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Informal Rules, Transaction Costs, and the
Failure of the “Takings” Law in China

By CHENGLIN LIU*

Introduction’

On the morning of September 15, 2003, a man named Zhu Qingliang
poured a bottle of gasoline on himself and proceeded to light the gasoline
on fire. Instantly, he became a massive fireball, lighting up Beijing’s
Tiananmen Square.” Zhu’s tragic demonstration was a protest against the
local government, which demolished his home without giving him proper
compensation. A similar case happened in Nanjing three weeks earlier.
There, a man named Weng immolated himself at the local demolition and
relocation office, which had forcefully evicted his family and demolished
his home without proper compensation.” According to a report by Xie and
Chen, six deaths were attributed to a single demolition project in Beijing
running from January to April 2003.* On January 9, 2005, two residents in
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Shanghai died in a fire deliberately set by a commercial developer
attempting to scare and evict residents from the building.’

These tragedies were by no means isolated incidents. At the National
Conference on the Management of Urban Demolition and Relocation, the
Vice Minister of Construction revealed that similar incidents had resulted
in 26 deaths and 16 injuries from January 2002 to July 2002. From January
2002 to August 2002, the Ministry of Construction received 1,730 in-office
complaints, 70% of which concemned demolitions, and 123 group petitions,
83.7% of which concerned the same.® A similar trend was reported by the
State Bureau of Letters and Visits.’

The tremendous harm inflicted on private owners can be directly
related to China’s furious economic development. Since the 1990s, China
has witnessed large-scale demolition projects aimed at making room for
commercial development® To cut costs and gain maximum returns,
commercial developers have been reluctant to provide residents with
compensation and relocation arrangements after demolishing old houses.
The tension between residents and developers has seriously affected social
stability. In order to strike a balance between economic development and
private property protection, the Chinese lawmakers passed several laws to
regulate government takings. In March 2004, a clause was added to Article
13 of the Constitution, which requires the government to compensate
private owners when their property is taken for public use. However, the
widespread misuse of “public purpose” takings and forced evictions
demonstrate that the newly-enacted rules have failed to protect private
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owners.

The objective of this paper is to analyze why the enforcement of
China’s new takings law has failed. Many Chinese scholars argue that
lackluster enforcement can be remedied by a well-drafted property code.
However, this paper applies the New Institutional Economics’ (NIE) theory
on institutions to the enforcement failure associated with the takings law. It
draws attention to informal constraints, which may be the ultimate cause of
failure in enforcing China’s takings law. Part I examines the basic theories
on government takings and the NIE’s view on the relationship between
formal and informal constraints. Part II provides a detailed analysis of the
major informal constraints that are detrimental to the protection of private
property. Finally, this paper concludes that fundamental institutional
changes are needed in order to establish a functional body of property laws
in China. These changes will ultimately reduce transaction costs resulting
from China’s economic development.

I. Government Takings and Transaction Costs

A. Justifications and Limitations of Government Takings (Eminent
Domain)

“Eminent domain is the power of the sovereign to take property for
‘public use’ without the owner’s consent.” Even though the coercive use
of private property can be traced to the days of the Roman Empire, the term
“eminent domain” originated from Grotius’ work De Jure Belli et Pacis in
the seventeenth century.'® Grotius believed the state possessed the power
to take or destroy property for the benefit of the social unit, but the state
was obligated to provide compensation to the property owner for the loss."!

The Fifth Amendment to the U.S. Constitution provides that no
private property can be taken for public use without just compensation.'

9. 1 NicHoLS ON EMINENT DOMAIN §1.11 (Julius L. Sackman ed., 3d ed. 2004)
[hereinafter NICHOLS].
10. Id. at §1.12.
11. Id. at §1.12[1]:
[T]he property of subjects is under the eminent domain of the state, so that the
state or he who acts for it may use and even alienate and destroy such property, not
only in the case of extreme necessity, in which even private persons have a right
over the property of others, but for ends of public utility, to which ends those who
founded civil society must be supposed to have intended that private ends should
give way. But it is to be added that when this is done the state is bound to make
good the loss to those who lose their property.
12. U.S. CONST. amend. V.
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This clause is often referred to as the “takings clause” or “eminent domain
clause.” Eminent domain proceedings require that: (1) the property be put
to public use; and (2) the owner of the property be provided with just
compensation.'?

Property taken through eminent domain proceedings has to be for
public use according to law, even though the definition of “public use” is
subject to debate.'* It does not mean that all for-public-use projects
automatically warrant invoking the power of eminent domain. If public
land is suitable for building a public school, it is not necessary to acquire
private property for the same purpose. Eminent domain proceedings are
often used in situations where land assembly involves a market failure on
the supply side.'* For example, building a highway may require several
adjacent parcels of lands, which are owned by different owners. If the
government had no power to take the lands coercively, it would have to
negotiate with each of the owners. If a single owner refused to sell her land
to the government, the whole project would have to be scrapped. This
leverage enables private owners to “holdout,” thus driving prices much
higher than their normal market value. This so-called “holdout” problem in
assembling land for public projects is analogous to monopolies in antitrust
law.'®

Eminent domain is designed to overcome the holdout problem as a
result of market failure. However, one should not assume that eminent
domain is cost-free. Sometimes, eminent domain is more costly than free-
market exchange.'” According to Thomas W. Merrill, the administrative
costs associated with eminent domain in the United States include:'®

Costs to lobby the legislature to grant the power of eminent domain;

Procedural costs required by the Fifth and Fourteenth Amendments and

state laws, “includ[ing] drafting and filing . . . formal judicial

complaint{s] and service of process on the owne:r;”19 Costs associated
with professional appraisal services; Costs associated with the guarantee

of condemnees’ rights, including public hearings on the condemnation’s
legality and the amount of compensation required; and [i]f condemnees

13. THOMAS J. MICELI, THE ECONOMIC APPROACH TO LAw 215 (Stanford Economics
and Finance 2004).

14. See NICHOLS, supra note 29, at § 7.02 [1], for a discussion on what constitutes
“public use” or “public purpose.”

15. MICELI, supra note 13, at 216.

16. Id.

17. Thomas W. Merrill, The Economics of Public Use, 72 CORNELL L. REv. 61, 77
(1986).

18. Id.

19. Id.
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file lawsuits to block the project, the costs of a lengthy lawsuit.2’

To determine whether the use of eminent domain power is desirable, it
is necessary to weigh the administrative costs of eminent domain against
the transaction costs of market exchange.

B. NIE, Transaction Costs and Informal Rules

One of the New Institutional Economics’ (NIE) primary concerns is
the interplay between transaction costs and institutions.! According to
Douglass C. North, institutions are the rules of the game in a society and
consequently provide the framework of incentives that shape economic,
political, and social organization. Institutions are composed of formal rules
(laws, constitutions, rules), informal constraints (conventions, codes of
conduct, norms of behavior), and the effectiveness of their enforcement.
Enforcement is carried out by third parties (law enforcement, social
ostracism), by second parties (retaliation), or by the first party (self-
imposed codes of conduct).*

Institutions, such as property rights, have a great impact on transaction
costs and thus on economic performance. “There is an intimate connection
between the institutions and technology employed; the efficiency of a
market is directly shaped by the institutional framework.”” Well-defined
property rights provide certainty and encourage individual owners to
participate in market competition and secure the return of their investments.
An open and competitive market as a result of well-defined property rights
is a powerful force to reduce transaction costs. On the contrary, if property
rights are ill-defined, or not enforceable, individuals are less likely to make
efforts to pursue long-term investments.” A good example of this
correlation is the experience of developing economies, which seek foreign
investment. A 1997 World Bank report indicated that “countries with
stable governments, predictable methods of changing laws, secure property
rights, and a strong judiciary saw higher investment and growth than
countries lacking these institutions.”’

20. Susette Kelo v. City of New London, 125 S. Ct. 2655 (2005).

21. DouGLASS C. NORTH ET AL., THE FRONTIERS OF THE NEW INSTITUTIONAL ECONOMICS
xvi. (John N. Drobak & John V.C. Nye eds., Academic Press 1997) [hereinafter Drobak].

22. Id. até.

23, Id.

24. See, RANDALL PEERENBOOM, CHINA’S LONG MARCH TOWARD RULE OF LAW 453
(Cambridge University Press 2002).

25. Id. at 450 (quoting WORLD BANK, ENTERING THE 215" CENTURY: WORLD
DEVELOPMENT REPORT 1999/2000 23 (1999)).
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For developing economies, the implication of the NIE theory is that
the first step to economic growth is to establish a well-defined and
enforceable property rights framework. During this process, developing
economies must be fully aware that while formal rules on property rights
are relatively easy to establish (chiefly through legal transplantation),
informal norms that create indirect property rights protections are not.
Concerning the relationship between formal and informal rules, North
pointed out that even in the most developed economies, formal rules only
account for a small portion of the constraints.’® On the other hand,
informal rules play an important role in shaping the general climate in
which property rights are enforced. North further observed that “[t]he
informal constraints that are culturally derived will not change immediately
in reaction to changes in the formal rules. As a result, the tension between
altered formal rules and the persisting informal constraints produces
outcomes that have important implications for the way economies
change.””” Therefore, the effectiveness of property rights protections
depends not only on well-defined legal rules, but also on informal rules that
either constrain or motivate behavior.?®

The task to build a functional system of property rights in China is,
therefore, an arduous one. Formal property laws, such as constitutional
provisions and property codes, may be easy to enact, but informal rules are
far beyond the lawmakers’ control. The deep-rooted bias against private
ownership, a weak judiciary, the unrestricted powers of the government
and widespread corruption problems are among the various informal
constraints that render formal rules unenforceable. Part II of this paper
identifies several informal constraints that are harmful to the protection of
private property rights in the process of massive government takings.

II. Informal Rules that Contribute to the Failure of the Takings
Laws

A. Misuse of “Public Purpose”

In 2004, a new clause was imbedded in Article 13 of China’s
Constitution. According to this new clause, private property may be

26. DOUGLASS C. NORTH, INSTITUTIONS, INSTITUTIONAL CHANGE, AND ECONOMIC
PERFORMANCE 36 (Cambridge University Press 1990).
27. Id. at 45.
28. LEE J. ALSTON, GARY D. LIBECAP, & BERNARDO MUELLER, Violence and the
_ Development of Property Rights to Land in the Brazilian Amazon, in Drobak, supra note 21,
at 145,
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expropriated or taken by the state, but the taking has to be for public use
and with compensation.” This amendment became instant good news to
residents who were struggling to keep their houses or wanted fair
compensation. There were reports that residents posted copies of the new
constitutional clause on their front doors to defend their homes. However,
the principle that the amendment set forth met harsh reality. Despite the
amendment, developers carried out demolitions for commercial
development as previously planned. Neither the People’s Congress nor the
Supreme People’s Court issued any interpretations on the meaning of
“public use.” As a result, local governments simply took advantage of their
inherent powers to over-stretch the scope of “public use.” Chinese scholars
analogized the term “public use” to a big “basket,” into which local
governments threw every conceivable project.*® The reasons for the misuse
of the “public purpose” are as follows.

1. GRC Doctrine

In the 1990s, several coastal cities created the GRC doctrine (Zhengfu
Jingying Chengshi), which means government officials run a municipality
in the same way a chief executive officer runs a large for-profit
corporation. The major goal of those cities was to attract foreign
investment and increase local GDP. The governments in the cities sold
urban land-use rights, together with utility supplies and infrastructures, to
foreign investors. The proceeds from land sales became the major source
of revenue. To maintain a competitive edge, these cities sold, to foreign
investors, the land in the best locations with built-in utility lines and access
to highways. In most cases, the best locations were in downtown
residential areas. To make the land readily available, the cities carried out
massive demolition and relocation. In order to maximize gains from the
land sales, the cities often lowered compensation standards and shortened
the time period for residents to seek remedies either through petition or
litigation. At the same time, the cities carried out public campaigns to

29. Article 13 of the Constitution of China [XIAN FA art. 13 (2004) P.R.C.] (amended as
of 2004) states:

The lawful private property of citizens may not be encroached upon. By law, the
state protects citizens’ rights to own private property and the rights to inherit
private property. The state may, for the public interest, expropriate or take over
citizens’ private property for public use, and pay compensation in accordance with
law.

30. Zhu Linxing, Qieshi Guifan Jiti Tudi Zhengshou Zhengyong Zhidu [Ways to
Improve Land Acquisition System], JIJEFANG RIBAO [LIBERATION DAILY], (Jan. 24, 2005),
available at <www.jfdaily.com.cn/gb/node2/node4085/node4086/node6038/
userobject1ai780651.html>.
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the government’s decision-making process, the developers are likely to find
that it is more costly to evoke the power of eminent domain than to
negotiate with owners on a consensus basis and purchase land-use rights
from the open market.

B. Informal Constraints

Based on New Institutional Economics, property rights are viewed as
institutions, which are composed of formal rules, informal constraints and
enforcement characteristics. In most cases, the three elements of the
institutions are not compatible with each other. As Dr. North observed,
“[wlhile the formal institutions may be altered by fiat, the informal
institutions are not amenable to deliberate short run change and the
enforcement characteristics are only very imperfectly subject to deliberate
control.”®® Therefore, a mere enactment of property law is unlikely to be
sufficient to offer adequate protection for private property rights. As
analyzed in this paper, the challenges facing the lawmakers in China are
not only how to formulate property rules, but, more importantly, how to
respond to and eventually alter the informal constraints that are hostile to
weak property owners.

While it is not perfectly clear how informal rules work in a formal
context, they do impose severe constraints on the ability to effectuate
changes. North and Thomas pointed out that “[p]roperty rights are always
embedded in the institutional structure of a society, and the creation of new
property rights, demands new institutional arrangements to define and
specify the way by which economic units can cooperate and compete.”® In
order to reduce transaction costs in the development process and make
property rules effective, the following changes to informal rules are
necessary. First, the government’s discretion in altering zoning plans and
authorizing takings must be restrained. This can be done by increasing
local congress’ involvement and requiring public hearings. Second,
without independent appraisal, it is impossible to ensure just compensation.
Therefore, the ties between appraisal firms and developers must be cut off.
In order to do this, unethical appraisers must be held accountable. Legal
liability must be increased to deter false appraisals. Third, the state should
make efforts to promote judicial independence, which is essential for
limiting the opportunities for government to abuse its powers.

95. DoOUGLASS C. NORTH, UNDERSTANDING THE PROCESS OF EcoNnoMic CHANGE 157
(2005).

96. ENSMINGER, supra note 93, at 167 (quoting D.C. NORTH & R. THOMAS, THE RISE OF
THE WESTERN WORLD: A NEwW ECONOMIC HISTORY, 5 (1973)).



