MANCHESTER

1824

ity

The Universit
of Manchester

Economics
Discussion Paper Series
EDP-0920

Regulation and Corruption in Transitional
China

Xiaobing Wang

October 2009

Economics
School of Social Sciences
The University of Manchester
Manchester M13 9PL



Regulation and Corruption in Transitional China

Xiaobing Wang

Abstract

Whilst China has, over the past thirty years, hambar quality legal system and a high
level of corruption it has also had high rate obremmic growth. This is puzzling for
those holding the conventional view that both poetitutions and corruption are bad for
growth. This paper attempts to address this puaylstudying the interaction between
corruption and regulation by examining two positefects of corruption on growth.
First, economic reform depends on the support obeéhwho have economic power.
Polices that allow government departments and iafficto divert resources from the
planned track to the market track, and allow themridertake private businesses make
them part of the driving force for reform. This @lereates an enormous potential for
large amounts of institutionalized corruption, whit is impossible to curb without the
regulations being changed. This kind of corruptioan be viewed as providing
compensation to these institutions and officialexehange for them giving up some of
their power to market. This first mechanism faatks reform. Second, large amounts of
bad regulations exist in transitional economiegta&e kinds of corruption can actually
keep bad policies and regulations from being fiuiplemented and thus support growth.
They enable people to break te@tus quowhen institutions are bad. These kinds of
corruption are not a hindrance to the economychatbe seen to be convenient devices
for overcoming regulatory hurdles that distort imtbees and prevent business
opportunities. Although China has many laws andili@&gns which are bad for growth,
China also has high level of corruption, part ofchtoffsets the bad effects of these laws
and regulations and makes these bad laws less tlaionfgrowth. The dynamics of the
relationship between regulation and corruptionl$® aliscussed. We conclude with the
argument that being tough on corruption at theyestdge of development could stifle
potential development. This argument runs countethe conventional view of the
importance of using anti-corruption measures aarigi a development strategy.
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1. INTRODUCTION

China’s GDP has grown very significantly during thst few decades, averaging around
10% per annum since the reforms began in 1978.a%hlagal system and institutions,
including investor protection systems, corporatgegnance, accounting standards, and
quality of government, are significantly less deypeld than many other countries in the
world (Allen, Qian and Qian, 2005). At the samedi@hina is perceived as one of the
more corrupt countries. According to the 2007 Tpamency International Corruption
Perceptions Index, China is ranked'%7 the world with a score of F5Pei (2007)
argues that China’s level of corruption is one loé highest in the world which ever
measure is used. It is widely accepted in the dgrditdrature that both poor institutions
and corruption are bad for growth. A common argumeihat a poor legal system and
corruption distorts market incentives and thus @iscgeconomic growth. Why is China an
exception to this or how do we explain the co-exise of poor regulation, high
corruption levels and a high growth rate? Thisugzting.

The neo-classical view supports small governmemtsi@awv levels of regulation. To them,
the market can correct itself and most governmegtlations distort market incentives
and reduce welfare. However, many (for example, @dens1989, Wade 1990) believe
that government policies and regulations play ai@ant role in economic development.
Stiglitz (2008) gives three fundamental reasongterneed for government intervention:
market failures caused by asymmetric informatiod arternalities, people’s irrational

behaviour, and distributive justice.

It is clear that good regulations and industridigies may reduce transaction costs, avoid
market failures, help the optimal allocation ofaeses and enhance economic growth
and justice of a country, but it is not clear thatv a country can avoid bad regulations
and guarantee good ones? In many cases, goversnientptations to correct market
failures make things worse. It is undeniable thaté are many badly designed laws and
government regulations in many economies.

There are three sources of bad laws and regulations

i) Bad government gives rise to bad regulations.

Some governments come into power not through timeodeatic process and thus may
not represent people’s interests (such as a dictatml his government), some
governments may follow political or religious idegles, such as communist ideology.
These governments make laws and regulations natrdiog to the optimum level of

production in the economy but according to theinogconomic and political interests.
Laws and regulations in these countries may reffeetoptimum level of the ruler group
but will not necessarily reflect the optimum lewéthe whole economy and its people.

i) Government has good objectives but makes mestak

2 A country or territory’s CPI Scoriedicates the degree of public sector corruptioperseived by
business people and country analysts, and rangesdre 10 (highly clean) and 0 (highly corrupt).



Another cause of bad laws and regulations is thelével of governments’ intellectual
capacity. In many cases governments intended {o their countries develop but were
unable to find good strategies and good regulatiorssipport this. The level of economic
development of a country is correlated with theegament’s ability to provide market
supporting institutions (North and Thomas 1973;tN00990). However, the ability of
the state to provide market supporting institutiansl regulations is constrained by the
state’s capacity and the level of development @esind Persson 2007). We cannot
simply assume that the laws and regulations araydwptimal. In many less developed
countries, there are many badly designed governnegoiations behind which lay good
intent. Good government objectives do not alwayddygood regulations because of
intellectual capacity constraints. When states c@p#s low, it tends to have either less
“good” regulations needed to support the marketoar many “bad” regulations that
hinder market development, or both!

iii) Governments still use old regulations thatlanger suit new situations.

In a changing world, laws and regulations neecetodated to fit the new situations, but
it takes time for government and law makers toriesard respond properly. Before these
laws and regulations are changed, they may regigople from exploiting business

opportunities and thus hinder economic developmEat. transitional economies, the

institutions and regulations were originally desidrfor the planned economic system
and public ownership. These institutions and regula may have been suitable for the
old system but are unlikely to be appropriate mnlew environment. It takes time for the
government and regulatory bodies to learn aboulrthiket mechanism.

For whatever reasons, so long as there are baddadidad regulations, it is bad for
economic growth if they are fully implemented. Haeg if corruption works as a

counterforce to these bad regulations, the econsrirge from the influence of these bad
laws and regulations, as if they did not exist.

This paper studies the interaction between comapéind regulations, it examines two
mechanisms that could explain why China’s corrupti® less harmful than others or
even may have helped the economic growth in someWag is one of the few studies

that looks at the positive effects of corruptiongsawth and is the first that examines the
interaction of corruption and regulations. It doed intend to survey everything but to

present certain regulations and forms of corruptibair interactions and the impacts on
the economy. It focuses on how the negative effettegulation might be overcome or

minimized by certain forms of corruption.

There are two mechanisms at work. First, econoslficrm depends on the support of
those who have economic power. Polices that allevegiment departments and
officials to divert resources from the planned kraxcthe market track, and allow them to
undertake private businesses creates an enormotghtipb for large amounts of
institutionalized corruption, but also make themt jpé the driving force for reform. This
kind of corruption can be viewed as providing comgaion to these institutions and
officials in exchange for them giving some of theawer up to the market. Second, large
amounts of bad regulations exist in transitionaneenies. Certain kinds of corruption



can actually keep bad policies and regulations fo@img fully implemented and enable
people to break thetatus quaand thus support growth. This can be seen to beetoent
devices for overcoming regulatory hurdles thatadtsincentives and prevent business
opportunities. These kinds of corruption are nbirarance to the economy, but facilitate
reform and economic growth in China. In these casesonly is corruption impossible
to curb without the regulations being changed,aisb being tough on corruption at the
early stage of development could stifle potenteatelopment.

Whilst the idea that corruption can facilitate emonc development is not new the
breadth of this phenomena emphasised by this pap&he normal way to look at the
positive impact of corruption is through ideas swsh the so-called “speed money”
hypothesis of corruption. In this literature thepdrasis is on bad regulations, so called
“red tape”. It generally includes the filling ouf seemingly unnecessary paperwork,
obtaining of unnecessary licenses, having multipd®ple or committees approve a
decision and various low-level rules that make camtidg one’s affairs slower and/or
more difficult. “Corrupt transactions between ptevand public agents are a means of
circumventing cumbersome and pervasive regulatioe tape) that are detrimental to
efficiency. This argument - an application of thedry of the second best - views bribery
and other forms of kickback, not as any hindrarce¢he economy, but as convenient
devices for overcoming institutional hurdles thatatt incentives and opportunities”
(Blackburn and Forgues-Puccio, 2007).

This paper is organised as follows: section 2 eramithe interaction between some
regulations and institutionalised corruption. lbgls how some corruption may in fact

facilities the reform process by means of illustl@texamples. Section 3 describes more
examples in the situation some corruption helpsanree some of the bad regulations
and is therefore good for the economic growth. iBec# concludes the paper with a

discussion of the evolution of the relationshipwesn regulation and corruption and

offers some policy implications.

2. REFORM AND INSTITUTIONALISED CORRUPTION

This section discusses a mechanism explaining cbions between regulation and
corruption: some regulations create corruptionsorde are embedded with corruption. It
tries to answer the following question: How did romtion come to be generalized by
some regulations? What are the impacts of thisiption on the economy?

It is clear, after 30 years of reform, that Chire Imoved from being a planned economy
to a market oriented one. This was not clear inbdaginning of the process. The reform
was pushed by some leaders, like Deng Xiaoping, \&ay of escaping from the disaster
of the Cultural Revolution. Which way to go and htawreform was not clear at all at
that time. There was no blueprint at the early estafjthe reform. The approach China
took was a trial-and-error experiment, which in Benwords, involved “crossing the
river by feeling for stepping stones”.



Before 1985, resource allocation in China was dowvestly under the plan via the
planning bureaucracy. In the early 1980s, the Gairgpvernment relaxed bureaucratic
control over resource allocation by allowing statened firms to produce and sell
outside-plan output directly to buyers at “floatipgces.” The outside-plan prices were
initially regulated by the government and not akaltto exceed plan prices by more than
20 percent. On January 1, 1985, the governmeatllifie control on outside-plan pricing.
Markets for outside-plan products then developegudha in China in parallel to the
existing plan (Li, 2002). So in the beginning, #merging product market (the market
track) coexisted with the traditional central plangn(the plan track) and as means of
resource allocation. This hybrid economic systers th& result of the so-called the dual
track reform.

Under the dual-track system, an identical good daiften be allocated on both the plan
track and the market track. But the good woulddg|ty be sold at a substantially higher
price in the market than in the plan. Officials wiad discretion over the allocation of in-
plan resources could and allegedly did divert emplesources to the market and pocket
the profits. Under “the dual-track system, thelrhatk of the Chinese reform, was
widely believed to have fuelled a particular forrh amrruption—diversion of under-
priced in-plan goods to the market by officials’i,(R002). This type of corruption was
widely known in China as “Guandao” or official drgeon and was one of the big reasons
for the discontent that led to the 1989 Tiananmguma& Demonstration. However, this
corruption did not necessarily negate the improwgme allocative efficiency in the
Chinese economy brought about by the reform. LiO®0Ofound that the distortions
brought about by official diversion from the pladrteack to the market track (which is a
corruption) might have mitigated partially the déxig distortions under the plan and
resulted in an improvement in economic efficientyhina.

Though the reform was gradual and incrementalgtivare huge obstacles to reform and
there were uncertainties about whether it was gdimgsucceed and be sustained.
Although the direction was not clear, the ovenadhtl was reducing direct planning and
restraining government power and letting markety fligger and bigger roles. Where
ever this market oriented reform restrained thegyoo¥ the government and government
officials, it faced huge resistance especially frdmse government departments and
officials, whose power and interest was likely toriegatively affected or reduced by the
reform. Many government officials had high sociatlaeconomic status prior to reform;
they had to be compensated for the loss of thiditdnmeform if it was to gain their support.
Without their support the momentum of the refornuldohave quickly faded out. To
make the reform self-enforcing, and irreversibtewas felt by those pushing for the
reforms that more people should be involved anddha power that could lose in the
reform should be compensated. As well noted by &amh Grossman (2001), “In this
environment the transformation of local officialsgorh unproductive political
entrepreneurs to productive economic entrepreneassbeen critical to the success of
Chinese economic reform...”

In the first stage, governments departments anémimg were given the power to create
and own enterprises; this meant that they werengthe right to exchange power for



economic interests. At the start of the 1990s huoeds were given permission to set up
businesses in China. As early as 1993 there we@000 administrative enterprises
engaged in commercial activities (Li, Smyth and YA®5). These were profit-making

enterprises set up by government institutions.

There were also many administrative enterprises that formally affiliated with
government institutions; nor were they run by inbemt government officials. However,
many of the chief executives running these enteeprivere former government officials
who continued to maintain close financial, admnaiste and personal ties with their
former government institutions. These entreprenahmigh without former cadre titles,
relied on their cadre background and networks togade the business sea and earn big
profit.” (Gong 1997, p285)

The decision to let government institutions set huysinesses was claimed by the
reformers to be aimed at reducing the size of theeducracy and boosting private
enterprise. But in reality this was a deliberatégyahat aimed at involving government

departments and officers in business so they wéadditate and support the reforms.

There were many such exchanges of public powempé&rsonal interest. This can be

described as a type of corruption: corruption g®l&cy, institutionalized and deliberate.

This policy that included the government officiaks part of the interest group who would
benefit from reform in return for their support, deareform gain momentum and become
irreversible and self-enforcing. Those who lost powhrough reform have been

compensated economically.

As reform has progressed, many state owned erdeg(SOES) lack competitiveness
became evident. As Lin, Cai and Li (2003) argubssé firms were often set up for
strategic propose, supported by government. Onlgsides were cut off, these firms lost
their viability in the market. Many of the forme©&s were either not produce according
to their comparative advantage, or employing far ieany people, or not producing the
right products for the market. In late 1980s an@Qk9 many of these firms were set for
privatization. In 1988 there were only 90 thousangate enterprises in China, while by
2007, this number had increased to 5.5 millionthis process, there was a huge amount
of corruption in the valuation of these firms’ asseind who was able to acquire them.
Although the privatization of these firms was faorh being fair in terms of a
redistribution of the wealth and thus caused mpiralblems, it also, to some extent, had a
huge growth effect. Unviable and non-profitableegptises were transformed into profit-
making ones. The private sector grew much fast@n the public sector and provided
most of China’s growth. This is partly because piheate sector had incentives to bribe
and get things done, while the state sector stocke law and did not worry too much
about performance.

Some regulations institutionalize corruption ani &orruption induced further reform.
So there are growth effects of corruption in Chifbe key architecture of the reform,
Deng Xiaoping’'s philosophy was that of balance et corruption and economic
growth. Less attention was given to social justidestributional concerns gave way to
economic performance. Some people were able tpuj@ic assets illegally, but this was



tolerable so long as they improved efficiency. Hade of SOEs, even if it meant an
unfair redistribution of national wealth and crehteuge moral problems, it increased
economic efficiency by turning non-performing stadened enterprises into profit
making private enterprises. And this was a net gaithe economy.

Allowing government agencies or offices to openativate businesses made them the
driving force of the reform. This approach of refocreated institutionalised corruption,
which was impossible to curb and resulted in a \regh level of corruption. However,
this was for the sake of economic growth. This ragainst the conventional corruption
literature. Corruption is much more than a redistion of income from the government
to corrupt officials, it is also likely to have guth effects. As noted by Fan and
Grossman (2001), “Local officials are oftda factomanagers in China. In the dual-track
economy, local officials continue to play a criticale in coordinating production and
exchange. The more income that an efficient butugdriocal official generates for his
region, the more he can appropriate for himselflavistill leaving enough fruits of
progress for ordinary people to assuage their abgealousy of his privileged position.”
If we only look at the surface without digging batte it into the sources of this
corruption, then one would be puzzled to explaim th-existence of high growth and
high corruption levels. It becomes more obvious mtiee mechanisms are revealed.

There are many administrative controls and incoteplegulations in the transition from
a planning system to a market oriented one. Inrthést of the transition, central
government had not yet established mechanisms fevepting the abuse of these
controls. This gave huge opportunities for corupt and to a great extent, this
corruption is institutionalised. Because corruptisnnstitutionalised, it is impossible to
curb by severe punishment of individuals. This ek why many successors to certain
positions still carry on the corruption of their egecessors, even though their
predecessors were imprisoned or even executed.

When corruption is institutionalised, it can only solved by reforming these institutions
and regulations, which takes time. Corruption ispgovasive that it is impossible to

punish all of the civil servants that are corr@nly selective punishment can be used in
practice. As Fan and Grossman (2001) agree, ttategy is consistent with the Chinese
Communist Party’s strategy.

3. BAD REGULATIONS AND GOOD CORRUPTION

Corruption is commonly defined as the abuse of ipuddfice for private gain, including
bribery threats and kickbacks, in ways that viol@e&s and other formal regulations.
Traditional corruption literature presumes the betence of laws and taxations. It
assumes that the laws and regulation set up bgdhernment reflect the optimum level
of production and hence support economic growthy Rinds of distortion as a result of
corruption, either a compromising of the enforcetr@fnlaws or tax evasion, will drive
the economy away from the optimum level of produrctand will negatively impact on
the economy. However, as discussed in the preseason, this starting point should
not be taken for granted in many countries. Wergatrnsimply assume that the laws and



regulations put forward by governments reflect ititerest of the people and economic
development. Few would doubt the fact that misgoaece is widespread and that there
have been detrimental consequences of this forlal@vent and growth.

Corruption works as one of the mechanisms that makdifficult for governments to
enforce laws. Corruption is commonly regarded asg of undermining the legitimacy
of government and government regulations, but vifhidte government regulation itself
neither has legitimacy nor reflects the optimaleleef growth in the first place? If
regulations are bad and constrain economic a&s/igvoidance of these regulations may
be good for economic development.

In the case of bad regulations, their full impleta¢éion would hinder growth. If those
bad regulations had been removed earlier, there¢beaomy would have grown faster.
However, a government’s ability to make good retyjoites is constrained by the level of
economic development. The improvement in the qualft regulations has been very
difficult and slow. In a transitional economy likzhina, even when the government has
the wish to develop the economy, the laws and etigmis they pass often hinder growth.

Before the reform, China was a fully planned ecoypoin 1978 there were total of

83,000 state-run factories, plus 100,000 urbarectiles and 700,000 rural collectives.
Although China’s planning was not as all encompagsis was the case in the Soviet
Union, the number of “planned commodities” was a0 in China in 1978 compared

with many thousands in the Soviet Union. China utoddk a speedy transition and by
1993, planned prices had ceased to apply to mastsgo

As in many transition economies the existing ecapoimstitutions and regulations in
China which were created for the previous planneoshemic system and for public
ownership persisted when that system was no loogerating. The old system had
excessive government involvement in production atiter economic activities. In the
new environment with reduced planning, the contilomaof the old regulations allowed
government continue to control and intervene in ébenomy, leaving little space for
people’s own decision making and thus restrictimgjrtpotential to undertake economic
activities. Some of the inherited old laws and tations actually become obstacles to the
functions of market and required reform. But urttley are reformed, the strict
implementation of these bad laws and regulationg actually harm the economy.

Socialist laws were not designed for market oriéngeowth. But when the economy
began the transition, those laws remained in foway did China not change these
outdated laws and regulations straight away? Oasoreis that there were too many and
they were too pervasive to change them all at ohbe.approach of simply abolishing
the old system without properly establishing a sgstem is one which has proven to be
problematic as witnessed by the failures of thecHderapy in the former Soviet Union
and East European countries. The approach Chingakes is for reform and transition
to be gradual (Lau, Qian and Roland, 2000).



After the Cultural Revolution, people realized tireat need for reform and change. But
just as with the medical treatment of a patiene apeds to know how the patient will
respond to the treatment required. In this contkgt question was how the economy
would be likely to respond to the kind of markek&tt might emerge. The gradual
implementation of markets gave time to see howptiteent was responding. During the
reform period, old laws and regulations are in tamschange and revision, new laws
and regulations being set up continuously: the whedal and government system being
in constant evolution. The Chinese Communist Panty the government lay behind all
these changes with its aim being to push the ecgriomards a market oriented system.

When revising or abolishing these old laws and llegns the government is constrained
by it's intellectual capacity. This is especialtyé in a country in which hostility to the
market was strongly embedded. People had veryddrkhowledge of how markets work
and how growth might be promoted by the market. méasion of the old laws and
regulations depended on people’s knowledge aboukenaystems. The process of
discovering which regulations are good and whiah lzad takes time, and which order
regulations should be reformed in or which new fations should be set up first in order
to promote economic growth is not obvious.

Because of the transitional nature of the reformope we should not simply assume that
the laws and regulations in existence are optiniakere are two kinds of laws and
regulations that in force but may actually hindeor@mic growth: those inherited from
the old system which do not support the market,randy new laws and regulations that
were passed during the reform period but actuaétrains economic activities because
of the constrains on the government’s capabilitybecause of conflicts of interest
between government departments. Because governrhents limited knowledge of
market institutions and market regulations, it takiene for government to realize the
negative effects of new laws and regulations, amtakes time to reform them. Although
it is clear now that some laws and regulations vedrgtacles to the functions of market,
and should have been reformed earlier, but atithe the government was still feeling its
way and learning about the market. The Governmémtndt know due to lack of
information about what should be reformed and hisstould be changed.

When the government is unable to change laws aguatons with sufficient speed to

promote the required level of growth, one optiorfas people to find ways round the

constraints imposed by these laws and regulatiGostuption is one of the means by
which these bad regulations can be circumventedit@mdconomy be allowed to enjoy

the fruits of less regulation at the micro levef. @urse, not all the negative effects of
bad regulations can be cancelled out by corrugmh corruption itself may create some
problems such as social injustice and moral problédome forms of corruption, like the

acquisition of monopoly power by certain businesghinhave net negative effects on
growth. But those kinds of corruption, that getus® bad regulations and generate
positive growth effects, are our main focus heree @xample of such a bad law is an
overly aggressive corporate tax rate which disqpesaprivate economic activities.

Bribery, in exchange for some tax evasion, may nitggessible for a business to survive,
grow and flourish.



Let us now discuss some examples that show soneetaspf bad regulations and how
corruption can get around them to improve econautcomes.

3.1 Corruption as a way of getting round the slpeesl of regulatory reform

It takes time for people to recognize and reformd begulations. Under the planning
system, free trade was not allowed. For some pehiwohg the culture revolution (1966-
1976), activities such as growing an apple treea@ing some chickens at home were
considered capitalist and were forbidden in mamcgs. Trade that followed from such
activities had to be undertaken on the black maNkéten families did not get enough
food from their collective, they were forced to gt to buy grain at night to avoid being
caught. These extreme policies were reduced bsdrtee with a few vestiges even in the
reform period. In the “Criminal Law of The Peopld®epublic of China”, which was
issued in 1979, buying at a cheaper price frompmaee and selling at a higher price in
another (now considered very normal business pejctvas a criminal offence. These
kinds of activities were described as “Touji Daolsgieculation), and it was stated that a
wide range of goods, ranging from “important praituc materials” to “some durable
consumer goods”, were not to be traded privatéty 1987, a detailed legal explanation
and guidance for the implementation of this law eaimto force. This guidance was
called the “Provisional Guidance of Administratieinishment on Touji Daoba”. In
1993, when the decision had been made that Chisatevhecome a market economy,
this law and this provisional Guidance which res&d market behaviour were still in
existence. Although the enforcement of this law #re@lGuidance almost disappeared in
the later stage of reform, it was only in 1997 tthegt criminal offences associated with
the law were abolished in name and it was only anuary 2008, that “Provisional
Guidance of Administrative Punishment on Touji Dalblvas finally abolished.

In the early 1980s in China, private enterprisesewmt allowed to enter many sectors or
engage in many economic activities. Buying andirgglgrain was controlled by the
government and the private sector was only allowedo this in late 1990s. There are
still many policies even now in China, which by vezs standards might be regard as
hindering economic growth. These need to be chabgedtill have not been reformed.
China’s regulations at the end of thé"a@ntury still prohibited private business in 30
sectors and restrict private business in 20 maael(§ Woo and Yang, 2000).

There were many laws and regulations that basqolom political ideologies. The label
Private Entrepreneur had big political implicatiatghe beginning of the reform period.
According to Marx’s categorisation, in the mid™éentury, if a person hires less than
eight workers, then he would lie in a category lestwthe “capitalist” and the “worker”
and could be described best as an individual ergnepr. If eight or more people were
employed, the owner of the firm might be said to“&®ploiting” his worker’s surplus
value and he could best be described as a capitalighe beginning of the reform,
worries about this exploitation were a big issueny people paid bribes to officials to
avoid persecution for exploitation, but many peopkre fined and imprisoned because
they hired eight or more workers and fell into tbategory of capitalist exploiter.
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Nowadays, although these arbitrary categorisetdrevdtten in law, different categories
still face different tax rates and different legisle obligations, people have some
freedom to choose to register as individual en&epurs or private enterprises when they
start their business.

3.2 Corruption as way of getting round governmeimigllectual capacity constraints

The lack of capability of those undertaking theorefs not only affects the reform of the
old laws but also influences new legislations. Seheapabilities are limited by lack of
knowledge of how markets work and how markets redfo interventions. Many laws

and regulations passed, even in the reform peldbel ,proved poor and needed revision.
The One Party political system makes it easy t® gakw without proper scrutiny and
often fails to see possibly adverse side effects.

An income tax law was passed in 1980 in China, #ithtax threshold set at 800 Yuan a
month, 20 times higher than the average monthlyansighat time of 40 yuan. This rate
did not change until 2006, when the benchmark iredan taxation was increased to
1600 Yuan. This new benchmark is slightly higheart the average monthly wage in
China. The problem is that the requirement to @a&ywas not seriously implemented.
Urban residents rarely paid any income tax at\Mdiny employers, like big state-owned-
enterprises (SOESs), government departments, anensities, with wages much higher
than this threshold managed to avoid or reducengatax by negotiating a private tax
rate with the local tax bureaucracy, and/or paity @asmall part of the wage through
banks but a larger proportion through cash or otttannels to avoid tax. It is so
prevalent that almost all employers from minisgydl to small private businesses evade
income taxes in this way. Almost everybody in ChHinaws this, but few argue against it.
For an individual or an institution a good relasbip with the tax bureaucracy is crucial
for economic well being. The paying of bribes &mkbacks to the tax bureaucracy and
individual officials in the tax bureau is commoragtice.

Why is this possible, and why do so many peopleearsh government turn a blind eye
on this seemingly very severe and damaging problEng?e are many reasons, first the
tax threshold is so low and secondly, there is ayuital gains tax in China. If someone
make hundreds of thousands of Yuan in the stockeband does not pay anything, why
should anyone pay taxes on their wage income? fmbenisistency of the tax liability
for the people across sectors and regions meantashkaw is not perceived of as
being fair. Its existence means that at any pointime bureaucrats can use the
law in an arbitrary fashion, imposing the law umslethey receive bribes. This
fosters huge corruption.

With the incompetence of the higher level of goweent to initialized change, in the
beginning, the reform was in many respects a bettprprocess. Many ordinary people
and low level government officials were the firet lireak thestatus quo The higher
leadership was more worried about being criticdoursuing “capitalism”. It was only
with the success of these low level changes thathilgher leadership felt confident
enough to recognise these developments as forrtiay pd-or example in the late 1980s
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and early 1990s, Guangdong province was shortashgPrivate trading in grain was not
allowed and it was very difficult to get permissilom central government for cross-
province trade through the official channels (plagrtrack). Some private entrepreneurs
started to trade grain on the black market, andstleeess of this quickly meant that it
grew to a very large scale. According to Guo Romagd, the former party leader of
Guangdong province, the provincial party committieeided not to intervene in black
market grain trading, when the central governmefused to permit free trade and freely
floating grain prices in Guangdong province. Helaxgd “we were in a very difficult
situation (dilemma), we cannot change central gawent’s policy, and on the other
hand, we can not afford not to consider peopleisas ... We neither disobeyed the
central government, nor suppressed the people; ust turned a blind eye. After
sometime, this black market turned public gradyalyd central government agreed to
give-up the price control gradually.” (Southern kellews, 22 September 2008)

3.3 Corruption as a way to avoid damaging confliofsinterest between different
government agencies

China at the beginning of the reform was a far ts#ralized economy than the Soviet
Union and the East European economies were theénaGldecentralized structure made
it possible for many government bodies to createsland regulations. There were often
many different laws, acts, regulations from diffaréevels of the legislative system and
different levels of government (the province, cquribwn, even village, and different
departments of the governments.). They all tendexbhsider their own interests and this
often meant higher taxes and fees, especially apfioinm the level of local government.
Many of these taxes and fees can be consideredaaspées of bad regulations because
they increased transaction costs and hampered edo@ativity. However, even though
central government wanted to abolish these, taodwas proven to be difficult.

Agricultural taxation is a good example. The adtime tax was a liability on all rural
residents simply because they lived in rural aseabit was assumed they were involved
in agricultural production although in many cadesytwere not. Agricultural taxes were
due by every citizen that had been allocated seppétand regardless of whether this was
farmed. This tax had regionally differentiated sa#émd it was to some extend affordable.
However, in addition to this tax, there were martireo taxes levied on the rural
population: various fees and administrative char@égse charges had to be paid to the
various level of government include villages andmownes for social welfare,
infrastructure and management and to the townshipefiucation, family planning,
paramilitary support, infrastructure and irrigatidtowever, most of the services which
were supposed to follow from these taxes were nex@zived by the taxpayers or the
work was not done, despite payments having beer rfi&auight and Song, 1999).

Many levels of governments and government depatrieed interests in charging fees
for various services. Overall, there have been redslof different kinds of taxes and
fees imposed on farmers by various levels of gavent and organisations. In order to
relieve farmers’ financial burdens, central goveenmexplicitly abolished and forbade
many such fees and charges, but local governmenths ways round these restrictions
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on their behavior. This took the form of assignimeyv names to these fees and charges -
names different from the ones that had been alealibly the central government. Central
government introduced the “fees-for-tax plan” inlg&000, which simplified the tax
system substantially. Under this plan farmers wety required to pay the agricultural
tax, the special agricultural product tax and etiyrlimited number of additional taxes.
Despite this effort rural peasants were still hiyateixed and exploited.

Official figures (China Statistic Yearbook) sugg#sat farmers’ per capita income grew
around 4% per year after 1996, a rate of incomevtjréar below that of urban residents
or of GDP as a whole. This resulted in an incregasirban-rural income gap. Per capita
income earned by urban dwellers was 250% thatrad residents in 1998, and by 2002
this gap was 330%. Social unrest in rural areas to a historical high in 2002. As a
result of this in 2004, the central government dedito abolish all rural taxes and fees,
leaving less opportunity of local government targan with their previous practices.

Things improved significantly, but still much negdsbe done. According to a report by
the People’s daily (22 September 2008), the offieewspaper of CCP, Feicheng town,
in Henan province passed an administrative ordar réquired a certificate and deposit
before farmers could harvest their corn, and sendteds of officials to farmlands to
enforce this order. This was despite the fact ‘tthet Administrative Permission Law of
the Peoples Republic of China” clearly states that government lower that the
provincial level has right to pass administratiggulations. The town governor explained
the purpose of this regulation as “to prevent thenimg of corn stems and to encourage
compost fertilising”. However, this can hardly slan Environmental concerns may be
just an excuse of imposing fees, because the probis not that law required farmers to
be fined if they burnt the corn stem but rathet thay had to pay a deposit even before
they could harvest their own corns in their owndlalhe amount of the deposit often
exceeded the total worth of corn in the field. Afteany complaints and widespread
media reporting, this administrative order was mheld and the local governor was
sacked. However, according to the Legal Daily" Zctober 2007, similar events had
already occurred previous to this in some countiddebei province. The lessons from
then had not been learned.

Although the development of the legal system wa®mihigh priority in the reform
period, China’s judicial system is still strugglimgth the details of implementation. The
emergence of a new legal system suitable for thekehdnas been accompanied by the
growth of corruption as a form of networking (GugnXhis Guanxi has developed to
complement laws such as contract law in an enviesrtrwhere such laws are not clear,
not enforceable or not deemed useful. The enforneofecontracts has often had to rely
on personal relationships with the government @ It is well known in China that it
is difficult to get a judge’s decision to be actgubn. People win a lawsuit but in many
cases nobody will execute it. They have to payeatdethe court for the court to enforce
the verdict, but whether they would do it, or thee scale within which the court does it
is up to the court to decide. Bribery is undertakehonly to influence judge’s decision
making but also to influence the execution of thdseisions.
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To sum up, for the business sector, in an exogénaysen and heavily regulated
environment, as is the norm in transition economideen there is no endogenous power
and opportunities to speedily influence the refasmthese regulations and controls,
corruption may act as a way to escape from thegdagons.

Although there is still a net loss in efficiencyh&n compared with the situation of no
bad regulation, the corruption may actually preweegreater loss of efficiency when the
bad regulations are exogenously given. So, givahdhcountry has bad regulations, an
economy may gain from this kind of corruption. hetpresence of bad regulations and
misgovernance, corruption can also provide net ggam the economy, acting as a
counter-force to the bad institutions.

4. CONCLUSIONSAND POLICY IMPOLICATIONS

The paper examines two kinds of mechanisms, baikebl related to regulation and
corruption in transitional China. It does not ardoeand encourage corruption. Rather it
attempts to document what is and the argumentdased on the belief that second best
may be best when the first best is not availabléekVthere are badly designed laws,
without corruption, these laws may restrict growthen high levels of corruption might
be counteracting the negative effects of these tegilations and thus provide an
explanation for the coexistence of bad regulatidngh levels of corruption and high
economic growth. This explains why pervasive catinupin China is not as damaging as
some might suspect it would be. In fact much of ¢beruption may actually be pro-
growth.

When addressing economic development, close aitestiould be paid to the quality of

regulation. Though severe corruption can causersgu®blems, more attention should

be given to the causes of corruption, rather thiahtyy to curb the corruption as it is. Is

the corruption caused by lack of regulation, orraegulation or inappropriate regulation?
Curbing corruption without looking at the rationakthe regulations is meaningless. If

corruption is generalized by government regulatibibecomes institutionalized and is

very difficult to curb. In this case, ccorruptiandeeply embed in the regulatory setting,
and the temptation to try to curb corruption with@hanging the regulatory soil that

nourishes it, is likely to fail. Being tough on ogption may reduce some of the support
for reform and would leave no chance for peoplegcape from bad regulations. Efforts
put into curbing corruption might be better usedhrprove institutions and regulations.

The conventional view, of attempting to eliminatgraption as a development strategy
in order to overcome the prevalence of “governnf@ihire” in the third world, may need
to be reconsidered. As this paper reveals muchupton is not the source of poor
governance and regulations, but rather the regutlt Being tough on corruption will not
only be unable to solve many development probldms,also potentially will divert
scarce resources away from tackling real problems.

In a system where laws are “anti-growth”, corrupt8mmetimes is good for growth. In a

system where the laws are “pro-growth”, corruptienlikely to have more negative
effects and thus should be controlled. When coesitaire poor, they tend to have more
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poor regulations which hinder growth. In such casesruption may be necessary to
counter the bad regulations if growth is to occWhen a country develops, the state
capacity, including its intellectual capacity, ieases, bad regulations will gradually
become reformed and become less and less prevélghtthe decrease of the proportion
of bad regulations, the proportion of good corroiptiis likely to decrease and the
proportion of bad corruption likely to increase. r@ption then should be of greater
concern. It is only then that a tough anti-corroptstrategy is likely to not only increase
fairness but also have positive effects on econagniovth. It is also only then that
governments will have begun to develop sufficiemtliband inspection capabilities to
allow the corruption to be effectively controlled.

It is clear that China is moving towards a markeerted economic system and the
transition is so far relatively smooth. The reformChina is self-enforcing and has
become irreversible. Along with development, thaestapacity including its intellectual
capacity and management skills are increasing,Ginda is more and more likely to be
able to reduce its bad policies and regulationd,lr@nce corruption.
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