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Abstract

Many countries have embarked on some types of fiscal decentralizations. Fiscal
decentralization is seen as a means to enhance efficiency of government and promote
economic development (Oates, 1993). In particular, the effect of fiscal decentralization
on economic growth is a key issue in some conventional theoretical studies and recent
empirical studies in economics.

Some studies have tried to test the effect of fiscal decentralization on economic
growth in empirical analysis (Zhang and Zou, 1998; Davoodi and Zou, 1998; Xie et al.,
1999; Lin and Liu, 2000; Akai and Sakata, 2002). Notwithstanding the numerous
studies done on Chinese fiscal decentralization, the researchers have overlooked the
1994 fiscal reform in China.

Stating the trend in inter-governmental fiscal spending and the change of fiscal
system in China from 1980 to 2002, this paper also analyzes fiscal decentralization
from inter-governmental and provincial (local governmental) perspectives.

Following the public finance literature (Oates, 1985), this study measures fiscal
decentralization as the relative size of government spending between province and
central. This paper advocates three decentralization alternative indicators. The first
indicator is the relative size of provincial consolidated spending to central consolidated
spending (DCCS). The second indicator is the relative size of provincial budgetary
spending to central budgetary spending (DCBS). The third indicator is the relative size
of provincial extra-budgetary spending to central extra-budgetary spending (DCEBS).
This paper also substantiates with findings that the definition of fiscal
decentralization is important in relation to the effect of fiscal decentralization on
economic growth.

Based on a simple model of endogenous growth with spending by different levels of
government, and panel data set of 30 provinces between 1994-2002, this paper
explores how the allocation of fiscal resources between the central and local
governments have been associated with economic growth in China since the 1994 fiscal
reform. To test the robustness of regression results, this paper uses eight models based
on three different types of indicators for fiscal decentralization. This paper finds that

fiscal decentralization has made a significant contribution to economic growth, which



is consistent with the theoretical work that fiscal decentralization can increase
economic efficiency. In addition, this paper finds that openness and fixed asset
investment are the key driving forces of the economic growth in China. This finding
provides evidence that fiscal decentralization contributes to economic growth. This
paper 1s the first attempt to examine the effect of 1994 fiscal reform on economic
growth and highlight the improvement needed for policy makers.

This paper has some implication for China’s fiscal reform. The 1994 fiscal reform
contributes economic growth. The changes in the system of intergovernmental fiscal
relations are consistent with other structural reforms to promote economic growth.
The 1994 fiscal reform has contributed toward alleviation some of problems created by
the previous system of intergovernmental fiscal relations, therefore, it can be
considered that the 1994 fiscal reform is relatively thorough compared to previous
fiscal reform. But, according data set, the fiscal disparities between coastal and inland

regions remain to be addressed.
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