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Abstract

This study puts forward a new framework for understanding China’s
fiscal decentralization. Based on the well —known institutional facts of
“ political centralization, economic decentralization” , existing literatures
have focused on fiscal incentives of local governments and political
incentives of local officials. Our framework also originates from the above
basic facts. However, it focuses more on the intergovernmental horizontal
and vertical interactions constrained by political or administrative authority,
which induces China’s particular two—dimensional fiscal system.

We offer three scenarios to identify the interactive two —dimensional
fiscal system. First, in the case of China’s tax growth, the real tax rate
goes down when horizontal competition intensifies, and goes up when
vertical competition intensifies. Vertical fiscal revenue competition from the
mid 1990s has stimulated local governments and tax collection agencies to
better their tax administration, which increased the real tax rate and has
led to the well-known myth of persistent tax growth in China. Second, in
the case of “county directly governed by province” reform, the county and
municipality interact in the fiscal geography space, the fiscal rights space,
and the administrative power space. It ’s very difficult to tell whether
municipality snatches resources from counties or not. A comparative

positive framework has been developed to identify the relationship between
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the municipality and the counties governed, which offers a tool for the
prior examination and post evaluation of the reform. Third, in the case of
tax rights trade among towns and villages, tax collection targets act as a
vertical competition device, which causes cooperation among grass —root
governments. Welfare of both parties is improved, though the geography of
tax burden and the real extent of decentralization change. Tax collection
targeting is endogenized by the informal tax collection system, which then
leads to tax rights trade.

The two—dimensional intergovernmental interaction mechanism provides
not only a satisfactory explanation for Chinese special fiscal phenomenon,
but also a strong analyzing tool to understand Chinese economic
development model since 1990s. In such a theoretical framework,
underdevelopment in social affairs and high economic growth can be
understood simultaneously. Following the above framework, firstly, the
study continues to examine the bias of China’s public spending, which has
been a hot topic since the beginning of 21* Century. Origins of the
systematic bias are explored in our framework. Secondly, China’s
decentralized land finance model draws our attention. The allocation rights
of land use by local governments and the marketization of land factor have
composed the necessary conditions for Chinese local land finance, while
the vertical fiscal revenue competition finally prompted the formation of its
land finance model. Examples are given to illustrate the role of land finance
in the process of economic development. The small and medium SOEs’
privatization process is also explained by an integrated theory including
horizontal competition, vertical competition and local land finance. SOEs’
reform is not the only example, in the development of public infrastructures,

land finance played a distinguished role too. Intergovernmental horizontal

. 2 .



Abstract Q,

competition creates strong needs for infrastructures, while local financing
innovations make it feasible. The granted land use rights revenue effect and
binding BOT effect are explored respectively, which shed light on China’s
growth model.

Finally, in the above theoretical framework which has been employed
repeatedly, we discuss some promising topics briefly, including the logic
of segmentation and integration of regional econémies, the macroeconomic
effect of land finance and the hidden fiscal and financial risks. These
important and interesting topics are worthy of succeeding reflections and

explorations.

Key Words: Fiscal Interaction; Tax Rights Trade; County Directly

Governed by Province; Land Finance; Development Model
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