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Abstract 
 
In China’s decentralised fiscal system, since virtually all vital public services (education, 
healthcare, social welfare) are provided by local governments, a well-functioning 
intergovernmental fiscal system (IFS) is essential to ensure local governments have adequate 
incentives and resources to perform their role. Since 1978, China has overhauled its public 
finances to create a system able to finance government operations, support economic growth 
and supply revenues for the government’s ambitious industrial policies and international 
initiatives. The Achilles heel remains an IFS that is unable to fund local governments 
effectively and equitably. 

 
This paper provides an analysis of the IFS through three decades of reform including those 
implemented since 2013, when a comprehensive package was announced, with promise of a 
realignment of central-local revenues and expenditures by 2020. The findings are that local 
fiscal status has deteriorated since 2015 due to a combination of slowing growth, tax cuts and 
reform pressures. This has already led to a decline in social spending as a share of GDP, 
threatening to reverse some recent gains in improving public services and undermine other 
national policy goals. 
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Plus ça Change: Three Decades of Fiscal Policy and Central-Local Relations in China 
 
 
 

Introduction 
 
Since beginning its transition to a market economy in 1978, China has undergone more than 
four decades of growth and development that has vaulted it to the front ranks of world 
economies. Along the way, China’s public finances have been substantially overhauled and 
incrementally rebuilt to create a system able to finance government operations, support 
economic growth as well as provide the revenues underpinning the government’s ambitious 
industrial policies, and international programs such as the Belt and Road Initiative. The 
process of fiscal reform is not yet complete, however. Realigning local government revenue 
assignments to match their expenditure responsibilities was deferred in the 1994 reform, and 
the unbalanced central-local relationship has continued to be a major source of distortion in 
the Chinese economy (Dollar and Hofman 2006; Lou 2019; Wingender 2018; Wong passim; 
World Bank 2002; and World Bank and State Council Development Research Center 2014). 
At the outset of the Xi Jinping administration in 2013, an ambitious plan was laid out for a 
comprehensive reform of the fiscal system targeted for completion by 2020, but the goal of a 
significant intergovernmental realignment remains elusive. 

This paper reviews China’s fiscal reform and broad trends in the economy over the past three 
decades to provide an updated analysis of China’s intergovernmental fiscal system. Since the 
early 1990s, central-local fiscal relations have gone through three distinct phases with 
different policies, trends, and problems. These phases coincide largely with leadership 
changes: the 1990s under Zhu Rongji, the 2000s under Hu Jintao and Wen Jiabao, and since 
2013 under Xi Jinping. In each phase, the leaders responded to problems of the previous 
decade and introduced policies designed to address them. Much has changed since the 1994 
Tax Sharing System reform, whose success led to a long period of fiscal expansion that saw 
revenues growing at 20 percent per annum from the late 1990s through 2013 and accruing 
equally to central and local governments.1   With expenditures growing even more rapidly 
and falling disproportionally on local governments, however, the fiscal gap facing local 
governments grew but were financed by rapidly growing central government transfers. With 
revenue growth slowing in recent years, signs are emerging that local governments are again 
facing growing fiscal stress, especially at the lower levels of the administrative hierarchy. 

The paper has three objectives. First, it will describe the evolution of local finance over three 
decades of China’s rapid economic growth and development. Second, it will unpack reforms 
implemented since 2013 to show that reforms in strengthening budget management have 
substantially reduced the fiscal space for local governments. With slow progress in 
intergovernmental realignment, local government financial difficulties are once again 
impeding national policy implementation. Third, it will show that understanding local 
finance requires going beyond the central-local fiscal dichotomy to delve into the architecture 
and mechanisms of China’s administrative system to see how policies and resources are 
transmitted to the counties and cities that implement most government programs. 

The rest of the paper is organized as follows: the next section will offer a brief discussion of 
the Zhu Rongji era as the first of three decades of fiscal reform. This is followed in Section 
III by an examination of the rollout of the Harmonious Society Program under Hu Jintao and 

 

1 For a discussion of the Tax Sharing System reform, see Wong 2000. 
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Wen Jiabao and how it affected the intergovernmental fiscal system. Section IV will focus 
on reforms in the Xi Jinping era, when a sweeping program of reform to improve state 
governance was endorsed by the eighteenth Party Congress in November 2013, in which 
fiscal reform was highlighted as “a foundation and important pillar” (Xi 2013). Section V 
presents a detailed examination of the current local fiscal status, and Section VI concludes 
with an assessment of the present state of the intergovernmental fiscal system and next steps 
for reform. 

 
 

The Zhu Rongji era 

 
For Zhu Rongji, who took over economic policy-making in 1992, one of the most urgent 
problems was the long fiscal decline triggered by the transition to a market economy that 
eroded government revenues and weakened the central government’s capacity for economic 
management (Wong 1991; Wang and Hu 2001). In the planned economy, government 
revenues relied overwhelmingly on profit remittances and tax payments from state-owned 
enterprises (SOEs).2 Three pillars of the planning system worked in concert to ensure high 
profitability for SOEs: administrative prices that favoured industry over agriculture and 
resources, monopoly state ownership of industry, and compulsory procurement. As market 
forces eroded these pillars and SOE finances, government revenues slowed, lagging far 
behind GDP growth (table 1). By the time Zhu Rongji became Vice Premier in 1992, fiscal 
resources had fallen from more than 30 percent of GDP in 1978 to less than 15 percent, and 
the share under central government control to less than 3 percent after revenue-sharing with 
local governments (Wong 2007). To counter the threat this posed to state capacity, the 
paramount objective of fiscal reform was to rebuild the government’s revenue mechanism 
and restore central government control. 

The Tax Sharing System (TSS) reform implemented in 1994 introduced a new tax system to 
replace the previous system of industrial-commercial taxes. A new central tax administration 
was split off the local government tax administrations to collect most of the taxes, and 
revenue-sharing with local governments was revised to give central government control over 
the majority of revenues (Ibid). 

Table 1. Changing fiscal fortunes through the transition (annual growth, price- 
adjusted) 

 GDP Revenue Expenditure 
1979–1990 7.3% 1.7% 1.1% 
1990–2000 10.2% 8.6% 9.9% 

1990–1995 12.1% 3.0% 3.8% 
1995–2000 8.4% 14.4% 16.3% 

2000–2010 12.8% 17.5% 16.4% 
Source: calculated from NBS data. 

With the new taxes and stronger tax administration, the TSS quickly reversed the fiscal trend 
(table 1). By the second half of the 1990s, government revenues were outstripping economic 
growth. With economic growth accelerating after joining the World Trade Organization in 
2001, government coffers were soon overflowing. The improved fiscal outlook allowed the 
administration of Hu Jintao and Wen Jiabao to address problems accumulated during the 

 
 

2 During 1970-1978, state enterprises accounted for nearly 90 percent of budget revenues. MOF (1988). 
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fiscal decline, among them a severe deterioration in public services especially in rural areas 
and in poor regions, and a sharp rise in interregional fiscal disparities. 

Under-provision of public services and growing inequalities under fiscal decline 

Fiscal decline and the erosion of central revenues had translated into weakening support for 
poor regions, a trend starkly illustrated in Guizhou. The poorest among China’s 31 
provinces3, Guizhou saw central subsidies falling steadily from financing 57 percent of its 
budgetary expenditures the early 1980s to only 17 percent in 1993 (figure 1). It was not 
alone. Nationwide, central transfers net of tax rebates fell to just 1 percent of GDP during 
1994–1997, and were below 2 percent of GDP through most of the 1990s (figure 2). 

Figure 1. The share of provincial expenditures financed by transfers in Guizhou 
province 

Source: Wong (2009), figure 2, based on fieldwork interviews in 1997. 
 
Figure 2. The decline of transfers in the 1990s (percent of GDP) 

Source: calculated from NBS data. 

With few transfers to help poor regions, the already large regional disparities in public 
spending grew throughout the 1990s especially since the system of tax-sharing by derivation 

 
 
 

3 In this paper, “provinces” will be used as a shorthand to refer to all provincial level units, which include 
provinces, autonomous regions and municipalities with provincial status. 
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under the TSS left more revenues in regions with richer tax bases.4 This is shown in table 2, 
where the absolute and relative gaps grew in per capita expenditure across provinces, and the 
coefficient of variation rose from 0.57 to 0.75, indicating growing divergence among them. 
As for Guizhou, left mostly to its own resources, per capita budgetary expenditure fell from 
58 percent of the national average in 1991 to 42 percent in 1998.5 

Table 2. Growing Disparities in Per Capita Budgetary Expenditures by Province 
 1990 1994 1998 2002 
Highest (Shanghai) 608.5 1452.2 3210.7 5307.0 
Lowest (Henan) 103.5 156.6 347.4 654.5 
Ratio of Shanghai to Henan 5.9 9.3 9.2 8.1 
Average (31 provs) 253.6 449.9 828.9 1620.5 
Absolute gap 143.5 319.5 621.3 1218.4 
Coefficient of variation (31 provs) 0.57 0.71 0.75 0.75 

Source: Ministry of Finance(MOF) Compendium of Local Fiscal Statistics, and NBS. 

The regional inequalities are in fact underestimated in table 2, which includes only data on 
budgetary resources. In the face of chronic fiscal shortfalls, governments at all levels turned 
to extrabudgetary channels to collect fees, levies, and earn extra income using state assets. In 
the late 1990s these extrabudgetary revenues rivalled budgetary revenues in size and accrued 
disproportionally to rich regions (Wong 2009). 

In the poor regions and especially rural localities, the shortage of funding meant that local 
governments often could not provide mandated services or even meet payroll in full.6 For 
example, although the Education Law (1986) called for nine years of compulsory education 
for all children, even in 2004 some 17 percent of rural counties could not provide it.7 One 
scholar estimated that during 1985–2000, as many as 150 million rural children did not 
receive nine years of schooling, due to the combination of a lack of availability of schools 
and the high fees that were often charged by schools to make up for funding gaps.8 

Throughout the 1980s and 1990s, local government financing constrained social spending. 
As a result, education expenditure stagnated at around 2–2.5 percent of GDP, well below the 
government’s goal of 4 percent (Education Law 1986), and the World Bank estimated that 
China faced a spending gap of nearly 5 percent of GDP in critical social services (World 
Bank 1996). The large gap between urban and rural services was reflected in the Human 
Development Indexes in 2003, which estimated life expectancy of 69.6 years for rural 
residents, 5.6 years less than that for urban residents (UNDP 2005). 

 
 

The second decade: the Hu Jintao-Wen Jiabao era 
 
 

4 The TSS divides taxes into central, local, and shared taxes, with the same sharing rates for all provinces 
irrespective of income levels. 
5 Calculated from MOF Compendium of Local Fiscal Statistics (difang caizheng tongji ziliao), various years. 
6 This was the main conclusion of the World Bank report (2002). In the budget report to the National People’s 
Congress in March 2003, Minister Xiang Huaicheng noted that 25 of the 36 provinces, regions and cities 
reporting directly to the MOF had incidents of wage arrears during 2002 (Xiang 2003). 
7 Information from MOE. 
8 Zhang Yulin, “The urban-rural gap under the system of schools run at separate levels of government…” 
Investigation of Chinese Villages, 2003 (1). 张玉林, 分级办学制度下的教育资源分配与城乡教育差距 —关
于教育机会均等问题的政治经济学探讨, 中国农村观察, 2003 (1). 
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With revenues growing robustly, the administration of Hu Jintao and Wen Jiabao was able to 
address these shortfalls. From the outset of his term, Premier Wen Jiabao embraced a new 
development paradigm that emphasized sustainable growth and “putting people first” (以人
为本)—a view that was laid out in some detail starting with the Government Work Report in 
2003 and the Eleventh Five-Year Plan (FYP) that began in 2006 (Wen 2005). 

Under the new paradigm, the government ramped up spending on pro-poor, pro-rural 
programs. Starting with the Rural Fee Reform (RFR) in 2000 that eliminated the quasi-taxes 
levied by townships to fund rural services and moving on to abolish agricultural taxes by 
2006, the government ended the self-financing rural fiscal structure installed under the 
planned economy and replaced it with one supported by central transfers (Fock and Wong 
2008). 

Whereas the Zhu Rongji era was dominated by the Tax Sharing System reform and its single- 
minded focus on revenue rejuvenation, the Hu Jintao-Wen Jiabao era was multi-faceted. 
There were changes in revenue assignment—most notably the RFR and the extension of 
subsidies to the rural sector. It pushed through the completion of the TSS reform to the 
subnational levels by ordering the abolition of fiscal contracts that had remained in use at the 
sub-provincial levels, and extending tax-sharing to all levels of government. 

Expenditure assignments changed as well, most notably the reassignment of the heavy 
burdens for education and health from the township to the county level. These changes 
culminated in the “county-based” (以县为主)reforms that shifted all rural public services to 
county management, along with their budgets. In most provinces, the reform marked the end 
of township budgets. Another administrative change was the “province-administered 
counties reform” (省管县), which placed many counties directly under provincial control to 
eliminate the fiscal role of prefectures9 in administering rural jurisdictions.10 By far the most 
important reforms during the Hu-Wen period were the massive expansion of government 
spending, the rebalancing toward social services and the concerted effort at redistributing 
resources toward the rural, less developed regions.11 

The Harmonious Society Programs 

Under the banner of the ‘harmonious society’, adopted at the Fourth Plenum of the Sixteenth 
Communist Party Central Committee in September 2004, Beijing began to pump resources 
into expanding the social safety net to include rural citizens and improving the provision of 
social services (Wong 2010). The Ministry of Finance reported that expenditures on 
“sannong”12, an ad hoc category created to track spending on the rural sector, had grown 
from RMB77 billion in 1996 to 725.3 billion in 2009 (Lin and Wong 2012). During the 
period 2000–2012, when China’s GDP grew more than five-fold from RMB10 trillion to 53.9 
trillion, government spending grew nearly eight-fold, from RMB1.6 to 12.6 trillion.13 
During the same period, budgetary spending on education rose from RMB176.5 billion to 2.1 

 

9 “Prefectures” is used here as a shorthand to refer to prefectures and prefectural level cities. 
10 The province-administered counties reform was not adopted in all provinces, and even in provinces where it 
was adopted, not all counties were placed under provincial management. The 2012 budget report to the NPC 
noted that 1080 counties were under the program, equal to roughly half of all county level units excluding 
urban districts. 
11 “Reform” is used here in a broad sense to include large adjustments to the size and composition of budget 
spending. 
12 The term is literally “the three rurals”, and refers to agriculture, rural villages, and farmers. 
13 NBS. Unless otherwise noted, “government expenditures” is used in this paper to refer to general budget 
expenditures. 
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trillion, and health spending from RMB49 billion to 724.5 billion. Across-the-board, the 
growth in social spending outpaced government expenditures, which in turn outpaced GDP 
growth, with momentum building especially from 2006 onwards (table 3). 

Table 3. Annual growth in key indicators during the Hu-Wen era (price-adjusted). 
  

 
 

GDP 

 
 
 

Revenue 

 
 
 

Expenditure 

 
 
 

Education 

 
 
 

Health 

Social welfare 
and 

employment* 

 
 
 

Housing** 
2000-2012 12.3% 17.0% 16.0% 20.1% 22.2%   

2000-2006 12.4% 17.8% 15.3% 16.5% 16.4%   
2006-2012 12.2% 16.2% 16.7% 23.9% 28.3% 14.5% 76.8% 

* 2007–2012. ** 2009–2012 
Source: calculated from NBS and MOF final accounts data. 

New programs were introduced in quick succession, starting in the rural sector. The “two 
exemptions and one subsidy” (TEOS) program was introduced in 2001 to reduce out-of- 
pocket costs of compulsory education for rural children,14 followed in 2002 by a series of 
direct subsidies to farmers.15 In the wake of the SARS epidemic in 2003, a new health 
insurance scheme was introduced to provide coverage for the rural populace. Altogether, Lin 
and Wong (2012) counted 12 programs introduced during 2002–2007 to benefit the rural 
population, some providing production subsidies, others social welfare and public services, 
and some aimed at improving living conditions in the villages. Some of the programs were 
enormous, with hundreds of millions of beneficiaries (table 4). 

 
Table 4. Key programs in rural public services 
 

Programs Launch 
Date 

 
Beneficiaries 

Free Rural Compulsory Education - to eliminate out-of- 
pocket costs of basic education to rural families and raise 
the minimum standard of school spending 

 
2006 

 
150 million in 2007 

New Rural Cooperative Medical Scheme - to provide 
cooperative insurance for rural families, to reduce financial 
risks due to ill health 

 
2003 

 
835 million in 2010 

Rural minimum income guarantee (Dibao) - to provide 
income support for the poor 

 
2007 

 
53.9 million at peak (2013) 

Rural pension scheme to cover all rural residents. In 2014 
it was merged with the urban residents' pension program to 
become the Basic Old-Age Insurance for Urban and Rural 
Residents 

 
 

2009 

 
 

512.6 million enrolled in 2017 

Source: author’s compilation from government documents. 
 

14 Chinese law made it compulsory for children to attend nine years of schooling, i.e., through junior middle 
school. Under the TEOS the government provides funding to replace school revenues from the abolition of the 
textbook fee and miscellaneous fees (the “two exemptions”) and finances a subsidy for boarding students 
from poor families. 
15 These included the well-bred seeds subsidy to promote the adoption of improved varieties, a direct subsidy 
for grain production to increase returns to grain growing, a subsidy for the purchase of agricultural machinery 
to encourage mechanization, a subsidy for the purchase of agricultural production inputs to offset price 
inflation, and a subsidy for agricultural insurance (Lin and Wong 2012). 
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Some of the rural programs provided benefits that urban residents had long enjoyed, such as 
state-funding for compulsory education. Others were new services that were then quickly 
extended to include urban residents, such as the Urban Residents Basic Medical 
Insurance introduced in 2007 to provide coverage to children, students and other non- 
working urban residents, and the Urban Residents Pension Program in 2011. Both programs 
extended coverage to those previously left out of the employment-based, formal sector 
schemes, filling a huge gap in coverage. Since 2007, China has also introduced an ambitious 
social housing program and poured fiscal support into schemes for public rental housing, 
assisted home ownership, and slum upgrading (Yu and Wong forthcoming). 

With the successive rollout of new programs, by the end of the Hu-Wen decade China had 
built a framework for a comprehensive social welfare system with universal coverage, albeit 
sometimes at very low levels of protection. By targeting many of the services and subsidies 
to the rural sector and poor regions, policies of the Hu-Wen administration helped turn the 
tide on the large income inequalities that had grown during the 1980s and 1990s (figure 3). 
However, while the policies had decisively stemmed the growth of inequalities, they did not 
shrink them measurably. With official estimates of the Gini coefficient (measuring income 
inequality) flattening out at around 0.47 in 2012, China remained one of the most unequal 
countries in the world when Hu and Wen finished their terms in office. 

Figure 3. The evolution of China’s Gini coefficient 

 
Source: NBS and CEIC. 

Getting to the “four uns”16 

Implementation of the Hu-Wen policies had thrown the intergovernmental fiscal system 
increasingly out of balance. Under the current assignment of responsibilities, the higher 
spending on social services accrued almost entirely to local governments, resulting in a sharp 
rise in their share of budgetary expenditures, from 65 percent in 2000 to 85 percent in 2011 
(figure 4). In the absence of a commensurate adjustment in revenue assignments, the fiscal 
gap grew, requiring more transfers. 

Figure 4. Growing further unbalanced - local government share of the budget 
 
 

16 Following the conclusion of the National People’s Congress in March 2007, then-Premier Wen Jiabao warned 
that the Chinese economy was increasingly “unbalanced, unstable, uncoordinated, and unsustainable.” This 
quote has come to be known as the “four uns”. 
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Source: NBS. 

 
In 2000, the central government provided RMB254 billion in transfers to finance the fiscal 
shortfall of local governments, equal to 2.5 percent of GDP and roughly 35 percent of the 
central government’s revenues. By 2012, transfers had grown to RMB4 trillion, equal to 7.5 
percent of GDP, roughly 70 percent of central government revenues, and trending upward 
(figure 5). The bulk of these transfers went to grassroots governments at the county level that 
were responsible for the provision of compulsory education, basic healthcare, and safety net 
services such as social welfare and pensions—the big programs driving up costs. 

 
Figure 5. Growing central government transfers 

 
Source: author’s calculations from MOF data. 

As a result of the costs of these “Harmonious Society programs”, counties saw their 
expenditures jump from RMB417 billion in 2000 to RMB5.7 trillion in 2012, and their share 
of the national budget from 26 percent of total expenditures to more than 45 percent (figure 
6). Even as the Ministry of Finance called on provinces to devolve more revenues to shore 
up county finances, their revenue share rose only to 25 percent of the total in 2012, lagging 
far behind their spending. In 2012, in aggregate county governments had revenues of 
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RMB2.9 trillion and a shortfall of RMB2.8 trillion that was financed by transfers.17 The 
growth of the fiscal gap at county governments is shown in figure 7, where the shortfall grew 
from RMB309 billion in 2002 to RMB2.8 trillion a decade later. Through the Hu-Wen 
decade, the counties took up 60–80 percent of central transfers. 

Figure 6. Higher spending and growing fiscal gaps at the county level 

 
Source: MOF Fiscal Yearbook (caizheng nianjian), 2001–2013. 

 

Figure 7. County level fiscal shortfalls and their share of central transfers 

 
Source: MOF Fiscal Yearbook (caizheng nianjian), 2001–2013. 

 

China’s heavy reliance on the use of transfers is unusual given the high administrative and 
compliance costs.18 What is even more problematic is that the intergovernmental fiscal 
system relies on a process of level-by-level transmission through its administrative system. 
For transfers to reach the county/township level, the central government allocates them first 

 
17 Author’s calculations from MOF data. 
18 Compared to other countries the size of transfers in China is large both relative to GDP and especially 
relative to total revenues. For a sample of 29 OECD countries, Blöchliger and Charbit (2008) found transfers to 
average 2.3 percent of GDP, and 4.8 percent of total government expenditure. For China the equivalent 
numbers were 7.5 percent and 32 percent in 2012. 
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to the provinces, and relies on each provincial government to pass through the appropriate 
amounts to the next level—the prefectures or counties. 

The transfers are divided territorially and by sector and program. During the Hu-Wen 
decade, earmarked transfers proliferated as new programs and services were introduced. In 
2010, the first year for which the Ministry of Finance published a detailed list of transfers by 
type, more than 100 categories of earmarked transfers were listed, along with 17 categories of 
“general transfers”.19 In 2013, there were 220 programs of earmarked transfers at the central 
level (Xiao 2016). As they passed downward through the administrative hierarchy, 
earmarked grants were often further divided into finer categories as each administrative layer 
tried to target funds to where they were needed, or sometimes just to keep track of the 
different sources of funding. In one fieldwork county, we found in 2012 more than a dozen 
transfers for rural basic education alone.20 The burden of managing transfers created an 
extraordinary strain on the bureaucracy, far outstripping the capacities of government 
monitoring and supervisory systems (World Bank 2007).21 

In addition, each level of government has some discretion on how to pass on the transfers, 
weighing its own needs against those of the lower levels. These decisions became more 
fraught since all levels of subnational government faced fiscal shortfalls and depended on the 
same pool of central transfers for financing (table 5).22 As a result, disbursing money was 
often slow and unpredictable. Empirical studies have found that provinces differed in their 
pass-through rates and the extent to which they allocated transfers to achieve equalization 
(World Bank 2006). Tracking the flow of earmarked transfers for essential public health 
services, Tan and Wong (forthcoming) found that service providers sometimes received their 
appropriated funds only at the end of the fiscal year. 

Table 5. The changing shares of the budget across levels of government (percent of 
total) 

Revenues 1998 2002 2006 2010 2013 
Central 49.5 55.0 52.8 51.1 46.6 
Provincial 10.5 11.7 12.1 10.6 10.7 

 
 

19 MOF final accounts. 
20 These included: 

a. Subsidy for resolving the 9-year compulsory education debts 
b. Subsidy for resolving other compulsory education debts 
c. Subsidy for nonsalary running costs 
d. Subsidy for unsafe building maintenance and renovation 
e. Subsidy for unsafe building maintenance and renovation informed in advance 
f. Subsidy for living allowance for poor rural students in boarding schools 
g. Performance-based payment in compulsory education 
h. Teachers on special assignment, phase 1 and phase 2 
i. Policy-related transfer for compulsory education 
j. Nutrition improvement in rural compulsory education (stage 1) 
k. Subsidy for free textbooks in rural compulsory education 
l. Subsidy for teachers in rural compulsory education under unified recruitment and allocation. 

21 For the history of how systems of accountability were weakened by the dismantling of the planned economy 
and the subsequent long fiscal decline, see Wong (2009). For weaknesses of the systems of monitoring and 
evaluation, see Wong (2012). 
22 This is true even for the richest regions. In 2019, for example, Shanghai had budget revenues of RMB716.5 
billion and expenditures of RMB817.9 billion, drawing on tax rebates and transfers of RMB90 billion. 
Guangdong province had budget expenditures of RMB609.8 billion partly financed by RMB163.2 billion in tax 
rebates and transfers from the central government. Provincial government websites. 
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Prefectural 19.7 16.3 16.5 15.8 16.2 
County 20.3 17.1 18.6 22.5 26.5 

Expenditures      
Central 28.9 30.7 24.7 17.8 14.6 
Provincial 18.8 19.6 18.3 17.1 16.1 
Prefectural 24.1 21.0 22.5 22.5 22.9 
County 28.2 28.6 34.4 42.6 46.3 

Source: MOF Compendium of local fiscal statistics and Fiscal Yearbook (caizheng nianjian), various years. 

The intergovernmental fiscal system also caused problems in the cities. Amid the steep fiscal 
decline in the 1980s to mid-1990s, the government had few resources to devote to 
urbanisation and its extraordinary need for infrastructure, while borrowing was strictly 
limited. To avoid slowing down growth, political leaders tolerated and tacitly encouraged the 
use of informal, backdoor practices that enabled cities to finance infrastructure. For this, 
China’s municipalities relied overwhelmingly on extra-budgetary resources—mainly land 
sales and off-budget borrowing through local government financial vehicles (Wong 2013). 
Even as budget resources grew, and especially under the stimulus program in 2008–2009, 
these practices expanded, operating largely beyond central government oversight.23 The easy 
access to money from land and borrowing, in an economy that was growing at double-digit 
rates, led inexorably to excessive land takings, urban sprawl and the creation of excess 
capacity in industry as cities competed for investment to create jobs and raise land values. In 
the absence of regulatory oversight, these activities also fostered graft and corruption and left 
many cities with unsustainable levels of debt. 

In sum, the fiscal expansion and especially the ramp-up of social spending during the Hu- 
Wen decade revealed major weaknesses in the intergovernmental fiscal system and created a 
situation that could fittingly be described as the “four uns”: unbalanced, unstable, 
uncoordinated, and unsustainable. 

 
 

The third decade: comprehensive reform under Xi Jinping 

In contrast to the piecemeal reforms of the previous decades, the Xi Jinping administration 
laid out a sweeping program of governance reform that was endorsed at the third plenum of 
the eighteenth Party Central Committee meeting in November 2013, in which fiscal reform 
was identified as a key priority (Xi 2013). Citing the “Overall Plan for Deepening Reform of 
the Fiscal and Taxation System” approved by the Politburo in July 2014, Finance Minister 
Lou Jiwei described the program’s three big tasks as strengthening the budget management 
system, improving the tax system, and building an intergovernmental system with appropriate 
resources and responsibilities. Emphasizing that in this round, the reforms were not just 
“applying patches here and there”, nor a process of “fanning the broth to keep it from boiling 
over”, he promised a comprehensive program aimed at achieving a fundamental restructuring 
of the fiscal system, to proceed in three phases. The first phase—to begin immediately— 
would focus on budget reforms; phase two would begin in 2015 with reforms of the tax 
system; and phase three would begin in 2016 with intergovernmental reform to rationalize the 
assignment of revenues and expenditures (Han, Gao, and He 2014). 

 
 
 

23 For an early account of how the central government was kept largely in the dark on the development of 
LGFVs and the extent of local government borrowing, see Wong (2011). 
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With Party and legislative support, fiscal reforms were off to a fast start in 2014. By far the 
most important step was passage of the revised Budget Law in August, which ushered in a 
huge and hugely important program of reform to strengthen budget management, rein in 
extrabudgetary revenues and install mechanisms for controlling local government debt. It also 
called for shifting to medium-term budgeting and strengthening budget oversight by the 
people’s congress (NPC Standing Committee 2014). These are technical reforms in public 
financial management that are mostly invisible to the public, but critical in building the 
institutions and mechanisms for modern budget management. These reforms typically take 
many years to implement and refine, but have made significant progress over the past six 
years in improving government financial reporting and transparency, strengthening cash 
management and extending budget control over off-budget resources (Wong 2018; 2020). 
Tax reform has had few notable achievements aside from the conversion of the value-added 
tax (VAT) to a consumption-type and its extension to services. The impact of these reforms 
on the intergovernmental fiscal system will be discussed in later sections. 

Progress on intergovernmental fiscal reform 

To address the imbalance in the intergovernmental fiscal system, the authorities had made 
clear that the adjustments would be made on the expenditure side — by recentralising some 
expenditures while leaving the revenue division largely unchanged. The Third Plenum 
Decisions called for the central government to take on more responsibility for social security 
and major infrastructure with interregional span, as well as provide more transfers to help in 
financing local public services that have significant externalities or interregional impact, such 
as education and health (Article 19; Xi 2013). The Third Plenum Decisions also called for 
revamping the system of intergovernmental transfers to reduce waste and improve their 
effectiveness (Article 17). 

To date, the three key documents on intergovernmental fiscal reform are: 1) the State Council 
Guiding Opinions on Promoting the Division of Central and Local Fiscal Responsibilities 
(State Council Document No. 49, 2016); 2) the 13th Five-Year Plan for Advancing the 
Equalization of Basic Public Services (State Council Document No. 9, 2017); and 3) the 
Reform Plan for the Division of Shared Expenditure Responsibilities between the Central and 
Local Governments in Basic Public Services (State Council Document No. 6, 2018). 

The 2016 document laid out some general principles for the division of expenditure 
responsibilities that divide public services into three groups: those that are central 
government responsibilities (e.g., national defence and diplomacy), local government 
responsibilities (e.g., public safety, urban transport and facilities, and rural roads), and shared 
responsibilities. The document called for “appropriately” increasing the share of those under 
central responsibility while reducing those under shared responsibility. For the large number 
of shared tasks, in education, health, social security and environmental protection, etc., it 
called for breaking them down into sub-tasks and clarifying the division of responsibilities to 
avoid shirking. 

The roadmap calls for functional ministries and provinces to work out the appropriate 
divisions within their areas of competency, and sets a timeframe for the work to be 
completed. The ministries of defense, national security, foreign affairs, and public security 
were assigned to take the lead in launching the reform in 2016, to be followed by the 
ministries of education, health, environmental protection, and transport and communications 
in 2017 and 2018. By 2019–2020, the assignment of responsibility should be completed for 
the main public services, and provinces will have formulated their plans for clarifying 
divisions with sub-provincial levels. 
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In January 2017 the State Council issued the 13th Five Year Plan (FYP) for equalization of 
public services. Following the trajectory of gradually increasing government spending on 
public services and improving access for all citizens that was first introduced in the 11th 
FYP, the plan goes further. For the first time, it declares the provision of basic public 
services to be a core duty of government, and access to these services to be the right of every 
citizen.24 The plan creates a framework for the provision of these core public services by 
defining the scope of the government’s commitment, the target beneficiaries, and the 
mechanisms for implementation. It establishes a national list of services in eight areas: 
education, labour and employment, social security, healthcare, social welfare, housing 
assurance, culture and sports, and services for the disabled. These are broken down into 81 
subtasks, with eight in education, 10 in labour and employment, seven in social security, etc. 
For each of the 81 tasks, the list identifies the intended beneficiaries and specifies the 
suggested standard of provision, lead agencies responsible, and financing responsibilities (see 
Appendix A25 for a sample of the list). Among the 81, 10 are designated as shared 
responsibilities, with specific shares assigned to the central and local governments. The 
remainder are primarily local government responsibilities, sometimes with central 
government assistance provided “as appropriate”. Since the list is presumably the outcome of 
consultation and negotiation with all the relevant ministries, its issuance completes much of 
the work called for in the 2016 document for delineating authorities and responsibilities, and 
provides a clear framework for working out expenditure needs for local governments. 

Indeed, without waiting for the ministries to issue guidelines in their functional areas, in 
February 2018 the State Council issued the Reform Plan for the Division of Shared 
Expenditure Responsibilities between the Central and Local Governments in Basic Public 
Services (Document No. 9). Drawing from the national list of basic public services and 
following the principle laid out in the 2016 document, the plan names eight public services as 
shared responsibilities between the central and local governments and sets out the national 
minimum standards of provision and cost-sharing ratios for 18 subtasks (table 6). It promises 
that services on the national list but not included may be added in future as economic and 
social development warrants. The plan also divides the 36 provincial and “semi provincial” 
units into five groups for cost-sharing designations, replacing the longstanding regional 
divisions of “east”, “central” and “west” (table 7). 

Table 6. List of central and local government shared tasks in basic public services, basic 
standards, and division of expenditure responsibilities 

Shared tasks Basic standards Expenditure responsibilities and 
sharing method 

 
 
 
 

Compulsory 
education 

 
1. Non-personnel 
running cost 
guarantee 

 

National standards set by 
central government. 

Central-local shares: 
· 8:2 for Tier I provinces 
· 6:4 for Tier II 

· and all others 5:5 
 

2. Free textbooks 

National standards set by 
central government for the 
national curriculum and 
textbooks and dictionary. 

100% central finance for textbooks for 
the national curriculum and dictionaries; 
local finance for textbooks for the local 
curriculum. 

 National standards set by 
central government for living. Central-local share 5:5 for all provinces. 

 
24 See, for example, “Our country launches the list of national basic public services for the first time”, Xinhua 1 
March 2017. http://www.gov.cn/xinwen/2017-03/01/content_5172329.htm Accessed 24 April 2021. 
25 http://szs.mof.gov.cn/zhengcefabu/202107/t20210707_3732363.htm, appendix. 

http://www.gov.cn/xinwen/2017-03/01/content_5172329.htm
http://szs.mof.gov.cn/zhengcefabu/202107/t20210707_3732363.htm
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 3. Living allowance 
for students with 
financial difficulties 

 Central government bears 100% for 
students from ethnic minorities with a 
small population. 

4. Nutritional 
subsidies for 
students in poor 
areas 

National standards set by 
central government for meal 
subsidies. 

100% central for the national pilot 
program; local pilot programs by local 
finance, with some central government 
capitation bonuses. 

 
 
 
 
 
 
 

 
Student 
assistance 

 
5. National grants for 
secondary vocational 
education 

 
National standards set by 
central government 

Central and local governments share 
proportionally, with sharing rates 
determined by the student’s originating 
province: Tier I: 8:2 ; Tier II: 6:4 ; Tier 
III: 5:5; Tier IV: 3:7; Tier V: 1:9 

6. Free tuition 
subsidy for 
secondary vocational 
education 

National standards set by 
central government, and local 
governments can determine 
specific subsidy standards 
based on actual conditions. 

Central and local governments share 
proportionally, with sharing rates 
determined by the student’s originating 
province: Tier I: 8:2 ; Tier II: 6:4 ; Tier 
III: 5:5; Tier IV: 3:7; Tier V: 1:9 

 
7. National bursary 
for general high 
school education 

National standards set by 
central government, and local 
governments can set tiered 
standards according to local 
conditions. 

 
Central and local governments share 
proportionally: Tier I: 8:2 ; Tier II: 6:4 ; 
Tier III: 5:5; Tier IV: 3:7; Tier V: 1:9 

 
8. Free tuition and 
fee subsidies for 
general high school 
education 

Central government sets 
different subsidy standards 
from province to province, and 
local governments can 
determine specific standards 
based on local conditions. 

 
Central and local governments share 
proportionally for the agreed standards: 
Tier I: 8:2 ; Tier II: 6:4 ; Tier III: 5:5; 
Tier IV: 3:7; Tier V: 1:9 

Basic 
employment 
services 

 
9. Basic public 
employment services 

Standards are formulated by 
local governments based on 
actual conditions. 

 
Mainly based on local fiscal capacity 
and number of people in need. 

Basic old- 
age 
insurance 

10. Basic pension 
scheme for urban 
and rural residents 

National standards set by 
central government 

100% central for Tier I and II provinces, 
50-50 for all others 

 
 

Basic 
medical 
insurance 

11. Basic medical 
insurance scheme for 
urban and rural 
residents 

Central government sets 
guiding subsidy standards, and 
local governments set specific 
standards based on actual 
conditions. 

 
Central-local shares: Tier I: 8:2 ; Tier II: 
6:4 ; Tier III: 5:5; Tier IV: 3:7; Tier V: 
1:9 

12. Medical 
assistance 

Standards set by local 
governments based on actual 
conditions. 

Mainly based on local fiscal capacity 
and number of people in need. 

 
Basic health 
and family 
planning 

13. Basic public 
health services 

National standards set by 
central government. 

Central-local shares: Tier I: 8:2 ; Tier II: 
6:4 ; Tier III: 5:5; Tier IV: 3:7; Tier V: 
1:9 

14. Family planning 
assistance guarantee 

National standards set by 
central government. 

Central-local shares: Tier I: 8:2 ; Tier II: 
6:4 ; Tier III: 5:5; Tier IV: 3:7; Tier V: 
1:9 

 
 

Social 
assistance 

15. Relief for the 
needy 

Standards set by local 
governments based on actual 
conditions. 

Mainly based on local fiscal capacity 
and number of people in need. 

 
16. Relief for victims 
of disasters 

The central government sets 
subsidy standards, and local 
governments set specific 
subsidies based on actual 
conditions. 

 
Central government provides subsidies, 
with the remainder borne by local 
finance. 
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 17. Services for 
persons with 
disabilities 

Standards set by local 
governments based on actual 
conditions. 

Mainly based on local fiscal capacity 
and number of people in need. 

 
Basic 
housing 
security 

18. Urban and rural 
affordable housing 
projects (including 
rural dilapidated 
houses renovation) 

 
Standards set by local 
governments based on actual 
conditions. 

 
Mainly based on local fiscal capacity 
and the scale of requirements. 

Source: State Council (2018), Appendix. 

Table 7. The classification of budgetary units (2017) 
 
 
 

Old 
designation 

 
 
 

New 
designation 

 

Number of 
provinces/ 

cities 

 
 
 
 

Group Members 

per capita GDP 
as share of 

national 
average 

per capita 
budget revenue 

as share of 
national average 

West 
 

Tier I 
 

12 
Inner Mongolia, Guangxi, Chongqing, Sichuan, Guizhou, Yunnan, 
Tibet, Shaanxi, Gansu, Qinghai, Ningxia and Xinjiang 

 
75% 

 
70% 

Central Tier II 10 Hebei, Shanxi, Jilin, Heilongjiang, Anhui, Jiangxi, Henan, Hubei, 
Hunan and Hainan 78% 65% 

 
 

East 

Tier III 3 Liaoning, Fujian and Shandong 114% 87% 

Tier IV 9 
Tianjin, Jiangsu, Zhejiang, Guangdong, and five cities Dalian, 
Ningbo, Xiamen, Qingdao and Shenzhen 164% 157% 

Tier V 2 Beijing and Shanghai 211% 364% 

Source: State Council (2018). Calculations based on NBS Chinese Statistical Yearbook 2018. 
 
Loud thunder, small drops of rain 

Coming 13 months after the 13th FYP document on the equalization of public services, the 
2018 reform plan seems a lost opportunity. Rather than further building momentum for 
rebalancing the intergovernmental relationship, the plan largely formalised current divisions, 
signalling a pause in intergovernmental reform. Its issuance has had no effect on raising the 
central government’s share in spending, which has continued its downward trend, slipping 
from 14.8 percent in 2018 to 14.7 percent in 2019 and 14.3 percent in 2020.26 

Contrary to official rhetoric that portrays the greater differentiation of provinces as a change 
toward greater equalization,27 this change favours the rich provinces, and makes the central- 
local cost-sharing less redistributive than before. A close examination of the sharing rates for 
the 18 listed services finds them largely unchanged from prior practice, with one important 
exception. For the tier I and tier II provinces—the former “western” and “central” provinces, 
the sharing rates are across-the-board unchanged for the major expenditures. For examples, 
the sharing rates for compulsory education (table 6 items 1, 2 and 3) were established in 2007 
(Lin and Wong 2012); those for student assistance (items 5 and 6) were set in 2012,28 and for 
the Residents’ Basic Medical Insurance Scheme (item 11) in 2014.29 For these provinces, the 
reform merely codified current practice. The exception is that for tier III, IV and V 
provinces—the three groups broken out from the former “eastern” provinces; where the 
central government’s sharing rates have increased for many services for which these 
provinces had previously received little or no support. 

 
 
 

26 Calculated from NBS and 2021 Budget Report to the NPC. 
27 See, for example, http://finance.ifeng.com/a/20180211/15982208_0.shtml. Accessed 11 February 2018. 
28 http://www.moe.gov.cn/jyb_xxgk/moe_1777/moe_1779/201210/t20121030_143848.html 
Accessed 25 April 2021. 
29 http://sbs.mof.gov.cn/zhengwuxinxi/zhengcefabu/201405/t20140527_1084649.html Accessed 28/4/21 

http://finance.ifeng.com/a/20180211/15982208_0.shtml
http://www.moe.gov.cn/jyb_xxgk/moe_1777/moe_1779/201210/t20121030_143848.html
http://sbs.mof.gov.cn/zhengwuxinxi/zhengcefabu/201405/t20140527_1084649.html
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In terms of the effort to clarify and codify the division of central-local responsibilities, the 
limited scope of the 2018 plan only serves to highlight the huge task ahead. Following the 
plan’s rollout, a new category of “transfer payments for shared fiscal responsibilities” was 
created in 2019, which listed 54 items of transfer. The 18 subtasks listed in the plan were 
represented among twelve of the 54, and together accounted for slightly less than half of the 
total ‘shared responsibility transfers’.30 Confusingly, transfers for the shared responsibilities 
were only 43 percent of total transfers net of tax rebates, implying that more than half of the 
transfers in 2019 were provided for expenditures for which the central government had no 
responsibility—including many of the environmental protection expenditures. At the same 
time, the cost-sharing transfers are sometimes misleading. The RMB156.5 billion “Urban 
and Rural Compulsory Education Transfer” covered only 10.3 percent of the RMB1.5 trillion 
total budgetary expenditure on compulsory education by local governments in 2019, far less 
than the sharing ratios in table 6 implied.31 Given that the central government increasingly 
sets national standards for service provision, and with three-quarters of all transfers in China 
set on a discretionary basis, the narrow scope of the 2018 reform signals the central 
government’s reluctance to cede financial control.32 

Most disappointingly, the reform plan made no mention of the assignment of responsibility 
for capital investments needed for the provision of public services—schools, clinics, 
hospitals, roads, and the like. The heavy responsibility for financing infrastructure and the 
restrictions on borrowing had in past decades driven local governments to rely on land 
revenues and off-budget borrowing through financial vehicles, a practice that current reforms 
aim to curb. The omission of this critically important area of shared responsibility, in the 
absence of new revenue assignments, leaves local governments in the same predicament and 
exposed to the same financial risks as before. 

 
 

Local government fiscal status today 

Since the start of the Xi Jinping era, the fiscal position of local governments has deteriorated. 
The first cause is the changing macroeconomic environment and associated fiscal policies. 
After a decade of double-digit growth, the Chinese economy began to slow down markedly 
after 2010 (table 8). Revenue growth fell even more sharply, to less than one-half of the level 
during the previous decade. This was followed by a pullback in expenditure growth to keep 
the deficit within an acceptable band—this is shown in figure 8, where the long fiscal 
expansion (measured as revenue and expenditure as a share of GDP) that had begun even 
before 2000 flattened out, and then ended in 2015. Thereafter both budget revenues and 
expenditures began to fall (as shares of GDP), and the deficit widened to 5 percent in 2019. 

Table 8. Slowing economic growth and fiscal trends under the ‘new normal’ 
Annual growth, price-adjusted GDP Revenue Expenditure 

 
30 The amount of transfers for the 18 subtasks cannot be calculated exactly with current available information. 
The categories are broader in the transfers classification, so that the 18 subtasks fit under 12 transfers 
categories but are not always the whole category. 
http://yss.mof.gov.cn/2019qgczjs/202007/t20200706_3544608.htm 
Accessed 1 August 2020. 
31 Calculated from MOF final accounts. The main reason the share is so low is that salary payments are not 
included in this category of transfers. 
32 Aside from tax rebates, which are excluded from net transfers, only the equalization transfer (approximately 
25 percent of net transfers), has a dedicated revenue source—the corporate income tax receipts of the central 
government. All other transfers are at the discretion of the central government. 

http://yss.mof.gov.cn/2019qgczjs/202007/t20200706_3544608.htm
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2000–2010 12.8% 17.5% 16.4% 
2010–2019 7.5% 7.0% 8.7% 

2010–2015 7.8% 9.8% 11.3% 
2015–2019 7.1% 3.5% 5.7% 

Source: author’s calculations from NBS data. 

Figure 8. Fiscal expansion goes into reverse 

 
Source: author’s calculations from NBS data. 

The sharp slowdown in revenue growth since 2015 was in large part due to a series of tax 
cuts and tax changes. The first was the conversion of the value-added tax (VAT) to a 
consumption-type VAT in 2016, which allowed for expenses for investment goods to be 
deducted. This welcome change was estimated to cost RMB900 billion over two years, or 
roughly 1 percent of GDP.33 The VAT was also extended to cover services, replacing the 
Business Tax, and concessions made in the transition have also reduced the tax base.34 
Several tax cuts followed. In 2018 the top VAT rate was reduced from 17 percent to 16 
percent, and further to 13 percent in April 2019.35 The threshold for the personal income tax 
was raised in October 2018 from RMB3500 to RMB5000 per month, and generous 
deductions were introduced in January 2019 that further cut tax receipts.36 Altogether cuts in 
taxes and fees totalled more than RMB7.6 trillion over the period 2016–2020, with RMB4.7 
trillion in tax cuts.37 The combination of slower economic growth and tax cuts have reduced 
revenue buoyancy to below one for the 2010–2019 period. 

Tax cuts have affected local revenues in particular, especially the recent cuts favouring small 
and medium enterprises that are a larger share of local tax bases in the smaller cities and 

 
 
 
 
 

33 Zhang (2013). “Lou Jiwei outlines direction of tax reform and the slight change in central-local fiscal 
relations,” Yicai Daily, 26 July. http://www.yicai.com/news/2013/07/2890331.html. Accessed 10 April 2020. 
34 These include reduced rates of 10 percent and 13 percent for agriculture and construction, respectively. 
35 http://www.chinatax.gov.cn/chinatax/n4016721/c5140976/content.html accessed 12 April 2021. 
36 Receipts of personal income tax were expected to fall by more than 25 percent in 2019. 
https://m.chinanews.com/wap/detail/zw/cj/2020/02-10/9086173.shtml accessed 13 April 2021. 
37 http://www.mof.gov.cn/zhengwuxinxi/caijingshidian/xinhuanet/202104/t20210408_3682731.htm 
Accessed 9 April 2021. 

http://www.yicai.com/news/2013/07/2890331.html
http://www.chinatax.gov.cn/chinatax/n4016721/c5140976/content.html
https://m.chinanews.com/wap/detail/zw/cj/2020/02-10/9086173.shtml
http://www.mof.gov.cn/zhengwuxinxi/caijingshidian/xinhuanet/202104/t20210408_3682731.htm
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towns.38 In aggregate, local revenue growth lagged overall revenue growth during 2015– 
2019, in contrast to previous periods of fiscal expansion until 2015, when local revenues had 
grown faster than total revenues (table 9 panel A), as did local expenditures (panel B). This 
was reversed after 2015, when both local revenues and local expenditures lagged. The 
growth in transfers (panel C) slowed even more rapidly, further squeezing local governments. 

Table 9. Recent changes in revenue, expenditure, and transfers (annual growth, price- 
adjusted) 
 Panel A: Revenues Panel B: Expenditures Panel C: 

Net 
transfers 

 Total Central Local Total central Local 
2000–2010 20.0% 19.8% 20.3% 18.9% 11.2% 21.7% 26.8% 
2010–2015 12.9% 10.3% 15.4% 14.4% 9.8% 15.3% 13.1% 
2015–2019 5.7% 6.6% 5.0% 8.0% 8.3% 7.9% 5.9% 

Source: author’s calculations from NBS data. 

The effect of budget reform and central government policy pivot 

While the slowdown in transfers was in part driven by the slowdown in revenues, the sharp 
downturn reflects a pivot in the central government’s willingness to fund local expenditures. 
As noted earlier, during the Hu-Wen administration the central government had devoted a 
growing proportion of its revenues to transfers, whose growth exceeded that of central 
revenues and local expenditures by a sizeable margin. This changed after 2012, when the 
central government held transfers to around 70 percent of central revenues throughout the 
2012–2019 period (figure 9). As a result, even with local spending slowing sharply after 
2015, transfers were funding a declining share of it—falling from a peak of 39 percent in 
2009 to 31 percent in 2019. 

Figure 9. Central government transfers and local government transfer dependency 

 
Source: author’s calculations from NBS data. 

The tightening of transfers was also driven by budget reforms that aimed to improve budget 
execution and cash management, as well as make transfers more effective. As noted earlier, 

 
38 Officials in a county in Hunan estimated that the 2019 tax and fee cuts would cut 13.5 percent from county 
revenues, compared to an expected reduction of 10 percent at the national level, and 11 percent at the 
provincial level (Cheng 2019). 
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the rapid proliferation of new programs and transfers during the Hu-Wen era had sometimes 
left local governments scrambling to keep pace. Audit reports have found widespread 
problems of slow program implementation and low rates of utilization of funds, especially 
with transfers arriving in multiple strands and often late in the year. In Guangdong, for 
example, an audit of the 2015 provincial budget faulted 21 departments and agencies for low 
project implementation rates. Among them, the health and family planning commission and 
the provincial agricultural science academy were singled out for having, between them, 
nearly 200 programs with disbursement rates of less than 30 percent at yearend, holding more 
than RMB600 million in unused funds (Huang 2016). Audit reports also found frequent 
diversion and misuse of funds, even in the high-profile Poverty Alleviation program.39 

Reining in and mobilising idle balances has been a major focus of budget reform, one strand 
of which is strengthening treasury management to ensure local governments reveal the full 
extent of their fiscal resources. The Budget Law states that all government revenues must be 
turned over to the state treasury (Article 50). Since the Treasury Single Account (TSA) was 
first created in the 1990s, however, the government has struggled to get all fiscal funds and 
spending routed through the TSA, especially at the subnational levels where local 
governments often justified keeping special fiscal accounts to hold earmarked funds. In 
concert with reforms to reduce earmarked transfers and ensure earlier disbursal of funds, the 
MOF has pushed harder to shut down fiscal special accounts.40 

Other policies affecting local government finances include the commendable program to 
equalize public services discussed in the previous section, under which rising national 
standards and joint financing requirements translate into growing burdens for local 
governments. According to the director of the Ministry of Finance’s Shandong 
Commissioner’s Office, in 2017 a prefectural city faced 75 public service mandates whose 
costs totalled RMB338 million. This was an increase of RMB270 million over a decade, a 
five-fold increase that far exceeded the prefecture’s revenue growth during the period.41 In a 
similar vein, one county official complained that rising standards for the rural minimum 
living stipend program (dibao) had raised its cost from RMB10 million yuan in 2015 to 
nearly RMB200 million in 2019, equivalent to 50 percent of the county’s budget.42 

This extraordinary increase in dibao expenditure was caused by the effort to coordinate with 
the poverty alleviation program in 2016, under which provincial governments were ordered 
to raise the standards of dibao provision to match the national poverty threshold, a change 
that required very large increases in some localities (Wong and Qian 2020a). Since dibao is 
one of the services listed in the 2018 reform plan without a specified central government 
share, county governments, which are responsible for program implementation, are at the 
mercy of higher level governments to help cover rising costs. A glimpse at how costs can 
ratchet up so quickly is provided by the example from Jiangxi province, which shows that 
when transfers fall short, local governments—in this case especially rural governments, are 
left with big holes to fill (table 10). 

Table 10. Planned changes in dibao programmes in Jiangxi province for 2020 
 

39 See, for example, Auditor-General Hu Zejun’ report to the NPC Standing Committee on the rectification of 
problems identified in the 2017 central budget implementation, 24 December 2018. 
http://www.gov.cn/xinwen/2018-12/24/content_5351524.htm. Accessed 2 November 2019. 
40 In MOF’s estimate, even after shutting down 74,000 accounts, more than 150,000 remained in 2014. 
http://www.mof.gov.cn/zhengwuxinxi/caizhengxinwen/201410/t20141008_1146864.html, accessed 4 
September 2018. 
41 http://www.sohu.com/a/320355843_827756 accessed 3 September 2019. 
42 https://news.sina.com.cn/c/2020-05-02/doc-iircuyvi0946886.shtml, accessed 11 May 2020. 

http://www.gov.cn/xinwen/2018-12/24/content_5351524.htm
http://www.mof.gov.cn/zhengwuxinxi/caizhengxinwen/201410/t20141008_1146864.html
http://www.sohu.com/a/320355843_827756
https://news.sina.com.cn/c/2020-05-02/doc-iircuyvi0946886.shtml
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(RMB per person-month) 2019 2020 Increase 
Urban dibao threshold 640 705 10.2% 

fiscal subsidy 410 450 9.8% 
gap for local finance 230 255 10.9% 

Rural dibao threshold 385 470 22.1% 
fiscal subsidy 285 325 14.0% 
gap for local finance 100 145 45.0% 

Source: Jiangxi Provincial People’s Government (2020), cited in Wong and Qian (2020a), table 2. 

After a decade of fiscal expansion and lavish spending under the Harmonious Society 
program, it was prudent for reforms in the Xi Jinping era to start with a period of review and 
consolidation of expenditures. Efficiency savings may be harder to find, though, after several 
years of hardening budget constraints. As the fulcrum of spending and service provision, 
county level governments are bearing the brunt of the fiscal tightening. With the recent tax 
and fee cuts taking a heavy toll on their revenues, many counties are straining to meet payroll 
and deliver social services—a situation that was greatly exacerbated by the COVID crisis in 
2020.43 

 
 

Conclusion – the present state of the intergovernmental fiscal system and prospects 
for reform 

According to the plan presented by then-Finance Minister Lou Jiwei in 2014, comprehensive 
reform of the fiscal system should have been completed by 2020. Reforms have fallen far 
short of that goal, but considerable achievements have been made in building fiscal 
institutions. 

In budgeting and public financial management reform, much of the vision laid out by Lou has 
been realized in form, if not yet completely in essence. These include reining in 
extrabudgetary resources and extending budget control over fiscal resources segregated in the 
“four budgets”.44 Government financial reporting reforms have brought improved budget 
transparency and more detailed, standardized reporting. Monitoring and supervision are 
conducted not only internally by the finance ministry’s supervision department, but also 
externally by the people’s congress, the National Audit Commission and the Central 
Disciplinary and Inspection Commission. Treasury reforms have broken through the level- 
by-level fragmentation to allow the Ministry of Finance to monitor cash balances of county 

 
 
 

43 Official statements began calling on provinces to ensure more fiscal resources are assigned to the lower 
levels. See, for example, Finance Minister Liu Kun’s report on the 2018 final accounts. 
http://www.mof.gov.cn/zhengwuxinxi/caizhengxinwen/201906/t20190627_3286107.htm 
accessed 7/7/2019. During 2020 emphasis was shifted to prioritising the “three guarantees”. 
44 The four budgets are the general budget, Government Fund budget, State Capital Operating budget(SCOB) 
and the Social Security Fund (SSF) budget. Since 2015 a number of Government Funds (GFs) have been 
abolished and their revenue streams moved into the general budget, sunset clauses have been placed on 
balances in the remaining funds, with “expired” balances swept into the budget; and the share of the SCOB 
remitted to the general budget has been incrementally raised to 30 percent by 2020. Even after these 
changes, RMB3 trillion, equal to 35 percent of the combined revenues of the GF and SCOB, were moved into 
the budget in 2020 to finance the deficit spending for the stimulus program. In addition, the stimulus 
measures offered waivers of social security contributions that cut revenues to the Social Security Fund by 
some RMB1.7 trillion (Wong 2021). 

http://www.mof.gov.cn/zhengwuxinxi/caizhengxinwen/201906/t20190627_3286107.htm
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governments.45 These reforms go a long way toward building the mechanisms for tracking 
how public monies are spent and holding spending units accountable for results—weaknesses 
that had been glaringly exposed during the Hu-Wen era. 

Reforms to rein in local government borrowing are also beginning to take hold. After several 
years of cat-and-mouse games where local governments outwitted regulators and continued 
to borrow outside the debt quotas under various guises including LGFVs, private-public 
partnerships and procurement contracts, a concerted effort in coordination with financial 
sector authorities have succeeded in some deleveraging. With tighter budget control and 
imposition of rules assigning responsibilities for direct and contingent debt to the leading 
officials and tying them to personnel records, the growth of hidden local government debt 
appears to have slowed since 2018, and LGFV debt has shrunk (Sun and Tan 2020; He 2021). 

Achievements in these ‘phase 1’ reforms were intended to pave the way for realignment in 
central-local relations, with tax reform in phase 2 delivering some new revenue sources from 
a property tax and revised resource taxes. Instead, local budgets are being squeezed from all 
sides. Fiscal difficulties at the county level were the likely culprit in China’s ineffectual 
social welfare response to the COVID crisis in 2020, when the vast majority of workers 
suffering economic hardship received no help from the government despite promises of 
assistance from top leaders. In a close examination of the unemployment and dibao 
programs, Wong and Qian (2020a; 2020b) found that through the whole year of 2020 the 
dibao program added only a million recipients, and the unemployment insurance scheme 
added only 20,000. 

Data at the macro level suggest that local fiscal problems have begun to depress social 
spending, with budgetary expenditure on social services as a share of GDP declining since 
2016 to 2019 (figure 10). This trend threatens to undermine the government’s goals of 
improving public services and rebalancing the economy toward consumption and, if 
continued, could return the state of intergovernmental fiscal relations to where it was in the 
1990s, when local fiscal difficulties were an impediment to national policy implementation 
(World Bank 2002). 

Figure 10. Budgetary spending on education, health, social security and housing* 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

45 This is one of the tools MOF uses to ensure local governments have sufficient funds to meet payroll 
expenses. See, for example, “Red lights flashing on county treasury accounts”, Liaowang weekly, 
https://news.sina.com.cn/c/2020-05-02/doc-iircuyvi0946886.shtml. Accessed 11 May 2020. 
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* Data for social security and employment are net of expenditures on public sector pensions and those related to 
the armed forces (demobilization and resettlement of soldiers, and disability and death benefits). 
Source: author’s calculations from CEIC and MOF final accounts, various years. 

 

As for local government debt: stopping the growth of off-budget debt is an important but 
unsustainable achievement. The huge stock of debt—estimated to total 46–75 percent of 
GDP, remains a heavy burden on local finances that necessitates continued borrowing — 
both on- and off-budget, for the vast majority of localities that lack the resources to repay.46 
The former minister Lou Jiwei warned that the next five years will be the peak maturity 
period for urban investment bonds, and as many as one-quarter of the provinces will face debt 
servicing costs (principle repayment and interest) exceeding 50 percent of their revenues 
(Lou 2020). With local finances under growing stress, defaults of local SOEs and financial 
vehicles may soon emerge as financial risks to the economy. 

This review of three decades of fiscal reform has found that leaders in each decade achieved 
success in meeting their main objectives: restoring the revenue mechanism and recentralizing 
control over fiscal resources under Zhu Rongji, rebalancing government spending and 
building a social welfare system under Hu Jintao and Wen Jiabao, and building institutions 
for public financial management under Xi Jinping. A common thread that runs through all 
three periods is the role of revenues in shaping policies. “Do what we can”—a loose 
translation of 有多少钱, 办多少事, is a refrain that has underpinned fiscal policy-making 
under distinctly different leaders and distinctly different policies. The same thread is shaping 
the deeply conservative policies implemented through the Covid crisis and recovery that have 
so differentiated China from policies pursued by other major economies. 

A radical realignment of the intergovernmental relationship is therefore unlikely in the near- 
term. A March 2021 State Council document calls for local governments to redouble efforts 
to find savings through better budgeting and mobilizing idle balances, and suggests they look 
harder for fiscal resources to repay loans. Otherwise, it encourages them to negotiate with 
financial agencies to rollover and extend the terms of the debt, liquidate assets, and build 
legal mechanisms for debt resolution (State Council 2021). 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

46 Estimates of hidden debt range from 21 percent of GDP to 50 percent (Wang and Liu 2019 and IMF 2021). 
Official debt was RMB25.7 trillion at year-end 2020, or 25.2 percent of GDP. 
http://yss.mof.gov.cn/2021zyys/202103/t20210323_3674864.htm accessed 9 June 21. 

http://yss.mof.gov.cn/2021zyys/202103/t20210323_3674864.htm
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