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Government Commitment and the Outcome of Privatization in China

If there has been any significant change happening to the Chinese economic structure
in the 1990s, it has to be privatization. But one report, 80% of the firms at or below
county level had been privatized by the end of 1998 (Zhao, 1999). Privatization dso
gpread to large SOEs in large cities. However, the performance record of privatization
varies from city to city. A question then arises as to why such performance disparity has
been resulted. In this paper, we will first use recent survey data to assess the regiond
performance disparity, and then provide an explanation for it. We ascribe the disparity to
the different degrees of locad government commitment to privetization.

Privatization transfers the lega ownership of a public firm to a private hand, making
the latter the resdud clamant. However, privatization by no means binds the
government’ s hand of intervening, nor doesit bind bureaucrats hand of grabbing. One
serious problem that private firms encounter in Chinais the excessve and irregular
charges placed by loca governments. For example, the survey that this sudy will draw
data from found that the amount of feesis equivadent to the amount of regular taxes
among the surveyed firms (Garnaut et al., 2001). Privatization can not exempt afirm of
being grabbed by the excessive charges. In other words, privatization does not mean the
establishment of the rule of law. The lack of the rule of law has been identified by some
authors as the most important factor thet leads to Russia s economic failures (e.g.,
Shleifer, 1997). However, the establishment of the rule of law is not dwaysin the
politician’sinterests, and even it is; it may turn out not to be time-consistent for the
palitician. On the other hand, having been through frequent government policy changes,
the manager of the firm may not trugt it even if the establishment of the rule of law isin
the politician’ sinterests. Therefore, the palitician has to lay a credible commitment
currently with privatization to bind his own power of interference and the bureauicrats
hand of grabbing in order to induce good performance records of privatization or even to
make privatization happen.

The paper is organized asfollows. In Section 1, we will present a brief review of
Chinese government’ s policy toward privatization in the last twenty years. In Section 2,
we will congtruct atheoretica modd to explain the relationship between privatization
and government reform The modd treets government reform as a commitment device
for the politician to commit himsaf to better state governance. In section 3, wewill
present the government reform experience in Shunde, Guangdong province to provide an
illugtration to our theory. In Section 4, we will conclude the paper by a discusson of the
implications of the Study.

1. Government policy toward privatization

Reform of the SOEs has been a mgor theme of Chinds reform effort since the urban
reform was launched in 1984. Throughout the 1980s, dthough there were calls for
privatization, government emphasis was on how to improve the performance of the SOEs
by changing their internal governance. Inspired by the success of the household
regpongbility system in the countryside, one mgor effort was to introduce a contracting

L A county level unit does not necessarily mean arural area. Many counties have turned into urban areas and changed
their administrative status to a city although they are still regarded as a county level administrative unit.



system into the SOES. In such a system, the manager signed a contract with the
government on specific terms. The manager promised to maintain a certain record on the
firm'sfinancia stance such as sdles, profitability, cgpita accumulation, and so on. In
return, the government promised the manager certain returns such as a commission out of
the profit. One problem with the contracting system was that the term put on the manager
was asymmetric: the manager would be rewarded for his successes, but would not be
credibly punished for hisfalure. As aresult, persond collatera put by the manager was
introduced into the system.

A further development was to adopt alease contract by which the manager leased the
firm by paying the government afixed proportion out of the firm's profit. The first
sgnificant case of lease contract happened in Wuhan Motor Engine Factory in 1986
when three people put 34,000 yuan as collaterd to lease the factory. By the end of 1980s,
lease contracts were encouraged by the government as a means to reform small SOEs. A
State Coundil regulation regarding the lease of small SOEswasissued in May 1988.2 One
direct consequence of the adoption of the lease contract was the introduction of private
entrepreneurs into the management of SOES because managers could be recruited outside
the enterprise. When it was proliferated in the countryside, leasehold in many cases led to
privatization of TVEs. This hgppened when the manager could retain the ownership of
the capitd accumulated in the lease period. After the manager leased the firm for severd
years, his own capita would outweigh the capitd owned by the loca government, and
the firm would be effectively owned by the manager himsdlf.

In addition to contracting and leasing, other reform measures that would potentialy
lead to privatization were aso adopted. Among them, incorporation was the most
sgnificant. At the beginning, the government restricted incorporation to be conducted
only among SOEs themsalves. However, private shares soon appeared. Thefirst case of
private shares happened in three Guangzhou SOEs in 1986. In those three firms,
employees bought 30% of each'stotal assets. The first case of incorporation of alarge
SOE happened in August 1988 when Shengyang Motor Corporation was transformed
into Shengyang Jinbel Motors Inc. by issuing shares to the generd public.

The opening of the Shenzhen Stock Exchange in 1990 and the Shanghai Stock
Exchange in 1991 enabled SOES to issue shares to the public in awide range. However,
the Chinese government implemented redtrictive measures to prevent the state from
losng control of the listed SOES. For example, it requires that a certain proportion of a
firm's shares be held as corporate shares that can not be sold.

Red privatization Sarted after Deng Xiaoping's vist to the south in 1992. Asinthe
case of many other reforminitiatives, privatization was first sarted from localities and
then sanctioned by the centrad government. The most important impetus for loca
privatization was the large amount of debt accumulated in the Sate sector. Thiswasa
more pressing problem in smdl cities because of the smdler sze of their economy. For
example, in Zhucheng city, Shandong province, among the 150 city-owned enterprises,
103 were in red, and the total amount of loss was 147 million yuan, equivadent to the city
government's revenue in 1.5 years (Zhao, 1999). Shunde of Guangdong province met the
same problem when it first Started its privatization program in 1992. The solution reached
by the locdlities was to privatize smdl firms, but Shunde and Zhucheng were more
radica by privatizing dmogt dl its sate and collective firms. In 1995, the centrd

2 Tentative Regulations on the Lease of Small Sate-owned Industrial Enterprises, the State Council, May 20, 1988.



government, after severa rounds of investigation and discussion, formed a policy caled
"zhuada fangxiao”, or "keep the larger and let the smdler go", that limited the Sate's
emphagisto 500 to 1000 large state firms and alowed smdler firmsto be leased or sold
out.® The government had a good reason to implement this policy. In 1997, the 500
largest sate firms had 37% of the assets held by state industrid firms, contributed to 46%
of the tax collected on dl state firms, and to 63% of the tota profit in the state sector. On
the other hand, smaller firms owned by loca governments had worse performance than
those owned by the central government. In 1995, 24.3% of the centra firmswerein red,
but 72.5% of theloca firmswere in red (Zhao, 1999). Therefore, "Control of the (500)
largest firms means we have a control of the largest chunk of the state economy.™

From the "let the smaller go" part of the policy came aword "gaizhi”, meaning
"changing the sysem". Starting in 1994, gaizhi began to spread to the whole country. The
content of gaizhi included contracting and leasing, the two methods used before, as well
as new methods such as sdlling to private owners, employee-holding, incorporation,
listing on the stock market, restructuring of interna and external governance, and
bankruptcy. By internationa standards, gaizhi redlly is privetization.

One content of gaizhi wasto take off the “red hat” for the red-hat firms, that is, firms
with a collective face but actudly run privately. In March 1998, the government issued a
directive requiring dl the red-hat firms to take off the hat by November 1998.

Sichuan provides an example of gaizhi. In 1994, the provincial government beganto
implement gaizhi, starting from county-owned enterprises. By the end of 1998, the
province finished gaizhi for 68.6% of the 42,681 firms that were targeted for gaizhi.
Among those transformed, 35.1% were transformed into employee-owned companies,
11.0% were transformed into employee-owned cooperatives, 14.3% were sold out, 7.0%
were contracted out to individuas, 8.5% were leased out, 7.0% were bankrupt, and 5.0%
were taken by other firms.

Countrywide, privatization was more popular in the countryside. From 1993, many
locdlities, incdluding Shunde and southern Jangsu that had been renowned for their
development of the collective economy began to implement massive privatization.

Township and village enterprises (TVES) used to have vaguely defined property rights
that did not maintain a clear-cut definition on who, the entrepreneur or the government,

or both, owns the enterprise. Because of their marvel ous growth records, TV Es have been
hailed by some authors as poising a challenge to the neoclassica doctrine of dearly
defined ownership (e.g., Weitzman and Xu, 1994). However, asthe TVE growth dowed
down in the 1990s, the disadvantages of their vaguely defined property rights were
acknowledged by academic research. Like their urban counterpart, the SOES, TVEs a0
suffered the soft-budget problem (Zhang, 1998). Loca governments felt the problem
even earlier because they shouldered a considerable amount of debts accumulated by
their TVES non-performing loans. Financid criss leads the government to seek
ingtitutional change (e.g., North and Weingast, 1989). Li and Zhang (1998) show viaa
theoretica modd that financiad competition among loca governmentsisamaor cause

% In 1994, as the ministry in charge of the government's economic affairs, the State Economic and Trade Commission
sent a report Suggestions on Revitalizing Small State-owned Enterprises to vice premier Wu Bangguo who wasin
charge of enterprise reforms. In September, 1995, the policy was formerly announced by the central committee of the
CCPin one of its plenaries and was put into the suggestions to the ninth five-year plan.

4 Vice premier Wu Banguo's speech in the national conference on economy, December 20, 1997. Quoted in Zhao
(1999).



for Chind slocd privatization initiatives. The evolution of the government policy
towards privatization in China, especialy in the 1990s, has exemplified the theory.®
However, the wave of privatization initiated by gaizhi soon met the criticism in 1998
that it led to the loss of state assets. The government also lowered its tone on privatization.
Some locdities sopped their privatization programs, more of them lowered their profiles
to avoid being watched by the criticdsms. The new condtitutional amendment madein
early 1999 has not didted anew round of privatization. It seems that the government
puts more emphasis on developing the private sector itsdlf rather than on usng
privatization as a means to reform the state sector. However, even amid the criticism,
more than 80% of the state and collective firms at or below the county-level have gone
through gaizhi (Zhao, 1999). This means that the vast mgjority of the firmsin China have
|eft the redm of direct government control. By internationa standard, gaizhi thus
qualifies as a property rights revolution athough this revolution hes been largely slent.

2. A modd of government commitment and privatization

Although privatization has spread cross the country, its performance is not uniform.
Liu, Wang and Y ao (2001) show that many privatized firmsin southern Jangsu, aregion
once famous for its collective firms, have got into problems. The owners of many
privatized firms moved the assets from the old firmsinto new firms, and the loca
economy has regressed to one based on smdl family workshops. Qin (1998) finds smilar
phenomenon. In addition, in astudy by Zhi (2001), it isfound that among Sx citieswith
heavy privatization, Shunde performs better than other five citiesin terms of firm profit
and vaue-added. It is no coincidence that Shunde is the only city that has been engaged
in a continuous government reform since 1993. In this section, we will present aformad
modd explaining the relationship between government reform and firm performance.
Before we present the forma model, we first provide a verba description of the ideas
behind the modd.

Congder an economy comprised of afirm, apolitician and afirm manager. The firm
isinitidly owned publicly. The manager is deegated to manage the firm with afixed
wage s0 he dso provides afixed amount of effort. The politician leads a bureaucracy of
many bureaucrats and del egates to them the regulations of the firm. In the Chinese
context, regulationsinclude project gpproval and direct interventionsinto the firm's
management affairs (such as employment target, wage determination, investment
decisgons, etc.) aswell as other regular regulatory activities such as taxation, standard
enforcement, etc.. However, If they are unregulated, these bureaucrats tend to be
corrupted and grab from the firm and these regulatory functions provide a vehicle for the
grab. The politician needs these functions to achieve particular goas that are vauable to
himsdf. One exampleis that maintaining full employment increases his popularity
among certain portion of the population. Another example is that implementing a specific
indugtria policy drives out some indudtries (like those creating heavy pollution) that he
thinks are bad for the loca economy. In addition, the politician cares about the opinion of
the genera public and the support of his subordinates. The generd public cares about the
revenue of the firm, and the bureaucrats care about their grabbing capacities. Therefore,
the profit of the firm, government intervention and the bureaucrats grabbing capacities

5 In this respect, Zhao (1999) is a nice reference.



al enter his utility.

A governance reform is defined as the establishment of the rule of law that diminates
the bureaucrats  grabbing from the firm. The reform is different than diminating
government intervention into the firm. Under certain circumstances (such asthe Mao
Zedong erain Ching), government intervention does not necessarily lead to corruption.
However, it fadilitates, if it is not adirect cause for, corruption in most cases. We assume
that it isa the politician’s discretion whether to take the reform and diminate his
subordinates grabbing power. Under public ownership of the firm, the manager’ s supply
of effort does not respond to the grab, so corruption is not harmful to the politician and he
will not take the reform.

Privatization is a shift of ownership that makes the manager the resdua clamarnt. It
does not guarantee that government intervention disappear together with the ownership
shift, though. However, because the manager begins to respond to the severity of the
grabbing hand, corruption becomes codtly to the palitician and it may be an ex ante
efficient decison for him to conduct the governance reform together with privatization.
More importantly, the manager will not teke the firm at the first place and privatization
falsif the governance reform is not taken. Therefore, the two reforms are pre-condition
for each other. Neverthdess, thereis a criticd difference between them: While the
ownership reform is an irreversible reform, the governance reform has a time-cong stency
problem. Thisis because if the manager believed him and provided effort, it would bein
the palitician’ sinterest to renege, i.e., to let loose the corruption. But the manager can
perfectly envison this reneging behavior and will take precautions in advance, probably
providing the effort that he provided under public ownership. Asaresult, privatization
will not be an atractive choice for both the politician and the manager. Thisisatypica
time-inconsstency and subsequent inefficiency problem when a player can not meke a
binding commitmen.

However, this problem may merely arise as aresult of the limited number of choices
that are available to the players. In the rea world, the number of choices that a player can
choose from is large and once they have been made, some of them become binding
congraints on the player (he may be held legally responsible to keep the choices). Even a
government in atotditarian state can not be totaly free of observing their choices. In our
case, removing government intervention can be made a binding constraint (probably
through the privatization contract) on the politician, and if thisis done, it can serve a
credible commitment for the politician to stick to the governance reform because by
removing the intervention, corruption becomes more visble and its cost to the palitician
becomes higher.

The commitment mechanism discussed here is different from those frequently
gppearing in recent literature that concentrates on decentralization of decisionmeaking
(e.g., North and Weingast, 1989; Qian and Weingast, 1996, 1997; and Bai and Li, Xxxx).
Here the commitment can be termed “burn the bridge”, amilitary tactic that can be traced
back to Chinese Han dynasty two thousand years ago. In one battle, Generd Han Xin put
hisarmy againg a big river without a bridge on it o no retreating route was | eft for his
men and the only hope for them to survive was to defegt the enemy. They did thet. In this
gtory, Han Xin had another choice, putting the army againgt ariver (and burning down
the bridges over it), in addition to killing retregting soldiers by himsdlf. The former was
an automatic binding congtraint on his men and himsalf because retreating into the river



would mean immediate death, but the latter was not because even he wanted to kill dl the
cowards, many of them would succeeded in escaping from the messy battle fied.

Settings

Consder an economy comprised of afirm, a politician and afirm manager. Thefirm
isinitidly owned publidly. The manager is delegated to manage the firm. We assume that
public ownership makes an incentive contract infeasible for the manager. This
assumption can be justified on the ground of the soft budget congtraint first proposed by
Kornal (1979) and later refined by Qian (1994) and Dewatripont and Maskin (1996). It is
aso congstent with the wide observed failure of the former command economies whose
sdient feature is public ownership. Therefore, we assume that the manager provides a
fixed amount of effort ey into firm management. At thisleve of effort, the disutility to the
manager is zero. Consgtently, the wage that the manager getsis normalized to zero.

In the meantime, the palitician maintains a certain leve of intervention s [0, 1], say,
that is delegated to the bureaucrats to implement on the firm. Although the management
may help the firm’s production because the government has accesses to resources that the
manager does not have (such as bank credits),® it is ill an inefficient device and brings a
net deadweight loss to the firm. In addition, the bureauicrats tend to grab from the firm if
they are not properly checked. We assume that their total grab is proportiond to the
firm’s revenue, with the proportion being t1 [0, 1]. Same asthe intervention, the grab
aso brings a deadweight loss to the firm. In summary, we can specify the firm's net
revenue as
(1) R=qge,-t-s,
where € is a parameter representing the firm’s technology and market. A larger e thus
impliesastronger loca economy. To sructure the discussion, we set a boundary
condition that Ris non-negative for any t and s.”

The politician cares about the generd public’ sinterest, the support of the bureaucrats
aswdl astheresult of the intervention. The public’' sinterest can be represented by the
sgzeof R the support of the bureaucrats by t, and the result of the invention by s.
However, corruption aso brings a cost on the palitician, and the cost islikely to increase
ast becomes larger. Nevertheless, government intervention can serve as a damage control
device and mitigates the cost. These concerns are best represented in the politician’s
utility function
(20 U=R+at+bs+ds,
where &, & and & are dl pogtive numbers. Thesum at + ats represents the net gain from
granting the bureaucrats the corruption power, and a represents the weight thet the
politician puts on the result of the intervention. We assume that thisweight is larger than
one, tha is, the palitician values more of the specid interests achieved by intervention
than the generd public’ sinterest.

Governance reform is defined as the politician’s eimination of the corruption and
sting t to zero. Asthe setup shows, the interests involved may prevent it from

happening.

% Thisistypically assumed in the literature on Chinese rural public firms, see for example, Li 0.

7 This assumption isinessential to our results. But since the revenue function and the politician’s utility to be
introduced later are both linear, we need this assumption as a boundary condition. With this boundary condition, our
analysiswill be simplified technically.



Public ownership

Governance reform may not be desirable for the politician under public ownership of
the firm. Because his utility increases monotonicaly with s, the politician will st sto
one. Hewill dso sat t = 1 under corruption because his utility islinear in t. If that isthe
cae, hisutility is
3 U'=egxp-2+a+b+a
With governance reform, t is st to zero, his utility is
(4) Ug =éep—1+4a
However, setting t = 0 may not be compatible with the politician’ s incentive if the
following condition holds
(5) a+a>1.
It is noteworthy this condition has nothing to do with &, so the government of a city with
astronger economy does not have a stronger incentive to engage in governance reform
than the government of a city with aweaker economy. We will show that with
privatization, governance reform could occur even when condition (5) holds, that is,
privatization would give the politician an extraincentive to engage in the reform. On the
other hand, only when the reform is carried out and committed to by the politician will
privatization be a Pareto improvement to both the politician and the manager.

Governance reform and privatization

Privatization shifts the ownership of firm from the government to the firm manager
and makes the | atter the residue daimant.2 We let the politician and the manager play the
following game:

On day 1, the palitician announces whether to privatize the firm and determines the
level of intervention in the firm. On day 2, the manager decides whether to accept the
offer of privatization and if he does, how much effort to put into the firm. On day 3, the
politician decides whether to engage in governance reform and the production is carried
out.

We assume that privatization and the palitician’s decison on intervention in the firm
aeirreversble and observable by the manager. We put the politician’s decison on
governance reform after the manager’ s effort to capture the non-enforcegbility of the
reform. To wit, it may be an ex ante optima decison for the poalitician to engage in the
reform, i.e., to set t be zero, but if the manager believed him and acted accordingly, it
would be in hisinterests to renege and give up the reform afterwards, i.e., to revert to
corruption. However, the manager can well envision the politician’ stime inconsstency
problem and act accordingly. Like the feature shared by the time consstency literature,
thiswill result in inefficient outcome on the part of the palitician. In what follows, we
will first replicate this standard result and then propose two commitment mechanisms that
the palitician can use to commit himsdf to his ex ante efficient decisons.

We gat with the palitician’ s ex ante efficient decisons on day 1. In making these
decisons, he takes into account the manager’ s response to the grabbing hand because the
latter now becomes the resdua clamant of the firm. For any leve of effort e, the

8 Implicitly, we assume that the firm is given to the manager for free. While it could be justified by empirical findings
on Russia and to some extent, on China (Y a0, forthcoming), this assumption is made to simplify our analysis and
allows us to concentrate on the incentive effect of privatization.



disutility (in monetary term) to the manager is %(e - &) 2. He maximizes his net profit p

=(1-t)(ée—-t-9) - %(e- eo)2 by choosing his effort e. Thisimmediately givesusa

olutionto e, e(t) = &1 —t)+ ep. Taking thisfor granted, the politician maximizes his
utility by choosing t and s, that is, he solves the following problem
(6) MaxU =[qge(t)- t- s]+at + bs+gs.

s,t

The optima solution to sis dill 1. To making governance reform (i.e,, t = Q) attractive to
the politician, we need that the margina utility of t be negative, thet is,
(7) 4+ a<&+1.
Theleft-hand sde of this condition is the marginal benefit of corruption, and the right-
hand side isthe margina cost of corruption that includes the deadweight loss and an extra
cost due to the manager’ slost incentive. This condition can be satisfied eadily. In
paticular, if & and & are both lessthan 1, it is stisfied for sure. It may hold even if (5)
holds. Therefore, governance reform is easier with privetization than under the public
ownership. Thisis because now the manager’ s effort responds to the grabbing hand and
anincressein t causes an extra cost of afactor & due to the manager's lost incentive. It is
noteworthy that government reform is easier under alarger €, in other words, a city with
amore progperous loca economy will be more likely to take the reform.

If condition (7) holds, t is set to 0 at which the manager’s supply of effortise = &+ ey,
and the politician’s utility is
(8) U =& +égy—1+4a.
Obvioudy, U” isgreater than Ug . Under (7), U” isaso grester than UoC. Therefore,
privetization makes the politician better off if he can commit himsdlf to the governance
reform. On the other hand, the surplus | ft to the manager is dl the firm' s revenue & +éey
- 1 30 hisnet utility iséey + 0.56% — 1, which is positive by our boundary condition (this
condition guarantees thatéey — 1 is positive. Lagtly, the generd public is dso pleased as
the firm'’ s revenue isincreased from éey — 2 to & + &gy — 1. Therefore, we have the
following proposition

Propostion 1. If the politician can commit to governance reform, privatization will bea
Pareto improvement to the palitician, the manager and the generd public.

However, governance reform may not be time consstent for the politician because if
the manager spent € on day 2, he might gain by letting loose his control on his
subordinates on day 3. To examine this posshility, we natice that the margind utility of t
on day 3 is the same as in the case before privatization, which is positive by condition (5).
Therefore, sticking to governance reform is not an ex post optima choice for the
palitician. Of course, the manager can readily envision the palitician’s opportunist
behavior and would have not provided € on day 2. Since the tax rate under corruption is
1 when the number of bureaucratsis large, the manager will provide ey, exactly what he
did under public ownership. As such, both the manager and the palitician are made
indifferent between public ownership and privatization. Therefore, we have the following
proposition



Proposition 2. Without commitment to governance reform, privetization will not be a
better choice for both the politician and the manager.

Proposition 1 and 2 bring a dilemmato the palitician. To bresk up the dilemma, the
politician has to make a credible commitment on day 1 in order to assure the manager
that he will stick to governarce reform. This can be done by setting s zero. When s is zero,
themargind utility of t on day 3 becomes— 1 + 4, which isnegativeif
(9 a< 1
This condition implies that the weight of the bureaucrats support is less than the weight

et if corruption is exposed due to the lack of disguise of government
intervention. While whether this is true depends on the palitician’s preference and the
society’ s tolerance on corruption, it is clear that it can happen even when condition (5)
holds. The palitician’s utility under commitment is
(10U =& + éey,
which issmaler than U”. That is, commitment is costly to the politician. However, his
utility can il be grester than the highest he can get under public ownership, Uo*, if the
following condition holds
(11) a+ b+a<é& +2.
Thel&ft-hand Sdeisthe cost of privatization and commitment, and the right-hand sdeis
the gain of it. So the condition requires that the gain be larger than the cogt. If it holds, the
manager gets éey + 0.5&%, more than what he gets when there is no commitment problem.
It is noteworthy that with the commitment, the revenue of the firm also increasesfrom
&y + &%y — 1 to &g + &, the highest possible. Commitment demands the politician to
sacrifice hisown gain, but aside effect of it isto increase socid output. Indeed, by
making the commitment, the palitician’s own utility comes solely from socid output,
making it asif he only cared about the generd public’ sinterest dthough in redity heis
forced to do so.

At this point, it isa good time to reiterate the conditions under which the
commitment problem arises and can be overcome. They are conditions (5), (9) and (11).
The permissible parameter region defined by these three conditionsis shown in Figure 1.
Notice that the Size of the region depends on condition (11). In particular, a more robust
loca economy (that is, ahigh €) and a smdler weight that the politician puts on specid
interest groups (i.e., & is not sgnificantly larger than 1) enlarge the region. Generdly, we
have the following propostion:

Proposition 3. There exigts afeasble commitment mechanism for the palitician to

commit to governance reform.

Figure 1. Permissible parameter region for Proposition 3
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3. Government Reform in Shunde

The government reform in Shunde was started in 1993 and finished in 1999. It was a
radical reform by any measurement. It was a top-down reform starting with the municipa
government itsdlf. It downsized the government by nearly haf in terms of the number of
government agencies and by a quarter by the number of employees, transformed the
functions of the government, increased the trangparency of government administration
and enhanced the rule of law. In this section, we will first provide a description of the
reform, and then andyze the factors leading to its success, putting the emphasison its
linkage with privatization. At the end of the section, we will conclude with adiscusson
of the future problems.

Accomplishments of the reform

The mgor contents of the Shunde government reform are consolidation of government
agencies and downsizing, trandformation of government functions, the establishment of
adminidrative trangparency, and enhanced efficiency and rule of law.

Before the reform, there were 62 regular government agencies and more than 100
temporary agenciesin the municipa government. The reform trimmed the number of
regular agenciesto only 36 and eliminated 80 temporary agencies (Jang, 1999). All the
intermediary committees between bureaus and the mayor were diminated, many buresus
with amilar functions were combined. The most radica was to combine the pardld
departments in the government and the party organ. For example, the government
secretary office was combined with the party secretary office, the department of
organization and the department of veteran leaders in the party organ were combined with
the department of personnd in the government, and the party discipline committee was
combined with the bureau of inspection in the government. The party organisan
indispensable entity in Chinese palitics and government adminigtration. Important
government policies and directives are determined by the standing committee of the
Communigt Party, and the government’ s repongibility is only implementation. The
consolidation of government and party departments enhances the characteristics of a
party-gate and its long-term merits can be much disputed, but it isa practica choiceto
downs ze the government precisely because the Shunde reform was confined by China's
party- state establishment.

In addition to cutting the number of government agencies, Shunde' s government
reform also took a tuff position on government employees. Before the reform, there were
1235 employees in the municipa government, the reform took a 25.8% cut and
downsized the government with only 916 employees. Thisisredly asmal government in
terms of the city’s own population of 1.2 million and asmilar sze of migrants. However,
the 319 employees who |eft the government were not smply laid off, 284 of them were
transferred into newly founded busi nesses that were transformed from government
agencies, 15 people got early retirement, 8 people were transferred to townships, and only
12 people found their own employment. As aresult, the resistance to the reform was
lessened considerably. Thered test, however, were the 123 officia's whose ranks were
lowered or even stripped off (Jang, 1999).

The downsizing could not only meet the resistance from those who lost their privileges,
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but dso condtitute a potentia conflict with higher government establishments. A sandard
practice in Chinaisto that lower-level governments have to have the same, if not more,
departments that a higher government has. The eimination and consolidation of
departments in Shunde thus raised potentia conflicts with Guangdong provincia
government. The way that this problem was solved was that each remaining department
assumed more responghilities and the work intensity of the remaining employees
increased dramaticaly.

Downgzing of the government can not sudtain if its functions are not transformed.
Shunde had alesson on that. In 1984, it had a government reform that cut 9 government
agencies and 171 people. However, as the government was sill deeply involved in the
management of the economy, the government size increased quickly again. By 1987, the
number of agenciesincreased by 10 to reach 66, and the number employeesincreased by
378 to reach 1299 (Jiang, 1999). The 1993 reform not only consolidated government
agencies, but aso stripped off many functions assumed by the old agencies. Thiswas
made possible by the ownership reform. Before the reform, the government needed a
bureau to manage the municipa-level firms and another bureau to provide adminidrative
guidance to firms at the township and village levels. It dso had separate bureausin
charge of domestic trade, internationa trade and cooperation, custom, rurd trade, and
tourism. After the reform, the two buresus in charge of industry were combined into the
bureau of industria development and the other bureausin charge of trade issues were
combined into the bureau of trade development. Together with the consolidation, the
functions of these bureaus were reduced considerably. For example, the new indudtrid
bureau no long has the power to interfere the internal management affairs of the old
municipd firms most which have been privatized. Since their functions have been
reduced, the industriad and trade bureaus are under the way to merge into one bureau.

The reform has reduced the government’ s role in economic management to the
minimum, yet the government has not become a figurehead. The Shunde government il
maintains an active role in attracting investments, creeting jobs, enforcing government
regulaions, providing locd public goods, and managing an active indudtrid policy. This
last function is mainly directed to environmenta protection. Shunde has large textile,
dyeing and tile indudtries that pollute heavily. Asincome increases, the public demand
for clean water and air has increased consderably. The Shunde government conscioudy
rejects projects in these industries and uses taxation to force small |abor-intensve and
polluting firms out of business. This definitely affects employment, but it is ill unknown
as to how serious the adverse effect is.

One gtriking change after the reform is the increase of trangparency and efficiency in
Shunde government’ s adminidration. Thisis exemplified by its reform on its project
approval process. Therulein Chinais that the government has the power to determine
whether a project is worthwhile for the economy. The provincid level government and
cities desgnated to have separate fisca plans can approve a domestic project with an
investment less than 30 million yuan RMB or an FDI project with an investment lessthan
30 million US dollars, beyond that, the project has to be gpproved by the central
government. To get a project gpproved and the firm established, the owner hasto have
the patience to go through the maze-like government bureaucracy, spending considerable
amounts of time and financia resources. The Shunde government can not breek the rule
of gpprova, but has substantialy increased the transparency and effectiveness of the



approva process. Their innovation was to establish one approva office that provides
“one-stop” agpprova to aproject: it has the power to hand over the approva and isaso
responsible to prepare al the necessary documents for the project. This saves
tremendoudy the owner’ s efforts and increases the transparency of the approval process.

Anather sgn of trangparency is the monthly adminigrative bulletin Shunde
Administrative Affairs published by the government. The bulletin publishes the newest
laws and regulations issued by various levels of government and is sent to larger firmsas
well as public venues like hotels. This bulletin is unique among Chinese cities and serves
as a bridge between the government and the private sector.

In relation to economic performance, the most important change brought about by
Shunde s government reform is the increased regularity of government administration
and enhanced rule of law. Thisis shown in the IFC survey. To aquestion of how many
magor changes to laws, regulations, or policies happened in the last three years that
affected afirm's business, the average answer in Shunde was 0.36 times while the
averagefor dl the 9x surveyed citieswas 2.54 times. In particular, Beijing had 6.19
times. Although Shunde's government levies were not the lowest among the Six cities,
they were certainly the mogt stable. For example, for rate of fees, the most variable part
of government levies, its coefficient of variation was 0.84 for Shunde, but in the range of
1.30to 1.77 for the other five cities (Zhi, 2001). Therefore, the policy environment is
much more predictable in Shunde than in other cities. In addition, more people in Shunde
than in other cities trusted the court when they had a dispute. There were 40.6% of the
firmsin Shunde checked going to the court as a solution to a dispute while the average
for dl the cities was 30.7%.

Best predictability leads to better firm performance. Zhi (2001) shows that other
things equd, afirm makes 10 million yuan more of vaue-added and 34 million yuan
more of prafit if it isin Shunde. In addition, he shows that the variation of taxes
sgnificantly reduces a firm's vaue-added and profit dthough the tax burden itself does
not cause significant harm. Since firmsin Shunde are subjected to less tax variation, this
result eventualy shows that firms in Shunde have better performance.

Factors leading to the success of the reform

The success of the Shunde government reform is closdly tied to its ownership reform,
avisonary and strong leadership, a progperousloca economy and meticulous design of
the reform.

Asthereview in the last section showed, the ownership reform was brought out by
the financid problems faced by the public firms. Our theoretical model in Section 3 then
showed that ownership reform creates conditions for government reform. Thisis because
on the one hand, ownership reform makes firm managers the residud claimant so they
become sengitive to irregularities in government administration and law enforcement; and
on the other hand, ownership reform dispenses many government functions. Both
increase the politician’ s costs to maintain alarge and loosely controlled government so
his incentive to launch the government reform is enhanced. In return, government reform
lays a credible commitment to better state governance and reduced corruption, o
privatization turns out good firm performance. As a result, government reform and
privetization creste a synergy for a better economy.

In addition to the conditions created by privatization, the role played by Shunde's
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leadership was dso indipensable in bring about the government reform. Our theoretical
modd predicts that the preference of the palitician is an important factor determining the
possibility of the reform. In Shunde, the reform-oriented leadership played a pivota role
in its ownership and government reforms. The party secretary is young, oper+minded and
determined to engage in reform. Under his influence, the whole leadership has adopted a
new philosophy toward government administration, that is, the government should draw
away from direct engagement in the economic affairs and should instead concentrate on
public good provison (including the provison of afair, just, and open competitive
environment) and law implementation. After severd years of reform efforts, this new
philosophy has gained popularity in the government and provided an important informal
congraint to the behavior of government officias. No matter how thorough the reform is,
the forma rules thus established would till be incomplete and government officids
would gtill be empowered with a consderable degree of discretion in their decison
making. Under this Situation, informa congtraints such as the new philosophy established
in Shunde become important. One example of the effect of thisinforma condraint isthe
failure of the Bureau of Industrial Devel opment to establish a SVIE service center that
was to provide charged services to SMEs. The bureau sent the proposa to the
government office for screening before it was sent to the mayor for approvd. The
government office, staffed with junior officias, rejected the proposa and did not send it
to the mayor. The message was Smple: Charged services could become a jump-board for
corruption and should not be encouraged. The decision of the government office was not
consgent with the rule of hierarchy commonly found in the Chinese bureaucracy, but
consgtent with the new philasophy in Shunde.

The third factor contributing to Shunde's success is that it has a viable local economy.
Although many firms were in red when Shunde' s privatization program began in the
early 1990s, their losses were not created by their non-viahility in the market, but rather
by their mismanagement. Shunde is a production base for China' s home eectronics, an
industry with continuoudy expanding domegtic and international demand. Governance
reform involves a tradeoff between a decreasing bureaucratic support and an incressing
socid output, but a better local economy makesit easier for socia output to increase, O
as our theoreticad modd predicts, the palitician’ s willingness to engage in the reform is
enhanced. In addition, a better local economy aso makes layoff easier as the private
sector is more capable to absorb the laid-off workers.

The last factor contributing the Shunde s success is its well-designed reform plan.
This plan was not formed from the very beginning, but had been revised and enhanced in
the course of the reform. Laid-off workers were not simply thrown out of the government,
ingtead, they were first put into government supported companies in the trangtion period.
After that, these companies were privatized and the workers were gradually absorbed by
the private sector. For workers remaining in the government, amaor measure to boost
their mordeisto increase their wages. The income of a government employee is now
above the average in the private sector. However, even thiswage is not enough to balance
off aperson’s desire for corruptive income. As a complement, the Shunde government
maintains an active promotion system that puts able officids in important postions. In
addition, the new adminigtrative philosophy gives government officials a sense of honor
aswdl asresponghility, which plays an important role in guarding the integrity of the
adminigration.
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4. Conclusons

The trangtion from a planned economy to a market economy is not merely a
transformation of the ownership, but also the tranformation of the state governance. In
Eastern Europe and the Former Soviet Union, the transformation of ownership was
accomplished amost overnight, but their initia performance records were uniformly bad.
After dmost adecade, some of them (such as Poland and the Czech Republic) have
improved their performance records, but many of them (especialy those in the Former
Soviet Union) are dtill in deep trouble. As Shleifer (1997) points out, the diverse
performance records in Poland and Russiawere a result of their different ways of Sate
governance, epecidly in the area of rue of the law. The Shunde experience provides yet
another example.

The problem with Russiais not so much with its economy, but rather with its Sate
governance. In particular, the dissolution of the Soviet Union and the fal the communist
regime created a power vacuum, and in the process to fill this vacuum, specia interest
groups and monopolists have captured the gate. Chinalis luckier than Russafor having
not gone through the destruction of the state apparatus. The danger, of coursg, is that
without the destruction Chinamay be stuck with the old system and never be able to
build a sound state governance structure. In this regard, privatization as forced by
financia problems may well provide an opportunity for Chinato take a serious
governance reform, garting with the government itsdf. Right now, government reform at
the centrdl level has been finished, the central government has reduced its Size by 15%
and 20 minidries have been diminated. Reform at the loca leve is under way and
radica downgzing is expected. With China s economy being continuoudy privetized, the
government reform may well be likely to sustain, so the synergy of a private ownership
based economy and a sound state governance structure can be formed.
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