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Real Political Power Structure and Local Government Behavior:
Theory and Empirical Study
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Summary: The decentralized authoritarism that combines political centralization and economic decentralization is
considered as an important factor underlying China’s remarkable economic growth over the past four decades. In this
framework the central government provides strong incentives to local government officials to stimulate economic
development and local government officials respond by encouraging investment. The local government plays the role of
providing a helping hand.

Although a political structure is centralized at the highest level of government many political science researchers point
out that decision making in local governments and government branches is becoming increasingly fragmented. Various
divisions take into account their own divisional interests and cronyism becomes a serious challenge. In the context of
streamlining administration and restricting executives to promote comprehensively deepening reform it is important to
remove the interference and obstacles from vested interest groups.

In this paper we set up an optimal delegation model following Holmstrom ( 1984) in which a government consists of
two divisions. We mainly focus on the consequences of interest divergence between divisions. The model indicates that
larger interest divergence is associated with organizational efficiency loss which increases with respect to the importance of
the division. Examining the model predictions empirically the interest divergence biases government policy through the real
political power structure which represents the importance of division in the model. The model implies that in the absence of
external monitoring and under the principle of collective leadership the interest divergence based on the divisions may
affect policymaking through the real political power structure. Therefore government policy could be biased toward
government insiders which would cause more interference in the market economy and reduce the social welfare.

We manually collect information on provincial party standing committee members from 1992 to 2011 and construct
indicators to measure standing committee diversity to measure the interest divergence and real power structure of local
governments. Using a fixed effect model we find that if the local standing committee diversity indicator increases by one
standard deviation public employment will increase by 1% in the next year private investment will decrease by 4. 4
percentage points and the total social investment will decrease by 3.9 percentage points. At the same time the amount of
illegally used land will increase by 12.5% and the land leasing revenue of the local government over fiscal revenue will
increase by 1.8% . This evidence is consistent with the tendency of interest divergence within a local government to distort
policy and lead to the expansion of public employment increasing illegal land use and reliance on land finance and exerting
adverse effects on private firms and economic development.

This paper’s contribution is that it treats the local government as a collection of agents instead of a single agent as in
the literature. Our study shows that the real political power structure inside a local government is dynamic and shapes policy
outcomes at the local level. Hence any top-down attempts to implement policy directives should take this power structure
into account. We suggest that improving external monitoring and restricting executives” discretionary authority is the
fundamental way to protect the economy from opportunism. Eliminating fragmented decision-making processes properly
centralizing power and increasing the accountability of local officials may reduce the negative effect of divisional interests
improve efficiency and strengthen economic growth.
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