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ABSTRACT

Our study of the investment behavior of local govern-
ment has been concentrated on the direct and indirect in-
vestment by the local government and the govemﬁment reg-
ulation of the investment of the other investors within its
jurisdiction. According to the economic theory, comnared
with the central government, the local governments are set
up for more efficient functions with relatively lower trans-
action costs. Desired investment behavior of local govern-
ment can not only stimulate the regional economic growth
but also play an important role in the countrywide econom-
ic growth; if the opposite holds, the conditions will be dif-
ferent. In the traditional planning economy system, the
government works as a perfect substitute for the market.
The only problem about investment is the division of in-
vestment control among governments of different levels.
Thus, some critical problems have derived from the invest-
ment planning system, such as the violate fluctuation inef-
ficiency and undesired structure of investment, etc., all of
them undermined the long run growth of the economy.

The markets oriented economic reform in essence is to
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build the market economy, that is, make the market a
dominate role to allocate the resource instead of the gov-
ernment. Because of the important role of local govern-
ment in the economic reform, much attention shall be paid
to adjusting and improving the investment behavior of local
government, so as to stabilize the investment growth, op-
timize the investment structure and improving the efficien-
cy of investment. However, until now, the reform of our
investment planning system has been limited although
much progress made the local governments to some extent
a substitute for the central government. Old problem has
not been solved yet and there comes the new ones, such as
similar investment structure across jurisdiction, the failure
of macroeconomic investment policies. So it is important to
study the investment behavior of local governments in the
economic transformation.

This book consists of 9 chapters, in the first chapter,
the differences between govermneﬁt behavior and state be-
havior, central government behavior and local government
are first examined. Then the relation between the institu-
tional transition and the investment behavior of local gov-
ernment, at last, we outline the basic structure of the
book. _

In chapter 2, various aspects of western economics
about government behavior are provided including the clas-
sical, neo-classical economics, Keynesism monetarist, the
school of public choice and the school of property right

etc. The focus of the arguments was the role of govern-




ment in economy. the classical and neo-classical economics
argues that the market can allocate the scarce resources ef-
ficiently, the only role for government in the field of in-
vestment is to be an investor in public sector. The welfare
economist and Keynesism proved the possibility and the
mechanism of the market failure. They believed that gov-
ernment shall not only invest in public sector but also take
an active role in the management of social investment.
Here, the role of government is determined exogenerously
and both of them did not answer the question whether the
government is capable of doing. Monetarist, the schools of
public choice, new institution and property right proved
that government intervention can not correct the market
failure perfectly, whether the government intervention can
achieve the optimal outcome depends on the motive of the
government, transaction costs and the interaction between
the various agencies in markets.

In chapter 3, the theory of the government behavior
of developing countries is ouilined. It is right for the de-
velopment economists to emphasize the role of government
in economic development, but they exaggerated the special
property of development countries and underestimated the
importance of markets in promoting the economic develop-
ment, they stressed the point that markets are imperfect,
but ignore the defects of government, So, they overesti-
mated the ability of government. In the 1960s, the neo-
classical revived in the field of development economics and

become the mainstream. Considering the experience of dif-




ferent developing countries, it argues that it was impossi-
ble for government to solve the problems collectively, mar-
kets, instead of government are the basic approach to eco-
nomic development. Although it is illuminating to the
recognition of the different role of markets and government
in economic development, it has ignored the institutional
constraints. in the 1980s, the institﬁtional analysis had
been introduced to the development economics, the insti-
tutional analysis and the conclusions derived are more per-
suasive. However, being a rising theory, it needs to be de-
veloped further, some arguments it put forward have not
been tested empirically. In addition, few research has
been carried about on'investment behavior of local govern-
ment.

Chapter 4 devotes to the theory of the government
behavior of socialist countries. [t includes 3 parts, the the-
ory of classical Maxism, the arguments of government eco-
nomic behavior of the former Soviet Union and eastern Eu-
ropean countries and the eastern scholars, the research of
Chinese scholars. Maxis had only described a sketchy ideal
social pattern, much has been stressed on the defects of
capitalism. He believed that markets had so many draw-
backs that an advance government made up of the elite of
workers and peasants could substitute for markets perfeat-
ly. Lenin and Starling learned from the Soviet practice
that it was impossible for government to take the place of
markets in the transition to socialism and the whole stage

of socialism. Nevertheless, thejr insisted that markets did




not belong to the socialism. The economists of the former
Soviet Union and eastern European countnes had discussed
the relations between market, government and firms thor-
oughly. Both the classical Maxism and the former socialist
economists did not touch on the relation between firms,
local and central government. In the process of economic
reform, Chinese economists have been studying the role of
local government, but there are no sysiem’atic studies.
Chapter 5 exams the different investment behavior of
local government in different economic system in China, It
analyses the evolution of the investment behavior of local
government and gives the logic clne of the evolution. Em-
phases have been put on the motives, constraints and the
game of local governmental investment; it illustrates the
necessary economic environment for effective macroeco-
nomic policies and the particular economic environment
that induced the ineffectiveness of economic policies in
China. In the traditional planning economy, the goal of
local government is to complete the task set by the central
government, to increase the employment and to promote
the economic growth within its jurisdiction. The con-
straints are funds, materials and techniques allocated by
the central government according to the znnual economic
plan. In the investment game between local government
and central government, the strategy of local government
is underestimating the cost of investment, applying to the
central government for more projects, funds and other un-

planned auxiliary projects, etc. In such an economy, there




are some requirements that are necessary for the effective-
ness of central government’s macroeconomic policies, but
they are not satisfied in China, so, the investment behav-
ior of local governments is distorted unavoidably.

Chapter 6 discusses the investment behavior of local
government in the transitional economic system. It intro-
duces the economic reform of China; analyses the evolution
of institutional constraints which determines the behavior
of local government; studies the motives of local govern-
ment behavior in the changing institutional constraints; it
describes the games of favorite investment policies, fiscal
funds, foreign investment; it discusses the efficiency of
the behavior of local government.

Chapter 7 reconsiders the role of local government in
investment. It starts from the basic properties of local gov-
ermnment and the requirement of markets. Basing on the
culture, politics and economic conditions of China, it de-
termines the role of local government in investment as fol-
lows: regulating the investors by law; providing local pub-
lic goods; regulating the natural monopoly; solving the ex-
ternality caused by investment and regional economic plan-
ning; investing in agricuiture. in additon, it clarifies the
different roles of different type of local government; points
out the trend of the changing roie of different types of local
government in investment.

Chapter 8 provides the auxiliary economics reform to
rationalize the investment behavior of local government.

The role of firms, central and local government in invest-




ment is determined by thé economic and politic system of a
country. The adjustment of the investment behavior of lo-
cal government is the result of the game between central
and local government. In order 10 rationalize the invest-
ment behavior of local government, the following auxiliary
economic steps are necessary: stimulating the institutional
innovation of firms; promoting the fiscal reform; promot-
ing the financial reform; improving the macroeconomic
management; constructing an efficient mechanism of the
decision making of local government; making residents the
main investors.

Chapter 9 devotes 1o the discussion about how to im-
prove the efficiency of the investment of local government.
First, it studies the optimal provision of loecal public
goods, then the reveal of the preference of local public
goods; crowding cost and increasing return; the different
way of providing local public goods and the way that
should be chosen by the local governments of China. At
last, it provides some suggestions on how to enhance the
project management and how to choose the cheap and safe

way to finance the projects.
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