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Coordination between Government Departments and the Allocation of

Public Resources: Theory and Empirical Evidence
ZHENG Xinye', WANG Yucheng” and ZHANG Li*

(a: School of Applied Economics, Renmin University of China; b: Department of Economics, University of Pittsburgh)
Summary : Traditional government competition theory treats governments as a whole when analyzing their behavior, thereby
neglecting the relationship between departments. However, evidence from China indicates that government departments
have their own interests and exercise discretion in allocating their resources. Because there are no formal rules for
interdepartmental coordination in China, the allocation of public resources is largely decided by the strategic interaction
between departments. The report of the 19th National Congress of the Communist Party of China clearly stated that the
government needed to “ improve the coordination mechanism of economic policies”. Therefore, understanding the
coordination and conflict between government departments is an important research issue, and it has practical significance
for rationalizing the relationships between departments and promoting the reform of government institutions. This paper
provides a rigorous theoretical and empirical analysis of the coordination between government departments. Specifically, we
treat the National Development and Reform Commission ( NDRC) and the Ministry of Finance ( MoF) as interdependent
decision-makers and analyze the effect of investment approval on the allocation of fiscal transfers. Overall, this paper helps
to open the “black box” of internal government decision making.

To analyze the coordination between departments, we establish a multi-tier model of public resource allocation. To
preclude the endogeneity problem arising from the policy-making processes of central ministries, we limit our research to the
departments of provincial governments. In the model, the provincial government departments make resource allocation
decisions based on their own targets and the behavior of other departments. Then, the municipal government responds to the
provincial governments and decides how to use the fiscal expenditure. Lastly, private investors make their investment
choices. We show that the direction and extent of the policy coordination depend on the trade-off between economic growth
and regional balanced development, and the nature of the interdepartmental coordination.

Using micro-data on provincial-level firm investment in China to aggregate the proxy for provincial investment approval
along with municipal-level data from 1998 to 2009, we empirically test and validate the existence of interdepartmental
coordination. The greater the level of investment approved by the municipal government, the more special transfers it
receives. However, this tendency is not observed for general transfers. These results indicate that China’s local governments
prefer to generate economic growth.

To deal with the endogeneity problems arising from missing variables, we use central level investment, municipal level
investment, and other investment as placebos. We also use three market factors as instrumental variables to deal with the
endogeneity problems of simultaneous equations, because we believe that provincial investment is mainly determined by
market factors and administrative factors while the simultaneity bias mainly comes from the administrative factors.
Furthermore, using the investment system reform as an exogenous shock to the NDRC’s right of approval, which eliminates
the effect of investment approval on the special transfer payment allocation decisions, we confirm the robustness of our
results and show the heterogeneity between different types of coordination.

Our findings show that there is endogenous coordination between the development and reform commissions and their
corresponding finance departments. The overlap of the objectives between departments leads to such coordination, which
exists even in the absence of a formal coordination system. We believe that this form of endogenous coordination exists
widely in China. Although our findings do not necessarily demonstrate whether this kind of department coordination is good
or bad for administrative performance, our research provides a new perspective for understanding the behavior of local
government and insights for the central government to adjust the form of interdepartmental coordination.

Keywords: Department Coordination; Investment Approval; Transfer Payment; National Development and Reform
Commission; Ministry of Finance

JEL Classification: H77, H72, H30

(REHE KA R) (KA. 2af)
40



