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Abstract

For the past thirty years, China has experienced high-speed economic growth. It is
a miracle in the history of world economic development. But it also brings about many se-
rious problems which prohibit sustainable economic growth such as unbalance between
economic and social development, resource and energy shortage, increasing cost, eco-
logical environment damage and enlarging income distribution gap. The only way to solve
these problems is to deepen reform and break down system obstacles harmful to economic
development. As for previous important reforms, fiscal system reform always acts as pio-
neer. Tax-sharing system implemented in 1994 has stimulated local government to push
economic development, but it also led to extensive economic growth. It is almost impos-
sible to push the transformation of economic development mode if there is no fiscal sys-
tem reform. On the contrary, such economic development way will bring out more and
more social costs.

The existing tax-sharing system mainly determined the fiscal relationship between
center and local government, but it also shaped fiscal relationship which focus on reve-
nue distribution among different local governments. Combined with other institutions, lo-
cal fiscal system makes low level government pursue extensive management. In order to
change the mode of economic development, it is urgent for China to alter the manage-
ment style of local governments that produce 70 percent of GDP. It depends on reforming
local fiscal system and reshaping local governments’ incentive to change the way of eco-
nomic development. According to above logic, based on the typical facts and realistic
difficulties of Chinese economic development, the book studied the mechanism of exten-
sive growth, identified the incentive mechanism and effect of local fiscal system by theo-
retical and empirical analyses and found out local fiscal system’s reform direction, path
selection and supporting conditions. We expect the book will have a positive impact on

the promotion of changing the way of economic development.
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The book is organized as follows:

The first chapter introduces the significance of local fiscal system reform, basic
framework and main contents which include existing literatures, our main findings and
policy suggestions.

The second chapter analyzes the inner mechanism between economic development
and fiscal system on the whole and puts forward three theoretical hypotheses on the way
by which fiscal system influence transformation of economic development.

From the perspective of fiscal revenues management, fiscal expenditure manage-
ment and intergovernmental transfer, the next three chapters concretely study inner rela-
tion between local fiscal system and economic development. The third chapter analyzes
the basic characteristic of the existing local fiscal revenues management system and its
negative impact on economic development. It also points out how to reform local fiscal
revenues management system to promote the transformation of economic development.

The forth chapter systematically explores theoretical logic and empirical relationship
between fiscal expenditure and the way of development. It demonstrates different influ-
ence of extensive and intensive fiscal expenditure policy on economic development and
quantitatively analyzes the effect of local fiscal expenditure scale and structure on total
factor growth and household consumption.

The fifth chapter studies how transfer influence local governance. Firstly , it investi-
gates whether transfer coordinates government extensive competition. Secondly, it stud-
ies the effect of transfer on social public goods provision of local government and finds
out whether transfer is the factor which distorts local government’s fiscal resource alloca-
tion. Lastly, it studies the impact of ecological transfer on local government’s environ-
mental protection.

The sixth chapter comparatively analyzes local reform experiences of sub-provincial
fiscal system. It analyzes fiscal system such as Zhejiang, Guangdong, Hubei and
Ningxia, laying the foundation for the next enlightenment and policy suggestions.

The seventh chapter is concerned about supporting reform pushing the change of
economic development. Firstly, it analyzes concerned institution arrangements that lead
to local government choice of extensive development. Secondly, it deeply studies the re-
inforcement of cadre assessment, budget management and extensive growth. Lastly, it
puts forward policy suggestions on the reform of supporting institutions.

Our main findings are as follows: (1) indirect-tax dominated tax system goes

against industrial upgrading. The main local tax fails to produce enough fiscal revenues
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and it leads to off-budgetary revenue expansion. The absence of environmental tax and
resource tax make it impossible for government to protect environment by the method of
tax tool. (2) Local fiscal expenditure scale and structure is extensive and promotes low
efficiency society investment. The empirical analysis shows Chinese local fiscal expendi-
ture can’t promote total factor productivity. It curbs technology progress and is signifi-
cantly negative at the 1% level. (3) Intergovernmental transfer can’t act as an effective
coordination mechanism. On the contrary, it reinforces adjacent counties’ fiscal competi-
tion. The concentrated distribution of transfer can’t promote the efficiency of social public
goods provision, though it helps regional fiscal capacity balance. (4) Rotation of offi-
cials across regions, limited term of service, improper fiscal revenue collection and soft
budget constraint distort market competition and prohibit technology innovation, which
solidifies extensive growth.

Based on above findings, we put up the following policy suggestions .

1. Improving the match of expenditure responsibility and financial power among
different level governments by giving more administrative power to higher level and more
tax power to lower level governments. Establishing governance to regulate local govern-
ment revenue collecting  behavior. Improve local debt management and supervi-
sion. Optimizing tax structure by merging value-added tax rate and lowering tax bur-
den. Expanding local tax revenues by reshaping property tax and enlarging income tax
base. Integrating environment and resource tax and increasing share proportion to tax
sources regions.

2. Adjust the macroeconomic regulation and control policy target system by trans-
forming the short-term objective of maintaining econemic stabilization ( keep economic
growth) thoroughly to long-term goals of boosting the inter-temporal growth of social wel-
fare. Adjusting fiscal expenditure structure by increasing education, science and tech-
nology spending, ensuring the expenditure of general public services, public safety,
public media, employment and social security, and reducing expenditures on trans-
port, urban and rural community affairs, agriculture, forestry and water conservan-
cy. The public health care spending should also be reduced appropriately; because the
key is to improve the management level and to introduce competition mechanism.

3. The reform of the intergovernmental transfer system should aim at improving lo-
cal governmental responsibility under asymmetric decentralization, rather than simply
make up for fiscal shortage. Designing ecological transfer payments, the incentive mech-

anism should consider the two methods of “reward” and * punish™ to achieve holistic in-
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