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Abstract

Throughout the 1970s and 1980s, Brazil and China decentralized a spate of new fiscal and financial sector responsibilities to sub-national governments. In both cases, presidents believed that decentralization could increase the government’s legitimacy while allowing for a more efficient distribution of social services. By the 1990s, however, excessive spending and local politicians’ reluctance to adhere to hard budget constraints gradually led to high deficits and debts, in turn negatively affecting the macroeconomy. In this paper, I examine and compare how the central bank and finance ministry responded to sub-national crisis throughout the 1990s. Drawing on the new institutionalism literature, I argue that the central bank and the financial ministry’s ability to monitor and reform sub-national policy rested on the executive’s delegation of authority to bargain with local politicians, streamline institutions and impose hard budget constraints. The decision to delegate was in turn heavily influenced by the negative consequences of decentralization. In contrast to Brazil, since1994 China has been the archetypal model, illustrating how the Premiers’ continued delegation of authority to the central bank has strengthened the monitoring and reform of sub-national policy. Conversely, in Brazil the absence of electoral incentives to delegate authority has hampered the finance ministry and central bank’s ability to reform sub-national policy. Instead, the president has recentralized control over the reform process. This in turn has delayed stabilization as the governors’ have had incentives to collectivize in opposition to fiscal reforms. This paper concludes by highlighting the institutional lessons that Brazil can learn from China as it strives to stabilize its economy and integrate into the East Asia financial Community. 

In tandem with the recent transition to democracy in the developing nations, the decentralization of fiscal autonomy and political independence has been a critical factor helping prepare the groundwork for successful democratic consolidation and free market reforms. By providing local governments with new revenue and expenditure responsibilities, accountable political representatives have had (at least in theory) new incentives to provide more efficient social services while incorporating the interests of the local citizenry. The decentralization of financial autonomy (either through banking reform or bond market development) has also provided new opportunities for fiscally constrained municipalities to increase their independence from the state and central governments. In short, the first phase
 of decentralization has provided new opportunities for local governments to increase their financial and political independence while kindling interest in democratic consolidation and free market reforms.
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The second phase of decentralization has generated several institutional and economic problems, however. While the emergence of new bureaucracies and institutions has created (and indeed encouraged) new opportunities for rent-seeking, corruption and inefficiency (Tendler, 1996; Treisman, 1999), soft budget constraints and profligate spending has contributed to burgeoning sub-national debts and deficits, in turn negatively affecting the macroeconomy. Although the macroeconomic consequences of decentralization have been well-noted (Dillinger and Webb, 1998; Perry, Dillinger and Webb, 1999; Burki, Perry, and Dillinger, 1999; Ter-Minassian, 1997), few have analyzed how decentralization has strengthened the political influence of sub-national governments and bolstered their ability to influence economic policy.

Analyzing decentralization’s second impulse and its consequences for economic policy prompts an important and often neglected set of questions:


• How and when does government respond to rising sub-national debts and deficits? And when responding to crisis, what type of bureaucratic structure is most effective at monitoring sub-national compliance with reforms in large, highly decentralized federalist systems? 

In answering these questions, this paper argues that the central bank and finance ministry’s ability to monitor and reform sub-national policy is in large part determined by the shifting phases of decentralization. In the second phase, as the issue and importance of sub-national debts and deficits increase, successfully monitoring and reforming sub-national policy (the dependent variable of interest) will rest on the degree of presidential support and delegation of authority to bureaucracy. Within a large federalist system, delegating authority can facilitate reforms as executives streamline institutions and reform internal wage structures in ways that generate new incentives for local regulation and reform. As institutions are revamped, bureaucracy can avoid the pitfalls of sub-national collectivization as local interest in opposing policy diminish due to the financial costs which they entail. 

To test this hypothesis, the cases of Brazil and China are compared.
 Although the specific nature and consequences of decentralization is different in both countries (thus not the dependent variable of interest),
 these cases are analyzed in order to compare the politics of delegating authority in a context of increased sub-national crisis and reform. In brief, I argue that Brazil, in contrast to China, failed in its ability to monitor and reform critical sub-national issues, such as the timely repayment of debts owed to the central government. In this case, failure is attributed to the executive’s neglect of delegating authority to those institutions previously responsible for assisting the government in its effort to stabilize inflation, namely the Finance Ministry and the National Monetary Council.

In Brazil, the finance ministry’s responsiveness to sub-national crisis changed as the second phase of decentralization emerged. In contrast to the first, where partisan interest and the electoral benefits of delegation prevailed, the emerging crisis (and hence widespread costs) of sub-national indebtedness generated a change in societal interest (and hence partisan incentives) to delegate authority. Rather, society and the business sector’s interests shifted to the long-term constitutional issues giving rise to sub-national autonomy, ultimately changing the executive’s incentive to bolster the finance ministry’s regulatory powers.

In the absence of sectoral interests, by 1995 President Cardoso’s incentive to delegate authority was supplanted with his desire to reassert control over the debt re-payment process; this occurred by reducing the Finance Ministry’s role in center-state relations and decision making, leaving the FM Pedro Malan powerless in his ability to influence the repayment of debt. But without the minister’s assistance, obtaining compliance from the governors would prove quite troublesome and would delay stabilization all the more.

In control of the bargaining process, Cardoso’s susceptibility to political compromise would slowly emerge. Since 1995, the governors of the most indebted states have collectivized in opposition to his policies for increased debt repayment and fiscal reform. The classical dilemmas of collective action have recently been overcome because of the governors’ high expectations of obtaining favorable debt repayment contracts. Furthermore, given their ability to manipulate congressional career aspirations and craft legislative coalitions, the governors have been able to exchange legislative support for much needed constitutional reforms, in turn strengthening their bargaining power and forcing Cardoso to prolong the repayment of debt (Gómez, 1999).

By contrast, since 1994 the Chinese government has been quite successful in providing the Central Bank (PBC) with the authority needed to monitor provincial compliance and impose hard budget constraints. In 1994, in response to fiscal crisis and financial imbalances at the local level, Premier Li Peng delegated new regulatory powers to the Central Bank and the State Authority on Taxation. The delegation of authority facilitated the Central Bank’s ability to monitor financial policy by giving the PBC governor, then Zhu Rongji, the authority to bargain and impose lending constraints onto commercial banks while capping state-owned enterprise access to credit. The SAT (State Authority on Taxation), moreover, was given the authority to impose financial penalties and even sentence non-compliant actors to prison. When combined, these measures aided the central government’s ability to stabilize the economy and avoid macroeconomic imbalances.

In contrast to Brazil, the delegation of authority persisted as the second phase of decentralization emerged. Under the current leadership of Premier Zhu Rongji, the PBC and SAT have been given the same responsibilities as their predecessors: The SAT continues to enforce timely tax remittance while imposing stiff penalties onto non-complaint actors. More than ever, local taxation authorities continue to monitor the governors and state-owned enterprises’ payment of taxes and adherence to new Valued Added Tax procedures while monitoring local businesses and inspecting enterprise performance.

Since 1998, Zhu’s success in bolstering the central bank’s management of financial policy through a re-centralization of personnel management and downsizing has generated the types of internal bureaucratic incentives facilitating adherence to PBC mandate. For instance, the replacement of innumerable PBC branch offices with 9 regional banks, each financed by the PBC, highly independent and responsible for financial performance, has hampered local government influence over policy. As the gatekeepers of finance, branch officials have devised new regulatory policies and institutions aiding their ability to monitor local bank and state-owned enterprise relations, thus inspiring few enterprises to bribe officials. With the unwavering support of the Premier and the State Council, the PBC has been very successful in what Yang refers to as the ‘vertical integration’ of its banking structure (Yang, 1999). This in turn has facilitated sub-national reforms and has helped the government avoid a debilitating domestic (and potentially international) banking crisis.

This paper closes by proposing some lessons that Brazil (and other federalist systems) can learn from China. First, I argue that within a large federalist system, the delegation of authority is of paramount importance should the central bank have the authority needed to monitor performance and obtain the governors’ compliance with reforms. Second, incessantly monitoring local policy may avoid the dilemmas of sub-national collectivization, compromise and delayed reform. Indeed, for in such a system, provincial governors will have incentives to uphold financial policy in order to maintain the favor and support of regional banks. Ultimately, this institutional design can expedite the stabilization process as local incentives to confront and delay economic policy diminish.

Shifting Phases of Decentralization and Bureaucratic Reform
Recently, as the ramifications of free market reforms emerge, reforming the state for increased capacity in regulating markets has been of critical importance for many developing nations. The decentralization of new revenue and expenditure responsibilities has, for example, brought with it new interest in reforming those institution responsible for regulating fiscal performance and enhancing the provision of social services. Given the rise of sub-national debts and deficits, researchers have paid close attention to the technical capacity and inter-bureaucratic teamwork needed to monitor local government compliance and to sustain a viable economic system (Bahl, 1998; Smoke, 1998, Tendler, 1997). 

While much attention has gone to the historical, structural and international factors giving rise to increased bureaucratic capacity in developing nations (Grindle, 1996, 1997), the politics of bureaucratic reform has been rather scant in the literature. Especially within large federalist systems, focusing on the domestic actors and economic circumstances shaping the reform process has not been well noted. Though recent scholarship has investigated the reform process at the national level, that is, as it pertains to monetary and fiscal policy (Haggard, 1996; Boylan, 1999, Geddes, 1994), few have analyzed and compared the politics of reforming those institutions responsible for fiscal and financial oversight within a highly decentralized context.

This paper adds to this literature by illustrating how central government oversight within large federalist systems entails the reform of several parts of the state,
 not just those in charge of establishing national policy (Migdal Kohli, and Shue, 1994). Just as important are those regional branches responsible for assisting the central bank and/or the finance ministry in their efforts to monitor and reform sub-national policy. These may include regional central banks and tax administrations tasked with specific regulatory responsibilities. The number of institutions and the responsibilities given to them may be reflective (and to a certain extent a function of) the growing fragmentation and depth of economic imbalances at the local level.

Just as complicated is the political process of reforming bureaucratic institutions. For behind the veil of bureaucratic structure exist a complex web of mutually re-enforcing and often contradicting political interests; these interests are often heavily fragmented, polarized and ultimately delay the reform process. This problem has been well noted in the American politics literature and encourages insightful comparisons with developing nations.

But when do political institutions matter? That is, when do executives and political parties have incentives to reform bureaucracy? And are these incentives consistent overtime or are they constantly in flux, shaped and re-shaped by the evolution of decentralization policy within a highly fragmented, unregulated political context?

Determining when institutions matter is of central concern in this paper. Drawing from the new institutionalism literature, my argument supports and builds on Tseblis (1995), Melo (1999), Haggard and McCubbins (1999), who argue that the impact of institutions depends solely on the importance of policy issues and the concomitant degree of responsibility and purpose given to them. Critical at this stage are the various distributional effects associated with policy change, that is, where the losers are well noted, represented and voice concern, while the winners are too few too many to form supportive coalitions (Schneider and Heredia, forthcoming, 1999). Where policy issues entail costs for legislative representatives, party fragmentation and polarization may decelerate the reform process (Haggard & Kaufman, 1995). Conversely, party fragmentation has minimal consequences when the distributional effects are low, thus facilitating reform even within a heavily fragmented political party system (Echeverri-Gent, 1999).

This paper adds to this literature by highlighting how the changing economic context of decentralization shifts societal interest in the politics of bureaucratic reform, in turn dictating how and when the executive has incentives to delegate authority. Although the rules of decentralization remain constant,
 the emerging issue of sub-national indebtedness ultimately induces society to alter their interests from the delegation of authority to the reform of constitutional rules giving rise to sub-national autonomy. These interests heighten as the macroeconomic costs of indebtedness increase and constrain the government’s ability to stabilize the economy. As seen in Brazil, changing societal interests ultimately generate few incentives for the executive to delegate authority. Instead, incentives to delegate are supplanted with the executive’s interest in re-centralizing authority and bargaining with sub-national actors.

• Thus, the rise of a sub-national debt crisis (which derives from the initial rules of decentralization) and the simultaneous change in societal interests is viewed as the antecedent condition shaping the rise of the independent variable: the executive’s decision to delegate. As seen in Brazil, the emergence of a debt crisis as a critical policy issue determines when institutions matter in the delegation of authority to bureaucracy.  
Figure 2.1 – Shifting Phases of Decentralization, Interests and the Rise of Sub-national Crisis
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 and the regulation of economic policy.

In the absence of political incentives, executives within strong presidential systems
 will have the choice to either delegate authority or re-centralize the reform process. When delegating authority, the political process can be quite different from the politics of general administrative reforms.
 Whereas general reforms often entail incessant haggling, as societal interest in reform dissipates these decisions become increasingly autonomous and reflective of the executive’s personal agenda.
 When interest is in immediate stabilization, powerful executives should have incentives to re-centralize control over important sub-national issues. On the other hand, delegating authority may reflect the executive’s desire to first prepare institutions for effective governance before initiating sub-national reforms – e.g., the case of China.

When attempting to stabilize the economy, the delegation of authority is critical for bureaucracy’s monitoring and reform of sub-national policy. Delegation is important because it provides the autonomy
 and legitimacy needed for bureaucratic entrepreneurship,
 streamlining, and as seen in China, the creation of agencies facilitating the central bank’s oversight and reform of provincial policies. Adherence increases as central bank officials bargain with provincial governments and financial institutions while imposing penalties for non-compliance with new measures.

Thus, central bank governors delegated new levels of authority should have incentives to expedite the reform process, especially as they strive to gain favor with the executive and climb the bureaucratic ladder. These interests heighten as the executive reorganizes the central bank’s internal management structure in order to strengthen the adoption and imposition of new measures while curtailing local government influence over policy. As seen in China, these reforms can also facilitate the central bank’s ability to assign and monitor regional branch performance as the government strives to stabilize financial policy. 

The Costs

When the authority to regulate is re-centralized, delays in stabilization may nevertheless emerge. As seen in Brazil, the high influence costs
 associated with the re-centralization of authority may lead to incessant bargaining and delays in the creation and reform of debt contracts. In such cases insolvent governors striving to delay austerity have incentives to collectivize and confront the executive for the delayed repayment of debt. Re-centralizing authority also makes the executive highly susceptible to political compromise, especially as the ability to reform other policies (such as the constitution) rests heavily on the governors’ willingness to help craft legislative coalitions (Samuels and Abrucio, 1998).

Hence, delegating authority and providing bureaucracy with the legitimacy and autonomy needed to regulate policy is critical for avoiding sub-national crisis. As local governments face new austerity measures and, furthermore, as contrasting political party interests at the national and sub-national level complicate the adoption of hard budget constraints (Rodden, 1999), the central bank’s capacity to monitor policy while bargaining with local leaders will be imperative for timely reform. Thus far, China has been the archetypal model, providing key lessons for Brazil and other federalist systems.

In sum, this paper adds to the growing literature on the politics of administrative reform by emphasizing how the consequences of decentralization within large federalist systems alter the political incentives for executives to delegate authority. This is an important distinction to be made because much of the current literature, as it pertains to developing nations, submit only static accounts of the political process, that is, how bureaucracies are reformed for electoral gain. However, and as the following sections will illustrate, the political logic of reorganizing bureaucracy and delegating authority is constantly in flux, shaped and re-shaped by the shifting conditions of fiscal decentralization and economic crisis. 

The Politics of Bureaucratic Regulation and Reform

in the First Phase of Decentralization

The first phase of decentralization in Brazil and China witnessed the establishment of institutional rules determining the autonomy of sub-national governments. However, the legal aspects of these rules and the degree of sub-national autonomy differed in both cases. In Brazil, the 1988 constitution determined which portion of the national income, industrial income and services taxes would be decentralized to the states and municipalities. At the same time, states and municipal governments were given their own means of revenue through a new Value Added Tax system (VAT), thus strengthening their independence from the center (Shaw, 1991; Bomfim and Shaw, 1997).

In China, financial and fiscal decentralization measures were gradually introduced, but differed in formal adoption. Throughout the 1980s and 1990s, official banking law mandated that PBC branches and commercial banks open house throughout the entire region. Although they provided credit, bank officials eventually became beholden to local interests as the appointment of bank officials was heavily influenced by the governors (Lardy, 1998). Fiscally, local governments also benefited. In an effort to appease provincial interests, representatives on the Central Committee were often inclined to ease the burden of taxation for flagging state-owned enterprises. The establishment of fiscal contracts mandating the remittance of a flat percentage of total tax revenue is a good example. This scheme allowed the governors to retain more revenue while reporting shortfall. In the absence of any regulatory agencies and formal revenue assignments -- for instance, a VAT --, the governors had incentives to abuse the system by reporting less revenue than actually collected. Seeking to remain in office, provincial delegates on the Central Committee (and at times even the Premier) had incentives to pay heed by relaxing tax remittance and extending credit (Shirk, 1994; Yang, 1996).

The macroeconomic and financial ramifications of first wave reforms quickly ensued. From 1988 to 1994, Brazil witnessed a phalanx of public sector deficits and stabilization programs aimed at reforming monetary policy, stabilizing inflation and avoiding public sector deficits.
 While monetary policy may have had significant influence, a consensus slowly emerged within the government attributing Brazil’s crisis to fiscal policy and sub-national imbalances (Bresser Periera, 1996, 1994). The governors’ abusive of their constitutionally guaranteed fiscal revenues, coupled their ability to borrow on the domestic and international market, fostered a tendency to spend more than they could earn, thus generating high vertical imbalances (Teressa, 1997; Stein, 1997). As Dillinger and Webb note, by 1994, on the eve of the successful Real stabilization program, state operational deficits increased while short-term debts imposed high burdens on the central government (Dillinger and Webb, 1998).

Similarly, the political logic and incentives underpinning China’s first wave of decentralization unleashed precipitous declines in central government revenues, high provincial debts and deficits. As table 3.1 indicates, total revenue relative to expenditure decreased while the budget deficit rose from 7.86 billion yuan in 1988 to 20 billion yuan by 1992. Debts from state-owned enterprises to provincial banks also increased, in turn indicating the absence of an effective hard-budget constraint. Thus by the early 1990s, China (like Brazil) was negatively influenced by the decentralization of fiscal and financial autonomy. Provincial governors faced few (if any) hard budget constraints. Meanwhile, national politicians were willing to grant tax relief as this increased their chances of remaining in power.

Bureaucracy’s response to sub-national crisis differed in both cases, however. Up till 1994, Brazil, in contrast to China, underwent efforts to reform bureaucracy for greater efficiency in regulating the states’ fiscal performance, imposing borrowing constraints and pressuring for structural adjustment. At this stage the politics of bureaucratic reform disclosed the PSDB’s efforts to remain in power by assigning new responsibilities to the finance ministry. Confronting presidential elections in 1994, the governing PSDB had incentives to garner societal support by bolstering the finance ministry’s powers and reforming fiscal policy. Societal interest in bureaucratic reform was at its prime and politicians were ready to use Cardoso’s charisma and commitment to reforms as a stepping stone to the presidency.

By contrast, in China Central Bank reforms underwent a one step forward, two step backward process. Although reforms were promulgated during the third plenum of the 14th CCP Central Committee, the aftermath of political unrest triggered by the Tiananmen crisis, when combined with the urgency to reform fiscal policy, ultimately forced Deng Xiaoping to delay PBC reforms until a consensus over taxation policy could emerge (Yang, 1999). With deficits rising, rationalizing the taxation system took precedence, which in turn required Central Committee members (who benefited from years of informal fiscal contracts) to bargain with local governors for compliance. Nevertheless, bargaining helped to prepare the groundwork for future PBC reforms. Thus, discussion of these reforms will be saved for the following section.

Brazil

In Brazil, efforts to reform bureaucracy through the recruitment of new economic ministers, the re-organization of staff and delegation of responsibilities unmasked a clear intent by the executive and his governing party to remain in power. As predicted, the 1993 presidential elections witnessed the governing party’s efforts to control and use bureaucracy as a means to increase its political popularity and win the 1994 elections. The continued inability of the central government to introduce an effective inflation stabilization program, coupled with incessant allegations of corruption, quickly decreased the PSDB’s credibility. Meanwhile, the PFL, lead by the charismatic Luiz Inacio Lula da Silva, “Lula,” was increasing in popularity. This dilemma quickly shaped the electoral strategies of the government and its views of economic policy.

On the eve of the 1993 presidential elections, President Itamar Franco’s method of recruitment unveiled his intent of using the finance ministry as means to augment his political popularity. The appointment of Fernando Henrique Cardoso as Finance Minister is a case in point. In May 1993, Cardoso was appointed in the hopes that his popularity with the congress and society could rejuvenate the government’s credibility. Cardoso’s long-standing repute as an advocate for social democracy and timely economic reform served the president and the PSDB well and facilitated the finance ministry’s ability to muster support for policy (Gómez, 1998). Unlike most of his predecessors, moreover, Cardoso’s ideas and interests comported nicely with society’s, thus boosting his popularity and influence in the congress (Resende-Santos, 1997).

By this point societal interest in fiscal retrenchment and institutional reform reached a new apogee. While societal members lamented the incessant price hikes associated with inflation, high interest rates and the loss of revenue enticed local businessmen to pressure the state for a more pragmatic approach to reform (Faucher, 1998). Crisis required immediate response, which in turn prompted interest in bureaucracy capacity and responsiveness. In addition, Minister Cardoso’s call for fiscal reform, e.g., acute reductions in discretionary transfers, appealed to many as such policies were never attempted by previous ministers. Previous advocacy of fiscal reform was seen as political suicide as this directly threatened the electoral support base of congressional deputies. Consequently few if any congressmen (as well as the president) took seriously previous ministers’ call for fiscal reform (Bresser Periera, 1994). Thus Cardoso’s efforts revealed a new commitment to stabilization and helped increase the PSDB’s political popularity.

Shortly after his appointment, Brazil’s most widely read newsmagazine, Veja, released public opinion polls illustrating society’s support for Cardoso and his policies. The poll, to the surprise of many, placed Cardoso at a higher approval rating than the president, 60% to 48%, respectively (Veja, 06/16/93). These ratings convinced a majority of the PSDB members that he could lock-in the party’s victory for the 1994 elections. “The PSDB can not fear to face challenges. If Minister Cardoso manages to improve the economy, he will be able to strengthen the PSDB in the next year’s challenge,” harbored an old PSDB Senator, Jutahy Magalhaes (O Globo, 05/23/93). Consequently, after only a few weeks in office there were rumors that PSDB members were pushing for Cardoso’s nomination for the presidency, which, to the delight of many, he accepted one year later.

In striving to increase the PSDB’s electoral power and capacity to restructure the economy, President Franco delegated Cardoso the authority needed to reorganize the finance ministry for greater efficiency in regulating sub-national policy. Those bureaucracies falling under Cardoso’s control were the Finance Ministry, the Central Bank, and the National Monetary Council (NMC). While the Finance Ministry set the agenda for fiscal policy and the Central Bank retained control over monetary policy, the NMC was employed as an institution aiding the Finance Ministry and the Central Bank’s efforts to impose hard-budget constraints and obtain sub-national compliance with reforms.

Historically the supreme regulatory of financial and monetary policy (Lees and Botts, 1990), the NMC’s responsibilities changed considerably in order to help the government monitor the governors’ compliance with reforms. For the first time the NMC was tasked with the responsibility of ensuring that state banks refrain from lending any more money to insolvent governors. If caught, NMC legislation required that bank presidents be fined or in some cases thrown into prison. The NMC was also delegated the responsibility of ensuring that the states accelerate debt repayment while complying to newly imposed structural adjustment measures, e.g., the privatization of inefficient electricity, telephone and rail-road enterprises. The issuance of an executive decree in 1994 designating the NMC as an institution responsible for aiding the Finance Ministry and the Central Bank reaffirmed President Franco’s commitment to delegating authority and stabilizing the economy (Murtinho, 1994).

Once in effect, Cardoso’s reorganization of NMC membership bolstered its autonomy from conflicting sub-national interests. Council members, namely the Central Bank Governor and Planning Minister, were now accountable only to the finance minister, who presided as chair; council members linked to influential sectors, such as business and agriculture, were removed from office. Thus, by reorganizing council membership, few if any societal interests could influence the regulatory process. With fewer responsibilities and linkages to society, the NMC was transformed into an institution that was more efficient at monitoring state banks and governors and reporting non-compliance to the Finance Ministry and the Central Bank.

The finance minister’s creation of a new regulatory agency also served to increase the NMC’s regulatory powers. In tandem with the NMC’s reorganization, the Technical Currency and Credit Committee (TCCC) was created as an autonomous advisory agency providing recommendations to the NMC as to the conditionalities and borrowing constraints needed to discipline sub-national governors and banks. The Committee was comprised of the Central Bank Governor, the Securities Exchange Commission president (CVM), the Executive Secretary of Planning Department of the Presidency, and the Secretaries of the Treasury and of Economic Policy from the Finance Ministry (Garveas, 1996). Charged with the complicated task of evaluating the states’ budgets, the TCCC served as the eyes and ears of NMC members, ultimately helping decrease the time and energy spent in analyzing and creating fiscal policy.

Thus what emerged throughout Brazil’s first wave of decentralization was the creation and restructuring of bureaucratic institutions assisting the government and bureaucracy in its efforts to monitor sub-national policy. Itamar Franco’s commitment not only helped the PSDB win the 1994 presidential elections but it also strengthened the government’s ability to monitor and impose hard budget constraints onto the most indebted states, namely São Paulo, Minas Gerais, and Rio Grande do Sul (Faucher, 1998; Gómez, 1998). Thanks to these reforms, from 1993 to 1994 a spate of conditionalities were imposed onto sub-national governments while Cardoso and his technocrats demanded immediate repayment of all debts and decreased expenditures. For the first time, several scholars and policy-makers were convinced that the Real program could effectively put to rest profligate spending and borrowing at the sate-level, replenish the Treasury’s coffers while extirpating the root causes of inflation.

Nevertheless, the president’s commitment to reform was quite ephemeral. As explained in the next section, a steady decline in society’s interest in economic stabilization and bureaucratic reform, coupled with the urgency to consolidate debts and reform the constitution, shifted the president’s calculus from the delegation to the re-centralization of authority by 1995. However, re-centralizing authority in a context of burgeoning debts and much needed constitutional reforms served only to delay the stabilization process.

The Second Phase of Decentralization and the 

Politics of Bureaucratic Reform
For Brazil, the second phase of decentralization entailed a significant shift in the politics of bureaucratic reform. As noted earlier, decentralization’s second impulse was described as the emergence of debts, fiscal deficits and financial market irregularities triggered by the governors’ abuse of their fiscal autonomy. But by this point society had few interests and incentives to influence perhaps the most important aspect of stabilization policy: the delegation of authority. Instead, the politics of bureaucratic reform shifted to the executive’s command over economic restructuring, ultimately leading to a change in his relationship with the Finance Ministry.

Accepting the second phase of decentralization as a time of executive led reforms in Brazil provides a new time frame and set of conditions with which to analyze decentralization’s impact on the reform process. And it is because of this shift in the politics of reform that I draw the comparison with China. In both cases, decentralization’s second impulse brought with it a set of reforms controlled solely by the executive. While reforms in both cases came in response to sub-national crisis, the specific policies leading to crisis were unique for each country. Yet, these executives approached reforms differently, thus determining bureaucracy’s effectiveness in monitoring and reforming sub-national policy.

China

In 1994, China’s response to increased sub-national fiscal crisis erected a new era of institutional re-building that facilitated the stabilization process. While the rectification of taxation shortfalls was of prime concern, correcting for state-owned enterprise debt proved critical for the long-run macroeconomic stability (Lardy, 1998). In response, in 1993 Premier Li Peng appointed a Central Bank governor who had the political support, leadership skills and commitment necessary to coordinate with the Finance Ministry for the regulation and reform of financial policy. In July of that year, Zhu Rongji was appointed. Zhu was already serving as the State Council’s vice Premier. At the outset, Li voiced his support for Zhu and his commitment to reorganize China’s financial sector (Lein Ho Pao, 1993). Although Li supported Zu’s efforts to reorganize bureaucracy, he nevertheless refrained from making the CB completely independent as he believed that the market was too fragile to entrust complete autonomy under such a powerful institution (Mao Pao, 1993).

Nevertheless, Zhu was immediately given the authority to reorganize China’s financial ministries. Shortly after assuming office, he stressed at a National Finance Working Conference that it was imperative for the Central Bank and the Finance Ministry to strengthen their management of fiscal and macroeconomic policy (Tzu Ching, 1994). At the Conference, Zhu asserted that financial reform, discipline and the rectification of the chaotic financial situation were the most important factors strengthening ministerial control. At the same time, he ordered local ministries and financiers to be more responsible and to aid the state in its effort to regulate financial activity (Xinhua, 1993).  

In general, Zhu’s approach to financial reform was quite impressive. First, he imposed new administrative and economic sanctions against those institutions violating financial policy, even ordering the suspension of their operations and business licenses. Second, he strengthened the management of inter-bank short term loans, pursued strict proportional management while prohibiting the usage of loans for investment in fixed assets, real estate, and stock trading (Wen Wie Po, 1993). Lastly, he stressed “discarding the existing administration-based set-up of the branch offices according to economic development levels so as to reduce the dependence of banks on local administration and help establish a unified and flexible money market,” (Wen Wie Po, 1993).

In response to increasing state-owned enterprise debt, Zhu was also successful at limiting the enterprises’ ability to obtain additional loans. In August 1995, Zhu ordered the Central Bank to issue new borrowing and lending restrictions, making it clear that only those enterprises currently paying-off debts and interest were eligible to apply for credit (Xinhua, 1995). Moreover, stiff penalties were imposed for ‘any individual … forcing lenders to issue loans or provide guarantees” (Xinhua, 1995).

The reform of fiscal policy was also critical for rejuvenating the economy. By late 1993, it was clear that the government needed to ‘rationalize’ the taxation system by breaking away for the politically motivated contractual tax scheme established under Deng Xioping (Yang, 1996). In 1994, the government responded by introducing a new Value Added Tax system (VAT).
 The VAT was much more efficient in collecting revenue as it assigned new revenue and expenditure responsibilities between the central and local government, thus eliminating the provinces ability to ‘fudge the figures.’

In tandem with the VAT’s introduction was the assignment of new regulatory responsibilities to the State Authority on Taxation (SAT). This was critical for the central government’s ability to ensure that the provinces were remitting the government’s share of income and complying with new VAT procedures.

Fully backed by the Premier and Zhu Rongji, in February 1995 Xian Huaicheng, director of the SAT, launched a nation-wide inspection of the provinces’ compliance to the 1994 tax agreements. The inspection entailed several phases. First, regulating changes to the official tax rates and tax bases, especially those related to the VAT and consumption tax. Second, examining the over issue of receipts for non-existing goods and the purchase of forged receipts (FBIS, 1996). And third, determining if local taxation bureaus and governments were adhering to their new responsibilities. SAT branches, municipalities, and local taxing agencies in the provinces were required to inspect at least two municipalities or districts directly administered by a province (FBIS, 1995). The authorities were then responsible for reporting their findings back to the central office. Pleased with this approach, in July Xian stressed his administration’s success in correcting the obstacles to VAT revenue collection, such as the application of a wrong tax system, the under-collection of taxes, and the over-issue of tax receipts. In closing his interview with a local Beijing journalist, he expressed “We must be the defender and protector of the new tax system.”

And defend they did. Unlike many of their counterparts in the developing world, the central government ordered the SAT to report and punish any individuals falsifying, forging, and/or disbursing special value-added tax receipts. In 1995, the penalties for tax evasions were rather stiff, ranging from 5 to 15 years in prison to, in some cases, death (Xinhua, 1995). Central legislators vehemently supported the death sentence for any perpetrators of the VAT system, and with good reason. In 1994 alone, the total elicited money involved amassed 24.777 billion yuan, and resulted in the evasion of 4.262 billion yuan in taxes (Xinhua, 1995). At this rate, China’s fiscal system could not afford unregulated tax, consequently leading to the center’s full-fledged support for those administrations involved with tax oversight, namely the SAT and the Central Bank.

Ultimately, the SAT proved very successful at retrieving fiscal revenues by year-end 1996. The VAT, which accounted for 60 percent of the total industrial and commercial tax collection, increased by more than 24% of GDP by year-end 1995, to stand at 26.67 billion yuan (China Daily, 1995). And according to official statistics, in the first eight months of 1995, taxation institutions at all levels in the whole country recovered 5.745 billion yuan of evaded taxes, an increase of 186.6 percent over that same period last year (Xinhua, 1995). Furthermore, the center recovered taxes in arrears and imposed fines totaling 1.825 billion yuan, an increase of 144.5 percent over the same period in 1994 (Xinhua, 1995).

Hence, from 1994 to 1996, bureaucratic reform and regulation proved critical for the effective management of sub-national policy. Even more critical was the degree of executive support and the delegation of authority given to the Central Bank and the SAT. But did the delegation of authority endure the test of time? As seen in Brazil, did executive support change after Zhu Rongi assumed office or did he continue to advocate reform and delegate authority on into the late-1990s?

In sharp contrast to Brazil, the delegation of authority prevailed; indeed, it prevailed and even advanced itself under the current government. This continuation in executive-led reforms has revealed the Premier’s impressive commitment to bureaucratic streamlining, fiscal and financial sector reforms. Central Bank and SAT leaders continue to display allegiance. And the Premier, now Zhu Rongji, continues to advocate enhanced regulation and the monitoring of financial and fiscal activity at the provincial level.

Rebuilding the sinews of the Central Bank’s regulatory power has also been critical for its success. Central at this stage has been the reorganization of the PBC’s internal management system. In following with the central leadership’s efforts in 1998 to curb clientalism through the appointment of provincial leaders,
 in November the PBC’s governing structure was revamped with the replacement of 32 provincial-level branches with 9 regional banks, each responsible for banking activity within their respective jurisdictions (Zhongguo Tongxun She, 11/13/98).
 In addition, Governor Dai is in charge of regulating the Beijing and Chongqing branches of the PBC and appointing all directors. And in an effort to avoid favoritism, he has been careful not to appoint directors within their native provinces. When combined, Dai has succeeded in reshuffling PBC leadership in such a way as to make regional officials increasingly beholden to the central office in stead of local politicians. In turn, this reduces the governors’ chances of influencing financial policy as regional directors no longer depend on them for lucrative pensions, welfare programs and post retirement jobs.

Reinforcing PBC efficiency has been the Central Committee and State Council’s circulation of the “Interim Provisions on Tenure Economic Responsibility Auditing on Party and Government Leading Cadres of County Level and Below” (Xinhua, 6/28/99). The new law requires regional branch directors (and other administrations and state-owned enterprises) to take full responsibility for their “terms of fiscal or financial incomes and expenditures of their departments or units, over the truthfulness, lawfulness, and efficiency of these incomes and expenditures, and over related economic activities” (Xinhua, 6/28/99). In theory, if branch personnel fails to adhere to strict budgetary guidelines, the director takes the heat; not only this embarrassing, but it also makes it difficult for the director to get promoted as official audit reports are published as soon as his contract ends, is transferred, rotated or retires from office (Xinhua, 6/28/99). Thus, not only does the PBC control regional directors through direct appointment, but it also establishes internal mechanisms with which to entice aspiring directors into insuring internal consistency and efficiency in balancing budgets and operating efficiently.


In tandem with the PBC’s restructuring, Governor Dai has also ordered the four largest commercial banks to adopt similar internal management systems and risk management. To strengthen supervision, the China Construction Bank (CCB) in 1999 established eight regional auditing centers in the cities of Beijing, Shanghai, Nanjing, Wuhan, Guangzhou, Chengdu, and Xi, each having to report directly to PBC headquarters in order to guarantee the independence and authority of the auditors (Yang, 1999). What’s more, the CCB abolished auditing departments in county-level branches, which in the past had a tendency to collude with branch officers, and centralized auditing in the regional branches. At the same time, state-owned commercial banks have increased the salaries of top executives and introduced performance-related bonus packages in order to boost incentives for managerial performance.

The functions of the 9 regional banks are quite detailed and reflect the PBC’s commitment to reform. In short, they are to: (1) seriously implement the relevant laws, regulations, principles, and policies established by the state, exercise all-round supervision and administration over the business activities of financial institutions (excluding securities and insurance institutions) in areas under their jurisdiction, and act according to the law in order to investigate and deal with law or the regulation offending financial cases; (2) manage the personnel and financial work of the financial supervisory and administrative offices and central sub-branches in areas under their jurisdiction; and (3) analyze the economic and financial situations in areas under their jurisdiction (Xinhua, 03/11/99).

In addition, Zhu provided the PBC with the authority needed to create local agencies facilitating regional bank oversight. Like the NMC in Brazil, the Bank’s Financial Supervisory and Administrative Offices serve PBC regional banks by conducting on the spot inspections of financial institutions while investigating and dealing with financial cases in violation of the laws and regulations assigned by the relevant PBC branches (Xingua, 01/10/99). Thus these institutions serve as the eyes and ears of the 9 regional branches, facilitating their oversight of financial activity. With more information the branch offices can now impose penalties on any commercial bank or enterprise neglecting to comply with the PBC’s measures (FBIS-CHI, 3/13/99).

In tandem with Zhu’s previous efforts to impose hard budget constraints, a new approach to commercial bank lending and regulation was adopted. In stead of directly intervening to extend credit, beginning in 1999 commercial banks are to take up the responsibility of evaluating sate-owned enterprise credit before financing projects. These evaluations examine enterprise adherence to specific asset to liability ratio requirements and the progress made to repay debts. The only form of direct intervention that the PBC is authorized is to provide official guidelines to those banks adopting and applying the new risk management system (Xinhua, 12/30/98). 

In addition, Governor Dai’s recent effort to create a new financial management asset corporation has helped ensure that commercial banks improve their asset to loan structure, manage undesirable assets in a timely manner, separate new loans from old loans and enforce strict responsibility systems over new loans (Xinhua, 03/11/99). In March of this year the State Council expressed its support for Dai’s efforts and urged him to devise and publish a study for the corporations’ implementation (Xinhua, 03/11/99).

In an effort to suppress the growing stock of enterprise debt, enterprises are also being restructured for greater efficiency. Like Zhu before him, Dai has been committed to increasing state enterprise efficiency. In 1998, several instruments were adopted to advance enterprise reform. First, for those enterprises performing poorly, mergers were highly recommended. Second, official ‘closure loans’ for flagging enterprises were provided in order to promote the invigoration of state-owned enterprises and bad assets (Xinhua, 09/01/98). Taken together, these policies serve as measures inducing inefficient enterprises to become more efficient either through a downsizing of operational activity or a reduction in personnel. Thus far, Premier Zhu has been committed to enterprise reform, which has been displayed by his willingness to visit provincial enterprises in order to understand how best to assist those enterprises trying to become more productive (Zhongguo Xinwen She, 03/04/99).

Thus far, Dai Xianglong has helped advanced the monitoring and reform of financial policy by regulating the performance of his 9 regional banks while establishing new agencies assisting them in their efforts to monitor financial policy. Given the depth and fragmentation of provincial imbalances, assigning these responsibilities to Dai has facilitated the central government’s capacity to avoid sub-national crisis and thus avoid the financial pitfalls of an unregulated, highly decentralized financial policy. More importantly, stringent financial policy has generated incentives for the governors to uphold policy instead of collectivizing in opposition to reform. As seen in Brazil, this dilemma can delay the reform process and contribute to a burgeoning debt crisis.

Taxation

The SAT’s effort to generate more revenue has also been rather impressive. The recent East Asian crisis and the precipitous decline in the total industrial and commercial tax collected have fostered new efforts to increase fiscal regulation. In 1998, the SAT adopted several measures to help the government adhere to its pre-established quotas of receiving approximately 80 billion yuan in commercial and industrial income tax. These measures include: (1) setting up and expanding tax registration for business; (2) increasing the inspection of key tax sources, such as tobacco, alcohol, and electric power; (3) further intensifying tax inspections; and (4) vigorously clearing tax defaults (Xinhua,1998).

Efforts to ensure that local government comply with taxation policy continuous. Penalties for those officials violating national VAT requirements persists while SAT officials continue to ban local governments from giving tax exemptions to local enterprises. Furthermore, the monitoring of tax performance and imposition of stiff conditionalities has still helped the central government in its efforts to stabilize the economy. While adhering to new VAT laws and regulations has been a pains-taking process, substantial progress has nevertheless been made. 

Nevertheless, and as the next section explains, the same cannot be said for Brazil. For China’s South American partner, the executive’s delegation of authority has come to a standstill, notwithstanding the emergence of a sub-national (and hence national) debt crisis and the urgent need for the creation of a bureaucratic regulatory system facilitating reforms.

Brazil

In May 1994, the PSDB’s strategy of using the Real as Cardoso’s catapult into the presidency had worked out nicely. Months into office, the sharp decline in inflation coupled with reductions in discretionary fiscal transfers revealed signs of commitment to reform. Politically, the president and his new political party coalition, comprised of the PL, PFL, and PMDB, found themselves in a comfortable position as society and the business community continued to support their agenda.

Economically, however, the conditions that the new administration faced were not as propitious. Previous years of contractual debt re-negotiations and excessive spending lead to surges in the governors’ debts to state banks and the international community (Dillinger, 1997). As figure 4.1 illustrates, by 1995 the overall stock of debt ballooned to immense proportions. Furthermore, the governors’ neglect to repay their debts and reduce expenditures in a timely manner revealed their dismay and opposition to reform. The consequences of years of decentralization and increased sub-national autonomy had finally taken its tool, gradually threatening macroeconomy stability.

The president’s response contrasted sharply from his first. Instead of delegating authority to the finance ministry and the NMC, it was clear that he was prepared to monitor sub-national performance from his office in Brasilia. Indeed, only days after his election Cardoso warned all of his ministers that he was planning to centralize all regulator powers: “I will really command. The people are voting for me to really exert power” (Jornal do Brasil, 8/5/94). In an interview with the Jornal do Brasil, one of Cardoso’s main political strategists stated that: “During the Cardoso administration, no minister will negotiate with any bank without direct monitoring by the Presidency of the Republic” (Jornal do Brasil, 8/5/94). Thus the president and his staff were prepared to usurp the ministries’ autonomy and regulatory power, notwithstanding its negative implications for timely economic reform.

As architect of the Real plan, the new president took full credit for its short-term achievements (i.e., fiscal reform and the introduction of a new currency), and staunchly pursued any strategy that could guarantee its continued effectiveness (Agencia Estado, 6/8/94). By independently monitoring the states’ fiscal performance and bargaining for increased debt repayment, Cardoso reasoned that he could control the pace of reform. In theory, centralized regulation would avoid the delays associated with inter-bureaucratic contestation, disputes with the executive and clientalistic activity.

Cardoso’s strategy to accelerate the debt repayment process entailed incessant rounds of negotiation with the governors. Following the advice of World Bank experts, in January 1995 Cardoso proposed a “Tentative Brady” approach to debt repayments; this approach promised to provide debt relief for those states repaying their debt, capping expenditures and pursuing structural adjustment (Dillinger, 1997). In theory, this approach would ease the burden of servicing debt by increasing revenues through structural adjustment, in turn providing the governors with the revenues needed to service their debt. It was hoped that agreements would be struck with each state such that the combination of internal fiscal reform and federal debt relief would provide incentives to increase debt service – thus reducing the total stock of debt and any accumulated interest (Dillinger, 1997).

The president’s approach disclosed his belief in controlling the reform process from above. At the outset of the negotiation process, Cardoso made it very clear that he would only negotiate with the governors on a case by case basis. “All cases are different,” Cardoso argued, and “it is not necessary to come as a bloc … the meetings will be held on a case by case basis” (Jornal do Brasil, 8/26/96). The argument was that one on one negotiation allowed Cardoso to spend more time assessing the merits of each case. One on one negotiation would also provide an opportunity to build and maintain the trust of the governors while convincing them of their need to liquidate their debt to the government.

Nevertheless, the influence costs associated with the re-centralization of authority slowly emerged. Negotiations with the governors dragged on, each time taking more time away from the repayment of debt. By pleading with the president, the governors reasoned that they would have a better chance of influencing his decisions on the percentage of total state revenues earmarked for repayment. Given their tremendous influence in the congress and the senate, which Cardoso relied on for the passage of key fiscal reform measures, social security and pension reform, opposing governors did not hesitate to impose their power for delayed reforms.

In an effort to avoid more delay, in 1996 the president proposed to wipe the debt plate clean in exchange for gradual repayment of debt and greater structural adjustment. But this preposition did not bode well with his economic change team. Instead, they reasoned that providing complete relief would only create new incentives for subsequent governors to increase spending. Rather, and as Dillinger notes (1996), they proposed just enough debt relief to induce states into reducing expenditures and privatizing industry. As expected, internal disagreements delayed the negotiation process. As tentative deadlines came and went, the stock of debt continued to grow while delaying stabilization all the more.

Cardoso’s initial offering to wipe the debt plate clean unmasked his strategic approach to reform. In control of the bargaining process, he used his leverage to lock-in the governors’ support for much needed constitutional reforms (Gazeta Mercantil, 10/11/95). Sensing their willingness to comply and their ability to craft coalitions, negotiations were less austere as expected (Gazeta Mercantil, 4/25/96; O Estado de São Paulo, 4/25/96). Indeed, the president’s approach often revealed his intent of appeasing the governors, who in turn incessantly complained of their inability to service debts because of the high interest rates associated with the Real’s austere monetary policies (Gazeta Mercantil, 4/25/96). Referring to debt repayments, Cardoso argued “it is not right to expect anyone to resolve in two years what has been building up for 100 years … We must get to the root of the problem. And the root of the problem is expenditure … because there is no money to cover it … we must give the states more rope” (O Estado de São Paulo, 4/25/96).

Given the high influence costs associated with debt workouts, how did society respond to Cardoso’s approach to reforms? With the 1998 presidential elections arriving, did Cardoso delegate authority to the Finance Ministry in order to increase his popularity and win the elections or did electoral interests simply shift away from bureaucratic reform to other policy issues, such as the reform of the constitution?

One only needs to look at the continuation of the debt negotiation process up till the 1998 elections. From 1995 to 1997, it was clear that societal interest changed from the Finance Ministry’s handling of sub-national crisis to the reform of the 1988 constitution. For it was the constitutional stipulations granting fiscal and financial autonomy to the governors which draw heated debate in society and government, ultimately reaching a new apogee by the late-1990s (Melo, 1998). Social security, pension and administrative (civil service) reforms drew much attention (Faucher, 1999); yet the critical issue of bureaucratic reform did not. Instead, societal interest (which included the business community) turned to the long-term constitutional issues safeguarding the governors’ autonomy and delaying public sector reforms (Melo, 1998).

The consequences of Cardoso’s negotiations and his efforts to muster support for constitutional reforms delayed the reform process. Though most societal members did not strike the connection between delayed reform and the re-centralization of authority, most observers disliked the pace of reforms. On the eve of the 1998 elections, local new sources revealed society’s growing discontent with the administration. In large part they were concerned with the growing unemployment, the ongoing recession and Cardoso’s delay in reforming the constitution (Agencia Estado, Sáo Paulo 07/28/98).

But by this point, the president and his administration had no plans to align their policies with societal preference (Agencia Estado, Sáo Paulo 06/15/98). This shocked many and prompted parties within Cardoso’s coalition to convince him of his need to change his agenda. Sao Luis, the leader of the PFL (which was the second largest party in the coalition), pleaded with Cardoso to recover his loss in the polls by advocating change to policy (Agencia Estado, Sáo Paulo 06/04/98). Coalition party members reasoned that the president had two months to change his position before the November elections. Yet Cardoso did not budge, nor did he change his approach to reform.

Rather than change his policies, Cardoso stepped-up to the microphone. He reaffirmed his commitment to stabilization and socio-economic equality and alluded to the success he had had in reviving the constitutional reform issue. To his delight, the national soccer team’s victory in reaching the final stages of the World Cup tournament in France helped strengthen the government’s popularity (Agencia Estado, Sáo Paulo 07/27/98). By the end of the summer, the president’s belief that he would win the elections and defeat his rival, Luiz Inacio Lula da Silva, “Lula,” leader of the Labor Party (PL), increased considerably. In fact, by August 1998, the Brazilian Public Opinion and Statistics Institute (IBOPE) showed that the president sat comfortably with 44 percent of the vote (O Estado de Sáo Paulo, 08/20/98).

Hence, throughout the entire debt re-negotiation phase, Cardoso’s optimism that he could overcome societal dismay and avoid the delegation of authority generated few incentives to reform the finance ministry. Instead, he persisted with his agenda to centralize and control the debt restructuring process. 

Since 1996, the governors have meet with Cardoso periodically, each time requesting more debt relief. The president’s effort to reform the constitution while renegotiating debts has backed him into a corner: that is, in order to reduce the states’ administrative costs (i.e., pension and social security expenditures), he must first muster a consensus for constitutional reform. However, it is the governors who possess the capacity to create and dismantle coalitions (Samuels and Abrucio, 1999). Thus, Cardoso has been constrained in his ability to increase debt repayments and reform the constitution because of the endless haggling and compromise that he has had to encounter in order to form a coalition.

To Cardoso’s chagrin, the re-centralization of authority has also set in motion new incentives for the governors to collectivize in opposition to reforms. For many political economists analyzing Brazil, collective opposition is nothing new; indeed, it is a problem that has persisted throughout various democratic and authoritarian regimes (Hagopian, 1996; Souza, 1997). Yet as the sub-national debt issue heightened in importance, and furthermore as Cardoso’s austerity measures threatened to the governors’ autonomy, their resistance gradually increased and reached a new apogee by 1998.

The revival of sub-national opposition was in large part triggered by Cardoso’s un-balanced mix of austere debt repayments and fiscal reforms. Amid debt workouts, fiscal reforms entailed the withholding of 20 percent of the new Goods and Services Movement tax (ICMS) due to the most indebted states, namely Minas Gerais, Rio de Janeiro, Rio Grande do Sul, Ampapa, Acre, Alagoas and Mato Grosso do Sul. Withheld portions of the ICMS were transferred to the poorer states facing greater difficulty servicing debts. In addition, the Kandir Law was implemented in 1998, automatically exempting exports from the ICMS tax and thus reducing the governors’ revenues. In February 1999, Cardoso agreed to compensate the states for the revenues lost through the Kandir Law; but by May, no governor had received any revenue. Many viewed this delay as Cardoso’s punishment for the senate’s reluctance to force the governors to increase their repayment of all bonded debt owed to the Treasury (O Estado de São Paulo, 6/9/99). Yet, Cardoso’s failure to meet the governors’ short-term fiscal needs would instill a sense of distrust and discouragement, gradually worsening center-state relations.

The proposed introduction of the new Fiscal Responsibility Law also conflicted with the governors’ needs. The new law, which was supposed to be past in April 1999 but is still under consideration, seeks to amend the constitution’s guarantee of calculating and decentralizing fixed percentages of the national income, industrial and services tax. Instead of formulating and disbursing revenues, the Law is supposed to make the governors more responsible for their own revenues, in turn eliminated any excuses for not being able to balance budgets.

The most important component of the Law, however, is Article 91, which not only forbids the renewal, refinancing and postponement of debts, but also forbids the provision of credit from any federal institution (FBIS, 7/17/99, São Paulo, Journal de Tarde, 04/06/99). This of course has fostered new initiatives by the most indebted states to oppose Cardoso’s plans. Leading the pack is Itmar Franco (PSDB), former president and now governor of Minas Gerais. In January of 1999, it was Franco who declared moratorium on his debt and forced the central government to devalue. Franco was (and still is) incensed because he believes that the most indebted states cannot afford debt repayments because of the high interest rates triggered by the Real’s stringent monetary policy. He was also upset that Cardoso was allowed to re-negotiate his debt with the IMF while the governors could not (FBIS, 2/17/99). Since January, Itamar has led a group of governors on a mission to pressure the government into reforming fiscal policy, extending debt repayments and receiving compensation for the Kandir Law.

By February, Itamar’s endeavors would set in motion new efforts by the opposition governors to formally collectivize against the government.
 However, the costs of collectivization quickly diminished as the governors’ expected their efforts to bolster their bargaining power. In February, in addition to the Porto Alegre letter which formally expressed their debt, Governor Albano Franco (PSDB) proposed the creation of the National Governors Conference (O Estado de São Paulo, 7/16/99). Housed in Brasilia and seen by some as “the official Governors’ Center,” (O Estado de São Paulo, 7/16/99), the conference sponsored several meetings throughout the country in an effort to pressure Cardoso into reconsidering the efficacy of his economic policies. 

Since February, the governors have met to discuss a host of issues; of course the most salient has been the Fiscal Responsibility Law, followed by the Kandir Law and a proposed limit on debt repayment to 5 percent of total revenue. Other issues have been the financing of social security expenditure and limits on spending for the local Judiciary, Legislature, Public Prosecutor and Accounting Offices. This stems from the governors’ concern that other administrative branches will not adhere to hard budget constraints, thus forcing them to absorb costs. But thus far the government has agreed to hold other branches accountable and has formally included the governors’ request as a clause to the Fiscal Responsibility Law in order to muster more support for its passage. Following Porto Alegre (which meet in February), the next meetings were held in Granja do Torto (February), then Aracaju (July and September); they continue to be scheduled and to pose problems for Cardoso and his economic team.

Since 1998, Cardoso’s decision to impose new fiscal constraints while pressuring the governors for increased debt repayment has hampered his ability to stabilize the economy. More importantly, these policies have made it increasingly difficult for the president to obtain support for much needed constitutional reforms. The governors’ formation of new committees meeting each year to oppose the central government illustrates that the governors will no longer tolerate austerity. The anxiety not to repay debts, and the expectation that collectivizing will force Cardoso to acquiesce, has induced the governors to overcome the costs of collective action and delay much needed reforms. 

Closing Remarks

Though politically and socially distinct from one another, this paper has argued that the executives in Brazil and China faced similar institutional challenges when responding to sub-national crisis. In contrast to the process of decentralization, I have argued that its economic consequences have shifted the political logic of delegating authority to bureaucracy from partisan interest in bureaucratic reform to autonomous one-on-one relationships between the executive and bureaucracy. The process and consequences of the executive’s decision to delegate was found in Brazil and China, thus prompting (and allowing me) to compare the two cases for key lessons in the politics of bureaucratic reform within large, highly decentralized federalist systems.

Lessons Learned

The differences that both governments experienced in the monitoring and reform sub-national policy drew out some important lessons for Brazil:

• First, within large federalist systems, effectively monitoring and reforming sub-national policy requires the executive’s commitment to delegating bureaucracy with the authority needed to monitor policy, impose regulations and if need be, create new institutions assisting the reform process. 

As seen in China, assigning responsibility can help the government apply pressure to opposing sub-national actors for increased compliance with reforms. Moreover, and perhaps more importantly, assigning responsibility substantially reduces the costs of centralized decision making in context of much needed constitutional and economic reform. As seen in Brazil, the re-centralization of authority generates incentives for governors to use their influence in the congress as a means to bargain for more affordable debt repayment schemes. In turn, this can delay economic stabilization as the president is forced to spend time bargaining over policy.

• Second, delegating authority and allowing bureaucracy to bargain with sub-national governments can help expedite the stabilization process. That is, authorizing negotiations between the Central Bank and the governors may help the government avoid the negative consequences of collectivization and institutionalized opposition from local governments.


President Cardoso’s on-going dilemma of having to negotiate with the governors provides a case in point. The governors’ resistance has delayed constitutional reform and imposed new obstacles to timely debt repayment. Conversely, in China the Central Bank and State Authority on Taxation’s commitment to regulation and bargaining with governors seems to have created incentives for opposing governors to refrain from collectivizing against the state. This in turn has expedited the reform process and helped the government recover from the second phase of decentralization.

Thus in sum, both countries are in the process of recovering from almost a decade of decentralization and free market reforms. Yet, when compared, Brazil lags behind in its efforts to create a Finance Ministry and Central Bank that is capable of monitoring sub-national policy and imposing hard budget constraints. Delegating authority, reforming institutions and insuring the president’s commitment to reforms will be of prime concern if the government is to avoid escalating debts and deficits. Accomplishing these tasks will not only advance the stabilization process but will also aid Brazil’s efforts to engage in prosperous financial relations with China and the rest of the East Asian financial community.  
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Table 3.1  China: Fiscal balance prior to 1994 reforms�
�
�
1988�
1989�
1990�
1991�
1992�
�
Total Revenue�
262.2�
294.8�
331.3�
358.3�
394.1�
�
Total Expenditure�
270.7�
304�
345.2�
381.4�
414.1�
�
Budget Deficit�
7.86�
9.23�
13.96�
23.08�
20�
�
Source: Wong, Heady and Woo, 1995�
�






Figure 1.1 – Phases of Decentralization Policy and Reform





	           Phase 1			              Phase 2





Policy  	Decentralization of Tax Policy,            Sub-national Debt Restructuring


	Expenditure Autonomy,	              Hard Budget Constraints


	Borrowing Autonomy, and	              Structural Adjustment


	Administrative Responsibilities		








	       1970s - 1980s			          Late 1990s	





Actors	Executive				Executive


	Political Parties			Bureaucracy


	Bureaucracy


Sectoral Interests





Table 4.1    China’s New Regional Banking System





Regional 	        Provincial Coverage


Branches





Tianjin		Tianjin, Hebei, Inner Mongolia, 


and Shanxi


Shenyang	Liaoning, Jilin, and Heilongjiang


Shanghai	Shanghai, Zhejiang, and Fujian


Nanjing		Jiangsu


Jinan		Shandong and Henan


Wuhan		Hubei, Hunan, and Jiangxi








( Paper prepared for the World Bank seminar on Fiscal Decentralization and Public Sector Reform. Many thanks to Jun Ma, Dali Yang, Duncan Snidal, William Dillinger, Steven Webb and various colleagues from the East Asia Workshop and the Political Economy of Reform Workshop at the University of Chicago. Please send comments to the email address noted above. 


� The distinction between the first and second phase of decentralization is used to distinguish between the political process of decentralization and its consequences. First phase reforms entail the rules established through the constitution and/or formal contracts determining the source and amount of revenues and responsibilities decentralized. On the other hand, the second phase refers to the debts and deficits emanating from first phase reforms and their long-run consequences. On the economic rationale and importance of establishing rules, see William Dillinger, “Getting the Rules Right: A Framework for Sub-national Government,” in Shahid Javid Burki, Guillermo Perry and William Dillinger (eds.), Beyond the Center: Decentralizing the State (World Bank Press, 1999).


� The governors, for example, have used their new resources as a means to augment their policy-making influence in the Congress and bureaucracy (Souza, 1997, 1998; Abrucio, 1998; Abrucio and Samuels, 1997). As debts and deficits persist, so do the governors’ ambitions and expectation of future bailout (Korni, 1993; Wui and Weingast, 1998), in turn generating several obstacles for timely economic reform.


� The rationale for comparing these cases is as follows. Prior to 1994, both countries evolved into highly decentralized political systems. While decentralization policies in both cases differed considerably, since the 1970s and 1980s new fiscal and financial sector responsibilities have been given to local governments. By the mid-1990s, however, both countries encountered the grave macroeconomic consequences of decentralization as sub-national governments and banks became increasingly indebted to the central government.


� Note that this is not a comparison of decentralization policies. As outlined shortly, the nature and extent of decentralization differed in both cases. Instead, the dependent variable is the monitoring and reform of sub-national policy, which differed in both cases because of the central leadership’s decision to re-centralize (Brazil) or delegate authority (China). 


� This builds on Atul Kohli, Joel Migdal and Vivienne Shue’s description of a developmental state as one that is broken up into several parts, each highly susceptible to bribery and corruption. See Atul Kohli, Joel Migdal and Vivienne Shue (eds.) State Power and Social Forces: Domination and Transformation in the Third World (Cambridge University Press, 1994).


� Analyzing the politics of bureaucratic reform as an ex ante versus ex post political process provides a case in point. In the ex ante phase, the short-term incentives for legislators to control bureaucratic decisions by assigning procedural rules and regulations exceeds the costs of delegating autonomy -- thus delaying responsiveness and policy reform (McCubbins, Weingast, Noll, 1987, 1989). Monitoring bureaucrats and controlling the recruitment process has also been viewed as an ex ante process increasing politicians’ control over bureaucracy, often for electoral advantage (McCubbins, 1985). By contrast, ex post endeavors typically involve the continued monitoring and reporting of bureaucratic performance; moreover they usually entail legislation allowing citizens and economic sectors to monitor bureaucracy, report inefficiency and pressure for bureaucratic reform through formal representative institutions (McCubbins and Schwartz, 1984).


� By rules I mean the initial contracts for decentralizing fiscal revenue, borrowing and expenditure autonomy found in the constitution. In Brazil, the formal rules for decentralization were written in 1988. 


� Taken form John Carey and Matthew Shugart, a strong president is one that wields complete authority over bureaucracy and has strong executive decree authority; although mainly applied to Latin American democracies, this framework may also be applied to strong socialist systems, e.g., China; see John Carey and Matthew Shugart (eds.) Executive Decree Authority (Cambridge University Press, 1997); and Scott Mainwaring and Matthew Shugart (eds.) Presidentialism and Democracy in Latin America (Cambridge University Press, 1997). 


� Note that a large distinction exists between the politics of bureaucratic reform and the politics of delegating authority. In the former, various interests are represented as civil service reforms at the national and sub-national level generate substantial political costs. However, as societal interests in bureaucratic reform and austerity change, the delegation of authority undergoes less political scrutiny as sub-national interests are not formally represented, thus providing the executive with the autonomy needed to re-centralize or delegate authority.  


� Although not stressed in this study, a variable that may influence the executive’s decision is the country’s proximity to the international financial community. When pressures to stabilize the economy are imposed, the decision to re-centralize may reflect desires to expedite the reform process. As seen in Brazil, re-centralizing authority and bargaining with sub-national governments displays to the international community a new commitment to economic reform, in turn helping rejuvenate the financial community’s confidence in the domestic market. Conversely, we should expect a country’s isolation from the international community as a factor facilitating the delegation of authority. In such cases executives undergo less scrutiny and may be more willing to seek the assistance of bureaucratic institutions at the national and sub-national level. In China, for example, the stringent regulation of foreign direct investment and the banking community’s limited participation in international markets has generated fewer international pressures for timely reform, thus decreasing the costs of delegating authority.


� Note, however, that this type of autonomy is independent of monetary policy, where the Central Bank, presidents and legislatures often debate over policy reform. Rather, autonomy in this sense translates to the independent ability to monitor policy and reorganize bureaucratic institutions for greater efficiency and commitment to regulation.


� Entrepreneurship in the sense that bureaucracy embeds itself in society. This follows from Gerschenkron (1951), Evans (1996), Hobson and Weiss (1997), and Wade (1994), who argue that bureaucracy’s assistance in constructing an efficient financial sector and providing assistance to nascent industries facilitates economic development; see Alexander Gerschenkron, Economic Backwardness in Historical Perspective (Preager University Press, 1951); Peter B. Evans, Embedded Autonomy: States and Industrial Transformation (Princeton University Press, 1996); Linda Weiss and John H. Hobson, States and Economic Development: A Comparative Historical Analysis (Polity Press, 1996); Robert Wade, “Industrial policy in East Asia: Does it Lead or Follow the Market,” in Gary Gereffi and Donald L. Wyman (eds.) Manufacturing Miracles: Paths of Industrialization in Latin America and East Asia (Princeton University Press, 1990).


� Milgrom and Robert’s discussion of influence costs is used when referring to the costs of devising production contracts within the firm. In brief, they argue that as the leader of a firm decides to carry out bargaining and policy-making decisions independently, agents within the firm may try to influence his or her decisions to their benefit, regardless of organizational costs. With one actor making decisions, decentralized agents believe that a compromise can be reached either through direct bribery or internal support. Thus, they argue that centralized decision making, bargaining and the monitoring of activity as opposed to its delegation to autonomous agencies may make executives easily susceptible to the countervailing interests of managers and thus delay the reform process; see Paul Milgrom and John Roberts, “Bargaining costs, Influence Costs, and the Organization of Economic Activity,” in James E. Alt and Kenneth A. Shepsle (eds.), Perspectives on Positive Political Economy (Cambridge University Press, 1990).


� As Coes notes, since 1990 the Collor I, Eris, Collor II and Marcillio economic stabilization plans were all implemented to stabilize the economy; Coes goes on to note that all these policies fell short of permanently stabilizing inertial inflation; see Ronald Coes (1996), Macroeconomic Crisis in Brazil, Washington, DC: The World Bank Press; and Luiz Bresser Periera, “Brazil” in John Williamson (ed.) The Political Economy of Policy Reform (Washington, DC: Institute for International Economics, 1994).


� The VAT system implemented in 1994 was more effective then previous taxation policies. The new system granted separate bases of tax revenue responsibility to national and sub-national governments, thereby enhancing the center’s likelihood of clawing-back fiscal revenue and replenishing state coffers. In an effort to aggrandize the provinces’ pool of taxable revenue, new expenditure responsibilities were devolved along with new revenue assignments. According to World Bank experts, the central government retained expenditure responsibilities for national defense, diplomatic affairs, the armed police forces, key construction projects, and payment of principal and interest on domestic and foreign debts, with the rest devolved back to local government (Ma, 1995). Taxes were divvied up into central taxes, local taxes and shared taxes. Taxes collected by the local governments entailed business tax (except for turnover taxes by banks, railways, and insurance companies), income tax of local enterprises, and personal income tax (Yang, 1994). The shared tax mainly included value-added tax, securities trading tax, and natural resources. The national government, on the other hand, retained its privilege of taxing centrally owned SOEs, tariffs, and any consumption taxes brought on by customs.


� Zhonguo Shuiwu Bao, ‘Official Interviewed on Tax Law Enforcement Results’, 1995 (Foreign Broadcast Information Services).


� Note that from 1991 to 1998, the central leadership re-assigned 691 provincial leaders. As Yang notes, by the late 1990s, cadre rotations became a key ingredient of the Chinese personnel management system and were broadened to include cadres at the sub-national levels, such as mayors and vice mayors. For instance, Guangdong province recently rotated 910 chiefs of disciplinary commissions, directors of party organization departments, presidents of the courts, procuratorates, and police chiefs (Yang, 1999). 


� Prior to 1998, there existed 167 county and municipal PBC branches. With so many branches, local officials seeking credit had innumerable ‘access points’ available to them.


� See James Harding, “Bank Boosts Executive Pay,” Financial Times, 9/28/99.


� The opposition governors come from the states of Sergipe, Amazonas, Mato Groso, Mato Groso do Sul, Santa Catarnina, Parana, Espirito Santo, Algoas, Marnhao, Rio de Janeiro and Rio Grand do Sul. Itamar’s Minas Gerais has attended some meetings but has yet to formally associated with the opposition group.
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		Brazil - State Crisis Indicators

		Growth in Stock of Subnational Bonds

		(Bn Rs of Dez 96)

						1990		1991		1992		1993		1994		1995		1996		1997

		Stock of bonds				17.3		17.2		23.2		25.9		31.3		43.2		51.7		38

		Percent increase						-1		35		12		21		38		20		-26

		(% increase)

		Brazil: Outstanding Domestic Bonded Debt - Minas Gerais, Rio de Janeiro

		Rio Grande do Sul, Sao Paulo, others

		(in millions of reais, end-of-period stocks)

		(source: IMF internal document)

		(ranking: in order of indebtness)

								1992		1993		1994		1995		1996		1997

		Total for most indebted states						56		1,792		22,299		34,396		45,149		52,998

		Sao Paulo						23		759		9,550		14,603		18,723		21,981

		Rio de Janeiro						8		249		3,072		4,656		5,935		6,963

		Minas Gerais						12		360		4,506		6,882		8,773		10,293

		Rio Grande do Sul						9		265		3,336		5,133		6,543		7,685

		Trends in Stock of Debt, 1983-1995

		(Rs Bn) Sournce: Dillinger, 1997.

						1983		1984		1985		1986		1987		1988		1989		1990		1991		1992		1993		1994		1995

		Bonds				4		4		4		5		6		4		5		6		7		9		15		22		28

		State Banks										3		3		3		4		5		5		7		8		25		31

		Internal				5		6		6		7		11		15		13		14		14		17		16		22		21

		Brazil: State and Municipal Government Revenues

		source: Central Bank of brazil, FM, IMF staff estimates (% of GDP)

		Revenue				1989		1990		1991		1992		1993		1994		1995		1996

		revenue				12.4		14.75		13.8		13.15		12.8		13.3		14.1		14

		tax revenue				7.2		9.1		8.5		7.9		7.6		8.5		9		9.3

		vat-icm				6.1		8		7		6.8		6		7		7		7.5

		nontax revenue				1.6		1.7		2.2		1.8		1.9		1.7		1.65		1.5

		intergov. Transfers				3.6		3.9		3.1		3.4		3.3		3.5		3.5		3.3

		Public Sector Debt -  Updated.														1994		1995		1996		1997		1998

		Source: World Bank staff estimates, 1999

																0.25		6.195		7.539		8.591		50.332

		1. Total renegotiated debt														0.211		6.302		7.638		8.682		50.802

																0.911		6.383		7.714		8.808		51.311

		1994		46.518												1.901		6.55		7.777		8.915		51.465

		1995		81.923												3.446		6.614		7.916		8.991		52.571

		1996		96.414												5.125		6.774		8.018		9.09		67.773

		1997		108.937												5.367		6.941		8.16		9.134		68.624

		1998		780.55												5.603		7.125		8.223		9.186		72.096

																5.685		7.13		8.283		9.26		72.433

																5.854		7.216		8.331		9.326		73.905

																6.035		7.304		8.38		9.421		82.626

																6.13		7.389		8.435		9.533		86.612

																46.518		81.923		96.414		108.937		780.55
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Table 4.3 Total State and Municipal Revenues
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