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Abstract: S

The issue of decentralization is a realistic problem. People thinking about this issue
often ask questions including: what decentralization is, under what circumstances de-
centralization is necessary, to what degree decentralization is appropriate and what wel-
fares decentralization can bring and so on.

The book aims at Chinese fiscal decentralization. In the beginning, the research
field and the definition of the fiscal decentralization are stated: firstly, the transfer of
the fiscal power to the market (including the distribution rélationship) ; secondly, fis-
cal decentralization among governments, changes of fiscal power among different gov-
ernment levels, which are usually based on the administration power of different govern-
ment levels; thirdly, the distribution of fiscal power from governmental organizations
with linear relationship, including a great deal of out-of-budget fund and their self-de-
terminant fiscal power.

Decentralization in the reality has long been paid a lot of attention by scholars. The
warfare between Spartan and Greek city-states in the B. C. seems to tell us that decen-
tralized power could bring competitive advantages, while the collapse of several Chinese
ancient feudal states is showing us that decentralized power is dangerous to the stability
of the imperium. The governmental administration of Russia is decentralizing after the
Soviet Union; developing countries have a moderate trend of decentralization; however,
developed countries have a tendency of centralization, and the establishment of Europe-
an Union unified many European countries which have policies of decentralization.

A broader perspective should be taken to research the issue of decentralization. In
the 18" century F rance, England and the U. S. , the requirement of decentralization in
the polity was regarded as the separation of the three powers, which is the foundation of
decentralization in the western history. The effects of this foundation varied according to

the influences of regulations, conventions, traditions and ( historical , cultural and tra-

ditional ) beliefs. The distinctive trait of the influences upon the separation of fiscal power ~— 1
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is that even if the formal regulation changes, there do not exist an implementation
mechanism and changed behavioral customs in accordance with it, which usually causes
disorder in decentralization.

The understanding of decentralization is made difficult due to the existence of many
different factors. The precondition of the basic logic is the income-expenditure relation-
ship. This seeming simple relationship (leaving business cycle and transition influences
alone) brings the basic knowledge on fiscal income and expenditure, fiscal policies and
decentralization. Through the Granger test on income-expenditure hypothesis, the basic
relationship between moderate decentralization and income-expenditure is extrapola-
ted. The income-expenditure relationship is convincing to some extent.

What about the evolution logic of decentralization? If the starting point is centrali-
zation, the central government’s misunderstanding of the preference of local public
goods will lead to requests of purely sharing fiscal income power. When local govern-
ments find that only income can’t well improve local public goods, they will quest the
re-definition of (fiscal) power between governments. It seems that the problem always
comes back to the cyclic reasoning of the quantity of public goods provided. The new
problem of functionalism is inadequate or excess public goods.

Centralization as the initial state of decentralization, soft budget constraint and the
endogenesis of different sectors cause the focus of fiscal decentralization to be on the dis-
tribution of power among different sectors. For example, the priority strategy of the heavy
industry focused more on the power distribution among different sectors. This focus is so
strong that the influence is notable and continuous. The decentralization to the market
was mainly substituted by distribution relationship, and the relationship between accu-
mulation and consumption demonstrated the initial state of the relationship between cen-
tralization and decentralization. After that, the evolution of fiscal decentralization took
place unstably, when the adjustment of Chinese fiscal system was quite frequent. The
reduction of short-term stabilization ( short-term contract) and incentive ( negative in-
centive) effect, as well as the increase of trading cost ( information hiding, central
government changing contracts, bargain, rent seeking, weakening of central govern-
ment taxing power, industrial competition between central and local governments) , led
Chinese fiscal decentralization into the medium phase. Following were the fiscal power
games between central and local governments, which were represented by local
governments’ demand for public goods supply, local governments’ cheating behaviors
during the fiscal system adjustment and the central government’s corresponding ac-

tions. These also showed that Chinese fiscal decentralization gradually entered the post-



decentralization period and reached stability (equilibrium) to some extent.

The complicated decentralization was highly correlated to economic transition. Un-
der the polity of separation of the three powers, there is still decentralization within the
government, and the fiscal power is partly shared by other linear governmental organiza-
tions.

Actually, the fiscal decentralization mainly takes effect in demarcation of public
goods supply, economic growth and institutional innovation incentives. When decentrali-
zation relationship satisfies two conditions, the decentralization mechanism will im-
prove. Firstly, the development of decentralization relationship should not hinder insti-
tutional innovation ( evolution) . Secondly, if keéping current institutions unchanged,
the development of decentralization relationship should not cause adverse selection,
e. g regional blockage, redundant tax-favorable zones, the treasury cheating caused by
separation of taxation and over-attention on local taxation growth. After the re-examina-
tion of public finance system, it’s found that public finance system and fiscal decentrali-
zation (taxation separation) are associated with each other. Appropriate decentralization
is inherent in the public finance system. Limits demarcated by public goods show the
changes of the choice relationship between government functions and fiscal decentraliza-
tion. To satisfy the demand for public goods, both the central and local governments are
adjusting to reach equilibrium, which is an everlasting continuous adjustment. During
the process of Chinese fiscal decentralization, there have been three basic organizational
structures; taxation separation, transfer payment and local public debt. Behind these
three structures, there are three crossing lines, of which the backbone is the polity of
the separation of the three powers and the other two are the distribution power of differ-
ence economic sectors (that is, fiscal power request from linear governmental organiza-
tions) and the fiscal power distribution among different governmental levels.

Inadequate decentralization usually leads to inadequate execution of principle-agent
relationship. This principle-agent relationship is inherent in the fiscal system, but the
lack of contracts between governments hindered the development of decentralization rela-
tionship. The principle-agent relationship needs to solve three basic problems of decen-
tralization: moral hazard (local governments’ fake data in the taxation separation sys-

tem) and adverse selection, absence of incentive mechanism and information asymmetry.
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