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Abstract

The Great Depression of west world in the late 1920s has greatly changed
the traditional opinions about the role of market mechanism and government.
Keynesian economic theory replaced the dominant status of classical economic
theory; government intervention in the economy replaced the dominant status of
free market, and then emerged the theory and practice of Counter-Cyclical Fis-
cal Policy (CCFP) .

The traditional fiscal theory regards that the central government should
adopt the fiscal policy for stability, which is the expansion policy through in-
creasing national debt, expanding fiscal expenditure, cutting fiscal revenue,
expanding budget deficit and other fiscal policy during recessions; and the cen-
tral government should adopt the adverse fiscal policy for stability during eco-
nomic booms. And most usually concern about the fiscal policy at central level,
few concentrated on the local level policy. However, a new view put forward a
strong challenge to the traditional theory. In 1987 Gramlich reexamined macro-
economic evidence and concluded that conventional wisdom may have been in-
accurate ( states should not only pursue CCFP but, in fact, adopt such prac-
tices to stabilize their budgets) and that we can reasonably assume that subna-
tional fiscal policy can exert at least short-term influence. Gramlich in 1991 ad-
vocated a fiscal policy for stability in local government, that is, CCFP. In
1985, the United States Congress concluded that “the states believe there is a
role for [ state] government in countering recession, irrespective of Federal ac-
tion. ” From the beginning of the 1960s, many American states and local gov-

ernments had established the fiscal stability device-budget stabilization fund
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{BSF) to deal with the fiscal crisis and economic recession, and the useful-
ness of the budget stabilization fund as a subnational countercyclical fiscal de-
vice is now widely recognized-over 40 states have adopted the fund.

Up to now, local fiscal stabilization problem has not been fully paid atten-
tion except for a little amount of literature in China. Wang Yong-jun deeply
discussed the role of local government on macroeconomic stability and suggested
building the budget stabilization fund in local government. However, few
among the existing literatures has not deeply research about the role of local fis-
cal on macroeconomic stability in China, especially how to set up some rules
and mechanisms of local fiscal for macroeconomic stability. Therefore, this
dissertation takes local fiscal stabilization as the research object. And then this
dissertation makes an empirical analysis of the relationship between local fiscal
behavior and the macroeconomic volatility, the evidence indicates that local

3

fiscal expenditure and revenue contrary to the “countercyclical” operation rule,
that is, the local fiscal revenue and expenditure is “procyclical” . Finally,
we put forward the idea of building the mechanism and rules of local fiscal sta-
bilization in China.

In China, as the different industrial structure, unbalanced economic de-
velopment level across regions; investment, consumption, imports and ex-
ports and other economic features are also different. Macroeconomic issues in
China are not only nation-wide but also clearly region-wide. Moreover, China’s
administrative divisions are 5 levels; accordingly, fiscal administrative divi-
sions are also 5. In such a multi-level system, the percentage of local expendi-
ture as high as 70% except the central fiscal expenditure, almost is the highest
in the world. And the local fiscal revenue and expenditure policy-making has
significant macroeconomic effects, these effects may be negative or it may be
positive. Therefore, when we are discussing the stabilization policy, if we are
only concern about the central fiscal decision-making is not correct, we must
pay attention to local fiscal revenue and expenditure behavior. And the local
government should take action as “countercyclical business” rule, and should
use appropriate subnational fiscal stability policy to play proper role, so as to
stabilize macroeconomic fluctuations, promote economic growth, stabilize the

price and get full employment, through fiscal approach such as taxation, pub-
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lic expenditure and deficit or surplus.

This dissertation uses the local fiscal revenue and expenditure panel data
from 1995 to 2006 in China, and makes an empirical analysis about the stabili-
zation effects of local fiscal behavior on macro economy. Empirical results show
that when economy is upturns, the local fiscal revenue and expenditure behav-
iors is not * countercyclical business” —is procyclical business—which result
in increasing the macroeconomic volatility.

Many factars result in the local fiscal behavior procyclical ;

(1) Maintain local social stability and realize social and economic co-ordi-
nation development is the most basic responsibilities of local government, but
all regions place the economic development into the first place. Thus, from the
reform and opening up, the local governments at all levels are always trying to
promote their economic development, and the aspirations of the development of
region economy is very strong, meanwhile the horizontal competition among lo-
cal governments are becoming more intense. And the local government officials
is appointed rather than elected (5-year term), and the government takes the
growth of GDP as the main content of the assessment mechanisms for officials,
so the political competition among local government officials are very strong,
which result in the short-term behavior of local government and local protection-
ism prevailed. Above these facts lead to local economic development is not co-
ordinate with, even contrary to macro economy, finally destroy the macroeco-
nomic stability.

(2) For the relaxation of fiscal discipline, there prevails the * Drinker
Behavior” at all level government ( especially local government) . The Drinker
Behavior leads to the fiscal revenue and expenditure behaviors have been influ-
enced by the “Informal Surplus” and business cycle. And result in the local
fiscal revenue and expenditure is contrary to “ Countercyclical Business”,
which is the basic stability rule.

(3) Lack of fiscal constraints, in particular, there is no guantified fiscal
constraints and lack of medium-term budgetary framework, resulting in a large
number of extra-budgetary fund and a large number of implicit and uncertain
fiscal obligations, as well as a large number of fiscal opportunism, and can not

ensure the governmental policy continuity, finally resulting in more expenditure

3
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more revenue in all spending departments.

(4) The deficiency of “Budget Law” , Budget Law has come into effect
since January 1, 1995, result in “ Annual Balance” namely exists, in fact
dead. The phenomenon of local government borrowing or disguised financing
is very widespread. In fact the budget is not balance, is deficit. According to
the local debt research group of State Council Development Research Center
statistics, at present, China local government debt at least 1 trillion RMB,
of which the total liabilities of local government ( township government) is
about 2200 billion RMB, the average liabilities of township is about 4 million
RMB.

(5) Currently, the tax-sharing system lack of standardization, unclearly
division of inter-governmental business power and expenditure, and use the old
system base divided the intergovernmental revenue, such problem has not been
solved; however, the current transfer system is an integral part of a greater
scope of fiscal arrangements between the government. The central government
built a transfer system, which focus on vertical control function (except hori-
zontal equalization function) , for some reasons, such as unitary system of gov-
ermnment structure, the centralization tradition, worrying about local govern-
ment don't obey the central government’s orders and some other factors.

These five factors have offset the “Countercyclical Business” effect of cen-
tral government, and exacerbated the macroeconomic fluctuations more or less.

In the past 20 years, China economy has developed very rapidly, the
growth rate is very high (9% ~10% ), meanwhile the growth rate of fiscal
revenue and expenditure is about twice the GDP growth rate. The macro econo-
my grow up leads to the fiscal grow up, particularly impressive. Although after
the tax-sharing system in 1994, the percentage of local government budget rev-
enue over total budget revenue has dropped, but the proportion remains high,
about 47% ; and from the expenditure structure point, the local government
budget expenditure has been about 70% of the total budget expenditure since
1994, the proportion is 69.9% in 2003, 72.3% in 2004, 74.1% in 2005,
75.3% in 2006, 77% in 2007, that is, 3/4 of budget funds are dominated
by local governments. Such highly decentralized fiscal structure, the local gov-

ernments impact significantly on macro-economic stability. Meanwhile, with
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the deepening of opening-up, China has been engaged in global capital liquidi-
ty and the global financial market, so it is particularly significant in local fiscal
stability. The central government spent RMBS500 billion and established the
budget stabilization adjustment fund in 2007 ; but up to now, China local gov-
ernments have no corresponding fiscal stabilization measures at all.

On the other hand, local fiscal budget reserve funds in China limited by
the annual budget balance, its own targeting factors, so the function of fiscal
back-up system was severely weakened, and it lost a lot of functions belong-
ing to reserve system. The budget stabilization fund (BSF), is a fiscal device
used by subnational governments to store exira revenues during economic
booms for us in economic downturns to supplement inadequate resources for
meeting outlay demands. The fact that the BSF is a useful countercyclical in-
strument has been recognized by state as well as federal legislators, profes-
sional organizations, rating agencies, and scholars. Therefore, we should
borrow ideas from local fiscal stability system in U. S. , and it is very impor-
tant to build a scientific and standard local fiscal stability device fit in with the
situation of China.

In order to do this, we examined the evolution of BSF in U. S. , the two
distinct definitions of BSF emerge, one relatively strict and the other loose.

¢ Sirict Definition

The strict definition is clear and straightforward with regards to the accu-
mulation of the fund ( during good times) and purpose (to cope with revenue
shortfall during recessions) . It is;

A budget stabilization fund ts money set aside while good economic condi-
tions prevail and then drawn down during poor economic times to lessen the extent
to which state governments will have to reduce expenditures or raise taxes to cope
with @ recession.

® Loose Definition

The loose definition purports that the fund is not only for temporary short-
falls, but also for any nonrecurring expenditures. The latter gives this defini-
tion a much broader scope. Consequently, the loose definition is broad enough
to count a contingency fund as BSF. The loose definition of the BSF runs:

A budget stabilization fund is money set aside:--against the chances of * re-




