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By nost conventional neasures, China's econom c reform has been
ast oni shingly successful. As shown by Table 1, in the period between 1978 and
1996, real gross domestic product (GDP) grew on average by nearly 10% which
was conparable to the "mracul ous" growh records of the East Asian econonies.
Ironically, during this period of prosperity, the Chinese government had to
struggle to raise enough revenue to sustain itself, because the growth of
state revenue | agged far behind that of GDP. |In the 18 years between 1978 and
1996, the ratio of total governnent revenue to GDP fell fromalnost 31%to
less then 11% a drop of 20% The situation was particularly bad for the
central governnent, whose share of total government revenue suffered a
substantial loss, falling fromaround two-thirds on the eve of reformto one-
third in 1993. In real terns, the econony grew sixfold during this period,
but total government revenue only doubl ed, and central government revenue
barely held constant at 1978 | evel s.

The massive decline of the governnent's extractive capacity greatly
enfeebled its ability to exercise nacro control (Wang and Hu, 1994; West and
Wwong, 1995; Wang, 1996a). To arrest the free fall of the "two ratios",
nanmely, the ratio of governnent revenue to GDP and the ratio of central to
general governnent revenue, China introduced a new fiscal reformat the
begi nning of 1994. The goal of the reformwas not newat all. |In the
previ ous decade, the Chinese government had tried many fornms of fisca
contracting to increase the "two ratios" but failed with each (Oksenberg and
Tong, 1991; Wang, 1996b). By 1993, it had beconme abundantly clear to central
deci si on-makers that margi nal nodifications of the old systemwoul d never
bring about the result they had been longing for. To achieve the old goal
t hey needed a new approach---institutional overhaul. The 1994 reformwas an

attenpt to replace the old discretion-based system of revenue-sharing with a



new rul e-based system of revenue-sharing. The new system was called the tax-
assi gnnent system (fenshui zhi).

This article examnes to what extent the new system has overcone the
institutional drawbacks of the old system As the follow ng pages will show,
while the 1994 reformrepresented a notable nove away fromthe ol d bargaining
system the new systemwas not quite a true rul e-based systemyet. Some key
di scretionary powers were still left for the central as well as provincial
governments, which allowed themto continue acting opportunistically, although
to a |l esser degree. Consequently, the initial results of the reformwere at
best nixed. Unless these discretionary powers are renoved, it is not certain
whether, in the long run, the current systemw || fare nuch better than the

previ ous ones.

The New Institutional Design

The 1994 reforminvolved the followi ng changes (N ng, 1994; Herschler,
1995).

First, it fundanentally changed the way revenues were shared between the
central and provincial governments. Rather than a negotiated percentage or
amount of locally collected revenues being renitted to the central governnent,
now taxes were divided into three distinct categories: central, local, and
shared. Central taxes would go into the central coffer, and |ocal taxes into
| ocal budgets. As for shared taxes, they were to be divided between the
central and provincial governments according to sone established formnul as.

For instance, 75% of the revenue fromthe val ue added tax (VAT) bel onged to
the central governnent and the renmining 25%to the provincial governnents.
The sharing ratios were fixed and applied to all the provinces, not subject to
negoti ati on. The rul e-based nmet hod was expected to reduce bargai ni ng costs.

Second, the tax structure was sinplified and tax rates were standardi zed.
For instance, a universal tax rate of 33% was inposed on all enterprises
whet her they were state-owned, collective, private, or foreign-funded. By
i mprovi ng transparency, these two nmeasures were expected to help nmonitor the
behavi or of both tax payers and tax collectors and plug inportant |oopholes in
tax collection (Wng, 1995).

Thirdly, local governments were no |onger allowed to grant tax breaks.

The discretion to grant privileges of "reduced taxes and tax exenption" had



been a big | oophole in the old system Local governnents had often used it to
channel budgetary funds into extrabudgetary funds, thus reducing the revenues
to be shared with the center. Now the central governnent re-clained this
authority. For any tax exenption to be effective, it now had to obtain
approval by the State Council. Subnational governments' discretionary power
in this area became nuch nore linited than before.

Fourth, and nost inportantly, tax adm nistration was centrali zed.
Instead of entrusting local tax offices with the task of collecting virtually
all taxes, the center established its own revenue collection agency, nanely,
the national tax service. Now there were two parallel systems of tax
admini stration with separated chains of conmand: a national systemto collect
central taxes and a local systemto collect |ocal taxes. Shared taxes were
collected by the national systemfirst, but the proceeds fromthese taxes
woul d be split between the central and subnational governnents according to
the formul as nentioned above.

The separation of the national tax service fromthe |ocal tax service was
crucial for rule enforcement. |In the past, when tax collection lay solely
wi thin the purview of subnational governnents, they had often abused the
upwar d- shari ng nechani sm by strategically lowering their tax effort or
recategorizing revenues in ways that the center could not share, thus reducing
their remttance to the center. Replacing upward-sharing with downward-
sharing, the new system was designed to deprive subnational governnents of

their ability to play such a game agai nst the center

Central Concessions

The adoption of the tax-assignnent systemin 1994 marked a paradi gm shift
in China's fiscal reform which would undoubtedly affect the interests of
every province in some way or another. Conflict of interests thus was
unavoi dable in the course of such a radical change. |n order to ensure a
relatively snooth transition to the new system the center had to convince the
provinces that their interests would not be too adversely affected by the
reform But enpty promises counted for nothing in realpolitik. To nitigate
possi bl e provincial resistance, the center had to bribe the provinces by
maki ng sonme "side paynments."” |ndeed, the 1994 reform package included a

nunmber of inportant concessions to the provinces.



Since strictly following the new rules would certainly |ower the revenue
i ncone of every province, the first central concession was to guarantee that
t he Ieveh of each province's revenue after 1993 would not be | ower than that
in 1993." For this pu%Pose, each province's net loss in accepting the new
system was cal cul ated,? and the center pronised to conpensate the province for
what it would have to sacrifice for the adoption of the new system O
course, no province would be happy with nerely maintaining its 1993 |evel of
i ncome. Thus, the center had to make another concession: starting from 1994,
the central conpensation to the provinces would increase by 30% of the average
grom h rate of total VAT and consunption tax (a central tax) collection in the
nati on as a whole (State Planning Conmi ssion, 1994). In other words, every
year after 1993, a province was supposed to receive a central conpensation

anmounting to:

G =Ry x (1+0.3x G)t

where G is the central compensation in year t; Ry is the conpensation
baseline or the calculated net |oss of the province; G is the average growth
rate of VAT and consunption tax in the nation as a whole in year t; t
represeﬂts the first, second, third...year after the introduction of the new
system®

The third concession was to allow a two-year "transitional period" (1994-
1995) in which tax breaks and tax exenptions authorized by governnents at the
provincial level in the years prior to the introduction of the new system
woul d continue to be effective, and | ower corporate incone tax rates (27% and
18% respectively) would be applicable to some enterprises with | ow
profitability (Chung, 1995).

Finally, the center made a pledge that, once its share of total
governnent revenues reached 60% at |east one-third of its revenue would be
used as fiscal transfer to narrow regi onal disparities between rich and poor
provi nces.

The center, of course, did not make these costly concessions of its own
accord. However, it knew very well that, w thout such "side paynments," the
new system nmi ght not be able to obtain nuch support fromthe provinces.
Therefore, the concessions were a necessary price to pay for the founding of

the new system The first two concessions were obviously geared to the needs



of rich provinces. Since those rich provinces had a vested interest in the
status quo (large retained revenues) and were capabl e of blocking the
institutional change, the center had no choice but to guarantee their vested
i nterest from bei ng damaged, at least for the time being. Oherw se, the
reform m ght never have a chance to get off the ground at all. The third
concession was a lure for all the provinces, both rich and poor, and the | ast
concession was a response to the pressing needs of poor provinces. Although
i ndi vi dual poor provinces were not as resourceful as their rich counterparts
in economc and political arenas, collectively they were |arge in nunber
Their support for the new system therefore, was al so indispensable.

There was a catch in these concessions, though. The conpensations were
set in nominal terns. Gven the high inflation rates in the reformera, the
real value of the conpensations would gradually decrease. In the old system
the center had borne (in real terms) the consequence of unforeseen increases
ininflation rate--dimnishing value of locally-renmitted revenue. Now it was
subnati onal governnments that were to bear the inflation risk in centra
conpensations. This "catch" was by no nmeans insignificant, because, as tine
went by, the role of the "transitional" elenments would wane. The systemthus
woul d presunably function increasingly according to the new rul es di scussed
above (Wbng, 1995).

Unfi ni shed Busi ness

While the 1994 reform marked a great step forward in rationalizing
China's fiscal system institutions installed in 1994 were far from perfect.
To be sure, conpared to the old system the rules of the game were mnmuch
cl earer, enforcement mechani snms much nore reliable, and discretionary powers
of both the central and subnational governments much snaller than before. All
t hese changes were expected to produce positive results in the perfornmance of
China's fiscal system But there were still many institutional defects left
un- addr essed.

The nost obvi ous defect was vestiges of the old system For exanple, the
revenue-sharing contracts negoti ated under the old systemwere allowed to
remain effective. The provinces were still supposed to renmit a certain anpunt
or proportion of their locally-collected revenues to the central government,

or receive a certain anount of subsidies fromthe central government,



according to the deals cut with Beijing before 1993. As a result, transfer
arrangenents between the center and provinces were extrenely conplicated: the
center and provinces first collected taxes and divi ded revenues according to
new rul es; then the center returned revenue conpensations to the provinces
according to the fornul as di scussed above; and finally, the provinces handed
over renittances to the center or received subsidies fromthe center according
to the old revenue-sharing contracts. In the end, no one knew what
constituted real central revenue or |ocal revenue.

Anot her defect was fatal: there were no constitutional constraints on the
behavi or of the center. Gven the center's bad reputation for frequent
revi sion of revenue-sharing nethods during the previous years, subnationa
governnents had little reason ho believe that the center would beconme nore
credi bl e under the new system® Anticipating ex post opportunismex ante,
subnati onal governnents had two choices, either to respond to opportunismin
kind or to devise institutions that could force the center to conmply with the
rules of game after the fact (North and Wi ngast, 1989). The second choice of
course was nuch nore desirable than the first one. |If the center and the
provi nces could work out a constitutional arrangenent that placed explicit
limts on the center's ability to unilaterally alter the rules governing its
relationship with the provinces, the regions mnmight beconme less likely to react
strategically. And thereby the revenue collection would be higher than in the
non-conm tnent case. As a result, both the center and the regions would be
better off under the conmitnent regine (Ma, 1995). In other words,
restrictions on the ex post behavior of the center would significantly inprove
the efficiency of the new fiscal system which would in turn help solve the
center's financial problenms. However, no nechanismthat could restrict the
center's discretionary power was established. Subnational governments thus
m ght have to make the first choice, which would hurt the interests of both
si des.

Yet anot her unsol ved basic issue in inter-governnental finance was the
di vision of expenditure responsibilities. "The design of inter-governnental
fiscal policy should al ways begin with the expenditure side" (Bahl and
Wal lich, 1995: 327). However, whenever there was fiscal reformin China,
attention was al ways focused on revenue division. The 1994 reformwas no
exception. There was still no |law that assigned specific expenditure

responsibilities to different |evels of government. Wen it was possible for



the center to change expenditure responsibilities at will, clear revenue
division made little sense. For the central governnent would have strong
incentive to reap advantages fromthe anbiguity by shifting its expenditure
responsibilities dowmward. The lack of precise definition of expenditure
responsibilities thus made it inevitable for the central and subnationa
governments to be involved in constant disputes over who was responsible for
what .

If Chinais to nove away fromthis bargaining formof inter-governnmenta
relations, it is inperative to assign expenditure responsibilities distinctly
and explicitly to the central and provincial governnents. And such
assignments should be protected by law. Precision and fixity will create
greater certainty and predictability, which in turn will notivate |oca
governnents to nake their best effort to collect |local taxes and the central
government to collect central and shared taxes (Marshall, 1983; M I grom and
Robert, 1990).

Strictly speaking, what China's 1994 fiscal reformintroduced was not a
real tax assignnent system \Wiile there were taxes designated as "l oca

taxes," the central governnent still dictated the rates and the base of al
taxes, including |ocal taxes. Subnational governnents had no control over the
rates and the base of their assigned taxes and hence could not deternine

aut onomously the aggregate size of their budgets. Thus, they renai ned

vul nerable to centrally determ ned changes in the tax base and tax rates.
Since the introduction of the 1994 reform nany Chi nese officials and schol ars
have cal l ed for independent taxing power for subnational governnents. They
conpl ai ned that the revenues fromthe assigned |ocal taxes fell far short of

| ocal expenditure needs. And they demanded fornal autonony for subnationa
governnents to nake changes concerning the [ocal tax base, to adjust |ocal tax
rates, and even to |levy new | ocal taxes on their own respective residents
(Yang and Jia, 1994; Wang and Zhou, 1994; Xi ang, 1994).

Indeed, it makes perfect sense for the center to confer a certain degree
of autononobus taxing power on subnational governnents, as |long as such power
does not distort the allocation of resources in the econony or fragnent the
conmon nar ket (Agarwala, 1992; Wong, 1995; M, 1995). The devol ution of
taxi ng power could enhance the efficiency of the whole fiscal system because

decentral i zed deci sion-naking would better suit the preferences of I|ocal



residents and make the incentives of subnational governnents conpatible with
the center's, thus reducing enforcenent costs.

O course, it is not possible for every locality to produce sufficient
revenue for itself. Therefore, there is always the need for some form of
transfer between the center and provinces to fill vertical and horizonta
fiscal gaps. The 1994 reform however, did not adequately address this issue.
Fiscal transfers played at best a minimal role in the new system design. And
there were no fornally established rules to determ ne which provinces would
recei ve transfers and how nuch they woul d receive. Decision-making about
transfers was still conducted in an ad hoc fashion

Devel opi ng a fornul a-based system of inter-governmental transfer is anD
urgent task not only in the economc sense but also in the political sense.’

G ven the growing regional disparities (Hu, Wang, and Kang, 1996), there is a
strong denmand for fiscal equalization in favor of poor regions. The central
governnent is obligated to increase transfers to these regions. The current
basel i ne-figure method (jishufa) in determ ning budgetary allocation to the
provi nces favors provinces that have greater revenue-generating capacity,
nanmely, rich provinces. This nmethod, however, has becone increasingly
unacceptabl e to poor provinces (Yang, 1994; Yang and Jia 1994). To give poor
provinces incentives to stick to the tax-assignnent system the center may
have to replace the baseline-figure nethod with a formnul a-based factor-

anal ysis nmethod (yinshufa) in deternmining central transfers. O herw se,

wi t hout adequate incone from own-revenues, shared taxes, and transfers to neet
their expenditure responsibilities, poor provinces may soon |ose their
confidence in the current system which could threaten the prospects of
overal | economc reform

Finally, the 1994 reformdid not touch extrabudgetary funds (Wang, 1995).
Ri ght before announcing its decision to introduce the tax-assignnent system
in July 1993, the central governnent had redefined the concept of
extrabudgetary funds to exclude funds retai ned by state-owned enterprises.

But, even according to this new, and nuch narrower, definition, extrabudgetary
revenues still ampunted to 186.3 billion yuan in 1994, equivalent to 35.68% of
total budgetary revenue, or 4% of GDP, for that year (Xu and He, 1995; D ng,
1996; Li and Liu, 1997). Such an inmportant source of governnent resources was
utterly beyond central budgetary control. Cbviously, until extrabudgetary

funds are incorporated into the formal system of budgetary accounting,



subnational governments will continue to possess great discretionary power
over an enornous amount of fiscal resources, which is onminous for the future

of the new fiscal system

The Performance of the 1994 System

An Initial Assessnent

Prior to 1994, China had made numerous attenpts to anend its central -
local fiscal relations, but none of themwas able to halt the free fall of
"the two ratios," nanmely, the ratio of central to total governnent revenue and
the rati o of government revenue to gross domestic product (GDP) (see Table 1).
The 1994 fiscal reformwas the nost daring reform China had ever taken
Rat her than narginal reparation, it ainmed at fundamental institutiona
changes.

Ideal institutional changes are supposed to reconfigure actors' choice
sets and alter their incentive structures so that they will behave in nore
productive ways. However, the 1994 reformwas by no nmeans perfect.
Therefore, we nay expect sone inprovenents in the perfornmance of China's
fiscal system but it is unlikely that the new systemwll fully achieve the
goal s its designers had hoped to achieve.

Table 2 confirns this expectation. Total governnment revenue has
i ncreased at a nuch faster pace. Before 1993, the annual increase of total
governnent revenue had nornally been in the range of 20 to 30 billion yuan
range, but the 1994 increase was 85 billion yuan, which grew to 122 billion
yuan by 1996 After 1993, the annual increase soon clinbed to 70 to 110
billion yuan. The central share of total government revenue al so appears to
be on the rise, going up fromone-third to around one hal f.

When viewed in relation to GDP, however, the annual increase of tota
governnent revenue becones rather disappointing. Even after the 1994 reform
revenue grow h still |agged behind economic growh, and the elasticity of
revenue to GDP was still lower than unity (Table 3). As a result, the ratio
of total governnent revenue to GDP has largely continued the falling trend of
the 1980s. The only exception was 1996 (see the second colum of Table 1).

It is also unclear whether the rising central share of total governnent
revenue was real or illusory. Gven the conplexity of the 1994 system one

may come up with three different definitions of central share. The first is



central collection of taxes. As Table 4 shows, the proportion of centra

col l ection has increased fromlower than 30%to around 50% which, by any
nmeasure, is a great inprovenment. The second definition includes not only
central collection, but also that part of locally collected revenues that
subnati onal governments are obligated to renit to the central coffer. If we
use this definition, the central governnent's share reached around two-thirds
of total governnment revenue, conparable to the level of nmany countries in the
world. However, the center could not use such conbined funds at will, because
it had to conpensate, through refunds, the provinces' |losses in agreeing to
accept the new system Such refunds were in a sense the provinces
entitlenents. The center was not free to decide whether to withhold or reduce
the refunds. It had to make such refunds to the provinces if it did not want
the systemto be derailed. Subtracting the refunds that the center was
obligated to transfer to the provinces, the central share accounted for only
20%to 30% of total governnent revenue, which was |ower than the |evel of 1993
and before (see Table 1).

No matter which definition is adopted, one thing seens unm stakabl e.

That is, the central share has been falling since 1994. 1s this a transient
phenonenon or an evil onen? It is still too early to tell. [Indeed, there
were sonme factors that might have contributed to the tenporary reduction of
central revenue incone in 1995 and 1996. Exanples were a sharp upsurge of
export rebate, the decrease of custons duties, and the gradual phasing out of
two central sources of incone: Energy and Transportation Funds, and Budgetary
Adj ust ment Funds (Han, 1996; State Information Center, 1996). WII the
central share rebound after such epheneral factors fade out? Not very likely
in the short term | believe.

As shown by the right colum of Table 5, it was the |large central tax
refunds that substantially |owered the center's disposable revenue. Wy did
the center end up paying such a | arge ambunt of refunds to the provinces? The
answer is clear fromlooking at Table 6. In the first nine nonths of 1993,
there was nothing unusual in the pattern of |ocal revenue collection. But as
soon as |ocal governments learned, in |ate Septenber and early Cctober, that
the center had dechded to use 1993 instead of 1992 as the base year for the
new fiscal system?® they all rushed into a collection fever. The |oca
collection in Cctober was 63.3% higher than that in the same nonth of 1992.

In the next two nonths, local revenue continued to grow at an unprecedentedly
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hi gh speed (87.5% in Novenber and 119.8% in Decenber, respectively).
Especially, those rich provinces that had usually been sluggish in tax

col l ection suddenly becanme very enthusiastic in inproving their tax efforts
(see Table 7). Some |ocal governments collected arrears of taxes, sonme urged
| ocal banks to nake |oans to enterprises so that they would be able to pay
such arrears; some even collected 1994 taxes in advance. In the end, the

| ocal collection of 1993 taxes was 28. 3% hi gher than the budgeted anount, and
39. 9% hi gher than the previous year (Ma and Sun, 1994). There is only one
expl anation for |ocal governments' extraordinary zest: they wanted to coll ect
as nmuch revenue as possible to raise the baseline of their retained revenue so
that the cenher woul d have to pay themlarge refunds after the new system was
establ i shed.’

By using 1993 as the base year, the central governnen&]mas able to lure
| ocal governnents to reveal their true taxable capacities.® But this
achi evenent cane at a high price: the center had to pay the provinces a huBe
amount of tax refunds, which reduced the center's revenue by a big margin.’
Fortunately, the remmants of the old system nanely, the central tax refund
and local renittance, tended to gradually lose their inportance in the new
system In 1995, the center fixed the total amount of local remttance for
all provinces (Ma and Sun, 1996). Thus, as total revenue grew, the center
woul d becone | ess dependent on local renmttance (see Table 5). Another good
sign was that while local collection still increased faster than the center's,
the growt h gap neverthel ess was narrowi ng (see Table 8). It is possible, in
five years or so, for the center's financial situation to experience some
i mprovenent.

However, only under one condition could this happen. That is, the ratio
of total governnent to GDP nust stop falling. Oherw se, even if the central
share of total governnent revenue nay increase, the ratio of central revenue
to GDP would decline further. Wy has the ratio of total government revenue
to GDP continued to fall under the new fiscal systen? Very sinple, the
governnent |ost a huge ampbunt of revenues.

There were five mgjor "holes" in the system The first was tax evasion
Because tax evasion was pervasive, the Chi nese government conducted a
nati onwi de tax inspection every year. Table 9 gives the figures for uncovered
tax revenues during these annual inspections in the |ast decade. These

figures, of course, represent only the tip of the ice-berg. It is estimted
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that China can collect only 50%to 75% of its taxes (Ding, 1996; Liu, 1996a).
In other words, tax evasion costs China nore than 200 billion yuan a year (An
& Liang, 1996).

To a large extent, tax evasion was possibl e because | ocal governnents
were not serious in enforcing certain tax laws. The collection of persona
incone tax is a telling exanple. Wen this tax was categorized as a shared
tax under the old system it had grown very slowy. However, as soon as the
tax was re-classified as a local tax in 1994, the revenue fromthis source
soared (see Table 10). The case of personal inconme tax suggests that |oca
governnents' tax effort may be a key factor in understandi ng the pervasiveness
of tax evasion. This factor also explains why in 1994 over two-thirds of tax
evasi on i nstances involved VAT, a tax from which | ocal governnents received
only 30% of collection (Xi nhua, March 22, 1995).

The second "hol e" was unaut horized tax reductions and exenptions. In
principle, under the new system |ocal governments had no right to grant tax
breaks and exenptions without the approval of the central government. But
some | ocal governnents continued past practices. In 1994, Wihan Minici pal Tax
Bureau, for instance, circulated within the city a docunent called "120

Provisions," which pernmitted |ocal enterprises to enjoy reduced tax rates or
even outright tax exenptions. |If fully inplenmented, such |ocal policies could
result in a loss of 200 nillion yuan in annual tax revenue in the city
(Herschler, 1995). Whan of course was not alone in circumenting the new
rules. It was estinmated that authorized and unauthorized preferential tax
policies together cost the governnent at |east 150 billion yuan of annua

revenue (Yu, 1995; Cong, 1996).

The third "hole" in the new systemwas arrears of taxes. In Cctober
1994, overdue taxes reached 30.1 billion yuan (see Table 11), which al arned
the central governnent. |In that nonth, it gave orders for all arrears of

taxes to be collected. The situation inproved sonewhat in the next three

nmont hs. By January 1995, overdue taxes went down to 9.7 billion yuan. Then
the central governnent set a target for all the local governments: to collect
at | east 80% of arrears of taxes by the end of the year. This plan, however,
fell through. Wen 1995 drew to a close, the total anount of arrears of taxes
had returned to the level of late 1994. By the end of 1996, arrears of taxes
reached a new height, anpunting to 35.7 billion yuan. It is interesting to

note that over 80% of unpaid taxes involved consunption tax (a central tax)
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and VAT (a shared tax) from which |ocal governnents were entitled to get only
30% of what was collected (Liu, 1995b). Obviously, the local tax bureaus
enjoyed the priority in tax collection over the branches of the national tax
bureau. This indicates that |ocal governments still could nanipulate not only
the collection of local taxes, but also the collection of central and shared
t axes.

The next "hole" in China's current fiscal systemwas extrabudgetary
funds. Since the 1994 reformdid not touch extrabudgetary funds, it remained
as easy as before for local governnents to convert budgetary funds into
extrabudgetary funds. Extrabudgetary funds anounted to nore than 380 bitiion
yuan by the end of 1996, double what they had been in 1994 (Zhao, 1996)."

In addition to extrabudgetary funds, so-called "extra-extrabudgetary
funds" have been growing in recent years. Derived fromad hoc charges,
unaut hori zed fees, forced "contributions," and the |ike, such funds constitute
what Chinese call "little pots of gold (xiaojinku) for the various governnent
agenci es that own them And they are subject to no budgetary control
what soever. Consequently, no official statistics about such funds are
avai l able. By rough estimate, they anmounted to 60 to 200 billion yuan in 1996
(Ding, 1996; Xu & He, 1996; Li & Liu, 1997)

These five "holes" were different in nature. The first three and the
| ast one were illegal. It was against the law for individuals and enterprises
to evade taxes and to be in arrears with tax paynent; it was al so agai nst the
law for | ocal governnents to grant tax breaks and exenptions, and to |levy fees
and charges, w thout authorization. Under the new fiscal system rules about
these illegal activities are unanbi guous. Therefore, in order to plug these

"hol es," what the central government needs to do is not to introduce new rules
but to show resolve in enforcing existing rules. Unfortunately, so far the
central governnent has failed to show such resolve. It is alnmost unheard of
for violators of tax law, such as Whan local officials who were responsible

for making the illegal "120 Provisions," to be sentenced to prison. Wthout
forceful enforcenment, no nmatter how good the rules are in thenselves, they are
neani ngl ess.

The fourth "hole," however, was a legitinate one. As long as it is
legitimate for |ocal governments to have extrabudgetary funds, it is extrenmely
difficult, if not entirely inpossible, for the central government to prevent

them fromexploiting this | oophole. Here, what the government needs to do is
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to incorporeie extrabudgetary funds into the formal system of budgetary
accounting.

It is very inportant to close the five "holes,"” for they are huge in
size. Altogether, they drained the state of at least 700 billion yuan of
revenues in 1996, which was equivalent to the size of China's total government
revenue, or about 10% of GDP that year. Had the governnent been able to plug
these "holes," its revenue woul d have instantly increased to nore than 20% of

GDP, a level close to that of nany devel oping countries.
Concl usi on

China's 1994 fiscal reformwas an attenpt to replace the old discretion-
based systemwi th a new rul e-based system Under the new fiscal system the
rul es of game are nuch nore conprehensive, unanbi guous, and transparent; rule
enf orcenent nechani sns are nore reliable. By redefining the choice sets of
both the central and subnational governnents, new institutions greatly limt
the space in which they nmay maneuver. Since what used to be within their
di scretion has now becone unlawful, the costs of defection are higher
Correspondi ngly, cooperation |ooks nore attractive under the new systemthan
before. Positive changes in China's central-local relationship since 1993
illustrate how inportant it is to restructure defective institutiona
arrangenents.

However, new institutions are rarely created de novo. Actors behind any
institutional changes normally face three types of constraints. First of all
because no one possesses perfect information and obtaining information is very
costly, actors thenselves nay sonetinmes have difficulty in figuring out their
own interests and in calculating their own strategies. Second, and rel atedly,
because information about the future is seldomor never avail able, no actor
can foresee all the possible consequences of alternative institutiona
changes. They always need time to | earn and adapt. Third, and nost
i mportantly, actors may have conflicting interests. Each nmay want to
structure others' choice sets in such a way as to produce social outcones that
gi ve onesel f the distributional advantage. Thus, institutional changes can
never be a Pareto-superior response to collective goals or benefits. Rather
they tend to be the by-products of conflicts over distributional gains between

the actors involved (Knight, 1992). For these reasons, one should not expect
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much of a |ink between the intentionality of actors and institutiona
out cones.

In the case of China's 1994 fiscal reform although both the center and
| ocal governnents had | ong been unhappy with the old revenue-sharing system
what they desired to see were different kinds of new institutional rules.
Each hoped that new rules would constrain only the behavior of others, but not
their owmn. Due to this and other constraints, it is inpossible for the new
institutional arrangenents to be perfect wi thout going through a | ong process
of trial and error

This article shows that, despite many positive changes introduced by the
1994 reform the institutional arrangenments between the central and
subnational governnents in China were still far fromoptinal: rules concerning
sone key aspects of the relationship (e.g., expenditure responsibilities) were
absent; there were no constitutional constraints that required the center to
follow ex post the rules they had agreed to accept ex ante; huge | oophol es
(e.g., extrabudgetary funds) continued to be a great drain on state revenue;
enf orcenent nechanisns rarely put teeth into laws. These institutiona
defects explain why the new system has so far not been able to inprove the
governnent's revenue buoyancy.

The Chinese central government was very well aware of the negative
effects of these institutional defects. 1In his report at the Fourth Session
of the Eighth National People's Congress on March 5, 1996, Liu Zhongli,

China's Mnister of Finance, nmade the follow ng statenent:

In 1996, we will adjust and inprove the new fiscal systemwhile
working to stabilize it. This is ained at further standardizing
financial and tax nmanagenent...[We will continue to inprove the
t ax- assi gnnent system While adopting interimtransfer payment
net hods, we will study the issue of dividing [expenditure]
responsibilities between governnents at different levels...W
shoul d adjust and review preferential policies on tax reduction
exenption, and post-collection tax rebates...W shoul d take

ef fective neasures to collect overdue taxes fromenterprises and
prevent tax arrears fromrising again...W should inprove the
nmeasures for nmanagi ng extrabudgetary funds. W should resolutely

i nclude in our budget all fees that should be placed under
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budgetary control...W should tighten the supervision and

i nspection of |law enforcenent effort and step up our efforts to
conbat various illegal acts...W wll conduct a general inspection
of financial and econom c discipline this year, focusing on serious
viol ations of the law and such breaches of discipline as the

practice of keeping "two accounts," tax evasion and cheating, the
conversion of budgetary funds into extrabudgetary funds, the
illegal establishment of "snall treasures,” and the collection of
unwarranted fees...W should sternly deal with problens that we
have identified. |If they constitute crimes, we should refer them

to judicial organs for criminal investigation (Liu, 1996b).

The question is whether the central governnent has the will and ability
to carry out further institutional changes, including constraining its own
future actions, that are necessary for establishing central-local fisca

rel ati ons on an unanbi guous, bindi ng, non-negotiabl e, and predictabl e basis.
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Year

1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996

Not es:

Sour ce:

Tabl e 1: Sel ected Fi scal

GDP Growt h GGR/ GDP
% %
11.7 30.9
7.6 27.6
7.9 24.0
4.5 22.8
8.5 21.7
10. 2 21.6
14.5 20.9
12.9 20.8
8.5 22.2
11.1 19. 8
11.3 17.6
4.3 17. 4
3.9 17.9
8.0 16. 7
13.6 15.6
13.5 14. 7
11.8 11.6
10. 2 10. 7
9.7 10.9

GDP:
GCR:
CCR:
CCE:

Fi gures in parent heses exclude debt

State Statistical

I ndi ces of China,

CGR/ GER

%

45.8
46.8
51. 2
57.2

NA
53.0
56.0
52.7

NA
48.8
47.0

NA

48.5(45. 1)

45. 0( 40. 3)

45. 6( 38. 6)

NA( 33. 4)
?
?
?

Gross domestic product

General governnent
Central governnent

Central government expenditure

Bureau (1995,

(1995a) and (1997).

revenue

revenue

17

1996)

1978- 1996
Deficit Debt / CGR
(Billion) %
-1.0 0.0
20. 7 5.5
17.0 6.6
9.9 12.1
11.3 14. 6
12. 3 12. 3
12.2 10.5
6.8 10.7
20.9 14. 4
25.0 16. 4
34.9 25.5
37.4 25.6
51.6 27.3
66. 4 30.8
90.5 36. 8
89.9 35.5
63. 8 40.7
NA 52.8
54.8 NA
i ncones.
Ma (1995), Liu



Year

1992
1993
1994
1995
1996
1997*

Note: *The figures for

Sour ce:

Sour ce:

State Statistical

Tabl e 2: Fiscal Indicator

Tot al

Revenue

(bn.)

348.
434.
521.
624.
736.
839.

34
90
81
22
66
79

G owt h

| ndex

100.
124,
149.
179.
211.
241.

00
85
80
20
48
08

s, 1992
Central Local
Revenue Revenue
(% (%
28.1 71.9
22.0 78.0
55.7 44.3
52.2 47.8
49.5 50.5
49. 4 50.6

1997 are budget ed ones.

Bur eau (1995) (1996),

- 1996

Local

Centra

Rem ttance Refunds

(bn.)

57. 005
60. 319
60. 319
60. 319

(bn.)

211. 800
197. 650
271.628
290. 504

Liu (1996) and (1997).

Table 3: The G owh I ndex of Governnent Revenue and GDP
(1992 as 100, current

Year
1992
1993
1994
1995
1996

State Statistical

Revenue
100. 00
126. 85
149. 80
179. 20
186. 77

Bureau (1995),

18

price)

(1996) ,

GDP
100. 00
130. 02
175. 02
216. 73
254. 49

and Liu (1997).



Tabl e 4: The Central

Share of Tot al

Revenue According to Three Definitions

(billion yuan/ percentage)
Year Central Revenue 1 Central Revenue 2 Central Revenue 3
1993 95. 751 (22.0%
1994 290. 650 (55.7% 347. 655 (66.6% 135. 855 (26.0%
1995 325.662 (52.2% 384.513 (62.1% 186. 863 (30.2%
1996 364.907 (49.5% 425.226 (57.7% 153.598 (20.9%
1997* 415. 065 (49.4% 475. 384 (56. 6% 184.880 (22.0%
Note: Central Revenue 1 = Central Coll ection.
Central Revenue 2 = Central Collection + Local Remittance.
Central Revenue 3 = Central Revenue 2 - (Central Refunds +
Subsi di es) .
*The figures for 1997 are budgeted ones.
Source: State Statistical Bureau (1995), (1996), Liu (1996) and (1997).
Tabl e 5: Interdependence between the Central and Local CGovernnents
1994- 1996
Year LR/ CR CT/ LI CT/ CR
1994 16. 40 47. 80 60. 92
1995 15. 69 40. 15 51. 40
1996 14. 19 42. 22 63. 88
1997* 12. 69 40. 62 61. 11
Note: LR = Local Renittance to the Center
CR = Central Revenue 2
CT = Central Transfers to Local Governnents
LI = Local Collection + CT
*The figures for 1997 are budgeted ones.
Source: State Statistical Bureau (1995), (1996), Liu (1996) and (1997).
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Year
1990
1991
1992
1993

Tabl e 6: Monthly Progress Rate of Loca

(Budget ed Revenue Col |l ection as 100)

1 2 3 4
2 13.4 19.3 28.2

6.1 12.2 19.1 27.8
9 13.0 20.9 30.6

12.3 20.3 29.9

5
36.1
35.9
39.0
38.0

Source: Ma and Sun (1993, 1994).

6 7 8 9
44.1 53.6 61.5 69.3

Revenue Coll ecti on,

44.7 53.8 61.6 69.4 79.9 88.8

48.3 58.3 66.9 75.1
47.2 59.4 65.4 76.0

1990- 1993
10 11 12
79.6 88.4 100.0
100.0
85.5 94.0 106.7
90.6 104.3 128.3

Table 7: Gowh Rate of Local Revenue in 1993

< 30% > 30% but < 40% > 40% but < 50%
Bei j i ng* Shanghai * Hebei
Ti anj i n* Anhui I nner Mongolia
Shanxi Ji angxi Li aoni ng*
Hei | ongj i ang* Shandong* Jilin
Hubei Henan Zhej i ang*
Qui zhou Hunan Fuj i an*
Shaanxi Gansu Ni ngxi a

Xi nj i ang*

> 50%
Ji angsu*
Guangdong*
Guangxi
Hai nan*
Yunnan

Q nghai

Not e: Those provinces with * were ones where per capita GDP was hi gher

than the nationa

Source: Hu (1996).

aver age.
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Table 8. Gowth Rate of Revenue, 1993-1996 (%

Year Tot al Central Local Di fference
1993 24.8 -2.2 39.9 42. 1
1994 20.0 8.5 28.2 19.7
1995 19.6 11.5 27. 4 15.9
1996 18.0 12.6 26. 2 13.6
1997+ 14.0 13.7 14. 3 0.6

Not e: *Budgeted figures for 1996.

Source: State Statistical Bureau (1995) (1996); Liu, Wang, and Li (1996);
Liu (1996) and (1997).

Tabl e 9: Uncovered Tax Revenue, 1985-1996

(billion yuan)
1985- 1992 1993 1994 1995 1996
90.1 12.7 20. 4 22.7 22.4

Source: Xi nhua News Agency, Beijing, July 13, 1993; March 22, 1995;
May 17, 1996; China News Agency, Beijing, My 28, 1997.
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Table 10: G owth I ndex of Personal |ncone Tax, 1993-1996

(The sane period of the |ast year as 100)

1994 1995 19962 19960
154. 90 180. 25 158. 90 151.9

Not e: @The first three nonths of 1996.
bThe first eight nonths of 1996

Source: People's Daily, Novenber 22, 1995; Xi nhua News Agency,
March 29, 1996, April 24, 1996; Wang (1997).

Table 11: Arrears of Taxes, 1993-1996

(billion yuan)

Dat e Tot al Dat e Tot a
Jan. 1993 11. 4 Jan. 1995 9.7
May 1993 19.2 May 1995 18.8
Jan. 1994 5.0 June 1995 17.9
June 1994 16. 3 Aug. 1995 21.0
Sept. 1994 28.0 Cct. 1995 23.0
Cct. 1994 30.1 Nov. 1995 28. 2
Nov. 1994 27.0 Cct. 1996 35.7

Source: Wrld Journal, June 8, 1993 and August 3, 1994; Peoples

Dai ly,

February 13, 1995 and June 29, 1995; Xi nhua News Agency,

Novenber 28, 1995 and Decenber 5, 1995; M ng Pao, Decenber 20,

1996.
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Endnot es

1

Oiginally, 1992 had been selected as the base year by the Standing
Committee of the Politburo. However, due to great pressure from coasta
provi nces, especially from Guangdong, the center was forced to replace 1992
with 1993 as the base year. A top advisor to Vice Premer Zhu Rongji |ater
admtted that the change represented a najor concession to "the Southeastern
provi nces" (Zhou, et al, 1994).

> The net |loss was the difference between two figures. One was the

provi nce's actual revenue collection in 1993, and the other was what it would
have been able to collect if the new rules had been applied in that year.

° I'n August 1994, under growi ng pressure from sone provinces, this rule was
changed. Central conpensation to a province would grow by 30% of the average
grow h rate of total VAT and consunption tax (a central tax) collection in
that particular province, instead of in the nation as a whole. Even with such
a change, the above forrmula was still applicable. The only difference was
that G now neant the average growth rate of VAT and consunption tax in the
provi nce.

‘ Sone local |eaders regarded the new tax-assignnent as nothing but the
center's newtrick to increase its share in total government revenue (Zhang,
1994).

® Since 1995, Mnistry of Finance has nmade some efforts to devise a formul a-
based transfer system

6

Interviewwith an official of the Mnistry of Public Finance, May 9, 1997.
" Local revenue collections were exactly equal to 100% of the budgets in both
1990 and 1991, which inplied that |ocal revenue collections were essentially
di scretionary.

® An adviser to Zhu Rongji indicated this to me in an interview conducted in
August 1994,

° In 1993, in order to prevent provinces fromgaining fromartificially

i nfl ated revenues, the center responded to |local strategic behavior with its
own strategic noves. In 1994, the center "set targets for revenue growth for
each province, with higher targets for those provinces suspected of having
padded their 1993 collections. For those provinces that fail to neet their

target, the Mnistry threatens to reduce correspondingly their base retained
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revenue figure...Wile handi ng down revenue growth targets to each province in
1994 can be seen as a clever manoeuvre by the central government to deal with
the problem of provinces inflating base revenue figures, it has also re-

i ntroduced the harnful individual negotiation between province and center that
was characteristic of the contract systent (Wng, 1995: 8-9).

“ Interview with an official of the State Planning Commi ssion, May 8, 1997.

" In August 1996, the central government overhaul ed extrabudgetary funds.
Thirteen maj or categories of extrabudgetary funds were re-classified as

budget ary funds (Zhao, 1996)
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