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Abstract. The mismatch of the demand side and the suppy side in the Early Childhood Education
and Care (ECEC) sector has been a recurring pattern in China for a long time. As another baby
boom is looming on the horizon, “Easing the Shortage” is an urgent need. By describing the ratio of
the capital investment in China, the structure within the government eduational expeditures, and the
ratio of public-private facilities, this article makes a different argument that the ideas of the local
officials, the inter-governmental relationships and the incentive mechanism design are the driving
force of the development. The countermeasures are the more aggressive intervention policies, a
scientific mechanism design, and a regulatory reform of the private sector in ECEC.

Introduction

In recent decades, the Early Childhood Education and Care (ECEC) has become a central issue
for the governments in many developd countries[1]. However, the government investment in early
childhood service sector is not matched with the China’s lofty aim — *“a stong nation of education”.
Several child-abuse incidents resonated far and wide in 2017 and private kidergartens were accused
by the national media more than the previous years. On the surface these events definitely happened
in the private organzations, but from another point of view, they underscored the scarcity of the
public facilities.

The underinvest in preschool programs in China

China has always been in a position that the governmental expenditure on investment in people
below the average among the world. The 2000 Nobel laureate James Heckman once noted “In 1995,
China, at all levels of government, spent about 2.5% of its GDP on investment in schooling. At the
same time, roughly 30% of its GDP was devoted to physical investment. In the United States, those
figures were 5.4% and 17%, respectively. In South Korea, they were 3.7% and 30%.”[2] The
underinvestment in human capital means an imbalanced policy that seeks to improve productivity
by encouraging investment in physical capital in China. But such a strategy would not sustainable,
and will lower the rate of return of all kinds of capital investment eventually.

The globle financial crisis broke out in 2008 devitalized the economy of China and retarded the
speed of a more balanced investment strategy. The trend of underinvestment in human capital and
overinvestment in physical capital seems unchanged in the nearset decade. Fig. 1 shows the relation
between China’s physical capital investment (PCI) and the human capital investment (HCI).
Although China spent about 4% of its GDP on investment in education in 2012, it takes 17 years to
achieve the legal target.
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Fig. 1: PCI vs. HCI in China (2008-2016)

When we the break the blackbox of the educational expenditure, another deformation can be find
in the interior structure. In 2010, when the “Outline of China’s National Plan for Medium and
Long-term Education Reform and Development ( 2010—2020 ) ” issued, China’s ECEC
appropriation was below 0.05% GDP, contrasted with 0.36% GDP of the United States and the
means of European Union[3]. If we take the Heckman curve (Fig.2) as a benchmark, there should
be even higher proportion for this field because of the higher rate of return of the investiment in the
early childhood programs. “At current levels of resources, society overinvests in remedial skill
investments at later ages and underinvests in the early years.”[4]

What makes a lager scale of investment in the ECEC sector an ugent task is the population
changes. About 5 years ago, China began to allow couples to have a second baby if either parent is
an only child. At the end of 2015, the demographic policy in China became that all are the eligible
couples to have a second baby. It is clear that the capacity of the early childhood service will
directly face the challenges raised by the ongoing population change.
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Fig. 2 the Heckman curve
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Some of the reasons

“A central issue for OECD governments in relation to early childhood funding is not whether to
invest, but how much and at what level” [1]. But why the investment in China’s ECEC sevice
maintains a low level and has been keeping underinvest for a long time? A growing economic
literature on the public goods and services as well as human capital theory has substantially
improved our understanding of how these happen.

One reason for the deformation in China is the local officials’ blurred image about the ECEC.
Early childhood is a period of profound advances in reasoning, language acquisition, and problem
solving. Participants in early intervention programs score systematically better on a wide range of
variables measuring educational achievements and high school graduation rates and, later in life,
employment rates, monthly earnings, welfare receipt status, and crime rates[5]. Short-term gains
from participation in preschool on early cognitive skills and school readiness are well
documented[6]. Increasingly, studies are also finding long-term effects of early childhood program
participation on health, educational attainment, risky behaviors, and earnings[7]. However, if the
importance of these programs receives little focus by the educational policy makers, the rating of
budget priority of ECEC will never go to top.

Another reason is that the incentive non-compatibility in the public sector contributes to the
problem. Originated by Qian and Roland[8], an interesting argument emerged that the fiscal system
under fiscal decentralization with Chinese style would affect the provision of public goods and
services. For example, an empirical study finds that fiscal decentralization reduces the quality of
primary education significantly and remarkably[9]; by constructing educational fiscal
decentralization indicators and based on provincial panel data from 1998 to 2010, another
empirical study finds that excessive fical decentralization in basic education with the yardstick
competition for higher performance evaluation in nine-year compulsory education would induce
local governments’ inclination to emphasize primary education investment and neglecting
pre-school education investment[10]. All these things are contributors to a mismatch between the
high rate of return of the preschool programs and the underinvestment in the ECEC sector in
China[11].

Suggestions

The New Era of China may be aptly labeled the era of human capital more than any other period
in history. Economic literature on human capital gives some important implications for public
policy. In our opinions four points are worth commenting.

The initial one is the suggestion for strengthening the connection between science and policy.
Advanced theory should translate into good public policy and empirical research should convince
public officials to alter their policy preferences. Extensive literatures in economics, neuroscience,
and psychology all conclude that early childhood investments can benefit children, parents, and
society. “When an idea from early childhood education research, such as the critical importance of
early intervention, enters the public domain, that is a victory for science”. [12]

A second related aspect deals with the the theory of incentive compatibility. A scientific
mechanism design of incentive will yield twice the result with half the effort. In fact, the
imbalanced investment policy between physical capital and human capital reflects the incentive
distortion of performance, as is discussed by Qian and Roland in 1998[8], also reappearing in FU[9]
and some of the educational empirical studies[10]. We believe that the incentive non-compatibility
will be corrected eventually, because a fast speed of GDP growth will not be a promotion short cut
for the local officials, especially after the 19th National Congress of the Communist Party of China
in 2017.

Third, reform the fiscal system, including optimize the combination of inter-government
responsibilities and enlarge federal and provincial “cost sharing ratio”, for the local governments
undertook too more responsibilities in China. An American scholar states that “values regarding
equity and fairness imply that support for child care should occur primarily at the federal level,
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rather than at the state or local levels”[13]. However the China’s situation is “the more public
kindergartens exist, the larger ratio of cost sharing the local government would undertake”[14]. So
it is no surprising that the scarcity of the public ECEC facilities is commonplace in the
underdeveloped areas. In the low income areas, parents with lower average lifetime earnings tend to
have children earlier in their careers, and they also tend to have more children[15]. So the fiscal
burdens are heavier in these areas than the developed cities in the near future given the population
changes. “Equity demands that access to public goods and standards of living should not be
completely dependent on where one lives, given the wide variation in states’ needs, resources, and
costs of providing services”[13].

Last but not the least, there should be some incentives to enlarge the scale of private investment.
The New Public Management movement holds the view that public programs should involve
private providers and producers so that a public-private-partnership will be achieved. “Relying on
any single institutional model generates far less information about alternatives and consequences
than allowing multiple institutions to exist side-by-side” [16]. To expand the private investment, the
mechanism should abolish the “price-cap regulation” and carry out the “rate-of-return regulation”,
for the “A-J Effect”[17] will lead the investors put more money into the ECEC sector.
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