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1. China and Brazil
Fan Gang and Norman Gall

China and Brazil are continental nations engaged in 
a long and perilous struggle for stability and progress. 
Their efforts are plagued by growing tensions between 
central and local powers of government; between state 
and private ownership of enterprises and resources, and 
between conflicting priorities of economic freedom and 
social protection.

China and Brazil experienced “miracle” phases of 
economic growth more than 10% annually for several 
years — only to see their triumphs threatened by basic 
problems of federalism, public finance, uncontrolled 
credit and social policy, breeding chronic inflation and 
resisting nearly two decades of reform.

The four continental nations now undertaking market 
reforms — Brazil, China, India and Russia — embrace 
29% of our planet’s land mass and 44% of its people. 
How they deal with this challenge will do much to shape 
the quality of political and economic life over the next 
century. At an international conference in May 1994 
of the Fernand Braudel Institute of World Economics 
on Governability: The Political Economy of Scale, 
Ambassador Rubens Ricupero, then Finance Minister of 
Brazil and president of our Institute, argued that these 
four “giant countries [together with the United States] 
form a separate category” marked by “complexities of 
managing large populations and territories” and by 
forming core economies and civilizations that prize self-
sufficiency and resist new ideas.

While Brazil has been marginal to the development 
of civilization, China played a central role. With its 
many inventions — among them paper, printing, iron 
and steel fabrication, canals, gunpowder, the compass, 
long-distance navigation, the crossbow — China 
founded the world’s first big empire 3,000 years ago and 
developed the first large-scale market economy 1,000 
years ago. In The Pursuit of Power (1982), William 
McNeill, a member of the Fernand Braudel Institute 
of World Economics, argued: “China’s rapid evolution 
towards market-regulated behavior in the centuries 
on either side of the year 1000 AD tipped a critical 
balance in world history. I believe that China’s example 
set humankind off on a 1,000-year exploration of what 
could be accomplished by relying on prices and personal 
or small-group (the partnership or company) perception 

of private advantage as a way of orchestrating behavior 
on a mass scale....What was new in the 11th Century 
was not the principle of market articulation of human 
effort across great distances, but the scale on which this 
kind of behavior began to affect human lives.”

China today seeks a breakthrough akin to its experience 
of a 1,000 years ago when, according to the historian 
Mark Elvin, “an economic and technological revolution 
reduced the burden of the imperial administrative 
superstructure, increased the efficiency of the Chinese 
war machine, and created enough economic integration 
to be a real obstacle to political fragmentation.”

Brazil and China were sitting pretty last December 
when world financial markets were shaken by 
devaluation of Mexico’s peso. As the world’s biggest net 
importer of capital, China received $34 billion in 1994 
in direct foreign investment in new plant, equipment 
and organization, doubling its hard currency reserves 
to $51 billion. However, some independent analysts 
estimate that half of this foreign investment may really 
be Chinese funds returning from Hong Kong after being 
laundered for managers of state enterprises. Nevertheless, 
China had little to fear from flight of the kind of short-
term money needed by bankrupt Mexico to finance its 
ballooning trade and current account deficits and foreign 
debt. Since the Brady Plan of the U.S. Government 
cut its foreign debt from $103 billion to S91 billion in 
1990, Mexico borrowed another $75 billion, mainly 
in short-term portfolio assets, by the end of 1994 to 
bring its total foreign debt to $164 billion. Brazil, like 
Mexico, depended on inflows of hot money, sucked in 
by high local interest rates, to support an overvalued 
currency. However, it had accumulated $43 billion in 
foreign exchange reserves at the time of the October 
1994 election for President, won on the first ballot l)y 
former Finance Minister Fernando Henrique Cardoso, 
campaigning triumphantly on the success of the Real 
Plan stabilization effort, which cut monthly inflation 
from 45% to 2% amid a growth and consumption 
boom. Unlike previous Brazilian stabilization attempts 
over the past decade, the Real Plan has not frozen prices 
and is reinforced by large hard currency reserves, an 
opening of the economy to imports and maintenance of 
preexisting contract obligations.

Professor Fan Gang of the Institute of Economics, Chinese Academy of Social Sciences, is a member of the Fernand Braudel Institute of World Economics  
Norman Gall is executive director of the Braudel Institute and editor of Braudel Papers. This essay based on seminars presented at our Institute.
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Neither China nor Brazil is new to inflation. By 
the 12th Century China had become the world’s most 
urbanized society and had learned the consequences of 
printing too much paper money. Its scholars and officials 
already were theorizing about inflation and searching for 
ways to control it. Indeed, the remedies are so old that 
today’s leaders of China and Brazil could do worse than 
to pin on their office walls this warning by Liu Hsuan, a 
13th Century Chinese cabinet minister:

National expenditure should be calculated with 
reference to government income. Thus, if the annual yield 
from taxation amounts to a value of one million ingots, 
then annual expenditure should be set somewhere between 
500,000 and 700,000 ingots. The remaining surplus of 
paper money should be destroyed b) burning. If we act on 
these lines for the nest 1( years, then prices will be reduced 
to half their present level, even if they do not sink to their 
original level. There is no short cut. Producing a new kind 
of paper money in order to bolster up the old would only 
amount to a change of names. It would in no wise be 
comparable to creating a gold and silver backing, and so 
preventing further damage to military and administrative 
finances.

Imperial Chinese rulers had the domestic political 
power to stop inflation by shrinking the money supply, 
even at the cost of recession. Modern Chinese and Brazilian 
governments lack this power. They found that they must 
prolong inflation amid financial embarrassment, using 
new and clever devices. The Real Plan was Brazil’s sixth 
try at stopping inflation since 1986. Once more, Brazil 
changed the name of its money, eliminating three zeros, 
for the fifth time in eight years. In the decade since 
military rule ended in 1985, Brazil watched a parade of 
13 Finance Ministers and 13 Central hank presidents 
while the price level multiplied 1.1 billion times. The 
most ingenious device, perhaps Brazil’s most important 
contribution to modern civilization, was its development 
of techniques of indexing prices, salaries, taxes and 
financial assets to inflation. Economists front inflation 
ridden former communist countries come as pilgrims 
to Brazil to learn the secrets of the famous indexation 
system. Weary Brazilian economists warn them not to 
try it. “Indexation will only make your problems worse,” 
they say. “Indexation allows you to live with inflation 
but makes it much harder to live without it. Inflation 
feeds on itself and gets worse and worse.” Today Chinese 
officials are afraid of inflation because both Nationalists 
and Communists view hyperinflation as a major reason 
for Chiang Kaishek’s defeat in 1949. Also, inflation is 
widely seen as an underlying cause of the Tiananmen 
Square demonstrations in 1989. Post-Mao China has not 
been forced yet to deal seriously with inflation because it 
is growing so fast. In China’s coastal provinces, per capita 
incomes grew by 40% yearly in 1993-94. Nation-wide 
nominal income of urban households rose by 38% in 

1994. But the Chinese still complain about inflation, 
which in 1994 escalated to 22%. With money 

supply increasing by 36% in the year ending in 
March 1995, foreign economists estimate that 

inflation may be higher than official numbers 
say and real economic growth lower.

China’s recent gains recall the hopes 
aroused by Brazil in its “miracle” years 
(1968-74). In 1992 China became the 
world’s 11th ranking exporter, with $85 
billion against Brazil’s $36 billion, after 
export growth of 14.5% yearly since 1979. 
In per capita exports ($73), China is ahead 
of India ($22) but still is far behind Brazil 
(S234) and other continental nations 

such as Russia ($268) and the United 
States ($1,648). China’s emergence as 
a major trading nation has frightened 
some Brazilian industrialists while 
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stimulating others to open factories and to bid for 
business in China. A variety of cheaper Chinese 
consumer goods now compete with domestic products 
in Brazilian stoics and supermarkets: textiles, shoes, tires, 
electric tans, bicycles, toys and even bathroom soap, their 
entry eased by 11 le recent opening to imports and the 
overvalued currency under the Real Plan. Meanwhile, 
Brastemp has opened a compressor factory in China 
and Brazil is expanding its traditional exports of iron 
ore, petrochemicals, soybean oil, sugar, tobacco and 
coffee, hoping for a big future market to supply China’s 
shortages of food and raw materials.

Since the early 1980s China absorbed $100 billion 
in foreign direct investment and is host to 100,000 
foreign companies or joint ventures. Foreign investment 
is now being encouraged by the government for 
infrastructure projects. Among the new projects are an 
860-mile aqueduct to supply Beijing with water and a 
railroad connecting Beijing with Hong Kong. While the 
government says that foreigners will be allowed by to 
run real estate, insurance, securities and retail businesses 
in China, foreign investors already there complain 
of widespread corruption and lack of transparency of 
bureaucratic rules and procedures; lack of an effective 
legal system to enforce contracts, and debt defaults by 
Chinese companies.

Chinese businessmen have been practicing “modern 
business” for less than 16 years. Many cannot write a 
contract or understand contracts brought to them by 
foreign partners. Given the size of China’s economy 
and the complexity of its society, it would be a great 
achievement for China if all these problems could be 
overcome in the next 20 or 30 years. In this transition, 
profitable opportunities must coexist with the 
frustrations. Brazilian experience shows that chronic 
inflation reduces the institutional support for contract 
law.

China and Brazil now are opening their doors to the 
world acceleration of trade, investment and economic 
growth while clinging to political structures that 
magnify social imbalances and impede progress toward 
more productive forms of economic organization. 
These common problems of federalism, public finance 
and social policy in China and Brazil are more striking 
because, in other ways, these two huge countries are so 
different from each other. We now will examine some 
similarities and differences.

Demands for radical reform in China have been weak. 
Revolutionary change needs support of many people 
suffering under the old system. Popular majorities are 
unlikely to agree to an abrupt change in their lives while 

incomes grow or are expected to grow under the old 
system. Following the end of the Cultural Revolution 
1976, after breeding ten years of chaos, the Chinese 
economy grew by 8% in 1977 and 12% in 1978, 
even before the present wave of reform began in 1979. 
While the 70 year-old. Soviet system ran into deep 
trouble in the late 1980s, China’s 30 years of socialist 
history was too short to exhaust the energies of its 
economic organization. The Cultural Revolution caused 
grievous economic damage, but led many to believe 
that the harm was caused by the political struggle first” 
doctrine and not by detects in the system’s institutional 
structure. Many reformers still believe that expanding 
the autonomy of state enterprises is the way to perfect 
the system of socialist ownership, leaving the non-state 
sector to grow “spontaneously.” Ironically, the rise of 
the non-state sector is claimed now by Chinese officials 
as one of their main achievements. Many in China, 
including economists and political leaders, believe that 
10% annual economic growth can continue for at least 
another decade. As long as the economy keeps growing 
at 10% yearly and most people gain in income and 
quality of life, radical reform will be bard to sell.

China began its reforms when the state sector was 
not so exhausted that it needed big subsidies, as the 
Soviet state firms did in the late 1980s. Subsidies to loss-
making state enterprises in 1978 were only 3% of GDP, 
which could be covered by moderate economic growth. 
All subsidies went through the budget then, not through 
credits or “policy lending” as now. The state sector in 
China was small then, using less than 18% of the total 
labor force. Most people were in the repressed rural sector. 
Peasants’ incomes were falling absolutely and relative to 
urban incomes. Since 1979, however, non-state sectors 
have been growing by 30% yearly, against 8% in the 
state sector. Rural reform and economic liberalization 
created a market-oriented non-state sector growing fast 
enough to outpace increasing demands for subsidies for 
state enterprises. This contrasts with the experience of 
Eastern Europe and the former Soviet Union, where 
90% of the labor force was in protected state sectors 
and almost everyone was covered by generous welfare 
programs. Under those conditions, a new system could 
not arise without collapse of the old regime.

Growth of non-state activities in China provides 
more favorable conditions for reforming the state sector. 
It creates new jobs for surplus state employees. It prods 
state enterprises into market competition and ends 
state monopolies. It keeps the economy growing and 
so enables it to compensate those suffering temporary 
losses from restructuring by price and enterprise reform. 
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The non-state sector is making the market mechanism 
start to work. However, after 16 years of reform, China’s 
main economic problems — budget deficits, structural 
bottlenecks, instability — all are related to deterioration 
of the state sector still dominating most industries.

Not unlike Brazil, China faces severe problems of 
economic and political relations between the center 
and smaller localities. Its leaders are trying to transform 
a system of centralized state 
ownership into a market 
economy with local decision-
making, while sustaining 
national political integration and economic stability. 
Decentralization has been the main feature of reform 
since 1978, changing the way the Chinese economy 
works. It created more powerful local economies as 
decisions in the public sector were dispersed.

André Cezar Medici, a social policy analyst with 
the Fernand Braudel institute of World Economics, 
argues that “political decentralization in Brazil was seen 
as a need, to strengthen the power of local authorities 
governors and mayors who, during long, years of 
military dictatorship, depended on casuistic and 
clientelistic decisions of the central power determined 
by degree of access to palace circles. Since appointed 
governors were, to .a certain degree, agents of the 
central power, proximity to bureaucrats in Brasilia 
defined the channels; of access to federal funds. As in 
China, Brazilian fiscal decentralization “came in two 
ways: through increases in taxing powers of states and 
municipalities to the loss of the central power and 
through both automatic and negotiated transfers from 
the central to local governments.” In both Brazil and. 
China, decentralization has been a kind of political 
liberalization that may or may not be followed by slower 
and more uncertain forms of economic liberalization.

A narrow definition of decentralization, applying 
to China today, means transfer of decision-making to 
local governments, state-owned enterprises (SOEs) and 
state-owned banks. This is decentralization within the 
state sector without a change of ownership. This narrow 
definition of decentralization differs from economic 
liberalization, which is the removal of government 
restrictions to private economic activity.

Decentralization in the state sector and liberalization 
of private economic activities may be linked to each 
other. When local governments have the power to 
pursue their own interests, they may want to promote 
and protect local private or non-state business to increase 
local revenue. Decentralization within the state sector 
also may breed so-called “spontaneous privatization,” 

with the spread of corruption and the theft of state 
assets. In 1992 official corruption, wage drift and 
stealing may have siphoned off 5% of total state assets, 
according to one estimate. Meanwhile, household 
savings in the form of bank deposits and financial assets 
grew fast. Widespread corruption may be unavoidable 
for a declining public ownership economy during the 
transition. Capitalization of some government officials, 

openly or underground, may be 
a way to make everyone better 
off because it shifts officials from 
previous positions under the 

old system to new ones with a minimum of resistance. 
Today’s transitional corruption has not created many 
problems because many corrupt officials used their 
power and privileges to get money from the state and 
then left their government positions. But corruption 
could eventually strangle economic growth. One danger 
lies in converting planning power into licensing power. 
Many people are disturbed by the growing time needed 
for approval of projects and businesses in recent years 
and by the huge increase in the number of profit-
oriented firms run by government departments.

China thus is undergoing a dual-track transition with 
many difficulties. A new track has been created with 
evolution of a non-state sector. Since reform began in 
the late 1970s, household farming and private businesses 
replaced collective rural “communes.” Rural non-state 
enterprises were allowed to develop. To date, non-
state sectors account for about 56% of total industrial 
output and over 60% of GDP (estimated by the end 
of 1993). Non-state sectors changed the ownership 
structure of the national economy, making the present 
Chinese economy into a mixture of state ownership and 
private business. This mixture, rooted in the flexible 
and pragmatic attitude of China’s leaders, provides the 
institutional bases for a market system. China’s leaders 
saw no need to clarify all concepts before taking action. 
They spent little time arguing and simply allowed 
different norms to exist. When a new but controversial 
activity appeared, they applied the “no-encouragement-
but-no-ban” formula. Meanwhile, new forces, such as 
market pricing and a non-state sector, became the main 
contributors to economic growth.

The old system, embodying planned allocation of 
resources through state enterprises, remains active but is 
less important. But the state sector still plays the leading 
role in many areas. In a gradual transition, the most 
important challenge may not be to speed the growth of 
the new track, but to prevent the old track from growing 
as well. The old track cannot simply be ignored as many 

A difficult dual-track transition
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advocates of gradual transition suggest, because it will 
not accept its withering away. On the contrary, it may 
not only prosper as a parasite of the new track because 
of its political influence, but also invade and crowd out 
the new track. To see these dangers, we must understand 
how the decentralized public sector works.

Decentralization has involved almost all decisions 
on production, pricing, investment, trade expenditures, 
income distribution, taxation and credit. Autonomy has 
been granted to minis tries, local governments at various 
levels, state enterprises and state banks. We will focus 
hen on the most relevant aspects of decentralization.

The Budgetary Contracting System (BCS was the 
main device used to reshape central local fiscal relations. 
The BCS is a revenue sharing scheme in which the central 
government yields resources (taxes and profit remittances 
from state enterprises) to local governments in these 
ways: (1) Central and local governments collect revenues 
from separate tax: bases. (2) Each provincial government 
signs a contract with the central government for a fixed 
amount (or certain growth rate) of revenue remittance 
over a certain period of time. For provinces running 
deficits, the contract is made according to the subsidies 
or revenue transfers from central to local government. 
(3) Local government is authorized to retain the leftovers 
after remitting the contracted amount of revenue to the 
central government, in order to balance its own budget. 
The key to the BCS is the fixed revenue transfer (or fixed 
growth rate of remittance) to the central government. 
In Brazil, transfer of revenues from Brasilia deprived 
states and municipalities of incentives to collect taxes 
and failed to transfer responsibilities for financing and 
executing programs to local governments. In a way, 
Chinese decentralization is more robust because it 
creates incentives for local tax collection while assuming 
more local administrative responsibility.

A Contract Responsibility System for state 
enterprises. Under this system operating since 1985, 
SOEs agree to pay certain a fixed amount of taxes and 
profits to the state each year and retain the remainder 
for themselves. In principle, as long as SOEs can reach 
the targets of tax-profit remittance set in their contracts, 
the government should not interfere in their day-to-day 
decision-making and operation.

Autonomy of investment and expenditures. Local 
autonomy in investment projects gradually expanded 
since 198/1. “Non-productive investment projects,” 
like apartment buildings, now can be approved locally. 
Autonomy was given to local governments and SOEs 
on current spending on luxury cars, fancy hotels, travel, 
banquets and other consumer goods. Thus 83% of 

all investment in fixed state sector assets was in “local 
projects” in 1992. These produced a 45% increase of 
total investment in the state sector that year, with a clear 
inflationary impact. Consumption financed by public 
funds rose by 20% in 1992, much faster than the 1290 
growth of household consumption during that year.

Direct borrowing. Since 1985, state grants for 
enterprise operation and investment have been replaced 
by bank loans. Local governments and SOEs now can 
borrow directly from banks. State-owned “specialized” 
banks now provide operating and investment funds 
to SOEs and local governments. The share of all bank 
credits available to SOEs rose dramatically. Since 1991, 
local governments and SOEs can borrow directly from 
workers, households and institutions by issuing bonds 
to finance their projects.

Autonomy of financial institutions. Local branches 
of the central bank (People’s Bank) and state banks now 
make their own lending decisions. Attempts have been 
made to let local banks act on their own and be regulated 
indirectly, through interest rates and reserve ratios, with 
credit quotas or ceilings remaining the last resort for 
central control of the money supply. As in Brazil’s longer 
experience with chronic inflation, these controls have 
been ineffective. As two Brazilian economists, Armínio 
Fraga and Sérgio Werlange, recently observed, state 
banks “in practice are not subject to the usual rules of 
liquidation. In this way, they can create money without 
any limit, beyond the control of the Central Bank 
and the Finance Ministry. The net increase in broadly 
defined money corresponds to a fiscal deficit absorbed 
by the central authorities. The official banks thus not 
only breed deficits but also transfer them to the federal 
government.”

Despite decentralization, local governments and state 
enterprises still use their monopoly powers to pursue 
their own interests and protect themselves from market 
competition. These facilities include cheap loans, planned 
credit allocations, supply of materials at below-market 
prices, tax-exemption and discriminatory regulations 
against non-state sectors. They also operate under what 
Janos Kornai, the great Hungarian economist, called 
“soft budget constraints.” As in Brazil, state enterprises 
and local governments still make decisions without 
fully accounting for risks. They will not go bankrupt 
so long as the state does not go bankrupt. They can 
expect subsidies from the state budget or credits from 
state banks to cover their losses. Contrary to what many 
believed or hoped, decentralization within the state 
sector does not directly create market competition, 
so long as ownership remains unchanged. It only has 
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created a decentralized public sector. Regions previously 
divided administratively have now become to a great 
extent “autonomous local public ownership economies” 
(LPOEs). As in Brazil, local authorities in China fear 
privatization of local public enterprises while receiving 
big increases in transfers from the central government.

These regional economies consist of SOEs, state-
owned banks and the local government. They depend 
on each other. The local government depends on the 
SOEs for its fiscal revenues and on local banks for 
financial support; it is the administrative supervisor of 
local SOEs, responsible not only for approving SOEs’ 
operational programs but also, more importantly, for 
appointing SOE executives. Officials of local banks are 
part of a larger banking system hierarchy. However, 
they are subject to the supervision of local authorities 
and benefit from local prosperity. Part of their job is to 
support local economic development.”

While decentralization does not create a private 
market economy, it can breed competition among 
LPOEs. Each local economic complex has the autonomy 
to act in its own interests and compete with other 
LPOEs for allocation, under “soft budget constraints,” 
of fiscal and financial resources. This competition creates 
special problems of instability in a decentralized public 
ownership economy, in the form of increasing budget 
deficits and locally initiated monetary expansion. 
Similar inflationary distortions are created in Brazil by 
state banks, by political pressures on federal banks and 
by negotiated transfers from the central government. 
Traditional tools of monetary policy, such as reserve 
requirements and Central Bank discount rates, work 
slowly and with difficulty in big, overheated economies, 

like China and Brazil, where 
chronic inflation has taken 
root.

China is being disturbed by 
two fiscal developments since 
reforms began in 1978. Total 
government revenue as a share 
of gross domestic product 
(GDP) fell from 31% in 1978 

to 17% in 1992 and central budget 
spending as a share of total outlays 
fell from over 60% in the 1970s to 
40% in 1992. Brazil was saved from 
fiscal collapse under much higher 
inflation by an indexing system 

that sustained central government tax 
revenues at roughly constant levels since 1980. The 

shrinkage of China’s government revenue is due to a fall 
in receipts from state enterprises and “revenue-hiding” 
in local economies. Meanwhile, demand grows for 
financial transfers from the central government to local 
economies.

Decentralization freed workers and managers of state 
enterprises to pursue their own interests, mobilizing 
massive shifts in income redistribution that reduced 
fiscal revenues. Their profitability fell steadily since 
decentralization began. As local freedom of spending 
and in come distribution expanded, we have seen b4 
increases in wages, bonuses and fringe benefits to state 
employees, swelling the costs o SOEs as a form of 
publicly-financed consumption, a private benefit shared 
by Brazilian state corporations. Profit remittances to 
the government fell as a share of value-added income. 
The number of loss-making SOE: multiplied as state 
budgetary subsidies to then mushroomed. A new kind 
of central-local relationship is still a long way off. Macro 
economic coordination remains weak. Fiscal and financial 
reform seems unattainable n the near future. China’s 
economy suffers from instability caused by periodic 
overheating inflation and then retrenchment, as in the 
“stop-go” cycles in Latin American economies, as well as 
from recurrent policy shift between decentralization and 
recentralization of decision-making powers.

The fiscal contract system has fostered the declining 
contribution of SOEs to public revenues. When enterprise 
production grow faster than the pre-set remittance 
growth rate their taxes fall as a share of total revenues 
and their retained income rise in relation to total profits. 
State enterprises are not penalized for losses, no matter 
how much officials corn plain. For SOEs earning more 
profits, revenue, remittance does not increase under 
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pre-set “contracts”; enterprises losing money increase 
costs to the state budget. Thus government revenues 
are doomed to fall since central revenues depend on 
taxes and profits transferred by SOEs, part of the state 
budget. The financial performance of these enterprises 
has been poor.

Another cause of declining government revenues 
is tax-exemption. To speed development of the local 
economies, local governments gave firms (especially state 
enterprises) tax-exemption. All these tax exemptions 
not only reduce government revenues, but also provide 
incentives to borrow from state banks, distorting 
investment decisions and expanding demand. Total 
tax exemptions are about 15% of tax revenues in some 
regions in recent years.

Deterioration of central fiscal powers can be seen 
in three aspects of total government revenues: budget 
revenue, “extra-budgetary revenue”, and “extra-
extra-budgetary revenue.” Budgetary revenues come 
from taxes and partially remitted profits of state 
enterprises. Growth of central budget revenues not only 
depends upon fiscal arrangements between the SOEs 
and the state, but also on fiscal relationships between the 
central and local governments. Under the “Contracting 
Budgetary System” the contracted rate of increase in 
local tax payments has been 
lower than local growth rates. 
For example, in Guangdong 
province the contracted growth 
rates of revenue remittance 
were 0% for 1981-1984 and 9% for 1985-1993. The 
annual growth rate of GDP for the province was 16% 
during 1980-1993.

The “Contract Budgetary System” was adopted 
by the central government in the early 1980s to shift 
fiscal burdens from central to local governments and to 
encourage local authorities to promote development of 
local economies. The system worked well in terms of its 
original purpose, except that, as in Brazil, the central 
government failed to shift responsibilities to local 
governments as their revenues grew. Thus falling central 
revenues bred central budget deficits.

As in Brazil prior to fiscal reforms carried out over 
the past decade, calculations of Chinese fiscal balances 
are complicated by the need to compute not only budget 
revenues, but also different kinds of “non-budgetary” 
government revenues. The central budget contains 
two kinds of revenue: “extra-budgetary revenues” and 
so-called “extra-extra-budgetary revenues.” In the 
fiscal accounting system, “extra-budgetary revenues” 
are primarily flows from SOEs and revenues from 

the provision of services by governmental agencies. 
In 1992, total extra-budgetary revenue equaled 90% 
of budgetary revenue. Chinese public finance thus 
resembles the chaotic state of Brazil’s fiscal affairs before 
these institutional changes were made after two decades 
of military rule ended in 1985:

(1) Elimination of the Bank of Brazil’s Conta de 
Movimento, enabling Brazil’s biggest bank to create 
unlimited amounts of money by borrowing from the 
Central Bank at 1% annual interest even when inflation 
was above 50%.

(2) Ending the Central Bank’s role as a development 
bank by which it issued rural credit to agrobusiness.

(3) Abolition by the 1988 Constitution of the 
Monetary Budget, which was controlled and manipulated 
by the Central Bank.

(4) Requiring all increases in public debt to be 
authorized by Congress instead of by the National 
Monetary Council, which was controlled by the Finance 
Ministry.

(5) Creation of a National Treasury Secretariat in 
the Finance Ministry for on-line cash management of 
federal finances.

Extra-budgetary revenue is not a new category of 
government revenue in China. However, it has increased 

faster since decentralization 
than budgetary revenues and the 
local share of extra-budgetary 
revenues has increased over the 
past 14 years. Currently, over 

70% of total extra-budgetary revenue is kept by state 
enterprises, which by definition should not be counted 
as government revenues.

Extra-extra-budgetary revenue developed during 
decentralization reform. These are funds raised from loco 
1 sources by local governments and spent on local projects 
or used to cover current government expenses. There is 
not yet enough data available to estimate accurately how 
much extra-extra-budgetary revenue local governments 
receive every year. But it cm braces a growing share of 
local governmen1 revenues. Many towns and cities use 
these funds to develop infrastructure and public utilities 
very rapidly.

Most of these funds came out of an official budget. 
Surveys of township-level public finance suggest that 
extra-extra-budgetary revenue equals 40%-90% of 
budgetary revenue of local governments. 1The more 
developed the region, the higher the ratio between extra-
extra-budgetary revenue and. budget revenue.

Beyond these exemptions, an “implicit informal con-
tract” between local governments and local enterprises 

Decentralization versus 
recentralization
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“The causes of economic and financial 
disequilibrium of state banks are several and 

monotonously repetitive: transforming the 
state bank into a state government treasury; 
concentrating credit operations in loans to 
the state government and its enterprises; 
unrealistically liberal personnel policies; 
loans to private persons that violate good 

banking practice, and absence of a firm and 
consistent policy of recovery of outstanding 

credits.” 
 

Gustavo Loyola, president of  
Brazil’s Central Bank

enables local econo-
mies to retain more 
revenues. Local gov-
ernments “overlook” 
the fact that many en-
terprises underreport 
their taxable revenue. 
In return, local enter-
prises help the local 
government by making 
financial contributions 
to local projects. Such 
informal deals are now 
important to develop-
ment of local econo-
mies. Local govern-
ments and enterprises 
conspire against the 
central government to 
keep more revenues.

In some ways, extra-extra-budgetary revenue is a 
better form of public finance than the official budgetary 
system with its limited interface between taxpayers 
and beneficiaries of public expenditure. Extra-extra-
budgetary funds usually are collected for clearly specified 
public projects from those who will benefit most directly 
from the planned projects. In most cases, people are 
not “forced” to pay involuntarily. The emergence of 
extra-extra-budgetary finance is a rebuilding local 
governance and local public finance amid in complete 
reform of the official fiscal system. The most dramatic 
change in Chinese public finance is the sharp fall of 
central government revenue as a share of total revenues, 
falling from 52% in 1978 to 30% in 1992 as measured 
by the sum of the three types of government revenues, 
much more dramatically than when measured only 
by budgetary revenue (from 54% in 1978 to 41% in 
1992). This measures the degree of decentralization that 
has taken place.

As budget revenue and the central government’s share 
of total revenue fell, its deficit increased. The Chinese 
government financed the deficits mainly by borrowing 
from the central bank. Government bonds played a 
secondary role in deficit financing in the past, increasing 
inflationary pressures.

The revenue shortage also weakened government 
capabilities. Corruption is out of control, partially 
because officials would be very poor if they had to live 
only on their salaries. The number of criminal cases rose 
far more rapidly than economic development indicators, 
while the number of crimes solved has decreased, in Dart 

because expansion of 
public security forces 
has been limited by 
the government’s 
financial condition. 
Some remote areas are 
being governed either 
by powerful families 
or by the “mafia,” as 
the government is 
financially unable to 
mobilize resources to 
reach those areas.

The decline of the 
central government’s 
fiscal resources also 
has damaged its 
ability to balance 
the development of 
different regions. In 

recent years, financial aid to less developed regions has 
been reduced. The per capita income disparity between 
eastern coastal region and western inland regions grew 
from 1.30:1 in 1.978 to 1.84:1, according to official 
statistics. Although migration from poorer to faster-
growing provinces may help to offset these imbalances, 
differences in regional economic growth is now a bitter 
political issue. The more developed coastal regions 
have grown more powerful, not only economically 
but politically. Many now fear that central political 
authority is being weakened. The main instruments of 
decentralization the “contracting budgetary system’ with 
local government and the “contracting responsibility 
system” with the SOEs — may improve incentives to 
pursue high growth, but they weaken the fiscal system.

The central government now is making a bold attempt 
to increase its share of budget revenue by abandoning the 
“contracting budgetary system” with local governments. 
Measures to this end include: (1) establishing separate tax 
bases by categories for the central and local government; 
(2) central authority control of major taxes; (3) creation 
of a “central taxation bureau” separate from local taxation 
bureaus; and (4) prohibiting local governments to grant 
tax exemptions.

The main idea behind these moves is to “recentralize” 
resources. Under the new arrangement, 75% of value-
added tax, which would become a major source of 
revenue, would go to central government, while local 
government would await transfers from the central 
coffers. Central authorities now decide how much will 
be transferred from central to local government. This 
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recentralization project reaches another extreme: It fails 
to recognize the new development of local economies 
and local responsibility for providing local public 
goods. The tradition of central economic planning 
prevents people from realizing that, in a big country like 
China, any stabilizing fiscal mechanism should actively 
involve local people. Thus the current system seems 
doomed to instability, part of the old dilemma between 
decentralization and recentralization. Economic and 
political reform tries to restructure the social order, but a 
new order cannot be created by enforcing old dogmas.

Decentralization in financial sectors has become the 
most important cause of macroeconomic instability. 
The Chinese financial system is being destabilized in 
these ways:

• The central bank sets -credit quotas” for each of the 
provinces. The quota is not only a means of quantitative 
control over money supply, but also a tool for allocation 
of financial resources, limiting the use of funds for each 
regional economy.

• The Local "credit plan" should be within the limit 
of the credit quota and include detailed plans of lending 
to specified projects.

• Interest rates are also set from the center, although 
bank officials may double them in the "gray market," 
grabbing the difference for their own pockets.

• There are local branches of the central bank (People's 
Bank) in every region, at both the provincial and county 
levels. These branches are supposed to be responsible 
for monitoring operations of local specialized bank 
branches and implementing monetary policies and 
regulations, including credit quotas set at the center. At 
the same time, their job description also requires them 

to promote economic development of the region in 
which they are located and "meet the need for funds" 
in the local economy. Central bank branches have some 

powers to give additional credit to specialized 
local banks when they are in urgent need. How 

hard politicians fight to preserve these facilities is 
shown by resistance in Brazil to efforts to close local 

loss-making branches of the Bank of Brazil and the 
Caixa Economica, the federal savings bank that 

makes project loans to local governments.
• Local specialized banks conduct day-to-

day banking operations. They are required to 
follow central bank regulations. However, 
both specialized bank and central bank 
branches benefit from the prosperity of 
local economies and also are subject to 

local government supervision. Their business 
is restricted within the region and most officials 

of local banks themselves are from that region. In 
many cases, local banks prefer to cooperate with local 
governments and SOEs to seize immediate benefits for 
the area rather than to maximize profits, most of which 
would be transferred to their headquarters and turned 
over to the state treasury.

Most requests for credit are either guaranteed by 
the local government or raised directly by the local 
government. Both lenders and borrowers are state 
agencies. Budget constraints remain soft. Demand for 
credit is virtually unlimited under public ownership. This 
is why quantitative credit controls cannot be replaced 
by “indirect means” such as interest rate adjustment. 
If borrowers can avoid repayment of principal, why 
should they worry about marginal changes in interest 
rates? The expansionist nature of the current financial 
system lies in the behavior of borrowers, SOEs and the 
local governments that own local SOEs. Perhaps 30-
40% of outstanding loans by state banks are in non-
performing credits to state enterprises. Borrowers at 
subsidized interest rates in poor interior provinces also 
relend their borrowed money at higher rates and invest 
it in real estate and businesses in the booming coastal 
provinces.

Decentralization breeds stronger “local public-
ownership economies,” consisting of local governments, 
state-owned enterprises and state banks. Regions compete 
with each other, not in market competition for selling 
goods and services but in competing for allocation of 
public resources under soft budget constraints. Under 
central planning, regions pressed for more investment 
projects. Now, under a decentralized system, they can 
make most investment decisions themselves. What 
they demand now are funds to finance projects. Great 
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pressure is placed on local banks, which cooperate with 
local governments and local enterprises. In theory, local 
branches of banks are not able to increase the money 
supply. But they have many ways to (1) expand local 
purchasing power, and (2) push the central monetary 
authority to increase the money supply, as is done 
frequently by Brazil’s state banks.

A common practice of local banks and governments 
in China is to break credit ceilings is to allocate funds 
to local projects while leaving centrally-planned “key 
projects” short of financing, thus forcing the center 
to transfer more funds to the province. The recent 
restructuring of the banking system, establishing three 
long-term “policy banks,” tries to protect centrally-
planned projects from local misappropriation of funds 
and. to assure that they receive financing as planned.

Another local practice is to restructure credits, 
turning short-term working capital credits into long-
term investment loans. This reduces availability of 
working capital for SOEs. SOEs then complain to 
the headquarters and local branches of the central 
bank, who get the central bank to waive credit quotas. 
Collusion of local banks with local governments and 
SOEs in creating a “credit squeeze” is hard to prove 
statistically. However, it can be shown by the behavior 
of bank officials. A survey conducted in 1987 shows that 
the priorities of local bank officials were to extend credit 
quotas and obtain more fund allocation from the central 
government. Local banks feel strong pressures from local 
governments to expand lending.

While “credit squeeze” mainly refers to direct requests 
for expanding credit quotas from the central bank, IOUs 

(informal promissory notes, literally “I owe you”) are 
used to expand commercial credits and local 

purchasing power. IOUs usually refer to 
the paper issued by local government 

grain stations when they buy 
grain or other products 
from local farmers. A certain 
amount of funding is allocated 
every year to accommodate 

state grain procurement plans. 
However, these funds often were 

used by local banks to finance local 
projects. Usually, local banks expect 

the loans to be repaid before the 
harvest, but these plans often are 

not realized, especially when ambitious 
local development projects were carried out 

and the economy was overheated.
The IOUs are a part of current purchasing power. 

They are used as a means of purchase at least once, i.e., 
for grain procurement. Later, in many places, they may 
also circulate among farmers and between farmers and 
local commercial institutions to intermediate exchanges 
within limited areas. In some regions, IOUs may be the 
only means farmers have to buy tools or to pay taxes 
or fees after harvests. When complaints about IOUs 
by farmers and local officials accumulate and social 
tension escalates, central authorities are forced to print 
more “real money” to redeem IOUs. This is “bottom-up 
forced money supply.” The IOU has been part of the 
Chinese economy since the early 1980s. It accompanies 
rapid expansion of aggregate demand and is a more 
serious problem in boom periods than in recessions. In 
1993, all types of IOUs became big financial problems 
and contributed to inflation of over ‘13%, the second 
highest rate since 1978. All these IOUs increased not 
in a period of retrenchment, but in an “overheating” 
when velocity was very high and credits were not tightly 
controlled.

Since 1992, another from of autonomy has been 
granted to local economies — issuing bonds to the 
public used for “locally initiated monetary expansion.” 
An increase in the amount of commercial bonds by 
itself only alters the structure of public financial assets 
portfolio and may not lead to expansion of aggregate 
demand. In the inflationary Chinese economy, however, 
things are different under conditions of low fixed interest 
rates and pre-set credit quotas.

Suppose banks have used up all their credit quotas 
with certain “excess-reserves.” Suppose also that local 
governments and SOEs are allowed to borrow directly 
from the public by issuing bonds. As the “credit rating” 
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of local government and the state enterprises is almost 
as the same as the central government and state banks, 
local bonds would be more attractive to the public so 
long as interest rates are higher. To buy these bonds, 
people withdraw bank deposits and thus reduce 
reserves. Granting powers to issue local bonds amounts 
to lowering the reserve ratio and expanding aggregate 
demand.

In 1992, total direct borrowing by local governments 
and enterprises equaled 55% of the growth of bank credit 
that year. Direct borrowing was 32% of the total growth 
of financial assets that year, a big surge when compared 
to 12% in 1991. Reserves were low in years with high 
inflation, such as 1988, failling sharply in 1992 when a 
big increase in money supply was registered.

Since the decentralization reform, central government 
in most years was more cautious about money expansion 
as indicated by planned money supply. Thus high 
inflation should be explained mainly by bottom-up 
“extra-plan monetary expansion.” Central authorities 
changed the “plans” often in midyear. Some changes 
reflected shifts in their ambitious growth targets. Many 
changes yielded to local initiatives that forced the central 
bank to print more money. The years with high extra-
plan monetary expansion were all in the period of greater 
autonomy for local economies and SOEs, while in the 
years when thy extra plan ratios were low, autonomy was 
low or removed altogether by the central government as 
part of a program of “retrenchment.”

2. Restructuring governance in big countries
With the world’s largest population in high density, 

China cannot operate a centralized economic and 
political system forever — particularly if it wants to 
benefit from private activities and local initiatives to 
cope with its complexity and variety. As a developing 
country with per capita income far below the world 
average, China must consider economic development as 
its top priority and allow local people to fully explore 
all opportunities for economic growth. As China has 
suffered from a centrally planned system for a long 
time, decentralization is both politically acceptable and 
is believed by many to be the path to stabilization and 
prosperity.

However, decentralization has created new 
problems of economic stability and political 
integration. Decentralization of decision-making 
powers was conducted under an unchanged public 
ownership structure under the illusion that economic 
inefficiency is simply due to the lack of autonomy 
for local governments and enterprises. The issues of 
responsibility and soft budget constraints were ignored. 
Greater autonomy alone cannot harden constraints on 
local government and enterprise. When destabilization 
occurs, recentralization is seen as a ready alternative. The 
logic is that when agents are not self-disciplined, they 
must be controlled by others. Decentralization is still a 
top-down process of granting decision-making powers 
to local governments from the central authority, rather 
than a bottom-up process of re-building government. 
Leaders of local government are appointed by the 
central leadership, not elected by the local people or 

community. This also tends to legitimize recentralizing 
of decision-making powers. This threatens revival of old 
tensions between bureaucrats and the market. Writing 
about the China of 1,000 years ago, McNeill described

....the problem Confucian officials faced in trying 
to balance one disturbing element — professionalized 
violence — against another equally disturbing element 
— professionalized pursuit of profit. Neither conformed 
to traditional propriety. Indeed, merchants and military 
men frequently flaunted their moral deficiencies with 
brazen unconcern for others. Uninhibited linkage between 
military and commercial enterprise, such as was to take 
place in 14th to 19th Century Europe, would have 
seemed truly disastrous to Chinese officials. As long as 
men educated in the traditions of Confucian statecraft 
retained political authority, such a dangerous confluence 
would not be permitted. Instead, systematic restraints upon 
industrial expansion, commercial expansion and military 
expansion were built into the Chinese system of political 
administration.

China has a long way to go to build stabilizing 
and effective governance. First, it must reform the 
ownership structure to establish well-defined private 
property rights. Based upon this reform, restructuring 
of local community government (villages, counties and 
small cities), including the restructuring of local public 
finance, should be the first step toward reforming the 
government system. Local government at all levels 
should be responsible for providing local public goods 



www.braudel.org.br BRAUDEL PAPERS 1�

and should have the autonomy to maximize the social 
welfare of the local community, subject to democratic 
principles, without weakening the economy as a whole 
with unlimited expansion of official credit. This does not 
mean that there should be no more central authority, but 
that the central government should be responsible only 
for national interests and coordination among regions, 
rather than the command of local government. The 
same problem arises in Brazil, a country much richer 
in natural resources with more modest population 
pressures, where the causes of poverty lie in failure to 
develop human resources and where parasitic local 
groups exercise little responsibility but massively 
extract financial resources from the central government. 
However, Brazil has advanced much further in the 
process of democratization, which is widely accepted by 
its elites. Alter its financial system was reformed in 1965, 
Brazil developed a sophisticated array of commercial 
and investment banks that joined in the expansion of 
the private sector. A vigorous capital market now is 
supported by strong pension funds, growing in size from 
5% of GDP in 1990 to roughly 11% today.

A big country with a big population is governable, 
but not by a centrally planned system. China faces 
the additional difficulty of dealing with international 
tensions on issues like intellectual property, nuclear 
proliferation and the impact of its military prowess on 
its Asian neighbors while, at the same time, undergoing 
dramatic domestic change. China and Brazil are 
discovering that state enterprises cannot operate over 
continental territories without huge sacrifices in both 
freedom and efficiency for the whole population. An 
effective government may be a multi-layer, multi-region 
federal system, but it can no longer be a centralized 
hierarchy. While many Chinese reformers still are 
limited by the traditional thinking emphasizing strong 
central government, a new type of local government 
and a new relationship between local communities and 
higher level governments is emerging in the areas where 
non-state sectors have become the dominant force. 
There may be many conflicts and frustrations along the 
difficult path to restructuring, but China cannot return 
to the centrally planned system again. China and Brazil, 
despite enormous differences between them, are groping 
uneasily toward the same kinds of solutions.

3. Market Forces and Chinese Development
Li Tieying

The rapid development of the private sector in 
recent years has invigorated and diversified the Chinese 
economy. The new socialist market economy includes 
the means of production of state, communal and private 
property, as well as both national and foreign capital. In 
1994, the value of state industrial production was 48% 
of the total; collective or cooperative industry was 38% 
and private industry with national and foreign capital 
13,5%.

The market economy has begun to perform a basic role 
in production, exchange, investment and employment. 
More than 80% of capital goods prices, 85% of farm 
product prices and 95% of industrial prices already are 
decided by the market. Thanks to competition, business 
is improving technologically and in efficiency, as reflected 
in total output, production costs and in the final price. 
As a result, the standard of living of the population has 
risen considerably.

The state economic administration no longer 
considers direct control by central planning as essential. 
It is beginning to make indirect adjustments through 
economic and judicial means. The share of industrial 
production governed by central planning was reduced from 
95% to only 5%. Instead of interfering in management or 
production of enterprises, the government strives to 
create a favorable environment so that commercial 
competition will be more active and fair.

In 1994, China achieved major reforms in finance, 
currency, taxation, foreign exchange and trade, thanks 
to full scale macroeconomic adjustment. The Chinese 
socialist market economy is an opening economy under 
the rule of law. Since 1991, all export subsidies have been 
abolished. In the past year, China reformed its foreign 
exchange controls, abolished the dual exchange rate and 
created a system of controls for a floating exchange rate, 
making the Chinese currency (the yuan) conditionally 

Member of the Politburo of the Chinese Communist Party and chairman of the State Commission for Reform of the Economic Structure of the People’s Republic 
of China. This article is taken from a lecture at the Fernand Braudel Institute of World Economics on May 22, 1995.
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convertible for permanent projects. On principles 
of opening, justice and efficacy, foreign exchange is 
available by competitive quotations and auctions and by 
distribution according to policy norms. In early 1995, 
import tariffs of more than two hundred types of goods 
were again reduced.

China is ever more involved in the world economy. 
In the past year, the volume of Chinese imports and 
exports reached US$237 billion, nearly 45% of its 
gross national product (GNP), placing China 11th 
in the world ranking of trading nations. In recent 
years, China established a system of foreign trade 
administration meeting international standards. A 
new foreign investment code provides clear legal 
standards for incentives and protection, autonomy of 
management and resolution of legal disputes. A new 
foreign trade regime adopts the principle of free import 
and export of goods and technology. A new intellectual 
property law explicitly stipulates protection for patents, 
brands, copyrights, software and commercial secrets, 
strengthening administrative and judicial sanctions 
against infractors. A new law of contracts follows widely 
accepted principles of international practice.

Economic reform is obtaining notable results in the 
rural domain as well. Grain production increased from 
300 million tons in 1978, when agricultural reform 
began, to 456 million tons in 1994. With only seven 
percent of the world’s arable land, China must feed 22% 
of the world’s population. At the end of 1994, there 
were already 23 million rural enterprises, employing 
more than 120 million people released from farming 
and cattle raising.

In the past 16 years, China’s GNP quadrupled, 
growing by 9.4% yearly, and now ranks 10th on the 
world scale. Compared with 1978, the standard of 
living increased markedly. Urban per capita income 
grew tenfold, at an average annual rate of 15.5%. Rural 
per capita income multiplied ninefold (14.8% per 
year). Financial capital of urban and rural populations 
grew 102-fold in these 16 years, or by 33.5% annually. 

With the reform of the labor and employment systems, 
Chinese have more freedom of choice of profession and 
employment. Since May 1, a 40 hour work-week has 
been in effect, giving workers more time for rest and for 
physical and intellectual recreation.

Despite all this progress, China is still a developing 
country with all the concomitant problems. The total 
volume of the Chinese economy is great, but per capita 
income is still very low. According to the parity criteria 
for world purchasing power, adopted by the World Bank 
and the IMF, China will continue to be a developing 
country for a relatively long period. Nearly 800 million 
Chinese live in the countryside and 70 million of them 
still have not escaped from poverty. Resources are scarce 
and the new market economy mechanisms still must 
be perfected. Serious problems persist in agriculture, 
which is the basis of the Chinese economy. Inefficiency 
of state-owned companies also remains. In order to solve 
this problem, it is essential to intensify reforms and to 
promote development,

Brazil is participating in the opening of the Chinese 
economy. In 1994 the two countries entered a new phase 
of their commercial and technological exchanges. Brazil-
China exports and imports exceeded US$1.4 billion, 
or 35% more than in 1993 and one-third of China’s 
total trade with Latin America. China sees Brazil as a 
key strategic partner for the 21th century, expecting that 
commercial exchange between the two countries could 
increase tenfold by the end of this century, going beyond 
0.6% to 4% of the whole of China’s foreign trade.

China is striving to build two new structures. One is 
the economic regime of the socialist market. The other is 
the edifice of economic modernization. In the 1980s, we 
doubled production in nearly 10 years. By 2000, GNP 
will double again, giving our people more comfortable 
lives. Through reform and development, we want China 
to reach or surpass the semi-developed countries. To 
reach this goal, China’s government is preparing its 
ninth five-year plan.


