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Abstract II |

Whether fiscal decentralization policy could become a kind of policy
impetus in the economic development strategy, from the pioneering
research of Tiebout and QOates in the 1950s to general imitation of
transition economy in the 1980s, has always been one of the focuses in
the macroeconomics field research, Nevertheless, the economic effects
of fiscal decentralization are still not very clear. With the gradual
improvement of our market economy and the gradual deepening of
opening to the outside world, in China there are some tremendous
changes not only in the economic environment and institutional
structure, but also in the manners of marekt entity. Central government
realized that it gould be impossible to achieve equal developments in all
areas, therefore we should try our bests to give local government more
powers and to encourage local economic developments. The basic
assumption of this strategy is that local governments can realize better
allocation of resources than central government. Looking back the
practices of fiscal decentralization, we should answer the following
question whether the implementation of fiscal decentralization policy
could bring about the corresponding economic growth. To explore the
mystery of China’s economic growth, initially demestic scholars have
focused on the household contract responsibility system in rural areas,
on the modern enterprise system reform which introduce material
incentives in enterprises, on the double-track price system, technology
import and export promotion. However, they neglect the fiscal
decentralization reform as the breakthrough of economic system reform
because we should admit that China’s economic system reform began in
the field of financial allocation. At that time China had gone through the

planned economy about 30 years, and the following economic reform
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realized that it was impossible to achieve equal developments
concurrently in all areas. So our central government decided to give local
governments more powers and encourage local governments to develop
their economies. Thus fiscal decentralization was turning into the
breakthrough of such reform. Regardless.of the original intention to this
reform from the financial pressure or excellent vision of the government
leader, fiscal decentralization reform undoubtedly has become one of the
policy impetuses in the economic development strategy and its role and
impact were very significant.

Looking back the history of relative studies, with the rise of
international study about the relationship between economic growth and
fiscal decentralization, scholars gradually started to pay more attention
to the role of China’s fiscal decentralization reform on China’s sustained
high-speed growth. Although the relative literatures about this topic
also started up, these literatures did not systematically explore the
impact mechanism of fiscal decentralization on economic growth.
Furthermore, many questions are up for getting clear and discussion.
The most typical question is that the existing literature about the
mechanism got beautiful result by introducing different level
government expenditure in the economic growth models. This way can
clarity the direct effect of fiscal decentralization on economic growth,
but probably neglect the indirect effect of fiscal decentralization. Fiscal
decentralization may in directly affect economic growth by affecting
those variables which would affct economic growth. We argue that in
transition economy, the indirect effect may be more important, so
neglecting the indirect effect may lead to inappropriate evaluation of the
effects of China’s {iscal decentralization on economic growth,

Thus, macroeconomic policy which dedicates welfare maximization
should adjust at the right time along with those changes. The
government has always pursued multi-goal, nowdays China’s
development strategy adhere to scientific outlook on development, to
promote regional, urban and rural areas, people and nature, man and

society etc over-all development. But under current economic growth-
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oriented evaluation mechanism, it is worth studying the topic about to
what degree other economic and society goals realizes meanwhile
government purses economic growth. So this article would expand the
study of fiscal decentralization from the conceptual of economic growth
to relative factors closely related to economic growth and evaluate both
the direct effect of fiscal decentralization on economic growth and the
effect of fiscal decentralization on those factors closely related to
economic growth such as the regional market segmentation and local
government efficiency. Therefore, we can carry out the empirical study
on the relations between fiscal decentralization, economic growth and
relative factors since China’s reform and opening and we can also explain
the policy implications of these conclusions.

The theoretical part of this article firstly describes the influence of
fiscal decentralization on economic growth through a dynamic model
based on the the traditional growth model. And through quoting
government spending into the production function, I design an economic
growth model. Thus, 1 find the most effecient decentralized level about
spending level amomg different government. If the real share of
government spending and the most efficient share are different, we can
raise the ratio of economic growth through reallocating spending level
amomg different governments., We can conclude that if s/ g << (s/g)”,
raising s/g can increase the economic growth rate. But when the
spending share of low-level government is too high, exccesive fiscal
decentralization can reduce the ratio of economic growth oppositely.
Next, the first basic growth model only explains the economic effects of
our fiscal decentralization aroud tax-sharing system reform in the angle
of exogenous variable. Thus we obtain the influenced degree from fiscal
decentralization to economic growth roughly and we can difficultly
estimate the varied condition of these exogenous variables during limited
time accurately. That is to say, the preceding model only explains that
fiscal decentralization can promote economic growth, but can not
explain fiscal decentralization itself, Therefore, beyond the analysis of

exogenous variable’s influence we extend the basic model by quoting
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endogenous variable (the composition of government spending) of
economic system into the model. We find that economic growth ratio is
related to not only the decentralized level but also the spending
composition between central government and local government. So if
the real share of government spending and the most efficient share are
different, we can raise economic growth ratio through reallocating
spending level amomg different government.

The empirical part of this article firstly analyzes the relationship
between provincial fiscal decentralization and economic growth from
1978 to 2008. We find the empirical conclusion that fisca]
decentralization significantly promotes economic growth. Additionally,
we also empirically analyze the intertemporal change and interregional
difference of China’s fiscal decentralization effects which contrasted to
the conventional results, Before tax-sharing system reform, the
relationship between fiscal decentralization and provincial economic
growth is significantly negative while significantly positive after tax-
sharing system reform in 1994. The coefficient of fiscal decentralization
is no longer significantly negative in the sample from 1978 to 2008.
Thus, empirical conclusion shows that the positive effect of fiscal
decentralization is apparing after tax-sharing system reform. In addition
to standing for the positive effect of tax-sharing system reform, the
sub-sampie analysis finds a positive relationship between fiscal
decentralization and economic growth in the localities with higher per
capita GDP, but none in the localities with lower per capita GDP from
1994 to 2008. The provinces in the east also take larger advantage of
fiscal decentralization than the provinces in the middle and west have.

This article analyzes the reason of intertemporal change and
interregional difference of China's fiscal decentralization through
extending the preceding basic model. We attribute such differences to
the composition of public expenditures, fiscal independency and the
improved coordination and intervention power of different-level
governments after 1994 tax-sharing system reform, Through dynamic

model combined expenditure composition and the panel-datas after
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China’s tax-shating system reform, we find that the optimal
decentralization ratio also depends on the allocation between central and
local public expenditure, It is notable that the coefficient of the share of
local budgetary spending on development is significantly positive and
that of central government is significantly negative. Potential distortions
may exist in the expenditure pattern between central and local
governments. The central government may be in a much better position
to undertake public investment with nation-wide externalities in the
early stages of economic development. With the progress of economic
growth, the central government should decrease its intervention in
economy and ecourage the local government and private investment to
focus on the provision of public services.

Moreover, we investigate the indirect effects of fiscal decentralization on
economic growth through several kinds of econometric methods., Here we
select two important variables which exert the indirect effects: market
segmentation and local government efficiency. Firstly, we measure 28
province-to-province market segmentation degrees using regional RPI
data. This mainly refers to the measure and comparision of China's
market segmentation degrees, empirical verification the effects of fiscal
decentralization on regional market segmentation and economic growth
after tax-sharing system reform. Secondly, we empirically analyze the
effects of fiscal decentralization on local government efficiency using
spatial econometrics. Here we select DEA and restricted stochastic
effect Tobit model to measure and explain the discrepancy and character
of China’s local government efficiency. So we can select reasonable
explanatory variables to set up spatial panel-data model and analyze the
effect and character of China’s fiscal decentralization on local
government efficiency.

The book includes 8 chapters, which are organized as follows.

" Chapter 1 is the “introduction”, which mainly introduces the study
background and the meaning, This chapter explains the concept and
measurement of economic growth and fiscal decentralization.” And it also

introduces the study methods and analytic framework.
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Chapter 2 is about the evolution and necessity analysis of China’s
fiscal decentralization. It introduces the evolution of China’s fiscal
decentralization since reform and opening, mainly {focusing on
tax-sharing system reform since 1994. Thus it answers the nesessity and
posiblity of China’s fiscal decentralization reform. The contents include
that the game analysis of China’s financial powers between governments
based on the effect of intermediate needs, the changing trend of fiscal
decentralization index in all provinces and the comparison of fiscal
decentralization index in different regions. ‘

Chapter 3 is about the theoretical framework of the effect of fiscal
decentralization on economic growth, Firstly, it reviews the relative
arguments about fiscal decentralization and economic growth including
the arguments favoring fiscal decentralization and cautioning against
fiscal decentralization. Secondly, this chapter analyze the effect and
mechanism of action of fiscal decentralization on economic growth
recuring to macroeconomic equilibrium model of traditional endogenous
growth theory. Thus it builds up the theoretical framework of the
empirical analysis of fiscal decentralization on economic growth which
fully reflects the direct and indirect effects of fiscal decentralization on
econormic growth,

Chapter 4 empirically verifies the relation China’s provincial fiscal
decentralization and economic growth. It uses panel-data model with the
fixed-effect intercept distortion through economitric analysis of model
setting and empirical data since 1978. Thus it can estimate the whole
effects of fiscal decentralization on economic growth since 1980s.
Finding that: during the sample period China’s fiscal decentralization
significantly promotes economic growth and among the given economic
condition there exsits the most effecient decentralized level. Because the
preceding analyses about fiscal decentralization only see from the static
angle, to solve this problem we carry out further verifications about
endogeneity and time-lag effect of China's fiscal decentralization. Thus
we receive that to some degrees China’s fiscal decentralization was

munipulated by the macro-control of fiscal policy. The action of fiscal
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decentralization reform on economy has certain time-lag period and the
positive effect occurs in the third phase or so. The impulse response
intensity of real GDP is positive and stable.

Chapter 5 investigates the intertemporal change and interregional
difference of China’s [iscal decentralization effects. Here it carries out
empirical verification and factor analysis on the intertemporal change
and interregional difference of fiscal decentralization by using different
verificative methods and it verifies the effect of endogenous variable
government expenditure composition through extending the basic
theoretic model. Empirtcal conclusions show that the central
government spending on basic construction is too much after China’s
tax-sharing system reform and potential distortions may exist in the
expenditure pattern between central and local governments. At present
the central government should adjust the spending sharing of economic
construction and release this spending ability to the local government
and private investment and transfer the focus into the field of social
public services,

Chapter 6 and chapter 7 extend the research of fiscal decentralization
from traditional economic growth to other fields closely related to
economic growth and its intension is to explore the indirect effects of
~fiscal decentralization on economic growth through other factors.
Chapter 6 measures 28 province-to-province market segmentation
degrees using regional RPI data and this mainly refers to the measure
and comparision of China’s market segmentation degrees, empirical
verification the effects of fiscal decentralization on regional market
segmentation and economic growth after tax-sharing system reform.
Conclusions show that from 1996 to 2007 China’s market segmentation
degrees were not more and more serious as some scholars had advanced.
From the nationwide angel tax-sharing system reform in 1994 produced
direct promotion effect on economic growth and the cost of
decentralization reform including market segmentation and vassal
economy deeply weakened that positive effect on economic growth,

From the angel of these two effects, at the mean value of nationwide
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market segmentation degree 0. 0578, if fiscal decentralization degree was
raised 1 percent, the promotion effect on economic growth would be
1.19 percent. Chapter 7 empirically analyze the effects of fiscal
decentralization on local government efficiency using spatial
econometrics. Here it selects DEA and restricted stochastic effect Tobit
model to measure and explain the discrepancy and character of China’s
local government efficiency. So we select reasonable explanatory
variables to set up spatial panel-data model and analyse the effect and
character of China’s fiscal decentralization on local government efficiency
using empirical data of 27 provinces from 1995 to 2008. Conclusions
show that China’s f{iscal decentralization significantly affects regional
government efficiency and traditional panel model underestimate this
effect because of not considering the spatial correlation. Thus we
achieve that China’s regional government efficiency between contiguous
regions has intensive spatial correlation. The action of fiscal
decentralization on the pure technical efficiency which peels off scale
efficiency is more deeply. And the effect of fiscal decentralization local
government’s efficiency improvement from return to scale is just a little,

Chapter 8 is about the reform and improvement of China’s
governmental policy in the frame of decentralization, It advances the
whole clue how to reform and improve China’s governmental policy
which is economic-growth-oriented by exploring the institutional source
of the contradiction between fiscal decentralization and economic growth

from the angel of policy improvement in the frame of decentralization.

Keywords  Fiscal Decentralization; Economic Growth; Government
Expenditure Composition; Market Segmentation; Government Efficiency
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