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Summary
Since the world financial crisis that originated in the US in 2007, China has encouraged investments in all regions and industries to sustain its fast economic growth through the RMB 4 trillion stimulus package where investments were primarily financed via massive bank loans. Local governments in China have used regional special purpose investment vehicles (SPIVs) to support and encourage large investment projects. However, the marginal efficiency and productivity of such extensive investments have been called into question and they have had complex and sometimes unforeseen consequences, including a rapidly growing housing bubble and local debts which soared to 17.9 trillion RMB by mid 2013 (corresponding to 33% of GDP).
Financial distress in the Chinese regions is, at least in part, due to an ambiguously defined central-local government relationship in terms of revenue collection and expenditure assignments. Although the central government controls about half of the country’s revenue incomes, it is only responsible for about 20% of the country’s expenditure responsibility. Much of its revenue has to be transferred back to the regional authorities. This has caused a number of budgetary difficulties and uncertainties at different levels of governments.

First, central-local revenue transfers have failed to reduce inter-regional inequality. Second, regional governments, particularly the less developed regions which are net recipients of revenue transfers, have constantly faced uncertainties over how to finance their expenditure commitments, frequently resulting in shortage and poor quality of public services provided to the local communities and residents. Third, as revenue transfers cannot be guaranteed before expenditure assignment and deficit financing is not possible, local governments have to seek extra budgetary revenues to meet their expenditure responsibilities. Extra budgetary incomes derived from imposing local taxes and fees often violate the basic principle of the country’s Budget Law, leading to serious social discontent and unrest. 
The 3rd Plenum of the 18th Chinese Communist Party National Congress announced a ‘Resolution on Deepening Reforms in an All-round Way’ in November 2013. The Resolution will make some reforms to strengthen and clarify the central-regional budgetary relationship. It will include three key elements. First, state and regional budgets will be clearly defined by law and regulation. Second, the central government will focus on a few areas for expenditure, including national defence and security, foreign affairs and key projects that may have effect on the whole country. Some duties, such as education, healthcare and social welfare will be shared between the central and local governments. All other expenditure commitments will be left with local governments if they are related to local social/economic development. Third, there will be a clearly defined allocation of revenue collection between the central and local governments and a rule-based transfer mechanism. Local governments will be allowed to levy new taxes, such as property taxes, and to issue bonds subject to approval by the central authority. 
With these new initiatives, plus some proposed reforms on government restructuring and efficiency improvement, it is expected that local governments will become more accountable for their duties and responsibilities, and more efficient and sustainable for local economic and social development without suffering from any financial crisis. 
How the new reforms will be implemented and what results will be achieved are still too early to predict, but the fact the local financial issue has been seriously considered by the new government implies that regional finance and the central-local relationship will have significant implications for China’s next stage of fiscal reforms. 
Key issues

This report will study the following issues in detail.

· the nature and balance of central and local finances;
· the history of fiscal reform and the current central/local revenue and expenditure situation;
· management of central and local governments and their costs and policy methods to improve administrative efficiency;
· vested interests and obstacles to budgetary reforms;
· possible impact on property (housing) tax;
· the role of foreign exchange reserves and local finance;
· policy changes that will define the new central/local government relationship for budgeting;
· the latest developments following the 3rd Plenum of the 18th Party Congress.

1.  Introduction 
Although China has a unitary political system, its current fiscal system is highly decentralized. It is based on the belief that decentralisation is an effective way of improving resource allocation and economic efficiency as local governments are better positioned to deliver public goods and services that match closely with local needs (Bahl and Linn, 1992; Lin and Liu, 2000). In addition, since most enterprises are controlled at the local level, fiscal decentralisation may also impose budget constraints and, consequently, stimulate higher productivity. 
Currently, the structure of governance in China is organised in a five-level hierarchy, as shown in Figure 1. Under the central government, there were 31 provincial units (excluding Hong Kong and Macau), 332 prefecture level units, 2,853 counties and 40,466 townships by the end of 2011. 
The revised 1995 Budget Law demands that an independent budget be proposed by each level of government to be approved by the People’s Congress at the corresponding level. Although a consolidated budget is raised by the Minister of Finance during the National People’s Congress (NPC) each March, the NPC approves only the central government budget (World Bank, 2002). Such arrangement hence gives the local governments a substantial degree of autonomy in determining their own budgets at a later stage. 
Figure 1 Governance structure of China, 2011


Source: NBS (2012), China Statistical Yearbook 2012. 

China’s current fiscal system is largely derived from the 1994 tax sharing system (TSS) which replaces the original negotiation-based system with a rule-based one. However, the system remains far from complete and optimal. For example, the revenue and expenditure sharing arrangements are only specified between the central and provincial governments while the other four levels of governments are left untouched. It also fails to build up a fully functional rule-based, formula-driven intergovernmental transfer system and has therefore exacerbated the problem of regional disparity. Last but not least, severe funding shortages at the local level have put the stability of the whole system at risk. As a result, along with continued reform, policies related to efficiency improvements in central-local transfer and the regulation of local behaviours must be further revised to ensure the effective functioning of the overall fiscal system. 

Since the new generation of government came into power at the end of 2012, a series of reform initiatives have been proposed to improve overall government efficiency, such as the initiation of an anti-corruption campaign, which aimed at reducing government extravagance and waste, and changes to the number and responsibilities of ministries including the abolition of the Ministry of Railways (MOR). However, it is argued that under China’s current one party regime, a more effective way to improve government efficiency is to reduce its intervention in the real economy. After all these years of reform, China has transformed itself from a centralised planned economy to a relatively decentralised market economy with socialist characteristics. It should therefore gradually reduce the government’s market intervention and price control to give the market more say. In this way, not only could government administrative expenses be cut, but the problems related to rent-seeking and corruption could also be alleviated. 
The 3rd Plenum of the 18th Party Congress has produced a new Resolution on the overall deepening of reforms in economy, politics, society, culture and ecology. Economic reform is the major part of the Resolution, and includes fiscal reforms. The purpose of the proposed fiscal reforms is to (1) clarify the central and regional budgets and make them more transparent, (2) clearly define the right and responsibility of revenue collection and expenditure between the two levels of governments and (3) allow more flexibility and autonomy to local governments so that their future finances will become more sustainable and robust.
The rest of the paper is organised as follows. Section 2 reviews the process of fiscal reform in China and the relationship between the central and local governments. Section 3 will discuss the problems of the current fiscal system and policy implications. Section 4 examines government efficiency and Section 5 will make some conclusions and policy recommendations for further reforms.
2. The Central-Local Relationship 
2.1 Fiscal reform in China

After more than three decades of reform, China has developed a highly decentralised fiscal system, under which the local governments have been given substantial autonomy, especially on the expenditure side (Shen et al., 2012). It is estimated that over 80% of the country’s budgetary expenditures are incurred at sub-national levels, which are responsible for vital social services including social security, basic education and healthcare. 
Third and fourth tier cities are accountable for all social security expenditures, such as pensions and social welfare. Counties and townships are responsible for the provision of basic education and public health for rural residents. They jointly account for 70% of the budgetary expenditure on education and about 55-60% of expenditure on health (Wong, 2007). Such high burden on local governments requires an effective intergovernmental fiscal transfer system to ensure that the required budget can be put in place to assist the provision of required services. However, according to a 2002 World Bank Report, intergovernmental arrangements in China are highly dysfunctional with a severe shortage of funds among the lower tiers, particularly in poorer regions. To understand this issue well, we first need to understand the evolution of the country’s fiscal system.   
Pre-reform fiscal system

During the Mao period, the fiscal system in China was copied directly from the former Soviet Union and arranged as an integrated part of the centrally planned economy system. Government revenue was mainly generated from the profits of state-owned enterprises (SOEs) and supplemented by taxes of different sources (Wanless, 1985). Agricultural surplus was transferred to the industrial sector and the government through the unfair trade of products and services between the two sectors. This system was considered to have two advantages: high level of revenue buoyancy and simplified tax collection and distribution. Since taxes were not expected to perform a significant role in resource redistribution, they were simplified to two major types: turnover tax, also known as industrial-commercial tax (gongshangshui), and income tax (gongshangsuodeshui), which were targeted at total sales and gross profits of producers. They jointly contributed to over 85% of the total tax revenues at the time (Wong, 1992). 
The government budget was mainly expenditure-driven and centrally controlled during this period. The Ministry of Finance (MOF) approved both the central and local budgets and the provincial governments approved the proposals of next lower level of government. Under this system, virtually all revenues were collected by local governments and the share of central revenue was decided according to the profit remittances from the SOEs. The income generated from taxes and the rest were then set aside as local budgetary revenues (defangyusuanshouru). 
This system, however, gave little incentive for local governments to raise revenues, to use funds frugally, or to provide effective supervision over local SOEs, as they were granted with little budgetary autonomy. In essence, all expenditures were determined by the centre according to its priorities and an intergovernmental transfer fund was set up to finance the gap between locally collected revenues and centrally permitted expenditures. As a result, during the 1970s, the budgetary performance supervision was lax. The weak link between budgetary income and expenditure suggested that any shortfalls from local governments could be easily passed along to the state budget. 
1979-1984: Revenue sharing arrangements

To promote local economic development, fiscal reform during 1979-1984 was designed to increase the responsibilities of local governments and to grant them more autonomy in fiscal decision making. Since February 1980, the highly centralised system was replaced by a fiscal sharing system. Since then, the fiscal power of most provinces was largely expanded. The centre was no longer allowed to arrange the local budget, or to issue mandatory fiscal targets. The provincial units acquired the authority to plan the expenditures for local undertakings and to determine fiscal arrangements with lower level governments. To accommodate the different local conditions and fiscal status, five types of revenue sharing arrangements were simultaneously in effect under the principle of “cooking in separate kitchens” (fenzhaochifan). The “Guangdong and Fujian model” represented the most generous and autonomous side, while the arrangements for the three “cash cow” municipalities, Beijing, Shanghai and Tianjin, lay at the other extreme. In between, was the Jiangsu model, which was a continuation of the “fixed rate responsibility” system, and two similar models applied on eight provinces with a large ethnic minority population and other 15 provinces. 
Following one of these sharing arrangements, the revenue of the provinces was budgeted at a level to cover its local expenditures. The local revenue and expenditure in 1979 was used as the base year figure for the determination of the sharing rate. It was fixed for five years even if later revenues fell short of covering actual expenditure. Thr eight less developed provinces were managed under the policy of “special considerations”. In addition to the full revenues collected, they were subsidised with a series of central grants, such as the fixed contingency fund.
Table 1 Revenue sharing arrangement between the central and local government
	Arrangement
	Provinces

	Arrangement I:
Provinces whose assigned revenue sources and shared revenue obtained exceeded anticipated expenditure were required to submit to the central government a portion of the balance at the negotiated rate. They were also not allowed to retain any revenue from the industrial and commercial tax (ICT). 
	3 provinces: Shandong, Hebei, Liaoning 

	Arrangement II: 
Provinces whose budgeted local expenditure exceeded the assigned revenue sources and shared revenue obtained were allowed to obtain a share of the ICT. 
	9 provinces: Sichuan, Shaanxi, Gansu, Henan, Hubei, Hunan, Anhui, Shanxi and Zhejiang 

	Arrangement III: 
Provinces whose revenue from all sources was inadequate to meet the budgeted local expenditure would receive a fixed subsidy from the centre to make up the difference. 
	3 provinces: Jiangxi, Jilin and Heilongjiang 


Source: Oksenberg and Tong, 1991. 
This fiscal system had two major advantages. First of all, the division of revenues by sources gave the local governments greater claim over the profits generated by local enterprises and hence nurtured a closer relationship between the two parties. In addition, through linking local expenditures directly with local revenues and promising an unchanged retention rate for five years, the system provided local governments with additional incentives to raise revenues.
However, despite the promise to keep the rate unchanged for five years, in 1983, less than three years after the reform, all provinces, except Guangdong, Fujian and three municipalities, were shifted to the Jiangsu model. The sharing rate was mainly determined on the basis of negotiation and the 1980-82 local fiscal accounts. The key reason driving the reform was the sharp decrease in revenue derived from SOEs and the rapid increase in ICT. The new system eliminated the distinction between enterprises’ profit remittance and tax income and hence had the potential to improve local tax collection. Nevertheless, before the impact of the new system had been reflected fully, another new tax-based fiscal system was scheduled to come into effect in 1985. 
1985-1988: Tax-for-profit reform and modified contract responsibility system
The tax-for-profit (ligaishui) scheme was intended to overhaul the tax regime, replacing enterprise profit remittance with a series of taxes. It was in response to the changing market condition, under which the enterprises required more autonomy resource allocation and decision making. 
The new scheme transformed the financial obligations of the enterprises into a series of taxes with unified rates across the country. It reduced the bargaining power of enterprises, formalised the revenue sharing arrangement between the central and local governments and weakened the link between enterprise ownership and budgetary revenues. Under the new scheme, five types of taxes were introduced gradually: an income tax levied on all profits, a turnover (product) tax replacing the original industrial-commercial tax, an adjustment tax capturing the “excess profits” during the transactional period
 , a capital tax charged for the use of fixed and working capital, and a series of local taxes financing urban infrastructure projects (Wong, 1992).
However, the new scheme suffered a major problem when the adjustment tax was introduced: this was determined by the profits realised by the enterprises in 1983. Such backward looking arrangements directly violated the initial intention of making a unified and non-negotiable tax rate which could be applied on all individual enterprises. Worse still, the later introduction of many other important taxes was also delayed and the proposed capital charge under the scheme has never been promulgated. In late-1986, amid growing concern for the falling profits of industrial enterprises, the State Council called for a return to the earlier enterprise contract system, representing total defeat for the tax-for-profit reform. 
1988-1993: Fiscal contracting system

To increase local governments’ revenue collection, to retain sufficient funds for local development needs, and to preserve a certain degree of fiscal control at the central level, China implemented a fiscal contracting system between 1988-1993. The provincial governments needed to choose one of the six types of revenue sharing schemes with the central government, after which each level of governments subcontracted with subordinate levels for certain revenue and expenditure targets. 

The central-local transfer during the period was mainly targeted on gap filling. Revenues were collected from the better-off provinces and were then redistributed to subsidise the less developed regions. Meanwhile, two special central grants were introduced: a “special purpose grant” designed for disaster relief, poverty reduction and other specific purposes and a “capital grant” targeted on local construction and other investments.
Despite all these efforts to revamp the disorderly fiscal system, a series of challenges emerged in the early 1990s, such as the continued decline of the “two ratios” (the central revenue to GDP ratio and the central to total revenue ratio), increased regional disparities, deteriorating central and local relationships and the devolution of expenditure responsibilities. 
As shown in Figure 2, since the 1988 reform, the two ratios, which measure the fiscal power of the central government, declined continuously. The centre government relied on local governments’ revenue collection, whereas the latter had strong incentive to retain as much of the funds as possible. They frequently abused the system by granting tax exemptions or preferential tax rates to local enterprises, and/or by revising the contract agreements repeatedly with the centre. Without sufficient revenue, the central government failed to finance some basic public services (Shen et al., 2012). 
Figure 2 The two ratios 
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 Source: China Finance Yearbook 2012; Ministry of Finance (MOF).

Another problem caused by the new system was increased regional disparity and local protectionism. To enlarge local tax bases, many local enterprises were established and this would inevitability lead to overlapped production and low productivity. In addition, the simultaneous implementation of various contracting systems facilitated political negotiation between the central and provincial governments. The wealthier provinces benefited due to their stronger political leverage, while the poorer provinces could only finance their basic needs with insufficient central transfers. This in turn exacerbated the problem of regional disparities.

Last but not least, fiscal stress at the centre undermined its ability to mobilise funds across regions, forcing the local governments to take more responsibility in meeting local spending needs. The centre was compelled to borrow continuously from richer provinces and hence aggravated the tension between the centre and local.  The centre blamed the local for their sluggish revenue generation and tax collection, while the local blamed the centre for the repeated changes in revenue-sharing arrangements. To absorb excessive local revenues, additional levies were imposed by the centre, such as the Energy and Transport Key Construction Fund. Consequently, local governments diverted a significant amount of revenues to extra-budgetary funds (EBF) to avoid central intervention. To solve all these problems, a radical reform of the fiscal system was initiated by the then Prime Minister Zhu Rongji in 1994. 

1994 –Present: Recentralisation through the tax assignment system
To curb continued revenue decline in the central government, to eliminate discretionary surcharges and levies, to increase the transparency of the tax system and to revamp central-local sharing scheme, a comprehensive package was proposed in the 1994 fiscal reform. The key initiative of the reform was the introduction of the tax assignment system (fenshuizhi), which changed the revenue sharing arrangement between the central and local governments fundamentally. 

Under the new regime, taxes were assigned into three distinct categories, central, local and shared. The central and local taxes were collected directly by the associated regulatory bodies, while the shared tax was allocated based on rates stipulated between the central and provincial governments. Another major effort made by the central government was the establishment of its own revenue-collection body, the National Tax Service (NTS). It was under the direct leadership of the State Administration of Taxation (SAT) and was responsible for the collection of all central government and shared taxes (Zhang, 1999). 
Since then, the tax system was simplified and the treatment of different taxpayers was unified, with the only exception being foreign invested enterprises. In general, taxes related directly to the achievement of national objectives, such as consumption tax and import tariffs, were fully assigned to the central government’s coffer; taxes related more closely to economic development were classified as shared tax, such as VAT, business tax, corporate and individual income taxes; finally, taxes which could be better managed and collected at the local level, such as urban land use tax, resource tax and farm land occupation tax, were allocated fully to local governments. A detailed breakdown of the new tax assignment system is presented in Table 2 and compared with the actual sharing rates based on 2012 data. 

The “tax sharing system” (TSS) was considered to be highly successful and the most immediate impact was on the improvements of the “two ratios”. In 1994, the ratio of central government revenue to total revenue jumped from 22% a year earlier to 55.7%. Although it declined slightly due to the Asian financial crisis, it was maintained at roughly 52% throughout the post reform period (Figure 2). The other ratio, total government revenue to GDP, started to rebound in 1996 after 17 years of straight decline. In 2012, total national fiscal revenue reached RMB 11.7 trillion, or 22.6% of GDP in the same year. Considering China’s rapid GDP growth over the past two decades, the improvement in central finance was remarkably impressive. 
Table 2 Assigned and actual tax sharing rates between central and local governments

	Taxes
	% shares
	Actual shares in 2012

	Central Taxes
	Central
	Local
	Revenue (RMB billion)
	% Shares

	Domestic consumption 
	100
	0
	788
	100

	VAT and consumption from imports
	100
	0
	1480
	100

	Ship tonnage
	100
	0
	4
	100

	Vehicle purchase 
	100
	0
	223
	100

	Import tariffs
	100
	0
	278
	100

	Shared Taxes
	Central
	Local
	Centre/Local
	Centre/Local

	VAT
	75
	25
	1968/674
	74.5/25.5

	Business
	3
	97
	21/1554
	1.3/98.7

	Corporate income 
	60
	40
	1208/757
	61.5/38.5

	Individual income 
	60
	40
	349/233
	60/40

	Stamp duty on security
	97
	3
	29/1
	97/3

	Local Taxes
	Central
	Local
	Local/Centre
	Local/Centre

	Resource 
	0
	100
	86/5
	95.1/4.9

	House property 
	0
	100
	137
	100

	Urban land use 
	0
	100
	154
	100

	Land appreciation 
	0
	100
	272
	100

	Farm land occupation 
	0
	100
	162
	100

	Deed 
	0
	100
	287
	100

	Tobacco leaf 
	0
	100
	14
	100


Source: Ministry of Finance (MOF); Shen et al., 2012. 
In addition, the TSS reform also standardised and simplified the intergovernmental fiscal system. The original six types of contracting system were replaced by a unified tax assignment agreement, which effectively eliminated the negotiation power of wealthier provinces. The central government regained fiscal control by centralising the taxation power. Both the tax base and tax rate were now determined by the NTS. Sub-national governments could only decide the rates of minor taxes under the guidance of the centre and were not allowed to grant any tax reductions or exemptions to local enterprises. Consequently, the influence of local governments on tax collection and administration was restrained. By holding control of five key tax categories (as shown in Table 3, they constantly contributed to over 90% of total central revenue), the central government ensured a sound income base and hence improved its revenue mobilisation capacity. 
Table 3 Major components of central government revenue

	Total 
revenue
(RMB billion)
	Tax revenue(RMB billion)
	

	
	Total tax revenue
	VAT
	Consumption and VAT 
on imports
	Company income 
	Consumption 
	Individual income 
	Five

taxes

	2005
	1,655
	2,010
	793
	421
	320
	163
	126
	1,824

	
	
	97
	40
	21
	16
	8
	6
	91

	2006
	2,046
	2,445
	959
	496
	436
	189
	147
	2,227

	
	
	96
	39
	20
	18
	8
	6
	91

	2007
	2,775
	3,201
	1,160
	615
	465
	221
	191
	2,652

	
	
	95
	36
	19
	15
	7
	6
	83

	2008
	3,268
	3,684
	1,350
	739
	717
	257
	223
	3,287

	
	
	95
	37
	20
	20
	7
	6
	89

	2009
	3,592
	3,985
	1,392
	773
	762
	476
	237
	3,639

	
	
	93
	35
	19
	19
	12
	6
	91

	2010
	4,249
	4,784
	1,590
	1,049
	780
	607
	290
	4,316

	
	
	95
	33
	22
	16
	13
	6
	90

	2011
	5,133
	5,784
	1,828
	1,356
	1,002
	694
	363
	5,243

	
	
	95
	32
	23
	17
	12
	6
	91

	2012
	5,618
	6,325
	1,968
	1,480
	1,208
	788
	349
	5,793

	
	
	95
	31
	23
	19
	13
	6
	92


Source: China Finance Yearbook 2012; Ministry of Finance (MOF).

Note: Figures in the second line represent relative percentages to total tax income. Figures under each year’s total tax revenue represent percentages of total net tax income to total central revenue. The total tax revenue reported in the table is calculated as: total net tax income plus the VAT and consumption tax rebates for exports. 

The overall structure of the TSS remained roughly unchanged until today with only a few amendments made on the revenue sharing side. For instance, in 1997, the stamp duties on security exchange were shifted from a pure local tax to an equally-shared tax. Later, the sharing rate was changed to 88:12 in 1998 and then to 97:3 in 2000. For the personal and business income taxes shared between the central and sub-national governments, it was altered from 50:50 to 60:40 in January 2002 (Zhang and Martinez-Vazquez, 2003).

2.2 Central-local relation and intergovernmental transfers
Before the 1978 economic reform, the revenue system was centralised and industry focused. The unique features of the planned economy ensured that profits generated from all sectors were accumulated by industry and the state could then extract the surplus easily through the profit remittance scheme. Then the centre would budget all the expenditures according to the defined prioritised areas. 

In general, the centre was responsible for financing defence, foreign affairs, national security and large scale investment programmes, while local governments were mainly responsible for funding local social services, including education, public safety, healthcare and social security. Each year, provincial governments would submit their budget expenditure proposals to the centre for approval and the inter-governmental transfers were then set at a level to fill the gaps between the locally collected revenues and the approved expenditures. Despite its re-distributive nature, such a revenue sharing system was highly subjective and opaque. It was hard to know the local revenues and expenditure needs as the local government could bypass the central authority by transferring the revenue collected into extra-budgetary or off-budget accounts. In addition, due to limited control over the assigned budget, the system also produced little incentive to local authorities to improve revenue mobilisation and expenditure efficiency.

Since the early 1980s, a series of reforms were implemented to empower the local governments. To stimulate revenue collection, they were encouraged to negotiate a deal with the central government on revenue remittance, and for any subsequent increments, a large percentage was allowed to be retained (Oksenberg and Tong, 1991). On the other hand, since the net local income had to be handed over to the central authority, local governments were frequently compelled to conceal revenue information. In some extreme cases, they may even collude with enterprises to hide their tax liability (Ahmad et al., 2002). As a result, the revenue accrued by the central government declined sharply during the 1980s. 

In 1988, fiscal distress at the central level forced the government to end its responsibility for financing certain local expenditure. Since then, revenue sharing was de-linked from the expenditure needs of local governments, resulting in a decentralisation of responsibilities. The role of the local governments shifted from a service provider to a financial provider and such a transition was later codified in Budget Law. For the municipal and county level governments, they inherited the responsibility of financing social security schemes, while for the township governments, providing funding for basic education in the countryside had become their primary duty. 
Such assignment of responsibility imposed a heavy burden on the sub-national governments. Accompanied by rising difficulty in obtaining transferred revenue from higher authorities, it triggered a rapid growth of extra-budgetary and off-budget financing of the local governments (Fan, 1998). Various fees, levies and conventional user charges were imposed to expand local revenue and many such charges could be classified as “illegal” fees, such as surcharges on household utility bills and road maintenance (World Bank, 2002). On the other hand, as the owners of local land, enterprises and natural resources, local governments were also given the opportunity to earn additional income by using these assets as collateral investments in joint ventures or setting up their own special purpose investment vehicles (SPIVs). Such incomes for the local governments were outside the MOF’s supervision and were widely accepted as a legitimate funding source to supplement extra-budgetary spending of the local governments. 
Consequently, the near-complete local autonomy in extra-budget revenue created a major incentive incompatibility in the system. Facing plummeting fiscal revenue, the centre had to resort to various discretionary instruments, such as issuing national bonds to the local governments, arbitrarily cutting down intergovernmental transfers or recentralizing locally-invested enterprises, to increase its influence on local revenue remittance (Ma and Norregaard, 1998). However, all such instruments created a vicious circle between the centre and the local authorities, leading to the development of an atmosphere of distrust between them. The entire fiscal system was on the blink of collapse.   
The 1994 TSS reform represented a watershed, after which the central government retrieved its fiscal power by centralising tax administration and absorbing the most lucrative sources of revenues including VAT and income taxes. The establishment of NTS restrained the power of local governments to grant generous tax exemptions to local enterprises. As a result, revenue collection was recentralised. 
In general, three methods were used by the central government to redistribute revenues to the local governments. They were tax rebates, equalisation transfers (also called the “transitory period grant” until 2001 and renamed the “general purpose grant” in 2002), and special purpose transfers (also called earmarked grants).
 Theoretically, the increased fiscal dependence of lower level governments on the central level should strengthen governmental collaboration and integration. However, since such downward sharing arrangements were only targeted on the revenue side with no distinct and explicit expenditure responsibilities assigned to the different levels of government, disputes between the central and local governments over the division of responsibilities have never stopped (Wang, 1997). It was even argued that the only reason that triggered the central government to transfer money downwards was fear of social unrest and the complete collapse of the grassroots level governments (Shih et al., 2004). Consequently, under China’s hierarchical party structure and in the absence of electoral pressure, its decentralised fiscal system has created a unique version of distorted federalism, referred to as “predatory fiscal federalism” by many scholars (Qian and Roland, 1998; Shih et al., 2004; Yao and Yang, 2003). 
3. Problems of the Fiscal System and Policy Options

3.1 Limitations of the Tax Sharing System

China’s fiscal reform in 1994 was widely regarded as the most intensive and far-reaching reform which transformed intergovernmental fiscal relations after 1949 (Shen et al., 2012). Through replacing the old discretion- and negotiation-based system with a new rule-based one, fiscal power was to be recentralised and the relationship between the central and sub-national governments become more transparent and unambiguous. However, this objective has yet been fully achieved. Despite all the improvements, the current fiscal system in China is far from optimal. At the central level, the wide use of tax rebates and earmarked grants remains highly discretionary and favours the richer provinces. While at sub-national levels, dependence on extra-budgetary funds has created a major incentive incompatibility in the system. As a result, a disproportionately large share of expenditure responsibility is devolved from the upper level governments to the grassroots level governments. Without sufficient funding, in many cases, this has led to the under-provision of public services, increased vertical and horizontal disparities, and worsening central-local governmental relations.  

Lack of fiscal power at the central level
When the TSS was introduced in 1994, one of the primary objectives was to strengthen the fiscal power of the central government so as to balance the distribution of fiscal resources. Figure 3 depicts the growth of the central and local government revenues from 1990. On average, the growth rate of total national revenue was about 19% per year during 1994-2012, while the same rate for the central government revenue was about 28%. Given the complexity of the 1994 reform, it was unclear whether the rising central share of total national revenue was real or illusory (Wang, 1997).  
Figure 3 Revenues of national, central and local governments
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Source: Ministry of Finance (MOF): http://yss.mof.gov.cn/zhengwuxinxi/caizhengshuju/; China Statistical Yearbook, 2012.

Under the TSS, the central revenue could be interpreted in three ways, as illustrated in Table 4. The first is the official definition, which combines centrally collected tax revenue and non-tax revenue (1). By this definition, the proportion of central collection increased from 22% in 1993 to an average of 50% throughout the 2000s. The second definition includes not only centrally collected revenue, but also revenue to be remitted by the sub-national governments to the centre (3). Under this definition, the central government’s share reached 67% in 1994 and has been maintained at around 55% since then. However, not all of these funds were at the disposal of the central government. It had to be redistributed to balance the wealth distribution across the country. In doing so, a large amount of central grants and tax rebates were transferred by the central government back to the sub-national level and the amount left gave the third definition of the central revenue (6). As a result, the centre’s share of revenue falls sharply to about 20% of the total. The situation has worsened since 2009 when local remittances were stopped and a higher percentage of centrally collected revenues were transferred to sub-national level governments to stimulate local economic growth. In 2012, after deducting all the local transfers, “real central revenue” was only about 9% of the total national revenue. Such fund shortages may hinder the centre’s capacity to meet its key expenditure responsibilities. In addition, the wide use of tax rebates and earmarked grants may also discredit the transparency of the whole fiscal system. 
Table 4 Real central revenue and its share in national total (RMB billion, %)
	
	Central total revenue 

	Transfer to local government 
	Net central revenue

	
	Central revenue (1)
	local transfer (2)
	Total (3)=(1+2)
	Value (4)
	As % (5)=(4/3)
	Value
(6)=(3-4)
	As % national revenue

	1990
	99.2
	48.2
	147.5
	58.5
	39.7
	88.9
	30.3

	1991
	93.8
	49.0
	142.9
	55.5
	38.8
	87.4
	27.7

	1992
	98.0
	55.9
	153.8
	59.7
	38.8
	94.2
	27.0

	1993
	95.8
	60.0
	155.8
	54.5
	35.0
	101.3
	23.3

	1994
	290.7
	57.0
	347.7
	238.9
	68.7
	108.7
	20.8

	1995
	325.7
	61.0
	386.7
	253.4
	65.5
	133.3
	21.3

	1996
	366.1
	60.4
	426.5
	272.3
	63.8
	154.3
	20.8

	1997
	422.7
	60.4
	483.1
	285.7
	59.1
	197.4
	22.8

	1998
	489.2
	59.7
	548.9
	332.2
	60.5
	216.8
	21.9

	1999
	584.9
	59.8
	644.7
	408.7
	63.4
	236.1
	20.6

	2000
	698.9
	59.9
	758.8
	466.5
	61.5
	292.3
	21.8

	2001
	858.3
	59.1
	917.4
	600.2
	65.4
	317.2
	19.4

	2002
	1,038.9
	63.8
	1,102.7
	735.2
	66.7
	367.5
	19.4

	2003
	1,186.5
	61.9
	1,248.4
	826.1
	66.2
	422.2
	19.4

	2004
	1,450.3
	60.7
	1,511.0
	1,040.8
	68.9
	470.2
	17.8

	2005
	1,654.9
	71.2
	1,726.0
	1,148.4
	66.5
	577.6
	18.3

	2006
	2,045.7
	78.7
	2,124.4
	1,350.2
	63.6
	774.2
	20.0

	2007
	2,774.9
	86.3
	2,861.2
	1,813.8
	63.4
	1,047.4
	20.4

	2008
	3,268.1
	94.6
	3,362.7
	2,299.1
	68.4
	1,063.6
	17.3

	2009
	3,591.6
	-
	3,591.6
	2,857.0
	79.5
	734.6
	10.7

	2010
	4,248.9
	-
	4,248.9
	3,234.1
	76.1
	1,014.7
	12.2

	2011
	5,132.7
	-
	5,132.7
	3,992.1
	77.8
	1,140.6
	11.0

	2012
	5,617.5
	-
	5,617.5
	4,536.2
	80.8
	1,081.4
	9.2


Source: China Finance Yearbook 2012; Ministry of Finance (MOF).

Inefficient inter-governmental transfers 
Although the introduction of the TSS in 1994 was intended to replace both revenue sharing and inter-governmental transfers with an objective formula-driven and rule-based system, the new system still favours richer provinces and hence has exacerbated the long existing problem of regional disparities (Shen, 2007; Young, 2000). In essence, the TSS was at best an addition to the previous fiscal contracting system and has inherited all the transfer mechanisms from the old system. To gain the support of the local governments when the reform was introduced, it adhered to the principle of “hold harmless”. Each of the provinces was assured that under the new regime, they would receive at least the minimum amount of VAT and consumption tax revenues retained in 1993. For any revenue shortfalls, the central government promised to compensate the losses of the provinces through tax rebates.
 In addition, to enable the provinces to benefit from the growth of their “lost” tax base over time, the central government also agreed to rebate 30% of increased revenue from the VAT and consumption tax each year. Consequently, inter-governmental transfers under the new regime were dominated by tax rebates, which remained highly origin-based. On the other hand, an equalisation transfer was introduced to compensate the inadequate tax rebates and was later incorporated into the general transfers from the central government.  
Under the 1994 TSS, tax rebates were determined by the “derivation principle”, which pegged transferable amounts to revenues collected. As a result, returns to those provinces with stronger revenue generation capacity were higher than those provinces with low revenue incomes. To offset this counter-equalizing effect and to provide additional aids to the poorer regions, an equalisation transfer pilot scheme was introduced in 1995. Table 5 summarises the total transfers and rebates from the central government during 2008-2012. On average, half of total central transfers were assigned as general transfers, of which about 19% were directed to the pool of equalization transfers. 
Table 5 Total transfers and rebates from central government (RMB billion)
	
	2012
	2011
	2010
	2009
	2008

	Total transfers and rebates
	4536.2
	3992.1
	3234.1
	2856.4
	2299.1

	A. Transfers 
	4023.4
	3488.1
	2734.8
	2367.7
	1870.9

	(1) General transfers
	2143.0
	1831.1
	1323.6
	1131.7
	874.6

	Equalization Transfers
	858.3
	748.8
	476.0
	391.8
	351.1

	 o/w    For salary adjustment
	236.2
	264.7
	237.6
	235.8
	245.1

	     For compulsory education
	159.3
	108.5
	94.8
	89.4
	26.9

	     For welfare/social relief
	376.3
	275.1
	142.9
	120.2
	--

	(2) Earmarked grants
	1880.4
	1656.9
	1411.2
	1236.0
	996.2

	Education 
	108.6
	118.5
	87.9
	52.0
	69.3

	Social security/employment
	140.5
	146.2
	192.8
	164.1
	239.9

	Health care
	91.1
	89.7
	139.6
	120.6
	78.0

	Energy/environment 
	193.5
	154.9
	137.4
	111.4
	97.4

	Forestry/water affairs
	524.8
	418.4
	338.4
	318.3
	151.3

	Transportation 
	310.6
	296.8
	111.0
	--
	--

	Housing security 
	219.1
	147.1
	73.9
	--
	--

	B. Tax rebates
	512.8
	504.0
	499.3
	488.7
	428.2


Source: MOF: http://yss.mof.gov.cn/zhengwuxinxi/caizhengshuju/. 
Apart from the general transfers, the next biggest trunk is the earmarked grants, also named the ‘special purpose grants’, which account for about half of the central transfers nowadays. These grants are allocated on an ad hoc and programme-based manner and are generally used to finance specific purpose projects, such as agricultural development, energy conservation, and natural disaster recovery. For MOF in particular, earmarked grants have been used more like a final resort, transferred directly from the final account to subsidise funding gaps. On the other hand, the grants are also expected to have some equalisation effects. However, past experiences suggested that since the majority of the earmarked transfers were dominated by food and other consumer subsidies and were targeted mainly on urban areas, it was actually counter-equalising (Wong, 1997). In practice, the transfer system was more widely used by the central government to maintain the loyalty of local officials and key constituents (Shen et al., 2012). 

Growing horizontal and vertical disparities

As discussed above, the complex and inefficient inter-governmental transfer system has worsened the situation of regional equality.
Figure 4 depicts the distribution of central transfers and earmarked grants to the provinces in 2011. The horizontal axis is provincial per capita GDP and the vertical axis per capita transfer of revenue. There is weak evidence that poorer regions receive more earmarked grants, except for the two outliers, Tibet and Xinjiang, which appear to have received large amounts of central transfers. However, such exceptional transfers are almost certainly to be explained by a political rather than economic reason: i.e., maintaining social stability in those troublesome areas where social discontent has been caused not only by economic backwardness but also by ethnic conflict between the Han majority and local minority nationalities. 
Figure 4 Central transfer and earmarked grants by provinces, 2011
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Source: China Finance Yearbook (MOF, 2012). 

During 1995-2011, the five richest provinces constantly collected over 30% of the nation’s total fiscal revenues but were only responsible for an average of 25% of total expenditures. In particular, on the spending side, the ratio has dropped to just above 21% in 2011. While on the other hand, the share of revenue for the five poorest provinces was about 6% on average, but they needed to contribute to over 10% of total expenditures. The wide disparity between revenue collection and expenditure responsibility has caused concern: the poorer provinces, without enough financial support, were unable to provide basic services, such as healthcare and compulsory education to their residents at the quality required.   
Table 6 Revenue/expenditure/population as national % of 5 richest/poorest provinces
	
	2011
	2005
	2001
	1995

	Five richest provinces
	
	
	
	

	Percentage of government revenue
	31.51
	37.24
	34.61
	30.01

	Percentage of GDP
	27.97
	30.34
	27.63
	23.89

	Percentage of government expenditure
	21.04
	26.64
	26.31
	25.14

	Percentage of population 
	16.10
	14.11
	13.41
	12.22

	Five poorest provinces
	
	
	
	

	Percentage of government revenue
	5.89
	5.63
	6.67
	7.40

	Percentage of GDP
	6.68
	6.87
	7.78
	7.33

	Percentage of government expenditure
	10.88
	9.65
	9.86
	9.66

	Percentage of population 
	9.38
	9.71
	9.43
	9.73


Source: China Statistical Yearbook, 2012, 2006, 2001 and 1996.  
Notes: Richest and poorest provinces are defined according to per capita disposable income in 2011. The richest provinces are Shanghai, Beijing, Zhejiang, Tianjin and Guangdong and the poorest Guizhou, Heilongjiang, Qinghai, Xinjiang and Gansu.   

Apart from inter-regional inequality, intra-provincial inequality is even more significant (World Bank, 2002). Since the late 1980s, expenditure assignments had been de-linked from revenue sharing arrangements and the situation deteriorated since the 1994 TSS reform. The new regime changed revenue sharing mechanisms fundamentally, but left expenditure assignments untouched. In line with commonly adopted international practice, the central government is mainly responsible for servicing public debts and financing activities which are under its direct control, such as national defence, foreign affairs, geological prospecting, and R&D initiatives of national research institutions and universities, while the sub-national governments are responsible for delivering most public goods and services and for providing funds for urban maintenance and construction, environmental protection and water supply (World Bank, 2002). 
However, in the absence of clearly stipulated central guidelines, actual expenditure sharing among the sub-provincial governments has been confused. The Budget Law guarantees local budget autonomy, but only broadly discusses the division of expenditure assignments between the central and sub-national governments. Consequently, higher-level governments were motivated to maximise the revenue retained and to devolve as much of the responsibilities as possible to the lower level governments (Figure 5). For example, in 2012, expenditure of the central government was RMB 1.9 trillion, accounting for just 15% of total expenditure. While sub-national governments were jointly assigned with 85% of total expenditure, but were only supported with 52% of the national revenue income (MOF, 2012). Such a big gap is unable to be fully filled by inter-governmental transfers, leaving the local governments with severe financial difficulties for meeting the assigned critical services. 

Figure 5 National government expenditure and share of central government
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Source: China Finance Yearbook 2012 (Ministry of Finance).

The proliferation of extra-budgetary funds
Strictly speaking, the tax sharing system introduced in 1994 could not be called a real tax assignment system. Despite the fact that the taxes were classified under the category of “local”, sub-national governments have been given neither the rights to determine the base, nor the rate of their assigned taxes. Moreover, for all the taxes assigned to the local government, only a few of them could be said to have any revenue significance. Consequently, it is almost impossible for them to determine the size of their revenue, rendering it vulnerable to centrally initiated changes in the tax regime. In addition, under China’s 1994 Budget Law, local governments are forbidden to incur either domestic or foreign debt unless specifically authorised to do so (Shen et al., 2012). 
However, in practice, despite illegalities, the rules and regulations relating to local borrowings are widely violated. Various channels have been exploited by the sub-national governments for indirect borrowings, such as mandating the local commercial banks for under-priced loans, providing loan guarantees for local SOEs, and setting up Special Purpose Investment Vehicles (SPIVs), such as Trust and Investment Companies (TICs). Worse still, in some poorer regions, heavily indebted local governments are unable to pay full salaries to local officials or are compelled to issue “debt papers” (baitiao) to farmers in exchange for agricultural products, representing another form of local debt. 
In recent years, problems of revenue shortage at the local level have become even more serious, in particular after the world financial crisis. Local governments borrowed heavily when China released a RMB 4 trillion rescue package in 2008. According to the latest audit, by 2013, local government debts were about RMB 17.7 trillion ($2.9 bn), up by 70% from three years ago (BBC, 2014). Although the aggregated amount remains low compared with other developed nations, its growing pace is alarming. Some local governments were even found using new loans to repay more than one fifth of their debt (BBC, 2013). Along with the slowing of the Chinese economy, it would not be surprising if the situation became even worse in the coming decade. 
Apart from bank borrowing to raise revenues to support local infrastructure investments and economic development, another funding channel has been the extra-budgetary or off-budget accounts. As shown in Figure 6, the extra-budgetary revenue of local governments has consistently accounted for over 90% of their total revenue since 1997, while the same ratio at the central level was about 7% on average.  
Figure 6 Extra-budgetary revenues of the central and local governments

[image: image7.png]100

80

—\ 927 RMB Bl

94.9; 93.1.

60.4

10 -

20 +

1990

1992

1994

- EBR oflocal governments (RMB bil)

IEBR(%) |
—8— Local governments EBR /total EBR (%)

1996 1998 2000 2002 2004 2006 2008 2010

700

600

500

400

300

200

100





Source: China Finance Yearbook, 2012. 

Revenues from land sales represent one form of extra-budgetary funding. In order to collect as much revenue as possible from land sales, local governments have had a strong incentive to collude with real-estate developers to raise land prices through auction. In 2001, revenue generated from land sales was about RMB 130 billion, or less than 17% of total local revenue (Dai, 2009). However, in 2011, despite several policies having been announced to control land abuse and price booms, revenue from land transfers had still gone up to RMB 3.2 trillion, accounting for about 60% of local revenue (Figure 7). As a result, to regulate the behaviour of local governments, it is important to incorporate extra-budgetary funds into the formal revenue sharing and budgetary accounting system. Otherwise, sub-national governments may still possess the power to abuse the fiscal system.
Figure 7 Land sales and local government revenue (bn RMB)
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Source: National Bureau of Statistics (NBS).

3.2 The establishment of a more effective fiscal system: policy implications

From the discussion above, one may conclude that the 1994 TSS regime is far from complete and optimal. An effective fiscal system should on one hand ensure that adequate revenues are collected to finance central programmes while, on the other hand, provide sufficient funds to the local government for basic service provision. This would therefore require the achievement of a balance in revenue and expenditure division between central and sub-national level governments.

On the revenue sharing side, although under current TSS, only the sharing arrangement between the central and local governments has been specified, a detailed revenue sharing scheme at the sub-provincial level should also be formulated. At the moment, three types of tax division regimes were adopted by the provincial government, ranging from the most generous model which allows the sub-provincial governments to retain all the local taxes and rebates (e.g. in provinces like Beijing, Shanghai and Zhejiang), to the most centralised model which retains most of the taxes and rebates at the provincial level (e.g. in provinces like Gansu, Guizhou and Ningxia). Such diversified revenue sharing arrangements at the sub-provincial level might exacerbate the problem of regional disparity and act negatively on revenue mobilisation. Therefore, a unified revenue sharing arrangement among all four levels of sub-national governments should be applied.  However, in practice, the main reason for China’s reluctance to introduce such a completely unified revenue sharing system is because of its diversified and complex provincial conditions. In addition, to achieve the desired result, the reform of the revenue assignment at the sub-provincial level should also be accompanied with a series of other reforms including the equalisation of centre general transfers and earmarked grants and the formalisation of extra-budgetary and off-budget accounts. 
On the other hand, to increase local revenue income, the current tax division scheme should also be revised. The central authority should confer a certain degree of autonomous taxation power to sub-national governments as this may enhance the efficiency of the whole tax system (Wang, 1997). As long as such power does not distort the normal market order, sub-national governments should be empowered to determine the local tax base, to adjust the local tax rates and even to propose new local taxes. For instance, some minor local taxes should be eliminated as their contribution to revenue is negligible. On the other hand, some types of taxes, which have the potential to boost local revenue, should be introduced or restructured, such as the property tax. 

Lou Jiwei (2013), minister of finance in China, recently suggested that a single market-based real estate property tax could be introduced to replace many fees levied at different stages in the housing market from land acquisition to the occupation of houses. The modernization of property tax has been discussed many times before. However, due to its complex nature and the underdevelopment of China’s real-estate market, it was only introduced in two pilot cities, Shanghai and Chongqing in January 2011 (Dyer, 2011). It is reported that a few more cities, including Wuhan and Hangzhou have also been fully prepared for the introduction of the new tax (Qiang, 2013). If the trial is successful, the introduction of a property tax could provide local governments with a sound tax base and would have the potential to keep house prices in check. Nevertheless, to ensure that local governments would comply with this new policy, reforms of other aspects of the intergovernmental relationship, such as revenue assignments at the local level, should also be coordinated. 

In addition to the taxation channel, due to the substantial unmet funding gap in infrastructure investments, sub-national governments should also be allowed to engage in responsible and well-regulated borrowings. In reality, a large amount of local borrowings have already taken place through the use of special purpose investment vehicles (SPIVs) over the past decade. Instead of borrowing directly, local governments circumvented central regulations by authorising these “vehicles”, typically investment companies owned by the local enterprises, to issue bonds to finance local infrastructure projects directly. According to the statistics, for the first quarter of 2013 alone, these investment companies had sold RMB 283 billion worth of bonds, doubling the total for the same period in the previous year (Rabinovitch, 2013). The contingent liabilities from these large scale unregulated borrowings have posed threats to the country’s macroeconomic stability. As a result, rather than leaving the local debt level largely unknown, the central government should introduce effective mechanisms to regulate borrowing behaviours of sub-national governments and to monitor the potential local fiscal risks closely. 

For efficiency gains from fiscal decentralisation to be fully achieved, an accountability system should be established among all levels of governments and between the local governments and their residents (Seabright, 1996). For vertical accountability, the highly decentralised expenditure assignment regime in China determined that it is the local governments who are responsible for the provision of the majority of basic services and therefore should be accountable to the central government. In the past, the performance of local government officials was evaluated based on economic growth and investment. Since these measures were easily quantifiable, the accountability system worked well at the time. However, since the mid-2000s when China shifted its aggressive growth model to a moderate one with more emphasis placed on fairness and equality, a series of non-growth measures were introduced. This has therefore heated up the problems of inappropriate measurement and information asymmetry. Local government officials are more responsive to the Party or higher-level government policies than to people’s needs (Liu and Tao, 2004). This is not surprising as, after all, these officials are appointed from above under strict hierarchical personal arrangements. On the other hand, vertical accountability is virtually non-existent in China. Local officials care little about the demand of the residents. Instead, they tend to devote resources to projects that have a demonstration effect, as this may directly relate to their performance evaluation and future promotion. Therefore, to promote vertical and horizontal accountability, an effective performance measurement system needs to be established to stimulate local officials to achieve the multiple objectives set by the centre. In addition to the fiscal objectives, some other aspects, such as the level of satisfaction of local residents and the efficiency of service provision should also be taken into account when evaluating the quality of local governance.   
4. Government Efficiency and Further Reform
After more than three decades of rapid economic expansion, China has now become the world’s second largest economy and the largest trading nation in goods (Inman, 2012). However, amid a deteriorating external economic environment, GDP growth in China declined sharply to a 14-year low of 7.7% in 2013. 
This has called for the government to react quickly to adjust its previous growth model and to place more emphasis on endogenous demand. In November 2012, China held the 18th National Congress of the Chinese Communist Party (CCP) which represented the official transition of power to the country’s fifth generation of leadership, led by President Xi Jinping and Premier Li Keqiang. Since then, a series of further reform strategies have been undertaken to transform the country’s economic structure and to tackle corruption and bureaucratic inefficiency. 
Chinese governments at all levels have played an important role in driving the country’s growth process (Rayp and Sijpe, 2007). An effective functioning government should optimise resource allocation and respond to the desires of citizens quickly. However, in China, its unitary political system determines a highly bureaucratic organisational structure and governmental operation. The same set of departments could be found in almost all budgetary levels and consequently result in a high degree of concurrent and overlapping responsibilities (Ma et al., 2000). Although some overlaps are inevitable and may occur in all countries, the situation is particularly troublesome and complicated in China (Burns, 2007).

Despite the central government’s substantial efforts to downsize, the number of people working in township bureaucracies increased continuously throughout the 1980s and 1990s. Such overexpansion was partially caused by local authorities’ creation of new jobs for their friends and relatives, and partially represented their responses to the new tasks assigned from the higher levels (Lu, 1997). Apart from routine tasks, local governments are often instructed to take up newly designed “core tasks”, which are identified as policy priorities by the centre. As a result, temporary task forces or offices are set up at local levels and later become permanent with fully employed staff (Luo et al., 2007; Shen et al., 2012). If the local governments are unable to find other funding sources to cover the increased salary outgoings and administrative expenses, this will add additional burden on local finance. Consequently, the local governments are left with little choice but to borrow, at high rates, to make up the shortfall (Lin, 2003). This has in turn exacerbated the problem of local government debt. 
It was estimated that by the end of 2012, the total number of civil servants in China reached 7.09 million, increasing by about 0.5 million between 2008 and 2012 (The Central People’s Government of the PRC, 2013). According to the official definition, these people mainly include administrators and professionals who work for government agencies. However, if people who work in the public sector, such as army, schools and hospitals are also included, the total number of publicly paid workers would be much larger. According to the 2009 Statistic Report of Local Government Finance, the number of personnel that are supported by local finance reached 57 million by the end of 2009 and the figure is expected to rise to 60 million by 2012. The complex nature of job division of Chinese civil servants means that it is hard to reach a consensus number. 
As shown in Table 7, in the US, there are seven civil servants for every 100 residents. In China, the ratio is only 0.53, or 4.48, when the larger civil servant population number is used. A higher ratio means a higher percentage of civil servants relative to the total population.
Table 7 Number of civil servants and total population by country in 2012 
	
	China
	US
	UK

	Total population(million)
	1,339
	1,339
	315.26
	62.04

	Total number of civil servants (million)
	7.09
	60
	21.93
	0.46

	Percentage of civil servants to total population (%) 
	0.53
	4.48
	6.95
	0.74


Source: Patton, 2013; Office for National Statistics: 
http://www.ons.gov.uk/ons/rel/pse/civil-service-statistics/2012/stb-civil-service-statistics-2012.html; The World Bank.  
Notes: UK’s total number of civil servants is based on 31 March 2012. 

The large differences in the ratios of civil servants over total populations in the US, the UK and China may be due to different definitions of ‘civil servants’ and the nature of work performed by them. However, these figures imply that the Chinese government is not necessarily more overstaffed than the US or UK governments. The real question is what kind of work the civil servants do in different countries and to what extent desired services are provided to local residents from their efforts. 
On the expenditures side, although no official figure has been released regarding how much spending is consumed by governments on administrative expenses each year in China, the general consensus is that problems of abuse of power and recreational activities using public funds are quite widespread (Cai et al., 2005).  For instance, it was estimated that only about 40% of the country’s science budgets were spent on scientific research while the remaining 60% were used for administrative affairs, like business trips or conferences (Xinhua, 2013). A few corruption cases hidden under the allocation of the research budget have been uncovered in recent years, e.g. Duan Zhenhao, a professor of the Chinese Academy of Science was detected of using fake receipts to reimburse his travel expenses of RMB 1.24 million during 2002-11.  
Figure 8 depicts the percentage of administrative expenses to total national expenditures reported by MOF during 2003-2012. Despite a significant surge in 2007 due to a change in the statistical coverage,
 on average, about 10% of total national expenditure is allocated to administrative expenses (MOF, National Expenditure Report, 2010-2012). 
Figure 8 Total administrative expenses and its percentage to total national expenditures
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Source: MOF: http://yss.mof.gov.cn/zhengwuxinxi/caizhengshuju/.  
To increase the transparency of China’s budgetary allocation system, each year, the National Audit Office is required to publish reports on government agencies’ budget execution. Problems related to misallocation of grants, illegal and undisciplined use of transfers, mismanagement and wastage of funding are widespread. For instance, in 2006 and 2007, about RMB 35 billion and RMB 29.4 billion were reported as being in violation of the budget initially approved, and 95% and 98% of those amounts were incurred due to mismanagement (Li, 2007; Li, 2008). Although there is no detailed information about how such mismanagement is defined and measured, it is believed that this must represent an almost unquantifiable level of corruption and misuse of funds (Deng and Peng, 2011). Central government departments were required to publish details of their expenditures on “three public consumptions – receptions, vehicles and overseas trips” for the first time in 2011. The figure reached RMB 9.36 billion (People’s Daily, 2013). Such a movement signifies the government’s determination to curb the squandering practices of government departments to establish an orderly, well-functioning, fair and transparent, clean and efficient administrative system.  

In addition to the reform on the expenditure control side, in March 2013, the National People’s Congress (NPC) approved a cabinet restructuring plan at a plenary meeting to reduce the number of ministries under the State Council from 27 to 25. The plan included the dismantling of the troublesome Ministry of Railways and the merger of the Family Planning Commission with the Ministry of Health. This movement represented the most significant government restructuring plan since 2008. Throughout the 1980s and 1990s, China had more than 40 ministries and commissions until the number was reduced to 29 in 1998 (The Economist, 2013). Since then, little progress was made until 2008 when six central government agencies were abolished and restructured into five super-ministries including, the Ministry of Industry and Information Technology, Ministry of Transport, Ministry of Human Resources and Social Security, Ministry of Environmental Protection and Ministry of Housing and Urban-Rural Development. The reform was mainly aimed at transforming the country’s Soviet-style bureaucracy characterised by micromanagement and an extensive functioning overlap, to a “big-ministry system” with improved government efficiency and bureaucracy. 
Currently, the excessive concentration of power at the top facilitated the abuse of power by government officials, causing severe problem of corruption. During the 18th National Congress, the CCP reemphasised the urgency and significance of combating corruption during the opening address and soon after President Xi Jinping took over as the head of the Party in November 2012, he initiated an anti-corruption campaign led by the new Secretary of the Central Commission for Discipline and Inspection, Wang Qishan. A series of new measures were proposed to tackle the issue. For instance, the rules related to receiving gifts, hosting banquets at public expense, and overseas visits were tightened and senior officials were required to publicise their personal income and family wealth. Although such policy would inevitably lead to short-term pain for some sectors, such as liquor and cigarette firms, luxury goods firms and the real-estate sector, this may benefit market discipline in the long run. From 2012 to 2013, several big names including Bo Xilai, the former Communist Party chief in Chongqing and Li Chuncheng, former deputy party secretary of Sichuan were prosecuted for bribery, embezzlement and abuse of power. However, whether the government can indeed eliminate corruption completely remains unconvincing. The culture of gift giving and relationship building is deeply embedded in the Chinese society and family members of high-power officials are also used to exploiting their privileged position for personal gains. Therefore, to make this anti-corruption drive credible, it will be necessary to initiate drastic action from the very top level of leaders in the coming years. Once the serious problem of corruption is controlled, there is no doubt that governance efficiency will be enhanced and precious financial resources could be saved.  
Another way to improve government efficiency and save “unnecessary” fiscal expenditures is to reduce government intervention in the market. After more than thirty years of reform, China has transformed itself successfully from a Stalinist centrally planned economy to a socialist market economy under which the market is expected to play a major role in resource allocation and risk diversification. 
Over the past decade, rapid increases in earmarked grants from the centre were mainly triggered by the fiscal assistance programmes implemented by the central government (Shen et al., 2012). During the late 1990s, reform of SOEs and the financial sector forced the central government to set aside large amounts of funding to help the localities settle pension arrears, pay off unemployment compensations and bailout local financial institutions. During 2001-2002, in order to help local governments cover the increased wage payment, the central government came up with a new fiscal transfer scheme called “Grants for Increasing Wages for Public Servants”. Later in 2008, to help the Chinese economy recover from a weak internal and external economic environment, the central government also transferred additional grants to bail out provinces in financial difficulties, pushing the earmarked grants up sharply to about 53% of total transfers for the year. However, if the central government could have more confidence over the market, allowing the invisible hands to adjust the economy, a large amount of funds could thereby be saved. 

Actually, the new government has already run a few trials to test the market reaction recently. For example, in June 2013, the Chinese banking sector suffered its worst liquidity crisis in more than a decade. China Everbright Bank was unable to pay back a RMB 6 billion loan it borrowed from the Industrial and Commercial Bank of China, sparking liquidity concerns across 20 Chinese banks (Luo, 2013). The widely expected movement of China’s central banks in this scenario was to inject additional capital to rescue the banks. However, the People’s Bank of China challenged all expectations. It issued another RMB 2 billion government notes as originally planned and withdrew additional liquidity from the market. Nevertheless, after a short period of turmoil, the market order was eventually restored. It proved that markets in China have the capacity to self-heal without government intervention. This should therefore give the government the confidence to give a similar response in future. 
Lastly, the country’s foreign exchange regime, although it may not have a direct influence on the country’s fiscal policy, could significantly impact on its international trade position. For many of its Eastern Coastal provinces, such as Guangdong and Zhejiang, incomes are generated primarily through exports. Therefore, to achieve a sound level of local tax revenue, it would be important for the central bank to manage the exchange rate effectively to ensure its stability and appropriateness. Currently, China is facing huge pressure to appreciate its currency and this has directly triggered a number of disputes between China and its trading partners. However, the government has adopted a gradual approach towards the issue, committing to create a market-based and floating rate regime while ensuring that such process is conducted in an independent and controlled manner. As shown in Figure 9, the five-year period to the end of 2013 saw the RMB appreciate by about 16.5% compared with the US dollar in nominal terms. If the inflation rates in both countries were taken into account, RMB could have appreciated by more than 35% against the US dollar in real terms over the same period. 
Figure 9 Exchange rate between US dollar and RMB yuan
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Source: Board of Governance of the Federal Reserve System, http://www.federalreserve.gov/releases/h10/hist/dat00_ch.htm .  

As for the country’s large and ever rising foreign exchange reserves, they may give the country more say over international affairs and enable the country to maintain a relatively stable internal environment for further reforms. However, it may also represent low government efficiency in fund management. By the end of September 2013, China’s foreign exchange reserves rose to a record high of $3.66 trillion, with a significant amount invested directly in low-yielding US treasury bonds. Such investment strategy has made China forgo lots of more profitable investment opportunities and become quite sensitive to the change of value in the US dollar. Therefore, in the future, as proposed by the chairman of China’s biggest state-owned bank, ICBC, the portfolio of the country’s foreign exchange reserves could become more diversified, reasonable and effective (Wei et al., 2012). This would not only help the government to achieve a higher return on the investment, but also contribute to China’s push to give the RMB more global status. 

5. Conclusions and Policy Implications 
After the 1994 Tax Sharing System reform, China established a highly decentralised fiscal system despite the fact that its governance structure remained centralised. This unique character has fostered the development of a “Chinese style predatory fiscal federalism” under which fiscal responsibility and regulatory authority were decentralised, giving local governments more incentives to stimulate local economic growth and expand the tax base. The system worked well in general during the transitional period. However, it has also led to various microeconomic distortions. It stimulated local governments to engage in excessive investment, duplication, and bureaucratic interventions and this consequently led to increased local protectionism and regional inequality. 
In recent years, along with the changing external economic environment, a series of further reforms were initiated by the central government, in particular after the recent transition to the fifth generation of leadership. Rather than focusing purely on traditional growth targets, like GDP growth and fixed asset investments, more attention has been played on the adjustment of economic structure, the improvement of people’s living standards and the enhancement of government efficiency. The old government structure in China is highly bureaucratic with widespread problems of overstaffing, abuse of power and corruption. Therefore, for the new reforms initiated, they are mainly targeted on the transformation of government functions, the improvement of administrative efficiency, the empowerment of the market, and the ultimate creation of an efficient and law-based government with clear division of power and responsibilities. 

However, such intention is hard to fully achieve in the short term due to the problem of vested interests. This could be reflected throughout China’s reform process. During the fiscal reform in 1994, although the central government intended to set up a clear rule-based and formula-driven inter-governmental transfer system, the final outcome was still in favour of richer provinces as they were the key revenue contributors. Similar examples could also be found in rural land reform, which was quite short-lived and exploited by the local governments and real-estate developers for excess profits (Yao et al., 2013).  
Therefore, in future, the issue of how to address such vested interests will become a key concern for the effective implementation of any reform. For fiscal reform, although the problem of government debt seems under control at the moment, how to improve the allocation equality and usage efficiency of the funds remains challenging. On one hand, key revenue collection still needs to be centralised to ensure central government’s capacity in revenue mobilisation and control. While on the other hand, certain levels of tax autonomy should be granted to the sub-national governments to stimulate tax collection and expand the local income base. On the expenditure side, a clearly defined assignment system should also be established between the central and all levels of sub-national governments. This would ensure that basic services are provided at a desired quality and also avoid the problem of shifting responsibilities among different levels of governments. Since China has yet to achieve full marketization, the central government still needs to play a significant role in resource reallocation and this could be reflected by the wide use of central transfers. Nevertheless, such transfers should not be allocated on an ad hoc manner but targeted on specific projects or provinces.
Recently, the Communique of the Third Plenary Session of the 18th CPC Central Committee, passed on 12 November 2013, has highlighted the direction that China must take to deepen the reform comprehensively. Key issues proposed in the resolution include the acknowledgement of the market’s determinant role in resource allocation, the transformation of current government functions and the implementation of various plans to tackle government debts (Xinhua net, 2013). 

In 1992, when China initiated the reform to build a socialist market economy, the market, which was subject to state control, was expected to play a basic role in resource allocation. However, along with the rapid economic development over the past two decades, excessive government interventions have arguably led to high administrative costs, low efficiency and corruption. Consequently, calls for the market to play a decisive role in resource allocation have been put forward under the new leadership. The newly approved 3rd Plenum Resolution recognised that the primary task of economic reform in China nowadays should be the establishment of a proper relationship between the government and the market. Under such a modernised market system, business should be allowed to operate independently and compete fairly, goods should be traded freely and the price should be set fairly according to the supply and demand of the market. 
To achieve these targets, the government has pledged to clear barriers in market access, clarify market rules, improve the price mechanism and further liberalise the financial sector. Ideally, the government should fully withdraw from market intervention and transform its function to focus more on the improvement of the macro-regulatory system, the provision of public services and the build-up of a sound social welfare system. This would effectively improve government efficiency and assist the establishment of a law-based and service-oriented government. 
In addition, various plans have also been proposed to refine the current fiscal system to support the initiatives of both the central and the local governments. These include the improvement of the budgetary management system, the adjustment of the tax regime and the clarification of the responsibility division system between the central and sub-national governments. As a key reform focus, local taxation is expected to be expanded by new taxes introduced to secure funds needed for regional public services and local government affairs. For example it has now been decided that the widely discussed property tax will be implemented in a few more cities, following its successful trial in two pilot cities, Shanghai and Chongqing since 2011. It is worth noting that the property tax is the only tax category that has had its legislative process accelerated in the Third Plenary Session of the 18th CPC. The minister of finance said in November 2013 on its implementation, indicating its importance in the overall local taxation regime. In addition, local governments will also be allowed to widen financial sources through the direct issuance of bonds, rather than relying on the SPIVs or other unregulated channels. Meanwhile, private capital has also been encouraged to take part in local infrastructure investment and operation to alleviate the heavy fiscal burden on local governments. 
Lastly, as for the social hot topic - rural land-use rights transfer, the new land reform will give farmers more property rights. A rural property market will be established and local residents will be encouraged to transform their collective rights to a shareholding system. The government would also allow the sale, lease and demutualisation of rural construction land with a series of restrictions. In this way, the farmers will be given the potential to enjoy more revenues from their land which should consequently promote urban and rural integration. On the other hand, however, local governments will be forced to shift their role gradually from being a direct player in land transaction to a public service provider. 
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� The adjustment tax was a tax charged on the capital investments in the large and medium-sized SOEs. On average, the rate was about 10% of the taxable profits. Relief was granted when the profits were inadequate. The tax was aimed at creating a level playing field among the SOEs (Tseng et al., 1994).   


� The special purpose transfers were mainly comprised with five types of grants, 1) grants for wage increases; 2) grants assisting rural tax reform; 3) grants for minority regions; 4) prio-1994 subsidies and 5) other 200 plus ad hoc grants (zhuanxiangzhuanyizhifu). 


�For the base year tax rebate, it equals to the province’s base year (1993) retained revenue minus the new tax base which is calculated as the total of the newly designed local tax and 25% of the VAT. 


� Since 2008, total administrative expense was replaced by total expenditure on public services.
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