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Abstract 1

Abstract

The main idea of this dissertation is attempted to solve the issue of
the increasing income disparity in China. The first thing I should do is to
make the criterion and the tool by which the income disparity could be
measured, that is, the value judgment and the Gini — coefficient. Then
I analyzed why income disparity was inevitable, and why and how the
government should intervene. How about income disparity is in China
gave me one reason why we should use fiscal policy to reduce it, and
the transformation gave me the most important reason to use such policy.
Of course, the tools of fiscal policy by which we can use and what
should we do are the most important issues of this dissertation.

Income disparity is an objective phenomena. However, whether it is
reasonable is subjective, which is involved researchers’ value judgment.
If one judgment is not derived from another, and if someone feel that this
judgment is adapted to his ethical requirement, then such a value judg-
ment is the basic value judgment to this researcher. There are two kinds
of basic value judgment in the economic research, one is the ultimate val-
ue judgment, the other is actual value judgment. In the income disparity
research, the choice of value judgment is dependent on the understanding

of the equality and efficiency, then there are two kinds of basic value
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judgment, one is about income disparity with equality, another is about
income disparity with efficiency. Equality includes political equality, so-
cial and economic equality, my dissertation was mainly focus on economic
and social equality within the current social system. According to the sec-
ond theory of welfare — economics, efficiency and allocation could be con-
sidered separately. My basic value judgment is: if income disparity was
the result — equity which formed in opportunity equity, then it is reasona-
ble and acceptable. This requires everybody has an equality chance to
take part in the social — economic activity, to get the income according to
his factor input, the government should guarantee the basic human -
right. My basic value judgment to the income disparity after the Reform
and Opening in china was that: the increasing of income disparity was in-
evitable, and it is not conflict to the target of affluence tighter. It had
some incentive to the economic efficiency in the past year, but for the
reason I will be argued, the increasing of income disparity would not ben-
efit to our country’s efficiency and equity.

There are different criterions to measure income disparity by different
value judgment. According to the efficiency criterion, researchers devel-
oped the Pareto criterion and the compensation criterion. For the difficulty
of measuring equity, they often measure income disparity by the tool of
social welfare functions. Though there were many tools of measuring in-
come disparity, I chose Gini - coefficient as the tool to measure it, prove
that 0. 25 ~0. 35 is the comfortable range for a country.

The income disparity of Chinese resident has spread quickly, the
Gini - coefficient reached to a range much more than we could bear it.
These were caused by many reasons, but the character of a transitional
economy worsened the result (such as economic transition, the continu-

ous inflation in 1980 - 90s, the dual economy the China ). Overly big-



Abstract 3

ger income disparity has a great deal of negative impact on our social and
economic stability. Meanwhile, government’s intervention could improve
efficiency, whether from the good or the bad human — nature. On the
other hand, use forty — one countries cross — section data supplied by
the IMF, I found there was no obvious reverse U — type relationship be-
tween income level and the Gini — coefficient. All these suggested that it
is very necessary for the government’s intervention. As a transitional
country, Chinese could not constrain the market’s force or redistribute
the wealth now, then the fiscal policies are the preferable choice. From
the macroeconomic perspective, good designed fiscal policy could make
a bigger pie for the resident to share, if the poor get a big share from the
enlarged pie made by fiscal policy, and if the government use some poli-
cies to reach economic stable, then the income disparity will be less-
ened. From the microeconomic perspective, a specific fiscal policy
could reduce the income disparity among different income group (such
as individual income tax ). By comparison, government expenditure has
much more impact than the taxation.

In the planned economy of China, fiscal policy had little effect on
the reducing of income disparity, mainly due to the government’s control
of the income directly ( the wage level, benefit and so on all ordered by
the government). Since 1978, government has lost these powers gradu-
ally, and the fiscal policy was not well designed, these contributed to
the increasing income disparity, at least to some exient. Even so, em-
pirical evidence showed that direct taxation had some effect on the in-

come disparity, this was done by the regression of the data between
1985 - 2001
GDP:

Gini — coefficient with the rate of direct tax on the
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GINI =0.417 +2. 828 - DTGDP -3.812 - DTGDP ( -1)
(22.9) (3.1) (-4.9)

R? =0.756 DW =1. 387 F (20.1)

The policy suggestion is from two area of my dissertation, one is the
fiscal expenditure, the other is revenue. The latter was realized mainly
by tax policy. Government could use different kind of taxation, tax base
and tax rate, and so on, to control the individual income level and the
conditions which derive income, to determinate factor owners’ real in-
come level, to affect the scale of the government’s fund which used for
transfer payment. The mechanism of it is as follows. Individual income
tax adjust the disposable income, affect private storage and the real con-
sumption ability and the revenue of wealth. The taxation imposed by the
government reduce the high income people’s post — tax income, then it
was subjected to consumption tax ( commodity tax, VAT and duty), at
last the government could affect the welfare level of everybody. By tax
the wealth, government could affect the revenue and the income dispari-
ty inter — generation.

Of all the reducing income disparity fiscal expenditure policies, the
most important tool is individual tax. We use progression tax rate and the
designing of horizontal and vertical equality, tax the net income of eve-
rybody. Because the factors which not reflect one’s tax ability was deduc-
ted, and the different taxable income is subjected to different tax rate,
low income class often pay a little or not pay the tax. In the modern
times, almost all the developed countries’ individual tax have the re-
markable effect on their income disparity, in USA, 1993 —98 the indi-
vidual income tax reduced Gini — coefficient about 7% per year, Britain
was 11% , China only has the weak positive effect of 0. 65% in 2002. If

designed reasonably, we could predict that the individual tax will take a
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great deal of effect in China. The main problems with our individual in-
come tax are: there were some defect in the progression designing.
When consider the progressivity of a tax, you should not only mean the
tax rate schedule. I used the rate of taxable income to the per capita GNI
to represent the progresivity of a tax schedule. When adapt to the same
rate, the less of this rate, the larger of the marginal tax rate will be
faced to the same income distribution rank. By comparing with United
States and some countries which is close to Chinese developing stage, 1
found that the real progressivity of Chinese individual tax was the least,
and there were the shortcomings of an itemized taxation and the manage-
ment flaw. In order to reduce the income disparity, we should adjust the
tax rate schedule now, as the condition will fit changing it to the com-
prehensive individual income tax.

Obviously individual income tax is adjust the flow of the income.
We also should adjust the stock of income, the tax on property and the
transferring of wealth are such taxation. The main attempt of property tax
is to act as the inter — generation income distribution function, and the
role of reducing income disparity is to provide a starting equality condi-
tion. Chinese wealth taxation revenue was increasing quickly, now is a-
bout 1% of GDP. The shortcomings of this kind of taxation are as fol-
lows. It is only tax the owning of property, not tax the transferring of the
property. So we should legislate the legacy and gift tax. It helps to im-
prove social equality during transition times, to avoid of the unequality
in the past generation passing on to the next generation. As for the reve-
nue which it will generate, I deducted that was about at least four billion
yuan a year. The character of it should be a comprehensive legacy and
gift taxation, which is high rate, high level taxable point, easily de-

duct, simple and reasonable property’s evaluation.
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In the short — run, when skill is exogenous and couldn’t transfer
between occupation, the indirect tax will take effect in the redistribu-
tion. These condition are well fit for China, make it is possible for the
using of this tool to reduce income disparity. But the suggestion of nega-
tive income tax is not well adapted to China.

The fiscal policies that could be used to reduce income disparity in-
clude transfer payments, public education spending and the subsidies to
agriculture. In China, the big share of transfer payments is government
subsidy, they have great effect on economy and income distribution.
Subsidy increase the donee’s income directly, it also affect the price lev-
el of the economy indirectly. Empirical evidence from the LCD showed
that subsidies in kind could have pecuniary effect on the redistribution.
Inter — governmental transfer payments could reduce regional income dis-
parity, by developing less developed regions economy. The subsidy to
agriculture has great role in reducing income disparity between urban and
rural areas, and is fit for the rule of WTO. We also could not neglect
the social security system, the important thing we should do now is to
legitimate the social security tax, to unite the management institution of
it, to develop social assistance project in order to help the venerable
group. The food stamp program ( FSP) implemented in United States
give us a good example. The most fundamental thing we have to do is to
increase the expenditure of public education, it is essential to the prob-
lems solving of income disparity between urban and rural areas, most
experience from developed countries proved this. Now what we should to
do is to change the supporting way of compulsory education, to support
the educational expenditures in less developed regions, to encourage the
public support to education by tax preferential policy, to increase fiscal

assistance to the low income family.
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