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KEY TAKEAWAYS

China has a vast system of local governance, with no single national model 
of how provincial authorities interact with subordinate sub-provincial govern-
ments.

There is a long history of central government attempts to control local govern-
ments, with solutions to tackling one perceived driver of local autonomy often 
generating new ones.

Despite the centralisation of authority under Xi Jinping, local governments re-
tain the ability to prioritise local economic interests and objectives over nation-
al ones. This creates problems both for Beijing (for example, excess capacity 
and provincial competition leading to a waste of resources) and also for Europe 
(overcapacity leading to price wars in external markets).

Xi Jinping has targeted eliminating local protectionism and building a unified 
national market as a key task for the next Five Year Plan.

Raising revenue to meet local spending commitments and the way in which 
officials are evaluated combine to provide incentives for local governments to 
prioritise local economic objectives over national ones. Dealing with local debt 
is also a key driver in many cases. What might seem irrational from a national 
viewpoint can look very rational and effective from the local level.

As there is no single driver of local protectionism, there is no easy solution. 
Reforming the fiscal system, though, and the financial relationship between 
central and local governments must form part of any solution.

1 EuroHub4Sino Policy Paper 2025/18

Involution

Local
Protectionism

Unified
National

Market

Fiscal
Reform

Debt

Five-Year Plan

Keywords

https://doi.org/10.31175/eh4s.8d67



2 EuroHub4Sino Policy Paper 2025/18

Introduction 
At the Central Economic Work Conference in December 2024, Xi Jinping laid out his renewed 
commitment to establishing what he called a “unified national market” (quanguo tongyi da 
shichang). [1] In its recent incarnation, the need for this unification is connected to the goal 
of solving what is translated into English as “involution” – neijuan in Chinese. As briefly dis-
cussed in a previous EuroHub4Sino paper, [2] this refers to what Xi called “cut-throat low-price 
competition among enterprises” in sectors where there is over-supply, with poor quality and 
inefficiently produced goods often finding a market at the expense of superior products. The 
same goal of building the unified national market was also a key component of the proposals 
for the 15 th Five Year Plan published in October 2025. [3]

In a later speech to the Central Financial and Economic Affairs Commission in July 2025, Xi 
explained that this is a result of “distorted views of political performance” where local gov-

ernment officials think it is in their best interests to prioritise price over quality because of the 

pressures on local coffers, and (probably more important) to support and protect local producers 

rather than buying or sourcing better quality goods from other parts of the country. [4] Doing



so ensured that otherwise uncompetitive local producers gained a market share that they 
would not get in open market competition, not just keeping them alive but also through the 
fiscal system (more on which later) recycling money back to the local government.

Although Xi’s interventions signal a renewed focus on the consequences of local protection-
ism, it is not a new concern; far from it. The specific involution discourse is indeed new. It 
seems to be related to Xi’s concern that his New Quality Productive Forces agenda doesn’t just 
repeat past patterns, with local governments competing with each other to take advantage 
of new initiatives resulting in an oversupply of these new (quality) produce. [5] And much of 
it seems to be about tolerating losses in the short term to drive out competition and wait for 
others to leave the market. Even here, though, this is often done under the umbrella of local 
government support and subsidies, [6] and a broader more general concern with the conse-
quences of overproduction and local protectionism certainly isn’t new.

Not surprisingly, the current discourse in China credits Xi for bringing not just involution, 
but the problem of local protectionism more generally to national attention by mentioning 
it in his speech at the 18 th Party Congress in 2012. [7] This was followed by a “a work plan 
to remove regional blockades and establish an open market system” the following year. [8] 
The fact that nearly a decade later in April 2022 there was a new push for progress and a 
“detailed set of policy measures … to develop a unified national market, aimed at ending lo-
cal protectionism and unifying the fragmented market” [9] certainly suggests that the 2013 
solution didn’t fully work, and points to how complex, deep seated, and difficult the problem 
really is to resolve.

And in truth, this is not an issue that only came to light after Xi came to power. Local protec-
tionism has been identified as a cause of concern by Chinese leaders for many years. It was a 
key cause of concern, for example, for Jiang Zemin in 2000, [10] and (as we shall see later) Hu 
Yaobang even further back in 1985, with Chinese scholars warning against the emergence 
of local fiefdom’s or “dukedom economies” (zhuhou jingji) in the late 1980s. [11] Indeed, Carol 
Hamrin concluded in 1990 that after the first decade or so of reform after the death of Mao 
“China needed to open up on the inside as well as to the outside”. [12]

The incentive structures that Xi has highlighted are closely linked to the nature of local gov-
ernment financing; or more correctly, the inadequacy of it. While the nature of this financing 
has changed over the years, one constant is that to different degrees and in different ways, 
many local governments simply have had to find innovative ways of raising money. This is 
not just a matter of meeting targets and fulfilling expectations that can improve individual 
officials’ career prospects (and let’s be honest, at times to probably enhance their personal 
fortunes as well), but quite simply of meeting their financial obligations and delivering local 
services that need to be delivered. 
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Before delving into the causes and consequences of such action in more depth, this paper be-
gins with a quick overview of the nature of local governance in China. Despite Xi taking more 



power into his and the party centre’s hands during his period in power, China is simply too 
big and too diverse to be ruled effectively by a small group of politicians in Beijing (let alone 
by one man). What happens on the ground on a daily basis of course is influenced by what Xi 
says, does and wants. But it is also influenced by how different layers of local governments 
act; and when the average Chinese citizen comes into contact with the state, it is typically 
the local manifestation of the state that they encounter. 

The most obvious starting point when thinking about sub national governance in China is 
to focus on the Provincial Level, and to ask questions about centre-province relations and/
or inter-provincial differences (and at times tensions). And just about any statistic you can 
find reveals massive provincial difference to the extent that talking about a national aver-
age can seem really rather pointless. For example, per capita GDP per provincial level unit 
in 2024 ranged from RMB228,167 in Beijing (around US$32,000) to RMB52,827 in Gansu (just 
under US$7,500). In total 20 provinces had per capita GDP lower than the national average of 
RMB95,749. [13] Six provincial level units - Guangdong, Zhejiang, Jiangsu, Shanghai, Shan-
dong, and Fujian – have long been the main source of Chinese exports, and most years will 
account for nearly 80 per cent of the national total. [14] According to China’s Ministry of 
Commerce, in 2022 China’s Eastern provinces accounted for 86.6 per cent of all new inward 
investment. Central provinces (which confusingly includes some in the northeast) took 7.3 
per cent, and Western ones got a mere 5.8 per cent. [15] Qinghai’s share of the total was 0.01 
per cent compared to 16.1 per cent for Fujian, the biggest single recipient. [16]

But in many respects, provincial level governments aren’t really local at all. Guangdong, 
Shandong and Henan all have populations of over 100 million people, and Jiangsu’s 85 mil-
lion puts it just ahead of Germany, the EU’s most populous state. The population of Beijing 
Municipality alone is only surpassed by five EU states. The biggest municipal provincial 
level city, Chongqing, is roughly the same size as Austria (and has more than three times 
Austria’s population). 
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Layers of the Local

Provincial Variations

Along with Tianjin and Shanghai, Chongqing is one of the three municipalities at the same 
level in the hierarchy of power as the 22 provinces (23 if you include Taiwan as a province of 
China as the PRC insists that it is). The Provincial Level also includes the four Autonomous 
Regions (Tibet, Xinjiang, Inner Mongolia, Guangxi and Ningxia) and although they are often 
not included in analyses of centre-local relations, it also technically includes the Special 
Administrative Regions of Hong Kong and Macao. 



The third level is the just over 2,850 County Level units, consisting of counties (including 
autonomous ones, banners and so on), county level cities, and districts of bigger urban areas. 
And the fourth tier is the Township Level, with nearly 40,000 different governments, pri-
marily towns and townships but also including over 8,000 subdistricts of bigger urban units. 
There is also a fifth level of over 650,000 basic level units such as residential committees and 
village committees which regulate what goes on at the micro level. However, they are not 
typically included in the study of local governments in China; not least (but not only) those 
that are concerned with financial affairs. [18]

So there is a massive set of local government actors (and interests) below the Provincial Level. 
And it is this tier of local government that most ordinary Chinese come into contact with, as 
governments at the Prefecture Level and below have the main responsibility for delivering 
those services that affect day-to-day life; health care, education, environmental protection, 
social welfare and unemployment support and so on. Most of the debt of Chinese local gov-
ernments is also located below the provincial level, and here again we see significant regional 
variations with most of this debt in the central and western regions. [19]

There is also massive complexity, as there is no single set way that provincial level govern-
ments organise their relations with lower levels. For example, some counties have to report 
and share revenues with the prefecture government above them, while others miss out the 
prefecture stage and deal directly with the provincial government. The amount of revenue 
that sub-provincial level governments can retain rather than pass on to (or share with) higher 
authorities also differs across the country. [20] Even within a single province, some sub-pro-
vincial units can be favoured and get special treatment denied to other governments at the 
same level. Provincial governments thus play a key role in establishing the “developmental 
space” (or different developmental spaces) that their subordinate governments can operate 
within, providing not just provincial specific incentives and strategies, but different sub-pro-
vincial ones as well. [21]
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The name of the level, then, doesn’t necessarily directly correspond to the name of all of the 
territorial units at that level; not all of the provincial level units are actually called Provinces. 
The same is true at the second level, the Prefectural Level. In fact, of the 333 prefectural level 
governments, only 7 are actually called prefectures (though the 3 Leagues in Inner Mongolia 
are effectively prefectures by another name, and there are also 30 autonomous prefectures). 
By far the overwhelming majority are cities that are designated as prefectural level cities. [17]

Sub-Provincial Governments



So looking at the provincial level remains very important when it comes to trying to un-
derstand the political economy of China, or when looking to enter the Chinese economy. 
However, a provincial level focus needs to be accompanied by an understanding that there is 
much that happens at lower levels that determines what actually happens on the ground. Not 
least because it is primarily below the Provincial Level that local governments have the sort 
of intimate day-to-day relationship with other actors – most notably, businesses and local 
financial institutions – that collectively go a long way to shaping the type of local economic 
activity that Xi argues is obstructing the emergence of a single unified national market. 

For one influential Chinese economist, Bai Chong’en, this has resulted in the creation of a 
“preferential” economic model rather than a “universal, rules based” one. [22] At the most basic 
of levels, this can entail the local government giving preferential treatment to those that are 
part of (or very close to) the system itself – for example, if businessmen are party members 
and/or sit on the local People’s Congress. Simply not cause problems by complaining about 
corruption or other government action can also result in preferential treatment.

But it also entails more proactive action to attract and support the type of economic activity 
that the local government thinks will support its goals. Setting up a new business in China 
entails overcoming significant bureaucratic hurdles. So making it easier (or indeed harder) to 
As land is owned by the state, this creates a very strong starting point for local governments 
to shape who can do what, where and when.  We can then add on the various permissions 
and licenses that are needed to get any business started – certainly one of any size and 
significance - and support in gaining access to finance at the most affordable rates. And 
although Bai was proposing the idea of a preferential model over a decade ago now, much of 
his analysis still holds true today.

What one individual local government does might not have national significance. But if a 
number of local governments are doing the same (or maybe even all of them), then the na-
tional significance starts to become clear. With over-supply in many economic sectors, local 
governments tend to support their own local producers and keep them in business (and in 
profit) irrespective of quality and price, often at the expense of better or cheaper (or both) sup-
plies from elsewhere. This can entail making it harder for “outsiders” to get the certificates 
and permits they need to operate than it is for preferred local actors. [23] Xi has also placed 
a particular emphasis on local governments procurement and bidding processes including 
“problems such as awarding contracts solely on the lowest bid, substituting inferior goods 
for quality ones, and collusion of interests”. [24]
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Local Governments and Local Political Economics



Xi’s reference to the “collusion of interests” points to very personal incentives for some local 
officials to act this way; they can make money out of it. This is why anti-corruption activi-
ties including inspections of local government activity has increased under Xi (though not 
always as effectively as Xi would presumably like them to be). [25] But it’s not just about cor-
rupt and illegal activity. The importance of maintaining employment (and concerns about 
the socio-political consequences of large-scale unemployment) plays a role too. Arguably 
most important, though, is a combination of structural incentives and financial necessities.

At the most basic level, generating local GDP growth has been beneficial for local government 
officials when it comes to evaluations and promotions. Perhaps not surprisingly, the success 
(counted in specific ways) of the local economy is more important to them than creating a 
more rational and efficient national economy as a whole. Hence Xi’s comments on the conse-
quences of specific understandings of what constitutes a good “political performance” noted 
in the introduction to this paper. 

There is not space here to explain the nature of the fiscal system in any detail and the changes 
that have occurred since the major fiscal reforms of 1994. But the big picture story is that ever 
since then, many local governments have struggled to find the money that they need to not 
just show that their leaders have performed well, but to meet their financial obligations and 
responsibilities. Indeed, in 2024, the IMF referred to local governments as a whole facing a 
potential “fiscal cliff”. [26] This is in part because of the way that fiscal revenues are unequally 
divided between the central government and local authorities, and in part because of a similar 
unequal distribution of spending responsibilities.

In response, local governments have responded in three main ways. First, they have sought 
to maximise extra-budgetary sources of revenue. For a while, this primarily took the form of 
local governments levying fees for just about any and every service that they could think of 
outside the formal fiscal system. Such extra-budgetary finances probably raised more money 
in the country as a whole than taxes before most of the loopholes were closed and brought 
into the formal fiscal system at the start of the millennium. [27] More recently, selling land 
use rights – not selling the land itself but the right to do things with and/or on it – proved 
a lucrative source of income, becoming the single biggest source of funds that local gov-
ernments directly controlled themselves in the 2010s. Rising land prices were also used as 
collateral against loans taken out by local government owned financial companies (difang 
rongzi pingtai gongsi) to fund projects that their local governments wanted them to fund. [28]

This had many benefits:
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Incentives to Act 

Filling Fiscal Gaps

tasked with responsibility for local growth and left with a shortfall in 
budgets, local governments began to pursue urban development and



But as we have witnessed in recent years, these benefits quickly disappear when real estate 
prices begin to fall, as they have been doing in many parts of China since 2021. [30]
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Second, they have prioritised those activities that maximise local incomes. VAT and Corpo-
rate Income Tax collectively make up over half of local government income. [31] As the latter 
is collected in the province where the corporate headquarters is located (so not necessarily 
where the income is being generated), it makes sense for provincial governments to foster 
their own local producers rather than see locally incurred fiscal revenue being paid to another 
province. It also makes sense to develop local capacity in those sectors that are producing 
goods in high demand, and/or those that have been prioritised by the national government, 
and thus able to benefit from preferential treatment and policies. Competitive investment by 
local governments can then result in national over-capacity. The expansion of the production 
of New Electronic Vehicles is a very good example here, and one that has been highlighted 
by the central government as a site of what it calls “irrational competition”; though what 
might seem irrational from a national viewpoint can look very rational and effective from 
the local level. [32]

Third, they protect and support those local economic activities that help them meet their 
objectives, especially (but not only) those that they have themselves fostered and nurtured. 
Which takes us right back to the start of the paper, and the goal of breaking local protection-
ism and building a unified national market. 

Faced with a need to meet central targets for revenue collection, local 
authorities moved to create and defend local producers of high prof-
it yielding produce. This local intervention took two forms. Firstly, in 
some provinces locally produced (or controlled) raw materials were 
earmarked for local enterprises to ensure production. Secondly, internal 
trade barriers were also built to protect local industries, such as impos-
ing “import” tariffs on goods from other provinces. In combination, this 
allowed local produce to find a market irrespective of the comparative 
efficiency of production or the quality of produce of competitors.  Local 
profits were maintained and income for the local authority while high 
quality and more efficient producers were forced to cut back on

What is to be done ?

soon discovered a fruitful, self-reinforcing positive feedback loop: pros-
perous regions, with a higher quality of life would have higher land 
prices, which enhanced a local government’s capacity to raise funds 
through land sales. This cycle was instrumental in China’s rapid eco-
nomic development. [29]

To sum up then:



The overarching goal of that study of the 1980s was to examine what happened when individ-
ual reforms that made sense in their specific individual areas all came together and had to be 
interpreted and implemented by local governments. It tried to show that the sense and logic 
of one reform could be altered or even totally undermined by the collective consequences of 
different reforms in different areas. What was being done in the 1980s in terms of industrial 
policy, rural reforms, partial marketisation, financial reforms, administrative decentralisa-
tion, spatial/regional policy might have all made sense as discrete individual strategies. But 
they filtered down and interacted with each other in ways that created incentives (and indeed 
necessities) for local officials to act in certain ways; including in some ways that the central 
government was far from happy with even though it was generating growth.

The setting that local officials operate within today is very different from the 1980s. Indeed, 
one of the assumed solutions to localism in the 1980s – fiscal reform – has become one of the 
sources of it today. But the same basic argument holds true. If the leadership is serious about 
dealing with local protectionism, then they need to consider all the different factors (and how 
they interact with each other) that provide the incentives and necessities for local officials 
to act in the way that they often do. As much as Xi Jinping talks about the need for about 
coordinated macroeconomic governance, such a holistic approach is not always evident in 
his comments on local protectionism. 

Xi has outlined a number of things that he wants to see happen to begin to break down the old 
system and create a new one. As is often the case with Xi’s solutions, this includes exhorta-
tions for everybody to do the right thing and do their duty for the national good. But there are 
also more specific focuses on making sure that existing laws and regulations are actually and 
actively implemented, introducing new standards across the country to govern government 
procurement, and clarifying and standardising what is permissible and when in terms of 
local government subsidies for and investment promotion activities. And then we have the 
need to rectify the already noted problem of evaluating political performance.
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Except that this over long quote is not actually a contemporary assessment at all. Rather, it 
was written as part of an analysis of the first decade of post-Mao reforms in the 1980s. [33] 
That it seems to have at least some salience to the current situation over 30 years later per-
haps says something about the author’s laziness, and his reluctance to move on from previous 
positions. But perhaps it also says something about the extent and longevity of the problem 
that Xi seems now so keen to deal with. And also how numerous attempts to rein in localism 
have met with only partial results, and often simply resulted in creating new drivers and 
methods of prioritising the local over the national.

production either because of shortages of raw materials, artificially 
shrinking markets, or both… Although this type of action is irrational 
given the goals and priorities of the state …. it was rational from a local 
viewpoint given the environment they had to operate in.



Whether these changes will be enough to fundamentally shift incentives, necessities and 
actions in the way that Xi wants them to shift remains to be seen. This is in part because of 
the size of the financial problem facing many local governments – sorting out the future fiscal 
relationship will not on its own resolve past problems and make local governments debt free. 
Then we can add on the exacerbation of the situation for many by not just the real estate crisis, 
but the consequences of the pandemic on the Chinese economy, real and potential changes 
in China’s international (economic) environment.

It is also because this paper has only scratched the surface of the complexity of the different 
interacting factors that together help create the context that local governments operate with-
in.  We can certainly add on the significance of welfare policy, banking and other financial 
reforms, consumer confidence and activity, and the way that the New Quality Productive 
Forces agenda will play out spatially across the country, and the demographic challenges 
that were covered in a previous Euro Hub 4 Sino paper. [37] No surprise, then, that Xi himself 
has concluded that “building a unified national market is both a tough battle and a protracted 
war”.

Whilst not wishing to push the comparison too far, it is hard to avoid the temptation to return 
once again to the 1980s, and note at least some similarity between what Xi has been saying, 
and Zhao Ziyang’s analysis back in 1985. Then, Zhao used his Government Work Report to 
complain that local interests were impinging on central policy and national concerns in far 
too many cases, and local governments were seeking “higher growth rates with no regard to 
society’s needs, supply and demand, [and] available financial and material resources”. They 
were in effect pursuing “their own interests at the expense of those of the state and the peo-
ple, and their pursuit of immediate interests at the expense of the long term interests in the 
development of production.” And some of his solutions sounded a bit like Xi’s too, reminding 
local officials that they were “absolutely forbidden to overstep their authority and go their 
own way …. and damage the overall interests of the country in pursuit of the interests of their
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Fiscal reform is on the agenda as well, with a specific focus on transferring more spending 
responsibilities to the central government, and changing both the way that taxes are raised 
and shared. [35] This includes revising both the fiscal relationship between the centre and 
the provinces, and also between provinces and lower level governments with the promise of 
locating more fiscal revenue at the county level. There is also a commitment to “standardize 
tax revenue sharing” below the provincial level, but as yet with no clarity over what this 
standardised system might look like. [36]

The assessment system for high-quality development and the evalua-
tion system for officials’ political performance should be improved. Be-
haviour such as irregular investment promotion, local protectionism …. 
must be promptly criticized and corrected, with serious accountability 
pursued for egregious cases. [34]



There is clearly much more to come, not least in terms of very specific and targeted policy 
changes. As these emerge, though, one key question is whether Xi is focussing on the real 
fundamental cause of what he sees as a problem, or whether he is paying too much attention 
to a symptom that results from something else. Local protectionism and the tendency to-
wards involution might be a problem for the central government, and the evaluation system 
for officials and assumed benchmarks of successful local government action are indeed 
part of the cause. But there are other causes too. Until and unless the government gets local 
financing right (and also finds a long term and effective way of dealing with local debt), then 
China will continue to face potentially serious economic problems in the not too decent future. 
And even this might not be enough if change in other policy areas isn’t coordinated with the 
goals of fiscal and financial reforms.

In this case, though, we can also draw two conclusions that have direct relevance for Europe 
and Europeans. If local protectionism is broken down, then there is the chance that this will 
lead to greater opportunities for foreign companies and actors as well as non-local Chinese 
ones. But only a chance (and probably a slim one at that). The immediate intention is to 
make a level playing field for domestic Chinese actors and there has to be a strong possibility 
that others will still find it hard to compete. But it’s certainly worth monitoring new policy 
announcements to see if they create a greater space for foreigners, and form part of the gov-
ernment’s claims that it is becoming ever more open to foreigners. [40]
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As noted in some detail in an earlier Euro Hub 4 Sino paper, [39] more or less anything that 
happens in the Chinese economy has external consequences, whether intentionally so or 
not.  Indeed, this one of the common themes of the papers in the Political Economy section of 
the EuroHub4Sino project. Another recurring theme is China’s leaders’ – and most obviously 
Xi Jinping’s – desire to bring about an ambitious and fundamental change in the way that 
the Chinese economy works, with a specific focus on how growth should be achieved. And 
a third is that notwithstanding the confident way that Xi presents himself and the party to 
the Chinese people and the world, there is also recognition at the highest level of the need to 
act now to try and prevent the emergence of serious social and economic problems; many of 
them in the not too distant future. So when Xi himself makes the sort of speeches he made 
in 2024 and 2025, and it becomes clear that the unified national market agenda is also a key 
objective of the next Five Year Plan, then it really makes a lot of sense to try and understand 
what is going on. 

The Global Effects of Local Economic Change

own units or small circles”, and calling for unity of purpose and action: “as long as our people 
share the same understanding and act in unison, we have the ability and resourcefulness to 
solve any problems that arise in the course of our progress.” [38]



Second, China is a big and diverse country with a complicated and extensive structure of local 
governments, and a variety of different local political economies. As noted in the introduc-
tion, there are good reasons for focussing on the apex of the political system, particularly in 
the Xi era. Yes, this is a centralised unitary political system, and that central control might 
be stronger under Xi than under previous leaders. But there is still considerable room for 
local governments to do things that they think works best for them and to do things that the 
central authorities don’t like. 

As China began to open to the world in the 1980s and then even more so in the 1990s, it be-
came a sort of common sense that you couldn’t simply treat it as a single economic entity. 
Perhaps some of that common sense has been a bit forgotten or obscured since 2012, as Xi’s 
attempts to assert himself over the party and the party over the country have understandably 
resulted in a focus on the very top of the political hierarchy and the core of the centre of the 
political system. On a practical level, it is also very hard to keep on top of what is going on 
across the country as a whole. That is true if you just want to focus on the provincial level of 
local government, but even more so once you get down to the prefectural and county levels. 
Despite all that has happened, though, we simply cannot understand how the Chinese econ-
omy functions on a day-to-day basis on the ground by only studying central policy. Or even 
by looking at politics at the provincial level alone. If you want to trade with China, invest in 
China or accept Chinese investment, then understanding the specific local context that your 
Chinese partners are operating within would seem to make a lot of sense. 
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And indeed, excess production that is at least in part a result of local governments competing 
with each other has already impacted on Europe. That’s because competition for market share 
is not just limited to the domestic Chinese market, and the impact on Europe of domestic 
change in China sometimes is sometimes very much intentional. Competing in overseas 
markets is also a feature of local government support for favoured local producers, particu-
larly (but not only) when the domestic market is saturated. The expansion of the Chinese 
presence in European Electric Vehicle markets is a very good example here. [41]
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