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Abstract
Fiscal decentralization introduced as part of China's economic reform since 1979 has unleashed strong incentives for China's
local governments to pursue economic development, but the same incentives have also led to local protectionist policies inhibiting
the process of regional specialization. This paper focuses on the constraints or freedom with which local governments can
implement their protectionist policies. Using a panel data of 29 China's regions over the time period of 1985–1997, we find that
China's political system of bureaucratic integration (specifically, concurrent appointment of local government officials in the
central government) imposes constraints on the local governments from practicing protectionism. We also find that the
effectiveness of local protectionist policies is limited by market competition, specifically, competition from foreign-invested firms
operating in China and foreign imports. Our results on the role of local protectionism remain robust to controls for the regional
variations in the size of the economy and the stage of economic development.
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1. Introduction
One of the earliest and most influential ideas in economics is that of the division of labor and specialization (Smith,
1776). With uninhibited trade of goods and services across regions and countries, there are gains from the division of
labor, which subsequently leads to regional and international specialization of economic activities. The benefits of
specialization have been well articulated in the literature of international economics and regional studies. The challenge
is to elucidate the forces for such specialization.
Earlier studies focused on the differences in resource endowment across regions or countries to account for patterns
of regional or international specialization (Ohlin, 1935). In the 1980s and 1990s, research emphasis was shifted toward
the possibility of increasing returns to scale and its implications. A region or country with significant demand for
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certain goods or services in its own locality or neighboring ones could overcome the fixed costs for producing those
goods or services, and subsequently enjoy concentrated production with the increasing return to scale (Davis &
Weinstein, 1999, 2003). Meanwhile, the theory of external economies, the history of which dates back to at least
Marshall (1920), was revived with the success stories of U.S. clusters such as Silicon Valley in information technology
and Hollywood in entertainment businesses (Krugman, 1991).
Recent studies have uncovered more complicated patterns of specialization. Using cross-country data, Imbs and
Wacziarg (2003) find that as per capita income increases, countries first have sectoral diversification and then shift to
concentrated production. Specifically, sectoral diversification may arise when the diverse demand associated with
increasing per capita income cannot be met by imports from other regions or countries due to trading costs. Meanwhile,
without effective risk-sharing arrangements, regions would be prone to industry-specific shocks if they were to
specialize in only a few industries (Kalemli-Ozcan, Sorensen, & Yosha, 2003).
All of the above market forces for regional and international specialization, however, could work only if the relevant
regional and national governments refrain from market intervention in the uninhibited trade of goods and services, the
freedom to locate production activities, and the establishment of inter-regional or international risk sharing
arrangements. Indeed, as long as the gains from the division of labor and specialization are difficult to re-distribute
across regions and countries, the primary concern of both regional and national governments is the financial
performance of firms and industries under their jurisdictions. The regional and national governments may thus have
incentives to protect their firms and industries by erecting barriers for inter-regional and international trade. Protests by
people from all over the world at virtually every World Trade Organization/International Monetary Fund meeting are a
vivid reminder of the pressures and incentive for local protectionism. The focus of this paper is to empirically examine
the impacts of local protectionism on regional specialization using a panel data of 29 China's regions over the period of
1985 to 1997.
The case of China offers an ideal setting in which the impacts of local protectionism against regional specialization
versus those of the market forces for regional specialization can be jointly assessed. Until 1979, the Chinese economy
was a centrally planned economy, with virtually every aspect of the economy carried out according to plans and
material incentives completely suppressed. Regional governments collected all the surpluses from firms under their
jurisdictions and handed them over to the central government. The central government then allocated budgets to the
regional governments, but there was no obvious correlation between the surpluses handed over and the budgets
allocated back. Under this system, there was no incentive for firms and industries to perform and nor was there any
incentive for the regional governments to protect local firms or industries. However, the situation has changed
significantly, generally due to the economic reform initiated in 1979 and specifically as a result of the fiscal
decentralization policy introduced by the reform. Using aggregated data, Young (2000) finds increasing similarity in
the structure of economic activities among China's regions, implying a rise of local protectionism. On the other hand,
using input–output tables in 1987 and 1992, Naughton (2003) finds evidence consistent with increasing regional
specialization. Using China's industry data from 1985 to 1997, Bai, Du, Tao and Tong (2004) show the degree of
industrial agglomeration first decreased and then increased during the sample period, and find evidence suggesting that
both the market forces for specialization and forces of local protectionism against specialization were at play.1
Direct and comparable measures for the extent of local protectionism across regions are difficult to establish. In this
paper, we use some indirect measures related to the constraints or freedom with which the local governments can
implement protectionist policies. Our key measure is developed based on some salient features of China's political
system that places constraints on regional leaders from practicing local protectionism. All of China's regional leaders
(administrative and party) are appointed by the central government in consultation with the opinions of the local
people. Some of the regional leaders may have concurrent appointments in the central government (say, membership in
the central politburo without specific portfolios), while others do not. Given that regional specialization is good for the
national economy but not necessarily for the local economy, regional leaders with concurrent appointments in the
central government (“higher bureaucratic integration”, see Huang, 1996) should care more about regional
specialization and practice less local protectionism than those who do not have the concurrent appointments. In
addition to the measure of bureaucratic integration, we also have the ratio of local government expenditure to its GDP,
which measures the ability of local governments to practice local protectionism and their propensity for obtaining
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