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The Relations Between the Central and Local

Governments in Macro-Control

Ouyang Rihui

In order to stabilize macro-economic situation, Chinese govern-
ment has implemented a series of readjustment on macro-economic
policy in recent years. Since the new round of macro-control was
launched in 2003, local governments have been criticized and cen-
sured, and the unsatisfactory performance of macro-control is imputed
by many to fiscal decentralization and local governments’ investment
impulsion. Centering on the institutional environment in China’ s tran-
sition to the socialist market economy , the principal-agent relations
between the central and local governments, government levels and the
fiscal scale, this book incorporates the progressive feature of China’s
reform path into the systematic and comprehensive analysis of the in-
fluence of the relations between the central and local governments on

macro-control in terms of the relations between government and mar-
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ket, the decentralization and centralization between the central and lo-
cal governments, and the relations between the government scale and
administration ability.

With the hypothesis of economic man as the logic starting point of
the study, this boek first comments the hypothesis of economic man,
interest groups and the theory of institutional change. It then analyzes
the relations between the central and local governments in the transi-
tional period from the perspective of public choice theory. Also, it an-
alyzes the three levels (the level of policy, organization and opera-
tion) in the establishment and implementation of economic policies,
the interests of governments in the period of transition to markets and
interests conflict among governments, and the interests of governments
and that of government officials. The concept of macro-control, its tar-
get, the subject and object in its implementation and the related policy
measures are illustrated . Thus, the theoretical framework for the study
of the influence of the relations between the central and local govern-
ments on macro-control performance, i. e. , institutional environment,
government behavior and government scale, is constructed.

The study investigates the relations between the central and local
governments and the process of macro-control in a historical way. In
order to make the study full of sense of history, the writer provides a
brief survey of the relations between the central and local governments
in ancient China, in planned economy system period and since reform
and opening up. The macro-controls since reform and opening up are
analyzed, and the experience in and problems with each macro-control

are summarized as well, among which the problem of institutions and
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of interests are expounded in particular.

Institutional environment is the main factor affecting macro-con-
trol performance. This book investigates the relatively “soft” propérty
rights environment in transitional period: ambiguous property rights
and “soft” government budget constraint. And the role of local gov-
ernments is also “soft” , which is manifested as a double role of poli-
cy-maker and executor or organizer in economic growth. Thereby the
rational choice for the local governments in their implementing the
central government” s macro-economic policy is to implement the poli-
cy selectively. Fiscal decentralization promotes the bettering of the
market mechanism and results in the forming of three types of govern-
ments . With the analysis of fiscal decentralization, the book also
studies the investment behavior of local governments in fixed assets.
In the “soft” institutional environment, the economic behavior of local
governments is distorted, which is reflected in expanding extra-budg-
etary income, implicit financing and land trade.

Intergovernmental competition is the major factor affecting macro-
control performance and also the main reason for local governments’
being censured in recent years. With economic autonomy and the
power of resources allocation, local governments carry out competi-
tions in attracting foreign investments and interfere in finance implicit-
ly. In this book, the influence of the vertical intergovernmental com-
petitions on macro-control is analyzed, in which the game in financial
transfer payments and real estate market of the central and local gov-
ernments is the focus. Exploring the influence of intergovernmental

competition on macro-control, this book points out it is those competi-
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tions that result in market segmentation and repeating construction.
The three roles of the central government in inter-local-governmental
competitions are: the judge of competition strategy, the preferential
policy-provider and the supporter of weak local governments. Moreo-
ver, this book constructs a simple mathematical model and analyzes
the influence of the regional economic growth promoted by local gov-
ernments on the operation of macro-control in the framework of interg-
overnmental competition,

Government levels and fiscal scale are also the important factors
affecting macro-control performance. In this book, thé evolvement of
the levels of local governments in ancient China is investigated, and
the forming and disadvantages of the five-level government structure in
modern China are also explored. The fiscal federalism of the U. S.
and its experience are introduced as well. While analyzing the influ-
ence of the five-level government structure on macro-control, this book
points out that fiscal decentralization may expand the scale of local
governments and lead to fiscal difficulties in countries and towns;
there are too many levels in governments and the principal-agent link
is too long, both of which will result in the “funnel effect” of macro-
economic policies; the promotion of local government officials is mani-
fested as “expiration effect” in economy; and the over expansion of
government scale amplifies these effects. In the book, the theory of
interest groups is applied in the analysis of government scale, the
forming of rent-seeking and interest groups, and the game among in-
terest groups as well with a case study illustrating the game process.

Based on the above study, this book proposes that to construct
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harmonious relations between the central and local governments,

deepening institutional restructuring , improving the socialist market
economy, and improving macro-control should be carried out in paral-
lel, the reform of fiscal systems at and below the provincial level
should be improved and intergovernmental competition should be
transformed into market competition. This is an all-round reform reso-
lution. In other words, the improvement of the performance of
China’ s macro-control cannot merely depend on macro-control itself,

but should benefit from reform, among which, to establish the Scien-
tific Outlook on Development and a correct view on evaluating cadres’

performances, to accelerate the transformation of government func-
tions, to specify the central and local government’ s power in affairs
and finance, to better tax sharing system and establish the develop-
ment strategy led by independent innovations are particularly important
for regulating the relations between the central and local governments

and improving macro-control performance .
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