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Abstract

The growth miracle of China is often assigned with the “China

puzzle” since the most common factors and structural settings such

as seperation of government and business, high protection of prop-

erty rights and low level of corruption are not satisfied in the case of

China. But maybe there is no China puzzle, maybe we just need to

look somewhere different for the explanation. In the following paper I

have examined the fundamental institutional setting of China in order

to get a better understanding of the economic development everyone

has been talkning about for the last decade. Firstly I have explained

the relationship between the central and the local governments, which

was shown to be an important part of the fundamental institution of

China, which again was shown to play an important role in the growth

miracle in Chinan. Then I have examined how the local governments

contributed to the development of the private sector and how the re-

form strategy of China in general have been experimental. But I also

find that the fundamental institution of China has its problems, but

that there is still something for developing countries to learn from

China.
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Part I

The local governments

In the following section I will look into the relationship between the local
government and the central government. Afterwards I will try to explain
the role of the local governments in the development of the private sector in
China.

1 Central and local government

According to Xu (2011) the official structure linking the central and the local
government is hierarchical. The support by regional leaders is essential for
the existence of the national leadership. The central-government’s personnel
control over regional leaders is strong. If regional leaders are disobedient
or diverge from the targets of national stability and political “unity” the
punishment will be severe. On the other hand the regional leaders have great
autonomy, when it comes to economic issues and according to Xu the regional
autonomy is large as long as the field of policy making does not conflict
with the central governments policy on the topic. The Chinese institutional
setting is based on a structure heading back to around 221 BC. The current
structure is still unique, since it is compiled with the existence of the political
party, CCP. According to Xu the regime provides a coexistence of economic
decentralization and political accordance. Since the beginning of the reform
period people have been watching the local-central government relationship
with care. The fiscal decentralization made high surpluses in specific regions
along with national deficits. In response to this the central government
stepped-up the personnel control over provincial leaders in regard to national
economic policies, and centralized some of the powers in tax collection and
bank lending according to Tsui and Wang (2004). Furthermore they argue
that central government has a firm grip over the local government in the
personnel control of local cadres. In addition to this the TRS contract system
has given incentives to the local cadres to conjunc their actions with the
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targets of the central government. According to Xu (2011) these events was
part of a way of sustaining the balance between the central and the local
governments’ interest rather than an attack on the fundamental institutional
setting. I will come back to a deeper analysis of the relationship in section
2, where I will account for the fundamental insititution of China.

2 The Local Governments Role in Privatization

An important change in China after the reform period, where the creation of
the Township-Vilage Enterprises (TVEs), which counted for the most impor-
tant part of the nonstate sector in the beginning of the period. The TVEs
where highly helped on their way through support from the local government,
which according to Xu (2011). According to Xu and Zhuang (1998) this was
done through direct technology transfer and know-how from the SOEs but
also through the creation of the socalled “red heads”. This refers to the
preactice, where the local governments helped the private entrepreneurs in
establishing “cover-up” business. This was carried out through the local
government helping the private entrepreneurs borrowing names, telephone
number etc. from the SOEs. An example of such a case was in the South-
ern part of Zhejiang, where the TVE model is called the Wenzhou-model.
In the history of China this area is considered one of the poorest areas in
China. They are far away from big cities and the transportation is very
poor. It is said that the conditions of this areas has caused a great spirit
of entrepreneurship, as is seen in the saying: “People in Wenzhou are born
to become capitalists”. So given the difference in incentives for the people
in Wenzhou the local government could only try to help them setting up
private firms, not stop them (Naughton, 2010).

The importance of the TVEs in the current Chinese growth is expecially
due to the catalysator effect of the TVEs on private entrepreneurship in
China. Another aspect of the local governments role in the development of
the private sector was the role in the privatization of the SOEs.

In the beginning of the reform period privatization was a tender issue
in China because of the political and ideological setting at that time. The
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privatization was almost solely carried out by municipal governments. Ac-
cording to Xu (2011) de facto privatization of the SOEs was done before it
was officially approved by the mid 1990s. One of the major political steps
on the transition to privatization was the reform allowing for the top man-
agers to lease the SOEs by the city governments. After some time this lead
to de facto private ownership since the shares of the managers etc. would
exceed the ones of the city government. Other reforms have been incorpo-
ration, where the workers at the SOEs were offered to buy shares in their
workplace. One of the most severe problems in the state sector was the
problem of the Soft Budget Constraint (SBC). This was tried to be solved
in regional experiments with privatization. Since the experiments showed
positive results the central government started implementing it step by step.
There where different ways of privatizing the firms. According to Gan, Guo,
and Xu (2010) the only privatization method, which had a significant effect
on performance of the firm was the management buyouts (MBO) approach.
The privatization method was chosen by the municipal governments.

Ultimately the local governments played a really important role in set-
ting up the TVEs, which was a major step for entrepreneurship in China.
In addition to this, the local governments played an important role in the
privatization process of the SOEs.

Part II

China’s growth

In the following I will briefly explain China’s growth, a possible explanation
of it and problems with China’s fundamental institution.

3 Growth

In order to examine the sources of growth there are different approaches
that can be talking into use. The most widely used method is the growth
accounting exercise, where the fundamental model on the topic, is described
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in Solow (1957). In the following I will briefly cover this model, and explain
how this relates to the case of China.

3.1 Growth Accounting

The growth accounting exercise is carried out in order to find the contribu-
tions to growth from accumulation of input factors and factor productivity
respectively. A crucial assumption of the Solow growth model is that there
is an economy-wide aggregate production function and the particular func-
tional form given as:

Yt = At(Kt)
↵(Lt)

1�↵ (1)

where At is the total factor productivity (TFP ) at time t, Yt is the
production at time t, Kt is the capital stock at time t, Lt is the labour force,
↵ is the income share to capital and 1� ↵ is the share of income to labour.
The Solow model dictates that the output level in the economy is determined
by the stock of capital and labour in the economy. When either one of the
two increases, the output level will increase with it.

From subtracting Yt�1 and thereafer dividing by this factor on both sides
I get

Yt � Yt�1

Yt�1
=

At �At�1

At�1
+ ↵

Kt �Kt�1

Kt�1
+ (1� ↵)

Lt � Lt�1

Lt�1
(2)

where Yt�Yt�1
Yt�1

is the growth rate of GDP , Kt�Kt�1
Kt�1

is the growth rate of
capital, Lt�Lt�1

Lt�1
is the growth rate in labour, and At�At�1

At�1
is the growth in

TFP . In my case this means that the economic growth rate of China should
be calculated as the weighted average of the growth rate in capital, in TFP

and in the labour force of China.
As shown by Holz (2008) this exercise might not be the most suitable

for the setting of China, since his results show some indications that the
fundamental assumptions for the production function as given in (1) are not
satisfied for China. Even if the growth accounting approach is used as in
Dwight H. Perkins et al (2008) then the contributions from TFP is around 40
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percent. Therefore a different approach to explaining the economic growth of
China might be more suitable, especially if one want to investigate whether
the strategies behind this could be transfered to other countries. In his
paper “The Fundamental Institutions of China’s Reforms and Development”
from 2011, Xu Chenggang explains the high economic growth rates of China
by her fundamental institution. In the following I will use his approach to
explain the economic growth in China.

3.2 Institutional Setting

The definition of the Chinese fundamental intitution in Xu (2011), is given
as:

“basic and stable mechanisms that determine the incentives of
the most important players in China’s reform and development”

The Chinese fundamental institution from operationalized through this def-
inition, has a high degree of political centralization combined with a strong
economic decentralization and it is neither a federal state nor a unitary state.
To describe this setting Xu (2006) coined the special term: a regionally de-
centralized authoritarian (RDA). According to Xu (2011) one of the major
things the separate the fundamental institution of China from other coun-
tries is its high degree of decentralization. This was carried out through the
two major decentralization waves in China under the Great Leap Forward
(GLF) and the Cultural Revolution (CR) (Naughton 2010).

In practice the local governments carry out most of the economic and
administrative issues. On the other hand the central government appoints
the regional leaders who again appoint the municipal leaders within the
CCP according to Landry (2008). If they do well they get promoted and
the reverse when they perform poorly. The purpose of the strong personnel
control scheme is for the central government to compile the interest of the
local governments with their own as well as creating incentives in for them
to work hard. I will return to the measure of performance in the section 4.
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3.3 Effects on Growth

But how much did the fundamental institution contribute to the growth in
China? Shi and Zhou (2007) find that ceteris paribus assignment of a higher
degree of autonomy to cities, and thereby a measure for regional decentral-
izations contribution, lead to an increase in per capita GDP of 9.3 percent.
Xu (2011) argues that non of the studies showing the same results as Shi
and Zhou should be subject of reverse causality problems and therefore that
the results should be valid. Another measure of the fundamental institutions
influence of growth could be fiscal decentralization. Jin Qian and Weingast
(2005) found that an increase in the marginal retention rate from 0 to 100
per cent in the regional fiscal revenue would cause an increase in per capita
regional GDP by 3.62 per cent so about 0.33 of the total effect of decentral-
ization.

As for the personnel control it is hard to measure exactly how much it
has contributed growthwise. An indicator for the effect could be the effect
of the incentives by personal promotion. This was shown by Xu, Wang,
and Shu (2007) to have a positive effect of 1 pct. on GDP growth in China
as a whole. Furthermore the regional decentralization makes the socalled
regional competitions possible (Maskin 2000). Regional competion started
out during the two centralization waves, explained in section 3.2. If we view
the central-local government relationship as a principal agent problem, then
since the central government can not get the full information of the effort of
the local governments. The purpose of the regional compition is therefore
to give the central government the information of the true effort of the local
governments and therefore give them incentives to work hard according to
Maskin, Qian and Xu (2000). Another important element the fundamental
institution has brought with it is the regional experimentation. How this
was carried out in practice will be covered in section 5.

Ultimately we have that the fundamental institutional setting of the RDI
system in China have contributed to a large part of the economic growth in
through the creation of strong political incentives to regional officials and
creating a setting where regional competition and experimentations can be
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set up in order to solve some of the possible incentive problems of local
officials.

4 Problems with China’s fundamental institution

As explained above one of the major contributors to growth in China, was
the special institutional setting in China, the RDA institution. Despite the
high growth rates the RDA has brought to China there is a certain trade off
of this fundamental institution as well. This is what I will be covering in the
following section.

Firstly I will elaborate on the relationship between the regional and cen-
tral government as described in section 1. As covered the relationship be-
tween the central government and the local government can be explained
using a principal-agent model setting up political games. From these games
there are different outcomes. In the regional competition the local govern-
ment official has two options. He could either work really hard to improve
the output level in his own region or he could work really hard to decrease
the growth in other regions. The later option has caused the rise of regional
protection.

4.1 Regional Protection

According to Xu (2011) the subnational governments often set up cross-trade
barriers in order to protect the local firms and keep local resource prizes low.
As he argues regional decentralization can compromise the setting of regional
competition if the barriers cannot be checked up by the central-government.
Another consequence could be political problems, such as decay of China as
a whole. The central government has tried to curb regional protectionism.
Whether or not the consequences have worsened during the reform period
has been discussed in the literature, such as the paper of Young (2000),
where he argues that the degree of regional protection has risen since the
reforms started. Holz (2008b) on the other hand gets that Young’s results
are not robuts and Fan and Wei (2006) find further support of this in that
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prices are actually converging across the different regions of China. So the
evidence of regional protection being an actual problem is ambiguous.

4.2 Regional Disparity

Another possible problem caused by the fundamental institution of China
according to Xu (2011) the discrepancies in growth over China’s different
regions. In terms of Gini-coefficient the inequality in China has risen from
0.29 in 1978 to 0.37 in 2000, which is the last year data is published from.
According to Benjamin et al. (2008) the Gini-coefficient of China is today
more than 0.50. In Ravallion and Shaohua Chen (2007) they found i.e. that
economic growth in urban areas and inequality where positively correlated.
On the other hand they also found that that HRS and TVE caused growth
in rural areas and led to a dummet in inequality. Both within and across the
urban and rural areas. In equality as measured by the generalized entropy
(GE) index the coefficient rose from 0.14 in 1978 to 0.25 in 2000 for the
overall level of inequality (Xu 2011). Over the same period the study of
Kanbur and Zhang (2005) found that the inland-coastal GE index has risen
from 0.4 per cent to 3.8 per cent. With this large increase in inequality the
economic and political riots might arise. Examples of political riots are the
self immolations in Tibet in and the riots in Xinjiang in 2011 and Yecheng
County in the beginning of 2012. According to Godbole, Avinash (2012)
some of this social unrest suggest that there might be something wrong at
the “systemic level”. This was also suggested in the China 2030 report of
IMF that “possible social unrest (...) could erupt in the face of perceived
injustices”. Despite the suggested problem according to the National Survey
of Perception of Distributive Justice in China carried out by Martin Whyte
in 2004 despite the rise inequality the people in the rural areas do not “seem
to be particularly upset by the rising inequality” (cited as in Bardhan 2010).
As of how to cope with the possible increasing regional disparity I will come
back to this issue in section 4.2.
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4.3 Other problems

One additional problems of the institutional setting of China is the lack of
judiciary independence of the local governments. The central government
does not want to constitutionalize the relationship and contracts between
the local and the central governments, since whenever there is a discrepancy
and there is no legal setting the central government has the final word.
According to Xu (2011) another severe problem related to this is the abscense
of some fundametal regulations and law enforcements as the transition to
market based economy gets more and more important. Another really serious
problem according to Xu (2010) is the problems associated with the of the
land ownership and usage laws. The fundamental problem is that only the
local official can change the use of the land into nonarable usages. According
to Wanxi Li (2006) another problem is since environmental protection is not
directly growth enhancing, the regional competition scheme might have been
a major contributor to China being the largest SO2 emitter as of the World
Bank 2007. Finally Bardhan (2010) states another social problem as to the
social problems related to the lay-off and destruction of the “iron rice bowl”
after the privatization of many of the SOEs. I will return to the problem
this has caused in section 4.5.

4.4 So what is there to be done?

According to Candelaria, Christopher (2010) initiatives in order to curb the
inequality problem in China has been included in the last 5 year plan, so
the Chinese government is trying to deal with the problem. According to
Xu (2010) reassignment of task should be considered such that activities
with a high degree of cross provincial externalities should be controlled by
the central government as for the problem of regional protection. Another
suggestion he brings up is in order to improve objectiveness in the law en-
forcement, to assign independent institutions with regulation rights. Fur-
thermore he suggests that market activities should be separated by the local
government to a larger extent than the current in order to supply economic
incentives for firms to develop and innovate. He goes on suggestion that this
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is also, what has contributed to the large magnitude of corruption and in the
long run can jeopardize the political stability of China. As what the law and
law enforcement problems regard the reformation of the RDA in creating
an “independent juridiciary system” is best implemented using a bottom-up
method suggested by Xu.

Ultimately he argues that the fundamental problems of the RDA system
can only be resolved by changing the system into a “democratic federal sys-
tem” where the local officials are appointed through democratic elections.
As with any other reform in China as I will return to in section 4 experi-
ments with democratic elections has already been carried out. Renfu Luo
et al (2010) showed that the services were indeed better in regions, where
the local officials have been appointed by citizen in their jurisdiction. Tsui
(2004) also rose this concern of the local leaders putting their own career
before the interests of the people they are serving. According to Tsui in or-
der to resolve this problem the fundamental incentive scheme caused by the
vertical control system needs restructuring. Their suggestion is to make the
decission making based on a bottom-up processes such as replacing central
appointed officials with elected ones so the interest of the local officials will
start to reflect the local officials. This might even though jeopardize the
whole RDA system, which was the cause of the growth in the first place.

4.5 The Future of the RDA System

At the beginning of the reform period the main objective that was agreed
opon the public was for the reforms to lead to economic growth (Bardhan
2010). But the sacrifices for the general public have changed. Initially the
reforms had no loosers and there where no conflicts with the stakeholders
(Lawrence et al. 2000). After 1995 more problems were associated with
the reforms according to Xu (2011). Both the SOE’s reforms as mentioned
previous with the increase in unemployment it caused as well as the landless
peasant the rapid urbanization brought with it. In addition to the conflict
with the stakeholders there where two major problems with the reforms.

This is further supported by the IMF (2012) where they found that the
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public trust in the legal system is very poor. One of the solutions suggested
by IMF is to integrate the general public in the decision making process to a
larger extent and increase transparency within the government intitutional
setting. This is consistent with most of the recommendations stated in sec-
tion 4.4., which suggest that there might be some changes in the fundamental
institution of China if some of the problems stated should be resolved.

5 Implement strategy to other developing countries

The essential part of explaning the high growth rate for China is for many
development economists, NGOs and politicians worldwide important in order
to find out, if the strategies or contributors to growth can be transfered to
other developing countries. In order to explain this I will go through some
important structures and the reform strategy of China before examining
what developing countries can learn from China. I will therefore return to
this in section 8.

Part III

The M-form vs. the U-form

6 Reform Experiment Results

In the following I will go through some major reform experiments results
under M-form and U-form respectively. Herafter I will compare the results
from the two with special focus on the effects on growth. Thereafter I will
analyse the strategy of China in more depth.

With the notation as used in Quan, Roland and Xu (2006) the multi-
divisional form (M-form) of organization is defined as where complementary
tasks are clustered in self-contained units. If we then use the organiza-
tional structure as decribing the governmental structures then there are some
strength and weaknesses with the organizational structures. For the unitary
form (U-form) of organization is consists of units where similar tasks are
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clustered in complementary units.
The succes of a reform depends on two things; The quality of the blueprint,

which includes the degree of political resticance as well as the technological
resistance and how the reform is coordinated, which covers how well the ex-
periment is coordinated by the government as well as how unexpected con-
tingency of the blueprint caused by exogenous shocks is dealt with (Quan,
Roland and Xu, 2006). For the coordination part furthermore consistents of
two parts. Firstly the government needs to fit the different subprogrammes
together. This is what Xu (2011) calls “attribute compatibility”. Secondly
the government has to match the attributes from each different subpro-
gramme. Xu calls this “attribute matching”.

6.0.1 M-form

Firstly the advantages of the M-form is that attribute compatability is
easier. This is because the local managers have direct information of the
attribute shocks. In addition the M-form organization allows for experi-
mentations of reforms in a small scale before implementing the reform on
a full-scale. According to Qian, Roland and Xu (2006) this gives the M-
form a flexibilty in experimentation. The disadvantages of the M-form is
that attribute compatibility is harder and the advantages from specialization
and economies of scale are not achived due to the structure of self-contained
regions.

6.0.2 U-form

Firstly the advantages of the U-form is that the attribute compatibility is
now easier solve whereas the attribute mathching is worse than under the
M-form since the central government would have to do this based on highly
probable imperfect information from the local governments. This comes from
two sources, political noice and technical noice. The former refers to incor-
rect or distorted information given to the central government intentionally
by the political opponents. For the technical noice it occours, whenever the
information passed to the central government is interpreted poorly. Further-
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more the U-form allows for economies of scale and specialization due to this
attribute compatibility. The disadvantages under the U-form is the lack
of flexibility in reform experiments so that suggested reforms would have to
be implemented on a full-scale no matter the probability of succes.

6.0.3 Comparison

But which of the organizational forms get the best results when launching a
reform? According to Qian, Roland and Xu (2006) this depends on the prob-
ability of succes or the probability that the quality of the reform blueprint
is good, p, and of the expected coordination failure within the implementa-
tion of it. This is that the imformation is correct, with probability �, which
according to Qian, Roland and Xu is due to different interpretations of the
same message by different managers. The last factor Qian, Roland and Xu
analyses as affecting the output from a reform is the atribute compatibility.
The findings from their analysis is that when the probability of succes of a
reform or innovation is low, the M-form will be more effective in innovation
due to the flexibily of experiments. When the probability of succes on the
other hand is high, that is the quality of the blueprint is expected to be good
the U-form will be better due to the economies of scale.

7 China’s Reform Strategy

7.1 How possible

Due to the two decentralization waves most of the regions in China were self-
contained in the beginning of the reform period. This meant that the local
governments would be in charge of the array of production, and that they
where almost fully self-sufficient (Maskin, 2000). From the organizational
structures examined in section 6, the Chinese economy can therefore be seen
as structured in an M-form. Before we go on it is important to have a further
look at how the change of setting for the Chinese strategy could happen in
the first place. The keyword here is timing. Some of the reforms that were
carried out after 1978 had already been tried out during the CR (Heilmann
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2008). But at that time the legitimacy of and the major outline for the
communist party was to a large extent ideological and the defiet of the class
struggle was the main objective. Therefore reforms that deviated from this
was never applied to the full-scale before the reform period according to
Yeung (2000). With the death of Mao and the widely spread poverty and
destruction in China the CR had brought with it had weakend the belief in
the communist ideology and people were willing to make sacrifices in order to
achieve economic growth (Xu, 2011). This was what made the RDA system
and later the reform strategy possible. Hu Yaobang, who was the minister
of the CCP personnel department led most of the changes in ideology of the
CCP through campaigns according to Jiwei Hu (2009).1

7.2 Main Strategy

Despite the goodwill of the general public on changes and new reforms the
uncertaincies where large. Due to the high-degree of ideology-driven resis-
tance to the initial reforms combined with the fact that there was no original
long term plan or blueprint of how to create economic development, there
was a need for trying out the quality of the blueprints (Qian, Roland and
Xu, 2006). This idea was summarized by Deng Xiopeng in his famous quote;
“crossing the river through touching the stones”, where the stones were the
plans for economic development, China was touching them with the regional
experiments and crossing the river symbolized the goal of economic develop-
ment.

Most of the major reforms in China have been tried out using the re-
gional experimentation. Therefore the reform strategy of China can be said
to have been experimental. Due to the large uncertainty associated with the
blueprint smallscale implementation was, according to the theory explained
in section 6, the most effecient. Due to the flexibility of the M-form ex-
perimentation wise explained in section 6, this was possible. Furthermore
the approach was, as explained in Xu (2011) was “the dual track system”
which means that there will be regions experimenting with the particular

1
Third Plenum of the 11th CCP Central Committee in December 1978, where the

official objective of CCP changed to economic development
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reform at the same time as other regions will continue unchanged. This will
give counterfactuals to the reform experiments and evaluations projects can
therefore easierly be carried out. In order to see how the Chinese reform
strategy worked in practice I will now go through some of the major reforms
in China.

Land reform

In the late 1970s the first official experiments in Anhui, Sichuan and
Guangdong of the land reform, also known as the household responsibility
system (HRS). Before the HRS reform the individual output was correlated
with the effort of the whole team. Each individual therefore had very little
incentive to work hard. After the HRS was launched every output was linked
to each individuals own effort. This gave every individual incentive to work
hard. In Figure 1 I have illustrated the development of the land reform.
Starting from included only a very few rural households in the late 1970s
the number expanded to 14 percent of the overall rural household in 1980,
80 percent in 1982 and almost every rural household (99 percent) in 1984.

7.2.1 SEZ

In 1980 Shenzhen, Zhuhai, Shantou and Xiamen were set up as the so-called
Special Economic Zones (SEZs). The zones were cited near regions where
linkages with the outside world were already well established e.g. Hong Kong,
Macau and Taiwan. They were a part of the regional experimentations and
the zones had to work as test regions for new policies. The role of the SEZs
was to introduce foreign capital and advanced technology into their regions.
In addition to this the regions were to work as a location for training of
personnel in advanced technology. Furthermore the SEZs were to compete
with eachother in trade. Thirdly they were to serve as distributors of capital
and technology from the outside world to other regions in China. Fourthly
the SEZs were to serve as experimental fields for new economic reforms and
serve as a medium of setting production in order to meet demand.2 Finally

2
“Regulations on the Special Economic Zones in Guangdong”, Chapter I, Article 1,4

and 6
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the SEZs were encouraged to get unemployed absorbed into the job market3.
According to Yeung et Al. (2009) each of the SEZs were in addition to the
overall goals assigned individual targets. E.g. the special role of Shenzhen
was to gradually shift to market conditions and to learn methods of global
capitalism from Hong Kong. Zhuhai was, on the other hand, to learn from
and work with Macau and act as a bridge to Europe and Portuguese-speaking
countries.

In 1980 the first 4 special economic zones were set up in Guangdong and
Fujian province. Since these turned out to be fruitful the central government
expanded the project to another 77 in 1985. As these showed positive results
aswell the opposition started taking off and the number of zones increased
rapidly in 2005 there where around 340 SEZs.

8 Learn from China?

In the following I will return to the problem stated in the previous section
of whether the World Bank shall promote China’s growth strategy to other
developing countries based on the theories accounted for in the previous
sections.

From the previous sessions we found that the special fundamental insti-
tution in China has made regional competition and experimentation possible
and has thereby been the major catalyst in the growth of China. In order to
implement this to developing countries it should firstly be emphazied that
the RDI institution of China is very unique. According to Xu (2011) devel-
oping countries can still learn a grat deal from China. In the following I will
cover some of the important elements that are needed in order to transfer the
Chinese reform strategy and thereby possible economic growth to developing
countries.

1. As covered in section 3 China and its people were deeply affected by the
concequences of the CR in the beginning of the reform period. This created a
willingness to diverge from the existing strategies. Therefore it can be argued
as done in Bardhan (2012) that the CR created a window of opportunity for

3
“Regulations on the Special Economic Zones in Guangdong”, Chapter IV, Article 19-22
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fundamental changes. In order to transfer or use some of the parts from
the Chinese growth strategy it is therefore first of all important to examine,
whether the genereal public of the developing country subjected is willing
to make diverge from the existing strategies and make sacrifices in order
to achieve economic growth. In order to investigate this in a survey in the
same set-up as as the National Survey of Perception of Distributive Justice in
China carried out by Martin Whyte in 2004, where the focus instead should
be on the generel satisfaction with the setting and reform strategies of the
people of the developing country examined. But according to Xu even if it is
possible to copy and implement the Chinese RDI institutional setting to the
examined developing country, then it should still be kept in mind that the
already existing institutions have developed over time as well. As he argues
the institutional setting that seems right for one country is not necessarily
right for another.

2. Even if we have a window of opportunity a problem when implement-
ing the economic growth strategy to developing countries is that as in the
starting point for China the goals might be determined as economic devel-
opment, but the path or plan to reach it might not be as well defined. Even
if some of the same strategies as China has used might be implemented, the
settings of each of the developing countries might differ. This suggests that
the quality of the blueprint might be poor and that the strategy of regional
experimentation as used for China might be usefull. According to Xu (2011)
the experimentational approach will allow for local governments in develop-
ing countries to solve locally routed problems with their own strategy based
on the incentives of people in their respective regions. Say like the Chinese
local government of Wenzhou used the entrepreneurship of its citizens to in-
duce economic growth based on local strategies. Another important element
to learn from the RDA system is that the regional decentralization combined
with the strong central control allows the central government to internalize
eksternalities among the selfcontained regions. So in order to make the re-
gional decentralization fully work central control need to follow. If we then
were to use the experimental growth strategy of China in developing coun-
tries would it work and are there other necessary conditions that need to be
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satisfied?
According to the findings in section 6 the M-form and the U-form give

different incentive schemes to the local managers. Xu (2011) argues that the
possible incentive problems of the stakeholders are one of the most important
derterminants for whether a reform becomes succesful or not. One way to
resolve such problems is to use the decentralizational strategy of China as
accounted for in section 6, which allows for regional competion that is a
possible way of solving the mentioned incentive problems. In addition to this
both Xu (2011) and Bardhan (2010) ads that the regional decentralization
need to be followed by regional economic autonomy so that the have the
control over resources and therefore have the opportunity to fully carry out
experiments and not just the incentives to.

From the above stated arguments one could be tempted to advise the
developing countries to experiment with implementing the M-form, using
the experimental approach. This was actually done in the former Sovjet
Union under the “Sovnarkhoz” reform, where the industrial sector of Soviet
was reorganized from a U-form to a M-form. In Markevich and Zhuravskaya
(2011) they show that a really important precondition in order for the M-
form the solve the problems stated above is for the regions to have a high
degree of self-sufficiency. They run an empirical test, where they test the
results from the M-form experiments in poorly diversified regional economies
and highly diversified respectively. They find evidence the self-contained
shows better results from the M-form. Therefore even if we find that the
other prerequisites for the Chinese reform strategy to be appicable in the
developing countries subject of our analysis, it is important to examine the
degree of self-sufficiency in the regions or local units of the country. In
Markevich and Zhuravskaya (2011) they use diversification as a measure for
the degree of self-sufficiency. This is measured as 1-HI, where HI is the
Herfindahl-Hirschmann index.
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9 Conclusion

So in the following paper I have showed the fundamental institution of China
has been an important factor for its growth. Furthermore I have shown that
the problems associated with the RDA system can only be solved through
serious restructuring and ultimately abolishing of the system. But anyway
the economic growth in China might still be possible to transfer to developing
countries, but before doing so it is important to investigate the possible
settings in the developing countries. Both regarding the state of mind of the
people but also the regional setting needs to be examined or else possible
reform strategies might fail.
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