a selfserving ruling elite, and not a prole-
tarian party serving the interests of the working people.

Commenting on the CCP’s transformation, the deposed former gen-
eral secretary of the CCP, Zhao Ziyang, perceptively observed:

The problem is, the CCP is a party built on the basis of Leninism. It con-
trols all the resources of the country . . . under a market economy, atter
property becomes legitimate and legal, the CCP inevitably becomes
corrupt. Those with power will certainly use their control of the re-
sources to turn society’s wealth into their private wealth. These people
have become a huge entrenched interest group ... What China has
now is the worst form of capitalism. Western capitalism in its early phase
was also bad, but it could gradually become more progressive. But the
worst form of capitalism in China today is incapable of becoming more

progressive.

Of course, there are other irreconcilable conflicts between the sell-
interest of the CCP and its declared goals of reform, such as building
a socialist market economy and ruling the country according to law.
To the extent that a market economy requires a minimum degree of
the rule of law, which in turn demands institutionalized curbs on
the power of the government, these two goals run counter to the
CCP’s professed determination to maintain political supremacy. The
CCP’s ambition to modernize Chinese society also leaves unanswered
the question of how the new autonomy ol society is to be respected by
the state and protected from the caprice of the government. The CCP’s
perennial fear of independently organized social interests does not
prepare it well for the likely emergence of such forces, which a more
industrialized society inevitably creates.

These unresolved contradictions, fundamental to China’s transition
away from communism, are the source of rising tensions in the Chi-
nese polity, economy, and society. At the intellectual level, the intensi-
[ication of these contradictions raises doubts about whether China
could, as many of its East Asian neighbors, evolve along a neoauthori-
tarian development path, eventually perhaps toward a more open soci-
ety.”' In terms of policy, these tensions make the political and economic
strategies adopted by post-Mao rulers appear increasingly unsustain-
able. China’s transition to a market economy and, perhaps potentially,
to some form of democratic polity, risks getting trapped in a “partial
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reform equilibrium,” where partially reformed economic and political
institutions support a hybrid neoauthoritarian order that caters mostly
to the needs of a small ruling elite.** Under this order, the power of the
state is used to delend the privileges of the ruling elite and to suppress
societal challenges to those privileges, instead of advancing broad de-
velopmental goals. Notably, opinion polls conducted in China since
the late 1990s reveal that the Chinese public, including both the intel-
ligentsia and the masses, increasingly believe that members of the rul-
ing elites have gained the most from economic reform while ordinary
people, such as workers and peasants, have benefited the least. Such a
perception of a self-serving elite supports the hypothesis of a partial
reform equilibrium trap.*

Indeed, symptoms of a trapped transition have become highly visible
or even pervasive. Some keen observers of Chinese politics have warned
of the “death of reform” because the political and ideological forces
that initially energized China’s reform have dissipated.” On the eco-
nomic front, important reform measures have encountered strong re-
sistance.® The sense that economic reform has stalled is widely shared
by Chinese corporate executives, many of whom are members of the
CCP. A poll of 3,539 senior corporate executives across the country
conducted by the State Council’s Development Research Center in late
2002 tound that only a minority was satisfied with the progress of key
reforms. For example, about a third rated as “satisfactory” the progress
in establishing a modern corporate system, in reforming the [oreign
trade system, and in healthcare reform. Between 25 and 28 percent of
the executives were satisfied with the results of the reforms of the finan-
cial system, the fiscal system, and state-owned enterprises (SOEs). Nine-
teen percent were satisfied with the reform of the investment system.*

In the financial sector, reforms that would have transformed China’s
dominant state-owned banks into commercial banks have made little
progress. Despite the legacy of huge nonperforming loans in these
banks, the government continues to use them to support unprofitable
and even bankrupt SOEs and fund large fixed-asset investments that
can inflate growth.*” As a result, mounting bad loans in state-owned
banks, equivalent to more than 40 percent of GDP, threaten the coun-
try’s entire [inancial sector.® The government’s reform of SOEs has

39

also entered a difficult period.* The rising level of unemployment, a

direct result of SOFE reforms, has forced the government to slow down
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the restructuring of SOEs out of fear of exacerbating incipient social
unrest.** Although many small and medium-sized SOEs were privatized
in the late 1990s, the state maintained its ownership stakes in almost all
large SOEs and is obliged to maintain their life support, thus causing
further deterioration in China’s fiscal health.*' Genuine privatization
of these large SOFs has yet to occur.

In addition, a quarter century of reform has not succeeded in breaking
down state-owned monopolies in most key industries, such as banking,
telecommunications, civil aviation, energy, rail transportation, tobacco,
and wholesale trade on agricultural inputs and products. These markets
remain distorted and inefficient. Barriers to market entry continue to be
high because of political interference {rom local governments, which
rely on the obstacles to protect their vested interests in local industries
that constitute sources of local fiscal revenue and political patronage.

Toward the end of the 1990s, despite the proreform rhetoric and
publicly announced ambitious goals of the Chinese government, the
costs of the lagging institutional and structural reforms began to be re-
flected in the performance of the Chinese economy. In a wide-ranging
study of the Chinese economy conducted in 2002, the Organisation
for Economic Co-operation and Development (OECD) warned that
“the important engines that have driven China’s growth in the past are
losing their dynamism” because “China’s economy has become badly
fragmented and segmented, and this has led to increasing under and

»42

ineflficient utilisation of resources.”* Among the critical weaknesses
cited by the OECD study were anemic growth in the rural sector, inef-
ficiency in SOEs, and weakness in the financial system. Such structural
weaknesses contributed to the considerable slowdown of the Chinese
economy in the late 1990s.* An International Monetary Fund (IMF)
study of the economy in 2003 found similar structural weaknesses and
warned that, because the one-off productivity gains from earlier reforms
had already been realized, China’s continual growth would depend on
new and more difficult structural reforms.*

Even official Chinese statistics, which tend to be inflated, show that
the double-digit growth in the early 1990s fell to the 7- to 8-percent
range in the late 1990s. The real rate of growth is likely to have been
even lower.* Although China’s growth accelerated in 2002-2004, it was
driven primarily by state-led fixed-asset investment.* Such growth,
occurring in a context of a lack of structural reforms, would likely
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exacerbate the distortions in the economy. Wu Jinglian, China’s most
respected economist, repeatedly warned in 2004 that, because economic
growth was driven by excessively high investment rates (more than 40 per-
cent of GDP), this type of growth was low quality and unsustainable and
would create new problems.*

The Lack of Political Reform

Signs of a trapped transition also permeate Chinese politics. It is worth
noting that all the important institutional reforms in the political system—
such as mandatory retirement of government officials, the strengthen-
ing of the National People’s Congress, legal reform, experiments in
rural self-government, and loosening control of civil society groups—
were all conceived and implemented in the 1980s—before China’s eco-
nomic take-off. In the 1990s, although incremental reforms continued
in these areas, albeit at a slower pace in most instances, the CCP leader-
ship under Jiang Zemin did not launch any new or significant institu-
tional reform initiatives. In addition, whereas internal and, sometimes,
public discussion and debate on political reform was tolerated and
even sanctioned during the Deng era, similar discourse was practically
banned during Jiang’s tenure in office.

Among leading Chinese academics was a widely shared consensus
that the political system had lagged behind the economic system and that
the failure ol political reform was the most serious constraint on China’s
development. In their judgment, however, the imbalance between an
increasingly open economic system and China’s current political system
was unlikely to improve. Half of the academics interviewed by the re-
searchers [rom the Chinese Academy of Social Sciences in 2003 thought
the imbalance would persist, and a third said it would worsen.* Even
many officials shared the view that such an imbalance existed and was
likely to grow worse.* Four polls of officials being trained at the Central
Party School (CPS) between 2000 and 2003 show consistently that the
issue they were most concerned with was political reform, an implicit
admission of their recognition of the political system’s relative stagna-

ton.?

Like leading academics, 80 percent of the 133 cadres polled in
the CPS survey in 2002 said that lack of progress in political reform
would be the most important factor in constraining China’s develop-

ment—even more important than economic reform.®!
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The lack of progress in political reform in the 1990s not only high-
lighted the stagnation of China’s autocratic polity vis-a-vis its fast-
changing economy and society, but undermined the regime’s ability to
maintain eflective governance and to address three critical challenges.

Rampant Official Corruption

Partially reformed economic and political institutions provide a lertile
environment for official corruption because institutional rules are ei-
ther unclear or politically unenforceable in such environments. The
ruling elite are unaccountable and immune from punishment for
wrongdoing. Consequently, it is unconstrained {rom adopting preda-
tory policies and practices. In the Chinese case, corruption by the rul-
ing elite reached endemic proportions in the late 1990s.>2 Public
opinion surveys in this period consistently ranked official corruption as
one of the top political issues facing China.”* High-prolile scandals in-
volving senior government officials, from members of the Politburo to
provincial governors, to chief executives of large SOFs, have become a
staple of the Chinese media. Invariably, these ruling elite members
were found to have engaged in illegal real estate deals, accepted huge
bribes, sanctioned large-scale smuggling operations, participated in fi-
nancial fraud, provided protection for organized crime, and sold govw-
ernment appointments for personal gains.

The costs of uncontrolled corruption are enormous, both economi-
cally and politically. Rough estimates of the total costs of corruption
range from 4 to 17 percent of GDP—a substantial amount of resources
diverted from public coffers into private pockets.” The political effects
of corruption perpetrated by the ruling elite are dilficult to estimate,
but are likely to be even more harmful than pure economic losses. Cor-
ruption by government officials undermines the integrity of many key
institutions that enforce laws, maintain rule and order in the market-
place, and deliver crucial public services. Corrupt practices adopted by
government officials—such as taking bribes, rigging bids, insider deal-
ing, selling government offices, fraudulent accounting, and large-scale
theft—inevitably reduce the effectiveness of the affected state agen-
cies, increase the costs of market transactions, and raise the level ol
systemic risks, especially in the financial sector. Thus, state capacity of
countries governed by corrupt regimes is always found to be weak. More



Introduction 13

important, official corruption in a transition economy, as one Chinese
social critic observed, allows the ruling elite to use their political power
to amass large private wealth through theft and market manipulation,
thus directly contributing to rising socioeconomic inequality and result-
ing in levels of social discontent.”

Erosion of State Capacity

The erosion of state capacity in China is epitomized by the Chinese
government’s deteriorating performance in maintaining several critical
functions that are generally considered central to the effectiveness of a
state: the extraction of revenues, the provision of key public goods, the
collection of information, and the enforcement of laws and rules.*® To
some extent, the decline of state capacity in China is captured by the
paradox of power and ineffectiveness. Although the Chinese state ap-
pears to be institutionally unconstrained, centralized, and omnipres-
ent, its ability to implement policy and enforce rules is severely limited
by its incoherence, internal tensions, and weaknesses. The phenomenon
of zhengling buchang—or ineffectual government directives—is widely
reported in the Chinese press. It includes the deliance of central gov-
ernment laws and policies by local authorities, the willful violation of
laws and regulations by government officials, and the practice of local
protectionism that has plagued the enforcement of contracts, court
judgments, and national laws.”” This unique characteristic of Chinese
politics is appropriately labeled fragmented authoritarianisim.*

To be sure, market and regime transitions unleash forces that con-
tribute to the erosion of state capacity, as experiences from other coun-
tries in transition show. Since a reversion to the status quo ante is not
feasible, the rejuvenation of the state is likely only through institutional
reforms designed to adapt the organizational structure and functions
of the state to meet the new economic and political challenges. Thus,
the erosion of state capacity most likely results [rom a failure to reform
the political system. China’s runaway official corruption is an apt ex-
ample. The ruling elite’s unwillingness to reform flawed state institutions
creates conditions for systemic corruption, which in turn further under-
mine the elflectiveness ol the state.

Factors other than corruption are also at work in explaining the ero-
sion, however. The most important is the distortion, uncertainty, and
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instability built into three sets of relationships that define the nature
and boundary of the authority of the state: party-state, central-local, and
stale-market. The indeterminacy of these critical relationships directly
compromises the elfectiveness of the state. The supremacy of the ruling
party over the state, for example, weakens the authority of the state ap-
paratus at all levels and limits its capacity for performing routine admin-
istrative functions. The fluidity in central-local relations creates enormous
commitment, information, and coordination problems within the state
as the central and local state agencies constantly engage in opportu-
nistic behavior because no credible institutions exist to reward coop-
eration and punish cheating. The net effect is the concurrent excessive
provision of private goods that benelit favored jurisdictions and sectors
and the inadequate provision of public goods, such as public health,
education, and research and development. Similarly, the poorly de-
fined boundaries between the state and the market create an environ-
ment in which the state is incapable of ellectively performing its basic
functions—such as enforcing contracts, protecting property rights,
and policing the marketplace—while simultaneously overreaching into
areas it does not belong, such as investing in and operating businesses,
and selling its administrative services under diflerent guises.

Growing Imbalances in Society and Polity

The idea that severe structural imbalances have accumulated in China’s
society and political system has gained currency within China.*
Specifically, such imbalances refer to the rising inequality (socio-
economic, regional, and urban-rural), the growing tensions between
the ruling elite and the masses, the erosion of values, and the simul-
taneous consolidation of an elite-based exclusivist ruling coalition and
the increasing marginalization of weak groups, such as workers, peas-
ants, and migrant laborers.*’ Because of these imbalances, some Chi-
nese social scientists warn that enormous risks have built up in Chinese
society. Citing rising public dissatisfaction, growing unemployment,
and increasing inequality, Wang Shaoguang, Hu Angang, and Ding
Yuanzhu argue that China has entered a new period of social insta-
bility.*’ Sun Liping, a sociologist, has identilied such imbalances as
contributing to destabilizing social divisions in Chinese society.”® Un-
avoidably, such imbalances are reflected in rising tensions in state-
sociely relations. Both aggregate-level data and press reports indicate
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a sharp rise in the number of incidents of collective protests, violent
confrontations, and various forms of defiance and resistance against
state authorities.®

Obviously, as expressions of social discontent, such acts of protest
are likely the product of the hardships sutfered by groups hurt by eco-
nomic transition, such as peasants and urban SOFE workers. (Indeed,
protests from these two social groups account for the majority of collec-
tive riots.) The rising frequency, scale, and intensity of collective protest
and individual resistance also reveal the flaws in the Chinese political
institutions that give rise to the buildup of such stress during transition.
The breakdown of the system of political accountability governing agents
of the state is likely one of the key causes of rising state-society tensions
in the Chinese context. State agents who routinely abuse their power
and perpetrate acts of petty despotism create victims every day, person-
ify state predation, and bring ordinary citizens into direct contact with
state oppression. Private grievances accumulated in such a system are
more likely to find violent expressions when institutional mechanisms
for resolving them—such as the courts, the press, and government
bureaucracies—are unresponsive, inadequate, or dysfunctional.

Additionally, the GCP’s resistance to democratic reforms results in
the lack of etfective channels for political participation and interest
representation, creating an environment in which groups unable to
defend their interests are forced to take high-risk options of collective
protest to voice their demands and hope [or compensatory policies.
The totality of such institutional flaws contributes to a systemic pro-
pensity toward violent collective protests even in the absence of orga-
nized social interests.” The accumulation and increase of state-society
tensions bode ill for political stability in China, especially because the
dynamics that generate such tensions trap the ruling CCP in an almost
hopeless dilemma. As the CCP’s initial resistance to political reform
has aggravated state-societly tensions, rising tensions increase the risks
that any such reform could get out of control, thus deterring the CCP
from undertaking it. This political paralysis further fuels state-society
tensions as individual and collective grievances continue to accumu-
late, compounding risks of future reform.

These difficult challenges and deeply embedded structural problems
in China’s closed political system and partially reformed economy fur-
ther cast into doubt whether China can sustain its dynamic economic
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modernization. To address this question in this book, I will first ex-
plore, at the theoretical level, the causes and dynamics of a trapped
transition. The theoretical framework developed will then guide the
four empirical chapters that examine the pathologies created by par-
tial political and economic reforms in China.

In developing this framework in Chapter 1, I will draw on the theories
on the relationship between economic development and democratiza-
tion, economic transitions from state-socialism, and the predatory state.
Chapter 2 analyzes the ruling elite’s conception of and approach to po-
litical reform, and assesses the effects of the various institutional reforms
that have occurred since the late 1970s. Chapter 3 critically evaluates
the economic legacy of gradualism and seeks to demonstrate the hidden
costs of piecemeal reforms in the Chinese context and the political
logic behind them. Chapter 4 traces the decentralization of state pre-
dation in post-Mao China and probes the underlying institutional
causes responsible [or the runaway corruption symptomatic of a de-
centralized predatory state. Chapter 5 focuses on the consequences of
a trapped transition and highlights the three difficult challenges facing
China’s one-party regime that epitomize a trapped transition: declining
state capacity, eroding mobilization capacity of the ruling party, and ris-
ing state-society tensions. In the concluding chapter, I discuss the the-
oretical and policy implications of the Chinese transition experience.



Why Transitions Get Trapped:

A Theoretical Framework

IN PROBING the underlying causes and dynamics that have contrib-
uted to the emergence ol a partial reform equilibrium that exhibits,
metaphorically speaking, the distinct characteristics of a trapped tran-
sition, we now turn to three sets of theoretical literature: democratiza-
tion, economic reform, and the state. By applying the theoretical insights
[rom the literature, we can better understand the logic of trapped
transitions and the political and institutional mechanisms through
which market and political transitions under autocratic rule lose mo-
mentum and direction.

Economic Development and Political Change

Most studies of the impact of economic development on political
change suggest a robust link between rising levels ol economic well-
being and the openness of the political system, and between changing
social structures and the emergence of political competition.! Histori-
cal examples of democratization and more recent cases of democratic
transition in several fast-growing East Asian societies (South Korea,
Taiwan, and Thailand) further bolster the hope that China could follow
a similar evolutionary path toward political openness. The absence of sub-
stantive movement toward such openness in China—even after twenty-
five years of economic reform that have produced one of the economic
miracles in history—does not necessarily negate the key theoretical as-
sumptions of the relationship between economic development and
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democracy. For one, China’s rapid economic growth started on a rela-
tively low base. The per capita GDP was US$151 in 1978 and US$769 in
1999, based on the exchange rate. It is likely that despite more than
two decades of sustained high growth, China’s economic development
may not have reached a level sufficiently high enough for democratic
transition to occur. This makes China lie outside the “democratic tran-
sition zone” hypothesized by Samuel Huntington, who found that non-
democratic countries with per capita GDP of US$1,000 to $3,000 were
more likely to liberalize or democratize.” Judging by per capita GDP on
a purchasing power parity basis, however, China may have entered the
transition zone in the late 1980s.?

In addition, several factors unique to China may also explain why a
movement toward democratic transition has failed to materialize. China’s
huge size and enormous regional disparities in economic development
constitute an extra hurdle because the growth of social forces, consid-
ered essential [or the emergence ol democracy, is uneven across regions.
The costs of organizing and coordinating countrywide collective action
can be prohibitive, especially in the context of authoritarian repression
and underdeveloped communications infrastructure. The institutions,
practices, and collective mentality of China’s quasi-totalitarian regime
pose another, and definitely tougher, obstacle to progress toward democ-
racy. In all former communist countries, transition toward democracy
has occurred only after a sudden breakdown of the old regime. Histor-
ically, no communist regime has ever completed an evolutionary pro-
cess of democratic transition. This suggests that transitions from
communist regimes to democracy gradually managed by the old regime it-
self may be infeasible because the overwhelming advantages possessed
by the regime over potential opposition groups would give the ruling
elites no incentives to exit power, even through a negotiated process.
The growth of autonomous, organized social forces is more difficult in
such a system even when economic development may have created a
large number of individuals with middle-class socioeconomic attri-
butes. Democratic transition can occur most likely as a result of regime
collapse because when the ruling elites are eventually forced to under-
take even limited political reforms, the regime may have become so en-
feebled by misrule and politically delegitimized that it no longer
possesses the capacity to manage a gradual opening.
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The slow progress in democratic reform in China may thus be better
explained by theories of democratic transition that focus on the politi-
cal choices made by the ruling elites as the immediate and direct causes
of regime change. Alter all, theories based on economic development
and social structures may best explain the social and economic contexts
in which democratic institutions may emerge and function, but are
not helpful in identifying the timing and exigencies of the transition.
Proponents of the crucial role of the decisions made by the ruling
elites in the authoritarian regime maintain that democratic transitions
per se have little to do with the social structure or levels of economic
development.* Rather, such transitions take place only when the ruling
elites make the crucial decision to withdraw [rom power, even though
the political contexts in which such decisions are made vary from
regime to regime.® From the perspective of choice-based theories, we
may even posit a perverse short-run negative relationship between ris-
ing levels of economic development and democratic transition: every-
thing else being equal, the ruling elites may have less incentive to
withdraw from power because rising prosperity makes their political mo-
nopoly more valuable.

More important, the authoritarian ruling elites can reap political
gains from increasing economic growth because such growth helps le-
gitimize their rule and vindicate their policies. Contrary to the assump-
tion that high economic growth can create more favorable conditions
for political opening, rising prosperity can actually remove the pres-
sure for democratization, and frustrations with the slow speed of eco-
nomic reform may force leaders to seek political reform.® Indeed, such
appears to be the case with the Chinese experience, as the following
chapter on political reform will show. During the reform era, the CCP’s
senior leadership was most concerned about political reform only when
economic reform appeared to have stalled and growth performance was
deteriorating. This was the case with Deng’s promotion of an agenda of
political reform in 1986 when his economic reform initiatives were sty-
mied by bureaucracy and growth began to falter.”

A short-term impact of rising economic prosperity on democrati-
zation also grants the ruling elites more material resources to strengthen
their repressive capacity and co-opt potential opposition groups, especially
counterelites. For example, the CCP’s efforts to co-opt the intelligentsia
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and the private entrepreneurs—the former being the leading opposi-
tion group in the 1980s and the latter a likely challenger to the party’s
power in the future—were highly successful in the 1990s mainly be-
cause the rapid growth gave the CCP the economic means of political
co-optation.

Yet, however salutary to the autocratic regime’s rule, rising economic
prosperity can provide, at best, a short-time lift to the prospects of such
regimes because ol the self-destructive political dynamics inherent in
an autocracy caught up in rapid socioeconomic change. To an extent,
most ruling elites are aware that economic development will result in
the emergence of powerful challengers to power and probably the loss
of the political monopoly. Such a realization would prompt the agents
of the regime to increase their discount rate for future income from
the monopoly and, consequently, intensify their efforts to maximize
current income while maintaining a high level of repression to deter
challengers. In addition, the collapse of a foreign regime with similar
characteristics may make fears of losing one’s own power even more
acute and real. The net effects of the combination of a growing sense
of long-term insecurity and the demonsiration effects of a fallen fellow
autocracy may be those akin to a run on the bank, with agents rushing
to cash in their political investments in the regime, quickening the col-
lapse of the regime’s authority.®

Intriguingly, one can find some evidence of a rising discount rate in
the behavior of China’s ruling elites. In Chinese press stories ol offi-
cials punished for corruption, many officials openly admit that they
have lost faith in communism and in the CCP, and that their corrupt
actions were prompted by their fear of the future. Some high-ranking
officials have even resorted to superstition to help them predict the
future. Hu Changqing, a deputy governor of Jiangxi executed for cor-
ruption, reportedly told his son (who had already immigrated to North
America) that “one day China will be no more . . . But with two nation-
alities, we will have insurance.” (Hu got every member of his family
false identity papers and passports.) Hu Jianxue, the party secretary of
the city of Tai’an in Shandong, privately told his subordinates that
“Socialism is a dead-end.””?

Li Zhen, the head of the provincial tax bureau in Hebei province
who was executed in 2003 for accepting tens of millions of yuan in
bribes, confessed to his interrogators:
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After the collapse of the Soviet Union, many former senior Soviet offi-
cials had to work as security guards and peddle pancakes on the street.
I wrongly thought that, rather than losing everything once the party’s
power is gone, I should start making economic preparations [accumu-

lating wealth] when I still have power—just to be ready for the worst.

Li’s worries were shared by another official, a deputy county party sec-
retary in an unnamed province, who said:

The disintegration of the Soviet Union at the end of 1991 made me lose
my [aith. I thought it was hard to say whether the CCP could survive and
avoid the same fate! Two months later, Deng Xiaoping’s speech on his
southern tour was published, I wrongly thought that the market ccon-
omy China was going (o build was the same as the free economy that fol-
lowed the Soviet disintegration. Free economy means [reely grabbing

money. So I used my power to grab money aggressively.!?

Empirically, the rising discount rate for future gains from member-
ship in the ruling elite is reflected in the corruption by younger offi-
cials. If the discount rate remains constant, fewer younger officials will
run the risk of getting caught [or corruption because they can allord to
wait and, in return, will probably receive greater total returns on their
political investments. Prior to the 1990s, official corruption was fre-
quently associated with the so-called fifty-nine phenomenon (officials
approaching the mandatory retirement age ol sixty were more tempted
to break the law). But in recent years, government statistics show that
increasingly younger officials were caught for corruption. In 2002, for
example, 19.3 percent of the officials prosecuted for bribery were
younger than thirty-five; 29 percent of the oflicials prosecuted for
abuse of power were younger than thirty-five. This percentage is higher
than that of the CCP officials of the same age group.!! Among the top
local officials and government agency chiefs (the so-called yibashou, or
number-one leaders) caught for corruption in Henan province in 2003,
1,773 (or 43 percent) were ages forty to fifty, compared with 1,320 (or
32 percent) in the over-fifty age group.'?

These two hypotheses—rising prosperity tends to blunt the pres-
sures for political relorm but also [uels official corruption—are, in fact,
consistent with the developments in China in the 1990s. During that
decade, amid unprecedented economic prosperity, the ruling CCP’s
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resistance to democratic reform grew more determined just as official
corruption became increasingly virulent.

Theories of Economic Reform

Economic reform in countries in the former Soviet bloc, China, and
Vietnam has proceeded along two distinct routes. In the former Soviet
bloc, the pace of economic transition was unusually [ast, as was the scope
of such transition. Thus, such transitions have often been characterized
as “big bang.”*® In contrast, economic reform in China and Vietnam
has taken a more gradual and deliberate pace, and the scope of such
reform was initially limited. In the literature on economic and regime
transitions in communist systems, whether one approach is superior to
another remains a heated and unsettled controversy.

Proponents of gradualism maintain that gradual reform has three
principal advantages.

LOWER INITIAL COSTS AND GREATER SUSTAINARILITY: The big-
bang approach may create too many losers at the same time. In addi-
tion, a big-bang approach entails enormous compensation costs, which
the government may have no credible means to pay. As a result, losers
from big-bang reforms tend to oppose them fiercely, making them po-
litically less sustainable. By comparison, gradual reform, through im-
proving elficiency in certain sectors [irst, can produce more overall
social benefits. Since the number of losers from partial reform is lim-
ited and the costs of compensation are manageable, the government
has greater credibility in its commitment to compensating the losers,
which can enhance the political sustainability of reform."

GREATER FLEXIBILITY: As captured by Deng’s alleged axiom, “cross-
ing the river by feeling for the stones,” the essence of gradualism is
“learning by doing” and reform through experiments. Reformers may
not find the best policy mix, but they may seek “second-best” solutions
that yield immediate efficiency gains.’* Gradualism allows decision
makers to target certain sectors for breakthrough reforms and acquire
valuable knowledge [or applying reform to other sectors. Most impor-
tant, gradualism allows reformers to make—and correct—policy errors
and avoid costly mistakes that can fatally undermine the support for
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reform. Over time, market forces can gain strength and become dom-
inant in influencing decision making and the allocation of resources.'®

CONSTITUENCY OF REFORM: Gradualist reflormers can use the classic
strategy of divide and rule by creating beneficiaries of reform first and
using them as constituencies for further reform."”

Gradualism has many risks, however. First, its record in reforming
state-socialist economies is dismal. In Eastern Europe, the gradualist
approach to reform in the 1970s and 1980s was generally considered a
failure. Most scholars of Sovietstyle planned economies argue that only
a comprehensive, not a piecemeal, approach could transform such econ-
omies.'” Second, a gradualist approach suffers from the lack of com-
plementarity among various reform measures. Some reform measures
that are implemented cannot be fully effective without other accompa-
nying reforms. Jdnos Kornai argues, for example, that implementing
some reforms over others in a piecemeal fashion could backfire and
discredit the entire process of economic liberalization. Initial reforms
that are carried out sluggishly and inconsistently would likely preclude
the success of [uture reforms.'

The lack of complementarity can distort markets.*” Gradual or par-
tial reforms also create new rentsecking opportunities for the politi-
cally connected groups to double-dip by taking advantage of both the
new opportunities offered by the market and the rents provided by the
old unreformed system. These groups typically rely on their adminis-
trative power to create new monopolies and barriers to trade, resulting
in lower output, efficiency losses, and fragmented markets.”'

Finally, the ultimate economic costs of transition can be very high il
gracualism allows the ruling elites to make selective withdrawals, ini-
tially from sectors with low rents while holding on to sectors with high
rents. Allocation of resources will remain inefficient. By concealing the
information from the public, rulers can olten hide the costs ol such
gradualist reforms, especially through hidden public obligations and
bad debts in state-controlled banking systems. (Such concealment is
much easier if the country begins the reform with practically no debt
load, as China did in 1979.) China’s approach to reforming state-
owned enterprises is an apt example. The CCP treated SOEs as its last
bastion of rents and patronage, and maintained them on life-support
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through fiscal subsidies and bank credits during the reform era. As a
result, the allocation of China’s scarcest resource—capital—was se-
verely distorted. Although SOLs contributed to only a third of China’s
GDP toward the end of the 1990s, they consumed two-thirds of the do-
mestic investment capital.® In addition, two decades of massive subsi-
dies to losssmaking SOFs saddled Chinese public finance with huge
hidden obligations.**

Gradualism in economic reform may be more likely to [ail when it is
undertaken without accompanying reforms that restructure the key po-
litical institutions that define power relations and enforce the rules es-
sential to the functioning of markets, such as security of property rights,
transparency ol government, and accountability ol leaders. An implicit,
but vital, assumption of gradualism is that reformers are expected to
build political coalitions to push for such institutional changes to safe-
guard the fruits of economic reform as well as to sustain its progress. In
reality, however, the feasibility of building such coalitions is rarely as-
sured. This assumption is particularly problematic when gradualism is
undertaken by a regime that possesses overwhelming initial advantages
vis-a-vis societal forces, such as private capital and organized civic inter-
ests. In such a system, proreform coalitions are more likely to emerge
within the regime, rather than befween the regime and society, because
either organized societal interests were practically nonexistent after
years of quasi-totalitarian rule or the neoauthoritarian regime does not
allow the emergence ol such groups out of fear of their potential threat.

The low feasibility of forming and sustaining a grand proreform
coalition encompassing both progressive elements inside the regime
and organized societal interests not only increases the uncertainty of
gradualist reforms, but also provides the entrenched interests inside
the regime an inherent advantage. Such interests can always invoke the
threat of further reform to the viability of the regime to block initia-
tives designed to institutionalize the rules and norms of the market,
further liberalize the economy, and curb the predatory power of the
state. Since reformers within the regime are unable to form alliances
with societal groups—which would benefit from such institutional re-
forms—they often experience great difficulty in overcoming such op-
position to reform that is phrased by their opponents in terms of
regime survival, rather than economic or policy rationality. Moreover,
antireform elements within the regime can use private deals to co-opt
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members of newly influential social groups, such as private entrepre-
neurs, thereby creating a government-business collusive network that
makes participation in the antireform coalition far more attractive
than an uncertain alliance with the proreform forces.*

Due to such a balance of political power, which favors the ruling elites,
gradual political opening under a postcommunist autocratic regime is
likely to be highly uncertain and subject to frequent reversals. In sum,
three unfavorable factors are set against a process ol gradual political
opening that parallels gradual economic reform. First, the initial condi-
tions provide the ruling elites an overwhelming advantage in political
organization, patronage, and coercive power. Second, the process of
selective withdrawal creates strong incentives for the ruling elites to de-
fend their last strongholds of economic and political privileges. Third,
gradualism allows the ruling elites to co-opt new social elites and form
an exclusionary network that divides the opposition, while creating an
incentive structure that rewards cooperation with the antireform ele-
ments and penalizes opposition to such elements.

Gradualism, Chinese Style

Despite the potential pitfalls of gradualism, the experience of China’s
economic transition seems to suggest the opposite: gradualism has been
a resounding success in China. In fact, the consensus view has so over-
whelmingly endorsed China’s gradualism that Thomas Rawski claimed
in 1999 that “We are all gradualists now.”® Such an assessment is mainly
based on the consistently high output growth the country has achieved
since il began economic reform in the late 1970s. Compared with the
large [all in output in the transition economies in Fastern Europe and
the former Soviet Union, China’s rapid output growth seems to vindi-
cate its gradual approach to economic reform. A leading textbook on
economic transition, which cites the Chinese experience as the most
robust example ol the gradualist model, claims that such a model is
“more complete and adequate” than the big-bang approach, otherwise

726

known as the “Washington consensus.” Specifically, economists who
have given high marks to China’s gradualist approach have singled out
several key incremental institutional reforms as reasons [or its success
in introducing market forces and incentives without causing disrup-

tions in ou‘r.put..27 One such reform was the use of dual prices for the



26 China’s Trappcd Transition

same goods; one price was set by the government and the other deter-
mined by market forces. This measure of limited market liberalization
was deemed, economically, “Pareto-improving” and, politically, palat-
able to opponents of economic reform. It was “reform without losers.”*

Another important example of gradualist institutional innovations
cited was the township-and-village enterprises (TVEs). By Western stan-
dards, the property rights of the TVEs were poorly defined because
they were owned by local governments. Political constraints in China,
including both ideological prejudices against private property and the
absence of the rule of law, prevented the emergence of purely private
firms at the initial stage of the transition. Rural township governments,
rather than the central state, managed to overcome these political con-
straints and established TVEs that performed more efficiently than
state-owned firms because the interests of the TVE managers and local
politicians were more closely aligned, and because TVEs contributed
significantly to the budgets of township governments.*

In addition, China’s gradualist approach has had several unique fea-
tures. First, it has allowed Chinese leaders fully to exploit the structural
advantages provided by favorable initial conditions. These included a
relatively decentralized economic decision-making system; a political
structure conducive to regional competition; a relatively small pro-
portion of the labor force employed in the state sector; a less distorted
industrial structure compared with the former Soviet bloc; and a sig-
nificant nonstate sector.”

Second, Chinese reformers quickly responded to peasant demands
to dismantle the communes and implemented breakthrough reforms
in the country’s most critical economic sector: agriculture. The initial
success ol the rural reforms built a crucial prorelorm constituency. The
surpluses generated by the reform allowed rural governments to invest
in new manufacturing businesses, which eventually became a critical
source of local public finance.*’ Thus, while China’s overall pace of re-
form may be gradual, its rural reform was decidedly big-bang.

Third, perhaps the most important feature of China’s approach is
the strategy of “growing out of the plan,” the main thrust of which was
to grow a nonstate sector rapidly along the side of the state sector.®
Unlike the former Soviet bloc countries that experienced sharp [alls
of output after adopting the big-bang approach, this strategy allowed
China to increase its output rapidly, thus increasing overall social
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benefits and generating the financial means to compensate the losers
of reform. More critically, the same strategy avoided making immedi-
ate losers of those groups with entrenched interests in the state sector
(state bureaucracy and workers). This would have led to a potentially
debilitating political battle and undermined support for reform.

Of course, China’s gradualist approach has its critics. Some believe
that the success of China’s reform has been overstated, especially given
the hidden costs ol deteriorating public {inance, the slow pace of struc-
tural reform, and the inefficient allocation of capital.*® Others argue
that China’s superior economic performance during transition is largely
due to the country’s structural factors or initial conditions—such as a
less distorted industrial structure, smaller state subsidies, and a more
restrictive state-socialist welfare system—and not to better policies or
institutional innovation.* In addition, skeptics believe that economic
distortions tend to increase in a partially reformed economy, citing
China’s well-known problem of local protectionism and the [ragmenta-
tion of internal markets as examples of massive economic distortions.®

Implicit in the arguments presented by the skeptics of China’s grad-
ualist approach is their belief that gradualism will ultimately fail. They
reason that China will eventually exhaust the advantages generated by
its favorable initial conditions, and the market distortions embedded
in an incremental approach will slow down economic growth. In the
absence of constitutional transition (or democratic transition) in China,
the same skeptics worry that the process ol economic transition can be
“hijacked by state opportunism” and be exploited by the ruling elites to
consolidate their hold on power, at the expense of the long-term inter-
ests of society.*

The assessment of China’s economic performance by its own econo-
mists shows a surprising degree of nuance and demonstrates a deep
understanding of the benefits and limits of gradualism. Two themes dom-
inate the discussion by Chinese economists concerning the country’s
reform strategy. First, like their Western counterparts, Chinese econo-
mists clearly recognize the country’s achievement in output growth
during the reform era, and a majority of them share the belief that this
gradualist strategy is a more appropriate approach for China. They
point to the rapid improvement in the standard of living, the pace ol
industrialization, the growing links with the world economy, and the
increasing influence of market forces as evidence of the success of the
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gradualist strategy.”” Second, they also understand the limits of gradu-
alism in transforming the deeply embedded institutions of a planned
economy. In particular, they are acutely aware of the so-called salient
systems contradictions—or the constant frictions and incompatibilitics
between the emerging market institutions and the powerful influence
of the old system.

To use the blunt language of an official assessment, “markets in cap-
ital, land, technology, and labor” arc underdeveloped; the government
has only “incomplete capabilities in macroeconomic management” and
has failed to “form a system of public finance . . . and transform funda-
mentally the management mechanisms of state-owned enterprises.”
Reform is threatened by the “cmergence of special interest groups
within certain government departments and the weakening of the
state’s capacity” and by “the influence of local protectionism.”™® Wu
Jinglian argues that, judged by the changes in the allocation of eco-
nomic resources, China has not yet passed its reform test. He believes
that the state-owned economy has not been fundamentally reformed
or restructured and that capital is, to a very large extent, allocated by
the government via administrative means.* Fan Gang, a well-known
proponent of gradualism, admits that gradualism carries huge costs,
especially in terms of elficiency losses, continuing price distortions
(due to the controls imposed by the government on key inputs), soft
budget constraints, and monopoly.*°

Even the CCP Central Committee’s assessment of China’s progress
in economic reform in late 2003 painted a picture [ull of dilficult chal-
lenges ahead. According to the communiqué of the third plenum of
the CCP’s 16th Central Committee, “China’s economic structure is not
rational, the redistributional relationships have not been smoothed,
peasants’ income growth remains slow, contradictions of employment
are growing salient, resource and environmental pressures are increas-
ing, and the aggregate competitiveness of the Chinese economy is not
strong.”*!

The most serious threat to the viability of China’s gradualist ap-
proach, however, is the weakness of the institutions critical to the func-
tioning of a market economy. Such institutions include, among other
things, a modern legal system and a constitutional order that can pro-
tect private property rights and enforce contracts, as well as a political
system that enforces accountability and limits state opportunism. A



Why Transitions Get Trapped 29

quarter century after China began its transition to a market economy,
these institutions remain relatively underdeveloped. It is worth noting
that, starting in 2001, Wu Jinglian began to emphasize the rule of law,
rather than market forces, as the key to China’s [uture success. He pub-
licly declared that, without completing the necessary political reforms,
which would be required to strengthen the institutional foundations of
a market economy, China risked falling into the “trap of crony capital-
ism.”* Reflecting on the evolution of his own thinking, Wu admitted
that Chinese economists like him were naive at the beginning of re-
form. They thought that “once the practices of a planned economy
were jettisoned and a set of market-based relationships was established,
everything would be smooth-sailing.” But the problems that emerged
twenty-five years into China’s transition cannot be solved by “pure eco-
nomics.” “Although a market economy is gradually emerging in China,
problems such as social anomie, rising inequality, and rampant cor-
ruption are getting worse.” Wu concluded that a “good market econ-

omy should be built on the foundations of the rule of law.”*

Why No Autocracy Has Opted for the Big Bang

The focus on output growth, incremental institutional change, and the
merits and flaws of the gradualist approach misses a key issue: the con-
nection between an authoritarian regime and the type of economic
strategy it is [orced to adopt. To be sure, most researchers recognize
the role played by political constraints on the course of economic re-
form. Gérard Roland, for example, identified two such constraining
factors. First, the uncertainty of outcomes, especially in terms of the
distribution of costs and benelfits of reform, constrain policymakers
and hamper their ability to build proreform coalitions. Second, “com-
plementarities and interactions among reforms” also matter because
individual reform measures rarely produce their intended effects with-
out other complementary measures. In political terms, implementing
a reform package deemed, at least economically, as having a higher
degree of complementarity (so that various components of the reform
work better with each other) may actually undermine reformers. Such
a package can hurt more entrenched interests and, at the same time,
galvanize their opposition to change.* Implicit in the complementarity
constraint is the assumption that this type of constraint forces reformers
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to adopt a gradualist or incremental approach to divide and conquer
the opposition.

Proponents of gradualism seem to have overlooked the greatest po-
litical constraint on economic reform: an authoritarian regime’s fear
of losing power during reform most likely far outweighs its worries
about encountering opposition to such reform. The most important
political logic that drives economic reform under autocracy is not one
based on a Machiavellian calculation of coalition-building, but one that
is centered on regime survival. According to this perspective, authori-
tarian regimes facing the choice between reform and a crisisridden
stalus quo—as was the case in the immediate aftermath of the Cultural
Revolution in China—must choose between two unpalatable options.
Maintaining a deteriorating status quo will most likely threaten the
regime’s survival both in the short term and for the long run.

However, to the extent that complete market-oriented reforms will
eventually deprive the regime of the resources it needs to buy support
from interest groups, an authoritarian regime’s long-term survival will
also be at risk—even though its short-term prospects may brighten as a
result of economic reform. In addition to status-quo bias, which threat-
ens regime survival, and gradualist reflorm, which increases risks to the
regime’s long-term survival should it truly succeed, there is a third threat:
a big-bang reform.* A big-bang approach may not only mobilize oppo-
sition from various quarters simultaneously, but it could also force the
authoritarian regime to relinquish its control over vital economic re-
sources so quickly that it would also lose its grip on political power.

This is why all authoritarian regimes in history, including the most
promarket Pinochet regime in Chile, have shunned the big-bang ap-
proach to economic reform.* Instead, all authoritarian regimes that
have been forced to undertake economic reform have opted for the
gradualist strategy, with the state maintaining tight control in vital sec-
tors (Vietnam in the 1990s, Indonesia under Suharto, Taiwan under
the Kuomintang, South Korea in the 1960s, and Mexico under the PRI
[revolutionary party]). Revealingly, the big-bang approach was em-
braced only in those countries where the authoritarian regimes had
been overthrown, including the former communist regimes in Eastern
Europe that had tried various forms of gradualism before.

What makes gradualism a favored strategy for authoritarian regimes
embarking on economic reform? The political logic of gradualism is
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both compelling and straightforward. Few authoritarian regimes can rely
on coercion alone to maintain power. Most autocracies mix coercion
with patronage (o secure support from key constituencies, such as the
bureaucracy, the military, and business groups. In the Chinese case, [or
example, the state controlled more than 260,000 enterprises, with total
assets valued at 16.7 trillion yuan in 2001 (or 177 percent of GDP).*7
The patronage that the control of these assets can underwrite is the key
to the CCP’s survival. The centerpiece of such a vast patronage system
is the regime’s ability to secure the loyalty of supporters and allocate
rents to favored groups. The CCP appoints 81 percent of the managers
of SOLs and 56 percent of all enterprise managers. The corporate gover-
nance reforms implemented since the late 1990s did little to change this
patronage system. In the restructured large and medium-sized SOEs—
which were ostensibly transformed into share-holding companies—the
party secretaries and the chairmen of the board were the same person
in about half the firms. In the 6,275 large and medium-sized SOEs that
had been classified as restructured as of 2001, the party committee mem-
bers of the prerestructured firms became the board of directors in
70 percent of the restructured firms. Altogether, the CCP had 5.3 mil-
lion officials—about 8 percent of its total membership and 16 percent
of its urban members—who held executive positions in SOEs in 2003.%

To the extent that a big-bang strategy reduces economic distortion
and hence an authoritarian regime’s ability to create and allocate rents,
that regime’s ability to retain political support will be undermined
drastically. Under the logic of political survival, the advantages of grad-
ualism appear self-evident to authoritarian regimes. Unlike the big bang,
gradualism allows the ruling elites to protect their rents in vital sectors
and use retained rents to maintain political support among key constitu-
encies. Under gradualism, the regime is assured of its ability to decide
where it wants to surrender rents and to whom such rents will be given.
Retaining this ability is of paramount political importance. If a regime
can choose the sectors to liberalize, the same political logic dictates that
it should first liberalize sectors where rents are relatively low and less
concentrated. Giving up low-rent sectors means that the regime suffers,
at most, minor loss of patronage. Liberalizing sectors in which rents
are not highly concentrated is unlikely to encounter determined op-
position. In the Chinese case, reforms in agriculture, consumer retail,
and light industry fit this logic very well.
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It is a more tricky issue to decide to whom the regime should turn
over the rents from these liberalized areas, it we assume partial reform
and residual rents in these sectors, as is ofien the case. 1t is possible that,
once liberalizing reforms are implemented [ully, rents may disappear
completely. As a result, rent reallocation is no longer an issue. But as
residual rents are a common feature of transition economies, an au-
thoritarian regime engaged in economic reform must decide which
groups should have access to the residual rents. Again, based on the po-
litical logic of survival, authoritarian regimes tend to favor nonthreat-
ening groups and groups that can be co-opted. Foreign investors, for
example, can be a nonthreatening group because their primary motive
is profit, not power. Domestic private entrepreneurs, however, may
pose more direct long-term threats.

That is perhaps why, as of 2003, indigenous private Chinese firms
still faced high, if not impossible, barriers to entering about thirty sec-
tors, such as banking, insurance, securities, telecommunication services,
petro-chemicals, automobiles, and other industries deemed critical by
the government.*® In contrast, the Chinese government welcomed for-
eign firms to enter many of the same industrial sectors. China has fa-
vored [oreign investors not solely because they can supply capital and
technology, but also because of the CCP’s fear of domestic private cap-
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ital.” Indeed, as Yasheng Huang’s groundbreaking research shows, for-

eign direct investment surged into China mainly thanks to the Chinese
state’s discrimination against domestic private [irms.”!

The regime’s ability to protect and reallocate rents under gradual-
ism allows the ruling elites to retain the resources to co-opt new social
elites and groups that may threaten their authority. Under gradualism,
market reforms tend to be incremental and create imperfect competi-
tion in the interim. Because of this, the government maintains signifi-
cant residual control even in areas where liberalization has already taken
place. The ruling elites can parcel out the residual rents in these areas
to new groups targeted for co-optation. Politically, such co-optations
can help shore up the social base of support for the regime even as it
alienates its traditional allies. In the Chinese case, gradualism has ap-
parently generated political dividends not only in growth-enhanced
legitimacy, but also in the GCP’s success in co-opting emerging private
entrepreneurs and a large segment of the new urban middle class,
such as professionals and select members of the intelligentsia who have
been recruited into the government.™
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However, gradualism ultimately becomes untenable because of rent
dissipation by insiders. At the aggregate level, an authoritarian regime
that is successful in protecting the major sources of its rent should be
able to extend its longevity. It can use the rent to maintain its base of
support, provided that it keeps rent dissipation by insiders at a man-
ageable level. But both theory and experience show that rent protec-
tion and dissipation go together. Few regimes are capable of protecting
their rents for long, while preventing their insiders from dissipating
the same rents. In a transitional environment marked by high uncer-
tainty for the members of the ruling elites, weak enforcement of rules,
and low accountability, rent dissipation by insiders is likely Lo increase
because insiders have both the means (monopolistic political power)
to appropriate the rent to themselves and the motivations to do so
(fear of an uncertain future).

The combined etfect of rent protection and dissipation is the coexis-
tence ol aggregate inefliciency, financial deterioration, and insider
corruption, as illustrated by the three case studies in Chapter 3. In
other words, a self-destructive logic is embedded in a gradualist reform
strategy adopted by an authoritarian regime obsessed with survival. As
proponents of gradualism have argued, such a strategy may make a lot
of sense, especially given the historical contexts marking the transition
to a market economy in former socialist countries. Such a strategy
assumes, however, that agent opportunism will be held in check, al-
though literature on gradualism has not specified how. In reality, agent
opportunism—the main reason for rent dissipation by insiders—is a
common problem in transition economies. In the context of gradualism
under autocraltic rule, state or regime opportunism further encourages
agent opportunism as the policies ol the authoritarian regime provide
its agents with the chances to appropriate rents. Because the authori-
tarian regime relies on the same agents to maintain its power, it becomes
almost powerless in combalting agent opportunism and containing rent
dissipation.

A Question of the State: Developmental or Predatory

The sustained economic development achieved under authoritarian
rule in Singapore, Taiwan, Hong Kong, and South Korea from the 1960s
to 1980s has provided the factual basis for the claim that a neoauthor-
itarian mode of development—state-guided rapid economic growth
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under authoritarian rule—is a superior and proven strategy.” To be
sure, in the Western academic community, the concept of an East Asian
model is a subject of debate, especially because of the controversy over
the cfficacy and degree of state intervention in East Asian countries.
For some scholars, the East Asian experience is prool of the centrality of
state intervention in the rapid growth of late-developers.” For others,
right public policies were the key to East Asian success.”

Unfortunately, most leading scholars of East Asian political cconomy
have skirted the issue of regime and development. Only Robert Wade,
author of one of the most influential studies on the role of the state
in Fast Asia’s economic development, explicitly identified the develop-
ment “of effective institutions of political authority before the system
is democratized” as a key to East Asia’s success.”® Within the Chinese
political and intellectual elite, the East Asian model has been essen-
tially reduced to a simple formula: strong government authority + pro-
market policics = supcrior cconomic performance. It has further been
argued that strong government authority would be dillicult to obtain
under democratic political systems.”” In fact, when asked about his
views on neoauthoritarianism by Zhao Ziyang in a private conversation
in 1988, Deng admitted that such a strategy, “relying on a political
strongman to maintain stability and develop the economy,” was exactly
what he was advocating even though “it is not necessary to use the term
(nevcauthoritarianism).”"?

Such a preoccupation with the efficacy of the state in the context of
economic development overlooks one crucial issue: the relationship
between economic growth and the predatory behavior of the state. In
other words, the real East Asian puzzle is not how sustained rapid eco-
nomic development occurred under strong states, but why and how
the predatory practices ol the state were held in check. Based on the
assumption of the state as a “helping hand,” much of the literature
on the political economy of development in Kast Asia has all but ig-
nored the possibility that a strong state can also be a “grabbing hand.”®
Peter Evans’s inlluential Embedded Autonomy: States and Industrial Trans-
Jormation may be the only exception. By identifying the nature of the
state as the critical variable in explaining the variations in the success of
industrialization in developing countrics, Evans shows that a predatory
state is incapable of nurturing new engines of growth (in his case, the
information industry).%
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But Evans’s explanation of why some states are nurturers while oth-
ers are predators addresses only part of the puzzle. His formulation of
the “embedded autonomy” of the state—the idea that developmental
states gain autonomy and ellicacy only when they are “immersed in a
dense network of ties that bind them to societal allies with transforma-
tional goals”™—provides a useful answer, but appears to restate the well-
known: states counterbalanced by strong societal coalitions are less
likely to be predatory.®' Such explanations, built on the perspective of
state-society relations, fail to probe the internal organizational dynam-
ics and norms of the state. While few would deny the desirability and
benefits of having strong societal forces committed to economic devel-
opment, the most important challenge in the real world is that, in the
overwhelming majority of developing countries, such forces are ex-
tremely weak or absent altogether. The transformative project has to
begin inside the state.

Yet, there is another conundrum: as some scholars have argued, no
evidence exists to show that institutions can be devised to make the
state an effective protector of property rights, but at the same time pre-
vent it from abusing its power. In other words, there is no guarantee
that the same helping hand will not become a grabbing hand.®

Indeed, as the experience of most developing countries shows, states
as helping hands are the exception. Sustained developmental successes
probably number fewer than ten, with most of them concentrated in
the East Asian region.® At the same time, predatory states have caused
disastrous failures in a majority of poor countries, the most egregious
examples being the Philippines under Marcos, Zaire under Mobutu,
and Haiti under the Duvaliers. As the collapse of the Indonesian econ-
omy in 1997-1998 demonstrates, without adequate institutional con-
trols imposed on predatory states, even initial successes could end up
as catastrophic failures.

The Theory of the Predatory State

In its simplest formulation, the theory of the predatory state is based on
a conception of the state as a grabbing hand. It envisions the central role
of the state as the expropriation of wealth [rom society through taxes for
the preservation of the state’s own power.* The recent growing appeal of
the theory is due, in large part, to the application of the institutionalist



36 China’s Trappcd Transition

approach to the research on the relationship between political institu-
tions and economic performance.®® The revival of institutionalism has
again elevated the role of the state in economic development.®

To be sure, the institutionalist perspective on the state dillers [rom
that of the developmental state, which, as popularized by scholars of
Fast Asia, has a direct role in correcting market failures. Institutional-
ists see the state as the provider and enforcer of rules and norms that
underpin market transactions. This distinction is significant because
the perspectives on the state behind it are fundamentally different. Un-
like the helping hand envisioned in the developmental state perspec-
tive, the state is seen by institutionalists as a force both for good and
evil. As Douglass North puts it, “The existence ol a state is essential [or
economic growth; the state, however, is the source of man-made eco-
nomic decline.”® Although the state may be a helping hand that spec-
ifies and protects efficient property rights, it can also be a grabbing
hand that expropriates the wealth of its people.®

The grabbing-hand perspective appeals to students of development
because the theory of the predatory state provides a persuasive expla-
nation for the weakness of the state and the overall poor performance
of government. In applying this perspective, however, we need to make
the distinction between centralized predation and decentralized preda-
tion because such a distinction is crucial to understanding the differ-
ent dynamics behind a state’s institutional performance. In the earlier
formulations of the theory of the predatory state, the [ocus is on the ag-
gregate level of state predation and treats predation as the political im-
perative of the ruler. There is no distinction between the principal and
the agent. As a result, predation is conceived as an act of the principal.
This formulation assumes, first, that state predation is universal. Be-
cause rulers are monopolists of both violence and public goods, state
predation, in the form of taxes, is simply the price private producers of
wealth pay for such monopolistic services. Second, the most important
[actor that limits the level of a ruler’s predation is his sell-interest. To
use Mancur Olson’s colorful analogy, a self-interested ruler behaves like
a “stationary bandit” who is unlikely to risk his future revenue streams
by looting the current stock of wealth of his subjects. He will raise tax-
ation only up to the level that maximizes his tax revenues.*” Third,
rulers are supposed to have an encompassing interest that is akin to the
national interest.
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In both theory and practice, centralized predation can spiral out of
control. The ruler’s encompassing interest may diverge fundamentally
from that of the state. For example, the ruler’s personal greed may be-
come insatiable. He and his close cronies may loot wealth, not to provide
public goods, but to line their own pockets, thus creating a kleptoc-
racy.” The ruler’s encompassing interest may also become too ambi-
tious for his nation’s good. Desire (o acquire a larger territory (hence
tax base) or international prestige may motivate the ruler to extract ex-
cessively from society to build a strong military.”' In addition, the
ruler’s monopolistic position is always insecure because a domestic or
foreign rival can seize his monopoly by force.”™ This structural insecu-
rity aflects the ruler’s time horizon and the rate of discount on [uture
revenues, incentivizing behaviors that result in short-term gains but
long-term revenue losses.” Finally, the absence of a third-party en-
forcer makes the ruler’s commitment to selfrestrained predation not
credible. Temptations for the ruler to break his promise and increase
predation always exist, and most rulers have honored their promises in
the breach.™

In the theoretical literature on decentralized predation, the emphasis
is on predation by agents of the state. Although agency costs have been
identified as a constraint on the ruler’s ability to maintain a desired
level of extraction, the effects of such costs on state predation have not
been explored until recently.” Scholars who focus on the role of agents
in state predation see decentralized predation as more harmful to the
interest of the state. Andrei Shleifer and Robert Vishny demonstrate
that centralized corruption, which is a form of monopolist predation,
generates higher aggregate revenue for the state—because the state
keeps its rate ol extraction at the optimal level—than decentralized
corruption (a form of predation by state agents acting as independent
monopolists), which not only raises the overall level of theft (that is,
making corruption more widespread), but also reduces the aggregate
amount of income for the state. Since predatory agents simultaneously
compete with one another for the same revenue, they have the incentive
to steal everything, behaving essentially like Olson’s “roving bandits.””
The welfare loss from decentralized predation is much greater than that
from centralized predation.77 Decentralized predation, moreover, has
emerged as a more prevalent problem today, as regime transition in
many countries has restructured some of the key institutions governing
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principal-agent relations (more on the effects of transition on decen-
tralized predation below).

To be sure, the relationship between centralization and corruption
is a subject of scholarly dispute. Some scholars believe that decentral-
ization may actually reduce the level of corruption. For example, de-
centralization can make local officials more accountable to the public
because they can no longer hide behind the actions taken by higher
authorities. Greater political accountability would help control corrup-
tion.” Decentralization may also contribute to lower levels of corrup-
tion because local officials are deterred from corrupt activities by a
higher likelihood of being caught. Moreover, decentralization deprives
the central government of the [inancial resources that otherwise are
routinely squandered on grand corruption schemes (such as white ele-
phant projects), thus reducing the aggregate costs of corruption. Even
though decentralization can lead to a short-term increase of petty cor-
ruption by local oflicials, the total costs of petty corruption are likely to
be much lower.”

Many scholars believe, however, that decentralization can increase
corruption for several reasons. Given the low wages paid to local offi-
cials, increased political discretion as a result of decentralization is
likely to lead to more corruption.* If decentralization should lead to the
breaking of arm’s-length relationships between clients and government
agents, it can cause corruption Lo rise, especially in cultures where inter-
personal connections play an important role. Newly empowered local
bureaucrats are thus more likely to reward family friends with various
forms of rents.® Decentralization may exacerbate corruption if it oc-
curs in the context of weak government. When the political authority
of the government is weak across the board, decentralization can cre-
ate independent monopolists who have every incentive to maximize
the collection of bribery at the local level.® On balance, the argument
that decentralization can lead to more corruption is more persuasive
because its proponents adequately account for the agency problem,
while the same problem is simply assumed away by those who believe
that decentralization can reduce corruption.®

The distinction between centralized and decentralized predation not-
withstanding, the central point of the predatory state perspective is sell-
evident: without etfective political institutions or structural constraints
that curb the predatory appetite of the state, a state that is sufficiently
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strong to promote economic development unhindered by parochial
interests is also strong enough to prey upon society without much re-
straint. The consequences of unrestrained state predation are dire. In
such a state, the ruling elites distort markets, create rent-seeking op-
portunities for self-enrichment, and loot the wealth of society. Sus-
tained economic development under such a state is impossible. The
hope that economic development would eventually lead o democratic
transition is only wishlul thinking because the predatory state and eco-
nomic development are, logically, mutually exclusive.

Why Decentralized Predation May Emerge during Transition

Research on transitions in the former socialist states indicates a signifi-
cant increase in decentralized predation immediately following regime
changes. Joel Hellman’s study of reform in the former Soviet bloc
countries suggested that the ruling elites were able to capture the state
and reap all the benefits of partial economic reforms.®* Michael McFaul
and Federico Varese found that the communist ruling elites in the
former Soviet Union were able to use their institutional privileges and
exploit the loopholes in property rights laws to steal public assets in the
privatization process.*® In an insightful analysis of the collapse of the
former Soviet Union, Steven Solnick showed that transitions that de-
centralize authority tend to lead to an increase in the number of thefis
of state assets.®

Theoretically, the type of post-transition state predation observed by
country specialists and journalists is qualitatively ditferent from that
which occurred during the pre-transition era. In pre-transition com-
munist countries, state predation was centralized. Two characteristics
defined centralized predation under communist rule. First, the aggre-
gate amount of revenues generated was large, reflected in the govern-
ment revenue as a share of GDP. Second, a significant amount of the
revenues was used to provide public goods, mainly national defense,
health, and education spending. Consequently, countries ruled by
communist regimes enjoyed a higher level of human development rel-
ative Lo their economic development, especially in terms of their liter-
acy rate, infant mortality rate, and life expectancy.”

By contrast, posttransition state predation is decentralized and mani-
fests itself in various forms of official corruption. Decentralized state
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predation reduces the aggregate amount of state revenue, as agents
divert public money into private pockets. It also causes a fall in the pro-
vision of public goods, as state agents convert public resources into pri-
vate consumption or oflshore investments. Although the phenomenon of
decentralized state predation in post-transition countries has received
enormous attention, the causes of decentralized predation are not well
understood.

Centralized predation becomes decentralized when the state, as the
principal, loses effective control over its agents. Of course, different types
of regime transitions generate different dynamics that affect principal-
agent relations. In communist states that saw a quick collapse of the an-
cien régime, state agents were alforded great advantages by even the
temporary decline of the principal’s authority. In those societies, the
agents’ theft of state assets was completed within a relatively short period
of time. However, the patterns of posttransition agent predation di-
verged dramatically in those postcommunist states that experienced
dual transition. As Hellman’s work shows, new regimes with a higher
degree of democracy and more complete market reforms tend to re-
strain such predation, while new regimes with less democracy and par-
tial economic reforms are beset by increased levels of agent-predation.®

By comparison, agent-predation followed a different dynamic in post-
communist systems that have seen market liberalization but no political
transition, such as in China and Vietnam. In these societies, the political
authority of the state remains unchallenged. However, the decentral-
ization of decision making, needed to reincentivize state agents, led to
a restructuring of the contracts between the state and its agents, which
proved Lo be extremely advantageous (o the latter. Therefore, the key
to understanding the rise of decentralized predation is to examine
both the preexisting and the transition-related institutional changes
that have structured and restructured principal-agent relations. Specif-
ically, changes in the control of property rights, mechanisms of moni-
toring, exit options, and institutional norms are the critical variables
responsible for the decentralization of state predation in postcommu-
nist societies.

Decentralization of property rights

In theory, the degree of centralization of property rights is negatively
correlated with decentralized predation. In countries with a high level
of centralization of property rights, the loss of state money through
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agent theft or misappropriation tends to be small. Under the prere-
form communist system, despite the lack of clarity of property rights,
the high degree of centralization of such rights was the decisive institu-
tional [actor that limited agent-predation. In practice, the centraliza-
tion of property rights prevented large-scale theft of state property. Of
course, the mono-property rights regime and the high degree of cen-
tralization of property rights caused low efliciency because this system
provided [ew incentives [or agents to improve the [inancial performance
of state assets.” The decentralization of property rights during the
transition phase in most statesocialist systems was originally designed
to increase agent incentives so that state assets could become more
productive. In some countries, such as China, the decentralization ol
property rights also involved the transfer of formal ownership of state
assets from the central government to local governments. Such de-
centralization granted the state’s managerial agents more discretion in
operating SOEs, especially regarding investment and compensation.
Although no evidence shows that decentralization of property rights
alone contributes to efficiency gains, the combination of lack of clarity
of property rights and decentralization of such rights has led to widespread
asset-stripping and other forms of theft by state agents.”

Ineffective monitoring

Given the institutional changes entailed in regime transition, the old sys-
tem of monitoring state agents is likely to break down. Rule changes are
frequent and confusing during transition, resulting in poor coordina-
tion among various state agencies monitoring agent behavior, such as
the secret police, tax authorities, auditors, and financial controllers. The
breakdown of monitoring becomes even more likely il those state agents
in charge of monitoring other state agents detect the latter’s theft but de-
cide to divide the spoils with the thieving agents, instead of reporting
their malfeasance to the principal. (Unsurprisingly, one of the most cor-
rupt government bureaucracies in China and Russia is the anticorrup-
tion agency.) Transition frequently entails changes in political values
and erodes the authority of the principal. Agents face negligible risks in
defying the authority of the principal. Erosion of the principal’s author-
ity makes elfective monitoring ol agents ineflective. The monitoring of
agents has also become more ditficult under reform because of an in-
crease in transaction channels. As X. L. Ding observed, interfirm trans-
actions almost did not exist under the old system, in which ministries
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directly controlled SOEs’ sales and purchase processes. As a result, the
monitoring of agents’ business deals was easier under the old system.
In the transition era, the advent of marketization replaced the firm-
ministry-firm transactions chain with the more eflicient f{irm-to-firm
transactions chain. Consequently, the number of transactions exploded,
making effective government monitoring nearly impossible.?!

New exit options

Large-scale theft of state assets was made less likely under the old com-
munist system by the absence of exit options from the state sector for
nearly all agents. Regime transition has opened numerous exits for
these agents, including ownership stakes and managerial positions in
the new private or semiprivate firms, and overseas investment oppor-
tunities.” These exits effectively allowed “stationary bandits” under the
old system to become “roving bandits” because they can steal and then
store their loot safely elsewhere. The time horizon of state agents with
lucrative exit options is likely to be short, resulting in more intense
theft of state assets.

Eroston of institutional norms

Institutionalists have long recognized the role of institutional norms
in constraining agent opportunism and the free-rider problem.” As
a concept, institutional norms are vague and difficult to define. In
practice, institutional norms may derive much of their legitimacy, ap-
peal, and binding power from the prevailing ideology of the political
system. In the case of communist systems, it may be controversial to
claim that the communist ideology had any appeal. One can point to
the widespread cynicism among the ruling elites of the ancien régime.
It is nevertheless conceivable that even residual ideological appeals of
communism, socialism, or nationalism might have played a role in con-
straining the predatory instincts of the agents under the old regime.
During transition, the total bankruptcy ol the communist ideology
meant that state agents were under no constraints imposed by institu-
tional norms.

The above theoretical analysis suggests that a temporary partial reform
equilibrium, or a transition trapped in semireformed economic and
political institutions, is a product of a confluence of factors. The most
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important among them includes the initial conditions of the transi-
tion process in post-totalitarian regimes such as the CCP, which retains
unchallenged political supremacy over sociely and maintains its rule
through a mixture of coercion, co-optation, and adaptation. Addi-
tional factors contributing to the emergence of such a trap are embed-
ded in the political and economic logic of market transitions and
authoritarian politics. Indeed, the Chinese experience provides an in-
triguing example that demonstrates why gradualist economic reform
pursued under a neoauthoritarian regime, even after achieving im-
pressive initial results, may lose momentum. Instead of moving toward
an even more open economy and society, such a system may be head-
ing toward long-term stagnation amid widespread symptoms of state
incapacitation and deterioration of governance.

At the theoretical level, one can construct an argument that incor-
porates the insights from the theories of democratization, economic
reform, and predatory state to explain the phenomenon of trapped
transitions.

Gradual democratic transitions in post-totalitarian regimes face higher
hurdles than those in authoritarian regimes. The connection between
economic development and political liberalization is likely to be weak
in these regimes because the initial conditions are far more adverse.
The institutionalized curbs on the power of the ruling elites in a post-
totalitarian regime are negligible. The ruling elites thus have far greater
ability to deleat societal challenges. The presence of the post-totalitarian
ruling party in state bureaucracies, economic entities, the military, and
the judiciary provides it with the instant ability to convert political
monopoly into economic rents during economic transition. Con-
sequently, economic growth, rather than creating exits for peaceful
withdrawal from power and lowering the costs of political transition,
may perversely increase the stakes of exiting power because the ruling
elites risk losing not only political power, but also economic rents.
In addition, such rents become more valuable in an open and [ast-
growing economy, and, more important, the material wealth accumu-
lated by the ruling elites can be consumed openly, extravagantly, and
without fear when the prereform codes of austerity are no longer op-
erative. Therefore, even though economic growth may have a long-run
positive impact on democratization, its short-run impact can be
decidedly negative.



44 China’s Trappced Transition

Gradualist transitions can further help entrench the post-totalitarian
party-state and thwart efforts to both deepen market reforms and initi-
ate democratic transition. Gradualism allows the ruling elites to make
selective withdrawals and maintain their control in the most lucrative
high-rent sectors; this development tends to make the ruling elites
even less inclined to give up political power during transition. The
control over sectors with rich rents also facilitates the emergence of
-political alliances with stakes in a semireformed system but with no
interest in political reform, as the ruling elites use such control to co-
opt emerging social elites individually, include them in a collusive net-
work of rent-sharing, and preempt potential political challengers. To
the extent that initial reform elforts may be successful, gradualist
reforms buy the regime a new, albeit temporary, lease on life, removing
the pressures for political reform. Gradualism becomes eventually unsus-
tainable because of the problem of dissipation of rents. The regime’s
strategy ol protecting rents in key sectors ultimately [ails when such
rents are distributed and consumed by the agents of the regime, criti-
cally weakening the health of the economy.

However appealing the concept of a developmental state, successful
economic development under necauthoritarianism may be the excep-
tion. A self-restrained developmental state can materialize only under
rare circumstances that force the ruling elites to choose between curb-
ing their predatory appetite or risking their own survival, a choice
that is not always correctly made. In post-totalitarian political systems
where the ruling elites possess overwhelming advantages vis-a-vis soci-
etal oppositions, operate under ineffective institutional restraints on
their power, and face no credible external threat, the state is most likely
a grabbing hand, not a helping hand. Thus, despite its promarket
rhetoric and policies, a post-totalitarian regime may likely degenerate
into a predatory autocracy, rather than evolve into a developmental
neoautocracy. Economic development under a predatory autocracy is
ultimately unsustainable. Ironically, a democratic opening may emerge
in the end, not as a regime-initiated strategy undertaken at its own
choosing, but more likely as the result of a sudden crisis brought on by
years of corruption, mismanagement, and institutional decay.



Democratizing China?

PERHAPS THE MOST intriguing question regarding political development
in the post-Mao era is why China has not taken significant steps toward
democratization despite more than two decades of unprecedented eco-
nomic modernization. Indeed, during the mid-1980s, with economic
reform barely off the ground and encountering strong resistance from
conservatives inside the regime, senior CCP leaders appeared more tol-
erant and permitted more public discussion on sensitive issues such as
political reform. In contrast, since the mid-1990s, when economic reform
became irreversible and its impact had raised the standard of living sev-
eral fold, the regime has adopted an even more conservative political
stance toward democratization, permitting no public discussion on po-
litical reform and maintaining a policy of zero-tolerance toward dissent.
On the surface, the CCP’s experience with the Tiananmen debacle and
the impact of the collapse of the communist regimes in the former
Soviet bloc seemed to have hardened the leadership’s stance against po-
litical reform.! But there were deeper causes behind the CCP’s renewed
resistance to political liberalization. The short-term impact of rapid
economic growth on democratization may be negative because such
growth increases the value of political power (hence making it harder
for the rulers to relinquish it), reduces the pressure for political open-
ing, and provides rulers with more resources o co-opt new social
groups and repress the opposition.

In this chapter, this analytical framework will be applied to an examination
of the history of political reform during the Mao era. The chapter will

4h
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first address the question of how the ruling elites viewed the issue of
political reform; it then will review and evaluate the three most impor-
tant institutional reforms—the strengthening of the National People’s
Congress (NPC), legal reform, and village elections—that have been
viewed as essential steps toward democratization. I will finally examine
the CCP’s strategy of illiberal adaptation, which relies both on the state’s
repressive capacity and the regime’s growing economic resources in
containing societal challenges and maintaining its political monopoly
in a rapidly modernizing society.

Political Reform: The Ruling Elites’ Views

Many senior Chinese leaders recognized the need for political reform
during the initial phase of economic reform for two reasons. First, as
survivors of the Cultural Revolution, they were determined to prevent
a similar event from happening. Second, they recognized that restruc-
turing the political system would be needed to ensure the success
of economic reform and modernization.2 To be sure, there was a sub-
tle difference, even among those who viewed political reform as an
instrument of advancing economic reform. Deng Xiaoping, for exam-
ple, understood the benefits of political reform mainly in terms of re-
ducing bureaucracy and increasing efficiency. Zhao Ziyang, however,
believed that as Chinese economic reform deepened, the redistribu-
tion of power and interests would inevitably trigger conflicts. Il such
conflicts were not resolved timely, they would accumulate and produce
serious consequences. Therefore, Zhao’s plan was to use political re-
form to resolve such conflicts and pave the way for deepening eco-
nomic reform. Neither Deng nor Zhao sulliciently appreciated that
political reform itself would initiate new conflict because the power
to block economic reforms was entrenched within the political system
itself.?

Political Reform According to Deng Xiaoping

Deng articulated the most consistent—and restrictive—views on politi-
cal reform. He was the first to raise the issue ol political reform in a fa-
mous speech on August 18, 1980; six years later, Deng’s call for political
reform as a means to speed up economic reform led to the most seri-
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ous and systematic examination of political reform as a strategy by the
top Chinese leadership.* In Deng’s diagnosis, China’s political system
had four major flaws: bureaucraticism, overcentralization of power in
the CCP’s leaders, lifetime tenure of cadres, and (oflicial) privileges. To
deal with bureaucraticism, official privileges, and lifetime tenure, Deng
called for some of the party’s routine administrative power to be di-
vested, a younger and more professional generation of officials to be
cultivated, and a discipline inspection committee to be established
within the party.

Apparently, Deng was most concerned about the dangers of over-
centralization of power within the party, as this could lead to another
Cultural Revolution. His solution was to introduce constitutional re-
forms, which he did not specify, and strengthen collective leadership
within the party, a prescription he himself failed to follow later.® But
Deng left no doubt about the ultimate objective of political reform. In
the same speech, he declared,

The purpose of reforming the system of the Party and state leadership
is precisely to maintain and further strengthen Party leadership and dis-
cipline, and not to weaken or relax them. In a big country like ours, it
is inconceivable that unity of thinking could be achieved among several
hundred million people ... In the absence of a Party whose members
have a spirit of sacrifice and a high level of political awareness and dis-
cipline . . . Without such a Party, our country would split up and ac-
complish nothing.?

Deng’s fear of political chaos that may arise as a result of democracy
and his resolve to maintain the party’s supremacy have since then re-
mained the two constant reflrains in his—and the CCP’s—views on
political reform.

After the success of agricultural decollectivization provided Deng
with the momentum he needed to launch further economic reform,
he stopped talking about the need for political reform. Deng put po-
litical reform on the agenda only in mid-1986 when economic reform
in the urban areas, especially in the state-owned sector, encountered
resistance. Deng’s numerous speeches on political reform from June
to November 1986 revealed his increasing appreciation of the comple-
mentary role of political reform in the implementation of his eco-
nomic reform strategy. His views, however, were remarkably consistent
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in that his concept of political reform was restricted to efficiency-
boosting administrative streamlining because he believed that “China’s
fundamental flaw is bureaucraticism.”” This perspective led Deng (o
maintain his firm opposition to institutional checks and balances and
to the dilution of the CCP’s power. This is clear in his speech in June
1986—the first time Deng mentioned political reform in almost six
years. While being briefed on the economic situation, he said:

As it stands, our political structure is not adapted to the current situa-
tion. Political restructuring should be included in the reform—indeed,
it should be regarded as the hallmark of progress in the reform as a
whole. We must streamline the administration, delegate real powers to
lower levels and broaden the scope of socialist democracy, so as to bring

into play the initiative of the masses and the grass-roots organizations.®

Deng lollowed up his call for political reform with similar public pro-
nouncements during the September—November 1986 period. In his re-
marks, Deng expressed his frustrations with the resistance to economic
reform coming from within the party and warned that economic re-
form would fail without accompanying political reform.

Our reform of the economic structure is going smoothly on the whole.
Nevertheless, as it proceeds we shall inevitably encounter obstacles. It is
true that there are people, both inside and outside our Party, who are
not in favour of the reform, but there are not many who strongly op-
posc it. The important thing is that our political structure does not
meel the needs of the economic reform.

When we [irst raised the question of reform we had in mind, among
other things, reform of the political structure. Whenever we move a
step forward in cconomic reform, we are made keenly aware of the
need to change the political structure. If we fail to do that, we shall be
unable to preserve, and build, the gains we have made in the economic
reform. The growth of the productive forces will be stunted and our

drive for modernization will be impeded.®

Deng was also aware of the risks posed by political reform. He
cautioned:

The content of the political reform is still under discussion, because

this is a very dilficult question. Since every reform measure will involve
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awide range of people, have profound repercussions in many arcas and
affect the interests of countless individuals, we are bound to run into
obstacles, so it is important for us to proceed with caution. First of all we
have to determine the scope of the political restructuring and decide
where to begin. We shall start with one or two reforms and try not to do
everything at once, because we don’t want to make a mess of things. In
a country as vast and complex as ours, reform is no easy task. We must
be very cautious about setting policies and make no decision until we

arc quite surc it is the right one.”

However, Deng left no doubt that political reform would be narrowly
defined and not be allowed to weaken the dominance of the party.

The first objective is to ensure the continuing vitality of the Party and
the state . . . The second objective of political structural reform is to
eliminate bureaucratism and increase efficiency . . . The third objective
of political reform is to stimulate the initiative of grass-roots units and
of workers, peasants and intellectuals . . . We must uphold leadership by
the Party and never abandon it, but the Party should exercise its lead-

ership effectively.!!

To be sure, Deng himself also talked about democracy, but his views
were colored by his traumatic experience during the Cultural Revolu-
tion and by his belief that democracy was an instrument to promote
economic development. For example, in December 1978, shortly after
he consolidated his power, he said, “During the current period, we es-
pecially need to stress democracy because for quite a long period of
time in the past, the system of democratic centralism was not really im-
plemented . .. There was too little democracy” within the party. He put
special emphasis on “economic democracy,” which he defined as de-
centralization to promote incentives. Politically, democracy has to be
institutionalized and written into law, so as to make sure that institu-
tions and laws do not change whenever the leadership changes, or
whenever the leaders change their views or shift the focus of their at-
tention. Moreover, in promoting democracy and a legal system, we
must concentrate on enacting criminal and civil codes, procedural laws
and other necessary laws concerning factories, people’s communes,
forests, grasslands and environmental protection, as well as labour laws
and a law on investment by foreigners.'?
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Political Reform: A Liberal Alternative

In retrospect, the most comprehensive and sustained examination of
political reform was conducted by a task force set up by Zhao under
Deng’s direct orders. Led by Zhao's trusted aide, Bao Tong, the task
force, called “zhongyang zhengzhi tizhi gaige yantao xiaozu bangong-
shi” (the office of the central small group for studying and discussing
the reform of the political system), consisted of mostly young and
middle-aged liberal intellectuals and officials. It convened more than
thirty seminars on various aspects of political reform from October
1986 to August 1987, including seven attended by Zhao, Hu Qili, Bo
Yibo, Tian Jiyun, and Peng Chong, the five members of the small group.™
At that time, Deng was committed to implementing some [orm ol po-
litical reform to overcome the systemic obstacles to his economic re-
form. He told the party’s central secretariat to “spend about a year to
investigate and study [political reform], think through the issues,
make up our mind, and then implement” the plan.'

The sense that China’s economic reform could not move forward
without complementary political reform was widely shared by the rul-
ing elites, especially among those associated with the liberal wing. Hu
Qili, a member of the Politburo Standing Committee who was later
purged during the Tiananmen crisis in 1989 along with Zhao, said in
April 1986 that “economic reform cannot make progress without polit-
ical and cultural reforms . . . We should not cede the ideas of freedom,
democracy, and human rights to capitalism.” Wang Zhaoguo, a protégé
of Deng, declared, “When we implement the reform of the economic
system, we must adopt accompanying reforms targeting some aspects
of the political system.” Wan Li, a vice premier known for spearheading
the agricultural reform in Anhui in 1979, echoed the same view. Zhao
himself was even more blunt in his criticism of the existing system.
“Fundamentally speaking,” he said, “we do not have a tradition of the
rule of law . .. We want discretion but no constraints; China overem-
phasizes the role of the core leadership; this type ol system cannot
guarantee stability.”!?

Many provincial-level leaders invited by the task force to participate
in these discussions expressed similar views on the flaws of the Chinese
political system and the necessity of relorm. Wen Shizhen, deputy gov-
ernor of Liaoning, pointed out that the main flaw of the political
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system was “feudalism and the lack of democracy and rule by law . . .
Democratization should be the principal direction of reform. The fo-
cus of the reform should be on the redistribution of the power of the
state.” He called [or ending the party’s control of all decision making,
strengthening the NPC, and making the state administration more
efficient. Wang Jiangong, a deputy party secretary of Shanxi, con-
curred: “The flaws of the current system are the overcentralization of
power, the duplication ol functions between the party and the state,
the lack of rule by law and democracy, and the unscientific manage-
ment of cadres.” Some also considered political reform as absolutely
necessary to push forward economic reform. Xu Shijie, party chief of
Guangzhou, said, “Political reform must work in concert with eco-
nomic reform and promote economic development.” Sheng Shuren,
deputy commissioner of the State Economic Commission, believed
that the time was ripe for political reform. In his view, without political
reform, economic reform could not proceed.'®

On the issue of democracy, a consensus emerged among the more
liberal officials as well. Wang Jiangong proposed to redistribute power
between the party and the state; strengthen the Standing Committee of
the NPC; change how the deputies are elected; and institute checks
and balances among the legislative, judicial, and executive branches.
Xu argued that the key to political reform was “the gradual improve-
ment in democracy and the legal system” and that “the greatest democ-
racy is election.” Liao Bokang, party secretary of Chongqing, agreed:
“The mechanism for people to participate in politics is the key mea-
sure of a country’s democratization.” He suggested introducing direct
popular nominations of candidates for the People’s Congress as one
step to democratize political participation. Wen Shizhen thought that
democratization should be the principal direction of political reform
and that its focus should be on the redistribution of the power of
the state."”

The task force identified six major aspects ol political reform: the
separation of the party from the state (dangzheng fenkat); innerparty
democracy (dangnei minzhu); decentralization and administrative re-
forms; personnel system reform; socialist democracy; and legal reform.’
Of these, the task [orce focused on three: separating the party [rom
the state, establishing inner-party democracy, and the development of
socialist democracy.
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Political Reform: Content, Goals, and Dilemmas

The deliberations on political reform by the Chinese elites of all ideo-
logical stripes showed that they all recognized the fundamental source
of the inefficiency ol the existing political system: the party-state in
general, and the overcentralization of administrative power in the party
in particular. In Zhao’s vision, the first and most crucial step of politi-
cal reform was the separation of the party from the state. This would be
followed by inner-party democracy, which should be implemented at
the very top of the party’s leadership (the Politburo Standing Commit-
tee and the Politburo). For the task force, dominated by the liberals,
dangzheng fenkai, the separation of the party from the state, meant di-
vesting some of the party’s power to the state, thus strengthening the
state while improving the authority and leadership of the party." Zhao
believed dangzheng fenkai would solve the problem of yidang daizheng,
or “replacing the government with the party.” In practical terms, Zhao
thought dangzheng fenkai meant that the party would cease to issue
orders or handle administrative affairs directly.® Implicitly, the separa-
tion would most likely create institutional checks and balances because
the divestiture of the party’s power would lead to a limited form of sep-
aration of powers in a one-party regime—a view shared by Zhao him-
self, who affirmed dangzheng fenka: as “division of power between the
party and the government.” Indeed, institutionally, dangzheng fenkai
would consist, according to Zhao, of three aspects: separating the party
from the government, separating the party from the NPC, and sepa-
rating the NPC from the government.”

Despite the lofty expectations the liberals had for dangzheng fenkai
and the importance they attributed to it, only a small number of spe-
cific institutional reforms were proposed. Wen Jiabao, the director of
the Central Committee’s General Office who became the premier in
2003, was asked to head a separate group to work on the issue of dang-
zheng fenkar. But the report he produced was described by Zhao as
“empty” and lacking specific measures. Even [or Bao, the most liberal
member of the group, the only specific measures of dangzheng fenkai
were abolishing the positions of the deputy party secretaries responsible
for specific policy areas, reforming the party’s organization departments
and propaganda departments, and separating the party’s disciplinary
committee from the procuratorate and courts. Another measure of
dangzheng fenkai was the strengthening of the NPC. Bao thought that
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the key was to strengthen the NPC Standing Committee by raising the
number of committee members to more than 250 and by establishing
specialized committees within the Standing Committee.”

Promoting inner-party democracy was considered a crucial step of
political reform. Zhao believed that instituting inner-party democracy
would be the key to establishing social democracy. He called for more
inner-party democracy at the central level, perhaps reflecting his own
difficult political position as a result of the concentration ol decision-
making power in the hands of Deng. Zhao would have liked to give
the full Central Committee more power.?® Other measures proposed by
the task force to democratize the party included instituting a majority
rule in decision making; increasing the transparency of the party’s
activities; strengthening collective leadership; holding competitive elec-
tions within the party; and protecting the freedom of speech within the
party. Institutionally, the task force recommended reforming the party
congress by establishing a system of permanent party deputies and con-
vening the party congress annually, instead of once every five years.*

Another sensitive issue discussed by the task force was how to under-
take democratic reforms under the slogan of “building socialist democ-
racy.” Zhao believed that democratization was inevitable, although he
thought that Mikhail Gorbachev’s glasnost and perestrotka were “very
risky” strategies. In implementing democratic reforms, Zhao said, China
should “talk less but do more. Do not make that many promises. But in
practice give people more freedom. Democracy is not something so-
cialism can avoid.” He warned that “the people’s demand for democ-
racy is a trend. We must meet their demand to the fullest extent.” For
Zhao, socialist democracy consisted of grassroots democracy, dialogue
among various social groups (including the CCP and labor unions),
and protection of civil liberties, the key of which is the freedom of
speech. Specifically, Zhao emphasized the need to hold elections as a
means of expanding democracy. He argued that “to build a highly
democratic socialist society, we must put on the agenda the issues of
grassroots democracy, people’s participation in administration, and
people’s self-administration, especially in the cities.” And “the electoral
system must also be improved.”*

Although Zhao thought it was premature to hold direct elections [or
the NPC, he suggested that competitive elections for the deputies to
the provincial People’s Congress should be held. He saw no reason
why “we cannot open up the elections for the chairman, vice chairmen,
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provincial governor, and vice governors.” Bao shared the same view
and insisted that elections could increase political accountability for
cadres, and that the democratic elections of government officials
would be the prerequisite for instituting “democracy in other areas.”

Even among the liberal-leaning senior officials, there were divergent
views about the ultimate goal of political reform. Zhao, for example,
believed that such reform would strengthen the party and enable it to
maintain power. He pointed out, “we must solve not the problem of
whether the CCP will rule, but how it will rule.” Hu Qili expressed the
same thinking even more explicitly. “The goal for us is to have it both
ways. We want both a high level of democracy and a high level of effi-
ciency. The [irst and foremost principle is to maintain the party’s lead-
ership and improve it. Political reform must strengthen the authority
of the party, not undermine it.”*’

Other participants in the discussions thought differently, however. Liao
Gailong, an eminent party historian, envisioned a set of goals that were
more radical. He said that political reform should lead to judicial inde-
pendence and equality under law; a more powerful role of the NPC; an
autonomous civil society; the separation of the party from the state; and
inner-party democracy®® Bao presented perhaps the most articulate ar-
gument on the objectives of political reform and a strategy to accomplish
them. The shortterm goal of political reform was institutionalization
(zhiduhua). The longterm goal was democratization. Institutionalization,
mainly through restructuring the party’s leadership system and the ad-
ministrative system of the government, would create a more pluralist,
though not necessarily democratic, system of interest representation un-
der the current political order. Introducing inner-party democracy would
create [avorable conditions for political democracy. Additionally, with le-
gal reforms, China could build “a normal political order.”®

It was also clear from the debate among the Chinese elites in the late
1980s that they were acutely aware of the risks and dilemmas of exper-
imenting with political reform. First, they were worried about both an
unsustainable status quo and the possibility that the existing system was
too fragile to withstand reform, especially at the initial stage. Zhao cau-
tioned, “If the status quo is not changed, it won’t do; but if the steps are
too big, that won’t do either. To ensure the smooth and healthy process
of democratization, no problem must occur at the beginning. If there

is a problem, we must step back.”*
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The second practical dilemma for the liberals was how to deal with
the difficulties created by institutional checks and balances that would
inevitably result from the reforms. Zhao openly worried about how
strengthening the NPC would reduce the party’s control and the gov-
ernment’s ability to make policy. “If the NPC grows more powerful and
really becomes the supreme organ of power, it will be very difficult for
the government to run things,” Zhao mused. “There ought to be checks
and balances, but how to let the NPC play its role” without tying up the
governing process? Zhao did not have an answer to the question he
raised.” Citing examples of Western democracies, he said, “In capital-
ist countries, the government must spend a lot of energy dealing with
the parliament. We cannot go down this path and spend a lot of energy

732

and time internally.

Political Reform: A Stillborn Plan

After almost a year of deliberations, the task force submitted its final re-
port, titled “Zhengzhi tizhi gaige zongti shexiang” (A General Outline
on the Reform of the Political System), to the Politburo and laid out its
case for political reform. The report included a discussion on the ne-
cessity and urgency of political reform and set the goals and principles
for such reform. It recommended the separation of the party from the
state; reform of the People’s Congress; administrative reform; reform of
the legal system; the establishment of a civil service system; the develop-
ment of socialist democracy; and reform of the CCP. However, the re-
port failed to provide a detailed action plan. Zhao complained that
“there is not enough of a sense of action” in the report. For different
reasons, Deng was not entirely satis[ied with the report, even though he
endorsed it at the end of September 1987. He thought the proposals of
reform copied “some elements of checks and balances” and he reiter-
ated his mantra that “the main goal [of political reform] is to ensure
that the administrative branch can work efliciently; there cannot be too
much interference. We cannot abandon our dictatorship. We must not
accommodate the sentiments of democratization.” In a meeting with
Zhao toward the end of the task force’s work, Deng emphasized, “You
have a bit of checks and balances [in your proposal]. The Western type
of checks and balances must never be practiced. We must not be influ-
enced by that kind of thinking. Efficiency must be guaranteed.” It was
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very clear that Deng’s notion of political reform was fundamentally dif-
ferent from that of the liberal vision.

Nevertheless, the Central Committee approved the “outline” in Octo-
ber 1987. Shortly afterward, the CCP’s 13th Congress officially endorsed
the essence of the task force’s report and declared that the goal of politi-
cal reform was to “build socialist democratic politics.” But few specific
measures were taken to follow up on the party’s declarations. Zhao im-
plemented one symbolic reform—announcing the convening ol each
Politburo meeting in the media. The party’s control on the media was re-
laxed as well, making 1988 a year of lively debate about Chinese culture.
But as the economic conditions deteriorated in the summer of 1988,
mainly as a result of surging inflation caused by Deng’s premature plan to
lift price controls, the regime’s focus shifted to economic stabilization.
Political reform was put on hold. After the outbreak and suppression of
the prodemocracy Tiananmen Square movement from April to June
1989, the regime imposed a ban on political relorm discussions. Al-
though the official pronouncements kept mentioning “socialist democ-
racy,” “reforming the political system,” and “ruling the country according
to law,” none of the reforms proposed in principle by the task force was
adopted. Bao, the head of the task force, was imprisoned for seven years
following the Tiananmen crackdown—a tragic, but perhaps fitting
metaphor for the political reform attempted by the party’s liberal wing.

To the extent that the aftermath of the Tiananmen crisis determined
the course ol political evolution in China alter 1989, as Joseph Fewsmith
shows in his study of the policies of the Chinese leadership in the
decade following the crackdown, one is tempted to ask: What if the
1989 political crisis had not happened or had been resolved in a dif-
lerent way?* Few would dispute that the near-death experience of the
CCP during the crisis and its bloody aftermath had turned the Chinese
leadership toward a more conservative direction. In the context of the
collapse of the communist regimes in Eastern Europe in 1989 and the
disintegration of the Soviet Union in 1991, it would be hard to envision
the CCP leadership—besieged, insecure, and isolated—to have favored
a strategy of political liberalization for survival. In addition, the Tianan-
men crisis gravely weakened the liberal wing inside the CCP, as top
leaders such as Zhao Ziyang and Hu Qili were purged. Needless to say,
the limited political reform program they had planned to implement
never came to fruition. Had the crisis been resolved peacefully and
the liberal leaders triumphed, China’s post-1989 history would have
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been different, and it most probably would have made more progress
in political liberalization. Even then, however, the strong conservative
forces within the CCP, Deng’s own hostility toward democracy (if he
himsell had retained power under this scenario), and the CCP’s insti-
tutional interest in maintaining its political monopoly would have made
a dramatic democratic breakthrough unlikely, if not impossible.

This also appears to be the assessment of Zhao Zivang. When a
[riend asked Zhao in 2004 whether he “could have pushed political re-
form had June 4 not occurred,” Zhao reportedly paused and then said
he could not because he “did not have enough power.” Because “there
was such a large government, there was such a huge number of cadres,
and so many people’s interests were involved, I did not have the power,”
Zhao repeated. The only person who had the power and ability to do
so, said Zhao, was Deng himself. But while Deng would give free reign
to economic reforms, he was “very vigilant against the reform of the
political system,” Zhao commented. When pressed to elaborate further
what he would have done had June 4 not happened, Zhao said that he
“would have practiced enlightened politics. I had thought about allow-
ing democratic parties to grow . .. If I were to have started political re-

form, I would have pushed democratic politics slowly.” Even without
Tiananmen, China would have been much more liberal than it is today,

but not necessarily as fully democratic as one might hope.

Institutional Reforms: Promise and Disappointment

The emergence of the NPC and, to a lesser extent, Local People’s Con-
gresses (LPCs), as major actors in decision making in China in the re-
form era have been hailed by many scholars as a sign ol political
institutionalization or even pluralization.®® Based on Western experi-
ence, a stronger legislature can constrain the power of the executive
branch and create institutional checks and balances conducive Lo
democracy and the rule of law. Yet, in a political system dominated by
the CCP, China’s legislative branch has long been regarded as no more
than a rubber stamp, whose sole function is to provide pro forma legit-
imacy for the decisions already made by the ruling party.*” Therefore,
the extent to which the NPC and LPCs assert their constitutional au-
thority and influence in decision making should be a key measurement
of political reform. This section will assess the institutional develop-
ment and political empowerment of the NPC and LPCs.
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The growth of the NPC as one of the most important political insti-
tutions in China has been extensively documented. But major studies
of the growth of the NPC reached different conclusions regarding the
institution’s influence during the reform era. In his study of the institu-
tional development of the NPC during the 1980s, Kevin O’Brien argues
that NPC reforms during the decade did little to increase competition
or institutionalize responsiveness. Through procedural rationalization,
the legislators of the NPC sought to improve one-party rule, instead of
pursuing genuine political liberalization. As a result, NPC reforms
were limited to the organizational changes in the NPC that strength-
ened the Standing Committee, increased specialization and proce-
dural regularity, and improved internal organization.*®

In a major study of the passage of administrative laws, several leading
Chinese legal scholars also found that the executive branch dominated
the legislative process. Because the executive branch does not want Lo
have legal constraints, “the legislation on administrative law in China, es-
pecially since the 1980s, is marked by a strong pro-administration bias.”

The administrative branch is the biggest beneficiary of the passage of ad-
ministrative laws in the last twenty years. The administrative branch
ceaselessly uses the legislative process to expand its power and, through
this process, legalizes certain illegitimate powers. This has resulted in im-
balances between the rights of citizens and the power of the administra-
tive branch ... This problem alsc stems from the lack of democracy in
the legislative process; there is not enough participation by the people.™

Such criticism is shared by Stanley LLubman, who believes that the lan-
guage of Chinese legislation and rules is intentionally designed to max-
imize [lexibility and discretion. As a result, arbitrariness is embedded
in Chinese laws and rules.*

In The Politics of Lawmaking in Post-Mao China, Murray Scot Tanner
tries to provide a more positive assessment of the NPC’s institutional
development. In his case study of the passage of several laws, Tanner
suggests that the political monopoly of the CCP in policy-making was
waning and that the NPC was gaining influence as a player in China’s
decision-making process. However, Tanner does not believe that the
NPC’s emergence as a key institutional actor necessarily signals the arrival
of democratic politics or pluralism. Instead, the NPC should be viewed
as a political arena where bureaucratic and factional politics are plaved
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out as different bureaucratic and interest groups within the CCP seize
the political forum provided by the NPC to express policy preferences.

Tanner identifies several positive trends indicative of the NPC’s grow-
ing influence. Using the data on dissenting votes and the number of
motions put forth by delegates during NPC plenary sessions, he argues
that NPC delegates have continued to shed their rubber-stamp reputa-
tion and become more assertive. The NPC has increased in power and
authority through the leadership of powerflul individual politicians,
such as Peng Zhen. In many cases, nominally retired CCP elders were
able to assert their influence through the NPC Standing Committee or
the body’s plenary sessions. Tanner believes that, with the expansion of
the NPC’s prolessional stalf and committee system, the legislative branch
has become more capable of forcing the executive bureaucracy to share
policy-making power.

Tanner concedes, however, that the CCP continues Lo wield enor-
mous authority in the lawmaking process. For example, the CCP Polit-
buro must approve the candidate list for the NPC Standing Committee.
Through appointments to the chairmen’s group, the party controls
agenda-setting privileges. Additionally, party groups within the NPC,
including the Standing Committee CCP group, communicate legisla-
tive activities to the party Secretariat. CCP Politburo and Secretariat ap-
proval is required for almost all draft laws promulgated by the NPC.
Consequently, Tanner remains uncertain whether reforms in the law-
making process will affect China’s democratic prospects.

Despite such divergent assessments of NPC reforms, it is possible to
apply several critical tests to measure whether the NPC and 1.PCs have
gained real institutional autonomy since the late 1970s.

Legislative Output

The most important achievement of the NPC was its enormous legisla-
tive output (Table 2.1). The several hundred laws and resolutions
passed by the NPC since 1978 have provided the legal framework for
economic reform and rationalized administrative procedures. For ex-
ample, of all the laws and resolutions that were enacted by the NPC
from 1978 to 2002, ninety-five, or about a third, were economic laws.*
Of the 216 new laws passed from June 1979 to August 2000, 126 were
classified as administrative laws.*
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But these numbers should not be taken at tace value. In the passage
of most laws, the NPC has largely played a secondary role, endorsing the
bills drafted by the executive branch. On a few rare occasions, the NPC
Standing Committee showed its autonomy by rejecting the bills pro-
posed by the government, such as the Law on Residents’ Committees in
1989 and the Highway Law in April 1999, which was later approved. In
1987, the Draft Law on the Bankruptcy of State-Owned Enterprises al-
most [ailed to pass due to strong opposition within the NPC. Like the
NPC, LPCs rarely reject bills proposed by local governments. When they
do, it becomes national news, as in the case of the People’s Congress
of Shenzhen, which voted down, in 2004, a law on auditing and super-
vising the local government’s investment, an unprecedented act ol po-
litical independence.* Official figures also indicate that individual
legislators play an insignificant role in lawmaking. Not a single bill pro-
posed by NPC delegates has been enacted into law. For example, from
1983 to 1995, more than 5,000 bills were proposed by delegates, but
only 933 (18 percent) of them were referred to committees. There is no
record that any of the proposed bills ever became law.*

Constitutional Oversight Power

On paper, the constitutional oversight power of the NPC has expanded
significantly. The NPC supervises the courts and appoints and removes
officials. It also investigates and oversees the work ol the executive
branch; approves the work reports of the State Council, the Supreme
People’s Court, and the Supreme People’s Procuratorate; reviews and
approves budgets; and provides legislative interpretations. The NPC

Table 2.1. Legislative Output of the NPC, 1978-2003

Years Laws Passed Resolutions Passed
5th NPC (1978-1983) 41 19

6th NPC (1983-1988) 47 16

7th NPC (1988-1993) 60 27

8th NPC (1993-1998) 85 33

9th NPC (1998-2003) 74 N/A

Sources: Zhongguo falti nianjian (Law Yearbook of China), various years;
www.chinanews.com.cn, February 20, 2003.
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can review the constitutionality of laws; inspect the implementation of
specific laws by supervising individual court cases; hold hearings; con-
duct special investigations; and impeach and dismiss government offi-
cials.* But in reality, the NPC has seldom asserted its [ormal oversight
power. For example, the NPC has never declared a law unconstitutional
or rejected a work report by the State Council, the Supreme People’s
Court, or the Supreme People’s Procuratorate. It has never refused Lo
approve a budget, and has never launched its own special investiga-
tions or initiated proceedings of dismissal against a single government
official. The NPC’s inspection tours or hearings do not appear to have
had any impact on policy, either. The most visible expression of the
NPC'’s oversight power is rather symbolic: each year, about 20 percent
of the NPC delegates vote against the work reports of the Supreme
People’s Court and the Supreme People’s Procuratorate.

By comparison, in some provinces, cilies, and counties, the LPCs oc-
casionally have tried to be more assertive.* Playing what O’Brien called
the role of remonstrators, LPC members sometimes take local bureau-
cracies to task for poor performance and corruption.* In 2000, in a
well-publicized case, the Guangdong Provincial People’s Congress held
a hearing on the work of the provincial environmental protection
agency. Unhappy with the agency’s work, the deputies voted, 23 to 5,
on a resolution to express dissatisfaction with the agency’s response
given at the hearing and demanded a second hearing. Even after
agency oflicials gave an improved performance at the second hearing,
the deputies remained unsatisfied, although such expressions of dis-
satisfaction did not appear to have any substantive political effects.®

LPC deputies have demanded audits of the expenditures of local
governments and criticized local governments’ commercial deals and
corrupt activities.”' In 2002, members of the Guangdong Provincial
People’s Congress aggressively questioned the provincial government
about its 22 billion yuan budget and demanded explanations for many
line-item expenditures. Afterward, the Guangdong provincial govern-
ment became more forthcoming in providing more detailed budgetary
information to the congress.” In wielding one of its most controversial
oversight powers, LPCs also began to monitor judicial proceedings,
mainly as a response to rampant corruption in the judicial system. LPCs’
oversight of judicial proceedings in both civil and criminal cases can
force courts to conduct trials with greater transparency and integrity.
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Typically, LPC delegates would review files, interview witnesses, and sit
in on trial proceedings. In one instance, such intervention helped free
a peasant wrongly convicted of drug trafficking.*

For many NPC delegates, the passage of a “supervision law” ( jiandu fa),
which would explicitly grant the legislative branch broad-ranged over-
sight power, attracted a great deal of interest even though legislative in-
tervention in judicial proceedings is considered harmful to judicial
independence. From 1993 to 1999, more than 1,600 NPC delegates pro-
posed 51 pieces of legislation to legalize judicial oversight.?* While the
NPC insists that such oversight, in cases involving major violations of
law, does not constitute interference in legal proceedings, however, it
has yet to enact a law formally granting itsell and LPCs the power of
judicial and executive oversight.

Power of Appointment and Removal

Another noteworthy development is that LPCs have become an arena
in which bureaucratic and factional politics begin to influence, in a
very limited way, the appointment of local officials. Because Chinese
law mandates “competitive elections” (cha’e xuanju) for senior local ol
ficials, LPC delegates have an opportunity to use such indirect “elec-
tions” to foil the appointment of official candidates and elect their own
choices. Under Chinese law, an official candidate cannot be appointed
if he or she [ails to gain hall the votes of the delegates. LPC delegates
can also write in their nominees. In Liaoning in the late 1990s, for ex-
ample, the CCP’s provincial organization department (POD) reported
that an increasing number of official candidates could not be con-
firmed by LPCs due to [actionalism, poor lobbying by the party, and
unattractive nominees. Local legislators occasionally were successful in
nominating and electing their own candidates to local offices. In five
cities in Liaoning, twelve independent candidates were elected to local

hh

offices.” Similar incidents occurred in Hangzhou’s twelve counties in
the 1990s. Each time the county LPC appointed officials nominated by
the party, an average of six to nine official nominees would fail to be
appointed, while the same number of unofficial candidates nominated
by the delegates themselves would get elected. In the counties where
the LPC delegates were the most assertive, about 10 to 15 percent of
the official nominees would fail to get elected.™

In practice, however, such revolts by LPC delegates are rare, and nearly
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all the candidates nominated by the CCP are appointed. According to a
senior NPC official, Qiao Xiaoyang, from the mid-1980s to the mid-
1990s, only 2 percent of the candidates nominated by the provincial CCP
Committee failed to win elections at the provincial People’s Congress.”
Nevertheless, the CCP has taken numerous measures to prevent such
procedural setbacks. For example, the CCP’s PO in Liaoning proposed
a set of measures to ensure the appointment of the party’s candidates.
They include making local party chiels the chairmen of the LPC Stand-
ing Committee, appointing the local CCP organization department
chiefs to be the heads of the personnel committee of the [.PCs, packing
the presidium of the LPCs with loyalists, and appointing loyalists to be
the heads ol local delegations to the LPCs.”® In Hangzhou, the provincial
party committee took similar steps prior to the convening of the munic-
ipal People’s Congress in 1996. These tactics were so effective that
98 percent of the official nominees won.* Nationally, similar measures,
some illegal or questionable, contributed to the dominance of the CCP
over the LPCs. In 1997 and 1998, the election of the chairmen of the
provincial People’s Congress Standing Committee was not competitive,
contrary to law.* By 2003, in twenty-three of the thirty-one provinces, the
party chiel was also the chairman of the provincial People’s Congress
Standing Committee. This shows that the CCP has maintained almost
complete control over the legislative branch in the provinces.

Organizational Growth

Organizationally, the NPC has grown considerably as well. The body
had only fifty-four full-time staffers in 1979. By the mid-1990s, the num-
ber had risen to about two thousand.”” The NPC’s committee system
grew as well. From 1983 to 2003, the number of specialized committees
in the NPC Standing Committee rose from six to nine. Nationwide, the
number of staffers in the People’s Congress system at and above the
county-level reached 70,000 by 1997.% As a whole, however, the mem-
bership of the NPC and LPCs does not mirror Chinese society. Rather,
it appears to better represent the bureaucratic interests of the Chinese
state and the ruling CCP. For example, nearly all of the 134 members
of the 9th NPC Standing Committee (average age 63.4) were retired
government and party officials.®

CCP members make up about two-thirds of the delegates to the NPC
and LPCs. In the NPC, the percentage of delegates who were CCP
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members was 73 in 1981 and 72 in 1998. The situation is similar in LPCs.
In 1998, 72 percent of the delegates to provincial people’s congresses
and 75 percent of the delegates to municipal people’s congresses were
CCP members. In fact, the party’s presence in the NPC and LPCs was
less domineering during the early years of the People’s Republic. In
1954, for example, 55 percent of the NPC delegates were CCP mem-
bers, and 58 percent of the delegates to the provincial people’s con-
gresses were CCP members.*

As a group, members of the NPC and LPCs are among China’s po-
litical and social elites, based on their educational attainment and oc-
cupations. Seventy-three percent of the NPC delegates and 62 percent
of the delegates to municipal people’s congresses in 1998 had college
degrees or college-equivalent education, compared to the average of
the national population of about 3 percent. Twenty-one percent of the
NPC delegates were “intellectuals” and professionals. In addition, while
the percentage ol peasants and workers declined steadily [rom the
1980s, the share of officials rose significantly. In 1983, workers and
peasants made up 27 percent of NPC delegates. By 1999, their com-
bined share had fallen to 19 percent. By comparison, the share of offi-
cials among NPC delegates increased from 21 percent in 1983 to 33
percent in 1999. Together with the military (9 percent), representa-
tives of the Chinese party-state accounted for 42 percent of NPC dele-
gates. The share of officials in the delegates to provincial people’s
congresses was even higher. From 1983 to 1999, it rose [rom 24 percent
to 43 percent, while the combined share of workers and peasants fell
from 33 percent to 24 percent.®

In retrospect, the failure of the Chinese NPC and LPCs to grow into
genuine autonomous legislative institutions capable of checking the
power of the CCP and the Chinese state is fully predictable. It is clear,
both from eclite-level discussions and the CCP’s actual policy, that the
party has never intended for the legislative branch to acquire its own
institutional identity or power because the CCP recognizes the huge
risks that an autonomous legislative branch would entail. As Barrett
McCormick argues, genuine institutional pluralism embodied in an
autonomous legislative branch such as the NPC would fundamentally
endanger the survivability of Leninist states. The [ear of such a danger
led Chinese leaders to restrict the power of the NPC, even as they tried

to make the institution an instrument of popular legitimization.%
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Consequently, the NPC and LPCs, which are not directly elected through
competitive elections, lack their own power base and popular legiti-
macy and must depend on the support of the executive branch—the
Chinese party-state—for their institutional existence and relevance.”

Legal Reform

The ellorts by the Chinese government to develop a modern legal sys-
tem in the post-Mao era are viewed as crucial steps toward political re-
form.®® To the extent that a modern legal system will foster the rule of
law and constrain the power of the ruling CCP, such reforms constitute
one of the most basic requirements of the commitments ol the post-
Mao regime to genuine political reform. Yet, the record in legal reform
since the late 1970s has been mixed. While the Chinese government
has made unprecedented progress in many areas of legal reform, the
Chinese legal system remains structurally flawed and ineflective be-
cause the CCP is fundamentally unwilling to allow real judicial con-
straints on the exercise of its power. In his survey of China’s legal
reform, Randall Peerenboom observes:

There is considerable direct and indirect evidence that China is in the
midst of a transition toward some version of rule of law that measures up
favorably to the requirements of a thin theory . . . but the reach of the law
is still clearly limited. The party’s actual role in governing the country is at
odds with or not reflected in the Constitution or other legal documents.

As a result, one can see “little evidence of a shift toward a rule of law
understood to entail democracy and a liberal version of human rights
that gives priority to civil and political rights.”®

Another comprehensive review of China’s legal reform reached a
similar conclusion. “In general, the reform of the judicial system has not
kept pace with the rapid economic reforms and social changes in China”
because the Chinese government adopted a piecemeal approach to
law reform and lacked full commitment to real reform.” This section
will briefly review the major achievements in China’s legal reform and
analyze the political factors that lie behind the limits of such reform.

The motivations to undertake even limited legal reform were com-
pelling for the CCP in the post-Mao era. To restore political order and
create a new legal framework for economic reforms, reforming and
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strengthening the legal system was a top priority for the Deng regime.
In the speech that marked his return to power in December 1978, Deng
called for the strengthening of the legal system and identified, as the
new leadership’s top priority, the passage ol a criminal code, a civil code,
procedure laws, as well as laws on enterprises, foreign investment, labor,
and environmental protection.” As William Alford observed:

The [Chinese] leadership’s principal objective in initiating and sup-
porting law reform has not been to foster a rule of law. Rather it has
been to legitimate the leadership’s own power while erecting the edi-
fice of technical guidelines believed necessary to facilitate economic re-
form and reassure anxious prospective foreign transferrers of sorely

needed capital and technology.”™

Indeed, China’s legal system, developed under a planned economy
and wrecked by a decade of political turmoil during the Cultural Revo-
lution, was inadequate, outdated, and ill-suited [or a transition economy.
Economic reform would have been inconceivable without reform-
ing the legal system.™ Thus, the CCP’s need for survival through eco-
nomic reform overlapped with the practical necessities of legal reform.
Legal relform, however, as in the case of other major political and eco-
nomic reforms, can also produce spillover effects and unintended con-
sequences. Such reforms, in Alford’s words, can be a “double-edged
sword”—it may bolster the regime’s legitimacy and help gain investor
confidence, but it can also spark the political liberalization feared by the
regime.” This political dilemma provides the overall context for China’s
legal reform and limits the extent to which such reform can be achieved.

Nevertheless, the progress in legal reform since the end of the Mao
era has been unprecedented in Chinese history, as reflected in the
passage of a large number of new laws; the increasing use of the courts
to resolve economic disputes; social and state-society conflicts; the de-
velopment of a professional legal community; and improvements in
judicial procedures. Stanley Lubman captures both the achievements
and limitations of China’s legal reform in his assessment: “The accom-
plishments of China’s legal reformers have been impressive despite the
limitations set by policy on the role of law itself, the flux of China’s on-
going social and economic transformations since 1979, and the con-
tinuing strength of traditional legal culture.””

Specifically, the most important progress that China has made in
legal reform is threefold: “law has been made a major instrument of
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governance, a legal framework for a marketizing economy has been
created, and a judicial system has been constructed.”® As a result, legal
reform has greatly increased the role of courts in adjudicating civil,
commercial, and administrative disputes. As indicated by the data on
the rapid growth of commercial, civil, and administrative litigation,
Chinese courts have assumed an indispensable role in resolving eco-
nomic, social, and, to a limited extent, political conflicts (Table 2.2).
A number of empirical studies on commercial and administrative liti-
gation show that, despite its flaws, China’s legal system is capable of
providing limited protection of property and personal rights.” In ad-
dition, China’s legal profession, including judges and lawyers, has ex-
panded rapidly during the reform era. The number of lawyers rose
from a few thousand in the early 1980s to more than 100,000 in 2002,
The number of judges nearly doubled from the late 1980s to the late
1990s. As measured by educational attainment, the qualifications of
the legal profession have risen dramatically as well. The percentage ol
judges with a college or associate degree rose from seventeen in 1987
to forty in 2003.7 Of the 100,000 lawyers in 2002, 70 percent had under-
graduate degrees and higher and 30 percent had only dazhuan (equiv-
alent to an associate degree) or lower. The overall level of prolessional
legal qualifications remains relatively low, however, especially when
measured by Western standards.™

But behind these numbers lies a different political reality. For all
the progress in reform, China’s legal system remains politically hobbled
by the ruling party’s restrictions. Legal reform was apparently losing
momentum in the late 1990s. For example, the growth of civil and

Table 2.2, Growth of Litigation, 1986-2002
(cases accepted by courts of first instance)

Year Commercial Civil Administrative
1986 308,393 989,409 632
1990 598,314 1,851,897 13,006
1996 1,519,793 3,093,995 79,966
1999 1,535,613 3,519,244 97,569
2000 1,297,843 3,412,259 85,760
2002 4,420,123* 80,728

Sources: Zhongguo falii nianjian, various years.
‘Including both commercial and civil cases.
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administrative litigation slowed in the late 1990s, peaked by 1999, and
began to decrease afterward (Table 2.2). The total number of civil and
commercial cases fell from more than 5 million in 1999 to about
4.4 million in 2002, a 12 percent decline in three years. Administrative
litigation cases registered even more dramatic declines. After peaking
in 2001, with 100,921 cases filed, the number of administrative lawsuits
fell Lo about 80,000 in 2002, back to the level of 1996. Such broad and
large declines in litigation may be indicative of the poor performance
of the court system and the consequent erosion of the public’s confi-
dence in the courts’ ability to adjudicate justly.

Although there are no data available about the trial outcomes of civil
cases, the trend of administrative litigation suggests that the decline in
the number of lawsuits filed against the government may be directly re-
lated to the increasing difficulty with which plaintiffs were winning
these cases in courts, which in turn reflects the courts’ progovernment
bias. For example, plaintills suing the government had an ellective
winning rate of 38.3 percent in 1993 (including favorable court judg-
ments and settlements). This rate rose to 41 percent in 1996, but fell to
32 percent in 1999. By 2002, the rate plummeted to 20.6 percent, half
the level reached in 1996.% It is likely that the decreasing probability of
receiving judicial relief through the administrative litigation process
has discouraged many citizens from taking their cases to the courts.

The rapid growth of the legal profession has not led to the emergence
of a genuinely independent bar or a well-trained judiciary. The govern-
ment maintains tight restrictions on lawyers in their representation of
their clients. The Lawyers” Law (1996) provides for inadequate protec-
tion of lawyers’ rights, leaving lawyers vulnerable to harassiment and per-
secution by local officials.?' According to the president of the Chinese
Lawvers Association, the number of incidents in which lawyers were
mistreated was large. Law enforcement officers frequently assaulted,
detained, and verbally abused lawyers. Many lawyers were wrongfully
convicted and sentenced to jail. Lawyers’ rights to defend their clients in
court were restricted. Some lawyers were ejected from courts without jus-
tification. But local governments, in most cases, refused to cooperate
with lawyers’ associations in investigating such cases of abuse.*

Despite a massive eflort to raise the qualifications of judges, the
overall level of professionalism of the judiciary is very low. For example,
60 percent of the judges in 2003 had not received a college or
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college-equivalent education. A large number of sitting judges, many
of whom are former officers in the People’s Liberation Army (PLA),
have dubious legal qualifications. For example, in one midsized city in
1998, of the 1,354 judges in the city’s courts, 500 (37 percent) were for-
mer PLA officers, and 733 (more than hall) were translerred [rom
other government agencies and presumably had received little formal
legal education. Only 87 had college degrees and 96 had associate de-
grees, and 364 judges had a high school education or less.®

Perhaps the most revealing evidence that the rule of law is [undamen-
tally incompatible with a one-party regime is the CCIP’s steadfast refusal
to undertake the necessary reforms to correct the two following well-
known institutional and structural flaws in the Chinese legal system—
even though they have long been identified and numerous remedies
have been proposed. For example, in a study commissioned by the
Supreme People’s Court to amend the “People’s Court Organic Law,”
He Weifang and Zhang Ziming, two leading academics, detailed a long
list of the symptoms that maniflested these [laws. What is remarkable
about the proposal by He and Zhang is that similar proposals had been
floated before but were never acted upon by the CCP# To the extent
that reforms are adopted to address the critical weaknesses in the legal
system, the measures implemented by the government tend to be
piecemeal and technical. They try to remedy the less controversial pro-
cedural flaws while avoiding the most sensitive political issues.®

Politicization of the Courts and Lack of Judicial Independence

As a judicial institution, Chinese courts are heavily politicized and de-
prived of the independence crucial to their role as guardians of justice
and adjudicators of disputes.*” The politicization ol the courts is re-
flected in the control exercised by the CCP over the various aspects of
the courts’ operations. For example, each level of the CCP organization,
down to the county level, has a special political and legal committee
(zhengfa weiyuanhui) headed by a senior party olficial. The committee
directly makes decisions on important policies and issues related to
the courts and law enforcement. In many cases, this committee even
determines the outcomes of major court cascs.

In terms of judicial appointments, the CCP’s organization depart-
ment would nominate candidates for the presidents and vice presidents
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of courts, often regardless of their judicial training or the lack thereof.
A former vice president of the Supreme People’s Court (SPC), Wang
Huai’an, admitted that the CCP’s nomenclatural system (dang guan
ganbu) controls the appointment of key personnel in the court system.
In the case of the SPC, the members of the SPC party committee, who
are the most senior judge-officials of the court, are appointed and su-
pervised by the CCP Central Commitiee, and members of the party com-
mittee of provincial high courts are jointly supervised by the SPC party
committee and the provincial party committees. The members of the
party committees of intermediate courts are under the direct supervi-
sion of the party committees of the provincial high courts. The CCP’s
control of the most senior judicial appointments profoundly allects
how judgments are determined by the courts because, as Wang said,
“in the last fifty years, the system of giving the ultimate trial authority to
the presidents of the courts has remained basically unchanged.”®

Additionally, judicial independence is compromised by local gov-
ernments that wield enormous influence over the courts through their
control of judicial appointments and court finances.* Dependent on
the local governments for funding, services, and political support, Chi-
nese courts find it hard to try cases fairly where the economic and po-
litical interests of the local governments and officials are at stake. In
the most crucial respects, Chinese courts are run like other govern-
ment bureaucracies and follow a similar modus operandi. Administra-
tive ranking or seniority, not judicial qualifications and experience,
determine the hierarchical structure in the courts. For example, trial
committees, which have the ultimate authority in determining judg-
ments, are composed of individuals with the most senior administrative
ranks, rather than the best judicial qualifications.”

Trials in courts are conducted like planned production drives. Typi-
cally, during the first half of the year, the pace of trials falls below aver-
age, leading to a backlog of untried cases. Backlogs force courts (o try
cases in a typical “campaign style,” contributing to higher error rates.
In 1998, for example, 13 percent of the cases were tried in the first
quarter (which includes the Spring Festival), 26 percent in the second,
25 percent in the third, and 30 percent in the fourth quarter. Mistakes
abound in the cases hastily tried at the end of the year. Of the eco-
nomic cases tried in December 1997, a third of the judgments were re-
vised or ordered to be retried on appeal, a much higher percentage
than the cases tried in other quarters.” Similarly, the courts’ enforcement
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of judgments is performed through campaign-style drives. Under the
direction of the SPC, Chinese courts often designate a certain period
for such campaigns to clear up backlogs of unenforced judgments.*

Inevitably, the politicization and administrative control of the courts
corrupts judicial integrity.”? In public perception, the Chinese judiciary
is one of the most corrupt government institutions. A survey of 12,000
people in ten provinces commissioned by the CCP’s Central Discipline
Inspection Commission in late 2003 found that the courts, along with
the police and the procuratorate, were considered among the five
most corrupt public institutions; 39 percent of the respondents said
corruption in these three institutions was “quite serious.”™* The Chi-
nese press frequently reports corruption scandals involving judges. In
Hubei province, trom 2002 to mid-2003, ninety-one judges were charged
with corruption. The accused included one vice president of the
provincial high court, two presidents of the intermediate court, four
vice presidents of the intermediate court, and two presidents ol the
basic-level court. In 2003 alone, 794 judges in the country were investi-
gated and punished (chachu).%®

Corruption by senior provincial judges was reported in many other
jurisdictions. The presidents of the provincial high courts in Guang-
dong and Hunan provinces were convicted of corruption in 2003 and
2004. In Heilongjiang, the president, a vice president of the provincial
high court, and the head of the provincial judicial department were
removed from olfice in late 2004 for corruption. In Hainan, a vice pres-
ident of the provincial high court, along with the head of the enforce-
ment department of the court, a vice president of an intermediate
court, and a president of a district court, were sentenced in 2004 to

96

long jail terms for corruption.

Fragmentation of Judicial Authority

The control by the party and local governments of the judiciary has
contributed to the fragmentation of judicial authority and undermined
its effectiveness. In addition to the weakening of the judiciary as a re-
sult of the CCP’s control of judicial appointments, the enormous
power wielded by local governments over the judiciary undercuts the
courts’ authority. Because judicial jurisdictions and administrative ju-
risdictions completely overlap one another, the dominance of the ad-
ministrative authorities in effect creates what Chinese observers call
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judicial “independent kingdoms,” in which local political interests, in-
stead of national law, hold sway. Under these conditions, laws made by
the central government cannot be implemented or enforced, leading
to the widespread problem of “local protectionism”—the phenome-
non of local authorities providing political protection to local interests
in violation of national laws. Consequently, enforcement of court judg-
ments is extremely difficult when judicial authority is fragmented.”
One study [inds that, despite official rhetoric about strengthening the
legal system, court judgments became even more difficult to enforce in
the late 1990s. In some cases, court judgments could not be executed
without the explicit political backing from CCP officials.”

To remedy the structural weaknesses caused by such a [ragmentation
of judicial authority, Chinese scholars have offered several proposals
for institutional reform. These proposals include the establishment of
two separate judicial systems: a central system and a local system (simi-
lar to the American federal system); the formation ol cross-regional
courts; and the use of the central government’s appropriations to fund
courts.” The government has adopted none of them, however. Such a
failure to implement crucial reforms led to a growing sense among
China’s legal community that the court system had become so dysfunc-
tional that more radical measures—or “major surgery,” to use a color-
ful phrase—would be required.'®

In summary, the dominance of the party-state over the judiciary is
the fundamental cause of the limitation of legal reform in China. The
CCP’s goals in allowing legal reform are tactical in nature: such reform
must serve the party’s overall strategy of maintaining its political mo-
nopoly through economic reform. Measures of legal reform must not
threaten its authority or the institutional structure upon which its po-
litical supremacy is based. As long as the CCP places its own political in-
terests above China’s need for the rule of law, legal reform will remain
confined to the tactical realm.

Village Elections

The emergence of village elections in rural China since the late 1980s
marks an important step toward democratization. Even though these
elections produce, technically, a self-governing civic organization, not a
local government, the advent of village elections has led some analysts
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to praise them as an example of political liberalization in China.'”!

Based on his field research in 1999, Lianjiang Li argued that such elec-
tions politically empowered peasants and increased local political
accountability.'®® According to Kevin O’Bricen, the introduction of clec-
tions into the villages would eventually lead to [ull citizenship status to
rural residents, who have been denied many of the rights enjoyed by ur-
ban residents.!”® Allen Choate, who oversaw the Asia Foundation’s
democracy-assistance program in China, believes that village clections
increased transparency in village governance and olfered rural resi-
dents more choices of representation and avenues of appeal."” Some
Chinese social scientists hold similarly positive views of this democratic
cxperiment, arguing that such clections have contributed to rising po-
litical consciousness among the peasantry and broken the balance of
power in villages in favor of the villagers.'%

Other scholars, however, were skeptical about the democratizing im-
pact of village clections. Jean Oi and Scott Rozelle found in their study
of elections in thirty-two villages that the elections did little to change
the power balance and decision-making authority in these villages be-
cause the village communist party secretary retained political domi-
nance.'® Based on his ficldwork in Hebel in 1997, Bjorn Alpermann
concluded that township government and party organizations main-
tained dominant advantages while elected committees exercised only
limited “self-administration.”'%?

In all likelihood, the diversity of sociocconomic conditions in China,
the unevenness with which local officials implement village elections,
and the dearth of reliable data make it almost impossible to assess the
role and impact of village elections in the expansion of democratiza-
tion in rural China. In this section, we will review the evolution of village
elections and focus on the most contentious, and unresolved, political
issues surrounding this limited democratic experiment.

Villagers’ committees, averaging five to seven members who serve three-
year terms, first emerged as an administrative replacement of the pro-
duction brigade almost as soon as the agricultural decollectivization
began. With the dismantling of the people’s communes, alternative insti-
tutions of grassroots governance in rural areas were needed. Similar to
agricultural decollectivization, the movement toward sclf-government in
the villages began as a spontaneous response by the peasantry to the de-
terioration of local governance following the disappearance of the
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communes. The Chinese government tentatively endorsed this de-
mocratic experiment because the authorities believed that such self-
governing civic organizations would help maintain rural stability. The
strongest proponent [or legalizing village elections was Peng Zhen,
chairman of the NPC’s Standing Committee and a political hardliner.
Peng was credited with the passage of the draft Organic Law on Village
Committees in 1987 and its initial implementation, despite the con-
servative backlash in the altermath ol the Tiananmen tragedy in
June 198918

Judging by the speed of implementation, village elections appeared
to be a considerable success. Although only half the provinces had in-
stituted village elections by 1990, the experiment quickly gathered mo-
mentum. In the early 1990s, the Chinese government promoted the
use of “demonstration sites”—villages to which local officials were dis-
patched to develop and enforce proper election procedures. By the
late 1990s, more than three hundred counties (or 15 percent of the to-
tal in the country) were designated as “demonstration counties,” and
the number of villages as “demonstration sites” reached 164,000, about
18 percent of the total number of villages.'™ The effect of using “demn-
onstration sites” to improve village elections appeared to be limited,
however. In Wang Zhenyao’s view, the procedures for village elections
improved mostly as a result of pressures and initiatives from the peas-
antry. The popularization of competitive primaries (haixuan) was cred-
ited to village residents rather than to local officials. Indeed, when the
Organic Law was revised in 1998, many of the electoral procedures in-
vented and used by village residents were formally adopted and codified.

By the end of the 1990s, village elections had spread to nearly all
Chinese provinces. In several provinces that led the nation in the im-
plementation of village elections, four rounds of such elections had
been held between 1988 and 2000. In eighteen provinces, three rounds
had occurred. A survey conducted by Tianjian Shi in 2002 showed that
83 percent ol the villagers polled reported elections in their villages
in 2002, compared with 76 percent in 1993, The voter turnout rate had
increased as well. In 1993, 63 percent of the respondents of a similar
poll said that they had voted in the village elections. In the 2002 poll,
69 percent had voted.''” In some parts of China, village elections seem
to have become more organized, and candidates are engaged in vari-
ous campaign activities to seek voters’ support. In Fujian, for example,
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one study finds that 43 percent of the villagers reported that candidates
visited their homes; 37 percent said that candidates asked their relatives
for help with the campaign; 30 percent said that candidates called on
their clan leaders to rally support; and 24 percent reported that candi-
dates provided free meals to earn goodwill from the villagers. In ad-
dition, village elections offered opportunities for voters to pick the
candidates offering attractive policy choices. In Fujian, 25 percent of
the voters recalled that candidates pledged to improve village infra-
structure; 24 percent reported that candidates promised better eco-
nomic performance; 10 percent said that candidates vowed to investigate
corruption by their predecessors; and 7 percent reported that candi-
dates campaigned on cutting or even abolishing taxes.'"’

In evaluating the impact of village elections on rural democratiza-
tion, one of the most disputed issues is how competitive such elections
are. Given the political dominance of the CCP, the likelihood that the
party would permit genuinely competitive elections may be small. The
findings from various surveys and field research, however, show a
mixed picture. One indicator of competitiveness—whether elections
have a single candidate or multiple candidates for the chairmanship of
the villagers’ committee—appears to have improved. Shi reports that,
in 1993, 53 percent of the villagers surveyed said that had multicandi-
date elections. In 2002, 70 percent reported multicandidate elections.'*
But this measure may misrepresent the political reality in Chinese vil-
lages because the competitiveness of village elections depends not on
how many formal candidates appear on the ballot, but on how such
candidates are nominated.

Local party and township officials can manipulate the nomination
process to ensure that their preferred candidates win positions on the
villagers’ committees. Such manipulation is relatively easy to carry out
because, like primaries, only a small percentage of the village voters
normally attend nomination meetings. One study of forty villages in
Fujian in 2001 found that only 12 percent of villagers attended nomi-
nation meetings.'"” Indeed, Shi’s survey showed that in about a quarter
of the villages, the party, the township government, and the previous
villagers’ committees picked the members of the “village election lead-
ing group,” which organizes village elections and exerts decisive influ-
ence on the nomination process. Only about 43 percent of the villages
formed their village election leading groups through an election by the
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village assembly or villagers’ small groups, as required by the revised
Organic Law. Partly as a result of the influence of the party and local
governments, only 43 percent of the villages used faixuan, the most
democratic method of nomination, and 35 percent of villages used
methods deemed illegal under the Organic Law.'"

Applying the most stringent standard of competitiveness, Shi finds
that only 11 percent of village elections held in China could meet all
four requirements."”” If the legal requirements stipulated by the Or-
ganic Law are applied, Shi argues that only 31 percent of the villages in
China are in compliance with the law.!*®* Case studies conducted by
other researchers offer additional confirmation that elections in many,
il not the majority, of villages do not follow proper procedures. A study
of forty villages in Jiangxi in 1999 found that in one county, only one in
five villages complied with the law, while in another county, one in two
complied. In the same study, 61 percent of the villagers reported that
the county and township “election guidance group” played the most
important role in the election process; 31 percent said that village
party secretaries wielded significant influence. The legally mandated
village election committees played only a negligible role, with 60 per-
cent of the villagers reporting that such committees had no influ-
ence.''” The interference in the electoral process by the party and the
government contributed to the peasants’ disillusionment with village
elections. According to Xiao Tangbiao, while 79 percent of rural resi-
dents hoped to participate in real democratic elections, only 32 per-
cent thought that such elections would be held. More important, in
villages where elections were manipulated by local officials, elections
had no visible or significant impact on village governance.''®

A study ol thirty-four villages in Shaanxi province in 2000 by John
Kennedy reached similar conclusions. Of all the formal candidates,
only 35 percent were nominated by villagers, 21 percent were chosen
by the village party branches, and 26 percent were nominated by town-
ship governments. Kennedy also found that il open nominations,
or haixuan, were held, nonparty members would more likely win.
The nomination process is therefore the most critical link in village
elections—the more open the nomination process, the more competi-
tive the elections. Official interference in the election process invari-
ably undermines the legitimacy of village elections because rural
residents are politically sophisticated enough to tell real elections from
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phony ones.'"” The results of Hu Rong’s survey ol 913 villagers in Fu-
jlan in 2001 reinforced the findings reported by Shi, Xiao, and
Kennedy. Forty percent of the villagers reported that party and town-
ship governments nominated the candidates.™ A different study of
elections in 231 villages in Fujian in 2000 showed that only about 53
percent of the sampled villages had complied with the electoral rules
laid out in the Organic Law.'*!

Provincial data provide additional evidence that local ruling clites
have decisive influence in the nomination process. During the elec-
tions held in 1999 in Jilin, which is considered one of the pioneers in
implementing village elections, 49 percent of the members of the vil-
lage clection committees were party members, and 13 pereent were in-
cumbents. Sixty-nine percent of the election committee directors were
village party secretaries; 16 percent of the election committee directors
were incumbent chairmen of the villagers’ committees. Only 15 per-
cent of the clection committee directors were ordinary villagers.'#
A study of the election results in 2000 in Fujian (another pioneer in vil-
lage elections) shows similar patterns: 92 percent of the village election
committees were headed by CCP village branch secretaries.'®® In
cxamining the clection results in forty countics in Hunan in 1999,
one researcher found that 55 percent ol the members of village elec-
tion committees were party members and 92 percent of the heads of
the election committees were village party chiefs.’®* The ability of the
party to control the clection process is most likely the direct cause of
the dominance of the elected villagers’ committees by CCP members
(Table 2.3).

Another controversy surrounding village elections is whether they
have any substantive cffects on local governance, especially on the
redistribution ol power. Unfortunately, no systematic data are avail-
able to shed light on this question. Limited information appears to
suggest that under the Organic Law, elected villagers’ committees do
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not have the power legally granted to them.™ Local authoritics, cspe-
cially unelected township governments and village party branches, in-
fringe on the power of villagers’ committees through various means.
For example, township governments take away the power of villagers’
committees by assuming the accounting responsibility of villages and
by centralizing the budgeting and spending of all villages, thus making
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villagers’ committees practically powerless in managing fiscal affairs.
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Table 2.3. Dominance of CCP Members in Villagers’ Committees

Elected VC Chairman Elected VC Members

Year of is a CCP Member are CCP Members
Province Elcctions (percent) (percent)
Hunan 1999 76 N/A
Fujian 2000 66 79
Guangdong 1999 N/A 77
Jilin 1999 70 50

Sources: Liu Xitang, “Hunansheng 1999 niandu 40 ge xian cunweihui
xuanju shuju fenxi baogao”; Wu Miao, “Cunweihui xuanju zhiliang de
lianghua fenxi: Yi Fujiansheng 9 shi 2000 niandu cunweihui huanjie xuanju
tongji shuju wei jiju”; Gao Ying, “[ilinsheng cunweihui xuanju shuju lenxi
baogao”; Liu Hong, “Tuijing cunmin zizhi yu jiagiang jiceng dangzuzhi
jianshe de guanxi” (The Relationship between Promoting Villagers’
Sell-government and Strengthening the Building of the Party at the
Grassroots Level), Neibu canyue (Internal Reference), 28 (2001): 11-20.

They can, albeit illegally, remove elected village officials. In Qiangjiang
city in Hubei, an investigation by Yao Lifa, a maverick deputy to the
municipal People’s Congress, found that of the 329 villagers’ com-
mittee chairmen elected in September 1999, 187 (57 percent) had
been illegally dismissed by township governments in the subsequent
years before they served out their full terms. In addition, 432 vice
chairmen and villagers’ committee members had been illegally re-
moved from office in the same period. All the replacements were
illegally appointed by the party and local governments. Such illegal
removal of elected officials was reported in 269 of the 329 villages
within the city’s jurisdiction, suggesting that the practice was wide-
spread.'®

Similar incidents were reported in Shandong. In March 2001, fifty-
seven clected villagers’ committee officials in four townships in Shan-
dong collectively resigned because the village party committees and
township governments did not transfer any power to the elected olfi-
cials. A year after they were elected, the officials were not able to con-
trol the village budget or the official seals. They were also subject to
arbitrary dismissals by the party and township officials."*
Elected villagers’ committees often find their power curtailed by
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the presence of the CCP branches in the same villages. The tense rela-
tionship between the villagers’ committees and the CCP branches has
been widely reported in the Chinese press and studied by scholars. In
a study of five hundred villages in Hunan, two researchers affiliated
with the provincial CCP party school reported that in 40 percent of
the villages surveyed, the elected villagers’ committees were totally
powerless, and the village party commitiees held all the power. The re-
lationship between the party committee and villagers’ committee was
considered cooperative in only 40 percent of the villages.'”™ Another
survey in 1999 of 2,600 rural residents in four counties (two in Anhui
and two in Heilongjiang) indicated that local government officials and
party organizations were perceived as more powerful than the newly
elected villagers’ committees.'®

Despite the mixed impact of village elections on rural democrati-
cation, the advent of grassroots democracy in the countryside has en-
couraged small-scale experiments in democratization in urban areas.
In 1999, the Ministry of Civil Affairs selected twenty-six cities for experi-
ments in electing urban residents” committees, which are, like villagers’®
commitlees, civic groups responsible for providing local services. Ex-
perimental elections of urban residents’ committees began in June
1996 in Shenyang and were allowed in Beijing, Shanghai, Nanjing,
Hangzhou, Wuhan, Hefei, Xi’an, and several other large cities in 2000.**

The CCP, however, appeared to have drawn the line on how far it
would allow such grassroots democratic experiments to spread. As a
result, it blocked elections above the village level. Except for the atten-
tion devoted to a few occasional minor experiments in township elec-
tions, the government-controlled media did not have much discussion
or debate on the desirability or [easibility ol township, let alone county-
level, elections. It seems that nearly all the experiments in introducing
township elections in various forms were initiatives of local officials.
The most well-known experiment, a direct competitive election for the
township mayor of Buyun in Sichuan, was pushed by a local reformist
county official in January 1999. Although the election, considered fair
by observers, installed the official candidate, it caused a political furor
around the country because no Chinese law permitted direct elections
of township mayors. The election was subsequently declared illegal,
even though the elected mayor was allowed to remain in office. Notably,
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while the government used legal technicalities to prohibit the holding
of township elections, it has made no attempt to pass a new law to ad-
dress the legal hurdles to such elections.

Consequently, a [ew politically sanctioned township elections were
confined to a mixture of open primaries and indirect elections so as
to comply with the law. Reform-minded local officials used such insti-
tutional innovations to skirt the party’s ban on direct elections of town-
ship mayors. Technically, these innovations allow local residents to
recommend nominees for township mayors through a relatively com-
petitive vote. Then the local party organization and People’s Congress
select the nominee who wins the largest number of “recommendation
votes,”'*
in 1999.

First, township voters recommended candidates who met the criteria

Dapeng township, in Shenzhen, conducted such an experiment

set by the local party organization. Then, the five top vote-getlters gave
campaign speeches at a voters’ meeting. Alterward, voters elected one
of the five as the formal candidate for the township mayor. These two
ballots functioned as popular votes, but had no legal standing or bind-
ing power. Finally, the township party organization reviewed the final
candidate and nominated him to the township People’s Congress [or
confirmation.'™ A similar method was used by Buyun township in
2002.** In 2004, seven townships in Shiping County, Yunnan province,
also used a similar method to elect their mayors. It is worth noting that
none of these initiatives received the explicit endorsement of the
CCP’s central leadership. Local reformers took on considerable per-
sonal political risks for pushing electoral reforms. For example, a town-
ship CCP secretary in a township in Chongqing was suspended for
trying to hold a competitive mayoral election.'®

There is doubt whether such hybrid procedures really advance
democracy in the rural areas. Melanie Manion argues that various elec-
toral experiments at the township level were designed to align voter
prelerences with those of the local party committees. On the one hand,
since ordinary people’s choices were limited by the party’s own prefer-
ences for particular candidates, their ability to influence the electoral
outcome was limited. On the other hand, the adoption of such a device
would enhance the party’s own legitimacy at the local level because
its own candidates would appear to have received popular endorse-
ment.!%
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llliberal Adaptation

The survival of the CCP regime does not solely depend on its ability to
deliver satislactory economic growth. An authoritarian regime govern-
ing a fast-changing society faces two choices. One is to adopt a strategy of
liberal adaptation. This addresses the rising tensions between an authori-
tarian regime and an increasingly pluralist society through political re-
forms that may strengthen the rule of law; establish institutional checks
and balances; gradually expand political participation; and permit more
space for civil society. Theoretically, an authoritarian regime that has
adopted a strategy of liberal adaptation should have less of a need for re-
pression and co-optation because the ruling elites can rely on newly ac-
quired democratic legitimacy to secure their social support. But for a
regime that has opted for only the most restrictive forms of political lib-
eralization, illiberal adaptation is a far more attractive strategy for political
survival. Instead ol [avoring [arreaching institutional reforms to restruc-
ture regime-society relations, authoritarian regimes that choose illiberal
adaptation maximize their control of the state’s repressive apparatus and
growing economic resources to develop, refine, and implement more
subtle and eflective means of maintaining political control. Applied skill-
fully, this strategy can help an authoritarian regime to divide, weaken,
and contain the social forces that may threaten its political dominance.

In the Chinese context, the CCP’s strategy of illiberal adaptation
consists of strictly limited political reform, selective repression, improved
technical capacities for dealing with social unrest and emerging tech-
nological challenges, and co-optation of new social elites.

Selective Repression

A key feature of a developmental autocracy, as compared with a totali-
tarian regime, is the selective use of repression. Whereas totalitarian
regimes are defined by the indiscriminate use of mass terror in their
exercise of power, developmental autocracies tend to be more selective
and discriminating in the repression of their political opponents. In-
deed, the measurable decline in political repression usually marks the
transition from a totalitarian regime to an authoritarian one in general,
and to a developmental autocracy in particular.®” In theory, the re-
placement of mass terror by selective repression is not hard to explain.
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Mass terror is politically and economically costly. Even the most brutal
totalitarian regimes—such as the former Soviet Union under Stalin and
China during Mao’s Cultural Revolution—cannot sustain the reign of
mass terror indefinitely.

For developmental autocracies, a strategy of selective repression offers
more advantages. It enables the rulers to focus only on those political
opponents who are determined to challenge their political monopoly,
while allowing those tolerant of the regime’s rule a suflicient degree of
personal and property security. Domestically, such a strategy alienates
fewer people and may even help isolate and weaken the regime’s op-
ponents. Selective repression is also less frightening to foreign and do-
mestic investors than mass terror. Although human rights concerns do
not always dictate investment decisions, there appears to be a limit to
private investors’ tolerance of brutality. Historically, few totalitarian
regimes have been successful in attracting foreign or domestic private
investment because such regimes cannot provide any credible commit-
ment to the personal and property security of the investors.

In the case of China, selective repression replaced mass terror as
soon as Deng’s economic reforms began. The post-Mao regime imme-
diately ended class struggle, greatly curtailed the scope of repression,
and politically rehabilitated millions who had suffered brutally under
Mao’s rule. The level of repression fell dramatically, as measured by the
number of political prisoners.'* The post-Mao regime’s use of selective
repression grew increasingly sophisticated as well, especially in the
1990s. Instead of simply brutalizing its opponents through incarcera-
tion or worse, the state security apparatus has skillfully employed a
wide range of tactics to intimidate, control, and neutralize key political
activists. Many leading dissidents were ollered a stark choice: either ex-
ile or long prison terms. Many, such as Wei Jingsheng, Wang Juntao,
and Wang Dan, were forced into exile in the United States. This tactic
has successfully decapitated China’s fledgling dissident movement and
even allowed China’s government to dellect international criticisms of
its human rights practices by timing the release and exile of key dissi-
dents to important events, such as the annual U.N. Human Rights
Commission meeting in Geneva and visits to China by Western leaders.

To prevent the emergence ol organized opposition, the security appa-
ratus has also established an extensive network of informants, especially
on university campuses and research institutes. These informers receive
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monthly stipends in exchange for reporting campus political activities to
the secret police. In its annual report for 2001, the provincial public se-
curity department of Jiangxi disclosed that it recruited sixty-five infor-
mants (gingbao xinxi ianluoyuan) in [ilty SOEs and nonprofit institutions,
as well as in fitteen institutions of higher education and “cultural units.”
These informants collected 256 pieces of information and enabled the
authorilies effectively to deal with a dozen “unexpected incidents.”®

Containing Social Unrest

The skillful application of selective repression can also be seen in the
regime’s handling of the growing social unrest in the countryside and
urban areas. In the 1990s, as the number of collective protests in-
creased rapidly as the result of layoffs at bankrupt SOEs and rural tax
revolts, the public security apparatus developed and employed effec-
tive methods to contain these protests, preventing them [rom precipi-
tating a political chain reaction and causing greater instability. The
most remarkable fact about the tens of thousands of large-scale collec-
tive protests that occurred in the 1990s was that none of them, includ-
ing those that attracted tens of thousands of participants, mushroomed
into a sustained antiregime social movement or lasted for more than a
few days. The security apparatus’s sophisticated methods, which ranged
from crowd control to removing leadership, were in large part respon-
sible for containing the eflects of growing social unrest.'"* An olficial
directive issued by the Ministry of Public Security (MPS) explicitly de-
manded that the security forces should emphasize timely intervention
through intelligence gathering, crowd control, and containment as the
main tactics in dealing with collective protests.'*' An article published
in the official MPS magazine in 2002 details the following methods
used in containing social protest:

1. A clear division of labor: police units are assigned distinct
tasks and functions, such as intelligence collection, traffic
control, site security, propaganda and videotaping, arrest,
interrogation, and backup.

2. Intelligence collection and analysis: the police recruit
activists, establish an extensive network of informers, and
gather intelligence.
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3. Preventive action: the police are placed on high alert during
high-risk periods. Rural collective protest takes place mostly in
the fall, when peasants are forced to pay taxes, or in the sum-
mer rainy season, when peasants are recruited to fight [loods.
In the cities, social protest occurs during SOF restructuring,
bankruptcy, or forcible removal of urban residents from their
housing while political protest becomes more frequent on
“sensitive dates.”

4. Identification of protest leaders: security officials investigate
the protest activities on site, through photos, videotaping, or
voice recording, to identify protest leaders and key activists.

.LI(

Ending strikes: the police should arrest the leaders and
activists and remove them from the protest site. The timing
of the arrest is critical—arrests must take place only after most
protest participants are physically tired and when there are
[ewer onlookers.

6. Quick follow-up action: the police must make decisions on
detainees within twenty-four hours of the arrests. Only a few
leaders and activists will be punished, while ordinary protest
participants should be educated and released.'*

In addition to its proven record in containing social unrest, the
Chinese government has managed to suppress other sources of chal-
lenge to its rule. The best example was the crackdown on the quasi-
religious group Falun Gong, from 1999 to 2000. Although shocked by
Falun Gong’s surprise April 1999 siege of Zhongnanhai, the CCP’s
leadership compound in Beijing, the party resorted, for the first time
since 1989, to a massive campaign ol repression against this group,
which was arguably the most organized social movement that had
emerged during the reform era. Within two years, the government had
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effectively destroyed Falun Gong.

Responding to the Information Revolution

By far the CCP’s most successful effort of adaptation was the contain-
ment of the threat posed by the advent of the information revolution in
the 1990s. With the emergence of the Internet and its rapid spread in-
side China, many observers assumed that closed authoritarian regimes
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such as China would find it no longer possible to control the flow of in-
formation.'** One study demonstrated that the arrival of the Internet
had a positive impact on the emergence of civil society in China.'* By
mobilizing its security resources, imposing stringent regulations, jailing
dissidents, and harnessing new technologies, however, the Chinese gov-
ernment succeeded in minimizing the political impact of the Internet
while using the Internet to improve certain aspects of routine adminis-
trative functions, such as e-government.'*

The CCP has received high marks in addressing the threat of the
Internet. “Through measures ranging from blunt punitive actions to
the subtle manipulation of the private sector, the Chinese state has
been largely successful to date in guiding the broad political impact
of Internet use . .. the state is effectively controlling the overarching
political impact of the Internet.”'*” Another study of the Chinese gov-
ernment’s campaign against the use of the Internet by Chinese dissi-
dent groups reached a similar conclusion. The government combined
low-tech solutions—the use of informers, human surveillance, and reg-
ulations—with high-tech ones—the use of software to block Web sites
and e-mail messages, the hacking of foreign sites hosting dissident pub-
lications, and web patrol. As a result, “no credible challenges to the
regime exist despite the introduction of massive amounts of modern
telecommunications infrastructure,” even though the regime’s ability
to subdue the information revolution remains doubtful in the long
term.'*®

Reports in the Chinese media, as well as MPS publications, also pro-
vide useful revelations of the extensive efforts undertaken by the Chi-
nese government to assert its control over the Internet—and over the
activities of more than 80 million Chinese Internet users, as of 2003,'*?
The Chinese government recognized early on the serious political
threat posed by the introduction of the Internet. In an internal docu-
ment issued in October 2000, the MPS bluntly warned:

Because the Internet can hold large amounts of information, transmit
it quickly, and extend its coverage broadly, it has the characteristics of a
high degree of openness and interconnectedness. The West is using the
Internet as a means of political expansion, idcological penctration, and
cultural aggression ... Our enemies inside and outside our borders
have set up forums, Web sites, and home pages on the Internet and
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spread a large quantity of reactionary articles. They conduct reactionary
propaganda, instigation, and penetration activities . .. They use the
Internet to establish illegal groups and parties, recruit members, main-
tain secret contacts, and instigate incidents . . . Qur struggle against hostile
forces and clements on the Internet will be long term and complicated.
Strengthening the secure management of information networks. ..
and maintaining the political stability of our society have become im-

" - : ) -, 150
portant and urgent tasks for the public security apparatus.

The MPS established its Bureau for Supervising the Security of Pub-
lic Information Networks (BSSPIN) (gonggong xinxi wanghio anguan jian-
cha ju) in 2000. The missions of this new division were to “monitor and
control the net-based activities of hostile organizations and individuals
in and outside Chinese borders; timely report various information and
trends regarding social and political stability; strengthen Internet pa-
trol; [and] closely watch developments on the Internet.” The directive
instructed:

[Alfter reactionary Web sites and harmful content are discovered,
Internet monitors must work with other relevant authorities and take
cffective measures to block, filter, and clean up [such contents] . . .
In order (o strengthen our control of the net, [we] must establish se-
cret forces and Internet liaison officers on some important Web sites
and the networks of important institutions. They can supply the public
sccurity organs intelligence and technical support in the struggle on
the Internet . . . Any public or media reporting of the means of detect-
ing [subversive activities] and controlling the Internet is to be strictly
prohibited.'?!

According to the directive, the Internet police must “step up the
screening of domestic Web sites and home pages, conduct secure man-
agement of personal home pages, electronic bulletin boards, and free
e-mail accounts, and collect information on important Web sites in and
outside China.”"™ The total size of the BSSPIN, or the “Internet Divi-
sion,” is not known, but one foreign press story quoted a figure of
30,000.""* The division’s own reports indicate that it has taken aggres-
sive actions since it was established. From July to September 2000, the
Internet Division of the Beijing Public Security Bureau conducted a
sweep of the city’s Internet catés and closed down forty illegal ones. In
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2002, the division checked 740,000 individual home pages, shut down
or censored a hundred of them, and blocked the Web sites run by
Falun Gong.'™

The same oflice claimed that it conducted a census ol Internet
providers and users in 2002 and collected extensive data on them.
More important, the office disclosed that it organized seventeen “train-
ing classes,” which graduated 3,100 “Internet security personnel” (xinxi
wangluo anquanyuan). Among the trainees, 189 came [rom Internet
service providers, 410 were from Internet content providers, and 2,129
were sent by Internet café operators. The annual report of the Beijing
Public Security Bureau also claimed that its Internet Division con-
ducted a surprise spot-check of the nine largest news Web sites in Bei-
jing on the sensitive date of June 4, 2002 (the Tiananmen anniversary).
It found “harmful links” and “loopholes” on sina.com, Beijing-online,
and netease.com and penalized the sites. Most intriguingly, the same
annual report said that the Internet Division participated in a nation-
wide exercise “to deal with emergencies involving the Internet.” This
exercise was organized by the MPS, in collaboration with the Propa-
ganda Department, telecom service providers, and regulators of major
Web sites. The objective of this exercise was to see how various author-
ities could purge “harmful information” from major Web sites. Accord-
ing to the report, during the exercise, the police were able to locate the
majority of “harmful information” within one hour and deal with
it within two hours. In less than nineteen hours, the Beijing police
successfully completed the exercise, twenty-nine hours ahead of the
forty-ecight-hour deadline. This disclosure indicates that the Chinese
government has apparently developed an emergency plan and organi-
zational capabilities to make sure that the Internet will not be used
against the regime at times of national crisis.'®

Besides using such labor-intensive methods, Chinese authorities
adopted regulatory and technological tools as well. In 2000, the MPS
ordered that all Chinese computing networks connected with the
outside world must notity the ministry and file a record.'® Another di-
rective issued by the MPS in 2000 showed that the ministry was estab-
lishing a nationwide Internet surveillance system. It mandated that a
network of control nodes at the provincial levels be built quickly so that
an MPS-centered system of information surveillance and control could
soon cover all provinces and municipalities.’®” In 2002, a government
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regulation required that all users of Internet catés must register their
government-issued [Ds with café operators.

In its attempt to control the Internet, the MPS enlisted Chinese
Internet [irms to enforce its rules. According to a manager [or sina.com,
one of the most popular Web sites in China, the firm would “report
illegal and unhealthy information to relevant authorities.” In 2002,
more than 130 Web sites signed a code of conduct, pledging to work
against the dissemination of “information harmful to state security and
social stability.” To gain a technological upper hand, the MPS also is-
sued detailed technical standards for Web software. Internet filter soft-
ware developed in China must comply with these standards. In 2003 in
Liaoning province, the local Internet police developed and installed
surveillance software on the computers in all six hundred Internet cafés
in Jingzhou city. To access the Internet from the computers equipped
with this special surveillance software, users must show their official ID
card to purchase a prepaid card. The soltware has a filter function that
blocks access to banned sites and automatically alerts police when the
user visits banned sites. In the city’s Internet police station, one com-
puler monitors more than 20,000 terminals in the city’s Internet cafés.
Liaoning’s provincial Internet police chiel revealed that all 7,000 Inter-
net cafés in the province had this surveillance software installed. Since
more than 40 percent of Internet users in the province accessed the
Web from Internet cafés, this technology allows the authorities to mon-
itor many users. According to press reports, this system was to be in-
stalled in the Internet cafés throughout China in 2004.'%

Co-optation

The co-optation of social elites by the CCP, a logical complement to
selective repression, has proved to be highly successful in shoring up
the CCP’s base of support, particularly after the suppression of the pro-
democracy movement in 1989.' Some observers even characterized
the CCP’s strategy of co-optation as one of building a state-corporatist
regime.’® The implementation of this strategy was facilitated by the
party’s continual control of critical economic resources, as a result of
partial economic reforms, and instruments ol patronage, such as ap-
pointments, promotions, and professional and financial rewards, and
by the increasing quantities of such resources available to the party as
a result of economic growth.
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The Co-optation of the Intelligentsia

The CCP had a contentious relationship with the intelligentsia in the
1980s. Dominated by the liberals, the Chinese intelligentsia in the 1980s
constantly challenged the CCP’s authority and demanded political re-
forms. The CCP responded with periodic crackdowns, such as the
antispiritual pollution campaign in 1983-1984 and the campaign
against bourgeois liberalization (ollowing the student demonstrations
at the end of 1986 and beginning of 1987. In the aftermath of the
Tiananmen crackdown, the regime gradually adjusted its policy toward
the intelligentsia. This strategic modification became more evident
in the 1990s as the CCP accelerated economic liberalization. Fortuitously,
the CCP’s strategic adjustment occurred at a time when the majority of
Chinese intellectuals were moderating their demands. The tragic set-
back of Tiananmen and the turmoil following the collapse of commu-
nism in the former Soviet bloc undermined the rationale [or the
continuation of a confrontational approach. With the purge of liberal
leaders such as Zhao Ziyang and Hu Qili at the top of the CCP hierar-
chy, the incarceration of many student leaders and activists, and the ex-
ile of the leaders of the Tiananmen movement, the intelligentsia had
lost their strongest advocates, allies, and leaders. At the same time, the
dramatic economic liberalization the regime took after Deng’s south-
ern tour in 1992 seemed to kindle the hope that economic reform
would create more [avorable conditions {or political reform.

Taking advantage of these adverse circumstances for the Chinese in-
telligentsia, the CCP launched a systematic campaign of co-optation to
recruit loyalists from among the intellectuals and professionals. This
campaign mixed the traditional (and most likely inelfective) tools,
such as ideological indoctrination, and the more sophisticated ones,
such as salary increases, recruitment, cultivation, promotion, and spe-
cial rewards. Published official documents indicate that the party be-
gan a concerted campaign to expand recruitment and give the party
more patronage power on college campuses in the early 1990s. A joint
directive issued in August 1993 by the CCP’s Central Organization De-
partment (COD), the Central Propaganda Department, and the State
Education Commission delineated two specific tasks [or party organiza-
tions in universities.

First, they were to recruit a group of outstanding cadres under the
age of 45 into college administrations. The directive mandated that each
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college and university must have at least one to two such cadres. The
implicit goal of this recruitment and promotion drive was to create av-
enues of political advancement for the intellectuals on college cam-
puses, which were a hotbed of liberal [erment in the 1980s. To give the
party more patronage power, the directive instructed that the party
committees in universities would have decision-making power on the
university’s annual work plan, appointment and dismissal of cadres in
departments, the promotion of academics, budgeting, and major capi-
tal projects. To make administrative and political appointments more
attractive, the directive granted new perks to these appointees. For ex-
ample, party and administrative cadres on college campuses would get
opportunities to study abroad, teach, and conduct research.

Second, the directive urged that special efforts be made to recruit
outstanding undergraduates and graduate students for filling adminis-
trative and political positions at the universities where they study after
graduation. The students were to be mentored to become [ull-time party
and administrative officials and awarded full academic ranks. Their
housing allocation, pay, subsidies, and other benefits were to be kept in
line with their academic peers. This call was repeated in 1995."" Offi-
cial reports from the Beijing Higher Education Bureau provided evi-
dence that this campaign was fully implemented. For example, in 1994,
Beijing’s colleges and universities recruited six hundred “red and ex-
pert” young “reserve cadres” who would be groomed for positions of
responsibility. This was accompanied by a simultaneous drive to recruit
new CCP members from college students. In 1994, the CCP admitted
6,665 new members on Beijing’s college campuses, about 87 percent of
them college students.'™

The drive to expand the CCP’s support among the intelligentsia was
not restricted to college campuses. The CCP’s innovative scheme of
identifying “reserve cadres” ( houbet ganbu) boosted the hopes of career
advancement for tens of thousands of aspiring young professionals and
well-educated individuals. It tied their prospects with their support for
the party—even though what the party did was merely to designate them
as the most promising candidates for future promotions. The campaign
to recruil more reserve cadres intensified in the mid-1990s. In 1995,
the CCP Central Committee issued a special circular, “Zhonggong
zhongyang guanyu zhuajin peiyang xuanba youxiu nianqing ganbu de
tongzhi” (CCP Central Committee Announcement on Intensifying the
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Training and Selection of Outstanding Young Cadres), to expand the
program. As a result, a large number of individuals were designated as
reserve cadres. In Sichuan, fifty individuals were picked as reserve
cadres [or provincial-level positions and an additional five hundred
were selected for the various provincial departments.'® In Hubei, the
number of reserve cadres was set at twice the number of available offi-
cial positions. For those selected as reserve cadres for provincial-level
positions, the age limit was filty. Those groomed for preflect-level posi-
tions had to be younger than forty-five. And the age-limit for county-
level positions was forty. Without actually expanding the size of the
bureaucracy, the CCP managed to double the coverage of its patronage
with this scheme.'™

Although itis impossible to assess the durability of the party’s success
in enticing the intelligensia’s younger generation into its ranks, the
drive apparently delivered some short-term success. According to a
magazine survey ol 1,532 college students in Beijing in May 2003,
62 percent said that they wished to join the CCP. But the same survey
also showed that about 60 percent said that they would work for a pri-
vate or foreign firm after graduation, and only 20 percent would work
for a government agency or SOE. This mixed evidence suggests that
what motivates younger professionals and aspiring college graduates to
join the party is not ideological devotion, but promises of good careers
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and material benefits."™ Judged by official figures, nevertheless, it is
hard to deny that the party’s efforts to recruit highly educated mem-
bers appeared to have had a significant impact on the composition of
the party. By 1999, nearly 20 percent of the CCP members claimed to
have received college or college-equivalent education, almost six times
the national average.'®

Another successtul instrument of co-optation was the granting of
professional honors, recognitions, and perks by the government to a
select group of senior scholars and professionals. The party controlled
the selection and determination ol the winners of these honors and
perks. The criteria for the awardees were often explicitly political. A
typical example was a program to pick outstanding social scientists. In
April 1997, the State Education Commission issued a circular on
“training outstanding social science talents [or the new century.” Un-
der this program, the government would award such titles to thirty aca-

demics each year for five years. Among the listed qualifications were
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“high political caliber, support for the CCP, love of the socialist mother-
land, outstanding academic achievements, and under 45.” Most awardees
were scholars in higher education institutions. The heads of the govern-
ment’s bureau ol higher education would be the judges [or the selection
process. The winners would receive 100,000 yuan each in research sup-
port.t” There were other similar administratively granted awards and
perks for the intelligentsia. For example, as of 2004, 5,206 individuals
were recognized as “middle-aged and young experts who have made out-
standing contributions” (an honor that came with unspecified material
benefits). Nationwide, 145,000 experts, or about 8 percent of the senior
professionals, were receiving special government stipends in 2004.'%

Besides recruiting and co-opting individual social elites, the party
also tried to co-opt new social organizations. In 1998, the COD and the
Ministry of Civil Affairs issued a joint document, “Guanyu zai shehui
tuanti zhong jianli dang zuzhi youguan wenti de tongzhi” (A Circular
on the Issue of Establishing Party Organizations Inside Givic Groups). To
implement this program, Shanghai’s party organization established
party cells in NGOs and increased the party’s penetration and influ-
ence in NGOs. The party also set up liaison offices in neighborhood
committees. These olfices received money [rom local governments and
became the framework upon which civic groups could be built. The
party placed 11,000 members in the three nominally private business
groups, Shanghai Geti Laodongzhe Xichui (Individual Entrepreneurs
Association) and Shanghai Siying Qiye Xiehui (Association of Private
Firms).'%

The Co-optation of Private Entreprencurs

The emergence of private entrepreneurs was initially viewed by the
CCP with ambivalence, if not suspicion. In 1995, for example, a deputy
minister of the COD publicly affirmed the party’s official policy of not
admitting private entrepreneurs into the party, even though some ol
them had been recruited by local officials.”” Until Jiang Zemin pro-
mulgated his theory of the “Three Represents” and made the ideolog-
ical case for recruiting private entrepreneurs into the party in 2001, the
political status of private entrepreneurs remained in limbo.'”" But it
would be a mistake to conclude, from an apparently inconsistent offi-
cial policy, that the party had done nothing to turn the emerging pri-
vate entrepreneurs into their supporters. The party tried to control
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this group of new social elites both through organizational penetration
and individual recruitment.

The party’s efforts to establish CCP cells in private firms were largely
unsuccessful.'™ But the party’s other eflorts yielded, by comparison,
more results. For example, Bruce Dickson’s research on the party’s
attempts to reach out to business groups formed by private entrepre-
neurs showed that the CCP had established extensive links with busi-
ness groups, such as Gongshanglian (The Industrial and Commercial
Federation) to which nearly 80 percent of the owners of private firms
belonged in 2002.17 Although the official ban against admitting pri-
vate entrepreneurs into the party was not formally lifted until 2001,
the party not only made no attempt to expel those CCP members who
had become private entrepreneurs, but also appeared to have carried
out a systematic plan to recruit private entreprencurs into the People’s
Congress and the Chinese People’s Political Consultative Conference
(CPPCQC).

From 1997 to 2002, more than 9,000 private businessmen were se-
lected to be delegates to local people’s congresses at and above the
county level. More than 32,000 were appointed to CPPCCs above the
county level.!™ A survey of 3,635 private entrepreneurs in 2002 showed
that 35 percent were members of the CPPCC at various levels. Surpris-
ingly, 30 percent were party members, about six times the percentage
in the general population. This represented more than a doubling
of the percentage ol private entrepreneurs who were CCP members
in 1993. The rapid increase in the number of private entrepreneurs
who were also CCP members, however, was not the result of a massive
recruitment campaign.

Indeed, the survey revealed that only a tiny minority—5.6 percent—
of private entrepreneurs joined the CCP after they had set up their
businesses. Jiang’s famous speech on July 1, 2001, in which he implic-
itly called for the recruitment of private entrepreneurs, appeared Lo
have had no immediate impact on admitting private businessmen into
the party. Only 0.5 percent of the private entrepreneurs in the sample
had joined the CCP after the speech. This showed that nearly all the
private entrepreneurs were already CCP members before they became
owners of private [irms. The privatization ol SOEs appeared to be more
responsible for the growth of private entrepreneurs inside the CCP
than the party’s organizational recruitment. Indeed, of the 3,635 firms
surveyed, 837 were former SOLs and collectively owned enterprises.
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Of these privatized firms, about half (422) were now owned by CCP
members who were either party officials or well-connected CCP mem-
bers who were able to gain control of these firms during the privatiza-
tion process. The result of the survey implies that roughly halfl the
privatized firms may have ended up in the control of CCP members.'™

Given the CCP’s dominant influence over the economy, it is rational
for China’s private entrepreneurs 1o maintain friendly ties with the
regime. Many private entrepreneurs continue to depend on the gov-
ernment for favors, and close ties with the government can open up
access to new business opportunities and capital. For example, the
richest private entrepreneur in Xinjiang, Sun Guangxin, the president
of Guanghui Enterprises, has received government support in market-
ing natural gas and developing real estate. His firm hired local party
officials, one of whom happened to be the head of a government office
that issued permits to demolish old buildings. Guanghui was exempted
[rom paying local taxes on the land it used.'” Another private entrepre-
neur in Henan, Zhou Wenchang, who gained control of a former state-
owned bus assembly plant through insider privatization, had excellent
connections with the local government. He used local police and
courts to jail a business rival and kidnap debtors to enforce payment.'”

To be sure, Chinese private entrepreneurs have not embraced the
party wholeheartedly. Even though their policy preferences and politi-
cal beliefs appear to be conservative and resemble those of the party
elites, as Dickson’s research shows, it may be premature to declare the
party’s strategy of co-opting China’s new capitalists an unqualified suc-
cess.!” In all likelihood, China’s new capitalists” support for the CCP is
contingent upon the party’s ability Lo provide favors and protect their
privileges and property. The limitations of private entrepreneurs’ sup-
port for the party are apparent in how they respond to the CCP’s ef-
forts of individual co-optation and organizational penetration. As a
group, Chinese private entrepreneurs were more willing to be co-opted
as individuals, as shown by their increasing membership in the people’s
congresses and the CPPCC. They apparently do not object to tight links
between the party and the business groups they belong to. But they are
more ambivalent on taking the initiative to join the party. Although
party members who have become private entrepreneurs choose to
maintain their party membership, only a small number of non-CCP
private entrepreneurs appeared to have joined the party on their own.



Dcmocratizing China? 95

Politically, such ambivalence makes sense. For those who were CCP
members before they were private entrepreneurs, quitting the CCP
would be unnecessarily risky because that step would signal disloyalty
and could have negative political repercussions. Private entrepreneurs
who are not CCP members, however, may see no additional advantages
in entering the party because membership would come with burdensome
chores and responsibilities. But private entrepreneurs, CCP members
or not, seem to have drawn a firm line on the issue ol allowing the party
to establish its cells inside their private firms. The party’s inability to ex-
tend its organizational presence into private firms shows that private
entrepreneurs remain wary about having such a presence because it
may not only interfere with their business operations, but also threaten
the security of their property rights.

The history of post-Mao political reform can be better explained by a
choice-based, and not structure-based, perspective on democratization.
Documentary evidence suggests that senior Chinese leaders such as
Deng were irreconcilably opposed to the idea of withdrawing from
power and allowing genuine political contestation and participation.
Their conception of political reform was narrowly and instrumentally
defined—the only political reform that will be permitted should serve
the needs of helping the CCP remain in power and further the party’s
goal of economic modernization. In contrast, political reform as un-
derstood by the liberals within the CCP comes much closer to a plan of
democratization and institutional pluralism. However, the liberals” fall
from power after the tragedy in June 1989 meant that such a plan would
not be implemented. Consequently, the major institutional reforms of
the political system that began in the 1980s stagnated in the 1990s. De-
spite their promise and potential, the strengthening of the legislative
branch, legal reform, and grassroots self-government have produced
only negligible effects on democratizing the Chinese political system.
Most important, this chapter demonstrates that an authoritarian ruling
party like the CCP, if determined to defend its political monopoly, does
have the means and adaptive skills to confront its new challenges and
contain the threats posed by rapid economic modernization and social
change. Under these circumstances, democratic changes can occur
only at a much slower pace than economic development and depend
more on the initiatives of societal forces than on elite initiatives.



THREE

Rent Protection and Dissipation:
The Dark Side of Gradualism

AS DISCUSSED in Chapter 1, gradualist economic reform is dictated by
its political logic, the essence of which is the political survival of the rul-
ing elites. Constrained by this logic, economic reform cannot infringe
upon the ruling elites’ ability to protect and allocate rents in critical
economic sectors. This means that reform measures taken to improve
the elficiency of these sectors are bound to be partial, compromised,
and ultimately ineffective. Another insight from our theoretical discus-
sion on the pitfalls of gradualism is that the rents protected through
partial reforms are liable to be appropriated by the agents of the regime
who, acting rationally, have the incentive to maximize their own gains
at the expense of the economic health of the regime as a whole. This
destructive dynamic of rent dissipation implies that gradualism is ulti-
mately unsustainable.

In this chapter, I first apply these insights to case studies of three key
sectors—the grain procurement system, telecom services, and banking—
where the Chinese government has implemented gradualist reforms.
These case studies are designed to test the hypothesis advanced in
Chapter 1 about the underlying connection between regime survival,
gradual reform, accumulated hidden costs, and persistent inefficiency,
and demonstrate in greater detail why gradualist economic reform has
not succeeded in subjecting some of China’s most important sectors to
market competition. The lessons drawn [rom these studies are meant to
underscore the unsustainability of gradualist reform due to rent protec-
tion and rent dissipation. In addition, to reach a more comprehensive
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assessment of the overall achievements of China’s gradualist reform
strategy, I will review various measures of the degree of marketization
and compare China’s progress against that of its peers among both
transition economies and developing countries.

The Grain Procurement System

The decollectivization of agriculture between 1979 and 1982 was the
most radical economic reform implemented by the Communist Party.
It laid the foundation for China’s transition to a market economy. Fol-
lowing decollectivization, individual rural households regained their
autonomy in agricultural production. But this reform did not end the
government’s use of administrative power to intervene in the agrarian
sector. Through its continued monopoly of the procurement and sale
of the most critical agricultural products (grain and cotton) and inputs
(diesel fuel and chemical fertilizers), the state has retained its ability to
extract rents from the rural sector despite having relinquished direct
control over the farmers’ day-to-day economic decision making.'

The grain procurement system provides a clue to the interlocking re-
lationship among rent protection, regime survival, and economic inef-
ficiency. From an economic perspective, the unreformed procurement
system appears to have simultancously achieved the worst of all worlds:
high supply and price volatility, huge financial losses (both through sub-
sidies and operating losses of SOEs in the system), and extraction ol
rural income (through purchase of grain from peasants at below-market
prices).? Between 1990 and 1996, the total extraction of rural income
through an implicit tax on grain collected through the procurement sys-
tem totaled 259.2 billion yuan, averaging 37 billion yuan a year (roughly
18 percent of rural GDP).? Such a system, according to a wide-ranging
assessment by the OECD in 2002, “has had adverse consequences for mac-
roeconomic performance in recent years: grain surpluses and falling
market prices have depressed agricultural incomes and contributed to
a marked slowdown in rural consumption growth.”* A case study of
grain production and trade in Fujian province between 1986 and 1996
also concluded that the procurement system was too unpredictable to
enable [armers to have conlidence in the government’s policies.”

Yet, from a regime survival perspective, the monopoly of grain pro-
curement is critical. The grain procurement system has intrinsic political
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strategic importance. Like telecommunication services and banking,
the monopoly of this system gives the government the control of a vital
resource (food supplies). Allowing market forces to dictate the activities
in such a strategic sector poses high risks [or an autocracy because shocks
to the sector can threaten the regime’s hold on power. In addition, mo-
nopoly and government intervention in these sectors create high rents
and plenty of opportunities for officials to profiteer, thus securing the
lovalty of the regime’s supporters.

The Evolution of the Grain Procurement System

Until 1985, the Chinese government had maintained a unified procure-
ment system (tonggou) of grain procurement that required peasants to
sell all their grain to the government at fixed prices. This system was re-
placed, in 1985, by the “contract procurement” system (helong dinggouw).
Like China’s dual-track prices [or everything [rom steel to chemical fer-
tilizers, the new system also had two prices. Grain-growing farmers
sighed contracts with the state for delivering a fixed quantity at a fixed
price (quota price) to government-run grain purchasing stations (fang-
zhan).® Prior to the increase in the quota prices in 1995, the govern-
ment intentionally kept such prices at artificially low levels to extract an
implicit tax from grain growers. This hidden tax on grain disappeared
only after 1995 as market prices, caused by a glut, fell below the quota
prices.”

In addition, the government purchased grain from peasants at higher
negotiated prices (or extra-quota prices) for the quantity that ex-
ceeded the quota. This dual-track system operated relatively smoothly
from 1985 to 1991 and enabled the government to procure 73-88 per-
cent of total marketed grain. Between a third to a half of the grain pur-
chased by the state was transacted using negotiated prices.® Research
by Chinese scholars shows that peasants did not like the arrangement
because of its obvious economic disadvantages.’

Grain procurement remained basically unchanged until the early
1990s.'” Under the pressure of rising fiscal outlays in grain subsidies,
however, the government decided, in April 1992, to unify the purchase
and sale prices [or grain; prior to this change, the purchase prices were
higher than sale prices, causing policy losses in the SOEs in the pro-
curement system. The unification of grain prices eventually evolved
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into a brief but abortive attempt to fully liberalize prices in October
1993. Price liberalization unexpectedly gave monopoly SOFs in the sys-
tem an opportunity to engage in hoarding and price gouging, which
precipitated an artiflicial shortage of grain supplies. Provincial govern-
ments reacted by imposing restrictions on exports of grain, further ex-
acerbating the shortage.!! The ensuing panic buying in the cities forced
the government to halt the reform abruptly.

In the wake of the [ailed liberalization of the grain procurement sys-
tem, the state restored the previous administrative controls, reinstated
the quota system, set price limits, and reimposed its monopoly. The
government decided that it must control 70-80 percent of the grain on
the market. In 1995, it set the target of 50 million tons to be purchased at
quota prices (contracts signed with farmers directly) and an additional
40 million tons at negotiated prices (county governments were respoi-
sible for procuring this amount). The 1995 restoration of state control
was also known as the Grain-Bag Policy, or the Governors’ Grain-Bag
Responsibility System (GGBRS), with provincial governors assuming
primary responsibility over food production. The price for mandatory
grain sales to the government was immediately increased by 40 percent
at the end of 1994 to encourage more grain production.'? In essence,
the pre-1992 system was thus restored. The same old problems—such
as regional barriers to grain trade, closed markets, SOFKs’ monopoly,
and high operating costs—returned as well. Even though the govern-
ment controlled 70-80 percent of the grain available on the market,
the government did not set the sale prices, allowing the SOEs in the sys-
tem to pocket the rent at the expense of the farmers.'?

But the large price increases at the end of 1994 led to abundant har-
vests in the [ollowing years and caused a glut; China, a net importer
of grain in the mid-1990s, became a net exporter at the end of the
1990s. With purchase prices substantially higher than sale prices, the
state-controlled grain procurement system ran up huge losses. In 1998,
losses totaled 40 billion yuan. Surplus grain was [illing up the granaries
as well. The costs of storage fees and loan interests on the grain reserves
in 1998 were 50 billion yuan. Additionally, 8 million tons, or 20 percent
of the grain in the granaries, was deemed unfit for consumption due to
low quality and long storage.'*

Faced with everrising grain subsidies, the government was forced to
cut its quota and protection prices in 1998. Under the guise of a new
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round of reforms, the government banned private firms from partici-
pating in the market and deployed the police, tax authorities, and other
regulatory agencies to crack down on private grain purchasers and ven-
dors. The core feature of the 1998 reform was the government’s use ol
administrative measures, instead of market mechanisms, in managing
supply and demand in the grain market. The government removed
certain grains (classified as low quality) from price protection and thus
forced peasants to reduce production. It also banned peasants [rom di-
rectly selling their grains on the market." The reassertion of govern-
ment control in the grain market marked a major reversal of reform in
this sector as it allowed SOLs to monopolize the grain procurement
market again.'® In 2001, the government began to implement pilot re-
forms to open the grain market, with renewed emphasis on price liber-
alization, reduction of the quantities of grain purchased under the
quota system, and permission for more firms to enter the market. But
these reforms were restricted to grain-consuming provinces, while grain-
producing provinces remained under the old system."”

Analysis

In many ways, the experience of reforming the grain procurement sys-
tem is a typical example of the gradualist approach to reform. The gov-
ernment experimented with various forms of price liberalization, only
to reassert control when such experiments led to unsustainable increases
in fiscal subsidies or market turmoil. Abortive reforms eventually made
little dent on the inefficient old system. However, the costs of failure to
reform continued to mount, as seen in the accumulated huge losses in
the grain procurement system (214 billion yuan from 1992 to 1998
alone) and high market volatility.”® Throughout the reform period, two
ditferent and sometimes conflicting impulses drove policy considera-
tions. The government was determined to retain its ability to control
the vital market [or grain because of its political importance. Yet at the
same time, the government was also averse to paying too high a price,
in the form of mounting fiscal subsidies, for such control. As a result,
whenever supply conditions improved or a glut emerged, the govern-
ment behaved opportunistically by cutting the prices it set [or grain
purchases and reduced the amount of grain it had committed to buy-
ing from the growers at the preset prices.
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Indeed, the primary motivations for changing the procurement pol-
icy, mainly through reducing prices paid to grain growers, appeared to
be the reduction of rising grain subsidies, as in 1985, 1992, and 1998."
But farmers responded to the state’s opportunistic behavior by with-
holding grain. This quickly led to shortages, forcing the government to
raise prices. In this game, the underlying market structure gave the
growers a slight edge. Of all the grain produced in China, farmers
themselves normally consume two-thirds and sell the remaining one-
third—about 150 million tons in the mid-1990s—on the market.?’ To
maximize their income, peasants sold the bulk of their surplus grain
{about two-thirds and usually of poorer quality) to the state-owned grain
bureaus and firms, which typically held down the prices. They sold the
remaining one-third (higher quality grain) to private purchasing agents
who offered higher prices.?' As peasants could respond to market con-
ditions either by withholding sales when prices were too low or reduc-
ing their own consumption when prices were attractive, the aggregate
impact of their response to the government’s behavior on the supply
side was considerable.

This structural feature of the Chinese grain market, coupled with the
flaws inherent in the state-run grain procurement and reserve systems,
made the market more susceptible to supply and demand shocks. A small
fluctuation in supply, either a shortage or excess supply of 10 million to
15 million tons, or 8 to 10 percent of the marketable grain supplies,
could destabilize the market.* Also notable in the case ol the failure to
reform the grain procurement system is the striking fact that the gov-
ernment had never intended to alter the underlying organizational
structure of the grain market. In 1985, 1992-1993, and 1998, the gov-
ernment adjusted prices, but did not set out to abolish the monopoly
granted to the SOEs in the system. As the case of failed full liberaliza-
tion of prices in 1994 demonstrated, removing price controls without
ending the SOEs’ monopoly was bound to encourage price gouging
and market manipulation by these {irms.

An intriguing question is: who has benefited from this inefficient
and volatile marketing arrangement? The state, which has suftfered huge
fiscal losses, does not appear o be a winner, nor do grain-producing
[armers, who had to accept below-market prices until the late 1990s.
The only beneficiary of the system seems to be the SOEs. The interests
of these monopolistic firms are at odds with those of the state and the
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peasantry. Their overriding objective is to maximize monopoly rents,
not to ensure market stability (the state’s goal) or increase income for the
grain growers. Consequently, their behavior has been almost counter-
cyclical: when there is a glut, SOEs will do everything to reduce purchases;
when there is a shortage, SOEs will hoard.*® In addition, government
monopolies in charge of exports and imports of grain displayed the
same rent-seeking behavior, which worked at the expense of market
stability. For example, during the 1994 shortage, state-owned grain ex-
porting companies exported, at low prices, 20 million tons of grain.
The same firms imported 10 million tons at high prices during the glut
in 1995.** The government’s restrictions on private compelition in this
sector have benefited monopoly SOEs as well. Even though, in reality,
private grain wholesale purchasers controlled a large share of the mar-
ket, most private participants in this market were forced to work with
SOEs in an opaque business environment rife with opportunities for
corruption and irregularities.®

The story of the halting—and failing—reforms in China’s grain pro-
curement system is a cautionary tale of the limits of gradualist reform.
The political imperative of maintaining direct influence in a vital eco-
nomic sector led the government to restrict the entry ol market lorces
and preserve its monopoly in this sector. When the costs of maintain-
ing its direct control became excessive, the government behaved oppor-
tunistically by reneging on its commitments to the grain growers, an act
to which [armers responded with lower production and the withhold-
ing of sales. This titfor-tat game of opportunism and withholding of
cooperation made the Chinese grain market unusually volatile during
the reform period. In the meantime, the underlying infrastructure of
an alternative, market-oriented grain procurement system remains to

be built.?

The Telecom Service Sector

China’s telecom service sector has been one of the fastest-growing in-
dustries in the reform era, measured both by the expansion of capacity
and growth in revenues. From 1980 to 2002, the number of fixed line
subscribers grew [rom 4.1 million to 213 million. Revenues of China’s
telecom service firms totaled 411.6 billion yuan in 2002, In 1980 the
combined revenues of post and telecommunications were only 1.3 bil-
lion yuan.”” At the end of 2003, China claimed to have 30.9 million
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computers connected to the Internet and almost 80 million people
with access to the Internet.?® Based on capacity and revenues, China’s
telecom service sector is among the largest in the world. Yet, despite
such impressive growth, the telecom service sector remains one ol the
most closed industries in China, with the state-owned firms dominating
the market through monopolies or duopolies. Private firms have been
banned from providing fixed-line and mobile services. Before China
joined the World Trade Organization (WTO) and was [orced to open
up the telecom service sector under the pressure of its trading part-
ners, foreign telecom firms were kept out of this industry as well.

Monopoly and State Control

Until 1994, the Ministry of Post and Telecommunications (MPT) had
maintained a national monopoly over the telecom sector, which in-
cluded [ixed-line long-distance, local, and mobile services, data trans-
mission, and satellite transmission. MPT was also a dominant provider
of paging services, with almost 70 percent of the market share.?” Under
MPT’s monopoly, telecom services were both expensive and low qual-
ity.* The lucrative rents in the telecom service sector attracted other
powertful players to the market. As early as in 1988, the Ministry of Elec-
tronic Industry (MEI), the Ministry of Flectric Power (MEP), and the
Ministry of Railways (MR) joined forces in seeking the State Council’s
authorization to establish a rival telecom concern to compete against
MPT. However, the MPT’s strong resistance delayed the State Council’s
action for six years. In December 1993, the State Council finally issued
a directive allowing MEI, MEP, and MR (o form China United Tele-
communications Corporation, or China Unicom, along with thirteen
other domestic partners. The State Council also authorized the forma-
tion of Jitong Communications Corp., a new SOFE, to provide Internet
services. In July 1994, China Unicom was born. Its registered capital was
1 billion yuan, and it received a generous allocation ol radio [requency
for a wireless network. With its specialized networks owned by MEP and
MR, China Unicom had ambitious goals: it wanted to gain 10 percent
of both domestic and long-distance service in China, and 30 percent of
the mobile market.?!

Despite the State Council’s approval, however, the existing monop-
oly, MPT’s China Telecom, tried everything in its power to prevent
China Unicom from becoming a true competitor. Wu Jichuan, the
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minister of MPT, reportedly said, “I want not only to strangle Unicom,
but also to bury it deep.” Because MPT was both an operator of the
existing telecom monopoly and the regulator of the telecom sector,
it had ample means to undermine its [ledgling rival. Minister Wu
insisted, “Unicom’s entry into any market must be approved by MPT”
because MPT had the power to interpret the State Council’s December
1993 directive authorizing the formation of China Unicom. Conse-
quently, MPT ruled that Unicom did not have permission to operate
long-distance and local fixed-line services. MPT abused its regulatory
power to delay Unicom’s entry into certain markets. In some cases,
Unicom had to wait as long as two years before MPT approved its ap-
plications. One was Unicom’s application [or its own GSM cell phone
network. Initially, MPT was not interested in building a GSM network
for itself. However, it changed its mind after Unicom had built its own
GSM network. To prevent Unicom from gaining a competitive advan-
tage, MPT eflectively rendered useless Unicom’s GSM by denying it ac-
cess to the MPT’s vast fixed-line network. Only after MPT’s own GSM
became operational did the ministry grant access to Unicom’s GSM
network. In addition, MPT’s China Telecom used predatory pricing
and cross-subsidization to undercut Unicom and charged Unicom ex-
cessive fees for access to its fixed-line networks.**

Such anticompetitive practices stunted Unicom’s initial growth. Three
years after Unicom was formed, it could not get into long-distance or
local markets, in spite of its existing networks. Even its business in the
cell phone market was severely curtailed. Although it had built its own
wireless networks in twenty cities, it was able to operate its networks in
only four (Shanghai, Beijing, Tianjin, and Guangzhou) because MPT
prevented Unicom [rom gaining access to its local networks. At the end
of 1995, Unicom had fewer than 50,000 wireless customers, though its
networks had a capacity to serve 700,000. Its market share of the mobile
telephone market was a paltry 1.38 percent.** At the end of 1997, Uni-
com’s wireless service still had only 200,000 subscribers, about 2 per-
cent of China Telecom’s customer base.”> And in 1999, China Unicom’s
share in the wireless market was only 6 percent, compared with China
Mobile’s 94 percent. In the paging market, China Telecom controlled
67 percent of the market share, and China Unicom had only 3 percent.*

The experience of China Unicom epitomizes the Chinese govern-
ment’s halting efforts to open the telecom service sector. On the surface,
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it appears that the government tried to break up China Telecom’s mo-
nopoly through a series of reorganizational reforms of the industry.
But in reality, the sector continued to be dominated by the monopoly
firms formerly afliliated with MPT, which itsell became the Ministry of
Information Industry, or MII, in 1998. In 1999, China Telecom, which
nominally was separated from MII in 1998 and became an independent
SOL, reorganized itself into four entities: China Telecom (fixed-line
service), China Mobile (wireless), China Paging, and China Satellite-
com. During the reorganization, some of China Telecom’s assets were
transferred to China Unicom. In 2000, the government authorized a
new telecom firm, China Network Communication Group, or China
Netcom, to become an Internet service provider (ISP) and compete
against China Telecom. China Netcom had four state-owned share-
holders that managed to receive $325 million in equity investment from
Goldman Sachs and News Corp. through a private placement. In 2001,
a new fixed-line provider, China Railcom, was [ounded.

The largest restructuring of the sector occurred in 2002 when the
government broke up China Telecom into two entities. The part that
controlled fixed-line networks in the more prosperous twenty-one
provinces, including the coastal regions, retained the China Telecom
name. The networks in the other and less prosperous ten provinces
were combined with China Netcom and Jitong Communications to
form China Networks Communications Group. This restructuring ef-
[ectively transformed a national monopoly in lixed-line services into a
geographically based duopoly. In terms of market share, China Tele-
com remained the dominant fixed-line service provider in 2002, with
133 million users or 62.1 percent of the market; the newly combined
China Netcom had 77 million users or 36 percent of the market. China
Railcom had only 1.4 percent of the market. In the judgment of a gov-
ernment think tank, access to the fixed-line market was as closed as
ever. Despite the breakup of China Telecom into two entities, there was
no competition in this sector. The situation was hardly better in the
wireless market. China Mobile, which was split from China Telecom in
1999, had revenues of 151 billion yuan in 2002, or 77.3 percent of the
market; China Unicom, the upstart, claimed 22.7 percent.”

Throughout the reform era, the state not only successlully kept do-
mestic private firms out of the telecom service sector, but also managed
to prevent foreign investors from penetrating the sector. Despite their
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efforts, foreign telecom firms failed to crack the Chinese market. Even
ingenious schemes—such as the Chinese-Chinese-Foreign equity invest-
ment model, under which a Chinese firm formed a telecom joint venture
with a Chinese-foreign joint venture to bypass regulatory hurdles—
eventually proved unsuccessful. Such a model was tried in the case of
China Unicom, when twenty-one foreign investors—including the big-
gest multinational telecom firms such as Sprint, Nippon Telephone
and Telegraph, Cable and Wireless, and France Telecom—poured
$1.3 billion into China Unicom through their joint ventures in China.
But in late 1999, under government pressure, China Unicom unilater-
ally forced these investors to withdraw their equilies at a very low rate
of return on their investments.* During its WTO accession negotia-
tions, China’s major trading partners, the United States and the Euro-
pean Union, forced China to make key concessions on the opening of
the telecom service sector.

According to China’s WTO accession agreements, the country would
open the telecom service sector to foreign competition in stages. For-
eign companies can get up to 50 percent of ownership in value-added
services in 2005, and 49 percent ownership in both mobile and fixed-
line services by 2007. China’s tough stance on refusing to cede [oreign
telecom operators majority control almost caused its WT'O negotiations
to collapse. But this position reflects the Chinese government’s deter-
mination to maintain its control of the telecom sector despite interna-
tional pressure. Indeed, foreign telecom operators appeared to get
the message and did not take advantage of China’s WTO concessions.
In the two years following China’s WTO accession, only the U.S. firm
AT&T acquired a 25 percent stake for $25 million in a joint ISP venture
with the Shanghai city government.

While strenuously trying to keep foreign competition from its tele-
com service sector, the Chinese government was eager to attract foreign
portfolio investment in its state-owned telecom firms through overseas
stock listings. The initial public offering (IPO) of China Telecom (HK)
in Hong Kong and New York in 1997 netted $4.2 billion.** China Net-
com was floated on the U.S. Nasdaq market in 2000. China Unicom re-
ceived a staggering $5.7 billion at its TPO during the tech bubble of
2000. Following its reorganization in 2002, China Telecom, the fixed-
line operator, sold 20 percent of its shares in an IPO in Hong Kong but
raised only $1.66 billion due to a lack of interest from investors.*
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China Network Communications Group, which was formed in 2002
after the breakup of China Telecom, planned to launch its own IPO in
Hong Kong and New York in 2004 to raise $2 billion.

Thus, almost a decade after China began to liberalize its telecom ser-
vice sector, the underlying dominance and exclusive control by the state
over the vital industry has hardly changed. In 2002, six telecom service
firms, all state-owned or controlled, divided the telecom service market
among themselves. With revenues of 150.9 billion yuan, China Mobile
claimed 36.7 percent of the market; China Telecom had 136.3 billion
yuan in revenues and took 33.1 percent of the market; China Netcom,
with 67.6 billion yuan, had 16.4 percent of the market. These three
former entities of MPT still retained 86 percent of the market share.
The two new telecom firms, China Unicom and China Railcom, had
12.4 and 1.2 percent of the market, respectively.® The state’s direct
control over the telecom firms contributed to their poor performance.
In the judgment of a State Council think tank, state ownership and
control encouraged them to “expand investment, seek market power,
and increase insiders” income . . . these firms have distorted competi-
tive behavior, such as excess debt and price wars.”

The monopoly of the state in the telecom sector was also responsible
for the failure of the National People’s Congress to pass the competi-
tion laws required to liberalize the sector. Although reformers in 1998
proposed telecom legislation that would have established a regulatory
commission modeled aflter the U.S. Federal Communications Com-
mission (FCC), the proposal was not enacted by the national legisla-
ture due to strong opposition from the telecom bureaucracy. As of
2003, the proposed legislation was still in limbo. Because MII, the suc-
cessor to MPT and patron of the telecom monopolies, was put in
charge of drafting the telecom legislation, prospects for real reform
appeared dim.

Analysis

The persistence of the state’s monopoly and control in the telecom ser-
vice sector has led to high inefficiency and poor service and impeded
[urther technological development in the sector. Official data show
that the government’s massive investment in the sector has yielded low
returns. In the late 1990s, the net income/expense ratio in China’s
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telecom sector was 1.14:1, compared with the international average of
%.3:1 and the U.S. average of 7.7:1. This comparison suggests that
China’s telecom sector is half as efficient as that of an average country
and almost six times less eflicient than the telecom sector in the United
States. The transmission capacity utilization rate in China was below
40 percent, as opposed to the international average of 74 percent.*
The management of the telecom industry was poor by international
standards as well, resulting in ineflicient utilization of equipment and
high prices for end-users.® China Telecom’s anticompetitive practices
were also blamed for the poor interconnection that stunted the growth
of the Internet in China.* Crossnational comparison of the performance
and competition in the telecom service industry indicates that China
lagged behind most transition economies and other large developing
countries. A World Economic Forum survey of telecom industries in
eighty-two countries conducted in 2002 placed China among the bottom
quarter or third of the group in terms of competition, infrastructure
quality, and costs of service.*’

The troubled history of reform in the telecom service sector pro-
vides another illustration of the limits of gradualism. State monopoly
has persisted along side high growth, stifled competition, and under-
mined efficiency. But this outcome becomes more understandable if
we make the connection between rent protection and regime survival.
There are several compelling reasons for maintaining the telecom ser-
vice sector as a state monopoly. First, like the grain procurement system,
the telecom service sector has the characteristics of a prized command-
ing height that a developmental autocracy cannot afford to cede. It is
in a vital industry (information) that directly affects the regime’s ca-
pacity of social control. This strategic importance makes it more dilfi-
cult to open the telecom sector for competition because opponents of
reform can easily justify their opposition on grounds of national and
regime security. Second, the telecom sector is itself a huge patronage
machine and a source of rent generation because it employs a large
number of employees, invests massive capital, and collects monopoly
rents. Direct control of this sector provides the regime the ability to re-
ward and keep its supporters (the low returns of China’s telecom SOEs
should be an indication that their monopoly rents may have been dis-
sipated among the insiders). Of course, the introduction of new state-
affiliated competitors may temporarily upset the balance, as the case of
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China Unicom illustrates, principally because it threatens the bureau-
cratic clout and rents of the existing monopoly (MPT’s China Telecom).
The ostensible “corporatization” of the state-owned telecom assets and
the transition from a monopoly (a single SOE) to a duopoly (two SOEs)
have not altered the nature of the state monopoly. Entrenched inter-
ests have succeeded in protecting their rents.

One intriguing question emerges from this examination of the tele-
com sector. Why has the Chinese government locked out domestic
private competition from the sector and even prevented domestic port-
folio investment in its telecom SOEs (none are listed on the domestic
stock markets), but allowed minority foreign ownership in these firms,
both through overseas stock market listings and potential postWTO
direct investment? Several explanations are likely. Minority foreign
ownership does not threaten the regime politically even though it may
force some changes in corporate governance on the margins. Instead,
such ownership can actually add a gloss to these state-owned assets. As
a result of overseas listings, the monopoly value of the state’s telecom
assets is instantly reflected in the share prices of the state-owned tele-
com firms listed in Hong Kong and New York. Perversely, this explicit
link between capital market valuation and state monopoly becomes an-
other obstacle to reform. Under the pretense of protecting the state’s
investments, the government can justify its monopoly because stock
markets value monopolies. Indeed, since the listing of Chinese tele-
com [irms overseas, MII and China Telecom have tried on at least two
occasions to use their power to boost the stock prices of listed telecom
firms.#

The Banking Sector

Of China’s major economic sectors, the banking system is arguably the
least reformed and most troubled. In this sector, as in other sectors crit-
ical to the CCP’s ability to retain rents, gradualist relorms have not only
failed to reduce inefficiency and promote competition, but also con-
tributed to the build-up of a massive amount of nonperforming loans
{NPLs) that has become the most serious threat to the sustainability of
China’s economic growth in the twenty-first century.* In many ways,
the lack of progress with regard to financial reform in China is an
anomaly. On the one hand, the country has achieved unprecedented
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financial deepening—a measure of progress in financial liberalization—
during the reform era. The key indicator of financial deepening, the
ratio of financial assets to GDP, rose from 0.94 in 1978 0 2.78 in
1998—a level higher than that reached in the early 1990s by the most
developed financial markets, such as the United States, Germany, and
the United Kingdom. The level of China’s financial deepening also has
exceeded that of the newly industrializing countries (NICs).” On the
other hand, China’s [inancial sector, dominated by the state-controlled
banking system, is the weakest among the world’s major economies,
with a very high level of NPLs, pervasive corruption, and low efficiency.
Judging by standard accounting criteria, all the major state banks be-
came technically insolvent in the mid-1990s.”’ The main [unction of
the Chinese banking system is to funnel credit to value-destroying
SOFs, not to the thriving private sector. In this section, I will review the
history of gradualist reforms in the banking sector, assess the results of
such reforms, and analyze the factors that have contributed to their
failure.

Banking Reform since 1979

During the prereform era, China had a mono-bank system. The People’s
Bank of China (PBOC) combined the functions of both central and
commercial banking under state planning. The reform of the banking
sector began gradually and tentatively in 1979, as China began its eco-
nomic transition. That year, the government set up three specialized
state-owned banks, the Agricultural Bank of China (ABC), the Bank of
China (BOC), and the China Construction Bank (CCB). In 1984, it es-
tablished the Industrial and Commercial Bank of China (ICBC). These
specialized state-owned banks then became the primary institutions of
financial intermediation, with the PBOC assuming its role as the central
bank. In the 1980s and early 1990s, the government took additional
steps in diversifying the banking system. State-alliliated joint-holding
banks (the Bank of Communications, Guangdong Development Bank,
Shenzhen Development Bank, Shanghai Pudong Development Bank,
China Merchants Bank, and Fujian Industrial Bank) entered the sec-
tor. The ownership of these banks was spread among local govern-
ments, government ministries, and SOEs. In addition, the government
allowed the establishment of a large number of nonbank financial
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institutions, such as rural credit cooperatives (RCCs), urban credit co-
operatives, and investment and trust companies. Foreign banks were
permitted into the Chinese market to conduct limited banking opera-
tions as well.”” These measures had a negligible impact on the liberal-
ization and development of the banking system, however. According to
top Chinese economists who were drawing up plans for financial re-
form in the early 1990s, China’s central bank was considered dysfunc-
tional and [ailing in its management of monetary policy. Specialized
state banks were similarly unable to perform their assigned tasks of fi-
nancial intermediation efficiently. China’s financial markets were
judged to be chaotic.”

By all accounts, serious banking reform did not begin until 1994 and
was probably precipitated by the overheating of the economy and
credit explosion in 1992-1993 that alerted the Chinese leadership of
the dangers of an unreformed banking sector. The reform package in-
cluded most of the recommendations provided by liberal economists.*
On the whole, the reforms introduced in 1994 and 1995 created a legal
framework for the financial sector through the promulgation of the
People’s Bank Law and the Commercial Banking Law, strengthened
the PBOC’s role as the central bank, established three policy banks,
and transtormed the four specialized state banks into state commercial
banks (SCBs). Additional reform steps included the strengthening of
banking regulations, the consolidation of poorly regulated investment
and trust companies, the establishment of one private bank (China
Minsheng Bank in 1996), and the transformation of urban credit co-
operatives into city commercial banks.®® The East Asian financial crisis
in 1997-1998 jolted the government into taking additional steps Lo
strengthen its banks, as weak [inancial institutions were blamed [or caus-
ing the crisis. It imposed tighter prudential supervision and pushed
Chinese banks to adopt more stringent standards for classifying loans.
The PBOC abolished loan quota control over the four SCBs in January
1998. The Ministry of Finance (MOF) also issued 270 billion yuan in
special treasury bonds in 1998 to shore up the capital base of the four
SCBs. Additionally, in 2000, the four SCBs set up four asset manage-
ment companies (AMCs), which took 1.4 trillion yuan in impaired
assets ol the balance sheets of the SCBs.” To streamline operations,
the four SCBs cut their staft by 130,000 and reduced the number of
branches by 40,000 between 1997 and 2000.
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Although these steps prevented a full-blown banking crisis, they did
not succeed in improving the financial performance of the SCBs. The
asset quality in the banking sector continued to deteriorate. The lead-
ership transition in 2002-2003 provided [resh momentum [or banking
reform. A new regulatory agency, the Banking Regulatory Commission,
was established in April 2003 to strengthen the prudential supervision
of all deposit-taking institutions. In a shift of reform strategy, the new
leadership in early 2003 decided to [ocus on turning the SCBs into
joint-stock companies and listing their shares on overseas and domes-
tic stock markets in the hope of improving their corporate governance.
This strategy was implemented in late 2003, when the government se-
lected BOC and CCB, two SCBs with lower NPL ratios, for new capital
injection and corporatization.

As part of the strategy, $45 billion from China’s foreign reserves was
transferred as core capital to BOC and CCB. In addition, the MOF
wrote ofl'its equity in the two banks, worth 300 billion yuan.*” In return,
the government intended to hold the revitalized banks to tough cor-
porate governance and financial performance criteria.’® Like other
monopoly SOEs listed on overseas markets, BOC and CCB opened
their arms to foreign strategic investors. Two large Western banks, the
Deutsche Bank and Citigroup, expressed interest in taking stakes in
CCB.* Altogether, the cumulative costs in bailing out the SCBs alone
were more than 2.3 trillion yuan, about 20 percent of GDP.* Bul the
eventual costs ol writing ofl the NPLs in the banking sector would del-
initely be much higher. In all likelihood, capital injection and stock
market listing, without substantial changes in the environment in which
they operate, may not alter the nature of the SCBs as the conduit of
government-directed lending.®!

The overall assessment of China’s reform efforts in the banking sec-
tor has been negative mainly because these reforms have failed to
increase competition, improve efficiency, and reduce NPLs.* The state-
dominated banking sector has failed in its role of channeling savings to
the most productive sectors and areas. Loans extended by the banking
sector at the national level have been found to have a negative impact
on provincial economic growth because such loans were used to sup-
port SOEs.*® A study by the IMF has shown that the state bank-
dominated financial intermediation is inefficient in converting financial
resources into productive assets in China. The country’s most efficient
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and fastest-growing private sector, or the faster-growing provinces, has not
used the financial system in any substantial way for financing its growth.
For these firms and provinces, nonstate financing has contributed to
faster growth.® In provinces with more diversified banking sectors and
where state banks have weaker influence, the growth rate has been
higher.*” Due to the government’s control of interest rate policy, loan
rates still do not reflect risks. This has been responsible for macroeco-
nomic instability, as subsidized credit encouraged excess investment
during boom years while administrative tightening of loans led to hard
landings, especially in the 1980s.%® Financial sector reforms have failed

o increase the integration of China’s capital markets.*

SCBs’ Dominance and Performance

To evaluate the reform measures taken by the Chinese government in
the banking sector, three tests need to be applied. The [irst is whether
such reforms have reduced the state’s control and intervention in this
vital sector. The second is whether such reforms have increased com-
petition in the sector. The final test is whether they have improved the
performance ol the sector. Unfortunately, China’s banking reform has
failed all three.

The reforms have failed to reduce the state’s control and interven-
tion in the sector. This can be seen by looking at the ownership struc-
ture of the banks. In addition to the four dominant SCBs, which are
wholly state-owned banks, virtually all the other major joint-stock banks
are owned by state-affiliated entities and local governments. The newly
formed city commercial banks are owned and controlled by local gov-
ernments and SOEs.*® Even rural credit co-ops, nominally owned by
farmers, are run by local governments. The effective state monopoly
of the banking sector has remained intact.*® The only truly private
financial institution is Minsheng Bank. But with assets of $30 billion
in 2003, this bank is a relatively small player.™ In 2003, there were
signs that the government might be ready for the entry of additional
private banks. One possibility under discussion is the establishment
of private rural commercial banks in which local government would
have no control.”

Compared with indigenous private sector players, foreign banks
have fared only marginally better. Although they were allowed to open
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branches and representative offices in 1990, the restrictions imposed
by the Chinese government have largely kept foreign banks out of the
market beyond financing trade and servicing foreign-invested firms. In
1997, of the 173 foreign banks with foreign currency operations in
China, only 9 were allowed to conduct local currency operations. For-
eign banks had $38 billion in assets (about 3 percent of the assets in the
four SCBs) and $27 billion in loans.” The situation in 2002 remained
basically unchanged. Foreign banks accounted [or only 1 percent of
total bank assets in China.”? Getting into China’s banking sector via
joint ventures was restricted as well. Only a small number of foreign fi-
nancial institutions were allowed to make equity investments in several
select small joint-stock banks (including Minsheng Bank).” By the end
of 2003, China had only seven Sinoforeign joint-venture banks.”
While foreign banks will gain unimpeded access to the domestic mar-
ket in 2007 as a result of China’s WTO commitments, the prospects for
domestic private entrants remain cloudy.

The most immediate and important impact of the state’s dominance
in the banking sector is the government’s tight control of the most crit-
ical price in allocating credit—interest rates. During most of the reform
era, the government imposed strict control on loan and deposit rates.
The pace of liberalization was extremely slow. Starting in 2000, limited
flexibility was allowed only in certain types of transactions that would
not likely have a substantial impact on the credit market. For example,
the government allowed the [ree [loating of borrowing rates on the in-
terbank market. Rates on foreign exchange deposits became fully lib-
eralized. RCCs were able to float their loan rates within a narrower
band, as were city commercial banks, which could raise their loan rates,
or lower them, within a very narrow band. However, deposit rates [or
all banks were set by the PBOC. Loan rates in the SCBs and eleven
jointstock commercial banks that controlled more than 80 percent of
the loan market were also determined by the PBOC.™

China’s banking reform has failed the competition test because the
measures taken since 1979 have not brought about a fundamental
structural change in the credit market, leaving the dominant positions
of the SCBs essentially untouched. In 1986, the four SCBs controlled
83 percent ol the deposits and accounted for 90 percent of the out-
standing loans.” By 2003, they had lost considerable market share
due to the emergence of other financial institutions. The four SCBs
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accounted for 65 percent of the total deposits and 66 percent of the
outstanding loans. Nevertheless, the dominance of the four SCBs re-
mained unchallenged.”™ The SCBs were able to defend their market
share mainly because their owner—the state—used regulatory tools to
stifle competition. For example, in the market for bank deposits, the
SCBs had implicit state guarantees. SOFEs could deposit funds only in
the banks that lent them loans, which meant the SCBs. The PBOC pro-
vided cheap [unds to the SCBs because nearly all of the PBOC lending
went to the four SCBs. The operations of the newly formed joint-stock
banks were also subject to geographical restrictions. Finally, the fixed
rates on loans and deposits prevented competitors from offering more
attractive rates to challenge the SCBs.”™

The suppression of competition in the banking sector makes little
economic sense bhecause all performance data showed that new en-
trants—joint-stock banks, Minsheng Bank (the only private bank), and
[oreign banks—were more ellicient operators and delivered [ar supe-
rior financial results. Jointstock banks were six times more profitable
than the SCBs in terms of returns on assets and net profits.* From 1994
to 1998, their returns on assets and on equity were ten times higher
than the SCBs.*' Their asset quality was higher as well. In June 2003,
the NPL ratio for the eleven jointstock banks was only 9.3 percent
{(based on the five-category classification), compared with 21.4 percent
for the four SCBs.* City commercial banks, the successor to urban
credit cooperatives, had [ewer NPLs than the SCBs. Only RCCs had a
higher NPL ratio (30 percent) than the SCBs.** Minsheng Bank’s NPL
ratio in 2002 was only 1.74 percent.® The NPL ratio for foreign banks
operating in China was 4.3 percent.®

The most important reason [or the higher profitability and asset
quality for Minsheng Bank, foreign banks, and, to a lesser extent, joint-
stock banks is that these institutions, compared with the SCBs, made
more loans to nonstate borrowers that were less likely to default. In
1998, [or example, 45 percent of the loans issued by ICBC to small and
medium-sized SOEs were nonperforming, compared with 29 percent

for Sino-foreign joint ventures and private firms.*

Although the per-
centage of loans issued by joint-stock banks to private firms was rela-
tively low, it was on average about twice higher than that issued by the
SCBs.* Sixty percent of the loans made by Minsheng Bank went to pri-

vate firms, as well as to medium and small firms.*® By comparison, the
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SCBs and, to a lesser extent, jointstock banks gave nearly all their loans
to SOFs. In the mid-1990s, about 95 percent of the SCBs” loans and
92 percent of the loans from joint-stock banks went to SOEs.* This
situation did not improve in 2000. For example, in Jiangsu and Zhejiang,
the two provinces with the most dynamic private sector, only about
5 percent of the outstanding bank loans went to the private sector, in-
cluding TVEs.™

Among developing countries, China’s lending to the private sector
has been considered the most discriminatory. In 1999, of the seventy-
eight countries surveyed by the World Bank, China’s lending to the pri-
vate sector—calculated as the ratio of credit by deposit money banks
and other [inancial institutions to the private sector—was ranked the
bottom fifteenth, just ahead of countries such as Haiti, Ghana, Syria,
Rwanda, Algeria, Niger, and Sudan.”* Lack of access to credit forced
China’s private firms to turn to internal financing, hampering their
growth. A study of small and medium-sized f{irms, mainly private enter-
prises or TVEs, in Zhejiang and Jiangsu in 2000 found that only 24 per-
cent of their capital was bank loans. These firms relied on the curb
market SCBs and raised money from employees for expansion and op-
eration.” During most of the 1990s, about two-thirds of the loans made
by the entire banking sector went to SOEs. Only about 10 percent were
provided to TVEs, private firms, and foreign joint ventures; about 6 per-
cent of the loans made by the SCBs went to private firms, TVEs, and for-
eign joint ventures.” Starting in 1998, however, with the rapid increase
of residential mortgage loans, consumer credit, and the transfer of
1.4 trillion yuan in NPLs from the SCBs to the four AMCs in 2000-2001,
the share of the outstanding loans made to SOEs began to decline. By
2001-2002, it was estimated that half the loans extended by the banking
sector were for SOEs, and the other half for the nonstate sector.*

Another consequence of maintaining the state’s dominance in the
banking sector and of defending the SCBs’ privileged market positions
has been an unbalanced structure in China’s capital markets. With the
SCBs maintaining a near monopoly on financial intermediation dur-
ing most of the reform era, bank loans—direct financing—have been
the primary source of capital. Indirect financing, through the issuance
of stocks and bonds on the capital markets, grew very slowly. Equity
issuance started in China in 1987, but did not raise any significant
amount of capital until 1993, when proceeds from IPOs reached 37 bil-
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lion yuan, and peaked in 1997, with IPOs raising 129 billion yuan.*
Between 1995 and 1998, bank loans contributed more than 80 percent
of the increase in the capital stocks of firms, equity investment ac-
counted for only 5 percent, and bonds less than 2 percent. The ratio of
direct financing in China (less than 10 percent) was much lower than
in Japan and other East Asian countries (about 30 percent).”® A finan-
cial system dominated by bank lending has concentrated risks in the
banking scctor. But such a system has served the government well. As a
study by the State Planning Commission stated, “Because ol the gov-
ernment’s direct control of the financial system, the country’s capital is
concentrated in the state-owned banking system. Such capital, through
implementation of the government’s credit plans, flows to key projects
and SOEs that [it with the government’s plan.””

Finally, China’s banking reform has failed the third test—financial
performance. The dominant SCBs, which are among the largest finan-
cial institutions in the world, have also been the worst performers by in-
ternational standards, with returns on assets in the 1990s ranging [rom
0.3 to 0.9 percent.” Measured by capital and loan loss reserves, the
SCBs had fragile balance sheets. During the 1990s, their capital ade-
quacy ratio was significantly below the 8-percent level recommended
by the Basel guidelines.” In 2001, the average capital adequacy ratio of
the four SCBs was only 4.95 percent, about half the level recommended
by the Basel guidelines for banks in emerging markets.'®

Howecver, the most serious weakness of the SCBs—and of the Chi-
nese banking system—is the huge amount of NPLs. Although the Chi-
nese government spent more than $200 billion to recapitalize the SCBs
and reduce their NPLs from 1998 to 2001, the impaired asset ratio in
the banking system has remained stubbornly high, mainly because the
recapitalization ol banks has not been accompanied by more systemic
reforms, and new NPLs have been generated in large volumes. For ex-
ample, the official NPL ratio in 1999 was 25 percent. But in 2002, after
the transfer of 1.4 trillion yuan of NPLs was completed and the asset
base of the four SCBs increased considerably, their NPL ratio was
still 25 percent, implying a rise of NPLs in absolute terms.'”! Indeed,
from 1998 to 2002, 1.7 trillion yuan in new bad loans were created in
the four SCBs.'?? Official data released in 2003 showed that, as of
September 2003, the NPL ratio was 21.38 percent for the four SCBs
and 18.74 percent for all major financial institutions (based on the
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five-category classification). But Standard & Poor’s estimated in 2003
that the real NPI ratio in China’s banking system was about 45 per-
cent, more than double the official Chinese figure. The rate of recov-
ery on NPLs was estimated to be only 20 percent. The U.S. rating
agency deemed the Chinese banking sector technically insolvent. It
would take at least fifteen years to bring the NPL ratio in the banking

sector to b percent.'”

Poor Governance and Corruption

In addition to politically directed lending, poor governance and weak
management have also contributed to the deteriorating performance
of China’s banks. By international standards, Chinese banks have woe-
fully weak internal control. For example, in 2003, internal auditing
staff in Chinese banks accounted for only 1 percent of the bank em-
ployees, compared with b percent in Western banks.'™ Accountability
has rarely been enforced. In a survey of bank employees in 2002,
20 percent reported that absolutely no action was taken even when mis-
takes that resulted in bad loans were discovered; 46 percent said “no
ellorts are made to uncover bad loans, so people [responsible for mak-
ing bad loans] are not held accountable.”'” Researchers have docu-
mented systematic looting and abuse by insiders in the banking sector
in the 1980s and 1990s.'" A large number of senior bank executives, in-
cluding the presidents of BOC and CCB, have been jailed [or corrup-
tion. In 2003 and 2004, four of the five most senior executives of BOC’s
Hong Kong subsidiary, including its president, Liu Jinbao, were ar-
rested on corruption charges. Government investigators found that the
funds Liu stole from the bank, as well as the bribes he had accepted,
exceeded 41 million yuan.'”” In the worst case of insider looting, man-
agers at a BOC branch in Kaiping, Guangdong, stole $483 million from
1997 to 2002.'*

The amount ol money involved in uncovered corruption cases in the
banking system has often been staggering. Audits conducted by the Na-
tional Audit Administration in 1999 uncovered 400 billion yuan in mis-
used funds at 4,600 branches of the ICBC and 1,700 branches of the
CCB.'™ A separate audit of the Agricultural Development Bank (ADB) in
2001 revealed that between 1995 and 2000, the head office of the ADB
used illegal means to siphon off 57 million yuan to cover questionable
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administrative expenses. In addition, from 1996 to 1999, the ADB ille-
gally appropriated 800 million yuan in stock speculation, with profits
pocketed by the insiders. In its audit of the Guangzhou branch of the
CCB in 2002, the National Audit Administration found pervasive cor-
rupt practices and irregularities, such as the concealment of income,
fraudulent accounting, hidden slush funds, and fraudulent issuance of
loans."" Poor governance, corruption, and irregularities appear Lo
have contributed to the issuance of a large number of risky loans, par-
ticularly to real estate developers. In its inspection of bank loans in
2002, PBOC found that, of the 146.8 billion yuan in real estate loans is-
sued by banks from June 2001 to September 2002, two thousand loans
worth 35 billion yuan (25 percent of the total amount reviewed) were
made in violation of regulations.’"!

A landmark study by two of China’s leading financial economists in
2002-2003 documented the magnitude of corruption in China’s bank-
ing system. The director ol research at the PBOC, Xie Ping, and his col-
league, Lu Lei, surveyed 3,561 bank employees, enterprise managers,
farmers, and private entrepreneurs in twenty-nine cities in 2002.''2 n
response o their question on whether “financial institutions use their
power of credit/capital allocation to engage in corrupt transactions,”
37 percent of the respondents thought such a practice was “prevalent”
and an additional 45.2 percent believe it was “quite often.” Forty-five
percent also said that they must “give some goodies” as “extra costs
of obtaining credit.”'"?
3.9 percent of the loan amount to obtain bank credit and oftfer an ad-

On average, {irms had to pay bribes equal to

ditional 4.9 percent in maintaining relationships with the banks. For
individual farmers, they must pay 5.9 percent of the loan amount to get
credit and 2.9 percent to keep the relationship.

It is worth noting that the extra costs of borrowing (bribery) for
firms were exactly identical to those paid by individual farmers—
8.8 percent of the loan amount to get credit and maintain access Lo
bank lending. Levied on top of the nominal oflicial rates, this “bribery
premium” of 8.8 percent brought real interest rates of loans from
banks close to the rates on the private credit market (the curb market
rate was about 10 percent above the official rate). This implies that the
true cost of credit was high (or Chinese [irms and [armers, even though
bank insiders captured the difference—tens of billions of yuan every
year.!' Indeed, the same survey of bank employees showed that “the
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authority to make loans” and the “relationship with clients,” not per-
formance, determined the level of income of bank employees. As a
result, top bank managers and loan officers had the highest income.
Respondents to the survey estimated that the hidden income of bank
managers likely comprised 48 percent of their aggregate individual in-
come; for loan officers, the figure was perhaps 31 percent.!!®

Analysis

In retrospect, the Chinese government’s belated, costly, and largely un-
successful attempt to reform the banking sector should not be surpris-
ing. Like grain procurement and telecom services, banking is one of
the “commanding heights” that the government cannot afford to aban-
don. Indeed, given the crucial importance of the banking sector’s role
in allocating capital, which is one of the scarcest resources in develop-
ing countries, this sector is even more important to maintain the CCP’s
ability to protect its patronage system and base of support. With 1.7 mil-
lion employees, 150,000 branches nationwide, and, most critically,
assets totaling 13 trillion yuan, no other economic organization or net-
work could rival the power of the four SCBs in allocating resources and
securing political support.''® Indeed, it would be politically risky, even
unthinkable, for the CCP to willingly cede its control of this economic
artery at the early phase of the economic transition through real liberal-
ization and destatization.

Constrained by the overriding logic of political survival, the Chinese
government’s strategy for reforming the banking sector has been fo-
cused on ensuring the state’s control even in an overall environment of
economic liberalization. Such control has been maintained by keeping
out competition from domestic private actors and foreign banks and
by, even among state-affiliated financial institutions, giving the four
SCBs a virtual monopoly over the banking sector during the reform
era. There is in this regard a striking similarity between the govern-
ment’s effort to protect the virtual monopoly of the SCBs and the
MPT’s persistent—and successful—campaign to prevent other (new)
state-affiliated competitors from grabbing a significant share of the
telecom services market.

An obvious explanation is bureaucratic politics: established monop-
olies such as the MPT (and its spin-offs such as China Telecom and
China Mobile) and the four SCBs enjoy more bureaucratic clout within
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the regime, and they are reluctant to see their privileged positions
threatened by new entrants. But this explanation does not address
another puzzle. The top leadership is the ultimate arbiter in deciding
the winners and losers in such bureaucratic turl wars. To the extent
that the top ruling elites are aware of the aggregate benefits of im-
proved efficiency that would flow from liberalization and competition
in these sectors, they should rise above the fray and favor more liberal-
ization and competition. Why did the top leadership side with the exist-
ing monopolies?

A plausible answer is that the introduction of new entrants, even
state-affiliated, would likely produce an organizational shock Lo the ex-
isting patronage system and threaten to disrupt the CCP’s ability to al-
locate critical resources. It is worth noting that the CCP itself has
a highly centralized structure of power. Ideally, a centralized political
structure is best served by a centralized economic decision-making
structure. In the Chinese context, even creating competition without
real destatization would lead to more economic decentralization. Even
though two of the hallmarks of China’s gradual reform were fiscal and
administrative decentralization, it is worth noting that Beijing con-
ceded its control over fiscal policy gradually and reluctantly, and, start-
ing in 1994, began to recentralize the fiscal system.

Ironically, the central authorities’ concessions on fiscal decentraliza-
tion guarantee that they will maintain centralized control over credit
allocation as a vital means of regime survival. In the context of declining
on-budget fiscal revenues and rapidly increasing household deposits in
the banking system, controlling the banking sector makes much more
sense for the central authorities. Decentralizing the banking system fol-
lowing fiscal decentralization, even among new state-alfiliated actors,
would definitely undermine the central control of credit allocation,
with potentially severe political repercussions.

Yet, the paradox of rent protection at the sector level and rent dissi-
pation by insiders means that it is also very costly to maintain an unre-
formed banking system. Eventually, the combined effects of sectoral
inefficiency and rent dissipation would threaten the stability of the en-
tire financial system and demand government action. In China’s case,
the government was forced to introduce gradual relorms to slow the
deterioration in the banking sector. In the early 1990s, as the SOES’
financial performance worsened dramatically, action was urgently re-
quired. In addition, the overheating in 1992-1993, blamed mainly on
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the government’s loss of control over bank credit, and the effective
takeover of economic policy-making by a reformist leader, Vice Premier
Zhu Rongji, precipitated the reform measures adopted in 1994-1995.

But these incremental reforms have made marginal improvements
at best. With the exception of the strengthening of the central bank,
these reforms have not improved competition or transformed the SCBs
into real commercial banks. Indeed, none of the reforms adopted were
intended to end the state’s monopoly of credit allocation, and indi-
rectly threaten the regime’s ability to distribute rents. The results of
such partial reforms have been all too predictable: the banking system
has remained under the control of the state and retains its vital func-
tion as a conduit of politically directed credit, and the deterioration of
assets has accelerated. Less than a decade after these partial reforms,
the government was forced to dip into its last cash reserves—the coun-
try’s foreign exchange reserve—to shore up the fragile banking system.
Revealingly, the bank bail-out package unveiled in early 2004 gave no
sign that the government would relinquish its control over the banking
sector. Even after capital injection, corporatization, and stock market
listing, the state will retain its majority ownership in the restructured
former SCBs. Domestic private entrants still face high hurdles. Even
China’s entry into the WTO would have a modest impact on reducing
barriers to the entry of foreign banks into the Chinese market.!"”
In other words, despite the huge economic costs, the government seems
as determined as ever to defend the sector to which the CCP’s own
security has been inextricably linked.

The Economic Costs of Gradualism

In evaluating gradualism, its proponents tend to overlook and down-
play the accumulated costs of partial reforms and reversals and the im-
pact of such reversals on the overall reform process. In the Chinese
case, such partial reforms and reversals, two steps forward and one step
back, have been the hallmarks of most top-down reforms. When looked
at individually and within the political context at the time of adoption,
these partial reforms might appear to be positive, albeit small, steps
forward. Although their costs, both in terms of residual rents and op-
portunity costs, were recognized, they were judged to be outweighed
by potential gains from the adoption of reform. And in fact, on bal-
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ance, incremental reform has been better than no reform. However,
economic reform is path-dependent: bad initial partial reforms lock
decision makers into a certain path and constrain their future choices
with the mounting costs of reversing mistakes. Flawed reform measures
have high reversal costs not only in terms of opposition from vested in-
terests, but also in terms of reputation loss for reformers. Indeed, re-
formers cannot afford to suffer such reputation losses too often if they
wish to sustain political support.

In addition, the gains from such partial reforms frequently turned
out to be considerably smaller than expected or even nonexistent alto-
gether, while costs were huge or exceeded expectations. It is easy Lo
assume that an incremental reform step would be “Pareto positive” or
efficiency-enhancing. What is not sufficiently recognized, however, is
that each incremental reform step is a carefully negotiated policy move
and embodies compromises that permit continuation of economic in-
efficiency. Under the right circumstances, partial relorms may produce
more efficiency gains. But because residual inefficiencies are politically
protected, it is equally likely that the costs of maintaining such residual
inefficiencies may be high or even exceed any efficiency gains from
partial reforms.

The best example is perhaps China’s introduction of the so-called
contract system in the 1980s in reforming its SOFs. Based on the model
of the rural household responsibility system, this measure was initially
thought to be capable of giving SOE managers new incentives to im-
prove the performance of their firms with specific targets and more
managerial autonomy—without touching the sensitive ownership is-
sue. But the net result of this measure was assetstripping and long-
term deterioration. Insiders in SOEs improved short-term performance
to maximize their pay at the cost of deteriorating balance sheets and as-

set quality. The reform was unceremoniously abandoned in the early
1990s.18

How Marketized Is the Chinese Economy?

The degree to which market forces determine economic activities in a
transition economy is an important measure ol the success ol relorm,
regardless of the mode of transition. In assessing the achievements
of China’s gradualist approach, a crucial yardstick is the degree of
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marketization of the economy. Unfortunately, marketization is, at most,
a subjective measurement. Estimates reached by Chinese scholars show
that, at an aggregale level, the marketization of China’s economy in the
late 1990s was about 50 percent, implying that the transition was perhaps
only half-complete."® There are enormous variations across regions and
sectors, however. According to an official report, the level of marketiza-
tion is higher for commodities and lower for factor inputs. The financial
sector is the least marketized. Coastal areas in the east are more market-
ized than the western regions.' In this section, we will use a variety of
economic indicators to assess the degree of marketization in China
twenty-five years after the introduction of gradualist economic reform.

SOEs’ Share of Economic Qutput and Employment

To the extent that direct ownership of firms allows the state to control
or influence economic activities, the share ol economic output [rom
SOEs should be an important measure of marketization. The higher
this share, the lower the degree of marketization, and vice versa. By this
measurement, the Chinese economy can be said to have been signifi-
cantly marketized. Official figures indicate, for example, that SOEs
(including firms controlled by the state through majority holding) ac-
counted for 44 percent of the gross industrial output in 2001, a decline
of 20 percent from 1985."" Employment in SOLs has experienced a
drop of similar magnitude. In 1985, employees in SOEs accounted [or
68 percent of the industrial labor force; by 2001, the figure was down
to 48 percent.'® Taken together, however, these aggregate data suggest
that, despite dramatic progress in marketization, the state retains an
important presence in China’s most important economic sectors. In
particular, the state has maintained its monopoly or near-monopoly in
several key sectors, such as telecom, banking, energy, power genera-
tion, civil aviation, and rail transportation. The control over these im-
portant sectors allows the government to have an ability to influence
economic activities—and distort the market—that is perhaps far greater
than its share of total economic output would indicate.

The State’s Influence in Commodites and Factor Markets

Most economists agree that China’s commodities markets have been
more fully liberalized than its factor markets. The percentage of prices
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for commodities set by the state has fallen significantly. At the begin-
ning of reform, in terms of aggregate value, the state set the prices for
93 percent of agricultural products, 100 percent of industrial produc-
tion materials, and 97 percent of retail commodities.'” In the mid-
1990s, according to Thomas Rawski, market forces determined the
prices of 93 percent of retail commodities, 79 percent of agricultural
products, and 81 percent of production materials.”* An official Chi-
nese government research report claimed that in 2000, the prices of
90 percent of agricultural products and 86 percent of production ma-
terials were set by the market.!® But these numbers may have greatly
understated the government’s effective control in setling prices. One
Chinese economist argued that the government’s ability to set prices
for coal, steel, railroad transportation, crude oil, electricity, and other
goods and services gave it enormous influence. As a result, only about
60 percent of the prices in China in the mid-1990s were fully set by the
market.'®

In the factor markets, the state has maintained considerable control.
By one estimate, the level of marketization in the labor market was be-
low 30 percent in the mid-1990s because of the government-imposed
restrictions on the labor market, especially on the {low of rural labor
into the cities.’”” But two other estimates suggested a higher level of
marketization (in the range of 65 to 70 percent).'?® The state continues
to dominate the real estate market, mainly through its ownership of
land and restrictions on land translers. Similarly, the market lor corpo-
rate control has not fully emerged in China as a result of government
limits on transfers of ownership rights. China’s progress in developing
a market for technologies has been very slow due to the weak protec-
tion of intellectual property rights.'®

Without doubt, the financial sector remains the least marketized.
Even the State Planning Commission admitted in its own assessmentin
the mid-1990s that the level of marketization in the financial sector was
only 28 percent."™ Rawski’s study also confirms that China’s capital
market is least liberalized. Such conclusions are not surprising, given
the government’s direct ownership of the largest banking and other fi-
nancial institutions and its tight control over access to capital. The dis-
torting eflects of low marketization on economic activities seem to be
very large. Rawski argues that the government’s control over invest-
ment is responsible for a pattern of macroeconomic behavior indica-
tive of a command economy, instead of a market economy. His study of
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the seasonable fluctuations of the Chinese economy shows that its
quarterly performance is erratic and volatile, with huge growth regis-
tered in the fourth quarter and large declines occurring in the first. Be-
cause growth in China is largely investment driven and the government
maintains control of most investment capital, Rawski believes that such
fluctuation is evidence of the government’s strong influence in the
economy.™

The degree of marketization also varies signilicantly across regions.
Estimates by Chinese economists suggest, for example, that the most
marketized regions scored three to four times higher than the least
marketized regions on a range of indexes approximalting progress in
moving toward a market economy.'® A study led by Fan Gang shows
that, in 2000, Guangdong was ranked as the most marketized province
(scoring 8.41 on a 0-10 scale); it was followed by Zhejiang (8.32), Fu-
jian (8.10), Jiangsu (7.90), and Shandong (7.15). By comparison, the
least marketized five regions were Xinjiang (3.15), Qinghai (3.40),
Ningxia (4.02), Shaanxi (4.15), and Shanxi (4.53).'% The results of
this study recontirm conclusions reached by previous, albeit less rigor-
ous, analyses that demonstrated that coastal provinces were more mar-
ketized than central agrarian provinces, which were, in turn, more
marketized than the western region.'

Fragmentation of Domestic Markets

One of the most serious criticisms of China’s progress in economic re-
form concerns the persistent fragmentation and distortion of the coun-
try’s internal markets. Chinese and foreign observers alike attribute
such [ragmentation and distortion to so-called local protectionism—
administrative barriers to trade and investment that are erected by
local authorities. Among the various factors blamed for the emergence
of local protectionism in the postreform period (some scholars argue
that this phenomenon did not exist in the prereform era), analysts
have singled out administrative decentralization and China’s unique
form of fiscal federalism, which allows local governments to profit di-
rectly from the earnings of the firms through taxation.'™ In many
ways, local protectionism has been further exacerbated by a weak and
balkanized legal system that permits local political authorities to pres-
sure courts in their jurisdictions to favor local firms. Consequently,
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judgments against firms located in other jurisdictions can rarely be en-
forced and collected because of obstruction by the local authorities. An
investigation of Heilongjiang province courts conducted by the Chi-
nese People’s Political Consultative Conference showed, [or instance,
that local authorities issued specific instructions to the courts to pro-
tect sixty-seven firms that appeared to be losing their cases. The au-
thorities explicitly told the courts not to render or enforce unfavorable
judgments against these firms.'*

Empirical analysis by Alwyn Young also demonstrates that the devo-
lution of economic power to local governments during China’s eco-
nomic transition is responsible for both the fragmentation of markets
and the rising output growth. To the extent that localities are better
suited to control the local economy than the central government, ag-
gregate output will increase because of decentralization and not be-
cause of the abandonment of control. The fragmentation of markets in
China is evident in massive industrial duplication, ineflicient alloca-
tion of factor inputs, local trade wars, and the emergence of regional

autarky.'%

Research by other economists provides additional evidence
of inefficiencies attributable to the fragmentation of markets. One
study shows that economic inelficiency caused by irrational allocation
of resources on an interprovincial basis began to worsen in the mid-
1980s and saw no improvement in the 1990s, largely as a result of the
fragmentation of markets.'*

Specifically, the fragmentation of markets allects both the product
and factor markets. In the product market, local governments erect
barriers to entry of products made in other localities and exports of raw
materials. They typically employ a variety of legal and illegal methods,
such as quantitative restrictions, regulatory hurdles (health and trade-
mark inspections), and imposition of fees (equivalent to local tariffs).
For example, cighteen provinces have regulations that bar or limit the
sale of alcohol produced in other provinces. Another striking example
of the use of [ees to protect local producers is in the automobile sector.
Customers who purchase automobiles made in other areas are re-
quired to pay additional costs for vehicle registration and inspection.
In 1998, the total amount of fees levied on vehicles was 160 billion
yuan, about hall of which was judged unauthorized or illegal. In the
meantime, the automobile industry made only 4 billion yuan in profits
in the same year.!*” There is evidence that links market fragmentation
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with slow growth in interregional trade. From 1985 to 1992, China’s
exports and imports grew, respectively, 17 and 10 percent annually, but
interprovincial trade grew only 4.8 percent a year in the same period—
despite annual retail sales growth of 9 percent per vear in the same
period.'!

Fragmentation also affects the factor markets. An IMF study suggests
that China’s capital markets remain highly fragmented. Cross-regional
capital mobility within China in the 1990s was comparable to the cross-
national capital mobility in developed market economies.'* In the
labor market, local governments protect their local residents from
competition posed by migrants by forcing firms to favor local residents
in their hiring and by increasing the costs [or migrants seeking em-
ployment through the imposition of fees, the requirement of resi-
dence permits, and the need for certifications of skills. China’s internal
capital markets are fragmented as well because local political interfer-
ence has impeded the [low of domestic capital and transfer of corpo-
rate control. Local authorities habitually limit outflow of local capital
and restrict investment by nonlocal firms and their acquisition of local
firms.®

Chinese enterprise managers report widespread practices of local
protectionism. A survey of 3,539 enterprise managers nationwide con-
ducted by the official Development Research Center in 2002 showed
that local protectionism was prevalent in all provinces. Respondents
singled out Henan, Shanghai, and Beijing as jurisdictions with the
most discriminatory policies against nonlocal firms, followed by Hubei,
Shandong, Hebei, and Hunan. Local protectionism was found to have
no relationship with the level of economic development—the poorer
agrarian provinces in the central region were as guilty as the more
industrialized coastal provinces. The survey also found that local pro-
tectionism was costly for Chinese firms. Thirty-four percent of the man-
agers reported that such practices atfected their operations “a great
deal or quite signiflicantly,” and 35 percent reported a “lair impact.”
Only a third said such practices had small or negligible impact. Local
protectionism appeared to hurt the firms in the poorer western and
central provinces more than those in the more prosperous coastal re-
gions, except for [irms in Shanghai, Beijing, and Shandong. Among
various industrial sectors, the most seriously affected were tobacco,
pharmaceuticals, petroleum refining, printing, food processing, plastics,
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and electrical machinery. The least affected were textiles and gar-
ments, synthetic fibers, and electronic communications equipment.
Ironically, SOEs, which relied on other provinces for markets and raw
materials, were more negatively allected than private firms, which were
small in size and did little business in other localities. The least affected
were foreign-invested (including Hong Kong and Taiwan) firms, ap-
parently because such firms relied more on the international market
for exports and imports.'**

The fragmentation of local markets creates large distortions and in-
efficiencies, especially when local governments engage in investment
activities that duplicate manufacturing capacities and generate nega-
tive returns. An analysis ol regional industrial structures shows that
duplication of capacity remains a core feature of the fragmentation of
internal markets in China. For example, in 1989, the industrial struc-
ture of twenty-two provinces was 90 percent identical to that of China
as a whole. In 1994, the industrial structure was 90 percent identical in
thirteen provinces and 80 percent identical in twenty-one. Such data
suggest massive duplication of industrial capacities regardless of local
comparative advantages. This characteristic persisted through the 1990s,
as most provinces continued to build up their own capacities to chase
new demands. In 2001, twenty-three provinces manufactured washing
machines, twenty-nine made television sets, twenty-three produced
refrigerators, and twenty-seven assembled automobiles. Without chang-
ing the underlying incentives [or local governments, duplication of
capacity will remain a structural feature of the Chinese economy. In en-
visioning their long-term industrial goals, twenty-two provinces listed
automobile manufacturing as a pillar industry, twenty-four listed elec-
tronics as a pillar industry, sixteen listed machine-building and the
chemical industry as a pillar industry, and fourteen listed metallurgy as
a pillar industry.!*

Duplication has led to low capacity utilization. In 1996, textile and
oil refining industries operated only at 70 percent of capacity. The uti-
lization rate was 60 percent in the machine-tool, copper processing, to-
bacco, and alcohol spirits sectors, and 30-50 percent in the home
appliances sector (televisions, refrigerators, and washing machines).
Of the ninety-four major categories ol industrial products, there was
excess capacity in sixty-one, and the capacity utilization rate was below

50 percent in thirty-five of them.'#
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Ofticial data also show a close connection between duplication of ca-
pacity and loss of economies of scale. Take the most notorious example
of full-assembly automobile plants: China had 116 such plants in 1996,
with average annual output of 12,600 per plant. Only 18 were making
more than 10,000 per year. There were about 6,000 paper mills in the
late 1990s, with an average capacity of 4,000 tons per plant (less than a
tenth of the international average). Of the country’s 800 beer breweries,
only one-tenth reached the minimum capacity of 50,000 tons.'*”

Another indicator of low economies of scale is China’s low concen-
tration ratio, that is, the market share claimed by the largest firms in a
country. More fragmented markets typically have lower ratios, implying
a lack of economies of scale. In the Chinese case, official figures indi-
cate that this ratio has been unusually low, compared with both devel-
oped and developing economies.!*® In 1985, the concentration ratio
for the largest one hundred industrial firms in various sectors averaged
14 percent; in 1990, the concentration ratio [ell to 12 percent; in 1995,
it rose slightly to 16 percent.'* Among the thirty-nine major industrial
sectors in the mid-1990s, the largest eight firms in each sector accounted
for less than 10 percent of the market share (measured by sales) in eigh-
teen of them (these included paper, timber, and beverages). Econo-
metric analysis performed by Chinese researchers showed that low
concentration was responsible for the slow technological progress in
Chinese firms.'"

International Comparisons

Although it was the first to launch reform among state-socialist econ-
omies, China’s slow progress toward building a market economy is evi-
dent. A World Bank study published in 1996 showed that China’s
economic liberalization lagged behind that of former state-socialist econ-
omies in Eastern Europe that had adopted radical reforms (Poland,
Slovenia, Hungary, Croatia, the Czech Republic, and the Slovak Re-
public). For this group, the average liberalization index was 6.9, com-
pared to China’s 5.5."°! International comparative data in 2001 further
showed that, if anything, the gap in economic liberalization between
China and the same Eastern European countries had remained virtu-
ally unchanged. According to an index of economic freedom com-
piled by the Fraser Institute, China lags behind Croatia, the Czech
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Republic, Estonia, Hungary, Latvia, Lithuania, Poland, and the Slovak
Republic, but is comparable to other laggards in economic reform,
such as Russia, Ukraine, Albania, Bulgaria, and Romania. China’s eco-
nomic liberalization also [alls behind that ol other large developing
countries, such as India, Mexico, South Africa, the Philippines, and
Brazil.!??

The above case studies and analysis of China’s progress in marketizing
its economy indicate that, despite the enormous gains in output
achieved under gradualist reforms since 1979, the hidden costs of this
approach are huge and understated. Of course, politically it has been
a brilliant success for the CCP because gradualism has delivered all the
expected political dividends: it has given the party a new lease on life,
helped maintain its patronage system, and even provided it with more
means to hold on to its power. But economically, a quarter century of
gradualist reform has only modestly raised the efliciency in some of
China’s most important economic sectors. Instead, important sectors
such as grain procurement and banking have become weaker, not
stronger. Consequently, two factors threaten the sustainability of grad-
ualist reform. First, the massive build-up of (inancial deficits in these
sectors (all remain under state control) has greatly raised the systemic
risks in the economy as a whole. Second, as dependent as ever on its
control of the patronage provided by these critical sectors (even as the
financial conditions in these sectors progressively deteriorate), the rul-
ing elites have likely become even more risk-averse, taking half-hearted
short-term measures but shying away from decisive reforms. As it hap-
pened with other gradualist reform experiences in the former Soviet
bloc countries, reform will ultimately lose momentum as it grows, both
politically and economically, more difficult and risky.
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Transforming the State:

From Developmental to Predatory

IN THE THEORETICAL discussion on decentralized predatory states,
I argued that the nature of the Chinese state has undergone a critical
transtformation during the reform era and, consequently, a decentral-
ized predatory state has emerged. In this chapter, 1 apply the analytical
framework developed in Chapter 1 to explain why such a state has
emerged in China during its economic transition.' It concludes with a
description of the rise of the most extreme form of decentralized
predatory state: the local mafia states.

The Institutional Dynamics of Decentralized Predation

The underlying causes of the decentralization of state predation can
be traced to four institutional factors: the decentralization of property
rights, the declining monitoring capability, the availability of new exit
options, and the erosion of ideological norms. I now discuss in detail
how changes in these institutional variables have transformed the Chi-
nese state into a decentralized predatory state since the late 1970s.

Corruption and Decentralization of Predation

The decentralized predatory state perspective provides a useful analyt-
ical tool for understanding corruption. In the centralized predatory
state, corruption tends to be centralized as well, with the regime’s top
leaders being the most corrupt figures and gaining a large share of the
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looted wealth. In a decentralized predatory state, however, corruption
is also decentralized. Viewed from this perspective, the emergence of a
decentralized predatory state in China should be examined in the con-
text of the decentralization of corruption that have occurred in China
since 1978. The rising level and scope of corruption have been exten-
sively studied and documented. Compared with the prereform era,
post-1978 corruption is notable not only because of its rapid growth,
but also because of its decentralized characteristics, as corrupt activi-
ties permeate nearly all public sectors and all levels of the state.” Re-
sults from public opinion polls, which consistently show that official
corruption had become one of the top three issues regarded as “of
great concern” by the Chinese public in the 1990s, appear to support
this view.? There were few reliable estimates of the level and scope of
corruption, however.

Out of fear of losing legitimacy or revealing its ineffectiveness in
fighting corruption, the Chinese government does not provide system-
atic data on official corruption. Nevertheless, official reports on the
growth of the number of corruption cases investigated and prosecuted
by antigraft agencies and courts may provide some clues on the extent
of corruption. The number of cases investigated by various anticorrup-
tion agencies grew at an annual rate of 9 percent from 1993 to 1999, and
the number of individuals investigated by these agencies in the same
period grew at an annual rate of 12 percent.* In addition, if the num-
ber of people accused of corruption is used as an indicator ol the scope
of corruption, and the amount of money involved in corrupt activities
is regarded as a measurement of the level of corruption, then official
data would indicate a consistent increase in both the scope and the
level of corruption (Table 4.1). The share of corruption cases charac-
terized as “large” (involving large sums of money) doubled from 1990
to 2002, suggesting that the level of corruption, as measured by the
amount of money involved, rose at least twofold in twelve years (after
adjusting for inflation).

Table 4.1 shows that the scope of corruption (the type of officials in-
volved) has expanded greatly. Compared with the early 1990s, when
high-ranking officials (at county level or above, according (o the offi-
cial delinition) were implicated in about 2 percent of all cases, the
share of prosecuted corruption cases involving high-ranking officials
rose threefold in a twelve-year period. The number of high-ranking
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Table 4.1. Increase in Major Corruption Cases, 1990-2002"

Sharc of Cascs Numbecr of
Share of Large-sum Involving High- High-ranking
Corruption Cases ranking Officials Officials

Year (percent) (percent) Prosccuted
1990 22.7 1.7 1,386
1992 40.6 1.0 652
1994 47.5 2.6 1,768
1996 57.1 3.6 2,461
1997 68.3 3.8 2,222
1998 31.7 4.9 1,674
1999 34.0 5.7 2,200
2002 42.8 6.1 2,925

Sources: ZGILN], various years.

 Cases involving large sums of money, called da an, are defined as those
in which the sums of embezzlement and bribes exceeded 10,000 yuan;
this sum was raised to 50,000 yuan in 1998. Cascs involving high-ranking
officials, called yao an, are defined as those in which government officials
at or above the county (xian) or department (chu) level are implicated.

officials prosecuted annually more than doubled during the same pe-
riod. The effects of corruption perpetrated by high-ranking officials
are far more insidious than that by junior officials. Obviously, because
high-ranking oflicials serve as agents monitoring the behavior of junior
agents, corrupt high-ranking officials can hardly be relied on to per-
form this function effectively. Worse still, their venal habits are likely to
inspire their subordinates to engage in similar corrupt activities, thus
multiplying the effects of corruption.

The phenomenon of a corrupt top local official, or yibashou (number-
one leader), merits special attention. According to the decentralized
predatory state perspective, predation becomes effectively decentralized
when local strongmen choose to appropriate to themselves the power
of higher public authorities and monopolize the extraction of revenues,
even though such action is illegal. To be sure, few Chinese yibashous
could formally appropriate the state’s fiscal power, but their nearly un-
challenged political authority inside their jurisdictions—and their abuse
of such authority—grant them probably most of the prerogatives of an
independent political monopolist. During the 1980s, domineering and
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corrupt yibashous were relatively rare. But since the early 1990s, the power
of yibashous has expanded considerably, mainly because the CCP failed
to implement reforms to make the party itself more democratic. In a
survey ol 11,586 party members in Sichuan province in 1999, one-third
said that their local party bosses monopolized decision making.” The
concentration of power in local strongmen has led to a rapid increase
in the number of corrupt yibashous. From 1993 10 2003 in Henan province,
for instance, the provincial procuratorate investigated and punished
4,123 yibashous for corruption, accounting for 12 percent of all the embez-
zlement and bribery cases prosecuted in the period. About 40 percent
of these corrupt yibashous were chief executives of SOLs, and 30 per-
cent were grassroots-level rural cadres. Such local and departmental in-
dependent monopolists appeared to have grown more rapacious as well.
In Henan province, yibashous were implicated in 52 percent of the daans
{major corruption cases measured in terms of money involved) in 1999;
in 2003, they were involved in 75 percent of the daans.® In the infamous
Shenvang case, 17 yibashous, including the mayor and the heads of the
city’s intermediate court, procuratorate, construction commission, fi-
nance bureau, state asset bureau, tax bureau, and price bureau, were
convicted of corrupt activities, including protecting a local mafia boss.”

The Growing Size of the Chinese State

The size of the state is the primary determinant of the degree of state
predation. Larger states require more revenue for self-sustenance. As
a rule, larger states are expected to have higher levels of corruption
because they employ more agents and thus have more serious agency
problems (it is more difficult to monitor and police large numbers of
agents). Estimating the size of the Chinese state, however, presents a
difficult challenge for two reasons. First, the official data regarding the
number of state employees are hardly reliable and tend to underreport
their numbers. Second, the true costs of maintaining the Chinese state
are almost impossible to measure.

One of the ways to measure the size of the state is to count the num-
ber of agents employed by the state. By this standard, the Chinese state
is large in absolute terms and has been growing rapidly in the reform
era despite the government’s repeated downsizing efforts.® Official
data show that the Chinese state, when measured by the number of
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officials and employees in government agencies (excluding teachers
and those working in nonprofit government institutions such as hospi-
tals), had an average annual growth rate of 1.8 percent from 1953 to
1978. But from 1979 to 1990, the rate was 6.7 percent—more than
three times higher than the rate prior to reform.?

Because of the lack of a uniform standard of classifying state agents
and the routine underreporting of personnel employed by the state at
various levels, however, there are few authoritative estimates. At the high
end of the estimated range, China appears to have had more than
40 million cadres in 2000.'° Official figures report that, excluding doc-
tors and teachers, the number of employees in government agencies,
CCP organizations, and other state-afliliated social organizations was
10.75 million in 2002, more than double the figure in 1978."" The offi-
cial data probably underreport the number of state agents. It is very
likely that the true size of the Chinese state is much larger because lo-
cal government officials routinely underreport the number of their
employees to conceal the problem of overstaffing.

In 1990, for example, the data released by the most authoritative
agency, the Office of the Central Government’s Staffing Commission
(zhongyang bianzhi weiyuanhui), indicated that the number of excess
personnel at various levels of the state was b5 percent larger than that
authorized by the government (Table 4.2).12 If anything, overstaffing
may have become worse during the 1990s because the government has
not been able to streamline its operations. It is worth noting that the
pattern of overstafting is illustrative of the characteristics of a decen-
tralized predatory state. In the Chinese case, overstaffing is most seri-
ous at the lowest level of the Chinese state—district and township
governments. While the number ol excess personnel at the higher lev-
els of government (except for prefecture government) was, on aver-
age, 15 percent higher than the authorized limit, the number of excess
personnel in district and township governments was 157 percent
higher than the authorized limit in 1990. In fact, excess personnel in
district and township governments accounted for about 80 percent of
all the excess personnel in the Chinese state that year.

The actual size of the Chinese state, especially at the local level,
may be even larger than the official [igures indicate. For example, most
local governments have used the practice of yigong daigan (substitute
cadres) to keep excess personnel on the payroll. In 1991, 6 million
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Table 4.2. Excess Personnel in Party and Government Agencics in 1990

(in 1,000)*

Number of Actual Excess

Officials and Number of Number of
Levels of Employees Officials and  Officials and Excess Rate
Government Authorized Employces Employces (%)
Provincial 269 315 46 17.3
Prefect 147 197 50 34.0
Municipal 1,380 1,610 230 16.7
County 1,710 1,940 230 13.4
Township and

District 1,362 3,600 2,140 157.1

Total 4,868 7,562 2,694 55.3

Sources: Zhongyang jigou bianzhi weiyuanhwi bangongshi (Office of the Central
Government’s Staffing Commission), Zhongguo xingzheng gaige da qushi (Major
Trends in China’s Administrative Reform) (Beijing: Jingji kexue chubanshe,
1993), 247, 411. Ren Xiao, Zhongguo xingzheng gaige (Administrative Reform
in China) (Hangzhou: Zhejiang renmin chubanshe, 1998), 242.

* These figures do not include police and judicial personnel.

government oflicials were employed under this classification."” Unlike
cadres employed in the official nomenclatural system, substitute cadres
work as government officials but do not have formal official ranks.
They are not included in the employment data for government offi-
cials. Il these substitute cadres are included in the estimate of the size of
the Chinese state in 1991, the number of people employed in provin-
cial and local governments was about 13.5 million (excluding teachers,
doctors, judges, and police officers). The actual size of the Chinese state,
below the level of the central government, was thus about 180 percent
larger than the authorized limit.

With rising overstaffing, the costs of maintaining the Chinese state
have been growing in both absolute and relative terms since the late
1970s. As a share of the national budget, administrative costs jumped
from 5.3 percent in 1978 o 18.6 percent in 2002.!* In absolute terms,
administrative outlays grew seventy-six times in twenty-four years, or
averaging 318 percent a year (unadjusted for inflation). In the same
period, by comparison, budget revenues rose 65 percent each year (un-
adjusted for inflation). Administrative expenditures outpaced overall
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budget revenues by 11 percent annually.” During the same period, per-
sonnel costs within the administrative budget also rose in relative terms.
In 1978, salary costs for personnel working in various government agen-
cies (including the Communist Party) accounted for about 55 percent
of the total administrative budgets in 1978; they amounted to 64 per-
cent in 1998.% In the meantime, rising administrative costs seemed to
have squeezed out public expenditures on social investments and poverty-
rclief programs. For example, government spending on the agricultural
sector in 1978 was 13.4 percent of the budget; in 2001, it fell to 7.7 per-
cent. Research and development spending decreased from 4.7 to 3.7 per-
cent of the budget from 1978 to 2002.17

Given the underreporting of the number of people ecmployed in the
various bureaucracies of the state, the actual costs of maintaining the
Chinese state could be much larger than the official data would sug-
gest. Based on the data collected from various sources, the real costs of
the Chinese state should include both the budget’s administrative costs
and the ofl-budget administrative costs incurred by excess personnel.

Anecdotal evidence gathered from official sources shows that it is very
costly to maintain a government official (salary, benefits, and office
cxpenses). According to a Ministry of Finance analysis of administra-
tive expenditures in 1990, the stalfing costs {or each government offi-
cial employed in the state’s administrative agencies were 5,000 yuan a
year, about 2,900 yuan more than the salary for an average government
cmploycec in the same year.'® Another estimate, made in the mid-1990s,
raised such costs to a much higher level. An analyst at the Ministry of
Finance wrote that by the end of 1996, each additional employee in the
administrative apparatus of the state would increase annual adminis-
trative outlays by 10,000 yuan to 20,000 yuan in compensation, and
10,000 yuan in office expenses, housing, and benelits.'” These outlays
apparently did not include the costs of entertainment and various hid-
den perks for government officials. At the aggregate level, it is impossible
to calculate the costs of entertainment and official junkets. Because
government policy formally prohibits lavish spending on such activities,
local governments normally pay for such expenses using funds allo-
cated for other spending items (such as capital investment, education,
health, and even poverty relief). In many instances, such expenses arce

not even reported when local government officials use their own slush
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funds accumulated through the collection of various—often illegal—
levies and fees.®

Overstaffing drives local authorities to raise additional off-budgel rev-
enues through [ees and hidden taxes, many of which are declared ille-
gal by the central government. Disclosures by official Chinese sources
indicate that local authorities control a significant amount of illegally
collected revenues. One estimate showed such revenues totaled about
10 percent of GDP in the 1990s.*' Such an extractive capacity has helped
the Chinese local state to support its bloated staff. Indeed, the annual
growth rate of administrative expenditures in the government’s off-
budget account was, on average, 122 percent per annum between 1982
and 1992 (a period during which a uniform accounting standard was
applied to oft-budget revenues). This rate was more than 30 percent
higher than the rate of growth of administrative expenditures in the of-
ficial budget during the same period. This evidence establishes the link
between the growth ol the size of the state and the increase in ofl-budget
revenues.” Besides aggregate data, local reports also confirm the prac-
tice of using off-budget revenues to support excess state personnel.?*

Decentralization of Property Rights

A salient feature of China’s economic reform is the decentralization of
control rights (over the cash flow from operations of state-owned as-
sets) [rom the national authorities to provincial/local authorities. In-
tended as an incentive to improve the efficiency of these assets, the
decentralization of control rights fundamentally changed the system
of property rights in China. To be sure, the process of the decentral-
ization of control rights was gradual. In 1984, the central government
decided that the control rights of SOEs were to be delegated from the
ministries and provincial authorities to major industrial cities where
SOLs were located. Such control rights included, most critically, the
rights to determine wages, benelfits, and bonuses, as well as the use
of capital, thus making local governments and SOE managers effective
owners of these assets. The central government, however, retained
its control rights over large SOEs in critical sectors, such as power gen-
eration, telecom, petrochemical industries, machine tools, and coal
production.
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Within a decade, the central government exercised ettective control
rights over only 5.4 percent of all the SOFEs in terms of number (al-
though these large SOEs generated 34.8 percent of China’s industrial
output).** Decentralization of control rights contributed to decentral-
ized predation through several channels. It created more opportunities
for local officials and SOE managers to appropriate the rents created
by local monopolies and other political intervention. Indirectly, the
presence of these assets with decentralized control rights would attract
local predators, such as various government regulators and tax collec-
tors, who used to be kept away by the political power of the central gov-
ernment. Because SOLE managers now in control of these assels were
politically less powerful than these local state agents, the latter could
demand various illicit payments from SOEs without fear of political
retribution, thus joining the looting of public wealth (the liabilities of
SOLs were ultimately assumed by Chinese taxpayers).

The trend ol decentralization ol property rights accelerated in the
1990s as the Chinese state further delegated the power to manage the
state’s most important asset—land. In the short term, the power to sell
long-term land leases allowed a large number of state agents, mostly at
the local level, to profit [rom sweetheart deals made with their friends.
These deals resulted in the one-time loss of an incalculable amount of
revenues for the state because the initial lease terms were significantly
undervalued to allow the awardees to quickly make an easy and large
prolit.

Fiscal decentralization and predation

During the reform era, the relationship between the central govern-
ment and the local governments has been [undamentally reshaped by
deliberate policies and socioeconomic changes that have transferred a
substantial amount of decision-making power to local governments.
Theoretically speaking, the decentralization of decision-making au-
thority from higher to lower levels of the state can be considered as
part of the decentralization of property rights. Among such changes,
fiscal decentralization—the transfer of revenue-raising power from
Beijing to the provinces—is a near-perfect example of the decentral-
ization of the state’s property rights, as it grants public authorities at
lower levels a greater share of the revenue flows from the central state’s
income streams.>
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The dramatic shift in the relative revenue-collecting capacities of
the central and local governments is an important piece of evidence of
the decentralization of predation in post-Mao China. However, fiscal
decentralization is only hall the story. It may be a necessary, but not
a sufficient, condition for decentralized predation. In all likelihood,
administrative decentralization—the devolution of decision-making power
concerning countless routine administrative matters—is more con-
ducive to the emergence of a decentralized predatory state. In China’s
case, moreover, fiscal decentralization and administrative decentraliza-
tion have jointly created powerful incentives for local authorities to
adopt predatory policies and practices.

As reflected in the official data, fiscal decentralization has resulted
in three profound shifts in the Chinese state’s fiscal activities, and the
effects of such shifts have remained only moderately changed even af-
ter the recentralization of the fiscal system in 1994.” First, the overall
level of revenue-generation as a share of GDP has declined dramatically
(Table 4.3). On paper, total government revenues, including off-budget
revenues, fell from 41 percent of GDP in 1978 to about 18 percent of

Table 4.3. Government Revenues, 1978-2002"

Budgct Off-Budgct Total

Revenue Revenue Revenue

(billion Percent of (billion Percent of as Percent
Ycar yuan) GDP yuan) GDP of GDP
1978 113.2 31.2 34.7 9.6 40.8
1985 200.4 22.4 153 17.0 39.4
1990 293.7 15.8 270 14.5 30.3
1992 348 13.1 385 14.4 27.5
1994 521.8 11.2 186 4.0 15.2
1997 865 11.8 282 3.9 15.7
2000 1,339.5 15 382 29 17.9
2002 1,890 18 N/A N/A N/A

Source: ZGTINJ 2003, 281, 288.

2 Since extra-budgetary revenues do not include the intra-budgetary
government fund (fee), the figures are not comparable to previous years;
figurcs were also adjusted for extra-budgetary revenue in 1993-95, not
comparable (o previous years. Post-1993 figures understate the amount
of extra-budgetary revenues.
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GDP in 2000 (after bottoming out in 1994). Even if we include the gov-
ernment revenues not counted as budget or off-budget revenues (such
revenues were estimated to be about 7.5 percent of GDP in 1995), total
government revenues at the end of the 1990s would be about 25 per-
cent of GDP, representing a 40 percent decline.*”

Second, there has also been a dramatic shift in the relative share of
the total revenues collected by the Chinese state. Official data on ex-
penditures are a more reliable measurement of the state’s fiscal capac-
ity because a large portion of the central government’s revenues was
counted as local revenues prior to 1994 when such revenues were first
collected by local governments and turned over to Beijing. These data
document a spectacular relative decline of the central government’s
fiscal capacity over the last two decades. The central government’s
share of total public outlays fell from 47.4 percent in 1978 to 34.7 per-
cent in 2000, while local governments’ share rose from about 52.6 per-
cent to 65.3 percent in the same period.®

Third, Chinese public finance—from the center to the provinces—
has been completely transformed by the rapid growth of off-budget
revenues (Table 4.3). Historically, off-budget revenues accounted for a
relatively small portion of total government revenues. In the 1950s, [or
example, they were about 10 percent of budgetary revenues. In the
1960s and 1970s, they varied between 20 to 30 percent of budgetary
revenues.” Through the 1980s and before the central government re-
classified off-budget revenues in 1993 (by counting ofl-budget revenues
as budget revenues), off-budget revenues exploded. At their peak in the
early 1990s, they practically equaled budget revenues.™

The explosive growth of off-budget revenues per se should not be
treated as the deflining characteristic of decentralized predation. Rather,
it is a symptom of a dysfunctional fiscal system. What makes the Chinese
situation unique and more relevant to understanding decentralized
predation, however, is the local governments’ large share of off-budget
revenues, as well as their growing dependence on and discretionary
use of these revenues. Data on off-budget revenue collection indicate
that more than half of the off-budget revenues (55-66 percent) went to
local governments prior to 1992, when reclassification of revenue cate-
gories occurred. Under the new classification scheme adopted in 1993,
nearly all off-budget revenues (75-95 percent) went into the coffers of
local governments during the period of 1994-2002.* According to the
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data released by the central government for 1996 and 1997, almost all
(85 percent) off-budget revenues were “income collected by adminis-
trative agencies.” The share of local administrative agencies was 83 per-
cent in this period. Thus, in the late 1990s, ofl-budget revenues were
primarily administrative fees and levies collected by local government
agencies.®

Off-budget revenues have become a preferred form of predation for
two important reasons: discretion and opacity. Generally, ofl-budget and
off-off-budget revenues were collected and spent at the discretion of local
authorities with no central supervision. The absence of political con-
straints contributed to the rapacity and abusiveness with which local au-
thorities collected these revenues, despite explicit prohibitions f[rom the
central government. In aggregate terms, such illicit off-off-budget rev-
enues were considerable. One estimate provided by China’s State Ad-
ministration of Taxation claimed that they nearly equaled the budgetary
revenues of the central government in the late 1990s.* The use ol oll-
budget revenues was also opaque and subject to abuse. Prior to 1998, half
of the off-budget revenues were spent without first being entered into
specially designated fiscal accounts—accounts that would facilitate moni-
toring.** Many reports ol egregious cases ol corruption involved the use
of offoff-budget revenue.® Official data reveal that off-budget revenues
had become an important source of finance for the state’s routine main-
tenance, even though such funds are supposed to be earmarked for social
services and public projects. For example, about 20 percent of all ofl-
budget expenditures were on administrative costs in the 1980s, compared
to about 10 percent of budget expenditures in the same period.™

The behavior of local revenue collectors confiris the observation,
made by Shleifer and Vishny, that independent monopolists have in-
centives to maximize their short-term revenues, even at the cost of
lower aggregate government revenues. Indeed, decentralized preda-
tion has squeezed predation by the central state, as shown by the steady
decline of the revenues collected by Beijing. It is likely responsible [or
a 25 percent decline of aggregate government revenue.” Ironically,
contrary to popular belief, rising local revenues at the expense of cen-
tral revenues have not improved local public finance. In fact, because
a considerable (though hard to measure) portion of such revenues has
been wasted or stolen, local public finance has deteriorated markedly
across China. A Ministry of Finance study of local public finance in seven
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provinces conducted in the mid-1990s indicated that between half to
three-quarters of county governments surveyved reported large fiscal
deficits and had difficulty meeting government payrolls and perform-
ing routine functions of administration.™

Administrative Decentralization and Predation

Il fiscal decentralization has provided incentives [or local governments
to adopt predatory policies, administrative decentralization has sup-
plied them with the political means to create, for all practical purposes,
local predatory states. In theory, administrative decentralization with-
out political accountability creates conditions most conducive to a de-
centralized predatory state. In such jurisdictions, local officials who
wield enormous discretionary power are poorly monitored by bureau-
cratic superiors and immunized from popular scrutiny and sanctions.
In the case of China, however, administrative decentralization and its
eftects have not been fully explored because it is difficult to link mea-
sures of administrative decentralization to observed changes in local
government behavior. Unlike China’s well-documented fiscal decen-
tralization that can be analyzed thoroughly with quantitative research
methods, administrative decentralization does not lend itself easily to
similar analysis. Nevertheless, the connection between administrative
decentralization and decentralization of predation may be established
by an examination of changes in the supervision of cadres and the de-
volution of routine economic decision making.

Supervision of cadres

Few measures of administrative decentralization allect the state’s abil-
ity to control its own agents as that of the supervision of cadres. In prac-
tice, cadre supervision in the Chinese context means the recruitment,
promotion, and monitoring of government officials. Since the late 1970s,
the administrative power to recruit, promote, and monitor cadres has
both been decentralized to lower-level officials and concentrated in
the hands of local officials to whom such power has been delegated.
The delegation of such power has greatly exacerbated the classical
problem of information asymmetry in the supervision of state agents
by their superiors, as the vertical links between superiors and subordi-
nates in the bureaucracy have become much narrower.
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Key officials—usually municipal and county CCP secretaries, or
yibashous—have become critical nodes of information regarding the
conduct of subordinate agents. This situation effectively creates local
political monopolies under the control of CCP oflicials who are poorly
supervised by their superiors. Further compounding this principal-
agent problem is the repression of the media and civil society and weak
horizontal accountability; the local judiciary and legislatures provide
little counterbalancing power. As a result, local officials face no resis-
tance when they adopt predatory policies within their jurisdictions.
However, given the diversity in local conditions across China, the de-
centralization of administration has not produced uniform public poli-
cies and government practices at the local level. In some areas, mostly
along the coast, this development appears not to have led to unre-
strained local predation and may have contributed to more flexible
and experimental reform policies that such decentralization was initially
designed to encourage. In many other, and mostly inland, areas, the
decentralized supervision of cadres has been responsible for a variety
of misconduct by local officials, especially the illicit sale of government
offices, widespread nepotism, and collusion with criminal gangs.

The practice of “selling official appointments” (maiguan) deserves
special attention. It normally involves an underling who gives a bribe
to his superior in exchange for a promotion or an appointment to a
more desirable government office. Such practice was rare in the 1980s,
but became prevalent in the 1990s. The spread of maiguan [its the logic
of a decentralized predatory state well. In such a system, local strong-
men become independent monopolists who can subcontract the mo-
nopoly to those who are willing to pay for a share of the spoils. Press
reports of corrupt officials, usually yibashous, confirm this observation.
In early 2004, the CCP’s COD issued a public circular on four such
cases. One involved Li Tiecheng, a party secretary in a county in Jilin
province who took 1.43 million yuan in bribes from 110 individuals in
exchange [or appointments and promotions in the late 1990s. The price
of each appointment averaged 13,000 yuan. Another case featured a
county party boss in Liaoning province who appointed and promoted
thirty officials after receiving bribes totaling 600,000 yuan (averaging
20,000 yuan per position) in the late 1990s. In the third case, a county
party boss in Anhui sold appointments to fifteen individuals for an av-
erage of 20,000 yuan each in the late 1990s. The last example was a
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county party secretary in Hainan who sold appointments to thirteen
people for an average of 49,000 yuan each.*

What is notable about these cases, as well as other examples of
maiguan, is that local officials seemed to have a sophisticated under-
standing of the economics of decentralized predation and apparently
decided to take advantage of it. By making an upfront investment in
the form of a bribe, which equals Lo about one-year salary for an aver-
age county-level official, they can expect to recoup the investment
quickly through their appointments to government positions that will
allow them to extract bribes as well. In most cases, such an investment
was, indeed, lucrative to these individuals, but enormously costly to the
state and public.

Fveryday economic decision making

Another important feature of China’s economic reform is the decen-
tralization ol decision making in everyday economic activities. Such
decision-making power includes that of granting business licenses, proj-
ect approvals, government contracts, and land leases; allocating scarce
resources (especially capital); regulating commercial activities; as well
as decision-making power over the discretionary use ol public funds
and price control. In truth, there is nothing routine about everyday
economic decision making in an economy in which the state plays a
dominant role. Such power determines the amounts of rents and re-
cipients ol such rents. In political systems where the determination and
allocation of rents is centralized, the beneficiaries are likely to be pow-
erful interest groups whose support the rulers must court, as was the
case in the bureaucratic-authoritarian regimes in Latin America in the
1970s. In kleptocratic regimes, the beneficiaries are most likely family
members or cronies of the top ruler (as in Suharto’s Indonesia and
Marcos’s Philippines).

But in decentralized systems in which local political bosses control
the power of rentallocation, they tend to distribute rents to those
who can offer bribes in return. In some instances, this may result in
rent-diffusion, as local political bosses select buyers of rents only on the
basis of the amount of bribes they are willing to offer. Yet, such “democ-
ratization of rent-seeking” may be the exception in China because
of the nepotistic nature of tight-knit local ruling elites. Consequently,
the reality may resemble miniature kleptocracies. The devolution of
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everyday economic decision making and the subsequent formation of
local kleptocracies have a direct bearing on the growth and operation
of a decentralized predatory state. The ability to determine and allocate
rents adds to the predatory capacity of local officials, as they convert
such ahility into extra private income. The victims of such predation
are consumers and local businesses excluded from the network of rent-
seekers, as they are forced to pay higher prices, fees, and taxes for goods

and services.

Declining Monitoring Capability

The erosion of the state’s capability to monitor and discipline its agents
is a key institutional variable in the rise of decentralized predation. The
Chinese case confirms this theoretical insight. Specifically, several fac-
tors contributed to the decline of the state’s monitoring capacity.

First, as discussed above, a deliberate policy of administrative decen-
tralization implemented in the early 1980s moved a significant amount
of appointive and monitoring power from the central government to
local governments. One study showed that the central government di-
rectly monitored only seven thousand officials alter this decentraliza-
tion.* The spillover etfects of the decentralization of administrative
monitoring were profound. With new administrative powers by the
central government but unchecked at the local level, regional political
bosses were able to establish fiefdoms and gain monopolistic power.
Published reports show that such power was routinely abused, ranging
from the sale of government offices by local bosses to their collusion
with organized crime.

Second, simultaneous with the declining monitoring capacity ol the
state was the end of mass revolutionary terror that was the hallmark of
the Maoist era. In prereform China, state agents were subject to monitor-
ing and policing by ordinary citizens who could exercise extraordinary
power through open or secret denunciations. In addition, enamored
of the power of mass terror, Mao Zedong launched periodic mass po-
litical campaigns during which citizens were encouraged to expose of-
ficial corruption and mete out brutal treatment to corrupt officials. Mass
monitoring of local officials in the Maoist era was also made easier by
the lack of means to consume or hide the spoils of corruption. With
China closed to the outside world, few officials could transfer ill-gotten
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wealth abroad. The lack of consumer goods and the underdevelopment
of the service industry in a planned economy meant that conspicuous
consumption was practically difficult and could attract unwanted at-
tention. Consequently, officials were discouraged [rom engaging in the
more serious forms of corrupt activities because it was hard to store or
enjoy their loot without taking excessive risks.

In the post-Mao era, the end of mass terror and political campaigns
meant the end of monitoring by the masses. With the opening to the
outside world and the growing availability of consumer goods and ser-
vices, it became much easier and less risky for corrupt officials to hoard
and consume their spoils. Had the post-Mao regime replaced the high-
cost and violent form of monitoring by mass terror and by political
campaigns with monitoring by the media and civic groups, the state
would have acquired a more effective tool to control corruption by its
agents. Despite its marketfriendly economic policies, however, the
CCP has focused its repressive energy on the liberal intelligentsia and
the media, curbing the media’s role of policing the behavior of gov-
ernment agents. Similarly, fearful of the political challenge posed by
the emerging civil society forces, the government has limited the growth
and political influence of civic groups. Indeed, a study of China’s civic
groups in the early 1990s shows that few of them could be classified as
public interest groups.*! And in combating corruption, the role of the
civil society is practically nonexistent.

Within the regime’s bureaucratic hierarchy, the mechanisms of mon-
itoring government officials are faulty and ineffective. For example,
the most important internal anticorruption body of the CCP is the
Central Discipline Inspection Commission (CDIC), which has a vertical
organizational structure that parallels the party organization. But this
agency is not independent, and the post of the secretary of the CDIC is
subordinate to the party secretary, who is the yibashou. In many cases,
other local officials also outrank the party official in charge of the
CDIC. This institutional arrangement greatly undercuts the effective-
ness of the CDIC. If monitoring and policing hundreds of thousands of
local officials is an impossible task for the central authorities, it also ap-
pears that Beijing does not have a working institutional mechanism to
monitor [rontline provincial cadres. The CCP’s CDIC and the COD
rely only on ad hoc inspection teams dispatched to the provinces to
evaluate the performance and conduct of provincial-level officials.
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This practice, begun in 1996, has produced dubious results because
these inspection teams are made up of retired senior leaders who have
little local knowledge and operate in isolation. Their movements and
information sources can be easily controlled by the same provincial
leaders they are supposed to evaluate. Because it takes four to five months
for a team to complete its inspection in one province, only a small
number of provinces can be inspected each year. In 2003, only five in-
spection teams were sent to ten provinces.” The head of one inspection
team publicly complained that it was common practice for provincial
leaders to feed the inspection teams with false information.*® This
makes it almost impossible for these central inspection teams to un-
cover corruption by provincial officials. Of the sixteen to seventeen
provincial leaders (about 2 percent of the frontline provincial officials)
who were punished each year for corruption, few were exposed by the
inspection teams.*

Even CCP insiders openly admit that the monitoring system functions
poorly. A survey of party officials conducted by the CCP’s provincial or-
ganization department in Shanxi province in 1999 reported that only
about 10 percent of the respondents thought the effects of monitoring
leaders were “good and quite good”; 64 percent thought they were
“s0-s0”; and 23 percent said they were “poor.”*
Sichuan in 1999 found that 42 percent identified “loose supervision

A similar survey in

and monitoring” as the most important cause of local corruption.* For
state agents, who enjoy the advantages ol information asymmetry, inel-
fective monitoring simply removes another deterrent against the abuse
of power and corruption. As indicated by the results of the government
audits of various bureaucracies, the misuse of public resources was per-
vasive among party and government officials. In 2003, for example, the
National Audit Administration audited 36,000 cadres and discovered
that 67 billion yuan were misused.?” In Hubei province alone, an audit
of 1,151 officials in 2003 found that they were responsible for the mis-
use, waste, and loss of 4.7 billion yuan in government funds.*

Crime and Punishment

The breakdown of the monitoring system is accompanied by an in-
creasingly dysfunctional system of punishing corrupt officials—despite
the frequent use of the death penalty against high-profile offenders.
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The combination of ineftective monitoring and punishment unavoid-
ably creates an institutional environment conducive to decentralized
predation. In China’s case, official data on the punishment of corrupt
officials indicate that the reported increase in official corruption may
be attributed to the relative leniency with which corrupt officials are
treated by Chinese anticorruption authorities. The low rate of criminal
investigations targeting individuals accused of corrupt activilies and
the negligible probability of criminal penalties make corruption a low-
risk and high-return activity that is extremely attractive to officials.
More important, this evidence also points to collusion and mutual pro-
lection among corrupt agents.

Low rates of investigation

Official figures on the government’s enforcement efforts against corrup-
tion report that about 80 percent of the corruption cases originated
[rom tips provided by the public.*” But a public survey conducted by
the CDIC in 1996 showed that 58 percent of the respondents reported
that the information on corrupt activities they provided to authorities
resulted in no action. Two-thirds reported reprisals from accused offi-
cials.,”” Published data on the prosecution of corrupt officials recon-
firm these assessments. From 1993 to 1997, the procurators’ offices
received 1,637,302 tips from the public on corrupt activities such
as embezzlement, bribery, and abuse of power. About half these tips
(841,233) received some attention from government prosecutors. The
number of corruption leads that eventually resulted in formal criminal
investigations totaled only 387,353, or about 46 percent of the cases of-
ficially accepted by the procuratorate. This means that about only one
in four tips led to a [ormal [iling, which does not necessarily result in a
criminal investigation, let alone prosecution.

Results of initial dispositions of allegations of corruption similarly
point to a relatively lenient approach to officials accused of corruption.
Take, for example, the data released by the Ministry ol Supervision
(one of the anticorruption agencies) for 1991. For that year, the min-
istry accepted 168,124 corruption cases. Of these cases, 32,236 (19.2
percent) were closed after the accused offered “clarifications”; 14,900
(8.8 percent) were closed after the accused received “criticism and ed-
ucation”; 11,021 (6.6 percent) were transterred to other government
agencies; and 57,678 (32.1 percent) were disposed of in unspecified
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manners. Only 31.2 percent (52,389 cases) were filed for formal inves-
tigation.” A closer look at those who were most likely to receive a slap
on the wrist shows that more senior officials were among the best pro-
tected. Whereas 21.4 percent of the township olfficials accused ol cor-
ruption were formally investigated, only 4.5 percent of the officials at
and above the rank of department or bureau (ting or ju) were. About
half of the department or bureau-level officials were able to see their
cases closed alter ollering “clarifications,” compared to about 21 per-
cent of township-level officials.*

Moreover, the overall enforcement efforts slackened over the 1990s.
Official data on corruption investigations in the decade revealed a
marked decline in both the number of corruption cases “accepted”
and the number of corruption cases “investigated” by the procura-
torate. From 1990 to 1999, the number of corruption cases “accepted”
declined by 41 percent, and the rate of investigation (that is, the share
of the accepted cases that resulted in official criminal investigations)
fell from 50 to 37 percent. Although the rate rose to 50 percent in
2002, the number of corruption cases investigated in 2002 (43,258)
was less than half of that in 1990 (88,595).%* Given that the number of
stall in the procuratorate increased by 28.5 percent during the same pe-
riod (from 176,028 in 1990 to 226,157 in 1999), the significant decline
in the number of cases accepted cannot be explained as the result of
lack of capacity. Rather, it indicates lagging enforcement efforts.

Low probability of punishment

Analysis of the data on corruption provided by the CDIC suggests that
in the 1990s, the probability of criminal penalties against corrupt offi-
cials was extremely low and, for all practical purposes, almost negligible.
The commission’s work report given in 1997 revealed the extent to
which corrupt officials were lightly punished by the criminal justice sys-
tem.” According to the report, the commission closed investigations
on an average of 141,000 alleged corruption cases every year, but the
majority of the GCP members (about 82 percent) found to have com-
mitted corrupt acts received no more than a symbolic reprimand car-
rying no substantive administrative or financial penalties. Only a small
number of corrupt CCP members—18 percent ol those punished—
were expelled from the CCP in the six-year period covered by the re-
port (1992-1997). The expulsion rate had been steadily declining
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since the early 1980s. According to Yan Sun’s research, the rate was
23.4 percent during 1982-1986 and 21 percent during 1987-1992.%
The likelihood of criminal prosecution is low. The overall prosecution
rate is extremely low—;just 5.6 percent of all the CCP members [ound
guilty of corruption (averaging about eight thousand a year in the late
1990s) were subject to prosecution. In 2004, the prosecution rate fell
to 2.9 percent when only 4,915 out of 170,850 party officials and mein-
bers disciplined were transferred to judicial authorities [or prosecu-
tion. Official figures show that China prosecuted, on average, 95,000
individuals for bribery, embezzlement, and illegal use of public funds
in the same period.”” This suggests that only one in ten individuals
prosecuted on corruption charges was a member of the CCP.

Another set of numbers, released by the COD, also shows the lenient
treatment corrupt officials received at the hands of Chinese authori-
ties. Overall, only 6.6 percent of all officials found guilty of corruption
received sentences, a rate indicative of the extremely low risk of partic-
ipation in corrupt activities by Chinese officials, even though higher-
level officials face modestly higher risks of criminal penalties (Table 4.4).
The lenient treatment of corrupt officials remained unchanged de-
spite the advent of a new leadership in late 2002, which vowed to take
tougher measures against official corruption. From December 2002 to
November 2003, the CCP’s own anticorruption agency concluded 172,571
corruption cases and punished 174,580 party officials and members,
including 6,043 county-level, 411 bureau-level, and 21 provincial-level
cadres. But of the more than 170,000 cadres punished by the CCP, only
8,691 (5 percent) were expelled from the party and transferred to ju-
dicial authorities for prosecution. Among those criminally prosecuted
were 418 cadres with county-level or higher rankings—6.4 percent of
all the similarly ranked officials punished in the period.”®

New Exit Options

The availability of new exit options is a key variable in state agents’ cal-
culations regarding self-dealing. Everything else being equal, the avail-
ability of such options may likely reduce the time-horizon of agents,
increase their discount rates on [uture income streams, and motivate
them to intensify the level of predation. Evidence from China supports
this hypothesis. Whereas the closed system in Maoist China lett few exit
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Table 4.4. Punishment of Corrupt Officials, 1993-1998

Sentenced
Disciplined Investigated Sentenced as Percent
by the by by of
Rank of Cadres CCP Prosecutors Courts Disciplined
Provincial /
Ministerial 87 15 9 10.3
Prefect/
Department 2,205 616 201 9.1
County/
Division 26,609 11,712 1705 6.4
Total 28,901 12,343 1915 6.6

Source: Calculated from the CCP Central Organization Department’s data
quoted in Zhang Yangsheng, “Lun dangqgian zhonggingnian lingdao
ganbu (ubai de tezheng jiqi yuanyin” (Characteristics and Causes ol Cor-
ruption of Middle-Aged and Young Cadres Today), Zhongguo dangzheng
ganbu tuntan { Chinese Parly and Government Officials’ Forum) 1 (2000): 33.

options available for state agents, the post-Mao economic opening has
multiplied exit options [or them. In the Chinese case, moreover, there
are two institutional features of the cadre management system that in-
fluence the time-horizon of government officials. The first is the man-
datory retirement of almost all government officials (except ministers
and provincial governors) at the age of sixty. Originally implemented to
inject fresh blood into the Communist Party and the state bureaucracy,
this term-limit system drastically reduces the period during which offi-
cials may hope o recoup their political investment (mainly because it
takes many years [or an individual to work his way up the hierarchy).
The second is the practice of rotation of cadres that began in 1990. As
a measure to prevent the entrenchment of local political bosses, the
regime frequently rotates county, prefecture, and provincial officials. The
unintended elfect of this institutional practice is to turn these officials,
literally, into roving bandits. As a result, such involuntary exit motivates
Chinese officials to cash in their political investments more quickly.
China’s economic reform and opening to the outside world have also
made available to the insiders of the CCP and the government new exit
options. They can acquire capital through the spontaneous privatiza-
tion of state assets and the takeover of formerly state-owned businesses,
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set up proxy businesses by channeling government contracts and bank
credits to firms controlled by family members, seck appointments to
execulive positions in government-controlled businesses, and transfer
illicit wealth to ollshore accounts and businesses. By all accounts, the
pace of the exit accelerated in the 1990s. The accelerated liberalization
of the economy following Deng’s southern tour in 1992 created new
opportunities for the insiders to exercise the exit option. In addition,
one of the lessons many Chinese elites learned [rom the [all of the
Soviet Union was that they should have an exit strategy and an insur-
ance policy.® In practice, this meant a rush to privatize state assets and
set up private businesses. A survey of owners of private firms showed
that the majority (60 percent) of those who became entreprenecurs in
the 1980s were peasants, workers, and ordinary people—in other words,
ordinary risk takers. But a survey of private business owners in 2002
showed that almost two-thirds of the 6.2 million owners of private firms
had been [ormer officials and executives in the SOEs and government
agencies. This indicates that a very large number of officials—almost
4 million—had exited to the private sector in the 1990s.%

A somehow different exit option was double-dipping: officials hold-
ing administrative government positions would simultaneously acquire
executive appointments in commercial firms with close ties to the gov-
ernment. Official press reports show that a large number of insiders
have opted for this route. One representative example occurred in
Wuhu, a city in impoverished Anhui province. Many of the city’s party
officials became the so-called red-cap businessmen by holding simulta-
neously government appointments and corporate executive positions.
The city’s party chief was the chairman of the board of a local auto-
mobile company. The head of the local tax bureau was the deputy gen-
eral manager of a local real estate investment firm in which the
municipal government happened to be a large investor. All the firm’s
senior executives were local officials, including the deputy director of
the local land management bureau, which had the power to allocate
commercial land use.®' Similar stories were reported in many other
jurisdictions. In Nanjing, a deputy mayor held the chairmanship of
the board of a local industrial park; a district party chief occupied the
chairmanship of a real estate development [irm; and the head of the
city’s urban development bureau was the chairman of a local real es-
tate investment firm.*? In Beijing, nearly four hundred officials at or
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above the division level (chu) were found to be holding executive positions
in business firms in early 2004.%* In Chongqing, 1,122 officials were
forced to resign from their executive positions in businesses in early 2004.%

China’s growing commercial ties with the outside world have opened
new channels through which insiders can find easy exits. Liberalized
investment laws and increased financial autonomy have allowed SOFs
and local governments to make sizable investments in foreign coun-
tries, thus giving them ostensibly legitimate [oreign entities to conduct
private business deals and hide illicit funds. Relaxed travel and immi-
gration restrictions have allowed spouses and children of officials to study
and emigrate abroad. In many cases, government officials’ relatives
and children who go overseas [orm offshore companies or manage nom-
inally state-owned foreign subsidiaries that become the depositories of
their ill-gotten wealth. Typically, insiders employ a three-step process,
according to an official publication for government leaders.” Officials
use their power to obtain foreign residency permits or passports [or
their immediate family members, who later set up businesses in foreign
countries. The same officials then transfer money or direct contracts
to their foreign-based family businesses or offshore bank accounts.
Alter such exits are salely in place, the officials themselves [lee China,
otften on the eve of a pending arrest, to these foreign safe havens. This
was the case of Lu Wanli, the former head of the provincial transporta-
tion department in Guizhou. Lu amassed 60 million yuan through
bribes and shady deals during his tenure. Belore he was exposed, he
had moved his wife and children abroad and then fled to Fiji using a
false passport in 2002.% Yang Xiuzhu, a vice director of the construc-
tion bureau of Zhejiang province and a former deputy mayor of
Wenzhou city, amassed even more. Before the police could arrest
her, she fled China—along with her 253 million yuan and her family
members.®”

The number of officials who have sought this route of exilt is signifi-
cant, as is the amount of ill-gotten wealth they have absconded with.
The MPS announced publicly in May 2004 that more than five hundred
corrupt officials had fled China, with more than 70 billion yuan in stolen
assets (averaging 140 million yuan per person).® Another report by an
official news agency in December 2004 claimed that [our thousand
“corrupt elements” had escaped abroad with more than $50 hillion in
stolen fiinds.” The most senior official who had become a fugitive abroad
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was Gao Yan, who had served as the CCP secretary of Yunnan province,
the governor of Jilin province, and the president of the State Electric
Power Corporation. He allegedly escaped to Australia in September
2002, when he was still president ol State Electric Power. A subsequent
government audit of the corporation showed that the financial losses
the company suftered during Gao’s tenure amounted to 7.8 billion
yuan. Nearly half the losses had resulted from illegal and arbitrary de-
cisions Gao had made. An official investigation concluded that Gao
“had betrayed the party and the country, engaged in a corrupt and
decadent lifestyle, looted a huge amount of the wealth of the state, and
must be held directly responsible for the massive loss of the state’s
assets.””

The problem of corrupt officials and criminals fleeing China with
their loot became such a serious issue that the MPS singled out the in-
terception and repatriation of such individuals as a top priority for the
Chinese police. From 1998 to 2003, the MPS reported that it had suc-
cesstully extradited 230 officials and individuals who escaped abroad
with looted wealth.™ In aggregate terms, it is likely that the real magni-
tude of the transfer of stolen money to offshore safe havens by insiders
of the Chinese government is much larger than the published figure.
Studies by Chinese economists estimate that capital flight—a proxy for
the transfer of'illicit funds from China to offshore accounts—averaged
$17.7 billion between 1997 and 1999, according to China’s Foreign Ex-
change Administration.™

The implications of this analysis are troubling on two accounts. First,
the run-for-the-exit dynamics have a self-accelerating characteristic be-
cause insiders tend (o increasingly fear missing out on the opportunities
to cash in on their investments. This means that the availability of new
exit options will contribute to more voracious decentralized predation.
Second, insiders with secure exit options are less motivated to defend the
regime because their future risks have been greatly reduced by the insur-
ance policy they have acquired through such exit options. As a result, the
regime becomes more brittle and less capable of withstanding crises.

Declining Idcological and Institutional Norms

Many scholars have observed the declining appeal of the communist
ideology in post-Mao China.” The fact that the ruling Communist
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Party launched innumerable “rectification” campaigns to reinvigorate
the CCP ideologically in the reform era is, in itself, telling evidence of
the erosion of ideological values. The causes of the erosion of ideology
are easy to identify. Post-Mao political demobilization and promarket
economic reforms necessitated replacing the communist ideology with
economic incentives as the main source of motivation. Experience in
other communist societies suggests that official ideologies need to be
personalized by charismatic leaders to have real appeal to the masses.
The death of such leaders also ends their personalized ideologies. Ero-
sion of ideological appeal then becomes inevitable in spite of the rul-
ing parties’ efforts Lo resurrect or reinvent it.

Results [rom opinion surveys indicate that the old-style communist
ideology has lost its attractiveness to both the ruling elites and ordinary
citizens. A survey of more than seven thousand mid-level Communist
Parly officials conducted in the late 1990s revealed that half the respon-
dents thought “communism is too far from reality.”™ A poll of 7,330
prefect and county officials conducted in 1997 found that 11 percent
were skeptical about the goal of communism, 23 percent thought com-
munism was “too far from reality,” and 26 percent thought that the ma-
jority ol local officials were skeptical about upholding the party’s basic
policy for one hundred years.” In a 1999 survey of 11,586 party mem-
bers conducted by the provincial CCP committee of Sichuan province,
61 percent reported that their local officials did not devote time to
“ideological studies” because “there was too much work,” even though
the same officials would always find time to take overseas trips. About
two-thirds thought that local officials lacked “political perception” and
“political judgment.” Only 16 percent said that local officials would
place “national interest” first in their decision making; 44 percent
thought “local leaderships lacked self discipline.””

A survey of nearly 14,000 party members in Sichuan in 1997 re-
ported that “the most striking characteristic of prefect and county-level
officials was their superficial theoretical grounding in Marxism and
Leninism.” In a test of political and ideological knowledge administered
to 439 division-level (chu) officials under the age of forty-five, 128 of
them failed to answer a single question correctly. Some of them did not
even know what Deng’s [our cardinal principles were. About 30 per-
cent of the respondents complained that the young officials were “in-
different to ideals and values”; 24 percent thought such officials “lacked
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the sense of discipline demanded by the party and the government”;
and 34 percent believed that such officials “were deficient in their
sense of integrity and self-discipline.””’

The loss of [aith in the official ideclogy is expressed in both polling
data and telling anecdotes. Press stories of official corruption show
that perpetrators of corruption had little faith in communism and had
sought spiritual guidance in religion or superstition. Cong Fukui, the
executive vice governor of Hebei who received a suspended death sen-
tence for corruption, had regularly consulted fortune-tellers about his
political future and had become a patron of a Buddhist temple, to
which he gave a large portion of the bribe money he had received. The
head of the industrial and commercial administration in a county in
Hainan set up a Buddhist altar in his own residence. He allegedly never
convened a party group meeting to discuss personnel issues. Instead,
he would ask prospective appointees to perform religious rituals in
front of the house altar before he publicly announced their appoint-
ments. Jia Yongxiang, the president of the Shenyang Intermediate
Court who was sentenced for corruption, spent 30,000 yuan on a feng-
shui master for picking the right date for the court to move into its new
building.

The chief of the public security bureau of Qingyuan county in Guang-
dong, who had accepted more than 400,000 yuan in bribes, fretted that
the front entrance of the bureau was not built in accordance with good
Jfengshui. He suspected that bad fengshui was responsible for the down/(all
of his predecessor, who was in jail for corruption. So he consulted a
fengshui master and ordered a new front entrance be built according to
the master’s specifications (although this intervention apparently failed
to protect the police chief from the graft busters).”™

The practice of retaining fortune-tellers was widespread among
ranking provincial leaders in Hunan. A deputy chief of the provincial
government’s secretariat who was in charge of approving key infra-
structure projects used his power to allocate 2 million yuan to a local
Buddhist temple because one of its monks was able to forecast his pro-
motions correctly on several occasions. A deputy mayor of Changde
city paid 350,000 yuan to a fortune-teller to predict his political future.
Many local leaders even developed a habit of consulting fortune-tellers
before they made major personal decisions, such as assuming new ap-
pointments, building houses, and purchasing vehicles.”
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Collusion and the Emergence of Local Mafia States

The breakdown of the institutional mechanisms that police state agents
and enforce political accountability has also facilitated collusion among
government officials in corrupt activities. In its most extreme form, a
decentralized predatory state can spawn numerous local mafia states.®
The glue holding such local mafia states is collusion among state
agents. The spreading of official collusion within Chinese olficialdom,
thus, directly contributes to the growth of local mafia states.

By most accounts, official collusion was uncommon in the 1980s. An
examination of published reports of major corruption cases uncovered
in the decade shows that almost all corruption cases were committed
by individuals acting alone.®' In the 1990s, however, official collusion in
corruption and other types of criminal activities became increasingly
common. According to Liu Liying, a deputy secretary of the CDIC who
oversaw many high-prolile corruption cases in the 1990s, the most wor-
risome aspect of corruption in the 1990s was collusion among officials.
In Liu’s view, officials colluded in corrupt or even criminal activities be-
cause they had formed “alliances of interests.” As a result, the number of
wo anand chuan an (corruption cases involving multiple individuals) has
increased dramatically. In an interview, Liu disclosed that 104 senior
municipal officials in Shenyang were prosecuted in a major corruption
case that led to the downfall of its mayor and the execution of its exec-
utive vice mayor in 2001.* In another notorious case, five senior pro-
vincial officials in Heilongjiang (a deputy governor, a vice chairman of
the provincial people’s congress, the president of the provincial high
court, the chief of the provincial procuratorate, and the head of the
provincial CCP committee’s secretariat) were removed [rom office on the
same day in October 2004 after they were implicated in corruption. Prior
to their downfall, a former governor of Heilongjiang, Tian Fengshan,
and the head of the provincial CCP’s organization department, Han
Guizhi, had been arrested for selling party and government appoint-
ments for personal gains.®

In Hebei province, the investigation of i Zhen, the chief of the state
tax bureau in Hebei province, uncovered 160 other senior officials
who were involved in the same corruption case. In the corruption case
of a vice president of the provincial branch of the Agricultural Bank in
Heilongjiang, more than seventy were implicated; the case of Ma De,
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the party secretary of Suihua City in Heilongjiang who had collected
5.2 million yuan in bribes for selling government positions, involved
260 officials, including 50 yibashous in the ten counties and various
county-level departments in Suihua.* Anhui’s disgraced vice governor,
Wang Huaizhong, admitted to investigators that more than 160 officials
were complicitin his corrupt activities.® In the case of Li Tiecheng, who
served as party secretary for almost seven years in a poverty-stricken
county in Jilin, prosecutors found that 162 county ollicials gave bribes
to Li to secure promotions. They included the head of the county’s
People’s Congress, a deputy party secretary in charge of law enforce-
ment, the executive deputy county magistrate, two depuly party secre-
taries, five deputy county magistrates, and the chiels of the county
finance bureau, labor bureau, personnel bureau, and law enforcement
agencies. The Li case, though extreme, is a vivid illustration of how the
machinery of the party-state can be captured by a network of collusive
ollicials.®

Although China’s anticorruption authorities do not disclose data on
the share of wo an or chuan an in all corruption cases, the information
released by Guangzhou, Hubei, Fujian, Shandong, and Jiangsu suggests
that collusive corruption is widespread. In Guangzhou, 65 percent of
embezzlement and bribe-taking cases prosecuted in 2001 were found to
have involved collusive officials.?” Forty percent of cases classified as “us-
ing public office to commit crimes” in Hubei, in 2001, were those in-
volving multiple individuals.® In Fujian, 30 percent of corruption cases
investigated in 2002 were classified as “group corruption.”® The prose-
cutor’s office in Xintai City in Shandong disclosed that wo an accounted
for 30 percent of the corruption cases it prosecuted between 1998 and
2000.” Data collected by the prosecutor’s office in Nantong City, in
Jiangsu, showed that the number of wo an cases steadily increased in the
late 1990s. The number of wo an cases the office prosecuted was nine in
1999, fifteen in 2000, and twenty-five in 2001. On average, each wo an
involved [our individuals employed in the same “unit.” Two-thirds ol the
perpetrators were cadres. Cadres participated in every wo an.”'

In the worst cases, official collusion creates local mafia states—
jurisdictions in which criminal elements have formed a close alliance
with ollicials in key government positions. The extent to which the Chi-
nese state has been penetrated by organized crime is unknown. The
head of the office in charge of fighting organized crime (daheiban) at
the MPS admitted in July 2003 that this scourge was widespread:
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In some areas, local government organizations were weak and in disar-
ray, and society was out of control. This provided opportunities for evil
forces to breed and spread in rural townships. The local governments in
these townships were in a state of collapse. Some of them degenerated
to such an extent that they had allowed evil forces to run amok within
their jurisdictions, control the governments, illegally interfere in local
administrative affairs, and take over law and order. These jurisdictions
became lawless fortresses and uncontrollable villages that openly defied

the government and law enforcement agencies.”

Apparently, the collusion between organized crime and corrupt offi-
cials has extended beyond rural areas. The Supreme People’s Procura-
torate reported that, from 2001 to 2002, it prosecuted 557 government
officials for protecting organized crime.*® One representative example
of alocal mafia state is Shenyang, where in the late 1990s practically all
the key local officials, including the heads ol seventeen agencies (rang-
ing from the city’s intermediate court, the procuratorate, the tax bu-
reau, and the state asset bureau) took bribes from the city’s mafia boss,
Liu Yong, in return for protecting his criminal activities, which included
extortion, murder, assault, and {raud. The provincial government of
Heilongjiang also appeared to have degenerated into a mafia state. As
described above, nine senior provincial leaders were found to have en-
gaged in collective corruption. A third example of a local mafia state
was Fuzhou, where a criminal group headed by Chen Kai colluded with
ninety-one key local officials, including the city’s deputy party secretary
and police chief, in drug trafficking, gambling, prostitution, and other
illegal activities.

Although violence and outright criminal activities are among the
defining features of the hard local mafia states in China, many of the lo-
cal mafia states may be considered soft because of the absence of vio-
lence and involvement of hardened criminal elements. The Yuanhua
smuggling case, which implicated more than two hundred officials in
Xiamen, belongs to this category.™ Jilin’s Jingyu county and Heilongjiang’s
Suihua prefecture, where the local party chiefs effectively sold hundreds
of government posts for personal gains, are two additional examples. In
such cases, shady businessmen and local officials were primarily interested
in maximizing their private gains, not terrorizing the local population.

To better understand the workings of the local mafia states, the
Appendix (page 219) offers a sample of fifty high-profile corruption
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cases in seventeen provinces that were published in the official me-
dia.” All of them fit the two core characteristics of local mafia states:
the involvement of organized criminal elements and the collusion of
key local officials. Roughly hall of the cases belong in the hard cate-
gory—Ilocal officials were found to have provided protection for orga-
nized criminal groups in twenty-four cases. Hunan was the province
reporting the largest number of local mafia states (seven), followed by
Guangdong (six) and Fujian (six). Like their Western counterparts,
China’s organized criminal groups controlled businesses, such as real
estate, construction firms, mines, transportation companies, the local
produce market, and department stores. They used their political pro-
tection to extract monopoly prolits, terrorize competitors and consumers,
and fight oft rival criminal groups. From 2001 to 2002, according to
data provided by the Supreme People’s Procuratorate, the government
prosecuted ninety-nine officials for protecting organized crime in en-
gaging in illegal economic activities. O[ the 265 major criminal cases
involving “violation of the economic order of the market,” criminals re-

ceived official protection in about a quarter of them.

In eighteen of
the twenty-four cases of hard local mafia states, party secretaries, county
magistrates or mayors, police chiels, or the party secretaries of the pol-
itics and law committees were involved.

There are two subtypes of soft local mafia states. The first includes
jurisdictions staffed by venal officials who collude in commitling eco-
nomic crimes, such as smuggling and collective bribe-taking. In the
sample of fifty tainted jurisdictions, there were six cases of organized
large-scale smuggling sanctioned by local leaders and ten cases of col-
lective bribe-taking. Because of the scope of collusion in such illegal
activities (which usually encompasses most of the key government
agencies), these local governments have been practically subverted into
collective illegal economic enterprises. The Xiamen smuggling scan-
dal is the most extreme case. It is worth noting that, based on this lim-
ited sample, this subtype of soft local malia states appeared to be more
prevalent in the more prosperous areas. A possible explanation is that
the profits to be made from these illegal economic activities were much
greater than those from a more risky alliance with organized crime.””

The second subtype consists of mafia states formed through the sale
and purchase of government offices.”™ There were eight such cases,
involving more than one thousand officials, in our sample of fifty cases.
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The worst case was the provincial government of Heilongjiang. In 2004,
the central government sacked eight senior provincial leaders in Hei-
longjiang for purchasing and selling government appointments. In these
instances, a soft mafia state emerges when a large number of local offi-
cials are tied to one another through payments of bribes and other cor-
rupt activities. Two factors are worth considering here. First, because
officials who have paid bribes to get government positions regard such
bribes as investments, they are motivated to recoup their investments,
plus an above-market rate of return is generated. Such a calculation leads
these officials to use more aggressive means to maximize their private
gains, thus intensifying decentralized predation. Second, as a large num-
ber of these officials are tainted by the corrupt means through which they
get their jobs, they also have an incentive to protect one another in their
corrupt activities and collude to cover up their illegal activities.

Governance deteriorates rapidly in jurisdictions where such incipi-
ent local malfia states control power. In many instances, official protec-
tion allowed organized criminal groups to penetrate local commerce
and politics. Their control of real estate, retail, mining, passenger
transportation, produce markets, construction, and loan sharking en-
abled them to gain significant economic and political privileges. O[Ti-
cial press reports show, for example, well-connected mafia bosses were
favored in real estate deals. In one case, the Shenyang municipal gov-
ernment gave, for free, 24,000 square meters of prime real estate Lo
crime boss Liu Yong after Liu paid a $100,000 bribe to the executive
vice mayor Ma Xiangdong. This was not the only shady deal between a
mafia boss and party officials. In 2000, the municipal governments of
Shenyang and Dalian both sold leases on land of similar size, but the
Dalian government was able to generate 1.7 billion yuan in revenue,
compared with only 70 million yuan received by Shenyang.

In other words, assuming equal value of land in the two cities, 96 per-
cent of the proceeds from sale of land leases in Shenyang appeared Lo
have gone to local party bosses and their [riends, including criminal el-
ements.” Similar large giveaways were reported in other jurisdictions.
Wang Huaizhong, a disgraced vice governor of Anhui, whose case im-
plicated more than 160 officials, reportedly allowed his cronies to pocket

100 IIl

more than 1 billion yuan in profits [rom sweetheart land deals.
some cases, well-placed criminal elements even gained access to China’s

financial institutions. For example, in Hunan’s Lianyuan City, a local
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crime boss, Tan Heping, was the deputy director of the city’s rural credit
cooperative. Among his supporters in the city government were the
party secretary of the political and law committee, police chief, presi-
dent of the local court, and the chiel procurator—all deeply involved
in his criminal activities. They were exposed in 2001."

The alliance between criminal elements and local elites in some ju-
risdictions facilitated the entrenchment of the power of the local mafia
state in two ways. Through their commercial enterprises and insider
deals, organized crime bosses generated the funds with which they
could bribe local officials and help their allies to purchase promotions
inside the government. Once these officials accepted these bribes, they
ell under the control of the local mafia.'™ Officials beholden to orga-
nized criminal groups often returned favors by helping the leaders of
these groups to gain political respectability and power, typically through
appointing them as local legislators or even placing them in government
agencies. Liu Yong, Shenyang’s notorious crime boss and chairman of
a conglomerate in real estate and retail, was a deputy in the Shenyang
Municipal People’s Congress. In Helong City, Jilin province, local crime
boss Gu Decheng was also a deputy in the municipal People’s Con-
gress. Sang Yuechun, another crime boss in Changchun, Jilin, owned a
private conglomerate with a net worth of 120 million yuan. Relying on
his wealth to bribe local party leaders, Sang managed to be elected a
deputy to the NPC in 1998."%* He was expelled in 2002 after he was ar-
rested [or a criminal offense in October 2002. Zhang Wei, a mafia boss in
Wenling, Zhejiang, controlled a large conglomerate in the province;
before he was executed, he had held four official titles, including vice
chairman of the political consultative conference of Yidu city in Hubei
province. A member of the crime [amily that controlled both the local
coal mines and government in Qianshan county in Jiangxi was the
party secretary and mayor of a township.

Writing in the official publication of the Ministry of Supervision, a

government prosecutor observed:

Organized criminal groups in several provinces and cities have pene-
trated into the governments of counties and municipalities. They se-
lected their representatives inside the government and worked together
to arrange the appointments of local government leaders and heads of

the local people’s congress and political consultative conferences.'®
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The extent of the entrenchment of this interwoven network of crimi-
nals and party officials is shown by how long it operated in these juris-
dictions. In the fifty cases listed in the Appendix, a hard local mafia
state lasted [rom [our to twelve years before it was uprooted.'™

To the extent that the central authorities retain the ability to destroy
these local mafia states during periodic anticorruption and antimafia
campaigns, the risks posed to the survival of the Communist Party by
this collusive network ol corrupt officials and criminals are controllable.
The top-down approach to the eradication of China’s local mafia states
provides, at best, a temporary solution because it does not address the
underlying conditions that foster the emergence of such local mafia
states. Without empowering the public or giving the media more lee-
way in monitoring and enforcing accountability on local officials on an
everyday basis, the central authorities will unlikely never acquire effec-
tive capacities to police their local agents. If anything, the emergence
of local malia states, a clear and dramatic indication of regime decay,
reveals not only the deterioration of governance in certain parts of
China, but also demonstrates that the regime’s institutional mecha-
nisms of monitoring and policing its agents are breaking down. In par-
ticular, the breakdown of these mechanisms, coupled with the absence
of constraints imposed by public opinion and political participation,
has allowed local Communist Party bosses to turn their jurisdictions
into personal fiefdoms. In the sample of 50 cases of local mafia states,
party secretaries and/or mayors were implicated in hall of them.

The emergence of a decentralized predatory state in China raises sev-
eral disturbing questions. In predatory states, economic development
and market-oriented reform may create a unique situation where the
authoritarian ruling elites can enjoy, for a considerable length of time,
both the fruits of economic growth and the privileges of autocracy.
This combination, instead of weakening the old regime’s resolve Lo
hold on to power, may only create conditions more conducive to pre-
dation as well as strengthen such a resolve. In practice, this could lead
the regime to devote considerable resources and eftorts to the repres-
sion of opponents and potential challengers deemed most threatening
to its power, while allowing various [orms of decentralized predation to
sap its energy and erode its political foundations. This explains why,
as detailed in Chapter 2, the CCP has been relatively successful in
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responding to societal challenges and co-opting new social elites but
seems to be impotent in addressing its internal decay.

The degeneration of the Chinese state during the reform era also calls
into question the main thesis of developmental neoauthoritarianism:
an autocratic regime pursuing market-friendly policies can promote
sustained economic growth. The proponents of neoauthoritarianism
discount—if not overlook altogether—the risks posed by a predatory
state to sustainable growth. Without ellective political constraints to
check the power of rulers, it is impossible to guarantee that a state ca-
pable of pursuing worthy development goals will not be tempted to adopt
predatory policies and practices. China’s experience provides a sober-
ing example of how an autocratic state can lose control of its agents
even in an otherwise progressive process of decentralization and market-
oriented reforms. Although there is no evidence to suggest that ac-
companying democratic reforms would have restrained decentralized
predation by such agents, the absence of institutional checks on the
power of neoauthoritarian rulers, especially at the local level, greatly
increases the risks of decentralization of state predation.

The transformation of the Chinese state into a decentralized preda-
tory state will have profound implications for China’s political system,
economic development, state-society relations, and prospects for de-
mocratization. Doubtlessly, China’s state capacity will continue to erode,
as state agents undermine the interests of the state with a full range of
predatory practices. Sustainable economic development will be put at
risk, since a decentralized predatory state tends to deliver insufficient
public services and provide inadequate protection for property rights.
More important, thieving agents directly threaten the fiscal health of
the state itsell. State-society relations are likely to grow tense because the
predatory behavior of state agents unavoidably impinges on the prop-
erty and civil rights of ordinary Chinese citizens. Prospects for a peace-
ful and gradual transition to democracy may also grow dim because these
negative eflects will hinder the development of the social, economic,
and political infrastructures conducive to a peacetul democratic tran-
sition. Regime transition may still be possible, but such a transition,
when it comes, is more likely to be tumultuous and disruptive.
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China’s Mounting Governance Deficits

THE COMBINATION of lagging political reforms, entrenchment of rent-
seeking groups, and decentralization of state predation is a recipe [or
deteriorating governance. As long as China’s ruling elites refuse to con-
front these deeply embedded structrural and institutional problems,
they are unlikely to sustain the momentum of economic development
that has played a critical role in maintaining the political monopoly of the
Communist Party. In developmental autocracies that eventually degen-
erated into predatory states (the best example being Suharto’s Indonesia),
high rates of growth can mask the weak political foundations of author-
itarian regimes. Rising prosperity and inflows of foreign capital, which
serve as a measure of international confidence in the regime, often give
the ruling elites a sense of security and reduce incentives for reforms
that might shore up their political foundations.

China is no exception. Its sustained high rates ol growth since the late
1970s have strengthened the ruling elites’ belief in the idea that eco-
nomic growth can be a panacea for most social and political ills. Thus,
economic growth has produced a perverse effect: instead of taking ad-
vantage of the economic boom to push through diflicult political reforms
that can help sustain long-term growth, Chinese leaders in the 1990s
saw no need for such measures. The ruling Communist Party’s inability
to implement meaningtul political reform is responsible, in retrospect,
for a rapid and substantial accumulation of governance deficits.

Conceptually, governance deficits refer to a government’s deficien-
cies in fulfilling the most important functions in ruling a society. Such
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deficits include both the erosion of state capacity and the ruling re-
gime’s ability to mobilize political support. Accumulation of governance
deficits constitutes a long-term threat o a regime’s survival because
these delicits will inevitably be reflected in declining performance of the
state and the regime in executing the basic functions of government.
But as with fiscal deficits, the immediate adverse impact of rising gov-
ernance deficits may be more difficult to measure. A regime’s ability to
tolerate rising governance delicits may be similar to a national treasury’s
ability to absorb the effects of mounting budgetary deficits. In theory, a
political system’s capacity to tolerate governance deficits should be much
greater than a treasury’s ability to tolerate budgetary deficits. After all,
any nation’s ministry ol finance must go to the market to issue bonds
to cover the budgetary deficits, or risk high inflation through printing
paper money. Given the discipline imposed by the market, there is a
finite limit to a state’s ability to finance budgetary deficits.

In comparison, as poor, even dismal, governance is found in a large
number of developing countries, a society’s capacity to tolerate gover-
nance deficits may be highly elastic. In most cases, only the availability
of a credible political alternative would limit a society’s tolerance of
bad governance. Nevertheless, governance deficits do matter. To the
extent that accumulation of such deficits progressively weakens the ca-
pacities of the state and the ruling regime, growing governance deficits
can contribute to the increase in systemic risks in a political system.
Such risks may ordinarily have little visible eflect on the stability of a
given political regime. But the existence and constant increase of these
risks will, in the long run, reduce the resilience of the regime and
threaten its durability.

In this chapter, I [irst describe and analyze the two principal manifes-
tations of China’s rising governance deficits—the state’s eroding capac-
ity and the ruling party’s declining capacity for political mobilization.
Then I examine the political effects of rising governance deficits on
state-society relations.

Governance Deficits and State Incapacitation

Among developing countries, China is thought to have a strong state.
Compared with countries at comparable income levels, the Chinese
government has demonstrated relatively good performance in providing
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basic services such as health, education, public safety, and environmen-
tal protection. Indeed, the reputed effectiveness of the Chinese state has
made investment in China attractive for foreign investors. Bul compar-
ing China with countries with very low state capacity does not address
two key issues: has China’s state capacity been declining or growing since
it began the economic transition in the late 1970s, and how does it
really compare with China’s peers in the developing world? If evidence
points to a trend of state incapacitation, it should raise concerns about
the sustainability of the transition. Indeed, a closer look at many specific
indexes of government performance would show that the capacity of
the Chinese state has been deteriorating during the last two decades.
In several important areas, China’s performance actually compares un-
favorably with that of some of its peers in the developing world, those
countries with large populations such as India and Mexico, or its Fast
Asian neighbors.

The incapacitation of the state is shown in the erosion of the govern-
ment’s ability to provide essential public services, such as public safety,
education, health, environmental protection, and enforcement of laws
and rules. In China, there are numerous telltale signs that these in-
dexes of state capacity have been slipping. Such slippage should be es-
pecially alarming because it has occurred in a period during which
China experienced unprecedented economic prosperity. The key in-
dexes of government performance ought to have improved, rather
than declined.

Public and Workplace Safety

Most of the evidence [or deteriorating performance is mundane but
telling. Take, for example, the number of road fatalities, a key measure
of a state’s capacity to regulate a routine, but vital, social activity—
transportation. A study of the change in traffic fatality rates (measured
at deaths per 10,000 vehicles) between 1975 and 1998 shows that the
growth rate in China—243 percent during the period—was the second
highest in the world. Although rising traffic fatality rates are closely as-
sociated with a rising rate of motorization, weak states tend to have rel-
atively higher death rates.! The incidence of traffic accident [atalities
in China almost doubled between 1985 and 2000 (about fifty-eight
road fatalities per 10,000 vehicles in 2000, compared to thirty-four in
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1985).% In 2002, China reported 109,381 road fatalities.” An interna-
tional comparison using the 1995 data shows that traffic fatality risks
were much higher in China than in many of its neighbors. Road fatali-
tics per 10,000 vehicles were twenty-six for China, twenty for India, and
eight for Indonesia. China (ared better only than Tonga ([ifty-two),
Bangladesh (forty-four), Myanmar (thirty-six), and Mongolia (thirty).*
Road hazards are not the only example of the state’s poor ability to
protect the public. Duc to weak rcgulat()ry cnforcement, more than
100,000 people were made ill or killed by rat poison alone each year.”

Data on workplace safety in China reveal a similar state weakness.
The Chinese workplace may be among the most hazardous in develop-
ing countrics. A survey conducted by the official All-China Fedceration
of Labor Unions in 1997 found that 10 percent of the workers polled
reported having suffered injuries on the job.% Official figures record
13,960 industrial and mining accidents in 2002 that resulted in 14,924
fatalitics.” Figures compiled by the International Labour Office for 1997
show that mining deaths in China (3,273) were more than thirteen
times those in India (242).* The rate of fatalities in coal mining acci-
dents in China is the highest in the world, with seven deaths per 1 mil-
lion metric tons of coal produced in 2001; India’s rate was 0.9.° Most of
the mining fatalities occurred in unsale small mines run by private en-
trepreneurs, many of whom were either connected with local govern-
ment officials or had held important official positions before. In the
first five months of 2002, for example, private coal mines accounted for
54 percent of the fatalities; coal mines operated by township govern-
ments reported 14 percent of the fatalities.'” Unsafe private mines have
powerful allies because many local officials are investors in these mines
and usc their power to protect them.' In one case, a local mafia group
took over several coal mines in Jiangxi and bribed nearly all the local of-
ficials, including the police chief, in return for protection.'?

Education

The Chinese government’s ability to provide access to education does
not compare well, either. China’s education spending, around 2 per-
cent of GDP in the late 1990s, was considerably below the average of
3.4 percent ol GDP for low-income countries. According to UNESCO’s
data on public expenditures on education as a percentage of GDP,
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China spent significantly less on education than did India, Mexico,
Brazil, and the Philippines. During 1998-2000, public expenditure on
education in China was 2-2.1 percent of GDP, compared with 3.2—4 per-
cent in India, 4.2—4.4 percent in Mexico, 4.2 percent in the Philippines,
and 4.2-5.2 percent in Brazil. China spent less on education than
Bangladesh (2.4 percent of GDP), a much poorer country.'? As a result,
access Lo primary and middle-school education in 1998 was available to
85 percent ol the school-age population nationwide and to only 40 per-
cent of the children in the poor western regions. The middle school
drop-out rate in rural areas was 42 percent in the late 1990s. In some
parts of the south, the rate was 30-50 percent.™

According to a study by UNESCO in 2002, China will not achieve
UNESCO’s literacy goal for 2015. Another study, conducted by the UN
Development Programme (UNDP), showed that China’s underinvest-
ment in education may have contributed to hundreds of thousands of
preventable deaths of children. According to the UNDP, had China
maintained the same rate of education as Vietnam, where per capita
income was a third of China’s, 264,500 fewer Chinese children would
have died in 2002." A study of China’s investment in human capital by
the Nobel laureate James Heckman in 2002 concludes that Chinese
government policies during the reform era favored physical invest-
ment over schooling, resulting in underinvestment in human capital.'®

The central government contributes only a small portion to China’s
educational expenditures; for example, it provided 13 percent of the
334.9 hillion yuan spent on education in 1999. Spending on compul-
sory education, in particular, is borne almost exclusively by subnational
governments: township governments are responsible for 78 percent,
county governments pay 9 percent; and provincial governments con-
tribute 11 percent. The central government pays only 2 percent. This
structure of financing compulsory education makes China an outlier in
education spending. For example, in Mexico in 1994, 79 percent of ed-
ucation spending came [rom the central government; in South Korea,
96 percent came from Seoul. Among OECD countries, the average con-
tribution from the central government is 50 percent.'” In addition, ed-
ucation spending by the central government was biased toward higher
education: 94 percent of all the education spending by the central gov-
ernment in 1999 was for higher education; its combined contribution to
secondary and primary education was 0.5 percent of its total education
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budget. In other words, local governments are responsible for all sec-
ondary and primary education spending.'®

As a whole, the state’s contribution to education spending had been
declining in the 1990s. From 1991 to 1997, the share of the state’s contri-
bution to total education spending fell from 62.8 percent to 53.6 percent.
The shortfall was made up through increased tuition and fees, thus
reducing access (o education, especially in poorer areas." One scholarly
estimate suggests that government funding contributed to only 31 per-
cent of the expenditures in middle-school education, 24 percent in

primary-school education, and 40 percent in kindergarten education.?

Public Health

China’s public health delivery system has deteriorated considerably in
recent years and compares poorly with that of its neighbors.” In the
World Health Organization’s (WHO) World Health Report 2000, China’s
overall health system performance in 1997 ranked 144, placing China
among the bottom quartile of WHO member states, behind India
(112), Indonesia (92), and Bangladesh (88), countries often thought
to have less elfective governments. On the score of “fairness in finan-
cial contribution,” a proxy measure of equality in access to healthcare,
China was ranked 188, ahead of only Brazil (189), Myanmar (190), and
Sierra Leone (191). In terms of “overall goal attainment,” according to
WHO, China was placed 132, again behind Indonesia (106), India
(121), and Bangladesh (131).” The decline in the state’s ability to pro-
vide health services has hit especially hard China’s rural population
and people living in less developed areas.” According to a study by the
Development Research Center of the State Council, only 14 percent of
the net increase in the government’s healthcare spending in the 1990s
was channeled to the countryside; about 90 percent of this new spend-
ing was used on personnel and administration.”

In the 1970s, 90 percent of the rural areas were covered by a system
of basic cooperative healthcare. By the end of the 1980s, this system
survived in only 5 percent of the villages. Despite a halfhearted effort by
the government to rebuild the cooperative health system in the 1990s,
nearly all the 700,000 rural village and township clinics were privatized
after local governments sold these facilities to private entrepreneurs
and physicians in the 1980s.*> The collapse of the rural cooperative
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health system was further exacerbated by the antirural bias in the gov-
ernment’s health spending. Only 15 percent of the government’s health
budget goes to rural areas, even though rural residents account for
70 percent of the Chinese population. On a per capita basis, rural res-
idents receive only a third of the healthcare enjoyed by their urban
counterparts.?

Replacing the prereform cooperative healthcare system is a patchwork
of [ee-forservice private clinics and hospitals, many of which provide
substandard care. A study of four hundred village clinics published in
2001 reported that two-thirds did not keep patients” medical records and
only half of the injection tubes and needles were sterilized.*” Rural doc-
tors and medics are poorly trained and many ol them have no licenses.
A reporter found that about 40 percent of the scores of clinics he vis-
ited did not have licenses.*

Consequently, both the access Lo and quality of healthcare in rural
China have declined dramatically. Whereas 85 percent of the rural res-
idents had health insurance in 1970, less than 20 percent of them were
insured in 2003.2* According to the 1998 National Health Service sur-
vey conducted by the Ministry of Health, 37 percent of farmers who got
sick could not afford to seek medical treatment, and 65 percent of sick
peasants who should have been hospitalized were not admitted be-
cause of inability to pay. Both figures were higher than in 1993, when a
similar survey was carried out. In 1993, nearly 77 percent of rural women
gave birth at home and only a third of rural children had physical
checkups. The overall access to healthcare hardly improved ten years
later. The 2003 National Health Service survey revealed that 49 percent
of the Chinese population do not go to the hospital after they get sick
and 30 percent of the patients who ought to be hospitalized are not,
due to unaffordability of care.*

For rural residents who cannot afford health care, the consequences
are often dire. Poor health has become the chief cause of poverty in
rural China. In Henan province, 40 percent of the rural residents [ell
below the poverty line again after they were struck by disease and lost
their ability to work; in Shaanxi province, the figure was 50 percent,
and in Jilin province, the figure was 60 percent.”!

Even in urban areas, considered privileged relative to the countryside,
access to healthcare has been declining as the costs of healthcare rise
rapidly. According to the Ministry of Health, 27 percent of the urban
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residents in 1993 were uninsured; by 2003, the percentage of unin-
sured in the urban population had risen to more than 50 percent, and
44 percent of urban residents who got sick did not go to the hospital
for treatment in 2003.%*

Deterioration in the public health infrastructure and declining ac-
cess to health services may be responsible for the persistently high levels
of some communicable diseases. For example, at the end of the 1990s,
10 percent of the population had hepatitis A, and 5 million people were
stricken with tuberculosis.** A Ministry of Health report disclosed that,
in 2002, 810,000 people suffered from schistosomiasis, a debilitating
disease.* China was also ill-prepared to deal with an emerging HIV/
AIDS crisis. Estimates of the infected ranged [rom 850,000 to 2 million
in 2002. The rate of infection was growing at 40 percent per annum in
2003-2004, according to the Ministry of Health.* At this rate, the num-
ber of infected will most likely exceed 10 million by 2010.* Although
the rate of infection was high, the government’s spending on AIDS pre-
vention and treatment averaged only 15 million yuan a year in the
1990s. Despite a modest increase in funding—when the amount was in-
creased to 100 million yuan in 2001, in addition to a one-time appro-
priation of 1.25 billion yuan—the total government resources available
for AIDS prevention and treatment remained insufficient.?” Alarmed
by this trajectory and the Chinese government’s inadequate efforts,
the United Nations issued a report in 2002 titled “HIV/AIDS: China’s
Titanic Peril.” It warned that China was on the verge of a public health
and humanitarian catastrophe, and singled out, as factors contributing
to the spread of the epidemic, “insufficient political commitment and
leadership at many levels of government, insufficient openness when
dealing with the epidemic, insufflicient resources both human and fi-
nancial, scarcity of effective policies, lack of an enabling policy envi-
ronment, and poor governance.”*

The insufficient supply of public goods may have contributed to a
slowdown in poverty reduction since the mid-1980s.* One study shows
that although the poverty rate fell 22 percent from 1978 to 1984,
progress since then was virtually stagnant; between 1985 and 1995, de-
spite strong economic growth, the poverty rate fell only 2.58 percent.*
The pace of poverty reduction slowed even [urther during 2001-2002,
with fewer than 2 million people lifted out of poverty each year. In
2003, for the first time since reform began, the number of people
living in poverty actually rose by 800,000.*’ Based on the World Bank’s



China’s Mounting Governance Deficits 175

definition of “extreme poverty” (per capita income of $1.08 a day, com-
pared to the official Chinese standard of $0.21 a day), a Chinese re-
searcher concluded that in the late 1990s China had 120 million
people in the rural areas who lived below the poverty line; half of them
were concentrated in the western region. In urban areas, about 20 mil-
lion people were classified as poor in 2002.# This implies that China’s
real poverty rate is about 10 percent, about five times the official rate.
Even this high figure may understate the poverty rate. In the World
Bank’s World Development Indicators 2003, the number of people living
in “extreme poverty” was estimated to be 222 million, or about 18 per-
cent of the Chinese population.*

Environmental Degradation

State incapacitation in China is reflected in the worsening environ-
mental degradation that threatens the sustainability ol economic de-
velopment.* Official reports admit that a third of China’s land suffers
from severe soil erosion. As a result, about 67,000 hectares of farmland
are lost each year. Major waterways have also become clogged with silt.
About 1.5 billion tons of soil, sand, and gravel are washed into the up-
per reaches of the Yangtze, for example. The authorities blamed the
buildup of such silt in the Yangtze on the devastating floods along the
river in 1998. Soil erosion has endangered China’s reservoirs, where
more than 20 billion tons of silt have accumulated. Fach year about
2,500 square kilometers of land are turned into desert, resulting in
54 billion yuan in direct economic losses. The expansion of the desert
has also led to a large increase in the frequency and magnitude of
sandstorms that hit the northern parts ol the country. Acid rain has
polluted 30 percent of the country.*

With 80 percent of wastewater discharged untreated, three quarters
of the lakes and about half of the rivers (measured in length) have
been polluted. The head of China’s State Environmental Protection
Administration admitted in early 2003 that checks conducted in 740
sections of the country’s major rivers found water to be of drinkable
quality in only 29 percent of them.* Sixty percent of the water in the
Yangtze, China’s most important river, was found to be polluted to vary-
ing degrees in 2003. Each year, 20 billion tons of polluted water, or
40 percent of China’s total, are discharged into the Yangtze.*” In ad-
dition, two-thirds of the underground water in the 118 major cities
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is rated as “severely polluted.” Water pollution alone costs China
1.46-2.84 percent of GDP each year. By international standards,
China’s use of water is among the most inefficient. For each unit of GDP,
China’s water usage is 15 times higher than the average of developed
countries—35 times higher than Japan and 25 times higher than
France. It is also higher than India and Pakistan.*®

Environmental degradation incurs huge direct economic losses. The
World Bank estimated in the mid-1990s that major forms of pollution in
China cost 7.7 percent of GDP.* More than 20 million tons of SO,
(a product of burning coal) is released into the air each year (the largest
in the world); this emission alone cost China about 2 percent of GDP.*
China’s State Environmental Protection Administration reported that
tests of air quality conducted in 1999 in 338 cities found that air was con-
sidered “good” only in one-third of them. Of the ten cities with the worst
air pollution in the world in 1999, seven were located in China.”

In addition, China’s agricultural infrastructure built in the prere-
form era steadily deteriorated due to a lack of funding. Spending on
agricultural infrastructure fell from 18 percent of total government
spending on infrastructure in the 1970s 1o less than 6 percent by the
mid-1980s. Particularly hard hit has been the rural irrigation system.
Of the nation’s 84,300 reservoirs, one-third were classified as “unsound
and dangerous” in the mid-1990s. The total capacity of these reservoirs
had been cut by 30 to 50 percent, dramatically reducing the country’s
ability to fight floods and drought.” The combined ellects of environ-
mental degradation and the severe deterioration of much of the agri-
cultural infrastructure built before the 1980s may have exacerbated the
devastation of natural disasters. Grain output losses resulting from nat-
ural disasters more than doubled from the 1950s to 1990s, from 2.1 per-
cent to 5 percent of total grain output. Output losses accelerated mostly
in the 1990s. Whereas average annual losses from natural disasters
ranged 50 billion to 60 billion yuan (in constant prices) from the 1950s
to the 1980s, they had doubled to 120 billion yuan by the mid-1990s.%*

Crisis in Rural Public Finance

The erosion in the fiscal capacity of the Chinese state in general, and the
crisis in rural public finance in particular, have severely undercut
the government’s ability to fund public services. In addition, the conse-
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quences of a dysfunctional fiscal system have been made much worse
by a deeply flawed political incentive structure that motivates local of-
ficials to devote limited resources to projects that promise Lo maximize
their individual political gains but yield low social returns. Thus, proj-
ects and services that can deliver high social returns, such as environ-
mental protection, education, and public health, are neglected.

China’s fiscal problems have been extensively studied.” The deteri-
oration in the state’s extractive capacity, if measured by official data on
the performance of China’s fiscal system, seems dramatic, if not pre-
cipitous, as the government’s tax receipts fell from 51 percent of GDP
in 1978 to 14 percent of GDP in 1999.* The truth, however, is quite dif-
[erent. Aggregate government revenue during the last two decades has
remained at the same level of about 30 percent of GDP. Erosion of
the state’s fiscal capacity may be modest. As discussed extensively in
Chapter 4, what has changed is the massive diversion of revenue from
the government’s official budget. The explosion of various [orms of
revenue collected by the government but not entered into the budget
has squeezed the on-budget tax revenue streams. At its peak, such off-
budget revenue exceeded budgeted tax revenue by a two-to-one ratio.
For example, in 1995 and 1996, budgeted tax revenue was about 11 per-
cent of GDP, but off-budget and other types of unrecorded government
revenue was about 20 percent of GDP.%

Provincial and municipal governments are the primary beneficiaries
of this dysfunctional [iscal system because it allows them to raise revenue
outside the normal tax streams. Even after the implementation of the
1994 fiscal reform, which is generally regarded as a measure to strengthen
the central government’s fiscal capacity, provincial and municipal gov-
ernments were able to increase their share of the revenue. One study
of the changes in the effective share of government funds claims that
the share of provincial governments rose 2 percent each year between
1994 and 2000, from 16.8 to 28.8 percent, while that of the central gov-
ernment actually [ell slightly in the same period, from 55.7 to 52.2 per-
cent.”” The relative decline in the central government’s revenue has
significantly reduced Beijing’s ability to invest in social services.

As a result, the central government increasingly relied on unfunded
mandates—by ordering subnational governments to provide the social
services Beijing no longer has the ability to finance. Local governments
have few incentives to provide these services, however, because the
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political returns from doing so are lower than those derived from
devoting the same resources to more showy projects demonstrative
of their ability to maintain high rates of growth. A study of budgetary
allocations in five provinces—Jilin, Hebei, Xinjiang, Qinghai, and
Shandong—from 1980 to 1998 found that public expenditures for
agricultural production fell from 7.54 to 2.15 percent of the budgets of
these provinces, and spending on agriculture, forestry, and water man-
agement declined from 7.58 to 4.21 percent. In contrast, expenditures
on urban maintenance, a category of spending usually associated with
burnishing the image of the major urban centers, doubled.*® Because
local officials are more likely to get promoted for delivering short-term
high growth rates or other forms of tangible results, ofl-budget rev-
enue tends to be spent on building local industries and other projects
that contribute little to improvements in education, health, or the
environmendt.

There is another reason for government officials to favor oll-budget
revenue. Since normal budget rules do not apply to the collection and
use of such revenue, officials enjoy near total discretion. Abuse and
corruption is rife. A large portion of the off-budget funds has been
found stashed away in secret slush funds controlled by government of-
ficials. According to the finance minister, investigations found that
theft and corruption was detected in every slush fund.* In a report
released in June 1999, the National Audit Administration claimed to
have uncovered slush funds and illegal expenditures that amounted to
96 billion yuan, equal to 10 percent of the 1998 tax revenue.*

An important consequence of this dysfunctional fiscal system is the
near-collapse of local public finance in many counties and townships,
particularly in the interior agricultural provinces with large populations,
such as Henan, Anhui, Hunan, Hubei, Jiangxi, and Hebei. Although
China’s 2,400 counties and 46,000 townships provide most of the daily
government services, they rely on a slim tax base, collecting 20 percent
of total government revenue.®' Nationally, counties could generate rev-
enue equal to only two-thirds of their expenditures in 1999. About 40 per-
cent of the counties can generate revenue sufficient to cover only half
of their expenditures.”

The [iscal conditions for rural township governments are even more
dire. Though saddled with the mandate to pay for most local services,
the most costly of which is public education, these townships have prac-
tically no tax base and must extract their revenue from farmers, mostly
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through an inefficient and coercive collection system. Most studies of
the indebtedness of rural governments pinpoint the mid-1990s as the
period when this problem began to emerge. In the 1980s and early
1990s, indebtedness was not a serious issue in rural public [inance.
Among the causes that contributed to the debt problem, the 1994 tax
reform was singled out as the most important. Intended to strengthen
the fiscal capacity of the central government, this reform placed the
heaviest burdens on the politically weakest township and village govern-
ments. Unwilling to cede their share of the revenue, provincial and
municipal governments increased the pressures on township and vil-
lage governments to meet everrising revenue goals and even threatened
local officials with dismissal should they [ail to deliver. As a result, town-
ship and village governments were forced to cut services and increase
taxes and fees on rural residents. This, in turn, fueled rural discontent
and sparked tax resistance as peasants saw their taxes rise while local
services deteriorated. According to one study, tax resistance was a ma-
jor factor in the decline of local fiscal capacity. Unpaid taxes and fees
accounted for one-third of village debts.®®

The magnitude of the township and village fiscal crisis in the late
1990s was captured by a study of the Ministry of Agriculture. According
to its findings, at the end of 1998, 90 percent of townships and 83 per-
cent of villages were deeply in debt. The total amount of debts owed by
these townships and villages totaled 325.9 billion yuan. Townships
owed 177.6 billion yuan, averaging 4 million yuan per township; vil-
lages owed 148.3 billion yuan, averaging 210,000 yuan per village. The
amount of debts grew 17.5 percent in 1999 and 11 percent in 2000.
This means that township and village debts reached 423 billion yuan
by 2000, equivalent to almost 30 percent of agricultural GDP in 1999.%*
A senior researcher at the Ministry of Finance who led a team to study
the issue of rural public indebtedness estimated that, by 2004, the total
amount of public debts owed by townships and villages ranged be-
tween 600 billion to 1 trillion yuan, or close to 10 percent of GDP.%
Agricultural regions were most heavily indebted. The debt-to-asset ratio
was 26 percent in eastern coastal regions, 42 percent in central agri-
cultural regions, and 24 percent in the poor western regions.*® Media
reports on rural indebtedness in individual provinces provide further
evidence of fiscal stress in large agrarian provinces. A survey of town-
ship governments in Hunan in 2000 found that 88 percent were in
debt; they owed 8.5 billion yuan, about half the province’s total fiscal
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revenue. In Henan, debts accumulated by township governments
reached 9 billion yuan, or 40 percent of the total provincial fiscal rev-
enue. Nearly all the township governments owed their employees back
pay.”” In Anhui province, debts owed by township and village govern-
ments amounted to three times their annual revenue in 1998.%%

Several factors were responsible for the rapid accumulation of debts
in rural China. A Ministry of Agriculture survey found that the most
important cause of the indebtedness was failed investments in TVEs.
Loans borrowed to finance these enterprises, many of which eventually
failed, accounted for 38 percent of the debts owed by township and vil-
lage governments. Borrowing (o provide basic services and finance lo-
cal roads, bridges, and other infrastructure accounted for 18 percent
of the accumulated debts. Some Chinese researchers criticized such
spending as a wasteful use of resources that benefited the political ca-
reers of local officials. In particular, they singled out the building of
image projects, especially paved highways and roads, as an example. Al-
most 8 percent of all debts were loans borrowed to build roads. Loans
borrowed to finance everyday commercial and agricultural operations
amounted to 8 percent of the debts; 4 percent of the debts was attrib-
uted to the loans used by township and village governments to pay
taxes; and 5 percent of the debts was used to pay the salaries for local
officials.®

The case of an unnamed county in Anhui was representalive. In this
county, bad loans borrowed to [inance village and township industries
accounted for 37 percent of the debt. In villages, 15 percent of the debt
was owed as a result of building local public infrastructure such as
schools and roads. In townships, the figure was 30 percent. The costs of
the image projects launched by local officials to burnish their record
accounted for 8 percent of the debts. The costs of supporting bloated
local bureaucracies and their administrative expenses added an addi-
tional 20 percent to the debt load.™ One study reported that about half
the loans borrowed {rom banks by township governments were used to
pay the salaries of township officials in 2001.”'

According to Chen Xiwen, a leading expert on rural China, town-
ship and village governments relied on three sources for borrowing:
local agricultural cooperative credit associations (nongye hezuo jifin hui),
which provided loans for commercial projects; local entrepreneurs;
and state-owned banks and rural credit unions.”” A more detailed
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breakdown of these credits showed that banks and rural credit unions
were the single largest source of loans, providing 42 percent, or 136 bil-
lion yuan, in loans. More than half of these loans (53 percent) were
overdue, with hall of these unpaid loans three years overdue.”™

In addition to forcing rural governments to cut services, the distressed
local public finance is viewed by many in China as directly responsible
for the rural political decay and rising tensions between the state and
the peasantry.” For example, village governments and party cells grow
progressively weak as local elites become more reluctant to serve in
these heavily indebted villages.” In township governments, high debts
and unpaid wages demoralize officials.” In early 2001, for example, un-
paid salaries [or township officials and workers in Jilin totaled 46 million
yuan, or about half the province’s unpaid salaries. Similar situations
were reported in Anhui. The rural public finance crisis is also a major
contributor to rising tensions. In heavily indebted townships, tensions
between cadres and rural residents are high. Local government ofli-
cials often meet strong resistance in implementing government policy
and collecting revenue.”

Erosion of the CCP’s Mobilization Capacity

In measuring a state’s governing capacity, a crucial variable is the mobi-
lization capacity of its major political parties. As institutions to aggre-
gate dilferent social and political interests and build coalitions, political
parties play a crucial role in generating support for the legitimacy and
policies of the government. The political party’s role in mass mobiliza-
tion and governance is perhaps even more critical in authoritarian re-
gimes than in democratic polities. As Samuel Huntington observed,
“The one-party system is the principal modern form of authoritarian
government.” And the strength of'an authoritarian regime depends on
the strength of its party.” The key to the viability and durability of the
ruling party in an authoritarian regime is its capacity to mobilize mass
political support and maintain legitimacy. Despite the conventional wis-
dom that authoritarian regimes depend mainly on repression for sur-
vival, monopolistic ruling parties actually use a mixture of ideological
appeal, redistributive economic policies, organizational penetration,
and repression in governing their societies.

In the Mao era, the CCP had an unusually strong capacity of mass
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political mobilization. The combination of a charismatic leader, a sini-
cized communist ideology, a youthful revolutionary party tested by
decades of war, a development strategy that maximized the control of
the state, and the ruthless application of mass repression enabled the
CCP to rally the Chinese nation behind its causes. Although weakened
by the catastrophic failure of Mao’s radical policies, the CCP retained
a measure of mobilization capacity in the early years of the reform era
thanks, in large part, to Deng’s progressive policies. PostMao relorms
launched by Deng managed, in the immediate aftermath of the Cul-
tural Revolution, to repair the tarnished image of the CCP and build a
broad proreform coalition. More important, the CCP’s extensive orga-
nizational inflrastructure in Chinese society and economy had yet to ex-
perience the impact of market-oriented reforms.

A quarter century of economic reform later, however, the extent of
the atrophy of the CCP’s mass mobilization capacity began to be visible,
even as it had grown more adept in using selective repression and tar-
geted co-optation to maintain its rule. Market-oriented reforms have
undermined the economic infrastructure upon which the CCP’s orga-
nizational system was built, leading (o the party’s decline, first in the
countryside, and later in the cities. Within the party itsell, the break-
down of discipline and institutional norms has caused widespread cor-
ruption and degraded the party’s organizational integrity. The party’s
mass appeal practically disappeared, as well, mainly because of exclu-
sivist and proelite policies pursued by the party and its subsequent
transformation from a mass revolutionary party into a group of self-
serving elites.

In practical terms, the erosion of the CCP’s mass mobilization ca-
pacity means that the party no longer can build broad-based social
coalitions to pursue its policies and defend itself. Instead, it has to rely
more than ever on economic performance to maintain legitimacy and
use the repressive power of the state to defend its power. The best ex-
ample to illustrate the political consequences of the CCP’s declining
political mobilization capacity was the party’s suppression of the quasi-
spiritual movement, Falun Gong, in 1999. During the Maoist era, the
CCP could have easily mobilized its loyal supporters, such as workers
and peasants, to contain and even destroy a nationwide social network
like Falun Gong without resorting to the use of police. But in 1999, the
only effective instrument the CCP could mobilize was the police. De-
spite a massive official propaganda campaign against Falun Gong, the
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CCP could not mobilize a single social group to support its crackdown.
In the end, it was the application of brute force, not the mobilization

of the masses, that enabled the CCP to destroy the movement inside
China.

Economic Reform and the CCP’s Organizational Decline

The organizational decline of the CCP, in retrospect, was almost pre-
determined. Leninist parties like the CCP have maintained their dura-
bility only in economies dominated by the state. Such economies
provide the economic infrastructure (SOLs and collective farms) that
form the organizational backbone [or the ruling parties. By pursuing
market reforms that gradually eliminated collective agriculture and
privatized a large number of SOEs, the CCP may have become a victim
of its own economic success. The new economic infrastructure, based
on household [arming, private ownership of capital, and individual la-
bor mobility, proves inhospitable to the organizational presence of the
CCP. The sign that market reforms were undermining the party’s orga-
nizational health first emerged in the rural areas, which spearheaded
China’s economic reforms.

Economic reform weakened the party’s hold in the countryside
through two mechanisms. First, the dismantling of the people’s com-
munes and the return to household farming directly reduced the
power of the CCP because the party’s grassroots cells lost much ol their
relevance in the social and economic activities of rural residents. Eco-
nomically, individual farmers, not local CCP officials, make most daily
decisions. Competitive market forces have also compelled the majority
of rural CCP members to devote their energy to the demands of their
own household farms, instead of the political requirements of the party.
To the extent that the CCP’s rural cadres continue to inspire loyalty
and support, it is mainly due to these cadres’ ability to create economic
opportunities and improve the standard of living of their villages—not
to their political status as the representatives of the ruling party.” In ad-
dition, the amount of social services provided by local governments has
steadily contracted. Prior to reform, the party had played an indis-
pensable role in mobilizing rural resources in supplying social services,
such as maintaining public health and building rural infrastructure.
After the reform, most local rural governments either withdrew from

providing these services or forced rural residents to pay for them.®
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Second, the gradual opening of the labor markets to rural migrants
in the urban areas has allowed the younger, more educated, and en-
trepreneurial rural peasants to move to the cities in search of better
jobs, thus reducing the pool and the caliber of potential party re-
cruits.¥! These new opportunities have also encouraged many rural
CCP members to move into the cities.® A survey of party officials in
five hundred poor townships in Sichuan in the late 1990s found that
about 40 percent of them were unwilling to stay in the villages. Of the
300,000 rural CCP members in four impoverished prefects in Sichuan
province, half of them had less than a primary school education as
of 1998.%

Consequently, the CCP has sulfered severe organizational degra-
dation in the rural areas. A report by the Shanxi GCP POD in 2000 ad-
mitted that the party’s rural cells had neglected party-building and
seldom organized political activilies or recruited new members. A sur-
vey of one prelect in Shanxi in 1998 found that seven hundred villages
had not recruited a single member in three years. Another survey of
620 villages in 2000, in the same prefect, showed that none of them
had recruited a party member in the previous three years.* The CCP’s
village cells, the party’s most important grassroots organization, have
deteriorated as well. From 1994 to 2000, the party was forced to fix
356,000 of the rural CCP cells that were characterized as weak or para-
lyzed. They represented half the CCP village cells.*® A report by the
Zhejiang CCP POD disclosed that about 56 percent of the party’s vil-
lage cells in the province were rated third-grade (ineffective and para-
lyzed). The party’s rural members appear to have grown disillusioned
and demoralized as well. One survey of party members in Sichuan
showed that 26 percent of them did not support or trust the party and
would like to drop out of the party.®

In urban areas, the CCP’s organizational integrity has also suffered
from the effects of market reforms. The mass bankruptcy of SOEs since
the mid-1990s has led to tens ol thousands of [actory closures—and the
effective dismantling of the CCP party organizations in these SOEs. In
Liaoning, one of the provinces hardest hit by mass closures of SOks
in the 1990s, 80,000 CCP members were among the 680,000 workers
employed in closed or semiclosed [lactories. Almost 50,000 CCP mem-
bers were among the laid-off and furloughed workers. Most laid-oft
CCP members lost contact with their former CCP organizations; only
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8 percent applied for activity passes that would allow them to maintain
organizational contact with their former CCP cells.*” In an internal as-
sessment in 2000, the Shanxi CCP POD reported that “in nonoperat-
ing SOEs, the party organization is almost in a state ol collapse. It does
not conduct organizational activities or recruit new members. It can-
not even collect party dues.”®

At the same time, the CCP has been stymied in penetrating the pri-
vate sector.® In 2000, the CCP did not have a single member in 86 per-
cent of the 1.5 million private firms and was able to establish cell
organizations in only 1 percent of the private firms.? China’s newly es-
tablished professional service firms—such as law and accounlting firms
and private medical clinics—and prolessional associations also have not
been receptive to the party’s attempts to attract new members.®' The
party’s efforts to set up its organizational presence in foreign-invested
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business have fared no better.®” The reality of a “party-unfriendly” mar-
ketplace has led even the members of the ruling elite to question the
need for the CCP to have an organizational presence in nonstate firms.
A survey of six hundred officials in 2000 found that almost 40 percent
thought private firms do not need party cells.” The long-term political
implications ol the CCP’s failure to penetrate the private sector spell
trouble for the party because foreign-invested firms and domestic private
firms have become the main source of employment while the payrolls
in SOEs have been shrinking. The number of employees in private, for-

eign, and collective firms in 2002 almost equaled that in SOEs.™

Internal Corruption

Internally, the CCP has been weakened by pervasive corruption and
loss of ideological beliefs.”® Far from being a monolithic Leninist party
with tight internal discipline, the CCP in reality suffers from a serious
breakdown of organizational discipline and norms due to patronage
and institutionalized inability to enforce its own rules. As described in
Chapter 4, because of the concentration of power in the hands of
lower-level party functionaries in the reform era, these officials have
acquired the ability to build mini-patronage machines inside the party
that serve their individual needs, rather than the CCP’s collective in-
terests. The widespread practice of selling government appointments
is a typical manifestation of such patronage.
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Surveys of the party’s officials found that appointments and promo-
tions within the party depend more on personal relations with superi-
ors than on merits or qualifications. Aboult two-thirds of officials being
trained at a municipal party school revealed in a survey that their pro-
motion depended solely on the favors of their superiors; only 5 percent
thought that their individual efforts could help gain career advance-
ment.” In a survey of 1,159 officials in the northeastern city of Ha’erbin
in 1997, 52 percent identified “personal connections determine cadre
appointments” as the main factor in the selection of cadres.” The re-
sults of a survey of 1,230 officials in Anhui in 1998 provided additional
confirmation. When asked about the reasons for demotion of incum-
bent officials, 59 percent thought such unlucky officials “lacked patrons
above,” and 41 percent thought that they did not “entertain or give
gifts.””® Unavoidably, such patronage has generated widespread resent-
menlt within the party. Of the 13,821 party members in Sichuan surveyed
in 1997, 40 percent complained that the CCP’s system of selecting
cadres “lacks democracy and popular support,” and 18 percent thought
that “it does not enable the emergence of outstanding talents.””

The CCP also suffers from a chronic inability to cleanse itself
through the expulsion of unqualified members and removal of incom-
petent or corrupt officials. According to the deputy minister of the
CCP’s COD, the party’s own sampling showed that about 5 percent of
the party members—or 3 million—are unqualified, but the party ex-
pels only a small number of the members it considers unqualified.'™
Another figure, disclosed by the CCP’s COD, indicated that the CCP
removed 473,000 unqualified members from the party from 1989 to
2000, averaging almost 40,000 a year. Thus, only about 1 percent of the
unqualified members are [orced to quit the party each year.'”! Reveal-
ingly, unqualified members have the characteristics normally associ-
ated with careerists and opportunists: most of them are younger than
thirty-five, have a college or college-equivalent education, hold official
appointments in the government and SOEs, and [ail to participate in
the party’s activities or pay party dues.

The party appears to be less able to remove such elements today
than before, however. In 1950, for example, about 4 percent of CCP
members “exited” the party through expulsions and forced resigna-
tions. In 1999, only 0.05 percent of the CCP members exited the
party.'” The mechanisms of removing incompetent CCP officials are
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equally dysfunctional. Official data show few incompetent officials
are dismissed. From 1995 to 1997 in Ha’erbin, only 1.43 percent of the
local cadres were demoted, fired, or forced to resign.'” In Jilin province,
from 1994 to 1997, only 199 officials (at the county-level and above)
were demoted or fired, accounting for only 2 percent of the officials.'*
Zeng Qinghong, head of the CCP COD, publicly disclosed that, from
1995 to 2000, only 366 cadres at the department/bureau (4ing and ju)
level were “adjusted” (demoted or removed) and about 10,000 cadres
at the level of division (chu) had their jobs “adjusted” due to incompe-
tence. They accounted for less than 1 percent of the total number of
officials at those ranks.'

The CCP’s organizational decay has led to widespread cynicism
within the party’s ranks. A survey of nearly 12,500 party members in
Sichuan in 1997 showed that 55 percent of them had insufficient or no
confidence in the government’s ability to improve its system of demot-

ing and removing cadres.'™

Another survey of 1,100 government ofTi-
cials in Changsha city in 1997 yielded similar findings: 31 percent lacked
confidence in a good system of promotion and demotion of officials;
14 percent thought many of the officials in power were incompetent
and their replacements might be no better; and 58 percent said that all
the noise about reforming the cadre system was just talk.'”” Even more
disconcerting than a dysfunctional system of promotion and demotion
of party officials is the CCP’s evident inability to punish the corrupt el-
ements inside the party. As shown in Chapter 4, the majority—more
than 90 percent—of officials caught for corruption are spared criminal
prosecution. Indeed, self-cleansing may be impossible for a ruling
party accountable to no one.

Mass Disenchantment with the CCP

No ruling party can mobilize the population if its policies serve the in-
terests of a small elite and il it is perceived as corrupt and indifferent to
the interests of the public. Indeed, the CCP’s strategy—maintaining an
extensive patronage for its loyalists, co-opting new social elites, and ex-
cluding a large segment of Chinese society (mainly workers and peas-
ants) [rom equally sharing the benefits of economic growth—has led
to mass disenchantment with the party. Unavoidably, this strategy has
tarnished the party’s image. A survey of 818 migrant rural laborers in
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Beijing in 1997-1998 found that 22 percent of the respondents thought
the authority of local cadres in their homes was low and 41 percent said
it was very low. About 60 percent also said that such authority had de-
clined compared to a few years back. The prevailing image ol the rul-
ing party among the respondents was that of a self=serving elite. Only
5 percent of the interviewees thought their local cadres “work for the
interests of the villagers and do not use their power for private gains,”
and 60 percent said that their local cadres “only use their power [or pri-
vate gains and do not work for the interests of the villagers.” Eighty-five
percent said that their village heads and CCP secretaries were cor-
rupt.'” Another survey of almost 15,000 rural residents in Zhengzhou,
Henan province, in 2000 found that 39 percent thought the cadres
were corrupt and phony, and 7 percent complained that local cadres
were arbitrary and abusive.'®

The party’s own research also found an elite that is increasingly out
of touch with the public. A survey ol 11,586 CCP members in Sichuan
in 1999 showed that only 16 percent selected “ordinary people” as those
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they “contact the most often and closely in their daily work and lives,”
while 36 percent selected “superiors and close colleagues.”'’ Some
members of the ruling elite also admitted the deterioration of the
party’s image. A poll conducted among 673 CCP officials in northeast-
ern Jilin province in 1998 found that 35 percent thought the status,
role, and authority of party and government officials had declined.™
Obviously, the most persuasive evidence of mass disenchantment with
the CCP is the growing conflict between the regime and Chinese soci-
ety, as will be detailed in the following section.

Of all the factors responsible for the declining political vigor of the
CCP, the most crucial one is, ironically, the absence ol competition that
would have forced the ruling party to redefine its missions, recruit
members with genuine public appeal, and maintain its competitive
edge through constant challenges. In understanding the root cause of
the CCP’s declining mobilization capacity, it may be useful to draw an
analogy with the behavior of corporate monopolies. Few monopolistic
corporations have voluntarily given up their lucrative monopolies. In-
stead, they devote all their energy to prevent the emergence of com-
petition. The same behavioral logic applies to political monopolies like
the CCP. And like corporate monopolies that eventually succumb to the
ills of inefficiency, political monopolies like the CCP, in the absence of
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competitive pressures from rival parties, will inevitably develop a full
range of pathologies such as cynicism, patronage, organizational dys-
trophy, and unresponsiveness. One-party regimes can rarely take on new
competitors when the political environment changes suddenly. The
fall of monopolistic parties in the former Soviet bloc and in the devel-
oping world (Mexico and Taiwan, for example) shows that declining
political mobilization capacity imperils the CCP’s long-term viability.

Rising Tensions Between the State and Society

An unavoidable consequence of declining state capacity and appeal of
the ruling party is the rising tensions between the state and society.
Both aggregate data and press reports indicate a sharp increase in in-
cidents of collective protests, riots, and other forms of resistance against
state authorities."”” Such increases were especially pronounced in the
1990s. According to a report released by a research institute affiliated
with the MPS, the number of such incidents grew almost fourfold over
seven years, from 8,700 in 1993 to 32,000 in 1999. Additionally, the size
and the level of violence of collectlive incidents have increased as well.
In 1999, 125 incidents involved more than a thousand protesters. The
government also admitted that protests with more than 10,000 partici-
pants have become quite common. In rural areas, many localities have
reported mob attacks by peasants on officials and government build-
ings. In 2000, the number of collective protests in rural areas exceeded
half of all reported instances of collective protest for the first time.'"?
The Chinese media occasionally carry stories of such confronta-
tions, many of which are dramatic and violent. Some of the collective
protests in rural areas were increasingly well-organized, as research by
Yu Jianrong in a county in Hunan province in the late 1990s shows.'*
In an in-depth look at rural unrest published in January 2000, the in-
ternal edition of the official magazine Banyuetan described in graphic
detail a series ol rural riots that occurred in the late 1990s in Hunan
province, which, ironically, was where Mao fomented peasant uprisings

in the 1920s.

Around the New Year’s Day in 1999, 46 peasant leaders in Daolin township
in Hunan’s Ningxiang county met and decided to hold a rally of 10,000
people in [ront of the township government to demand “reducing
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peasant burdens and fighting corruption.” On January 8, 1999, the au-
thorities mobilized a large police [orce and blocked the highway lead-
ing to the township government complex. But rural residents from all
over the township kept coming. At one point, the crowd exceeded
5,000 people. A small number rushed the police line. The police were
forced to fire tear gas canisters. This led to one of the most violent col-
lective riots in Hunan’s countryside . . . In 1996, about one thousand
farmers from Shangjia township surrounded the municipal govern-
ment building of Lianyuan city and called for reducing taxes. Several
[armers ransacked the home of the party secretary of the municipality.
In 1998, peasants in the same township forcibly took over a local public
school, hired tcachers, and stationed sccurity guards in front of the
school—in open defiance of the local government. In a neighboring
township in the same year, rioting farmers took away the signs in [ront
of the government building, assaulted the party secretary and stripped
him naked. Cadres dispatched from the city to mediate the dispute
were detained as well ... In the wee hours on November 7, 1998, a
team of more than 30 policemen, tax collectors, and township officials
conducted a raid on Guangyinyan village in Huatan township in Taoyuan
county. Their objective was to arrest a local resident who had led a tax
resistance movement. But before the team could leave the village, they
were surrounded by angry farmers. In a violent confrontation, filteen
police officers and cadres were injured, and ten were stripped naked.
Only after the peasant leader was released did the farmers let the hun-
gry and tired police officers and cadres go. Similar violent incidents
were reported in practically all the other large agrarian provinces, such
as Hebei, Henan, and Sichuan.'*®

To be sure, economic transitions inevitably produce rising social
frustrations because of the socioeconomic dislocation created by the
introduction of market forces. In urban areas, for example, rising un-
employment has [ueled rising social dissatisfaction. Behind the specific
social and economic factors closely associated with societal discontent,
however, is a set of political variables that both contribute to and exac-
erbate social frustrations during economic transition. These factors in-
clude specilic government policies, especially its policies on taxes, family
planning, education, the social safety net, and SOF restructuring; the
lack of effective institutional mechanisms for resolving social conflicts
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and private grievances; and the breakdown of political accountability
that makes local government authorities insensitive and unresponsive
to public needs. The combination of socioeconomic dislocation, harm-
[ul policies, and flawed political institutions turns social frustration
into political protest, not merely because of economic deprivation, but
because of a growing sense of political injustice.

Rural Decay and Discontent

As discussed in the previous section, the institutional decay of the rul-
ing party is more advanced in rural areas than in the cities. Such polit-
ical decay, coupled with the relative economic decline of the rural
sector, is the main source of rising tensions in the countryside.''® Media
reports and official disclosures indicate that such tensions reached
dangerous levels in the 1990s. In a startling internal report, the MPS
admitted that “in some (rural) areas, enforcement ol family planning
policy and collection of taxes would be impossible without the use of
police force.”!!” Of all the incidents officially classified as “incidents of
instability” in the rural areas, 70 percent was caused by “tensions be-
tween the cadres and the masses.”''® On the surlace, economic [actors,
especially stagnant income growth, appeared to be mainly responsible
for declining governability in the countryside. But a closer look shows
that three political causes—high taxes on the peasantry, the decay of
the administrative institutions, and the [orcible seizure of land by local
authorities for commercial use—have perhaps played a more impor-
tant role in fueling discontent.!*?

Rural income, a gauge of the well-being of the peasantry, fluctuated
during the reform era. At the initial stage (1978-1985), per capita in-
come in the countryside rose sharply, averaging a net increase of
15.2 percent per year. But per capita income growth began to stagnate
afterward, rising only 2.8 percent a year during 1986-1991. It recov-
ered somewhat during the early 1990s, averaging 5.7 percent annually
during 1992-1996."% In the late 1990s, rural income growth entered
another period of stagnation. Official data show that net income per
rural resident grew 9 percent in 1996, 4.6 percent in 1997, 4.3 percent
in 1998, 3.8 percent in 1999, and 2.1 percent in 2000. Per capita net in-
come from agricultural activities, however, registered negative growth
from 1998 to 2000. In 1998, rural per capita income from agriculture
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fell 30.25 yuan from 1997; in 1999, it declined by an additional
57.42 yuan; in 2000, it registered a further decline of 43.94 yuan. The
absolute three-year decline totaled 131 yuan, implying a 6.3 percent
reduction in net income from 1997 to 2000. Because close to 80 per-
cent of rural residents derived most of their income from agricultural
production, this meant that a majority of rural residents experienced
negative growth in net income.™

There were several reasons [or declining income [rom agriculture,
such as an oversupply of major agricultural products (especially grain},
rising costs of inputs, low labor productivity, high taxes, and under-
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development of rural finance.™ For example, the costs of agricultural
inputs, such as seeds, [fertilizers, and [uel, increased while prices [or
agricultural products fell steadily. During 1997-1998, for example,
prices for agricultural products fell 22 percent, resulting in income
losses estimated in the range of 300 billion to 400 billion yuan.' The
combination ol low prices, high production costs, and high taxes made
agricultural production unprofitable. In 1999, the average costs of pro-
ducing the three main grains—rice, wheat, and corn—reached 43 per-
cent of their sale price. The agricultural taxes and other lga! levies added
an additional 16 percent. Thus, alter paying [or inputs and taxes, the
residual for peasants was only 40 percent of their crops. The costs and
effective land rent made grain production unprofitable. Indeed, the
example of Qipan township, in Jianli county in Hubei, was representa-
tive. According to the township party secretary, farming was unprof-
itable for 80 percent of the peasants in his jurisdiction in 1999.'%*
A leading agricultural researcher at the State Council’s Development
Research Center warned that, without the subsidies from nonagricultural
cash income, grain production might be on the verge of collapse.'®
Declining rural income growth alone might not be sufficient to gen-
erate mass discontent. The most important source of tensions between
the peasantry and the state is the onerous taxes and fees China’s most
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underprivileged social group is forced to pay.'” Olficially, such taxes
and fees, commonly known as “peasant burdens,” should not exceed
5 percent of the net income of farmers. In reality, local authorities have
levied numerous illegal fees that greatly exceed the b percent limit im-
posed by Beijing. Because of the imposition of these illegal levies, none
of which was reported or recorded in official statistics, it was difficult to
determine the exact magnitude of the peasant burdens. At the low end

of the estimates, according to data from the three hundred villages
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tracked by the Ministry of Agriculture in the 1990s, taxes and fees in-
creased by 24 percent in the decade and amounted to 6.46 percent of
per capita net income.'” According to one study by the State Administra-
tion of Taxation, taxes and authorized levies in 1996 were about 10 per-
cent of rural GDP. If additional illegal fees and levies are added, the
total effective tax rate, broadly defined, could be 20 percent of rural
GDP that year, excluding the cash income from nonagricultural activi-
ties.'™ At the high end of the estimate, according to surveys conducted
by the Ministry of Agriculture in one hundred counties in 1996, taxes
and fees paid by each peasant were three times the official national
limit, or 15 percent of their net income.™’

In addition, such taxes and (ees were highly regressive, both [or indi-
viduals and regions, as poorer peasants and less developed regions paid
a higher proportion of their incomes in such taxes and fees, mainly be-
cause such taxes and fees were levied on a per capita basis and became,
eflectively, poll taxes. The poorest peasants, with annual income of
400-500 yuan a year, had to pay almost 17 percent of their income in
1996 in assorted taxes and fees.!* Those earning 1,500-1,700 yuan paid
6.7 percent; those with incomes of 2,500-3,000 yuan paid 4.9 percent.
The rate [or those earning 4,500-5,000 ynan was a mere 2.8 percent. In
regional terms, peasants in the wealthy coastal areas in the east paid
3.94 percent; those in the agrarian central regions paid 8.01 percent;
and the rate in the impoverished western regions was 5.64 percent.’

Institutional changes and economic reform in rural areas have made
taxes and fees extremely unpopular for several reasons. The replace-
ment of collective agricultural production by household farming has
severed the economic links between local governments and peasants,
who have gained autonomy in their economic and social lives. On a
daily basis, the government plays practically no visible role in the eco-
nomic activities of peasants. Politically, the prospects of political ad-
vancement through membership inside the Communist Party are dim,
and rural residents do not rely on the ruling party for their political
welfare. In other words, the government and the ruling party have be-
come almost irrelevant to peasants engaged in household farming.
Such irrelevance makes taxes and fees, especially those levied for proj-
ects outside local communities, illegitimate.

What has further irked the peasantry is that their high taxes appear
to have brought in return few government services, such as public
health, education, and agricultural infrastructure. The combination of
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high and regressive taxes, heavy-handed collection efforts, and inade-
quate provision of public goods has turned a large portion of the rural
population against the state. In a survey of two thousand rural resi-
dents in late 2001, 65 percent of the respondents selected “excessive
tax burdens” as the principal cause of local social instability.'*

Such resentments have led to widespread tax resistance. In a survey
conducted in Xinjiang in 2001, tax resistance was found prevalent
among peasants in 40 percent of the villages surveyed.'* In many ar-
eas, peasants simply abandoned land as a form of protest. In one Hubei
township, where this problem was considered serious, 25 percent of
the farmland was abandoned by peasants who could no longer afford
to till the land because of taxes, high costs of seeds and [ertilizers, and
low prices of grains.'® In another Hubei township, according to its
party secretary, peasants abandoned almost two-thirds of the township’s
arable farmland in 2000."*

As aresult, collecting taxes and [ees has become increasingly difficult.
In most areas, this has become practically the predominant adminis-
trative task performed by local officials in rural areas, consuming
60-70 percent of their time."® A report issued by the National Bureau
of Statistics revealed that, in its survey ol six counties in Xinjiang in
2001, about 70 percent of the village cadres thought collecting fees was
the most difficult task.'* In response, local authorities, which depend
on such taxes and fees to support themselves, adopted various collec-
tion methods.'* Officials in many areas recruited thugs as their collec-
tion agents. Such a practice has resulted in illegal imprisonment,
torture, and the deaths of peasants who were unable to pay. In Guangxi
province, local officials even forced middle-school teachers to collect
taxes [rom peasants who had relused to pay. Because teachers are highly
respected among peasants, they usually were able to collect back taxes.
Such tactics were used in many areas where tax resistance was high.'*

The persistent and rising tensions between local authorities and the
peasantry accelerated rural political decay, which in turn added to bad
governance in the countryside and became another source of social
discontent. In its most extreme form, rural political decay has led to
the emergence of local mafia states. In his study of forty Hunan villages
that had been labeled “out of control” (shikong), Yu Jianrong, a re-
searcher at the Chinese Academy of Social Sciences, reported that
rural township officials deliberately allowed mafia-type criminal elements
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to penetrate village governments. These officials used such elements to
counterbalance other organized criminal groups or intimidate local
peasantry and facilitate tax collection. In some cases, township officials
themselves had turned into criminals and ellectively formed their own
mafia groups. Of the forty villages that were considered controlled by
local mafia groups, the chairmen of the villagers committees in half of
them were connected with organized crime and won their elections
with the support of the malfia.'*

At the other end of the spectrum, peasant resistance had led to a
virtual collapse of government authority in villages. The following two
examples from Anhui province are illustrative. A party secretary in
Wugou township in Anhui gave this description of the conditions in his
jurisdiction in the late 1990s:

The township was known for violating the family planning policy and
for sending petitioners to higher authorities. Peasants there refused to
pay the agricultural tax. When local officials and police tried to enforce
government orders, they were surrounded by villagers and forced to
write sclf-criticisms before they were released. In 1998, the three inspec-
tion teams dispatched by the provincial family planning commission
were attacked by the villagers and forced to flee. Hoodlums ran amok.
The township’s party secretary and mayor were repeatedly assaulted;
the attackers were never punished. In 1998, the township government
was reelected. All six candidates sent down by the higher authorities
lost. The leaders of the city and county led 13 work teams to try to re-
store order, but all failed. The township was completely out of control.

The government could not do a thing. The party could not lead. ™!

The official magazine Banyuetan (internal edition) provides another
vivid but disturbing account of conditions in Liuzhai village in Lingquan
county, Anhui province.

The tensions between the village residents and township cadres were so
high in the mid-1990s that for three years township and village officials
did not dare to enter the village. As a result, no taxes or [ees were col-
lected. The family planning policy was not enforced . . . Whoever came
forward to be the village official or cooperated with the government
would have his crops destroyed and farm animals poisoned. Even
though the authorities had sent six different work teams to the village,



196 China’s Trappcd Transition

they could not form a village government. For five years, the village had

no party cell, no village committee, and no leaders.'*

Worried about growing rural unrest, the Chinese government has at-
tempted several remedial measures, the most important of which was
the substitution of fees with taxes (feigaishui). But the initial results
from the areas where the reform was tested were mixed. In a pilot pro-
gram in Jingshan county in Hubei, this reform resulted in reduction of
peasant burdens by 40 percent.'*® However, the feigaishui reform alone
did not address the most critical issue behind high peasant burdens—
a bloated rural bureaucracy. Without a drastic reduction in the size of
the township government, feigaishui could provide only temporary re-
lief. For example, in a township in Jingshan county, after the reform
was implemented, tax revenue from agriculture totaled 4.7 million
yuan a year, but the township government had 730 people on its pay-
roll at a cost of 4.6 million yuan a year. This meant that the township
government would have to extract additional revenue from peasants if
it wanted to perform the most basic administrative functions and de-
liver local services.'* Indeed, Ray Yep’s study of the feigaishui reform
concludes that replacing [ees with taxes alone is unlikely to reduce
rural tensions,™®

Yet, in 2003, the Chinese government decided to implement the
Jetgaishui reform nationwide, without any accompanying political re-
forms designed to reduce the size of the rural government. But even il
the reform is fully and successtully implemented, its impact on reduc-
ing peasant burdens might be modest. It is estimated that 40 billion
yuan, about a third of the fees levied on peasants, would be reduced as
aresult of the reform. This would be an overall reduction of 20 percent
of “overt” peasant burdens (legally imposed taxes and fees). On a per
capita basis, each rural resident would get to keep an extra 50 yuan a

year, roughly about 2 percent of per capita rural net income.'

The Unemployment Challenge

Urban residents are, by comparison, far more privileged than their
rural counterparts. During the reform era, their standard of living has
also increased dramatically. Generally, polling data indicate that a
large majority of China’s urban residents are relatively satisfied with



=

China’s Mounting Governance Deficits 197

their lives and think China is stable at the beginning of the twenty-first
century.'” Yet, behind the polls was a more complex, if not disquiet-
ing, picture.

According to tracking polls conducted by Horizon Research, a re-
spected private market research firm based in Beijing, the proportion of
urban residents expressing satisfaction with their lives has been steadily
decreasing since the late 1990s, while that of those expressing discon-
tent has been rising. A Horizon poll conducted in ten cities at the end
of 1997 showed that 80 percent were satisfied and only 19 percent were
dissatisfied. Another Horizon poll of 5,673 residents in eleven cities in
November 1998 found 70 percent were satisfied and 27 percent dissat-
isfied.'*® Horizon’s poll of 3,502 people in 2000 reported that 55 per-
cent of the urban residents expressed satistaction with their lives, and
about 27 percent expressed dissatisfaction. The firm’s poll of 4,728
urban residents in 2001 reported that about 63 percent were satisfied
with their lives and 33.6 percent were dissatislied.'*

A different poll, conducted by a research institute of the State Plan-
ning Commission in September 2001, confirmed a similar trend of ris-
ing discontent. It concluded that “optimism was not warranted with
respect to residents’ level of satisfaction with the country’s social and
economic development.” Specifically, the institute’s report cited a de-
cline in the percentage of the respondents who viewed China’s social
situation as stable. In the institute’s poll in 2000, 63 percent thought
the country’s social situation was stable; in 2001, 56 percent did, while
the percentage that believed the situation was unstable rose from 10 to
13 percent.!*

Unemployment, corruption, deterioration of SOEs, environmental
degradation, and rising inequality appeared to be driving the level of
discontent at the end of the 1990s."' In the annual polls of urban resi-
dents conducted by Horizon Research from 1997 to 2001, unemploy-
ment was rated the top issue in three years and the number (wo issue
in two years. Corruption was mentioned as the top issue in one year
and identified as among the top three issues in another two years. The
plight of SOEs was mentioned as the top issue in one year and the
number three issue in one year." A poll of 2,430 residents conducted
by the State Economic System Reform Commission in [ifty-three cities in
1998 showed inflation, corruption, and unemployment were the three
top social problems the respondents were most concerned about.'™
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The results of a poll of 1999 people in September 2001 conducted by
the State Planning Commission showed that urban residents identified
corruption, unemployment, and rising inequality as the three top issues
threatening local social stability. In the countryside, the top three is-
sues were excessive taxes and fees, corruption, and rising inequality.'**

Capturing a slice of the public mood in urban areas, a poll of 2,359
residents in fifty-five cities conducted by a research group affiliated with
the State Council in 2001 revealed the specilic causes of discontent.
The results of this poll confirmed that socioeconomic frustrations were
generating most of the urban discontent. More than 60 percent of re-
spondents expressed dissatistaction with unemployment, unaffordable
healthcare, shrinking economic opportunities, and rising crime. Un-
employment elicited the highest degree of discontent. Of all the major
social groups, workers were the least satisfied, with 75 percent of workers
polled expressing discontent, even higher than among those without
long-term employment (71 percent). It is worth noting that a large
proportion of workers (36 percent) blamed the loss of their jobs on
lack of social justice and social connections. Almost 80 percent were
dissatisfied with their incomes. Among the reasons cited for not earn-
ing a satisfactory income, the most [requently listed was bad luck, fol-
lowed by lack of social connections and social justice. About 54 percent
thought that the principal means of becoming wealthy was by using
connections, power, and illegal methods.

Official corruption also appeared to galvanize public ire. An over-
whelming majority expressed strong objection to the accumulation of
wealth by government officials and SOE managers through power and
corrupt means. And 55 percent said they lacked confidence in the gov-
ernment’s anticorruption eflorts; 54 percent thought half to a majority
of government officials were corrupt. Close to 80 percent of the resi-
dents were dissatisfied with the work of government regulatory and
watchdog agencies, such as stock market regulators.'®

The rising level of discontent could threaten political stability. Though
the percentage of those expressing discontent was relatively small,
their absolute number could be very large. Three leading Chinese re-
searchers estimated that, based on survey data, about 22—45 percent of
urban residents, or 100 million to 200 million people, were dissatisfied
with their conditions. Among them were 32 million to 36 million who

were “extremely dissatisfied.”!%®
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To the extent that the Chinese government delayed the painful re-
structuring of SOKs until 1995, rising urban discontent, mainly fueled
by increasing unemployment in the cities, was only to be expected. Nev-
ertheless, unemployment in the Chinese context was [raught with po-
litical risks because of the huge number of laid-off and unemployed
workers who had lost their jobs in bankrupt SOFs, the flimsy social
safetly net provided by the Chinese state, the drastic fall in their stan-
dard of living, and their low reemployment rate. Government figures
show that during 1996-2000, urban SOEs shed 31.59 million workers
while collectively owned enterprises (COEs) dismissed 16.48 million
workers.'”” This massive wave of layoffs helped drive up unemployment
rates in the cities. According to a CASS estimate, the real unemploy-
ment rate in 2002 was 7 percent, twice the officially reported rate (offi-
cial data on unemployment excludes laid-off workers and redundant
workers in SOLEs)."™ Unemployment hit workers in manufacturing par-
ticularly hard. Manufacturing workers accounted for 83 percent of
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all laid-oft workers." A large proportion of the laid-oft workers were
middle-aged and had low skill and education levels.!®

For SOE employees, a social group considered relatively privileged
because of the generous benelits and job security belore the mid-1990s,
the loss of social status resulting from unemployment was precipitous
and widely recognized in the cities. A poll of more than two thousand
residents in sixly cities conducted annually by a research group at
CASS found that, starting in 1997, respondents began to identily work-
ers in SOEs as the group that had benefited the least from reform; they
were followed by peasants and migrant laborers, two low-status social
groups in China. Similar polls conducted in 1998 and 1999 vielded the
same results.'®’

More important, laid-oft workers experienced an instant and drastic
decline in their standards of living. In 2000, per capita income in the
families of laid-off workers was about 55 percent of the average per
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capita income in urban areas.'*® In some areas, the loss of income was
even more severe, In Changchun, a city in China’s rustbelt in the north-
east, per capita income in the households of the workers who had been
laid off was only 26 percent of their pre-lay-off level.'® For most of the
laid-ofl workers, the government provided very limited support. In 1998,
for example, only half of the laid-off workers regularly received mini-

mum unemployment benefits from the government.”’”‘ Unemployment
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benefits were inadequate even when they were paid. When asked how
they make ends meet, only 2.3 percent of the laid-oft workers in Tianjin
surveyed said they relied on government support. In Changchun, only
5 percent would count on the government to solve their economic dil-
ficulties. In Liaoning, unemployment benefits accounted for less than
7 percent of the income for laid-off workers in the late 1990s.1% To sur-
vive, most laid-off workers cut down their spending, depleted their
meager savings, and borrowed from relatives and [riends.'®

The government’s efforts to reemploy laid-off workers were largely
unsuccessful. Most of the laid-off workers found government-run re-
employment programs ineffective. In Tianjin, only 13 percent of the
laid-ofl workers found work through these programs.'®” Nationwide,
reemployment steadily declined. In 1998, half of the laid-off workers
were reportedly reemployed. In 1999, the reemployment rate fell to
35 percent; it declined to 26 percent in 2000 and plunged to 11 per-
cent by mid-2001,'%

The combination of an inadequate social safety net and low reem-
ployment rate directly contributed to the rising poverty rate among
laid-off workers. A study of more than two hundred incidents involving
industrial workers’ collective protests in late 2003 [ound that about
80 percent of such incidents were prompted by restructuring of SOEs,
unpaid wages, arrears in unemployment and health benefits, and post-
bankruptcy unemployment.' In Tianjin, 54 percent of the urban
households below the minimum standard of living were those ol laid-
oft workers; nearly 80 percent of them had trouble making ends
meet.!® A survey of 6,660 urban families with laid-off workers in Liaon-
ing in 1998 found that families with two laid-off workers accounted for
a third of all households below the minimum standard of living.'™ As
expected, surveys also found, among laid-oft workers, rising frustration
and propensity to participate in collective protest. In 1999, 70 percent
of the laid-off workers were dissatisfied with their lives. In 2000, 50 per-
cent expressed dissatisfaction with their lives.'” In a survey of 1,127
laid-off workers in Changchun in late 1998, a third said that they would
“take to the streets” to protest against “serious corruption”; another
third said that they would do so if they lacked food and clothing, and
18 percent said that they would resort to collective protest if they could
not afford medical care. Three-quarters of them sympathized with work-
ers staging collective demonstrations, but only 14 percent expressed

willingness to take part in them.'”
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Nevertheless, the incidence of worker protests increased rapidly.'™
For example, the number of officially reported labor disputes rose 30 per-
cent each year from 1997 to 2001.'™ Such protests were especially fre-
quent and contentious in the rustbelt in the northeast. In March 2002,
for example, more than 20,000 laid-o[f workers [rom more than twenty
factories participated in a week-long protest in the northern city of
Liaoyang.!™®

The Instituional Breakdown

In the context of a closed political system, rising social frustrations
tend to be amplified by the absence of pressure valves within the Chi-
nese system. Even though several post-Mao political reforms—such as
village elections, the strengthening of the legislative branch, and legal
reform—were steps in the right direction, they have proved too limited
and inadequate as institutional mechanisms for managing, let alone re-
solving, state-society tensions. Under the current Chinese system ol re-
dressing social grievances, individuals have access to four channels:
otfices in various government bureaucracies that handle “letters and
visits” (xénfang); administrative litigation; the local and national Pecople’s
Congress system; and the media. None of these mechanisms works well
in addressing social grievances.

Although the Chinese media have become more aggressive in ex-
posing corruption and covering abusce of power by local government
officials, they remain under the control of the CCP and fall far short of
becoming an effective resource that ordinary citizens can depend on
in airing their discontent or secking to rally public support. Occasion-
ally, coverage by muckraking publications such as Nanfang zhoumo
(Southern Weekend), Zhonguo gingnianbao (Chinese Youth Daily), and Nan-
Jang dushibao (Southern Metropolitan News) could cause a public outcry
and force the central government to take remedial actions. But such
occurrences arce infrequent and rare. Of course, reporters and editors
must walk a fine line between defending aggrieved individuals and
groups and risking retaliation by local officials. The case of Nanfang
dushibao is instructive. After exposing the beating death of a college
graduate wrongtully detained as a vagrant in Guangzhou and the
cover-up ol the outbreak of severe acute respiratory syndrome (SARS)
epidemic in the city in 2003, the paper’s two top editors were accused
and later convicted of taking bribes by local authorities.
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The role of the local and national People’s Congress in resolving so-
cial grievances remains limited as well. The deputies to these bodies
are selected by the CCP and lack independence and power. Their in-
tervention on behall ol aggrieved citizens is olten inelfective. Chinese
courts have not demonstrated their capacity to resolve state-social con-
flict, either. The only legal recourse for citizens victimized by local
authorities is administrative litigation, which allows ordinary citizens
and economic entities to sue local government agencies f[or illegal
administrative actions. Although the implementation of the Adminis-
trative Litigation Law following its passage in 1989 was considered an
important breakthrough in China’s legal reform, the institution of
administrative litigation so [ar has produced no appreciable effects on
reducing state-society conflicts.

Chinese courts adjudicate an average of only 100,000 administrative
cases a year and only 20 percent of the plaintiffs (or 20,000 individuals
or corporations) get some judicial relief through such litigation.'” In
most cases, therefore, ordinary citizens cannot count on the courts for
solutions to their grievances. Indeed, a survey of 632 rural residents
who went to Beijing in 2004 to petition the central government showed
that 401 of them had sued their local governments in courts. But of the
401 peasant petitioners, 172 said that local courts refused to accept their
lawsuits, and 220 said that local courts ruled against them. Nine said
that even though they won their cases, the courts had failed to enforce
the judgments.'” Evidently, a legal system with such a limited capacity
for adjudicating state-society conflict is woefully inadequate for a large
country with a huge population.

The xinfang system, the principal channel through which ordinary
citizens can petition government authorities to redress their griev-
ances, has completely broken down. Official data show that the gov-
ernment’s various xinfang offices received more than 10 million letters
and visits in 2003, but few petitioners could expect results through
such efforts. A study done by a research team headed by Yu Jianrong at
CASS in 2004 found that only two in a thousand petitioners could have

their problems resolved through xinfang.'”

Because the image of the
central government was much better than that of local governments,
most petitioners originally had high expectations about their success
in seeking the central government’s intervention. But their hopes were

soon dashed as they met indifferent and irresponsive officials at the
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central government level. After visiting the State Letters and Com-
plaints Bureau, the NPC Standing Committee, the SPC, the CDIC, the
MPS, the Ministry of Land Resources, and other state agencies (a peti-
tioner visits an average ol six government agencies), most rural peti-
tioners concluded that the central government did not look upon their
visits favorably."® For many petitioners, failed attempts to seek the in-
tervention by the central government could lead to dire consequences.
Of the 632 petitioners interviewed by Yu’s team, 55 percent reported
that local authorities had retaliated by ransacking their houses and
seizing valuables; 50 percent said they had been beaten by local offi-
cials; 50 percent said that had been illegal incarcerated; 72 percent
said that they had been falsely charged with crimes; and 54 percent
said that local officials used the mafia to retaliate against them.'!

The CCP’s failure to open up the political system and expand insti-
tutionalized channels of contflict resolution helped create an environ-
ment in which groups, unable to defend their interests, were [orced to
take high-risk options of collective protest to express frustrations and
seck redress.

However, it is diflicult to gauge the immediate and direct impact of
rapidly rising incidents of social protest on political stability in general,
and the survivability of the CCP in particular. Although some collective
protests have become more organized, most incidents remain isolated
and poorly organized events. Except [or Falun Gong, no protesting
group has managed to organize social movements across county
boundaries or sustain their protests for more than a few days. In addi-
tion, the causes of protests are specific—unpaid wages, illegal seizure
of land, higher taxes, and abuse of power by local officials. Few protest-
ors have elevated their demands beyond redressing individual griev-
ances or called for the overthrow of the CCP. Polling data suggest that
local governments may have lost their legitimacy, but the central gov-
ernment has maintained a surprisingly high level ol authority in the
eyes of ordinary citizens. This suggests a relatively low probability for
social protest movements, however numerous, frequent, and violent,
to explode into large-scale, highly organized, and cross-regional groups
intent upon the overthrow of the CCP. The CCP may also draw some
comfort from survey findings that suggest that, on the whole, the ma-
jority of Chinese citizens were unlikely to participate in violent anti-
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regime activities. In two tracking polls conducted in 2000 and 2001, a
large majority of the respondents were willing to allow the government,
the news media, and the courts to resolve their problems. A large mi-
nority (around 30 percent) would only complain privately. Only a
small minority (although a sizable one in the countryside) would resort
to protest or even violence. In 2001, about 6 percent said that they
would participate in collective petitions and demonstrations, and 1 per-
cent would participate in strikes. In 2000, more people were leaning
toward the protest/violence options, with almost 12 percent in the
cities and 20 percent in the countryside choosing the collective peti-
tions and demonstrations option. About 3 percent would take part in
strikes. Significantly, 4 percent of the urban respondents and 6 percent
of the rural respondents would seek private revenge.'®

Itwould be wrong to dismiss deteriorating governance and its effects on
social unrest as inconsequential. Lelt ignored, deteriorating gover-
nance will lead to a vicious cycle. In the Chinese case, the massive ac-
cumulation of governance deficits—and systemic risks—threatens the
sustainability of China’s neoauthoritarian development strategy. As
the analysis of this study shows, the build-up of governance deficits is an
inevitable product of the transition strategy and policies adopted by the
CCP. The party’s resistance to substantive and meaningful democratic
reforms has led to the breakdown of accountability, deterioration of in-
ternal norms, and exclusion of large segments ol Chinese society [rom
political participation. Unaccountable to the public, the ruling elites
have pursued policies that are more likely to advance their personal po-
litical careers than increase social returns. The strategy of gradualist
economic reform has created large pockets of rents and left untouched
the party’s extensive patronage system within the economy. The costs of
protecting the rents and the patronage network are eventually borne by
the public at large, in the form of the diversion of resources, which
could be used to deliver more public goods, to a relatively small group
of loyalists in the party. The emergence of a decentralized predatory
state, with pervasive corruption and collusion, has caused local gover-
nance Lo deteriorate even further.

The accumulation of governance deficits places potential reformers
in a difficult dilemma. As a rule, regimes enfeebled by misrule lack the
political capital and confidence to undertake bold reforms to stop the
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rot inside the system. Inaction and procrastination, not risk-taking, tend
to prevail. Even for forward-looking reformers, opening up the politi-
cal systems with a large buildup of governance deficits presents an in-
surmountable challenge. Resistance from regime insiders who benelit
from bad governance will likely be fierce while a mass popular political
mobilization, similar to glasnost under Gorbachev in the former Soviet
Union, will most probably precipitate a quick regime collapse because
the political system is simply too brittle to pass the stress test ol real po-
litical reforms.



Conclusion

BY FOCUSING on the critical weaknesses of the Chinese political sys-
tem in general, and on many of the hidden costs of China’s transition
from communism in particular, this book attempts to show the limits of
a developmental autocracy. Despite its awe-inspiring economic growth
and progress, a set of self-destructive dynamics is weakening China’s
most vital political institutions—the state and the ruling party. Lagging
behind the country’s rapid economic modernization, China’s closed
political system is increasingly becoming an anachronism. At present,
itis incapable of facilitating the representation of China’s complex and
diverse social interests or mediating the con{lict between an authoritar-
ian state and a liberalizing society.

The breakdown of the mechanisms of political accountability has led
to pervasive corruption and collusion among the ruling elites, while
the loss of conlflidence in the regime’s own future has motivated its
insiders to engage in unrestrained predation. The inevitable deterio-
ration of governance that has resulted from these institutional failings
has undermined the state’s capacity, heightened social tensions, and cast
into doubt the sustainability of the progress that China has achieved
since the late 1970s. Even China’s gradualist economic reform strategy,
which has received almost universal endorsement for its flexibility and
efficacy, is centered on the CCP’s goal of political survival, and not the
development of a true market economy. The economic costs ol ensur-
ing the CCP’s political monopoly through policies of rent protection,
though hidden, are real, substantial, and growing.
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By critically examining the understated social and political costs of
China’s neoauthoritarian development strategy, this book also tries to
question three ideas that have retained their allure despite mounting
skepticism about their validity.

The first idea is that economic progress is the key determinant of po-
litical liberalization. While it is true that economic growth and mod-
ernization can create favorable conditions for the emergence of liberal
political regimes, China’s slow movement toward political openness in
spite of twenty-five years of rapid economic growth suggests that the
choices of its ruling elites are the real determinants of democratiza-
tion. In fact, if anything, rapid short-term economic growth may have a
perversely negative impact on democratization because it provides all
the incentives for the ruling elites not to seek political liberalization.

The second idea is that the gradualist reform strategy works better
than the so-called big-bang approach. Of course, the big-bang ap-
proach has [ailed miserably in Russia and several other former Soviet
bloc countries, but the achievement of China’s gradualist strategy has
been greatly overstated. More important, as Chapter 3 shows, the grad-
ualist strategy is ultimately unsustainable because of the dynamics of
rent dissipation and the mounting costs ol inefliciency incurred by
path-dependent partial reforms.

The third idea is that of the efficacious neoauthoritarian develop-
mental state. Despite the examples of successful neoauthoritarian de-
velopmental states in East Asia, the political logic and institutional
determinants of autocracy—patronage dictated by regime survival, the
political monopoly of the authoritarian regime, and ineffective moni-
toring and policing of the state’s agents in the absence of the rule of
law, civil liberties, and political opposition—are more likely to create a
predatory state than a developmental one.

This book also underscores the centrality of politics in general, and
the control of political power in particular, in setting the course of eco-
nomic and regime transitions. As the analysis ol the political consider-
ations behind the Chinese leaders’ policies on political and economic
reforms shows, the most critical determinant of their strategies is
whether they will strengthen or endanger their political survival. To
the extent that the overall ellects of the chosen strategies increase the
chances of their political survival, the ruling elites can be flexible in
tactical terms, allowing partial reforms to boost the short-term vigor of
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the political and economic systems. But such tactical flexibility and ad-
justment have strict limits and must not blind us to the fundamental in-
compalibility between a monopolistic ruling party’s determination to
perpetuate its power and a society’s collective desire for a more auton-
omous and rule-based economic and political order. Having seized po-
litical power through the barrel of a gun, a formerly revolutionary
party, such as the CCP, will unlikely seek its own demise through volun-
tary reform.

However, a developmental autocracy’s overriding goal of self-
perpetuation is ultimately imperiled by the self-destructive dynamics
found in nearly all autocracies: low political accountability, unrespon-
siveness, collusion, and corruption. In most cases, an autocratic regime’s
collective interests are grossly misaligned with the individual interests
of its agents. Acting rationally, selfsinterested agents seek to maximize
their own gains, especially during a transitional period when changes in
the rules of the game create abundant opportunities [or sell-enrichment.
The economic and political costs incurred by these agents in their self-
dealing are inevitably borne by both the autocratic regime—which suf-
fers, as a result, from low legitimacy, weak authority, and organizational
corruption—and society—which pays in the form of deteriorating gov-
ernance and economic performance. Thus, it is inconceivable that a
developmental autocracy can retain its vigor for long. On the contrary,
the self-destructive dynamics embedded in a developmental autocracy
will most likely lead to a gradual buildup of systemic risks within the au-
tocratic regime and progressively sap its strength. That is why, exceptin
a very small number of cases, most selfstyled developmental autocra-
cies eventually fail.

Given China’s impressive growth performance, one may question
the pessimistic logic behind the main thesis of this study. If the Chinese
political system is so dysfunctional, why has the country maintained
such rapid economic growth since the late 1970s? There are several ex-
planations for this apparent paradox of bad governance and good
growth. First, the pathologies of a trapped transition became more se-
rious and visible in the 1990s, after the neoauthoritarian development
strategy had gained dominance within the CCP and the liberal forces,
both within the party and in society, were marginalized alter Tiananmen.
To the extent that deterioration in governance has a lagging eftect on
economic performance (for example, the deleterious effects of under-
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investment in human capital and public health usually do not become
visible until one or two generations later), it is possible that the path-
ologies of a trapped transition will have a material impact on macro-
economic performance in [uture years.

Second, in the short term, the growth rate can be pumped up by
high savings and, hence, investment rates and massive shifts of popula-
tion from agriculture to industry, the two major factors behind China’s
rapid growth in recent years. In the Chinese case, with a national sav-
ings rate of 40 percent and an annual flow of $40 billion to $50 billion
in foreign direct investment since the late 1990s (about 3—4 percent of
GDP), high investment rates can propel growth even though the eco-
nomic system remains relatively inelficient.

Third, it is important to look at the quality of growth because the fo-
cus on growth rate alone tends to ignore the hidden costs and the low
quality of growth. In other words, growth rates may inaccurately reflect
or, indeed, can seriously misrepresent a society’s wellare gains. For ex-
ample, if high growth is achieved at the expense of rising inequality,
underinvestment in human capital, damage to the environment, and
pervasive official corruption, such growth must be considered low qual-
ity. In China’s case, high growth rates have been accompanied by all
these symptoms of low-quality growth. The massive accumulation of bad
loans in the Chinese banking system due to government-directed credit
must also be considered another symptom of low-quality growth, or a
cause ol artificially high growth because such wasted investments have
been counted as economic output.

Finally, the eftects of bad governance on China’s economic perfor-
mance may already be visible. By international comparison, China is
growing too slowly, as Martin Woll argued. Given its size, its low starting
base, and its high savings rate and high investments, China ought to
have grown much faster than the 6.1 percent annual rate recorded be-
tween 1978 and 2003." A most likely explanation for China’s not living
up to its economic potential is the institutional weakness of the politi-
cal system. Of course, identifying weak institutions as causes of poor
performance gives one reasons for both optimism and pessimism.
Should China manage to reform these institutions, its economic per-
formance will undoubtedly improve. But il'it {ails to do so, then its growth
rate will probably stagnate or even decline, especially when macroeco-
nomic conditions become less favorable. In fact, China experienced
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such an episode of slow growth in 1998-2000. Research by Thomas
Rawski shows that, contrary to official Chinese data, the Chinese econ-
omy barely grew during this period.”

Getting Out of a Trapped Transition

This study raises another important question: how can a partial reform
equilibrium end? Put metaphorically, how can a country such as China
get out of the transition trapr To the extent that a trapped transition
will eventually create conditions that force the ruling elites to make
fundamental choices, there are three possible scenarios or ways out. By
and large, these choices are similar to those [aced by political leaders
trapped in an unsatisfactory and unsustainable status quo—as was the
case following the end of the Cultural Revolution.

First, given the self-destructive dynamics of a trapped transition, a
neoauthoritarian regime will soon exhaust its economic and political
vitality. With deteriorating economic performance and increasingly ris-
ing social tensions, China’s ruling elites will be forced to choose be-
tween maintaining a deteriorating status quo and taking the risks of
more radical reforms to restore political accountability and curb decen-
tralized predation. If they opt for reform, they will most likely mobilize
new political groups to overcome the resistance of the beneficiaries of
a trapped transition and help break the old partial reform equilibrium.
As the experience of the [ormer Soviet Union demonstrates, however,
mobilizing societal forces to pressure a discredited regime to change
can inadvertently unleash an antiregime revolution. Such “run-away re-
form,” or the “de Tocqueville paradox,” poses great risks to potential
reformers.” Once the previously excluded groups are [ully mobilized,
reformers will lose their ability to control the agenda and the goals of
these newly empowered groups. Therefore, a country can get out of a
trapped transition without experiencing social convulsion only if re-
formers can maintain full control of the renewed reform process. As
Guillermo O’Donnell and Philippe Schmitter showed, such an out-
come is most likely only when reformers gain the cooperation of the
moderate members of the societal opposition.*

Second, one of the alternatives to getting out ol a trapped transition
through renewed reforms is a regime collapse. The logic of rent dissipa-
tion and decentralized predation means that the institutional degener-
ation of a developmental autocracy will progressively spread, resulting
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in deteriorating performance of the authoritarian regime, especially in
terms of economic growth. Facing declining political legitimacy and
prospects of social turmoil, ruling elites with available exit options will
most likely take them, particularly during a crisis when the regime’s
own survival is imperiled. Under such circumstances, we can expect
the political equivalent of a bank run—a panicked rush for the exit by
the regime’s insiders who no longer have the will or the incentive Lo
defend the regime. Unlortunately, the collapse of a developmental
autocracy under crisis conditions may break the partial reform equilib-
rium, but is no guarantee of a return to a stable liberal political order,
as shown by the difficulties experienced by Russia after the Soviet col-
lapse and by Indonesia after the demise of the Suharto regime.

Third, for a large and diverse country such as China, it is often diffi-
cult to build a strong enough new reform coalition at the national level.
But regional and local reform coalitions can be formed with a combi-
nation of the initiatives of [orward-looking local elites and pressure
from societal forces. Although the devolution of power has led to the
decentralization of predation, two developments can potentially gen-
eratle more positive dynamics for reform. Devolution of power will, in
some cases, result in greater political accountability [or local elites. More
important, devolution of power in China’s context has encouraged in-
terregional competition for capital, labor, and markets. L.ocal account-
ability and interregional competition may jointly motivate local elites and
civil society groups to experiment with new institutional reforms that
can address the ills of a trapped transition at the local level. It is worth
noting that, in the 1990s, the most innovative governance reform attempts,
such as the township-level elections and refining village elections, were
“middle-up” initiatives—risk-taking ideas implemented by progressive
local officials to remedy local problems. If more jurisdictions take the
middle-up route, at least some of the social and political ills caused by
a trapped transition can be ameliorated at the local level. In the end,
local initiatives will probably encourage governance divergence across
China, as some areas manage to get out of a trapped transition through
reform and others continue to stagnate or even deteriorate further.

Implications for the International Community

One must not rule out the possibility that a country such as China can be
stuck in a trapped transition for an extended period. It is conceivable
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that a developmental autocracy can continue to use the same mix of re-
pression, co-optation, and adaptation to maintain an elite-based ruling
coalition for decades. Deteriorating governance and economic perfor-
mance may be the necessary—but not sulflicient—conditions for the
emergence of a fatal crisis. A combination of tactical adaptation, im-
provisation, luck, and mass apathy may allow the ruling elites to stay in
power even as the country is mired in misrule.

The likelihood that China’s transition to a market economy and
open society has stalled has serious implications for policy. For Chinese
leaders, a transition process trapped in a partial reform equilibrium
endangers their ambitious goal of becoming a full-fledged global
power. The combination of flawed economic and political institutions
creates market distortions, inetficient uses of resources, and opportu-
nities for massive systemic corruption. The rapid economic develop-
ment China was able to achieve in the first twenty-five years of its
transition will unlikely be sustained. Instead of becoming a global eco-
nomic power, China may enter a prolonged period of stagnation.

In addition, the risks of domestic instability will likely increase, both
as a result of the social frustrations caused by poor economic perfor-
mance and the political dissatisfaction against an authoritarian, exclu-
sionary, corrupt, and ineffective regime. Given the ditficulties and costs
associated with forming viable coherent opposition groups capable of
opposing and offering a credible alternative to the CCP, it is difficult to
imagine that the CCP behemoth can be dethroned by an organized
coalition from below. Absent a deep and wide fracture that shatters the
CCP from within, the collapse of the CCP may be a low-probability
event. Thus, the unavailability of a credible alternative and the slim pos-
sibility of a regime implosion suggest that political stagnation would ac-
company economic stagnation, with further erosion of state capacity,
the decline of the CCP’s legitimacy, and increases in lawlessness, cor-
ruption, and social disorder. Ultimately, such stagnation will progres-
sively increase the risks of regime collapse or state {ailure, as the strains
accumulate in the dysfunctional political and economic systems.

For the international community, a China trapped in prolonged eco-
nomic and political stagnation poses a set of challenges few have contem-
plated seriously. Since the 1990s, China’s rapid economic ascendance
has changed the West’s assessment of its capabilities and prospects.
Projecting China’s future growth on the basis of its stellar development
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record in the recent past, the Western business community views China
as an unprecedented commercial opportunity and a strategic market.
Although China may be a difficult place to do business, Western busi-
nesses have learned how to manage and live with the risks inherent in
that nation’s political and economic environments. But if the implica-
tions of this study are borne out, the lofty expectations of Western busi-
nesses are most likely to be disappointed. China may be one of the
biggest economies of the world, but the high rates ol growth and gen-
eration of wealth projected by Western businesses will unlikely materi-
alize. At the very least, the conclusions drawn from this study should
make these businesses reassess their China strategy and adjust the risk
premium they demand in return for their investments.

At the geopolitical level, the prospect of a rising China that could
challenge the existing world order in general, and the preeminence of
the United States in particular, has dominated the debate on the West’s
policy toward China since the mid-1990s.” Security analysts are preoc-
cupied with China’s potential military capabilities and intentions. Even
though the China debate has spawned two conflicting policy approaches,
often labeled “containment” and “engagement,” the fundamental prem-
ise underlying these two opposing approaches is similar. Advocates ol
engagement and containment both assume China’s rise as a given, and
their differing policy prescriptions focus on projected Chinese strength,
rather than its weakness. To be sure, China’s weaknesses sometimes
cause concerns in the West. But on such occasions, relatively rare in the
1990s when the Chinese economy boomed, analysis of China’s problems
tends to be extremely pessimistic, often with predictions of an immi-
nent collapse of the Chinese political order and economy.®

Should China’s rise [izzle, as this book suggests is highly likely il no
fundamental political reforms are implemented, both the containers
and engagers will be disappointed. For the hard-nosed realists ob-
sessed with the potential threat from a China with peercompeltitor ca-
pabilities, a China stuck in its incomplete transition means a much
weaker China incapable of mounting a real challenge for global pre-
eminence. In practical terms, the careful construction of a strategic bal-
ance of power designed to counter China’s rising influence, as pursued
by the George W. Bush administration through its ellorts to recruit
Japan and India into a potential anti-China security alliance, may turn
out to be unnecessary. Needless to say, the tens of billions of dollars in



214 Conclusion

military spending justified as a response to China’s rising military
threat will be wasted. Without China as a peer competitor, Washing-
ton’s strategic thinkers will have to look elsewhere for new threats.

But liberal engagers will also have a harder time reconciling their ex-
pectations that economic progress will bring democratization with the
hard reality that the Chinese experience has consistently defied such
expectations. With progress toward a genuine open society frustrat-
ingly slow in China, Western liberals may [ind it increasingly dilficult to
maintain their optimism about China’s future as a candidate for de-
mocratization. In policy terms, the intellectual case for engagement
with China that has been made will rest on even more shaky ground.

The international community should take another look at China and
start preparing, at least intellectually, for the unpleasant prospect that
China may notonlyfail to fully realize its potential, but also descend into
long-term stagnation. Such areassessment of China’s future should pro-
duce a new and more realistic framework in analyzing China’s ongoing
transtormation and addressing the real challenges it brings. Instead of
viewing China as the new superpower of the twenty-first century, the in-
ternational community may want to see it as an underperforming giant
that has [ailed to seize a historic opportunity [or making a fundamental
break with its authoritarian past and paid a heavy price for it.

In all likelihood, a China trapped in partial reforms would resemble,
in several crucial respects, an incapacitated state. Unlike a completely
[ailed state, an incapacitated state retains nominal national sovereignty,
territorial integrity, and central government authority. Its ruling elites,
through the monopoly of political power, remain unchallenged. How-
ever, in an incapacitated state, the government’s comprehensive capa-
bility ol governing is feeble, even though it may retain a limited ability
to enforce its will and rule selectively, mostly under circumstances
where such demonstration of state power affirms, at the symbolic level,
the existence of a centralized political authority. Thus, over a wide
range of issues deemed of critical interest to the international commu-
nity—such as environmental protection, nonproliferation, antinar-
cotics, migration, control of the spread of HIV/AIDS, and poverty
alleviation—an incapacitated state would be unable to honor its com-
mitments or perform its governing functions ellectively. The interna-
tional community would likely find threats and problems posed by
incapacitated states ultimately more frustrating and difficult to address
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because traditional approaches to foreign policy contain few effective
prescriptions to treat state incapacitation. Given China’s huge size and
its role in global security and the international economy, the challenge
posed by an incapacitated state in China would simply overwhelm the
international community’s ability (even if we assume willingness) to pro-
vide meaningful assistance. The spillover effects from China’s internal
woes and weaknesses would not only affect the interests of many nations,
but also would make China’s problems those of the entire international
community.

Few may have viewed China’s prospects through such dark lenses.
But one ignores the self-destructive logic of predatory authoritarianism
at his own peril.
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Appendix:
Reported Cases of Local Mafia States

Hunan Province (seven cases reported)—The chief of the party’s politics
and law committee in Zixin city and two other officials were prosecuted in
2002 for protecting a local criminal gang. In Lianyuan city, thirty-nine offi-
cials—including the police chief, the president of the local court, the chief
prosecutor, and the chief of the party’s politics and law committee—were
prosecuted in 2002 for protecting an organized criminal group. In Hengdong
county, twenty-five officials, including the mayor and deputy chairman of the
county People’s Congress, were prosecuted in 2002 for protecting an orga-
nized criminal group. In Dong’an county, sixteen officials, including the
chief of the party’s politics and law committee and deputy police chief, were
prosecuted in 2002 for protecting an organized criminal group. In Changde
city, an unspecified number of local officials were prosecuted for colluding
in smuggling automobiles. In Shuining county, seven officials—including
the police chief, the head of the People’s Congress, and chief prosecutor—
were arrested in 2001 for protecting organized crime. In Chaoyang city, forty-
three officials, including the deputy police chief and other law enforcement
officials, were prosecuted in 2002 for protecting organized crime.

Guangdong Province (seven cases reported)—Seventeen officials in Puning
city, including the party secretary, were prosecuted for selling government
posts in 2002. In Zhanjiang city, a large number of local officials, includ-
ing the city’s party chief, were convicted of smuggling in 1998. In Yunfu city,
twenty-three officials, including a deputy police chief, were prosecuted for
smuggling automobiles in 2002. In Lufeng, four officials, including a prose-
cutor, were prosecuted in 2001 for producing counterfeit currency. In
Shenzhen, five senior officials—including the deputy mayor, a deputy director
of the land bureau, and the head of the metro—were prosecuted in 2001 for
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collectively taking bribes. In Qingyuan city, three senior officials, including
the police chief and the chief of the party’s politics and law committee, were
prosecuted in 2002 for smuggling. In Lianzhou city, five local officials, includ-
ing the police chief and the secretary of the party’s politics and law commit-
tee, were prosecuted in 2002 for smuggling.

Fujian Province (six cases reported)—Six officials in Minhe county, includ-
ing the heads of the land and construction bureaus, were prosecuted for
protecting a local mafia group in 2002. Six officials in Shunchang county—
including the chief of the party’s politics and law committee, a deputy party
secretary, and a deputy chief of police—were prosecuted in 2002 for protect-
ing a local mafia group. An unspecified number of officials in Zhangzhou
city, including cadres in law enforcement agencies, were prosecuted in 2001
for protecting a local mafia group. In Wuping county, three officials, includ-
ing a deputy county magistrate and a deputy chairman of the county’s People’s
Congress, were prosecuted in 2001 for collectively accepting bribes. In Xiamen
city, the infamous Yuanhua case led to the arrest and convictions of 279 local
officials in 2001, including the city’s party secretary and deputy mayor. In
Fuzhou, seventeen city officials—including the party secretary of the politics
and law committee, a deputy mayor, the party boss of a local city, a local chief
prosecutor, and a vice president of a local court—provided protection to a
local crime boss, Chen Kai, in exchange for large bribes. The case was un-
covered in 2003.

Guangxi Autonomous Region (four cases reported)—The provincial gov-
ernment’s chairman, deputy chairman, and a deputy chairman of the Peo-
ple’s Congress were prosecuted in 2002 for taking bribes. In Liuzhou city, the
party secretary, police chief, and deputy police chief were prosecuted for pro-
tecting illegal gambling. In Nandan county, seven officials—including the
party secretary, the magistrate, and a deputy party secretary—were convicted
of protecting mafia-operated mines in 2002. In Ningming county, two of the
county’s party chiefs and two county magistrates were arrested for corruption
in the 1990s.

Heilongjiang Province (three cases reported)—The provincial government
itself could qualify as a mafia state. In 2004, the following were removed from
office or prosecuted for collective corruption: a former provincial governor; a
sitting deputy governor; the head of the provincial people’s political consulta-
tive conference, who had served as the provincial CCP organization chief and
was an alternate member of the CCP’s 15th Central Committee; the president
and vice president of the provincial high court; the chief of the provincial
procuratorate; the head of the provincial personnel department; and the
head of the provincial CCP secretariat. In Suihua city, the party secretary, Ma
De, was convicted of selling government positions to more than 260 people in
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2002. About half the division-level cadres in the ten counties in Suihua were
implicated in the scandal. In Qitai city, a deputy party secretary, who was also
the secretary of the politics and law committee, and an unspecified number
of officials were convicted in 2002 for protecting organized crime.

Shanxi Province (three cases reported)—The party secretary ol Changzhi
county was prosecuted in 1999 for selling government offices to 432 people.
In Gaoping county, seven officials—including the deputy mayor, police chief,
and the party’s organization chief—were prosecuted in 2001 [or protecting a vi-
olent criminal gang. In Fanci county, both the party sceretary and the mayor
were prosecuted in 2002 for protecting criminals who owned local mines.

Jilin Province (three cases reported)—In Jingyu county, the party secretary
was prosccuted in 2003 for selling government positions to more than 160
people. In Helong city, an unspecified number of officials were prosecuted
for protecting a local mafia group. In an unnamed city, thirty officials were
prosccuted for protecting a mafia group headed by Liang Xudong, an infa-
mous local crime boss.

Sichuan Province (three cases reported)—In Jianyang county, eleven se-
nior officials—including the mayor, two deputy mayors, and a deputy party
secretary—were prosecuted in 1994 for collectively taking bribes. In Pi county,
four officials, including the head of the agriculture bureau, were prosecuted
in 1994 for protecting a local mafia group. In Renshou county, the police
chief and his principal deputy were prosecuted in 2002 for protecting a
mafia group.

Shaanxi Province (three cases reported)—In Fuping county, six officials,
including the police chief and two of his depulties, were prosecuted in 2002
for protecting a mafia group. In Yang county, five officials—including the
party secretary, the magistrate, one deputy party secretary, and the party’s or-
ganization chief—were prosecuted for selling government positions in the
mid-1990s. In Huanglin county, four local enforcement officials, including
the police chiel, were prosecuted in 2001 for protecting malia-run mines.

Jiangxi Province (two cases reported)—In Qianshan county, two succes-
sive party secretaries, the deputy police chief, and the party’s organization
chiefl, along with twenty-three other officials, were prosecuted in 2002 for
protecting a local mafia group. In Geyang county, an unspecificd number of
officials were prosecuted in 2001 for protecting organized crime.

Hubei Province (two cases reported)—In Tianmen city, the party secre-
tary, the executive vice mayor, and the secretary gencral of the city government
were prosecuted for taking bribes and embezzlement in 2002. In Xishui city,
four officials were prosecuted for protecting the local mafia in 2002.

Shandong Province (two cases reported)—In Tai’an city, the party secre-
tary, deputy secretary, secretary general of the municipal government, and
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police chief were prosecuted in 1996 for collectively taking bribes. In Rizhao
city, the party secretary and the police chief were prosecuted in 1996 for col-
lectively taking bribes and other crimes.

Zhejiang Province (two cases reported)—In Wenling city, sixty-seven of-
ficials, including the mayor and the chief of the party’s politics and law com-
mittee, were prosecuted in 2001 for protecting a local mafia group that de-
frauded a local credit union of 300 million yuan. In Rui’an city, the party
secretary and the mayor, together with more than thirty officials, were prose-
cuted in 2001 for protecting a local mafia group, bribe-taking, and selling gov-
ernment positions.

Anhui Province (one case reported)—The party secretary, mayor, police
chief, and about 160 other officials in Fuyan city were prosecuted in 2000 for
taking bribes collectively.

Henan Province (one case reported)—In Lushi county, the party secretary
was prosecuted in 2002 for selling government positions to eighty people and
behaving like a “dirt emperor.”

Liaoning Province (one case reported)—Nearly all the senior officials in
Shenyang, including the mayor, president of the court, the chief prosecutor,
and the executive vice mayor, were prosecuted in 2001 for protecting the local
mafia.
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