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EXECUTIVE SUMMARY

INTRODUCTION

Through much of the 1990s, China has witnessed a steady growth of non-state activity,
increased openness to foreign direct and portfolio investment, and progressively greater market
discipline on financial institutions. This has been instrumental in increasing the volume and
quality of financing that is guided by private rates of return. Meanwhile, following the tax
reform of 1994, and the partial reform of extra-budgetary funds, the size of the fiscal budget
has been rising due to improved revenue effort. In addition, laudatory budget reforms are
underway-in budget classification and preparation, procurement, and expenditure
management and auditing-and weaknesses in the overall effectiveness of public spending
remain to be addressed as the ongoing reform agenda proceeds.'

This report addresses one of the critical issues that deserves urgent attention in China
today-the state of inter-governmental fiscal relations since, in effect, it is the sub-national
levels of Government that implement China's national development agenda. Nearly 70 percent
of total public expenditure in China takes place at the sub-national (i.e. provincial, prefecture,
county, and township) level, of which more than 55 percent takes place at sub-provincial levels.
As a result, problems with the existing system of decentralized finance could pose a significant
bottleneck to development policy implementation in China.2 In order to illustrate the kinds of
sub-national finance-related issues and problems that may exist at the sectoral level, this report
also examines education and health sector expenditures. Similar issues could also be identified
in several other sectors such as, investment in agricultural infrastructure, pollution control, and
forest management. This report highlights the importance of putting in place the right set of
incentives that encourage cooperation between the officials of different levels of government
around the country in order to implement its development agenda-clearly, a necessary
imperative in China today. It also emphasizes the need to take a comprehensive approach to
inter-governmental fiscal reforms that tackles sub-national expenditure and revenues-related
issues at the same time.

STATUS OF INTER-GOVERNMENTAL RELATIONS AND SUB-NATIONAL FINANCE

By conventional measures, such as the share of Government expenditures at different
levels, China's fiscal system is highly decentralized among the 31 provincial-, 331 prefecture-,
2,109 county- and 44,741 township-level units. The Budget Law confers substantial

' See report entitled: China: Managing Public Expenditures for Better Results, World Bank, 2000-a review of
the public expenditure system, budgetary institutions, and practices at the central level in China-which was
prepared by the World Bank at the request of the Ministry of Finance (MOF). This report also highlighted the need
to conduct an assessment of sub-national finances in order to design effective public financial management
reforms.
2 This report is based on fieldwork in two provinces-Hebei and Gansu. It also draws on the findings of
commissioned studies on Hunan and Jiangsu provinces. These investigations, by international and national
experts, were conducted at the provincial, prefecture, and country/township levels.
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autonomy-each level of Government should have an independent Budget that must be
approved by the People's Congress at that level. The system of inter-governmental revenue
sharing has gone through four major changes since market reforms began. However, the
system continues to be a nested hierarchy. Although the Central Government determines the
broad outline of the system, it deals directly only with the provincial administrations. For
instance, it sets the revenue sharing rules with the provinces, which in turn specify the revenue-
sharing system with their respective prefectures, and the prefectures for their counties, and so
on. Expenditure assignments are structured in a similar way. Thus, although China has a
unitary system of Government, the inter-governmental fiscal arrangements give it a strong
federalist character.

There is substantial variation in actual sub-national revenue assignments across the
provinces as well. This occurs despite the comprehensive package of very useful measures that
were introduced in the 1994 tax reforms whose centerpiece-the Tax Sharing System (TSS,
fenshuizhi)-fundamentally changed the way the Central and Provincial Governments share
revenues. The changes in tax administration practices since 1996 somewhat curbed the
opportunities and incentives for Local Governments to give away the Central Government's tax
base. As a result, some success has been achieved in revenue mobilization. After having
declined from 35 percent in 1978 to 12 percent in the mid-1990s, the revenue ratio has now
rebounded to 16 percent. The objective of raising the central share of revenues was also
achieved recently, although initially local taxes showed higher buoyancy. However, since a
large portion of the central revenues is committed as tax rebates, the increase in the Central
Government's ability to control the actual allocation of its revenues is not as large.

KEY FINDINGS

A. High and Unsustainable Expenditure Assignments

Sub-provincial levels (prefecture, county, and township) have very heavy expenditure
responsibilities that are out of line with international practice. This is true especially at the
county and township levels, which together provide the bulk of vital public services, including
70 percent of budgetary expenditures for education, and 55-60 percent of those for health.
Cities at the prefecture and county levels account for all expenditures on unemployment
insurance, social security, and welfare. In most other countries social security and welfare are
almost always provided by the Central Government, except in some transition economies.
Education and health are often shared responsibilities with the provincial and central
governments.

These expenditure assignments are excessive and unsustainable given current revenue
assignments. The assignments have been inherited from the planned economy, under which
services were provided by local governments as agents of the Central Government, and
financing was provided implicitly through the revenue sharing system. However, since the late
1980s, expenditure assignments have been de-linked from revenue sharing considerations, and
Local Governments are solely responsible for financing these services. Budgetary pressures on
Local Governments have intensified even more markedly since the introduction of the TSS in
1994, which re-centralized revenues without adjusting expenditure assignments. A parallel
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centralizing trend appears to be occurring at the sub-national levels, with increasing
expenditure shares at the provincial level, at the expense of county and township shares.

Local Governments are also responsible for financing infrastructure investments that
support the supply of services and are critical for promoting economic growth and
development. This is in line with efficiency considerations-the level of Government
responsible for providing the services should make decisions regarding investments necessary
for them. However, local Govemments are only permitted to borrow through on-lending of
external loans contracted by the Central Government or from the state development banks.
Financing infrastructure investments from current revenues is both unaffordable and
inequitable (by imposing all the costs on the current generation of taxpayers although benefits
will accrue to future generations as well).

These expenditure assignments are a problem because they are not adequately
supported by an effective system of inter-governmental transfers. The emphasis needs to be put
on the effectiveness rather than the overall level of transfers. High levels of transfers
characterize the inter-governmental system. Starting at the top, in recent years the Central
Government has been collecting 50-55 percent of total revenues, but accounting for only about
30 percent of expenditures; the rest is transferred to local governments. Transfers finance more
than 40 percent of consolidated local expenditures. The story is similar at the sub-national
levels: in 1999, transfers financed fully one-third of aggregated expenditures at the county
level, ranging upward to 61 percent for the nationally designated "poor" counties.

B. Growing Regional Disparities

Regional disparities in fiscal spending and service provision are extremely large by
international standards, and have grown at a rapid rate. The combination of heavy
responsibilities and inadequate transfers means that the levels of service provision vary across
localities according to levels of local economic development. As regional growth rates have
diverged during the transition, so have public expenditures. Among provincial level units, the
ratio of the highest to lowest in per capita budgetary expenditures (net of all transfers) has risen
from 6.1 in 1990 to 19.1 in 1999. The coefficient of variation has grown from 0.55 to 0.86
(indicating growing dispersion among the provinces).3 Even excluding the three municipalities
of Shanghai, Beijing, and Tianjin, the ratio of maximum to minimum has risen from 3.9 to 6.0
during this period. At the sub-provincial levels the disparities are often much larger, and vary
greatly across localities.

The TSS has redistributed revenues in favor of rich localities and exacerbated the long-
existing regional disparities. Since 1994, tax rebates dominate transfers, but they are origin-
based and favor rich regions. The equalization transfers introduced to offset the effects of tax
rebates have been inadequate. While the high level of transfers may have corrected the vertical
fiscal imbalances in the aggregate, on the whole they are not equalizing. In the past three years,
as earmarked transfers have grown, tax rebates have fallen rapidly as a share of total transfers.
It is not clear whether the overall equalization effort has improved significantly.

3 This is for 29 provincial level units excluding Tibet and Chongqing.
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Even more important, Local Governments in poor regions, who are at the lower end of
the distribution, are unable to fulfill their expenditure responsibilities, and as a result provide
inadequate levels of vital public services. For example, the World Health Report 2000 ranked
China 61St out of 191 countries in overall quality of health, but 188"' in terms of fairness in
financial contribution. This assessment-placing China nearly at the bottom of all countries
assessed-is an indication of the unequal access to publicly-assisted healthcare in China. A
similar situation exists in education.

The program of earmarked transfers appears to be weak in achieving policy objectives,
and is often inadvertently anti-poor. In the promotion of universal compulsory education, for
example, surveys consistently find that high out-of-pocket costs are a key reason for the non-
enrollment of children from poor families. However, earmarked grants for scholarship
assistance account for only RMB30 million (3 percent) of the nearly RMB1 billion in funds
earmarked for compulsory education. The earmarked grants introduced in recent years have
been largely ad hoc responses to high priority emergencies-for example, the fiscal stimulus
program, bail-outs for local Government social protection programs, and partial payments for
increases in pension benefits and civil service pay. These grants can help alleviate short-term
problems, but are not appropriate for meeting long-term needs.

C. High Dependence on Extra-Budgetary Resources

Local Governments are highly dependent on extra-budgetary revenues. The growth of
EBF accelerated with the TSS reform, and now may be as much as 20 percent of GDP, two-
thirds of which accrue to sub-national Govemments. In addition to their size, extra-budgetary
revenues are significant in two respects. First, they finance local services and help to meet
some of the gap between the mismatched expenditure and revenue assignments. Second, they
have permitted local financing of infrastructure investments. However, the authorities have
begun to implement measures to integrate EBFs into the budget with a view towards dealing
with the following problems: First, reliance on extra-budgetary finance has imposed high costs
on budgetary management-by undermining aggregate fiscal discipline, eroding the link
between expenditures and government priorities, and distorting incentives.4 This practice
compounds the information problem within the public sector, especially as the existing
management information system for government financial transactions is inadequate even for
monitoring on-budget spending. Second, emergence of a significant extra-budgetary sector has
also created a major incentive incompatibility in the system. The lack of local autonomy in the
formal budget contrasts sharply with the near-total autonomy in the extra-budgetary sphere, and
local governments have a powerful incentive to keep their funds off-budget. Because these
extra-budgetary resources are also unequally distributed, they tend to reinforce the regional
disparities that have already emerged from the way in which the government's budgetary
resources are distributed in China.

4 See Chapter 3 of the World Bank's earlier report, China: Improving Public Expenditures for Better Results
(2000) for further details.
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D. Low Efficiency of Sub-National Expenditures

Overstaffing and an excessive number of government agencies and organizations
appear to be pervasive in local governments. This is a major constraint to improving the
efficiency of expenditures. With 70 percent or more of total expenditures absorbed by
personnel costs, and a lack of independence for local governments to set staffing levels,
improved budgetary management is likely to bring only marginal benefits. This is true in core
Government establishments as well as in public service units (shiye danwei) (Annex 2). A
principal cause is the absence of a linkage between personnel policies and budgetary
considerations. In recent years, the guarantees given for salary payments by higher authorities
amount to subsidies for public employment. They distort allocative choices and give local
officials the opportunity to hand out prized jobs in ways that may be socially undesirable.
Often, agencies with the fastest growth in staffing are those that can bring in extra-budgetary
revenues-these include health facilities, family planning agencies, and public security (which
are all able to collect fees and fines).

The report illustrates the adverse developmental effects that result from weaknesses in
today's inter-governmental fiscal system. The objective of this exercise is to broaden the focus
from purely fiscal matters towards an understanding of the complex developmental effects
engendered by a malfunctioning sub-national finance mechanism. Many inefficiencies in the
health and education sectors are caused by poor budgetary practices and distorted incentives. In
health, for example, these inefficiencies include:

o Mismatch between supply and demand and creation of excess capacity.

o Inappropriate patterns of care and cost inflation due to distorted incentives.

o Duplication and the breakdown of the previous system of referral and supervision (for
example, all hospitals compete for all paying patients).

RECOMMENDATIONS

In China, the highly decentralized fiscal system undermines improvements in policy
outcomes, and contributes to increasing disparities among its regions. However, rather than re-
centralizing, China would benefit from pursuing reforms to: improve expenditure and revenue
assignments for the various levels of government; distribute fiscal resources more equally; and
improve the use of these resources through better budget management at all levels of
government. This report recommends a comprehensive reform effort that covers all the
components of the inter-governmental fiscal system, arguing that selective interventions to
address specific local financial problems such as defaults on pension and unemployment
stipends, and payment arrears on teachers' salaries, have created some perverse incentives. A
piecemeal approach to inter-governmental fiscal reform is unlikely to succeed because it will
not take into account the interdependence of transfers on revenue assignments or the role
played by expenditure assignments on the adequacy of revenue assignments and transfers.
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A. Improve Expenditure and Revenue Assignments

o Expenditure assignments need revision. Considerations related to efficiency (choice,
economies of scale), equity (access), as well as administrative capacities should weigh
heavily in determining the new assignments.

o Revenue and expenditure assignments need realignment.

o A clear and explicit assignment of center-local as well as within-province expenditure
responsibilities is required. This should identify explicitly the level of government that has
exclusive responsibility for public services. In the case of concurrent responsibilities, it
should identify which level of government is responsible for: (a) regulating and establishing
norms for provision; (b) financing the service; and (c) actually delivering it.

o On the revenue side, the current sharing of VAT and enterprise income tax between the
central and local governments suffers from fundamental flaws, and needs revision. Sharing
the VAT on a derivation basis causes an unfair and inefficient apportionment of revenues
among local governments. The current revenue sharing system for the VAT, in particular,
contributes substantially to the large and increasing fiscal disparities across local
governments. It is unlikely to be sustainable in the longer run. Proposals to share other
taxes in similar ways are likely to exacerbate the problem.

B. Distribute Fiscal Resources More Equally

o There is a strong need to allocate more resources to equalization. This is because,
regardless of the expenditure and revenue assignments, China's diversity, the nature and
distribution of its tax bases, and the efficiency of its tax administration will lead to certain
predictable outcomes. These are: (a) central revenues that are larger than central
expenditures; (b) a highly uneven distribution of own revenues; and (c) uneven expenditure
needs due to socioeconomic factors and geography.

o Modify the allocation of VAT proceeds. The biggest pool of revenue potentially available
for equalization is the portion of VAT revenues currently devoted to tax rebates. Changing
the basis for rebates, which was initially introduced as a "transitional" measure, could be
the first step toward increasing the equalization effort. In the longer run, the Government
should consider implementing the equalization program together with adjustments in tax
assignments.

o Establish better administrative mechanisms to implement equalization. Because much of
the inequality is intra-provincial, rather than inter-provincial, the Government may want to
consider either: (a) a central transfer mechanism reaching down to lower levels of
Government, or (b) central norms on provincial arrangements to ensure that equalization
takes place.
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C. Improve Resource Use Through Better Budget Management

The Government has rightly focused on Budget reform as a top priority to improve
public sector performance However, this will bring only limited benefits if it is not fully
implemented at the local levels. At present, Local Govemments have little incentive to improve
budget management, given the lack of autonomy in budgeting and the availability of extra-
budgetary funds.

O Thus, budget reform must focus on enlisting the support of local governments from the
early stages. This point cannot be over-emphasized, since the most important step in
Budget reform is to bring EBF and off-budget activities under budgetary management.
Budget rationalization is meaningless if the process does not include a comprehensive view
of the finances of Government-although not necessarily full control. Reform of EBF is
unlikely to succeed if simply mandated from the top. Also, it is unlikely to be implemented
in the absence of accompanying revisions in expenditure and revenue assignments, since
the extra-budgetary revenues often finance vital public services.

a Reforming EBF. Given the size and importance of EBFs, China will likely not be able to
eliminate them, as has been done in other transition economies like Hungary and
Kazakhstan. Instead, reintegrating EBFs with the Budget must be a gradual process-this
is exactly the approach being taken today. Going forward, Government could focus in the
short run on improving the reporting and funds management of EBFs. Over time, emphasis
should shift to consolidating the number of EBFs, and to simplifying collection. At the
same time, there should be a review of whether Government has a role in the activities
financed by EBFs, and this could be tackled together with the issue of whether, and which,
PSUs should continue to be part of government, or turned into enterprises.

o Improving incentives for Local Government support of the reform program will require
giving them real budget autonomy by:

* using fixed and stable rules for revenue sharing and explicit formulas for
transfers.

* increasing local tax autonomy.
* eliminating negotiation in the budget process and beginning to introduce a

medium term budget framework at the central level that provides information to
lower level Governments on forthcoming flows and requirements, including
matching funds for conditional transfers.

* reducing or eliminating norms and legal requirements which impose upper level
Government expenditure priorities on lower level governments.

* limiting the over-earmarking of funds through conditional matching grants
* limiting un-funded mandates.
* eliminating the dual system of determining staffing needs (separately from the

regular budget process) by the Committee for Public Service and the Personnel
Bureau

* introducing the right incentives for reform of the budget process at the local
level by, for example, allowing local governments to follow their own priorities,



viii

and to keep any savings from more efficient spending or enhanced tax collection
efforts.

o Increasing accountability. Ensuring the right incentives will also require taking steps to
make local governments (and officials) more accountable. This can be undertaken by:

* making the budget process more open and transparent
* strengthening monitoring and audit functions

D. Repositioning of the Inter-Governmental Finance Reforms

To support the reforms of the inter-governmental system, some overarching actions will
also be necessary, and these are interrelated:

o Clarijy the objectives and design a decentralization strategy. The objective of
decentralization was not stated clearly while it was proceeding through the transition. It is
urgent that government clarify the goals and objectives of decentralization in order to match
the design of fiscal mechanisms to the desired outcomes. This should be the starting point
of repositioning inter-governmental reform. A high level commission could be appointed
involving budget, tax, and planning authorities, along with representatives of local
governments, to draw up a position paper that provides an overall framework and clearly
identifies the objectives of decentralization.

o Clarify and improve sectoral strategies to guide public expenditures. The extremely poor
outcomes in the health sector, for example, reflect the absence of clear objectives for public
expenditures. This has resulted in a perverse situation, where the Government provides
health services through public clinics and hospitals, but requires high private payment. The
reverse is found in other countries, where services are most often supplied by private
providers, but the Government helps to pay. By contrast, the goals are clearer in the
education sector, and the expenditures outcomes are related in a straightforward way to
Government objectives-increasing enrolment and extending coverage in basic education.
Improvements in health expenditure outcomes need greater clarity in government
objectives.

o Redefine the role of Government in the transition to a market economy. There have been
increasing calls for Government to implement "public finance" (gonggong caizheng)-
focusing the Government's role on the provision of public goods, while withdrawing from
private goods production. This calls for rebalancing resources and commitments in (a)
"right sizing" Government; (b) rationalizing the division between "core" government and
service units (PSUs); and (c) gradually reducing the ranks of PSUs. Clarifying the role of
government is an important precondition to a review of the PSUs. Government must
determine which ones are providing genuine public goods and how they can best fulfill
their functions. It is advisable for the others to be converted to enterprises and gradually
weaned off budgetary support.
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o Improve the GFMIS and extend it to include sub-national levels. More accurate and timely
information on local government expenditures is important both for budget management
and for strengthening accountability.

o Reform the civil service system in the longer term effort to improve public sector
performance. Here, the starting point is to provide better incentives by permitting greater
wage differentials and promotions based on merit. At the same time, there is need to
eliminate the uniform national wage scale, which is distorting, impractical, and financially
ruinous to rural governments in poor regions. Finally, a thorough review and eventual
abolition of the personnel establishment system needs to be considered.

o Elevate the role of the Ministry of Finance. The Ministry of Finance should be given
oversight over all of the Government's finances and commitments. There is need to
introduce regulations that require MOF review of the financing requirements of all policy
proposals. At the sub-national levels, similar changes will have to be implemented to
increase the authority of the budget at each level of Government.

o Reforn the administrative structure of decentralization to reduce the excessive number of
tiers. There are few countries in the world with more than three tiers of administration;
some have only two. Even given China's large size, the Government may consider some
consolidation to reap administrative efficiencies-for example, by reducing the number of
prefectures or eliminating them altogether. At the lower end, the study team found much
evidence in education and health that indicate Township Governments are too weak
financially and administratively to perform effectively the responsibilities assigned to them.

o Abolition of the personnel establishment system needs to be considered.

NEXT STEPS

The attached matrix suggests a sequence of actions to implement the recommendations
of this report.
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Table 1. Summary of Key Policy Recommendations
Issues Pre-conditions Recommendations

1. There are at present fundamental flaws in the Comprehensive analysis of the options for reform is * Formulate a comprehensive strategy for inter-
system of inter-governmental finances that needed as well as efforts towards understanding the governmental fiscal reform, with explicit
waste resources, hinder national development, inter-linkages between revenue and expenditure objectives for equalization and other goals
and leave poor regions out in reaping the assignments, the role of transfers, and sub-national (Short-Medium Term).
benefits of China's recent growth experience. borrowing. Such a comprehensive approach will
This can be attributed to the piece-meal and allow for the introduction of important measures, * The actual reforms can be introduced over
uncoordinated reforms that have been which at first instinct may be politically unacceptable time in a sequential manner following a
undertaken in revenue and expenditure if taken in isolation (such as a centralization of the clearly designed reform strategy (Medium-
assignments. Any additional piecemeal VAT). Long Term).
solutions will also not be enough to solve these
problems. To this end, a high level commission should be

appointed with representation from budget, tax, and
planning authorities, along with representatives of
local governments.

2. There is a need to re-examine the role of Determine which PSUs are providing genuine public * Redefine the role of government at all levels,
government and to reform expenditure goods and services and which should be converted focusing on the provision of public goods, while
assignments. China is practically alone in the into corporatized enterprises and gradually weaned withdrawing from private goods production
international experience by assigning off budgetary support. (Medium-Long Term).
responsibilities for social security and
unemployment insurance at the lower levels of Define or further clarify sectoral strategies to guide * Reassign expenditure responsibilities for social
government, thus losing the benefits of risk the reassignment of expenditure responsibilities at security, unemployment insurance, and basic
pooling and equalization. In many instances, different levels of government social welfare to the national or province levels.
critical social services, such as health and The delivery of health and education services can
education, are not being adequately provided by For those public goods and services where remain local responsibilities (at the city-county
local governments because they lack funds and concurrent responsibilities among different levels of level but not township level), but the central and
administrative capacity. government are unavoidable, there should be prior provincial governments need to be assigned at

explicit identification of which level of government least partial responsibilities for financing. A clear
is made responsible for: and explicit assignment of center-province and

(a) regulating and establishing norms of within-province expenditure responsibilities is
provision; required for other services (Short-Medium

(b) financing the service; and Term).
(c) actually delivering it.

3. There is a need to re-examine revenue The reform of revenue assignments among different * A first priority must be to grant local governments
assignments. At the lower levels of government levels of government needs to be fully coordinated a meaningful degree of tax autonomy (i.e. the
there exists a marked vertical imbalance: with tax policy and tax administration reform ability to increase local revenues at the margin by
expenditure responsibilities are excessive and choosing rates for certain taxes). An obvious
unsustainable given current revenue choice is to develop the role of the PIT and to
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Issues Pre-conditions Recommendations
assignments. The gains from decentralization in grant local governments some discretion on a
efficiency and accountability will not be piggyback flat income tax. An equally attractive
realized unless local governments are provided choice is to strengthen the property tax and to
with a higher degree of tax autonomy. The convert it into a modem real estate tax. Sub-
apportionment of VAT and EIT revenues national surcharges on excises and the EIT are also
across local governments remains unfair. options.
Finally, the assignment of revenues at the sub-
provincial level has lacked clarity and stability * Second, there is a need to improve the tax sharing
and has yielded negative incentives to local system for VAT and EIT using formulary
revenue mobilization. approaches.

* Third, the central government should introduce a
formal and stable revenue assignment at the sub-
provincial level (Short-Medium Term).

4. Sub-national governments show a high Before extra-budgetary activities are reduced or * Continue to reduce the significance of extra-
dependence on extra-budgetary resources. eliminated there is a need to find adequate substitutes budgetary practices at the local level, such as with
While conventional user charges and benefit for two important positive roles played by extra- the conversion of fees into taxes, but only after the
taxation represent 1% of GDP, unconventional budgetary funds. First, they provide local reform of revenue assignments has provided local
extra-budgetary revenues from quasi-fiscal governments with some degree of revenue governments with adequate autonomy and overall
levies, government-owned enterprises and other autonomy, otherwise formally denied in the system. funding (Short-Medium Term).
sources represent as much as 20% of GDP. The Second, they finance local services and provide local
high reliance on extra-budgetary financing has financing of infrastructure investments. Thus, they
undermined aggregate fiscal discipline and help meet some of the mismatched expenditure and
expenditure priorities, distorted incentives, and revenue assignments and local governments' formal
reinforced regional disparities. inability to borrow.

5. There is a need to allocate more resources to Analyze the sources and dimensions of fiscal * Increase the level of funds dedicated to
equalization. Disparities in public expenditures disparities, and income inequality, across provinces equalization grants at the central level and improve
per capita across local governments are and within provinces. Is there a trade-off between the incentive compatibility of the formula
extremely large by international standards and more equality and economic growth? How important currently used by better measuring expenditure
have grown at a rapid rate. Also, the recent has it been in China? needs and fiscal capacity (Short-Medium Term).
deterioration in China's income distribution
(Gini coefficients) has been rapid and large. * Modify the allocation of VAT proceeds, by
These inequalities could erode support for centralizing its revenues and apportioning them
reforms, threaten social cohesion, and lead to through a per capita rule, or in proportion to final
undesirable migration. consumption or by enlarging the equalization grant

pool (Short-Medium Term).

* Establish improved mechanisms to ensure that
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Issues Pre-conditions Recommendations
equalization objectives are also implemented at the
sub-national level by either providing mandatory
rules and frameworks to sub-national
governments, or by designing central transfer
mechanisms that reach below the provincial level
(Medium-Term).

6. Having five levels of government, and an Examine the pros and cons of implementing direct * Rationalize the vertical structure of government by
extremely hierarchical system of interaction central government policies at the lower level, such eliminating budgetary authority at the township
between them, have made it very difficult for as pass-through transfers, the possibility of more and prefecture levels to create a three-level
the central government to implement policies at strictly regulating fiscal relations at the sub- structure of fiscal administration comprising the
the lower level governments. provincial level, and simplifying the current vertical central, provincial, and city/county levels.

structure of government.
* Regulate the general framework for revenue and

expenditure assignments and transfers at all sub-
provincial levels and/or establish direct central
policies at the sub-provincial level.

* Ensuring efficient implementation of national
policies requires that local governments be given
adequate resources and an appropriate incentive
structure (Medium- Long-Term).

7. There exists a wide margin for improving Review in consultation with sub-national Improve incentives by:
budgetary management and efficiency at the governments ways for improving incentives for local * using fixed and stable rules for revenue
sub-national level. Current reforms in the support for the reform of the budget process. Also sharing and explicit formulas at all levels of
budget process will not succeed unless local review ways to increase local governments' government
governments are enlisted in their support and accountability. * increasing local tax autonomy
become accountable for results. At present local * elimninating negotiation in the budget process
governments have little incentive for improving * reducing norms that impose upper-level
budget management, given the lack of government priorities on local governments
autonomy. * limiting un-funded mandates and ear-marking

of transferred fund
* making sure local governments do not lose

funds for enhanced collection efforts and more
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Issues Pre-conditions Recommendations
efficient spending.

(Short- Medium-Term).

Increase accountability by:
* making the budget process more open and

transparent
* strengthening monitoring and audit functions.

(Short- Medium-Term).

8. The needs for infrastructure investment at the Enhance the transparency of budget reporting by * Allow fiscally responsible borrowing by local
local level are vast. Local governments are making public all government liabilities including governments from commercial banks and by
responsible for financing infrastructure contingent liabilities arising from government issuing bonds in the domestic market. (Medium-
investments, but currently they are not allowed guarantees. Term).
to borrow.

Introduce strict rules and regulations for local
government borrowing including overall debt and
debt service limits, use only for capital purposes, and
introduce effective monitoring and fiscal
responsibility institutions

9. There is still a lack of adequate and accurate Review procedures and funding for gathering * Improve the Government Financial Management
information on sub-national government government statistics and for data reporting by all System, and extend it to include sub-national
expenditures and other budget information. sub-national governments. levels. Consider carrying out periodical census of
This compromises budget management and governments. (Medium-Term).
weakens accountability.
10. The civil service system and personnel Thorough review of the personnel establishment * Provide better incentives by permitting wage
management policies limit sub-national system differentials and promotions based on merit
autonomy and are a source of public (Short- Medium-Term).
expenditure inefficiency. For example,
personnel are hired independently of budget * Eliminate the uniform national wage scales.
resources and uniform wage scales are ruinous Eliminate the dual system of determining staffing
to rural sub-provincial governments in poor needs (separately from the regular budget process)
regions. by the Committee for Public Service and the

Personnel Bureau (Short-Term).
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1. INTRODUCTION

1.1 Since the late 1990s improving public expenditure management has moved to the top of
China's reform agenda. Over the past three years the Government has embarked on a wide-
ranging set of fiscal reforms that include introduction of new procedures for budget preparation
and approval, a new budget classification scheme, and improved monitoring and audit (Box
1.1). Beginning in the mid-1990s the Government had already made a number of promising
reforms in budgetary management: passing the Budget Law and experimenting with new
budgeting techniques. Reform of extra-budgetary funds had begun in 1996 and intensified in
1998 and 1999. In 1999 the MOF began to formulate organizational budgets that show all
budgetary, extra-budgetary and other resources and spending for each ministry5 . In 2000
Minister of Finance Xiang Huaicheng announced plans for treasury reform to improve
financial management of public funds, and introduction of new standards for government
procurement. During the same year, a pilot experiment on eliminating rural fees was begun in
Anhui Province as a key part of the reform of extra-budgetary funds (EBFs).

1.2 The current program of budget reform comprises a large, complex and ambitious
package of measures that are long overdue, and they will be crucial in moving China toward a
modern budget management system and a well-functioning public sector. However, these
reforms will be protracted and difficult, and will require major changes be implemented at all
levels of government.

1.3 This provincial expenditure review aims to assist the Government in its program to
strengthen public expenditure management, by examining the budgeting processes and
expenditure outcomes at the sub-national levels of province, city/county, and township. The
study anticipates the Government's need to undertake a major reform of inter-governmental
relations in the next few years as budgetary reforms enter the next phase, and assists in
identifying entry points and how to create positive incentives for supporting budget reform at
the sub-national levels.

Scope and Coverage of the Report

1.4 This report focuses on the status of sub-national finance, concentrating especially on
the role of counties and townships, which together account for roughly half of total sub-
national budgetary expenditures. Along with municipalities, they are also the most important
levels in implementing the Government's policies on social welfare, human resource
development as well as local economic development. However, the report will give only scant
coverage to the urban sector and issues of municipal finance, which, though important, have
been covered elsewhere, most recently in the Asian Development Bank's Managing Urban
Change (2000). With the objective of focusing primarily on issues faced by China's middle and
low income provinces, fieldwork for this study was conducted in Hebei and Gansu Provinces
(in June and December 2000). In order to provide some check on the representativeness of this
sample, and to gauge how public expenditure management may have evolved differently in the

5 In 1999 MOF presented organizational budgets for four ministries to the NPC: Ministry of Education, the
Ministry of Science and Technology, the Ministry of Labor and Social Security and the Ministry of Agriculture.
In 2000 this was extended to 26, for approval of the 2001 budget.
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Box 1.1. Key Findings of the Public Expenditure Review, 2000

This report builds on the findings of the World Bank's previous Public Expenditure Review (PER) for
China (China: Managing Public Expenditures for Better Results, April 25, 2000). That report found that
although China's fiscal system has come under pressure over the reform period, it has managed to keep
budget deficits low, shift budgetary expenditures toward priority sectors, and achieve remarkable gains in
social indicators. The Government's continued success in these areas will depend on how well it manages
public expenditures. To achieve the desired results with public spending, the budgetary process should be
such as to: encourage and enforce fiscal discipline, direct spending to the Government's priorities, and
ensure efficient delivery of public services. PER (2000) concluded that China's expenditure management
did not meet these requirements. It reminded us of the experiences of OECD countries to highlight the fact
that these reforms typically take substantial time, resources, and a strong high-level political commitment, and
commented specifically on:

MAINTANNG FISCAL DISCIPLINE

* The task of delineating a clear budget constraint for every line ministry and unit, and breaking
down the sectoral budgets into organizational budgets was deemed most urgent.

* Although extra-budgetary funds have served well to finance local initiatives outside the rigid
planning system in China, fiscal discipline requires that a significant part of these funds be
integrated into the budget. However, the Government should carefully balance the need for more
supervision, and the incentives of budget units to deliver services and mobilize resources.

* Budgetary and extra-budgetary funds alike need better accounting, financial reporting, and
treasury management. In addition, monitoring fiscal risks, and managing SOE guarantees and tax
expenditures should reinforce fiscal discipline.

REVAMPING BUDGETARY PROCESSES

* The report highlighted the urgent need to integrate capital and recurrent spending.
* To strengthen the link between the State Council's policy priorities and the budget, and building

on ongoing experiments, the PER (2000) recommended that China: (i) develop a medium-term
expenditure framework; (ii) take decisions on tax policy together with decisions on spending; (iii)
require detailed budget proposals that establish the link between proposed spending and China's
priorities; and (iv) develop capacity for evaluating expenditures on their impact on these priorities.

* More openness in the budget process, including a larger involvement of the various People's
Congresses, would enhance the incentives for policy makers to deliver results. To this end, the
authorities should better articulate the Governments strategic priorities, but leave detailed planning
for achieving these priorities to line ministries.

Reforms in intergovernmental fiscal relations
* China's decentralized administration can be a major asset for cost-effective service delivery, if

accountability for performance is improved. Beyond better financial management and audit, this
requires better specification, reporting and monitoring of results of expenditures.

* The large provincial share in expenditures demands a clear assignment of responsibilities and
closer coordination with the provinces to achieve macroeconomic stability and better outcomes on
State priorities.

* Regional disparities in service delivery will only diminish, if the experimental equalizing grants
scheme is substantially expanded, and earmarked grants are better targeted to the poorer provinces
and counties.

* Over time, local tax autonomy matched with increased popular participation is the single best
guarantee for well-managed local expenditures.
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rich provinces, the fieldwork was supplemented by desk studies of Hunan and Jiangsu
Provinces.

1.5 The report is organized as follows: Chapter 2 provides the historical background and
current status of inter-governmental fiscal relations in China. Chapters 3-5 assess the key
components of public expenditure management at the sub-national levels: the revenue
assignment system, budgeting practice, and expenditure assignments. Chapters 6-7 provide
detailed analyses of the two most important services provided by local governments:
education and health (Annex 2). Chapter 8 summarizes the recommendations for reform.
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2. FISCAL DECENTRALIZATION IN CHINA: AN OVERVIEW

China's inter-governmental system is the product of incremental changes over the past two
decades of transition. The major reforms undertaken in 1994 re-centralized revenues while
leaving expenditure responsibilities unchanged. This created new fiscal gaps that are not offset
by inter-governmental transfers. Under the current system, fiscal equalization is weak, which,
in turn has failed to stem the growth of regional disparities. Efforts to increase transparency
have been undermined by the continuation of the old revenue-sharing system, the recent
proliferation of ad hoc transfers, and by the continuing reliance on extra-budgetary revenues.

2.1 China's fiscal system is highly decentralized. Sub-national governments account for
more than 70% of total budgetary expenditures (as well as more than two-thirds of EBFs).
Hence, sub-national expenditure management will have a decisive impact on China's fiscal
outcomes. In this regard, a crucial part of any reform agenda in China needs to address inter-
governmental fiscal (IGF) issues.

2.2 While China is a unitary country, its regions are large and diverse. After more than
three decades of decentralization (dating to the Cultural Revolution in the mid-1960s), local
governments have significant autonomy (though, as discussed in Chapter 5, not in management
of the budget) and the economy operates much like a federalist system. Given the complexity
of budget reforms and the degree to which they will affect the resources allocated by local
governments and their agencies, successful implementation requires their strong support and
cooperation. Moreover, the reform of the budget system must be accompanied with parallel
supporting reforms in revenue and expenditure assignments and the system of inter-
governmental fiscal transfers. For instance, the policy of reducing the importance of local fees
and the use of EBFs is not sustainable in the longer run without providing local governments
with autonomous meaningful sources of tax revenues which are not subject to claw-back by
upper-level governments. Accordingly, any reform package must build explicitly on changes in
revenue and/or expenditure assignments that enable and support the desired changes in
budgetary management. In other words, the reform must make adjustments to the revenue and
expenditure assignments, buttressed by inter-government transfers that enable each level of
government to make realistic budgets that enable it to fulfill its responsibilities. In this way,
one would offer positive incentives to enlist "buy-in" by local officials rather than the reforms
being perceived as another round of centralizing reforms bringing few benefits to local
governments.

2.3 China's fiscal system has five levels, corresponding to the structure of government.
Below the central government are 31 provincial level units. Below the provinces are 331
prefectural level units, 2109 counties, and 44,741 townships (Figure 2.1), with more than 55
percent at the sub-provincial levels. Nominally, the Budget Law confers substantial autonomy
on each level of government-each level should have an independent budget that is approved
by the people's congress at that level. The local people's congresses check whether the budget
conforms to national laws and local regulations, after which they are submitted to the MOF for
the record and for the compilation of the State budget. Although the budget speech of the
Minister of Finance to the National People's Congress (NPC) still presents the consolidated
budget, the NPC approves only the central budget.
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Figure 2.1: Structure of Government in China
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2109 County-Level Units
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44,741
Township-Level Units

(19,184 (Towns)
(Average pop.: 27,000)

Source: Ministry of Finance.

2.4 The system of inter-governmental revenue sharing has gone through four major
changes since market reforms began.6 Through these changes one essential feature has
remained: the system is a nested hierarchy. The Central Government determines the broad
outline of the system but deals directly with only the provinces-the central government sets
the revenue sharing rules with the provinces, leaving the latter with substantial flexibility in
setting the rules for subordinate levels; each province specifies the sharing system with its
prefectures, and the prefecture for its counties, and so on. Expenditure assignments are
structured in a similar fashion. The Central Government sets the division of expenditure
responsibilities between the center and the provinces, and the intermediate layers decide how
they would share responsibilities with subordinate levels. Since 1994, revenue assignments
have been structured according to the "Tax Sharing System" (TSS), which is a combination of
tax sharing on a derivation basis and own revenue assignment. Under the TSS, all taxes are
assigned to the Central Government, local governments, or are shared (see Chapter 3 for a
discussion of revenue assignments). The major shared tax is the value-added tax (VAT), which
is 75 percent central, and 25 percent local. The TSS marks a sharp break from the previous
system. It has fundamentally changed how local governments are financed, adjusted the
central-local share, and raised the share of local expenditures financed by central transfers
(Figure 2.2). However, revenue sharing is complicated by the incomplete implementation of

6 These changes began with introduction of the concept of "cooking in separate kitchens, which divided revenue
and expenditure responsibilities in 1980, followed by the proportional sharing system of 1982, to fiscal
contracting in 1988, and Tax Sharing System in 1994.
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Figure 2.2: Central Revenue and Expenditure after Local Transfers by Percent
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the TSS. Many features of the previous system remain, including the prevalence of fiscal
contracts. The TSS system itself has several important shortcomings, which are examined
below. In addition, unlike tax sharing arrangements, expenditure assignments were left
untouched by the 1994 reforms.

The Evolution of Central-Local Relations: 1979-1993

2.5 Under central planning (approximately between 1957-1979), the budget remained
highly centralized although many resource allocation channels in China were decentralized.
During this period, all revenues accrued to the Central Government, and all expenditures were
budgeted by Central Government through the extensive use of "norms". Local discretionary
spending was confined to minor amounts financed from extra-budgetary funds.' The collection
of all taxes was delegated to local governments.

(a) The revenue system was industry-centered government revenues depended on three
features of the planned economy: fixed prices that favored industry, dominance of
state ownership in industry, and compulsory procurement and mandated trade
among producers at plan prices. These features ensured that value-added from all
sectors would be transferred to industry, and industrial surpluses were easily
captured as state revenues. In this Soviet-type system, the agricultural sector was
irrelevant as a source of budgetary revenues generation in China-its contribution
was hidden through the "price scissors".

(b) The tax system was simple and crude: there were few tax types-no personal or
corporate income taxes (except on collective enterprises), or resource taxes.
Revenues for the state coffers were captured through taxes and profit remittances-
prices and taxes were used interchangeably for revenue generation purposes. At the
end of the 1970s profits from SOEs accounted for nearly half of total government
revenues.

(c) Tax administration was simple and straightforward: there were relatively few tax-
payers-SOEs. The accounts of SOEs were easy to monitor: given fixed prices,
planned output and sales, tax capacity and tax effort were easy to determine. The
government had several accounts for each enterprise (output plan, input plans,
budget and profit plans, etc.) from which consistency checks could be made.

2.6 In this centralized system, the Central Government set spending priorities and approved
local budgets. Local governments acted as agents of the Central Government. Policy was set
by the Central Government: on civil service salary scales, pension and unemployment benefit
levels, educational standards, health care standards, and just any other relevant aspect of local
budgets.

2.7 Expenditure assignments. The Central Government was responsible for national
defense, economic development (capital spending, Research and Development (R&D),
universities and research institutes), industrial policy, and administration of national

7 Extra-budgetary funds was a category of budgetary funds that local govermnents were allowed to set aside from
budgetary allocations. In the 1950s they were held to less than 5 percent of budgetary funds.
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institutions such as the judicial system. Responsibilities for delivering day-to-day public
administration and social services such as education (except universities), public safety, health
care, social security, housing, and other local/urban services was delegated to local
governments.

2.8 Revenue-sharing. Inter-governmental transfers were set at a level equal to the gap
between locally collected revenues and permitted local expenditures. This revenue sharing
system had three salient characteristics. First, it was based on extensive negotiation: since
neither revenues nor expenditure needs could be perfectly known, central transfers were
deliberately set at levels below expenditure needs in an effort to flush out local reserves.
Second, it was also highly re-distributive, with sharing rates that varied greatly across regions.
For example, while Shanghai gave up 80-90 percent of its collected revenues, Guizhou was
able to finance more than two-thirds of its expenditures from central subsidies.8 Aside from
fiscal equalization objectives, these revenue sharing rates were important for compensating for
the effect of unequal prices and incomes, such that industrial regions remitted high proportions
of their revenues, and agricultural and natural resource-producing regions received large
transfers. Third, the system produced few incentives for revenue mobilization and expenditure
efficiency at the local level.

The breakdown of the Revenue sharing system duning transition

2.9 Fiscal Decline.9 Budget revenues fell from 35 percent of GDP in 1978 to below 12
percent in the mid-1990s. This was caused by the unsustainability of the old revenue
mechanism as central planning was dismantled: profitability fell in industry as prices adjusted
to market forces, sharply cutting the Government's revenue intake through state-owned
enterprises (SOEs). The emergence of non-state/private enterprises competing for profits in
industry also contributed to revenue decline. Enterprise reforms required profit-sharing
schemes to provide incentives, which reduced revenue flows to the budget, while creating
extra-budgetary funds that were managed independently by enterprises.10 Finally, the diversion
of funds to extra-budgetary and off-budget accounts also contributed to the collapse of budget
revenues.

Lagging tax administration also contributed to the fiscal decline

2.10 The rapidly changing economic conditions and changes in prices and sales made it hard
to monitor financial performance and tax obligations of enterprises.

2.11 The shift to many taxpayers required a new approach-in the rural sector, for example,
taxes used to be collected from 50,000 communes. Now it has to be collected from more than
200 million households and millions of township and village enterprises.

8 National Bureau of Statistics, Comprehensive Statistical Data and Materials on the Fifty Years of New China,
China Statistics Press, 1999.
9 This section discusses only the formal budget. The concurrent growth of extra-budgetary revenues is treated in
a separate section below.
10 Initially, setting aside SOE funds as extra-budgetary was largely a reclassification of funds. Later, however, as
SOEs gained more autonomy, these funds were severed from government control. From 1993 onwards, enterprise
funds were no longer counted as "extra-budgetary".
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2.12 Tax policy and administration did not change fast enough. The rapidly changing
economic structure brought changes to the tax base. The traditional tax base of SOEs was
eroded but new taxes were not introduced quickly enough to tap the "new" economy. The
result was that many of the growing sectors went under-taxed-services, foreign invested
firms, export sector, and the property sector.

2.13 Monitoring tax effort became difficult. The loss of capacity to monitor tax effort meant
that the Central Government could not distinguish between real fiscal decline and low tax
effort by local governments. From 1980, four different revenue sharing systems were
consecutively introduced and abandoned as the Central Government tried to fine-tune the
incentives for local governments in an effort to stem fiscal decline. This culminated in the
introduction of the "fiscal contracts" in 1988, under which the Central Government negotiated
fixed contracts with each province on revenue remittances to the center, and permitted local
governments to retain the bulk of new revenues."1 These contracts were generally very
favorable to local governments, which helped to push the central share of revenues to only 22
percent in 1993.12

2.14 Meanwhile, local expenditures grew much faster than central expenditures, especially
safety net expenditures-unemployment insurance, early retirements increased pension
spending, increased subsidies for housing, fuel, etc. Wage increases generally pushed up the
cost of providing labor-intensive local services. Moreover, the deepest cuts were made in
capital spending-mainly the financing of SOEs, which were mostly Central Government
expenditures, the central budget declined relatively. As a result, the share of local expenditures
has risen from 45% of the total in 1980 to more than 70% in the late 1990s.

2.15 Revenue-sharing was gradually de-linked from the expenditure needs of sub-national
governments, resulting in decentralization. Fiscal stress and declining central revenues had
already led to dwindling inter-governmental transfers and a de facto devolution of
responsibilities to local governments. With the introduction of fiscal contracts in 1988, the
Central Government formally ended its responsibility for financing local expenditures. The
role of local governments was thereby shifted from providing services to financing them, a
decentralization of responsibilities. This shift was later codified in the Budget Law, which
explicitly assigned financial responsibility to local governments.

2.16 Since these changes occurred in the absence of a major revision of expenditure
responsibilities, it left local governments with some inappropriate assignments in excess of
their resources and capacity. At the municipal and county levels these include the social
security schemes (pensions, unemployment insurance, and social welfare provisions), and the

"1 For analyses of this evolution, see Michel Oksenberg and James Tong (1991), 'The evolution of central-
provincial fiscal relations in China, 1953-1983: the formal system," China Quarterly, March; Christine P.W.
Wong (1991), "Central-local relations in an era of fiscal decline: the paradox of fiscal decentralization in post-
Mao China," China Quarterly (December); Wong (1992), "Fiscal reform and local industrialization: the
problematic sequencing of reform in post-Mao China," Modern China (April).
2 The fiscal contracts stipulated a lump-sum remittance (or subsidy) for each province, to increase annually by a

rate in single digits. Through the late 1980s and earlyl990s, when high growth and inflation combined to make
revenues grow at a nominal annual rate of 12 percent from 1987 to 1993, the local share of revenues rapidly.
Ministry of Finance, China Fiscal Statistical Yearbooks (zhongguo caizheng nianjian), 1999.
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township governments inherited the primary responsibility for financing basic education in the
countryside. While these levels of government had always provided such services, they had
previously provided them as agents of the Central Government-i.e., with financing from the
Central Government via revenue-sharing.

The emergence of extra-budgetary funds13

2.17 Accompanying the de facto decentralization of expenditures was the rapid growth of
extra-budgetary and off-budget financing of government, especially at the local levels.
Lacking taxing powers and finding transfers from higher levels increasingly unreliable, local
governments energetically pursued off-budget revenue expansion (Wong 1998, and Fan 1998).
An accounting of extra-budgetary spending of government is presented in Box 2.1. (Of the
types listed in there, only the first item contains conventional user charges). Paradoxically,
despite the prevalence of fees and levies, conventional user charges (such as for water and
sewage, garbage removal) are relatively under-utilized in China due to regulatory constraints
that have kept fees well below cost-recovery levels. Instead, fees are usually designed to tap
"deep pockets" wherever they exist, and enterprises are prime targets. Box 2.2 provides an
illustrative example of the fees collected from McDonalds Restaurants by local governments in
Beijing. As can be seen in this list, these fees are a mix of user charges and quasi-taxes (levied
on non-users). In 1998 officials and researchers estimated that real user charges amounted to
less than 80 billion yuan, or 1 percent of GDP.14 Instead, most of the extra-budgetary spending
of government are financed from off-budget incomes or through the use of quasi fiscal levers.
Local governments are owners of assets such as land, enterprises, and sometimes natural
resources. Constrained by rules and regulations on the sale of these assets, they use them as
collateral investment in joint ventures or as collateral for project loans. In the liberalizing
climate of the 1990s, many local governments entered business ventures to expand their
revenue bases.

13 For a detailed discussion of the theory and international practice of extra-budgetary funds, see World Bank
(2000), Chapter 3.
14 This is deduced from the official statements that by the end of the process of elimination and rationalization,
fees would total only 80 billion yuan annually. Zhongguo gaigebao, 11/9/98, and China econornic news net,
11/10/98.
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Box 2.1. An Accounting of Extra-budgetary Funds and Off budget Activities of Government in China

1. Non-tax revenues collected by branches of government in the performance of services - 12 % of GDP
(including pension schemes, which have since 1996 been treated as an extra-budgetary account - annual
flows 2-2.5% of GDP).

2. Expenditures not reported in budgetary or extra-budgetary accounts - total 2-3 % of GDP or more

a) Tax expenditures - unrecorded tax incentives or tax credits - 0.5 - 1 % of GDP?

b) Payments arrears - unpaid/deferred wages to teachers and civil servants, unpaid subsidies to grain
marketing system, deferred payments to farmers for crops sold to grain stations, unpaid utility bills, etc.
1% GDP?

c) Quasi-fiscal expenditures of enterprises - for goods and services provided to government at less than
full compensation - 1% GDP ?

3. Quasi-fiscal expenditures of government -- directed credit to SOEs - estimated to average 6-8% of GDP
during 1985-1995, less in recent years - 3-5%?

4. Commercial incomes or losses of government branches ("self raised funds"), and revenues from asset sales -
amount sizeable during early - mid 1990s, but much smaller in recent years - 1-2% GDP?

Total = 18 - 22 % of GDP.

Source: Christine Wong, "Converting fees into taxes: reform of Extra-budgetary funds and inter-govermmental fiscal relations in China,
1999 and beyond", paper presented at the Association for Asian Studies Meetings, Boston, Massachusetts, March 1999.

2.18 Because EBFs are largely outside of MOF purview, they conferred very significant real
autonomy to local governments, and provide a local revenue base. Most importantly, EBF were
widely accepted as a legitimate source for "topping up" local public expenditures. A common
perception at the time was that the fiscal budget paid only for "subsistence" (chifan caizheng),
and that in order for the local economy to grow and its government to provide more services,
local officials had to resort to finding extra-budgetary revenues. This was reflected in the
important role that EBF played in investments in local infrastructure and other development
expenditures
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Box 2.2. "Would You Like That With Fees?"

In 1997 McDonald's Restaurants in Beijing were paying 31 fees on average, of which only 14
were legal, all this beyond the normal taxes due. With those fees, McDonald's supported not only the
normal Beijing Municipal services, but also air shelter repairs, river cleaning, public festival
decoration and communist party propaganda. The restaurant also paid for not having security
guards-which was cheaper than having one.

The illegal fees and fines and various apportioned charges that the many central, municipal, county, and
township authorities impose on enterprises and individuals increasingly affect normal business operation, so
much so that it is now seen as a deterrent for foreign investors. This has prodded the government to call for the
gradual elimination of fees and levies. The campaign started with the State Council circular issued on July 7,
1997: "On Abolishing Illegal Fees and Fines and Various Apportioned Charges for Enterprises." The circular
ordered that any illegal charges, fines, fund collections, foundation projects and other apportioned charges to the
enterprises be abolished. In 1998-1999, a commission comprising staff from the Ministry of Finance, State
Development and Planning Commission, and the

Abolishing the fees is easier said than done, however. The key reason is that, notwithstanding some excesses,
many of the illegal fees pay for useful services, or pay the wages for civil servants that cannot be fired.

Some examples offees on MacDonald's

Fee Type Payment Standard
Waste water treatment fee Y 0.12 per ton on 80% of planned volume
Management fee for Food and 0.3% of turnover
drinks industry
Traffic safety fee Y 36 per year per vehicle
Sanitation fee Y 5000 - 10,000 per year per restaurant
"Greenification fee" Y 10 per staff member per year
Air raid shelter maintenance fee participation of 1-2% of staff members. In lieu of

which a payment of Y1500-5000 per restaurant
River dredging fee Y several thousand to several tens of thousands per

restaurant
Family planning fee Y 2.5 per year per staff member of childbearing age
Fire protection points the purchase of 400 points is required per 60 persons

Collection Units

37.5% of the fees are collected by neighborhood offices, 22% are collected by agencies involved in health and
safety, food and drinks trade; 18.5% are collected by district police and public security agencies, and 22% are
collected by other units.

Source: China Economic Times, Asian Wall Street Joumnal, State Council Circular; and World Bank (2000).

2.19 Unfortunately, emergence of a significant extra-budgetary sector has created a major
incentive incompatibility in the system, where the lack of local autonomy in the formal budget
(as will be shown in Chapter 5) is contrasted sharply with the near-total autonomy in the extra-
budgetary sphere. Moreover, since the Central Government could and did claw back revenues
from local governments, the latter had a powerful incentive to keep their funds off- budget. In
this environment, where local officials wield substantial control over local resources, virtually
all levels of government-down to municipal districts and villages-have the capacity to exact
non-tax payments from local residents.
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The 1994 Tax Sharing Reform: A Watershed

2.20 The fiscal reform of 1994 was a comprehensive package of measures designed to
address three areas of concern: to stem the fiscal decline and provide adequate revenues for
government, especially Central Government; eliminate the distortionary elements of the tax
structure and increase its transparency; and revamp central-local revenue sharing
arrangements. Among its key provisions was a major reform in indirect taxes that extended the
value-added tax (VAT), to all turnover, eliminating the product tax and replacing the business
tax in many services. It simplified the tax structure and unified treatment of taxpayers except
for foreign invested enterprises. In addition, to avoid the problem of poor local effort in
collecting Central Government taxes, tax administration was also reformed, with the
establishment of a national tax system (NTS) to collect Central Government revenues, and a
local tax system to collect local taxes.

2.21 The centerpiece of the package was introduction of the Tax Sharing System
(fenshuizhi), which fundamentally changed the way revenues are shared between the central
and provincial governments. Under the Tax Sharing System (TSS), taxes were assigned either
to the central or local governments. Central taxes (or "central fixed incomes") include customs
duties, the consumption tax, VAT revenues collected by customs, income taxes from central
enterprises, banks and non-bank financial intermediaries; the remitted profits, income taxes,
business taxes, and urban construction and maintenance taxes of the railroad, bank
headquarters and insurance companies; and resource taxes on offshore oil extraction. Local
taxes (or "local fixed incomes") consist of business taxes (excluding those named above as
central fixed incomes), income taxes and profit remittances of local enterprises, urban land use
taxes, personal income taxes, the fixed asset investment orientation tax, urban construction and
maintenance tax, real estate taxes, vehicle utilization tax, the stamp tax, animal slaughter tax,
agricultural taxes, title tax, capital gains tax on land, state land sales revenues, resource taxes
derived from land-based resources, and the securities trading tax. Initially the only shared tax
was to be the VAT, at the fixed rate of 75 percent for the Central Government, and 25 percent
for local governments. This was modified by a concession on sharing the growing proceeds
from the excise tax. In 1998 the securities trading tax was shifted from being a purely local tax
to a shared tax, with 88 percent going to the Central Government and 12 percent for the local
government.

2.22 The design of the TSS was complicated by the modifications made in 1993 to gain
local government support for the reform. First, adhering to the "hold harmless" principle, the
central government commnitted to rebating to each province an amount equal to the reduction in
the local tax base due to TSS:

Base year tax rebate = PBR - (LT + 0.25 x VAT)

where PBR is the province's base retained revenue in the base year (1993); and the new tax
base consists of the newly designated local taxes (LT) plus 25% of the VAT.

2.23 In addition, to permit each province to share in the growth of its "lost" tax base over
time, the Central Government committed to giving back 30 percent of its increased revenue
from the VAT and consumption tax (CT) each year. However, there appear to be some



14

disagreement over how this commitment by then-Vice Premier Zhu Rongji is to be interpreted.
One common interpretation was that the growth of VAT would be rebated at a constant share
of 22.5 percent to local governments, based on the formula:

VAT rebate = 30% * 75% (VAT increase)

The actual formula used by MOF for determining rebates is the following:

tax rebate for province i in the year t =

Tax rebate i t- x [1 + 0.3 x [0. 75 x VATi increase + CTi increase],}

2.24 Box 2.3 constructs a hypothetical set of rebate figures to illustrate how the formula
produces a significantly different outcome from the consensus view of what the rebate formula
should have been, based on the 1993 announcements. These differences have been the source
of some recent tension between the central and local governments, with the latter complaining
that the rebates are a diminishing proportion of increased VAT receipts.
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Box 2.3. Why is the VAT rebate shrinking?

In the absence of information on what the actual tax rebates have been, this exercise constructs a hypothetical
illustration based on the following actual data:

(unit: billions yuan)

Product Tax VAT Change of VAT Growth Rate of VAT

1992 69.33 70.59

1993 82.14 108.15 37.56 53.2%

1994 230.83 122.69 113.4%

1995 260.23 29.40 12.7%

1996 296.28 36.05 13.9%

1997 328.39 32.11 10.8%

1998 362.85 34.45 10.5%

1999 388.19 25.34 7.0%

An assumption is made to derive the base year rebate for 1993 as equal to 50 percent of the sum of Product Tax
and VAT revenues.

Formula I is the "consensus interpretation"

VAT rebate = 30% * 75% (VAT increase)

Formula 2 is the rebate formula actually applied by the MOF

tax rebate for province i in the year t =

Tax rebate i, t x ( 1+ 0.3 x (0.75 x VAT; increase + CT; increase],I

Formula 1 Formula 2

Year Total rebate* (bil. Ratio of Rebate to Total rebate* (bil. Ratio of Rebate to
vuan) Increase in VAT Eanj Increase in VAT

1993 95.15 95.15
1994 122.75 22.5% 119.43 19.8%
1995 129.36 22.5% 122.85 11.6%
1996 137.47 22.5% 126.68 10.6%
1997 144.70 22.5% 129.77 9.6%
1998 152.45 22.5% 132.83 8.9%
1999 158.15 22.5% 134.92 8.2%

Aggregate rebates based on hypothetical base year figure. Actual rebates differ because these calculations are
based on growth of VAT only, and excludes excise tax growth rates.

Source: World Bank Staff estimates.

The Present Inter-Governmental System and Fiscal Status

2.25 Revenue Mobilization. The TSS was rolled out under the slogan of "raising the two
ratios"-the revenue-to-GDP and the central-total revenue ratios. On this score, some success
has been achieved-even though the revenue-GDP ratio continued to fall through 1994 and
1995, the seventeen-year decline was finally reversed in 1996. In 2000 revenues were
approximately 15 percent of GDP (Figure 2.3). Much of this success can be attributed to the
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split up of tax administration, which significantly curbed the opportunities and incentives for
local governments to give away the Central Government's tax base by granting tax reductions
to local enterprises. It is also partly attributable to the fact that the tax capacity for VAT is
easier to monitor than those of the previous multi-rated turnover taxes, as well as enterprise
income taxes, making monitoring of tax effort more straightforward.

Figure 2.3: The End of Decline

2.26 Re-Centralization. The objective
of raising the central share of revenues
has also been achieved, though short of
the original target level of 60 percent. In
1994, the one-time transfer of the bulk
of VAT and CT revenues to central
coffers boosted the central share from 22
percent of total revenues to 55.7 percent. 1 .0 R. ux

The expectation was that the long-run -. N -
trend under the TSS would be toward o.W. o0 ' __
centralization of revenues, given that the .01
VAT was the most "productive" tax in .
the system, and one that would be fully
administered by the NTS. Surprisingly, however, even though the revenue buoyancy of the
VAT has been high (1.365 over the 1994-1998 period), its share in total tax revenues has
slipped from 43 to 37.4 percent of tax revenues, while the consumption tax has slipped from
9.1 to 8.4 percent. 15 In contrast, the business tax, a local tax (except on the banking sector),
has risen from 12.6 to 16.2 percent of tax revenues, while the personal income tax, an
insignificant tax in 1994, collected 34 billion yuan and accounted for more than 6 percent of
local taxes in 1998. Due to the higher income elasticity of local taxes, the central share of
revenues fell during the mid-1990s, but recovered some ground in the past two years with
strong customs revenues due to the Government's success in curbing smuggling (Table 2.1
below), along with some revisions of tax rules and assignments.' 6 However, since a large
portion of central revenues are committed as tax rebates, the increase in central government's
allocative control is significantly smaller.

Table 2.1: The "two ratios"

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Revenue 19.1 17.0 14.7 13.7 11.9 11.1 11.2 12.1 12.9 14.2 15.0
share in GDP________________________ _____
Central share
in revenue 33.8 29.8 28.1 22.0 55.7 52.4 49.7 48.8 49.7 51.0 56.7
(MoF def.) I)I

Source: Ministry of Finance and IMF staff calculations.

2.27 Simplification/transparency. A fundamental goal of the 1994 reform was to simplify
and increase the transparency of the revenue sharing system. This goal has not been achieved.

15 Ministry of Finance, China Fiscal Statistical Yearbooks (zhongguo caizheng nianjian), 1995 and 1999.
16 The business tax rate was raised on the banking sector, increasing central revenues. The stamp tax on
securities trading was shifted from a local tax to a shared tax, with 88% going to the central government.



17

An important anomaly in the 1994 reform was that, rather than replacing the fiscal contracting
system, the TSS was implemented as an addition to the previous system of revenue sharing,
including all of the previous transfer mechanisms such as the quota subsidies for poor and
minority regions, along with most of the old system of special purpose (eannarked) grants.
This simultaneous implementation of the two systems (liangtao tixi bingxing) dilutes a key
goal of the TSS, that of making revenue sharing more transparent and rule-based (Box 2.4).
Data from Hebei Province provides a clear illustration of the complex and befuddling system.

Box 2.4. Inter-Governmental Transfers in Hebei Province

In 1998 Hebei remitted 2.1 billion yuan to the Central Government under the old fiscal contract, and in turn
received Y1 1.6 billion in transfers from the Central Govemment (compared to own revenues of Y 20.7 billion),
which comprised:

Y8.3 billion in tax rebates (72%)
Y2.9 billion in earmarked grants (25%)
YO.2 billion in transitional equalization transfers (2%), and
Y 0.3 billion in final account settlement transfers (3%)

The transfers are even more numerous at lower administrative levels. Officials in Wei County complained that
they had to make ten types of remittances, totaling 6.12 million yuan in 1999:

To province:

a 10% levy on extra-budgetary funds excluding those in education, health and science and technology.

30% of the revenues from the fixed investment orientation tax
40% of the revenues from land transfer
a 1.15 million yuan contribution to the grain risk fund
1.16 million yuan in reimbursement for running costs of the Local Tax Service operations
0.49 million in reimbursement for running costs of the industrial-commercial bureau operations in Wei
county

To Xingtai Municipality:

15% of the revenues from the agricultural tax
40% of the tax rebate
40% of the farmland occupation tax

The fact that different types of payments are lumped together- from loan repayment and cost reimbursements
to tax-sharing--and considered "remittances to higher levels," indicates a lack of clear understanding about the
division of responsibility among levels of government, where many officials are simply befuddled by these
multiple strands of transfers. There is also a widespread perception that every administrative level is using its
power to "grab" revenues from lower levels.

Notes: *The contract remittances are the "local remittances" in Figure 2.2. Since these remittances were
frozen in nominal terms at the adoption of TSS, their share in total revenues has shrunk, falling from 16
percent of total revenues in 1990 to only 4 percent in 2000.

The percentages sum to more than 100% due to rounding. Under the previous regime there were
quota subsidies, earmarked/special purpose subsidies, final accounts subsidies, and compensatory
payments for enterprise transfers. The last type had been phased out by the late 1980s (Wong 1997).

2.28 The lack of transparency is even more serious at lower levels. With each layer of
administration adding on to the TSS and fiscal contracts, the system is often baffling and
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incomprehensible to officials at the lowest levels. In fact, the dispute over the tax rebate
formula is a symptom of itself a failure to make the transfer system transparent and rule-based.

2.29 An important objective of the TSS at the outset was to revive and strengthen the central
government's effort in redistributing fiscal resources across regions-the argument for
increasing the Central Government's share in total revenues was based partly on the need to
have the resources for effecting equalization. However, this objective has not been fully
obtained.

The inter-governmental transfer mechanism

2.30 As originally envisioned, the 1994 reform would fundamentally revamp the inter-
governmental system by putting both revenue sharing and inter-governmental transfers on
objective bases through formula-driven, rule-based interactions. Instead, the reform did not
alter the existing system of transfers, but merely added two new ones-tax rebates, and the
transitional equalization transfers.

2.31 A priori, the 1994 reform was expected to have a counter-equalizing effect on the
regional distribution of revenues since it changed the revenue sharing principle from the
previous re-distributive one (albeit much weakened through the 1980s) to the derivation
principle-where transfers are pegged to collections, returning more to the revenue-rich
regions than to poor ones. To offset this regressive effect, the Government had promised to
roll out a new, formula-based transfer payments scheme to aid poor regions. To this end, a
"transitional pilot inter-governmental transfer scheme" was introduced in 1995 as the first step
toward a formula-driven re-distributive system. The initial formula had two parts: an
objective factor that attempted to measure the gap between "standard expenditures" and local
fiscal capacity, and a policy component that directed subsidies to regions with large ethnic
minority populations. In 1996 a third factor was added to the formula to reward good tax
effort. Since then more minor adjustments have been made. (See Annex 1 for details of the
scheme).

2.32 The scheme remains grossly under-funded, so that each province receives only a small
fraction of its fiscal needs as determined by the formula. For example, in 1996 the Central
Government allocated Y2.2 billion to equalization transfers, compared to the estimated fiscal
gap of Y63 billion produced by the formula. What each eligible province received was its
estimated fiscal need multiplied by a coefficient of 0.035, which was derived from 2.2 divided
by 63. Similarly, the total fiscal gap for rninority regions was estimated at Y13 billion, while
the amount allocated to filling the gap was only Y1.2 billion in the central budget, and a
coefficient of 0.09 was placed in front of the ethnic portion of the distribution formula to
derive allocations for each province. In 1998 the scheme provided 6.1 billion yuan and
comprised just 1.8 percent of all central transfers to the provinces. In his report to the National
People's Congress in March 2001, the Minister of Finance Xiang Huaicheng announced that
the 2001 draft budget will provide 16.1 billion yuan for the scheme, or 3 percent of all transfers
(Table 2.2 and Table 2.3). This marked the first time that the equalization grant was explicitly
budgeted, an improvement over past practice where the amount was determined only after the
fiscal year was over, based on availability of funding. Nevertheless, until the Government
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allocates sufficient funds to equalization, this formula-based scheme appears to be more of a
symbolic significance.

Table 2.2 Central Transfers by Type

1996 % 1997 % 1998 % 2001p %
Total (billions yuan) 271.6 100 285.4 100 332.3 100 517.6 100

Tax Rebates 194.9 71.8 201.2 70.5 208.3 62.7 233.5 45.1
Quota Subsidies 11.1 4.1 11.2 3.9 11.3 3.4 12.0 2.3
Specific Purpose Grants 48.8 18.0 51.6 18.1 87.8 26.4 256.0 49.5
Transition Transfers 3.5 1.3 5.0 1.8 6.1 1.8 16.1 3.1
Final Account Subsidies 9.0 3.3 11.1 3.9 15.1 4.5
Others (residual) 4.4 1.6 5.4 1.9 3.8 1.1

In the 2001 budget this includes subsidies for social security funds, wage increases, and fiscal stimulus program

Source: MOF.

Table 2.3: Transitional Transfer Scheme

(100 million Yuan)
1995 1996 1997 1998

Total 20.70 34.64 50.21 60.57
Beijing
Tianjin
Hebei 0.69 1.03 1.58 1.91
Shanxi 0.35 0.96 1.59 1.96
Inner Mongolia 2.47 3.71 4.97 5.76
Liaoning
Jilin 0.47 0.96 1.34
Heilongjiang 0.50 0.79 1.79 1.92
Shanghai
Jiangsu
Zhejiang
Anhui 0.81 1.10 1.60 2.05
Fujian
Jiangxi 0.77 1.44 1.98 2.43
Shandong
Henan 1.41 1.95 3.65 4.32
Hebei 1.34 1.75 2.66 3.03
Hunan 0.95 1.51 2.04 2.34
Guangdong
Guangxi 1.09 1.84 2.52 2.98
Hainan 0.63 0.88
Chongqing 0.76
Sichuan 1.81 2.95 3.63 3.81
Guizhou 2.59 3.69 4.26 5.58
Yunnan 0.12 0.20 0.20 0.24
Tibet 1.00 1.77 2.10
Sha'anxi 0.55 1.62 2.45 2.72
Gansu 0.71 1.32 2.06 2.29
Qinghai 1.04 1.91 2.94 3.97
Ningxia 1.04 1.59 1.93 2.21
Xinjiang 2.46 3.81 5.00 5.97
Source: Local Finance, 1999.
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2.33 Overall, even though the Central Government returns a large proportion of its revenues
to the provinces-343 billion yuan in 1998, from total revenues of 558 billion yuan-the
transfer are not equalizing. This is shown in Figure 2.4. Decomposing the transfers shows that
tax rebates are, as expected, highly correlated with incomes and are dis-equalizing across
provinces (Figure 2.5). Since 1994 tax rebates have dominated, accounting for 72 percent of
total transfers in 1996 and driving the overall effect toward counter-equalization.

Figure 2.4: Per Capita Transfers by Provinces, Figure 2.5: Tax Rebates by Province, 1998
1998
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Source: Ministry of Finance. Source: Ministry of Finance.

2.34 The next biggest item of transfer is earmarked grants (or specific purpose transfers),
which has grown rapidly in recent years, to 147 billion yuan in 1999, or more than one-third of
the total. In the 2001 draft budget they will total 256 billion yuan, or 50 percent of all transfers.
Earmarked grants have the potential to be equalizing, but in the past have been found to be
mildly dis-equalizing because they were dominated by food and other consumer subsidies that
favored urban areas (Wong 1997). The steep rise in special purpose transfers in recent years
reflects partly the fiscal stimulus program-in 1999 nearly 50 billion yuan was funneled to
capital spending in the Government's effort to stimulate economic growth. It also reflects a
growing tendency for the MOF to intervene to bail out local finances. In 1999 the Central
Government allocated 7.6 billion yuan to helping localities pay pension arrears, and another
6.3 billion yuan went to helping meet unemployment compensation for workers laid off from
SOEs. The earmarked grants have also been used to compensate local governments for the
cost of central mandates, including 7.3 billion yuan in 1999 to help localities defray the costs
of a 30% increase in pension benefits decreed in July of the same year, and nearly 30 billion
yuan for the civil service pay increase. Table 2.4 gives the breakdown of the major categories
of earmarked grants. The MOF has also relied on the use of final account subsidies to bail out
provinces in financial difficulty, and as ad hoc compensations for policy changes that affected
their budgetary status (Table 2.3). Although more analysis will be required to assess their
impact on equalization, the rapid increase in the use of ad-hoc grants seems inconsistent with
the development of a rule-based and transparent system of transfers that can support efficient
budgeting at the sub-national levels.
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Table 2.4: Distribution of Earmarked Grants by Percent

Percent billions vuan
1993 1997 1998 1999 1993 1997 1998 1999

Capital Construction 7 9 12 32 2.5 4.7 7.1 47.0
Enterprise R6novation 3 3 4 2 1.1 1.6 2.4 2.9
Science and Technology 1 2 2 1 0.4 1.0 1.2 1.5
Agricultural Support 4 8 10 5 1.6 4.1 5.9 7.3
Education, Science, Health 3 5 5 4 1.1 2.6 3.0 5.9
Welfare and Social Relief 7 9 9 4 2.4 4.7 5.3 5.9
Social Security Subsidies 0 0 2 16 0.0 0.0 1.2 23.5
Administrative Expenses 3 2 2 1 1.0 1.0 1.2 1.5
Public Safety, Judicial and Inspectorate 1 1 2 1 0.5 0.5 1.2 1.5
Other Earmarked Expenditures 5 6 6 11 1.7 3.1 3.5 16.2
Aid to Poor Regions 5 12 13 6 1.7 6.2 7.7 8.8
Policy Subsidies 59 43 34 17 21.3 22.2 20.1 25.0
Total Earmarked Grants 98 100 101 100 35.5 51.7 59.7 146.9
(billions yuan) .
Source: MOF.

Resulting horizontal distribution shows growing regional disparities

2.35 Numerous statistical indicators show evidence of a worsening of the distribution of
fiscal resources across provinces over time. The primary cause is market reforms and the
coastal strategy, which have tended to favor the more developed coastal regions. However, the
fiscal system was not only unable to alleviate the dis-equalizing effects of market reform, it
appears to have exacerbated the growth of regional disparities. Figures 2.5 and 2.6 shows a
one-time increase in the coefficient of variation for per capita budgetary expenditures for all
provincial level units in 1994 that is clearly attributable to the TSS. Thereafter it continued
upward rapidly through 1997. (However, for provincial units excluding the three municipalities
of Beijing, Shanghai and Tianjin, the coefficient of variation shows no particular trend.) Table
2.5 shows the per capita expenditures for selected provinces that also confirms the worsening
distribution: while the ratio of per capita expenditure to the national average improved rapidly
for Shanghai and Beijing, Hebei, Gansu and Hunan all fell further behind-the declines of
Hebei and Gansu are especially worrisome since their fiscal expenditures were already at low
levels. The same trend of growing regional disparities is portrayed in Table 2.6, which
compares the shares of GDP and fiscal resources in the five richest and five poorest provinces,
showing a worsening of the gap from 1990 to 1998. This worsening distribution is a major
cause of concern because the poor provinces are spending so little that the most basic services
such as education and health care are provided at extremely inadequate levels (Chapters 6-7).
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Figure 2.6: Coefficient of Variation across Provincial Figure 2.7: Coefflcient of Variation across
Units Provincial Units

(29 observations without Tibet) (26 observations without Tibet or municipalilties)
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2.36 For the sub-provincial levels the disparities within a single province are at least as large
as those across provinces. Gansu lies at one extreme in our sample of provinces. Among its
14 prefectural level units in 1995 the ratio of maximum to minimum was 35 for per capita
revenues and 6.6 for per capita expenditures, with coefficients of variation of 1.4 and 0.66,
respectively. These numbers are much larger than the differences across provinces. The
disparities shrank moderately through 1999, to 23 in per capita revenues and 4.3 in
expenditures, with coefficients of variation of 1.16 and 0.51, respectively. At the next lower
level, among the 76 county level units the differences were even greater: with 1999 per capita
revenues ranging 82-fold and expenditures 37-fold from highest to lowest, and the disparities
grew during 1995 to 1999. In Jiangsu and Hunan Provinces the intra-provincial disparities

were somewhat smaller, and the trends were just the reverse-with a worsening distribution
among prefectural level units and a trend toward less disparity amnong county level units (Table
2.7). These trends can be at least partially attributed to the different revenue assignment
regimes implemented in the different provinces.

Table 2.5: Comparisons of Ratios of Per Capita Expenditures for Selected Provinces
Unit: Yuan

National
average' Shanghai Beijing Tianjin Hebei Gansu Hunan Jiangsu

1990 240.98 2.443 2.501 1.925 0.481 0.845 0.544 0.619
1991 268.04 2.494 2.273 2.029 0.454 0.838 0.536 0.699
1992 282.90 2.604 2.255 1.871 0.489 0.817 0.564 0.644
1993 355.48 2.808 2.003 1.628 0.570 0.758 0.595 0.662
1994 417.59 3.631 2.027 1.945 0.494 0.729 0.576 0.683
1995 512.19 4.019 2.575 2.037 0.242 0.652 0.531 0.700
1996 612.65 4.288 2.584 2.057 0.237 0.602 0.553 0.714
1997 708.84 4.635 3.040 1.925 0.238 0.604 0.504 0.749
1998 817.51 4.500 3.078 1.864 0.235 0.609 0.515 0.739

National average is calculated from per capita revenues by province (excluding Tibet).
Source: China Fiscal Statistical Yearbook, 1999.
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Table 2.6: Fiscal and Economic Concentration in Rich and Poor Provinces

1990 1998
Five richest provinces
Percentage of GDP 22.8 25.1
Percentage of population 12.7 12.2
Percentage of revenue collections 26.0 23
Percentage of government expenditures 19.8 18.5

Five poorest provinces
Percentage of GDP 12.7 11.7
Percentage of population 18.9 18.7
Percentage of revenue collections 12.3 9.8
Percentage of government expenditures 14.0 8.6

a Shanghai, Beijing, Tianjin, Guangdong and Zhejiang.
Guizhou, Gansu, Sha'anxi, Jiangxi and Henan. Tibet and Hainan are excluded because of special
ircumstances and data availability.

Source: China Statistical Year Book, 1991-1999 and Bahl (1999).
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Table 2.7: Trends in Prefectural Per Capita Revenues Across Government Levels: Hunan, Gansu and Jiangsu

Unit: yuan/person

Gansu
Prefecture (observations = 14) County (observations = 76)

Per Capita Revenue Per capita Expenditure Per Capita Revenue Per capita Expenditure
Max/min average C.V. max/min average C.V. max/min average C.V. max/min average C.V.

1995 34.9 196.6 1.42 6.6 307.0 0.66 199569.4 91.9 1.20 18.7 229.6 1.12
1997 28.0 246.3 1.21 4.8 391.2 0.59 199787.6 135.4 1.36 30.8 328.5 1.49
1998 25.4 266.1 1.17 4.9 434.8 0.56 199883.9 156.8 1.41 28.8 366.9 1.34
1999 22.9 284.0 1.16 4.2 489.2 0.51 199982.1 171.1 1.47 36.8 449.4 1.50

Hunan
Prefecture (observations = 14) County (observations = 88)

Per Capita Revenue Per capita Expenditure Per Capita Revenue Per capita Expenditure
maxlmin average C.V. max/min average C.V. max/min average C.V. max/min average C.V.

1995 3.8 146.3 0.44 2.6 226.2 0.30 19959.0 108.4 0.50 5.1 169.5 0.46
1996 4.3 175.5 0.51 2.4 258.1 0.28 199611.7 130.1 0.51 4.9 198.8 0.43
1997 4.0 185.8 0.48 2.7 274.1 0.32 19976.1 139.5 0.44 4.2 210.7 0.39
1999 5.2 215.9 0.53 2.7 341.5 0.32 1999 12.9 - 151.8 0.50 4.5 248.9 0.37

Jiangsu
Prefecture (observations = 12-13) County (observations = 64)

Per Capita Revenue Per capita Expenditure Per Capita Revenue Per capita Expenditure
max./min average C.V. max/min average C.V. max/min average C.V. max/min average C.V.

1993 7.2 384.9 0.67 2.9 227.4 0.42 199342.9 212.7 1.00 11.3 160.2 0.64
1995 7.8 279.8 0.62 4.2 329.3 0.48 1995 18.5 162.5 0.80 9.9 219.6 0.61
1997 9.6 370.8 0.69 4.5 446.7 0.51 199710.0 218.5 0.71 4.9 291.8 0.43
1998 9.2 438.0 0.66 4.5 528.4 0.50 19989.9 247.5 0.72 4.7 333.3 0.44
1999 10.4 492.3 0.75 4.8 589.2 0.57 199910.8 287.2 0.77 5.5 385.7 0.50
Source: Ministry of Finance.
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Resulting vertical distribution tends towards some centralization

2.37 The outcomes of the 1994 reforms have been centralizing at both the national and sub-
national levels, shifting revenues and expenditures upward to the central and provincial levels.

(a) Central-local Distribution. Figure 2.2 shows an increase in the central
government's share of revenues but not expenditures. Starting from a level of 33 percent
of the total in 1990, the central share of total expenditures actually fell to 29 percent in
1995 and was 35 percent in 2000. However, the Central Government has gained a great
deal of allocative control even though a large share of central revenues are returned to the
localities. First, tax receipts accrue to MOF before rebates are made-that MOF controls
the purse confers power over local governments-it allows MOF to withhold funds if
local governments fail to comply with central policies. Second, MOF's allocative
flexibility increases over time as the share of tax rebates has fallen in total transfers-
increasing the discretionary portion and reducing the formula-driven portion.

(b) Sub-national Distribution. The TSS specified the revenue assignments between
the Central Government and local governments, but did not address the issue of how they
would be divided among the four levels of local government. Given the "high federalist"
character of the system, significant variation across provinces can be expected. This is
confirmed in Table 2.8, where the share of expenditures at the provincial level range from
26 to 33 percent among the four provinces of Hebei, Gansu, Hunan and Jiangsu. At the
next lower level, prefectures account for 20-24 percent of total expenditures, except for
Jiangsu, where they account for 35 percent. The widest range of difference across
provinces is the role of townships. In Jiangsu they are not an independent level of
budgeting and have no independent expenditures. In Gansu townships are also not an
independent fiscal entity but their budgets are only partially subsumed at the county level.
In Hebei the treatment of townships differs across counties, as reflected in the two
fieldwork counties of Wei and Qinghe.

2.38 Two broad trends can be noted in sub-national finance since the implementation of TSS.
First, there appears to be a centralizing trend, with a growing concentration of fiscal resources at
the provincial level. Among the provinces in Table 2.8, the provincial level's share of
expenditures grew by 6-7 points (or a 25-30 percent increase from the base) over the past five
years except in Gansu. Second, the rural sector seems to be losing out in this development, since
the growing provincial share comes directly at the expense of the rural share, from a shift of
resources from the county and township levels. The sources and implications of these changing
shares will be examined within the context of revenue and expenditure assignments in later
chapters.
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Table 2.8: Distribution of Expenditures and Revenues by Administrative Level
(percent)

1999 Expenditures 1999 Revenues

China Hebei Gansu Hunan Jiangsu China Hebei Gansu Hunan Jiangsu

province 28.2% 26.4% 32.8% 31.6% 25.8% 21.2% 20.6% 16.5% 13.6% 16.2%

prefecture 30.2% 23.7% 19.5% 22.4% 34.7% 35.4% 23.4% 24.9% 27.8% 43.8%

county* 41.5% 39.2% 34.3% 37.8% 39.5% 43.4% 35.8% 39.9% 35.2% 40.0%

township 10.7% 13.4% 8.9% 0.0% 20.2% 18.7% 23.4% 0.0%

chanee since 1994-1995

province 1.8% 6.8% 0.5% 5.6% 5.8% 4.1% 0.9% -1.4% -0.4% 11.3%

prefecture -1.1% -1.6% -2.6% 1.1% 0.1% -5.6% -1.9% -3.0% 3.3% -1.8%

county' -0.6% 5.9% 0.2% -2.4% -5.9% 1.5% 2.5% 0.6% 0.8% -9.5%

township -11.0% 1.9% -3.8% 0.0% -1.5% 3.8% -3.6% 0.0%

'County figures for China include townships.

Source: Ministry of Finance; fieldwork data

2.39 In sum, while the TSS has achieved some successes, most notably in improved revenue
mobilization, tax simplification, and the re-centralization of revenues, the failures are equally
notable. It has failed to make revenue-sharing more rule-based and transparent given the
proliferation of ad-hoc transfers, and it has also failed to counter the trend toward growing
regional disparities. More importantly for reforms going forward, the successes of TSS were all
in terms of achieving Central Government objectives, while the failures are all associated with
the Central Government's interaction with local governments, which means that the reforms did
little to restore the Central Government's credibility on commitments. In addition, the TSS
reform did not address the issue of extra-budgetary revenues, but instead gave implicit support to
redoubled efforts by local governments to seek supplementary resources to support local
economic development, in the process undermining the authority of the budget.
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3. EXPENDITURE ASSIGNMENTS

Relative to other countries, China has transferred a much larger portion of expenditure
responsibilities to lowest levels of government. In realigning expenditure assignments, there is a
need to redefine the role of government in public service delivery at all levels, focusing on the
provision of public goods. Responsibilities for social security, unemployment insurance and
basic social welfare should be reassigned to the national or provincial levels in order to reap the
benefits of risk pooling and equalization.

3.1 In the previous chapter it was noted that during the transition period, revenue and
expenditure assignments were gradually delinked. Then came the 1994 TSS reform, which re-
centralized revenues but left expenditure responsibilities unchanged. As the revenue-sharing
system also shed its redistributive character, poor regions are expected to be worse off under the
new system. This appears to be borne out by aggregate statistics, which show that a worsening
inter-provincial distribution of fiscal resources. This chapter investigates public expenditures at
the sub-national levels, drawing from the analysis of budgets in the provinces of Hebei and
Gansu, supplemented by information on Hunan and Jiangsu Provinces. As revenues and
expenditures also shifted at the sub-national levels, with a trend favoring the provincial level, the
financial status of counties and townships is of special concern. This chapter focuses on issues
of revenue adequacy, horizontal disparities, and the overall efficiency of assignment at these
levels. The issues of cost-effectiveness of public spending in the provision of education and
health services, are discussed in Chapters 6 and 7, respectively.

The Roles of Sub-National Governments

The assignment system

3.2 China lacks, at the present time, a formal assignment of expenditure responsibilities
among the different levels of government. The Budget Law guarantees the local budget
autonomy, but discusses the division of expenditure assignments between the central and local
governments only in broad terms. For example, the State Council Supplementary Regulations on
the Implementation of the TSS contains one paragraph on the main expenditure responsibilities
of local governments:

Local budgets are mainly responsible for the running costs of local party and state
organs, the needs of local economic development, a part of the running costs of the
military police and militia, locally financed capital investments, the technical renovation
of local enterprises and new product development costs, the costs of support to
agriculture, urban maintenance and construction, and the costs of local culture,
education, and health, price subsidies and other expenditures.

3.3 The actual practice of expenditure assignments follows those general principles. As noted
in the earlier chapters, the predominant responsibility for providing social services and matters
relating to local economic development are the responsibility of local governments. These
include, besides public administration, safety and security, provision of social services such as
education, health care, social security, housing and urban/local services. Thus, local governments
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play the key role in human resource development, development of physical infrastructure and
agricultural and industrial development in China.

3.4 The lack of a formal assignment of expenditure responsibility means that the actual
division of expenditure responsibilities among the different levels of sub-national governments is
left to the discretion of the provinces. In practice, the system follows the nested approach that is
also used for making revenue assignments. Within the sub-national sector, the higher-level
government has discretion to determine the assignment of expenditures of the level immediately
below it. Thus, the provinces determine the assignments of cities/prefectures, and the cities
determine the assignments of counties and the latter determine the revenues and expenditures of
towns and townships.

3.5 With no specific central government guidelines on the distribution of responsibilities
between the provinces and the lower levels, potentially each province can have a different
assignment of expenditure responsibilities among their four levels of government. the available
evidence suggests that the distribution of expenditure responsibilities in China differs
significantly among its provinces.

3.6 The absence of a holistic approach to expenditure (and revenue) assignments implies that
matching revenue sources with expenditure functions at each local level is made more difficult,
as is targeting pass-through transfers from the Central Government to lower-level local
governments. The absence of a unified approach to expenditure assignments also makes the task
of setting standards for the provision of public services and monitoring performance harder, and
it can be expected to contribute to a wide variation in the standards of services.

Expenditure shares

3.7 With or without a formal assignment of expenditure responsibilities, it is always
necessary to examine the shares in functional expenditures of each level of government to
understand what expenditure assignments are truly in practice.

3.8 The Central-Local Division: Table 3.1 presents the breakdown of expenditures for the
consolidated budget of all levels of government, which shows that the portion of capital
expenditures declined from 26 percent in 1985 to 17 percent in 1996 and 1997, before increasing
again in recent years under the fiscal stimulus program. The bulk-more than three-quarters of
the consolidated budget, is in recurrent expenditures. Consolidated budget figures are useful to
map aggregate trends for the entire public sector but tell little, of course, about expenditure
assignments. The actual division of expenditure responsibilities among the central and the
aggregate of all sub-national governments is shown in Table 3.2 (part I). While in 1978, the
share in consolidated expenditures of the Central Government (46 percent) was quite similar to
that of sub-national governments (54 percent), by 1995 the share for sub-national government
expenditures had increased to two-thirds and the share of the Central Government had fallen to
one-third of the total. This latter division of overall responsibilities has been roughly maintained
until 1999.
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Table 3.1: Structure of Government Expenditture
Billions of Yuan

1985 1987 1988 1989 1990 1992 1993 1994 1995 1996 1997 1998 1999
Total expenditure and net
lending 251.1 263.8 293.7 342.3 366.3 418.7 505.3 615.9 715.1 827.5 960.2 1113.2 1347.7

Current expenditure 186.8 188.2 217.6 266.7 281.5 328.8 383.7 521.8 586.8 684.5 794.0 910.3 1059.4

Administration 14.4 19.5 23.9 28.5 33.3 42.5 53.6 72.9 87.3 104.1 113.7 132.7 152.6

Defense 19.2 21.0 21.8 25.1 29.0 37.8 42.6 55.1 63.7 72.0 81.2 93.5 107.6
Culture, education,
public health, science &
broadcasting 31.7 40.3 48.6 55.3 61.7 79.3 95.8 127.8 146.7 170.4 190.4 215.4 240.8

of which: education 18.4 22.7 27.9 31.6 35.3 45.3 55.8 77.3 89.2 103.8 120.5 133.8 152.3

Economic services 22.4 26.0 28.9 34.6 37.9 47.8 57.4 69.6 63.4 74.2 85.2 87.3 94.6

Geological survey 3.0 3.0 3.3 3.3 3.6 4.4 4.9 6.4 6.6 6.9 7.3 8.3 8.4

Agriculture 10.1 13.4 15.4 19.7 22.2 26.9 32.3 40.0 43.0 51.0 57.9 62.6 67.7
Operating expenditure
for industry,
communication &
commerce 3.5 3.3 3.9 4.5 4.7 6.5 7.6 10.1 10.3 12.0 13.6 12.2 12.8
Development of new
products 4.4 5.1 5.3 5.9 6.3 8.9 10.7 11.4 0.0 0.0 0.0 0.0 0.0

Working capital for state
owned enterprises 1.4 1.2 1.0 1.2 1.1 1.1 1.9 1.7 3.5 4.3 5.2 4.2 5.6

Social welfare relief 3.7 4.1 5.0 5.5 6.6 7.5 9.5 11.5 12.8 14.2 17.1 18.0

Subsidies 50.7 67.0 76.3 97.3 96.0 76.7 71.0 68.0 69.3 79.1 90.7 104.6 98.5

Daily living necessities 31.4 29.5 31.7 37.4 38.1 32.2 29.9 31.4 36.5 45.4 55.2 71.2 69.8

Agricultural inputs 1.3 .. .. .. .. .. .. .. .. ..

Operating losses of state
owned enterprises 18.0 37.5 44.6 59.9 57.9 44.5 41.1 36.6 32.8 33.7 36.8 33.3 29.0

Interest payments 2.8 3.0 2.8 4.4 14.2 9.7 16.7 31.3 39.2 57.3 75.1 61.8

Other 48.4 7.9 11.0 18.1 13.7 23.9 46.1 102.2 113.6 132.7 161.3 184.6 285.6

Capital expenditure 64.3 75.6 76.1 75.6 84.8 89.9 121.6 94.1 128.3 143.0 166.3 202.9 288.3

Capital construction 58.4 68.2 66.4 66.9 75.8 76.5 90.1 64.0 78.9 90.7 102.0 138.8 211.7
Development of the
productive capacity of
existing enterprises 5.9 7.4 9.7 8.7 9.0 13.4 31.5 30.1 49.4 52.3 64.3 64.1 76.6

(Percentage of GNP)
Memorandum items:

Current expenditure 20.8 15.7 14.6 15.8 15.1 12.3 11.1 11.2 10.2 10.2 10.8 11.8 13.2

Subsidies: 5.6 5.6 5.1 5.8 5.2 2.9 2.1 1.5 1.2 1.2 1.2 1.4 1.2
Daily living
necessities 3.5 2.5 2.1 2.2 2.0 1.2 0.9 0.7 0.6 0.7 0.8 0.9 0.9
Operating losses of
state owned
enterprises 2.0 3.1 3.0 3.5 3.1 1.7 1.2 0.8 0.6 0.5 0.5 0.4 0.4

Capital expenditure 7.2 6.3 5.1 4.5 4.6 3.4 3.5 2.0 2.2 2.1 2.3 2.6 3.6

(As Percentage of Total Expenditure)

Subsidies 20.2 25.4 26.0 28.4 26.2 18.3 14.1 11.0 9.7 9.6 9.4 9.4 7.3

Capital expenditure 25.6 28.7 25.9 22.1 23.2 21.5 24.1 15.3 17.9 17.3 17.3 18.2 21.4

Source: IMF. Data for 1997 based on MOF, PRC actual data, China Statistical Yearbook, 2000.
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3.9 Despite the overall decentralization of consolidated expenditures during the past two
decades, the divisions of key responsibilities have remained quite similar to what they were in
the 1970s. In 1999 the central and all sub-national governments combined spent approximately
the same level of resources in capital construction. In the important area of social services
(education, health, culture and science) local governments account for nearly 90 percent of
expenditures, and this share has remained stable throughout the years. Similarly, the role of sub-
national governments in the area of social assistance and welfare has remained completely
dominant through the decades. In 1999 local governments financed 99 percent of all welfare
expenditures, a figure practically unchanged since 1978. The Central Government is practically
responsible for the entirety of defense expenditures, debt servicel7, and geological prospecting.
Areas of change in the central-local shares include the financing of price subsidies, which was
mostly a sub-national government responsibility a decade ago, but in 1999 this responsibility was
almost equally divided between the central and sub-national governments. Sub-national
governments have also played an increasing role over time in the areas of industry, commerce,
and agriculture.

3.10 The changes over time in the composition of central government expenditures (as percent
of central government expenditures) and of sub-national government expenditures are also quite
telling (Table 3.2, part II). Back in 1978, 44.5 percent of all central government expenditures
were in capital construction . The two other major items at that time were defense expenditures
(30 percent) and SOE losses (8 percent). In 1999 the most important expenditure at the central
level was debt service (38 percent), followed by defense and capital construction (21 percent
each). In the case of sub-national governments, the most important expenditures back in 1978
were capital construction (30 percent), expenditures on social services (15 percent), and
agriculture (11 percent). In 1999 these were 12 percent, 24 percent, and 7 percent, respectively.
At the same time, new expenditures have emerged that are not captured by the categories in the
table-this is reflected in the growth of the residual item "others", which grew from 6 percent of
total local expenditures in 1978 to more than 35 percent in 1999. Included in this residual are
expenditures on urban maintenance and construction (6 percent), tax administration (5 percent),
and civil service pensions (3.5 percent).

17 Of course, this is naturally a result of the fact that sub-national governments are not allowed to borrow.
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Table 3.2: Central and Local Budgetary Expenditures, 1978-1999

1978 1988 1995 1998 1999
Central Local Central Local Central Local Central Local Central Local

Part I Central and Local Shares per Expenditure Category, 1978-1999

Total 46.13 53.87 38.60 61.40 33.65 66.35 38.92 61.08 35.96 64.04
Capital Construction 55.75 44.25 76.73 23.27 47.93 52.07 43.92 56.08 49.84 50.16
Working Capital 29.31 70.69 70.00 30.00 80.66 19.34 50.66 49.34 56.13 43.87
Technological Upgrading and R&D 33.33 66.67 31.79 68.21 27.25 72.75 23.15 76.85 29.25 70.75
Geological Prospecting 30.00 70.00 100.00 0.00 98.73 1.27 98.76 1.24 90.42 9.58
Industry, Transport & Conunerce 55.56 44.44 33.33 66.67 33.37 66.63 38.15 61.85 31.24 68.76
Agriculture 2.60 97.40 9.43 90.57 16.46 83.54 10.99 89.01 10.13 89.87
Culture, Education, Science & Health 11.50 88.50 12.55 87.45 10.02 89.98 11.23 88.77 10.70 89.30
Social Relief& Welfare 0.00 100.00 0.00 100.00 0.69 99.31 3.70 96.30 1.11 98.89
Defense 95.83 4.17 99.08 0.92 99.37 0.63 99.36 0.64 99.27 0.73
Govemment Administration 8.16 91.84 16.32 83.68 2.43 97.57 2.56 97.44 3.18 96.82
Government Debt Service .... .... 100.00 0.00 100.00 0.00 100.00 0.00 100.00 0.00
SOE Losses 38.79 61.21
Price Subsidies .... .... 11.36 88.64 27.75 72.25 51.10 48.90 45.00 55.00
Other 47.30 52.70 12.50 87.50
Part II Share of Expenditures in Total, Central and Local 1978-1999

Total 100 100 100 100 100 100 100 100 100 100
Capital Construction 44.55 30.26 39.40 7.52 15.4 8.5 12.5 10.1 20.8 11.8
Working Capital 3.01 6.20 0.58 0.16 1.1 0.1 0.4 0.3 0.6 0.3
Technological Upgrading and R&D 3.71 6.35 3.96 5.34 5.5 7.5 3.0 6.4 4.4 6.0
Geological Prospecting 1.06 2.12 2.64 0.00 2.7 0.0 1.7 0.0 1.5 0.1
Industry, Transport & Commerce 1.77 1.21 1.07 1.35 1.4 1.4 0.9 1.0 0.8 1.0
Agriculture 0.35 11.35 1.24 7.46 1.4 3.6 1.4 7.3 1.4 6.7
Culture, Education, Science & Health 2.30 15.13 5.03 22.03 6.0 27.3 4.9 24.9 5.1 23.8
Social Relief& Welfare 0.00 2.87 0.00 2.13 0.0 2.4 0.1 2.1 0.0 2.0
Defense 28.45 1.06 17.81 0.10 25.8 0.1 19.0 0.1 21.1 0.1
Govemment Administration 0.71 6.81 3.21 10.37 0.5 10.9 0.4 9.2 0.5 8.8
Govemment Debt Service 0.00 0.00 6.35 0.00 35.9 48.1 37.7
SOE Losses 7.90
Price Subsidies 0.00 0.00 2.97 14.56 4.1 5.5 7.4 4.5 6.2 4.2
Others 6.20 5.90 3.13 13.79 32.70 33.99 35.26

Total 100.00 89.26 87.38 84.79 100.00 100.00 100.00 100.00 100.00 100.00

Part III Central and Local Expenditures as a Percentage of GNP, 1978-1999

Total 15.62 18.24 8.13 12.93 4.26 8.40 6.35 9.97 6.31 11.23
Capital Construction 6.95 5.52 3.20 0.97 0.66 0.71 0.79 1.01 1.31 1.32
Working Capital 0.47 1.13 0.05 0.02 0.05 0.01 0.03 0.03 0.04 0.03
Technological Upgrading and R&D 0.58 1.16 0.32 0.69 0.23 0.63 0.19 0.64 0.28 0.67
Geological Prospecting 0.17 0.39 0.21 0.00 0.11 0.00 0.11 0.00 0.09 0.01
Industry, Transport & Commerce 0.28 0.22 0.09 0.17 0.06 0.12 0.06 0.10 0.05 0.11
Agriculture 0.06 2.07 0.10 0.96 0.06 0.30 0.09 0.72 0.09 0.76
Culture, Education, Science & Health 0.36 2.76 0.41 2.85 0.26 2.30 0.31 2.48 0.32 2.67
Social Relief & Welfare 0.00 0.52 0.00 0.27 0.00 0.20 0.01 0.21 0.00 0.22
Defense 4.44 0.19 1.45 0.01 1.10 0.01 1.21 0.01 1.33 0.01
Govemment Administration 0.11 1.24 0.26 1.34 0.02 0.91 0.02 0.92 0.03 0.99
Govemment Debt Service 0.00 0.00 0.52 0.00 1.53 0.00 3.06 0.00 2.38 0.00
SOE Losses 1.24 1.97 1.03 1.97 0.00 0.00 0.00 0.00 0.00 0.00
Price Subsidies 0.00 0.00 0.24 1.88 0.18 0.46 0.47 0.45 0.39 0.48
Other 0.97 1.08 0.25 1.78

Source: MOF Data. The Local Expenditures include the Earmarked Transfers from the Central Govemment.
I/Central and local share in Part 11= 100% for each expenditure category.
2/ Distribution of Expenditure by category: vertical sum = 100%
Note: The Breakdown of central and local figures for SOE Loss in 1978 are estimated from the average of the same data from 1988-1991.
Government debt service included the payment of principal and interest of domestic and foreign debts through about 1998. Beginning in the 1999
budget interest payments are reported as a separate item.
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3.11 Table 3.3 recalculates local expenditures to include enterprise subsidies, which are
treated as a negative revenue in official accounts. The table also regroups expenditures by
function to show the significant shifts in the composition of local expenditures through the
transition period (Part II). The largest reduction in expenditures (by share) is in subsidies-with
the abolition of nearly all administratively fixed prices, the need for price subsidies has been
virtually eliminated. The Government has also gradually reduced subsidies to state-owned
enterprises-even as the number of loss-making SOEs continued to grow through the 1990s. As
a result, spending on subsidies has fallen from 27% in 1986 to only 7% of total budgetary
expenditures in 1998. Expenditures for "development", comprising capital construction,
technical renovation in enterprises, geological surveys, science and technology, agricultural
support, and urban maintenance, have stayed at approximately the same level of 28%. Social
spending, comprising education, health, culture and science, has increased only moderately, from
24% to 26% over the past 15 years. Surprisingly, administration has fallen by two percentage
points, but this is an incomplete count of all costs associated with administration-as noted
earlier, new items such as the costs of the local tax bureaus are excluded. The biggest increase
has occurred in the budgetary item "other", which rose from 4% to 19% of the total.

3.12 This attempt to regroup expenditures in Table 3.3 illustrates the difficulty of analyzing
expenditure composition and priorities under the current budget classification scheme used in
China. At present, the classification scheme is largely a legacy of the Soviet centrally planned
system that uses a mix of functional, economic and organizational categories. The scheme does
not make a clear distinction between investment and recurrent expenditures. The separately
identified capital expenditure item, "capital construction" does not include all capital
expenditures, since many agencies such as industry, transport, agriculture, urban construction
undertake capital construction activity which are not included in "capital construction".
Elsewhere, capital expenditures financed under earmarked schemes are lumped together with
current expenditures. For example, the Compulsory Education Program, the largest earmarked
grant for education, funds mainly capital spending yet its funds are co-mingled with allocations
for recurrent expenditures at the local level. In Gansu Province, about a third of the expenditures
on earmarked programs are for capital spending. The category of "earmarked expenditures" itself
conveys no information about the functional or economic nature of the expenditure.

3.13 More importantly, expenditures incurred by different departments as shown in the budget
do not represent functional categories. There are multiple heads to show expenditures on a single
major function. For example, administrative expenditures are scattered through several headings
including "administration" and "other administration". Nor is it possible to identify the
expenditures incurred on maintenance of infrastructure capital stock to assess its adequacy.
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Table 3.3: Recalculated Local Expenditures

1986 1990 1995 1998
Adjusted Total* (millions yuan) 151978 250216 509718 793140

Capital Construction 19982 17663 41073 77824
Part 1: Shares of Total (%)

Adjusted Total 100.0 100.0 100.0 100.0

I Capital Construction 13.1 7.1 8.1 9.8

2 Technical Transformation 5.0 3.3 6.4 5.3
3 Makeshift Building 0.5 0.3 0.2 0.1

4 Geological Prospecting 0.0 0.0 0.0 0.0

5 Science & Technology 0.9 0.7 0.0 0.0

6 Working Capital 0.2 0.1 0.1 0.3
7 Agricultural Support --g 3.4 4.7 7.5 7.0

8 Agriculture & Fisheries 4.2 3.3 0.0 0.0

9 Industry, Transport, Commerce 1.5 1.3 1.3 0.9
10 Urban Maintenance 4.6 4.1 5.6 5.5
1 I Urban Employment Placement 0.2 0.1 0.0 0.0

12 Culture, Education, Health -W 21.3 21.0 25.9 24.1
13 Science 0.4 0.8 0.0 0.0
14 Other Administration 3.1 3.2 0.0 0.0
15 Welfare Assistance 2.3 2.2 2.2 2.1
16 Militia 0.1 0.0 0.0 0.0

17 Air Defense 0.0 0.0 0.0 0.0

18 Administration 9.1 11.1 15.8 15.6
19 Policy Subsidies --/ 15.9 13.6 5.2 4.4
20 Other 4.0 5.1 15.3 19.3
21 Earmarked Expenditares-d/ 1.0 3.2 0.4 1.4
22 Enterprise Loss Subsidies 9.2 14.8 5.3 3.3

Part II:
Total Subsidies 25.1 28.4 10.4 7.7

Development 27.5 20.2 27.7 27.8
Administration 18.4 19.6 17.1 16.5

Social 23.8 23.3 28.1 26.2
All others 5.3 8.5 16.6 21.8
Memo item:

Reported Total 138,000 213,304 482,833 767,258
Development = itemu 1+2+3+4+5+6+10

Administration = items 8+9+14+15+16+18.

Social = items 11+12+15.

Total Subsidies = items 19+22
Notes: gI in 1995 and 1999 this item is combined with running costs of agric. Departments;

b includes science in later years;
c prior to 1998 this was called "price subsidies"; and
d/ in 1995 and 1999 this item comprises New product development funds and aid to poor regions.

Source: Ministry of Finance.

3.14 The Sub-National Divisions: At the present time, information for the breakdown of
expenditures among the three or four levels of sub-national governments is available only on a
province-by-province basis-there is no national compilation of this data for all provinces.
However, the conjecture about the different expenditure assignments at the sub-national level
appears to be borne out in a sample of four provinces. Figure 3.1 shows the shares of different
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levels of local governments in aggregate local expenditures in Gansu, Hebei, Hunan and Jiangsu.
Jiangsu Province stands out in two respects. First, at 35 percent of total expenditures, the
prefectural level is substantially more important in Jiangsu than in the other provinces. This is
probably due to the more urbanized status of the province, with cities playing a greater role in
expenditures. Second, the township level has no budgetary role in the province either in revenues
or in expenditures. However, Jiangsu's distinction in this second feature may be largely an
artifact of reporting convention: in Gansu townships are also not independent budgetary units,
but the province continues to report separately revenues and expenditures for the county and
township levels.

Figure 3.1: Expenditure Roles of Sub-national Figure 3.2: Trends in Per Capita Expenditures by
Governments Province

10s~~~~~~~~~~~~~~~~~~~~I WI 1-A' SW W_S'IO W 0%

H.bd Ga- l: JW"P01

| province n prefecture U county * township | __ ___.X. _,_ ___,__ ___ ___.__ __

Source: Ministry of Finance. Source: Ministry of Finance.

3.15 The differences in reporting convention across provinces notwithstanding, the county is
the single most important level in all the provinces, accounting for one-third or more of sub-
national expenditures. This interpretation is buttressed by the fact that in three of the four
provinces (Jiangsu, Gansu, and Hebei) the counties play a predominant role in preparing the
budgets for the township governments, so that in effect they "determine" (more properly
speaking, "spend," given the limited degree of budgetary autonomy) roughly one half of sub-
national expenditures. The breakdown of sub-national expenditures by administrative level in
Table 3.4 shows that counties and townships account for a majority of expenditures in all the key
items affecting the quality of rural life: education, health, public administration, support to
agriculture, civil service pensions, and aid to poor regions. In education they account for more
than 70 percent of expenditures. Provincial governments play a more important role in capital
construction and price subsidies.
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Table 3.4: Expenditure on Selected Items in Gansu Province

Percent of Total Local Expenditure
Items of Ex enditure Percent of total Per capita (Yuan) Province Prefecture County Township Total
Capital construction 8.2% 47.89 48.35 21.74 29.53 0.39 100
Agriculture 8.1% 47.21 24.78 20.85 46.34 8.03 100

Education 16.0% 92.84 19.07 10.41 28.32 42.19 10(

Culture 3.4% 19.70 34.15 24.89 30.18 10.78 100

Healthcare 4.7% 27.49 16.72 25.64 44.22 13.44 100

Pension 5.4% 31.17 19.98 17.66 42.86 19.49 100

Social security 3.5% 20.43 53.02 28.09 18.86 0.02 100

Adm. Management 12.1% 70.58 13.33 21.61 43.54 21.52 100

Police Law 5.5% 31.88 34.95 21.66 41.72 1.67 100

Price subsidies 4.4% 25.84 90.85 3.26 5.12 0.77 100
Assistance to 5.8%
underdeveloped areas 33.48 44.72 10.23 41.88 3.17 100

Urban maintenance 3.1% 18.30 3.48 51.24 42.55 2.73 10(

Earmarked expenditures 1.9% 10.77 40.28 21.68 36.88 1.53 100

Total Expenditure 100.0% 581.2 32.7 19.53 34.31 13.4 100

ExDenditures on Selected Items in Hunan Province

Capital construction 12.0% 57.66 89.02 5.99 4.71 0.29 100
Agriculture Department 7.2% 34.7 66.97 11.1 17.84 4.09 100

Education 14.2% 68.19 14.75 11.06 51.39 22.8 100

Culture 2.7% 13.03 23.26 26.44 40.18 10.13 100

Healthcare 3.7% 17.9 15.35 25.74 52.14 6.75 100

Pension 5.5% 26.5 12.61 15.61 58.25 13.53 10(

Social security 5.6% 26.98 28.63 44.42 26.91 0.05 100

Adm. Management 9.4% 44.95 4.85 24.46 47.34 23.36 100

Police, Law 7.2% 34.61 22.68 35.07 41.59 0.65 100

Policy subsidies 4.8% 23.19 75.69 10.17 13.97 0.17 100
Assistance to 1.5%
underdeveloped areas 7.33 7.59 11.26 75.43 5.71 100

Urban maintenance 4.1% 19.56 0.44 62.66 35.49 1.41 100

Earmarked expenditures 1.9% 9.3 9.44 46.64 42.99 0.94 100
Total Expenditure 100.0% 479.37 30.92 22.39 37.8 8.9 100

Main Policy Issues

Mismatch of expenditure responsibilities and revenue sources at the lowest levels of
administration

3.16 China's local governments at the sub-provincial levels (prefecture, county and township
levels) have very heavy expenditure responsibilities that are out of line with international
practice. This is especially true at the county and township levels, which combine to provide the
bulk of vital public services, including 70 percent of budgetary expenditures for education, and
55-60 percent of those for health. Cities at the prefectural and county levels account for 100
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percent of expenditures for unemployment insurance and social security and welfare.' 8 In other
countries education and health are usually central and provincial concerns, and social security
and welfare are almost always provided by Central Government except in the transition
economies (Tables 3.5 and 3.6).

3.17 Over the past two decades there has been a considerable devolution of expenditures to
local governments, which are responsible for day-to-day government administration and the
provision of social services while at the same time the Tax Sharing System has re-centralized
revenue assignments. These two policy thrusts have created vertical fiscal gaps, which have not
been offset by inter-governmental transfers. This set of circumstances raises the fundamental
issue of whether adequate resources exist at the lower levels of government to enable them to
finance their expenditure assignments. Under the system which allows each level of government
to determine how "local" resources are to be shared with lower levels, the vertical imbalances
introduced by TSS reform are still evolving, and will be discussed in Chapter 4. Provinces are
generally staking claims to parts of the "local" share of VAT and tax rebates. The same is
occurring at sub-provincial levels. In Hebei, for example, Xintai Prefecture has claimed a portion
of tax rebates accruing to subordinate counties, as well as 15 percent of the agricultural tax.

3.18 Evidence of a fiscal squeeze on the rural sector is provided by data in Table 2.8, which
show a trend toward an increasing share of expenditures at the provincial level, and a declining
share for the county and township levels combined during the period of 1994 or 1995 to 1999.
In Hebei the provincial share rose by 6.8 percent, in Hunan 5.6 percent, and Jiangsu 5.8 percent.
In contrast, the share of expenditures at the township and county levels combined fell 5.1 percent
in Hebei, 6.2 percent in Hunan, and 5.9 percent in Jiangsu. These are data on the distribution of
actual expenditures, and could possibly be explained by a change in expenditure assignments.
However, if they occurred in the absence of any significant changes in expenditure
responsibilities, as was likely the case, then these declining expenditure shares at the county and
township levels are indicative of a fiscal squeeze on the rural sector. However, the differences
across provinces are again notable--for China as a whole the vertical shifts appear to have been
minor, as was the case in Gansu Province. Two potential pernicious effects from these processes
are: (1) It is hard to budget rationally when the rules are changing and unstable. (2) Revenue and
expenditure mismatches are more severe at the lower administrative levels. This is not surprising
in a system that relies less on explicit rules and more on bargaining. As lower-level government
tend to have less bargaining power, it is more likely that any deficits or imbalances will be
shifted down to them. At the lowest level-the township-expenditure burdens are either pushed
down to the individuals, or government simply defaults on service provision. In the latter case,
what originates in a vertical imbalance shows up as horizontal disparities. In a sense, the
existing system has no safeguards to ensure some minimum level of service provision, nor a
floor on the lower end of fiscal disparities.

Aside from those financed at the four provincial-level cities of Beijing, Shanghai, Tianjin and Chongqing.
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Table 3.5: Expenditure Assignment in Selected Countries

Foreign Int'l Environ- Cur. Interstate Unempl. Air Industry Educa- Social High- Natural Residual
Defense Affairs Trade ment Bank Trade Imnimig. Insur. Rail Agriculture tion Health Welfare Police ways Resources Powers

Argentina: (1) F F F F F F,S F,S,L F,S,L F,S F,S F,S
(2) F F F F F F,S F,S,L F,S,L F,S F,S F,S S

Bangladesh: (1) F F F F L L L L L L L
(2) F F F F L L L L L L L

Brazil: (1) F F F F,S F F F F F F,S F F,S F,S F,S F F,S S
(2) F F F F,S F F F F F F,S F,S,L F,S,L F,S F,S F,S F,S,L S

Czechoslovakia: (1) F F F F F F S L L S F
(2) F F F F F F S L L S,L F

India: (1) F F F F,S F F F F,S F F,S F,S S F,S S F F'S F
(2) F F F F,S F F F FS F F,S F,S,L S,L F,S S F F'S F

Indonesia: (1) F F F F FS,L F,S,L F,S,L
(2) F F F F F,S,L F,S,L F,S,L

Japan: (I) F F F L F,L F,L F,L L L
(2) F F F L F,L F,L F,L L L

Malaysia: (1) F F F L F F F F F,S F F,S F,S F F S F
(2) F F F L F F F F F,S F F,S F,S F F S F

Mexico: (I) F F F F F F F F F F,S F,S S,L S
(2) F F F F F F F F F F,S F'S S,L S

Nigeria. (I) F F F F,S F F F F FS F,S S,L F F,S,L F,S,L F
(2)

Pakistan: (1) F F F F F,S F F,S F,S,L F,S,L F,S S F,S F S
(2) F F F F F F,S S,L S,L FS S F,S F S

Philippines: (1) F F F F F F F
(2) F F F F F S,L S,L S,L

Soviet Union:/a (1) F F F F F F
(2) F F F F F F,S,L F,S,L F,S,L F,S,L F

Thailand: (1) F F F F L L L L
(2) F F F F L L L L

Yugoslavia: (1) F F F F F F F S S S F F
(2) F F F F F F S,L S,L S,L

(assigment of constitutional powers)
Canada F F F F,S F'S F C F FS C S S(F) FS FS S F,S F
United States FS F F F'S C F C F,S FS S S,F S(F) F'S F,S S S
Switzerland F F F C F F C C FC FS C,F,S S,C F,C S FS S
Australia F,S F C F,S C C C C F'S S,C F,S F,S C S,F F,S F S
Germany F F,S C C C C F,C C C,S C,FS C C,S C C S
Austria F F FS F F F F F FS C,FS C FS F,S C S

Source: Anwar Shah,, Perspectives on the Design of Inter-govenmental Fiscal Relations, Policy Research Working Paper Series, No. 726, July 19911; Dherpinger, Distribution of Powers and Functions in Federal
Systems, Ottawa, 1991, Appendix B.
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Table 3.6: General Government Expenditures and Portion Admiinistered by Each Level of Government in Selected Countries /a
(Average of latest three years available)

Social Social security
Total security Total Expenditures /c Education Health and welfare

End expent- Educa- and Central State Local Central State Local Central State Loal Central State Local
year diture bont Health welfare gov't gov't gov't gov't gov't gov'It gov't gov't gov't gov't gov't gov't

------- (as percent ofGDP) ------- --------------- ---------- (as perccnt of general govermnent) -------------------------
Australia 1987 39.1 5.5 5.5 9.6 52.9 40.4 6.8 8.5 91.3 0.2 43.5 55.6 0.9 92.8 6.2 1.0
Austria 1987 51.8 .. . .70.4 13.7 16.9.. . ... .. .

Belgium 1987 56.7 .. . .85.9 .. 11.9.. . ... .. .

Canada 1987 46.0 5.8 6.0 12.3 41.3 40.3 18.4 4.8 34.5 60.7 2.6 89.5 7.9 65.8 31.3 2.9
Denmark 1986 57.6 7.1 5.2 23.1 44.9 .. 52.9 46.8 .. 53.2 7.1 .. 92.9 26.1 .. 73.9
Finland 1987 43.0 .. . .54.7 .. 45.3.. . ... .

France 1985 49.3 4.6 8.3 20.9 82.2 .. 16.5 75.3 .. 24.7 97.0 .. 3.0 91.8 .. 8.2
Germany 1983 50.2 4.2 8.0 21.2 58.7 21.5 17.9 1.0 73.8 25.2 74.4 11.2 14.4 79.0 10.9 10.1
Ireland 1987 55.8 .. . .72.5 .. 27.5 . . ... .. .

Luxembourg 1987 39.1 4.4 0.7 21.3 81.3 .. 25.9 74.1 .. 25.9 92.0 .. 8.0 97.4 .. 2.6
Netherlands 1988 59.2 .. . .70.1 .. 29.9 . . ... .. .

New Zealand 1981 43.2 .. . .86.9 .. 13.1.. . .. . .

Norway 1986 47.2 .. . .66.4 .. 33.6 . . ... .. .

Spain 1986 38.2 .. . .78.7 9.9 11.3 . . ... .. .

Sweden 1987 61.6 .. . .59.8 .. 40.2 . . ... .. .

Switzerland 1984 37.4 5.3 5.9 13.9 47.5 28.3 24.2 6.2 57.5 36.3 45.5 32.1 22.4 88.5 5.6 5.9
United Kingdom 1987 44.8 5.1 5.1 14.3 70.9 .. 27.2 12.7 .. 87.3 100.0 .. 0.0 84.0 .. 16.0
United States 1987 37.1 5.1 4.3 9.0 60.3 17.3 22.4 4.2 24.5 71.3 50.5 33.8 15.7 78.0 14.6 7.4
Hungary 1988 64.5 5.7 4.2 18.1 77.8 .. 22.2 20.2 .. 80.0 39.2 .. 60.8 95.7 .. 4.3
Poland 1988 48.1 .. . .77.1 .. 28.9.. . ... . .

Romania 1985 32.3 2.1 2.1 8.9 77.0 .. 23.0 28.0 .. 72.0 10.3 .. 89.7 99.3 .. 0.7
Yugoslavia 1987 25.3 3.2 4.2 7.8 23.2 31.4 45.4 0.0 0.0 100.0 0.0 0.0 100.0 7.3 75.9 16.8
India /b 1986 22.6 3.4 0.9 2.3 47.5 52.5 .. 9.0 90.1 .. 30.2 69.8 .. 0.0 100.0
Indonesia /b 1988 22.8 3.1 0.5 0.4 88.7 11.3 .. 65.3 34.7 .. 72.8 27.2 .. 0.0 100.0
Israel 1986 62.9 5.3 2.0 10.0 90.8 .. 9.2 67.2 .. 32.8 97.0 .. 3.0 94.9 .. 5.1
Pakidstan 1979 26.1 .. . .68.2 28.3 3.5.. . ... . .

Thailand 1982 21.2 4.1 1.1 1.2 92.3 .. 7.7 94.8 .. 5.2 93.5 .. 6.5 97.4 .. 2.6
ArgentinaLb 1987 33.2 4.0 1.1 9.1 60.3 39.7 .. 33.3 66.7 .. 24.4 75.6 .. 89.4 10.6
Bolivia 1986 11.1 .. . .85.9 10.6 3.4 . . ... .. .

Brazil 1987 34.1 .. . .65.8 24.5 9.6.. . ... .. .

Chile 1987 32.3 4.9 1.9 8.8 93.8 .. 6.2 81.7 .. 18.3 98.1 .. 1.9 100.0
Colombia 1984 1 8.0 5.5 1.3 3.2 67.4 23.9 8.7 55.5 39.2 5.3 49.0 40.2 10.8 90.0 7.8 2.2
Mexico 1984 30.2 .. . .90.1 7.6 2.3 . . ... .. .

Paraguay 1984 11.3 .. . .95.1 .. 4.9 . . ... .. .

Kenya 1984 29.3 5.2 2.1 1.4 94.3 .. 5.7 94.0 .. 6.0 91.9 .. 8.1 75.9 .. 24.1
Malawi 1984 29.1 3.7 2.2 0.6 93.7 .. 6.3 98.7 .. 1.3 82.9 .. 17.1 100.0 .. 0.0
South Africa 1986 33.3 .. . .74.8 12.5 12.7.. . ...

Tunmisia 1982 34.0 5.1 2.5 4.7 94.6 .. 5.4 100.0 . .. 100.0 . . 100.0 .. 0.0
Zimbabwe 1986 45.0 8.3 2.6 3.0 75.8 .. 24.2 60.2 39.8 ... 100.0 .. 0.0
USSR Id 1990 50.6 5.2 2.9 7.4
Russian Federation Lo 1992 41.0
/a Excluding inter-governmental grants.
/b Data for general government do not include local govemrnment.
k Includes supranational authorities share of general government expenditures. Source: Levin (1991).
/d Data for USSR and Russian Federation is from Table 1.3 of World Bank Report "Russian Inter-governmental Fiscal Relations in the Russian Federation."
Note: General Government is central plus sub-national goverronent plus social security agencies.
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The lack of a clear assignment of responsibilities

3.19 The differences in the distribution of responsibilities among local governments can be
seen clearly in Table 3.4, which shows significant differences between Gansu and Hunan.
For example, the provincial level accounts for virtually all expenditures on capital
construction in Hunan but less than half in Gansu. In the aggregate, the township level has a
higher share of expenditures in Gansu than in Hunan, and the relative shares of townships
and counties appear to be reversed in the two provinces. In education the township level
accounted for more than 40 percent of total spending in Gansu while counties accounted for
28 percent. In contrast, townships accounted for only 23 percent in Hunan, with the county
level spending 51 percent. Similarly, townships in Gansu accounted for 13.4 percent of the
expenditures on health care, compared with only 6.8 percent in Hunan.

3.20 Differences in the distribution of responsibilities among local governments are by no
means the only consequences of the current lack of formal and explicit assignments.' 9 In the
absence of a clear formal division of responsibilities, there is a high degree of concurrent
and overlapping expenditures among the sub-national levels in China. Although in theory
there is nothing wrong with concurrent assignments, in practice, concurrent responsibilities
make it more difficult to identify what level of government should be accountable for the
delivery of particular services. Inefficient under-provision of services is more likely in the
presence of extensive concurrent responsibilities. While there are some broad divisions, such
that only the central and provincial governments tend to run higher education institutions and
professional and technical education are managed by the provinces and some cities, all levels
run high schools and primary schools. Even in the case of higher education there are
concurrent responsibilities since the richer cities sometimes set up universities. In other areas
there tend to be less concurrent and more exclusive assignments. Such is the case of health
care services. The major referral hospitals are run by the provinces and cities, counties
manage smaller hospitals and health centers are managed by the townships. In the case of
concurrent responsibilities, such as in education, in practice expenditure responsibilities are
divided by "ownership:" a school set up by the county is financed from county funds, while
one set up by the township is financed from the township budget, and so on.

3.21 These overlaps are also clearly evident in Table 3.4, where all levels of government
have expenditures in virtually every item of the classification presented in the Gansu and
Hunan budgets.

3.22 Some overlaps are inevitable and occur in all countries. However, the degree of
overlap seems to be unusually high in China. This is reflected also in the organizational
structure of government, where the same set of departments and bureaus are represented at
every budgetary level.20 Table 3.7 presents the lists of departments and bureaus in Hezheng
and Yuzhong Counties in Gansu. These agencies duplicate the structure of government at all
levels up to the Central Government (Huang 1996). It is doubtful that small, poor counties
with fiscal expenditures of 250-300 yuan per capita need such elaborated bureaucratic
structures. Moreover, officials in the different departments have little notion of the divisions

19 In reality, most federal countries are organized in this fashion, including, for example the United States and
Russia.
20 Recent studies have noted the excess number of organizations and the "bloated bureaucracy" as a major
source of overstaffing. See for example, Ma Jie, Liu Shiding, and Qiu Zeqi (2000).
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of labor between themselves and their counterparts at higher levels, and they often have little
or no interaction with them.

Table 3.7: Wei County Government Organization, 2000

1. General Office 13. Audit Bureau
2. Planning Bureau 14. Construction, Environmental Protection,
3. Statistics Bureau and Land Bureau
4. Economics and Trade Bureau 15. Science and Technology Bureau
5. Agricultural Bureau 16. Price Bureau
6. Education, Culture, and Sports Bureau 17. Township Enterprise Bureau
7. Civil Affairs Bureau 18. Water Conservancy Bureau
8. Personnel and Labour Bureau 19. Forestry Bureau
9. Commnission on Public Sector Structure 20. Food Bureau

and Establishment Administration 21. Technology Supervision Bureau
10. Finance Bureau 22. Investment Promotion Bureau
11. Public Health Bureau 23. Public Security Bureau
12. Family Planning Bureau 24. Justice Bureau

Source: Wei County Personnel and Labour Bureau, June 21, 2000.

3.23 The high incidence of concurrent expenditure assignments in China creates problems
because even when it is clear which level of government can regulate and norm expenditures
and which level is responsible for implementation, there is considerable murkiness as to
which level is actually responsible for financing these expenditures or how these financing
responsibilities are divided. This state of affairs allows upper-level government to push down
funding responsibilities, which in many cases means an inefficient outcome and under-
provision of public services. In education, for example, even though the Government, in
recognition of the fact that most townships have inadequate resources, has in recent years
called for counties to finance rural basic education, the mission found that in the fieldwork
sites townships are still given substantial financing responsibility, including large capital
investments that are far beyond their financial capacity (Chapter 6).

3.24 Concurrent assignments are legacies of the Maoist economy, when divisions of
responsibility were unimportant as every unit strove to be self-reliant. In the transition
period, however, as the fiscal system became decentralized and the revenue assignment
system no longer adjusted to expenditure needs, this murkiness has become a significant
source of fiscal disparities In the absence of a clear and specific expenditure assignment, it is
often revenue availability that drives expenditure.

3.25 But the core of the problem with concurrent assignments lies with the lack of
accountability. Although exclusive assignments may be more desirable than concurrent
assignments in order to identify responsibility and make public officials more accountable,
exclusive assignments are not always possible, and in some cases may not even be desirable.
For example, central authorities may wish to retain some regulatory responsibilities for
general education, even if financing and implementation and delivery are the responsibilities
of sub-national governments (Box 3.1 presents the conceptual basis of expenditure
assignments). (There is no single best set of expenditure assignments. What is critical is to
have an explicit and clear statement of what level of government is made responsible for the
regulatory, financing and implementation responsibilities for each major function or
expenditure category).
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Box 3.1. Conceptual Basis of Expenditure Assignment

Service Service Comments
Expenditure category responsibility provision

Defense F F National benefits
Foreign affairs F F
International trade F F
Environment F SL
Currency, banking F F

Interstate commerce F F
Immigration F F
Unemployment insurance F F
Airlines/railways F F
Industry/agriculture F,SL SL Interstate spillovers

Education F,S,L SL Transfers in kind
Health F,S,L SL
Social welfare F,S.L SL
Police SL S,L Primarily local benefits
Highways F,S,L SL Some roads with spillovers; others

primarily local
Natural resources F,SL S,L Promotes a common market
F-central government; S=intermediate government (province, state); L=local government.
Source: Anwar Shah, "Perspectives on the Design of Inter-governmental Fiscal Relations," World Bank PRE

Working Paper Series, No. 726, Washington, D.C., July 1991, p. 6 and p. 7.

Inefficient expenditure assignments

3.26 International sound practice suggests that it is not appropriate to assign the
responsibility for social protection and welfare to local governments at the city or county
level. This is especially problematic when the pension, unemployment and income support
schemes have to be subsidized from general revenues. Table 3.6 shows the expenditure
assignments in selected countries, where social welfare and unemployment insurance are
almost always federal (central) or state, rather than local responsibilities. In most other
countries in transition, social security (pensions, disabilities and survivor benefits, health
insurance, and unemployment) are central government responsibilities. A case may be made
for assigning these responsibilities to the provinces in China, given that they may
individually be larger than most countries in the world. However, even for pension schemes,
the effort to move toward provincial pooling has seen only limited success, and
cities/counties retain the primary responsibility for financing shortfalls. For the minimum
living stipend support program and unemployment insurance, cities/counties are the
responsible units.

3.27 In general, social security schemes require a certain critical minimum level of risk
pooling and redistribution that is not feasible at lower levels of government. It is in the case
of social security where it is more obvious that poor communities with the highest needs are
also least financially able to fund these expenditures. The inability of many local
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governments to finance the social safety net has led in recent years to widespread pension
arrears and defaults that have forced the Central Government to intervene with subsidies.

3.28 Given their meager fiscal resources and limited administrative capacity, assigning the
county and township governments the responsibility for provision of important social
services such as education, health and social assistants has led to serious deficiencies in the
services provided in many regions. The current ambiguities regarding the role of the
township government in the delivery of education services needs to be resolved. The
Ministry of Education has called for the responsibility for primary education to be raised to
the county level, since the experience with township management has led to some serious
deficiencies in the supply of rural education. In the counties that this study team covered,
while the provincial authorities stated that funding for rural primary education comes from
the county budget, the implementation of the services remained different from county to
county. Economies of scale considerations should also guide expenditure assignments, and
townships may be too small (with average populations of 27,000) to run efficient school
districts or rural health networks.

3.29 Pushing the responsibility for providing social services to the rural sector is a legacy
of the system of collective agriculture, under which the People's Communes and brigades
financed education, health, social welfare and the administration of the collectives from
public accumulation-an implicit tax on rural income. Even nearly two decades after the
dismantling of the agricultural collectives, the formal system has not adequately replaced the
financing for rural services, and pushing responsibility to the township is to force the rural
sector to "tax" itself through fees or community contributions to cover the costs of provision.

3.30 Even if the responsibilities for social services and social assistance and welfare are
not re-centralized, the central authorities might consider the question of the desired minimum
levels of provision for important services at the local level. The main policy goals would be
to ensure that sub-national expenditure needs are covered and that sub-national governments
do in fact provide the minimum desired service levels. At present there appears to be
significant gaps between stated national goals and the actual provision of education and
health services in poor regions (Chapters 6 and 7). More importantly, recent evidence from a
large-scale rural household survey points to a substantial deterioration in the educational
status of the rural poor (Table 3.8).

3.31 National standards can be enforced in several ways. The Central Government may
entice local governments with a matching grant program. National standards may also be
enforced by denying full receipt of block grant money unless certain minimum expenditures
and provisions established by the Central Government are met. However, the application of
any of these approaches may be premature in China until sufficient financing and
administrative capacity can be assured across all local governments to meet the minimum
desirable levels of expenditure.
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Table 3.8: Health and Education Status of the Poor, 1988 and 1995

1988 1995
Non-poor Regions Poor Regions Non-poor Regions Poor Regions

Individual Income (yuan) 206 222 543 552
Completed 5 yrs of schooling (%) 68 54 53 42
Illiterate 25 38 27 37
Household medical expenses (yuan) 14 11 125 124

As % of household income 1.5 1.2 5.6 5.5
Source: Khan,Azizur, Li Shi,Carl Riskin, and Zhao Renwei (2001).

3.32 Policies involving national standards should be imposed sparingly to protect local
autonomy. Equally important, these measures should be considered within the context of

well defined comprehensive reviews of sectoral policy in important areas such as education,
health, and social welfare.

Regional disparities

3.33 The current system of decentralized finance in China yields quite significant
horizontal fiscal disparities. These disparities occur across provinces but also within
provinces. At the provincial level, per capita expenditures in the wealthiest provinces are
close to twenty times larger than those in the poorest provinces (Table 2.5). For example, in
1998 the ratio of per capita expenditures to the national average in Shanghai was 4.5 while
that same ratio for Hebei Province was 0.23. These disparities are enormously large by
international standards, and perhaps only exceeded in some countries, such as the Russian
Federation.

3.34 Another important aspect of horizontal fiscal disparities across provinces is that they

have been increasing in recent times (Figure 3.2)-while the ratio of per capita expenditures
to the national average in Shanghai and Beijing increased steadily and quite significantly
from 1990 to 1998 the ratios for poor provinces, such as Hebei and Gansu, have continued
to decrease quite significantly over the 1990s. This is prima facie evidence that the current
system of decentralized finance is failing to equalize fiscal capacity and expenditure needs
across local governments, at least at the provincial level. At the sub-provincial level the
trends are mixed , but the disparities are extremely large both across provinces and even
among same-level units within the same provinces (Table 3.9).

3.35 In terms of service delivery the unequal access is even more pronounced since these
revenue and expenditure data are not adjusted for differences in costs across regions. For
example, in the remote mountainous counties in Gansu, the costs of providing public services
are typically higher.

3.36 Some of the fiscal disparities may also be the outcomes of Central Government
policies. Table 3.10 shows per capita budgetary expenditures in Gansu, Hebei, Hunan and
Jiangsu Provinces and their distribution over selected items. Hebei and Hunan are observed
to have significantly lower per capita expenditures than Gansu, even though the latter has a
per capita GDP that is significantly lower. This reflects a phenomenon that has been noted in
other studies-that equalization transfers and poverty alleviation funds are more concentrat-
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Table 3.9: Intra-provincial Disparities

Gansu
County (observations = 76)

Per Capita Revenue Per capita Expenditure

max/min average C.V. max/min average C.V.
1995 69.4 91.9 1.20 1995 18.7 229.6 1.1
1997 87.6 135.4 1.36 1997 30.8 328.5 1.4
1998 83.9 156.8 1.41 1998 28.8 366.9 1.3
1999 82.1 171.1 1.47 1999 36.8 449.4 1.5

Hunan
County (observations = 88)

Per Capita Revenue Per capita Expenditure

max/min average C.V. max/min average C.V.
1995 9.0 108.4 0.50 1995 5.1 169.5 0.46
1996 11.7 130.1 0.51 1996 4.9 198.8 0.43
1997 6.1 139.5 0.44 1997 4.2 210.7 0.39
1999 12.9 151.8 0.50 1999 4.5 248.9 0.37

Jiangsu
County (observations = 64)

Per Capita Revenue Per capita Expenditure

max/min average C.V. max/min average C.V.
1993 42.9 212.7 1.00 1993 11.3 160.2 0.64
1995 18.5 162.5 0.80 1995 9.9 219.6 0.61
1997 10.0 218.5 0.71 1997 4.9 291.8 0.43
1998 9.9 247.5 0.72 1998 4.7 333.3 0.44
1999 10.8 287.2 0.77 1999 5.5 385.7 0.50

ed for the poorest provinces, and provinces in the middle enjoy few central subsidies and are
sometimes left worse off than their poorer counterparts (Wong, 1997 and Bernstein and Lu
2001, Riskin, Zhao and Li 2001).
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Table 3.10: Composition of Provincial Expenditures

Gansu Province Hebei Province Hunan Provnuce Jianzsu Province
Percent of per Percent of per Percent of per Percent of

Selected Items per capita total capita total capita total capita total
of Expenditure (yuan) expenditure (yuan) expenditure (yuan) expenditure (yuan) expenditure
Capital
Construction 47.9 8.2 34.2 7.4 57.7 12.0 52.6 7.8
Agriculture 47.2 8.1 30.0 6.5 34.7 7.2 48.4 7.2
Education 92.8 16.0 83.1 18.1 68.2 14.2 142.1 21.1
Healthcare 27.5 4.7 23.8 5.1 17.9 3.7 43.1 6.4
Welfare 10.4 1.8 13.3 2.9 10.4 2.2 15.9 2.4
Adm.
Management 70.6 12.1 42.7 9.2 45.0 9.4 65.1 9.7
Urban
maintenance 18.3 3.2 18.0 3.9 19.6 4.1 44.1 6.6
Others 49.9 8.6 25.3 10.9 37.5 7.8 79.3 11.8
Earmarked
expenditures 10.8 1.9 11.5 2.5 9.3 1.9 18.4 2.7
Total
Expenditures 581.2 463.9 479.4 671.9

Financing capital expenditures

3.37 Investing in infrastructure is critical to promoting economic development, which is
one of the key criteria by which the performance of local officials is judged. Yet, because
local governments are not permitted to borrow, the system currently provides no
straightforward way for local officials to carry out this critical function, thus giving an
important impetus to tum to extra-budgetary channels.

3.38 In China local governments are generally responsible for financing the infrastructure
needed to deliver services in their expenditure responsibilities. This follows the correct
general principle in expenditure assignments. The assignment of capital expenditure
responsibilities for a public service should be at the same level of government as the level
which is assigned current expenditure responsibilities for the service. However, in reality
many local govemments, from the province down to counties and townships, lack the
financial means, or at the minimum the liquidity, to undertake the required investment
expenditures. Because of the vast unmet needs in capital infrastructure, there is a need in
China to allow responsible and well regulated borrowing at the sub-national level with due
consideration to maintaining fiscal sustainability at all times. Responsible borrowing by sub-
national governments will significantly enhance the efficiency and the (inter-generational)
equity of sub-national expenditures. Allowing borrowing by sub-national governments in
China, of course, poses potential threats to macroeconomic stability due to the fiscal risks
from these contingent liabilities (that need to be prudently managed). However, large
amounts of local borrowing have already been occurring through enterprises, project entities,
and other more or less legitimate channels (Ma 2001). The Govemment is in the process of
introducing mechanisms for monitoring local fiscal risks, and is considering legislation and
penalties to try to minimize such threats to macro stability.
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Policy Recommendations

3.39 Address the mismatch between expenditure responsibilities and revenue adequacy at
the lowest levels of government, where some of the critical public services are provided-
education, health, public safety, and public administration. Much attention has focused on
the central-provincial revenue assignments, but not enough has been paid to the lower levels
of administration. This is especially important given the fly-paper effect noted in the pass-
through of revenues from shared taxes and tax rebates, leading to a squeeze on the counties
and townships. Ensuring that revenues are sufficient, given reasonable tax effort, is a
necessary condition for effective decentralization. Ignoring this problem risks the under-
provision of critical social services. This issue goes to the core of the basic reforms needed
at the sub-national level: more explicit rules about expenditure responsibilities and the
assignment of revenue sources at each level of government and the more effective use of
inter-governmental transfers.

3.40 Establish a formal assignment of expenditure responsibilities. There is a need for a
clear and explicit assignment of responsibilities, not only of the Central Government vis-a-
vis local governments as a whole, but also within each province. This assignment of
expenditure responsibilities should explicitly state which level of government has exclusive
responsibility for public services, and in the case of concurrent responsibilities, which level
of government has the attribution for: (i) regulating and establishing norms for provision; (ii)
financing the service; and (iii) actually delivering it. This can be undertaken by a revision of
the Budget Law so as to explicitly formalize expenditure assignment at all levels of
government in China. There is no single best assignment of expenditure responsibilities but
some general principles need to be respected (Box 3.2). The critical importance of having an
explicit and stable assignment of expenditure responsibilities also should not be overlooked.
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Box 3.2. Some Principles for Expenditure Assignment

There is no one best way for deciding which level of government should be responsible for the
provision of particular government services. The adequacy of any assignment has to be judged in terms of how
well it achieves the goals or objectives set up by the Central Govemment in its decentralization strategy.
Commonly accepted objectives of fiscal decentralization include an efficient allocation of resources via a
responsive and accountable govermment, an equitable provision of services to citizens in different jurisdictions,
and macroeconomic stability and economic growth. These objectives are also incorporated in the European
Charter of Self-Government.

An efficient provision of government services requires that govemment satisfy the needs and
preferences of taxpayers as closely as possible. This is best achieved by keeping the provision of services at the
lowest level of government compatible with the size of "benefit area" associated with those services. For
example, the benefit area for sanitation services is clearly the local community, but for air traffic control the
benefit area is the entire national territory. Assigning public services with wider benefit areas to smaller units
of government is likely to result in the inefficient under-provision of services; e.g., a tertiary hospital providing
regional services is financed only by a single municipality, with other municipalities free-riding. Efficiency in
the provision of public services is enhanced if consumption benefits are linked to costs of provision via fees,
service charges, or local taxes.

Expenditures undertaken by government for equity or income equalization reasons, such as social
welfare or low-income housing, are generally thought to be the domain of the Central Govemment. The
general belief is that local or regional governments would not be able to sustain independent programs of this
nature, because they would attract the needy from other areas while requiring that they tax their (potentially
mobile) residents more heavily. While funding for these expenditures should be a central government
responsibility, implementation can be left to local govemment, which may have informational and other
comparative advantages. To the extent that mobility of households is limited, local govemments may be
effectively able to carry their own redistributional policies.

Expenditures undertaken for the stabilization and growth of the economy, such as public investment
projects or unemployment compensation, are by their scale naturally assigned to the Central Govermment. The
application of these rules largely facilitates the assignment of expenditure responsibilities to different levels of
government. However, the rules are unlikely to yield a unique answer in every situation. Some public services,
e.g., primary education and primary health services, may be of a local nature by the size of their benefit areas.
But because of their relevance to welfare and income redistribution, they may also be considered a
responsibility of the Central Govemment.

The objectives are not all attainable at the same time. The pursuit of greater efficiency and autonomy
may be achieved at the cost of a sacrifice in the equality of service levels. It is for this reason that we cannot
speak of a "best expenditure assignment." The Govermnent's strategy and priorities would assign different
weights to the objectives of efficiency, equity, and stability. In addition, what is considered the best assignment
is likely to change over time with changes in costs and technological constraints, as well as changes in
preferences. However, there is a need at all times to have a concrete and clear assignment of expenditure
responsibilities that could be considered preferable among the altemative assignments. Failure to have a
concrete assignment may lead to instability in inter-governmental relations and to the inefficient provision of
public services. Without an explicit assignment of expenditure responsibilities it will be much harder to reach
consensus and stability in the assignment of tax revenues and to arrive at a workable system of equalization
transfers.

Source: Jorge Martinez-Vazquez, "The Assignment of Expenditure Responsibilities", paper prepared for the
WBI Course on Inter-Govemmental Fiscal Relations and Local Financial Management, 1999.

3.41 Reassignment of selected expenditure responsibilities. The financing and provision of
social security services (pensions, disability and survivor benefits, unemployment) should be
re-centralized, at the Central Government level or at least, to start with, at the provincial
level. It is encouraging to see that the Government is taking steps toward reassigning more
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responsibility for social security to the central level. The current ambiguities regarding the
role of the township government in the delivery of education services needs to be resolved
On the evidence of the current deficiencies and inequities in the provision of basic services,
for the important social services such as education and health, the Government should
consider taking responsibility for the financing of minimum standards of provision. This
could be done by using equal per student or per capita transfers. However, this clearly would
entail significant changes in the other components of the current system of inter-
governmental fiscal relations, including revenue sharing and other transfers. The possible
introduction of national minimum standards of provision should, therefore, be preceded by a
careful articulation of national sectoral policies in education, health, and social welfare.

Box 3.3. Principles and Better Practices in Grant Design

Grants are one of the several tools available to bridge the fiscal gap between sub-national
responsibilities and revenues. For other possible methods, such as reassignment of responsibilities, tax
abatement, or tax-base sharing between levels of government, see notes on Expenditure Assignment and Tax
Assignment.

Grant Objective Grant Design Better Practices Practices to Avoid
To reduce regional * General non- * Fiscal equalization * General revenue
fiscal disparities matching programs of sharing with

* Fiscal capacity Australia, Canada, multiple factors
equalization transfers and Germany

To compensate for * Open-ended * RSA grant for
benefit spillover matching transfers teaching hospitals

with matching rate
consistent with spill-
out of benefits

To set national * Conditional non- * Indonesia roads and * Conditional transfers
minimum standards matching block primary education with conditions on

transfers with grants spending alone
conditions on * Colombia, Chile and * Ad hoc grants
standards of service South Africa
and access education transfers

To influence local * Open-ended * Matching transfers * Ad hoc grants
priorities in areas of matching transfers for social assistance
high national but low (preferably with as in Canada
local priority matching rate to vary

inversely with fiscal
capacity)

To stabilize the * Capital grants * Limit use of capital * Stabilization grants
economy provided grants and encourage with no future

maintenance possible private sector upkeep requirements
participation by
providing political
and policy risk
guarantee

Source: Based on Box 7.4, 1997 World Development Report. New York: Oxford Press for World Bank, 1997.

3.42 Addressing horizontal fiscal disparities The need for a significant system of
equalization grants has been discussed in Chapter 2. Reaching a proper balance between
autonomy, efficiency, and growth on the one hand, and some degree of inter-jurisdictional
equalization on the other is always one of the hardest elements of the design of any system



49

of inter-governmental fiscal relations. Ultimately, the proper balance is a political decision.
However, the level of horizontal fiscal disparities reached in China and the current trends in
this area are worrisome from the viewpoint of social cohesiveness. Such large disparities are
also likely to promote the migration of labor in an inefficient manner. Addressing these
problems will take time but two sets of steps can help in the immediate future. First at the
national-provincial level the funding of the current system of equalization grants needs to be
improved quite considerably, with the distribution formula reviewed to make sure it
addresses differences in fiscal capacity and expenditure needs, and all the others transfers
reviewed closely to understand how dis-equalizing they may be. A great deal of preparatory
work has been done since 1993 on the design of transfer formulas, both at the central and
provincial levels, and the level sophistication is quite impressive in many proposed formulas.
It is time to revamp and consolidate the current multiple transfer programs and put enough
funding into the equalization schemes to make them meaningful. The second step is at the
sub-provincial level, and would require legislating clear guidelines for the provinces,
prefectures, and counties (if applicable) to introduce: (i) sufficient funding for equalization
grants for the governments immediately below, and (ii) a distribution formula that attempts
to capture as well as possible, given the limitations with current data, the differences in
fiscal opportunity and expenditure needs of their subordinate local governments. Again, the
most appropriate place to do this would be in a revised Budget Law. While the degree of
equalization is a political decision, adoption of appropriate designs can greatly improve the
effectiveness in using the funds to achieve policy outcomes. Box 3.3 summarizes the theory
and international experiences in selecting transfer instruments.

3.43 Facilitating capital investment at the sub-national level. Local governments are
already borrowing for capital expenditures. It would be better for the borrowing to be more
transparent, to facilitate monitoring and regulation. However, policy changes in this area
need to be extremely cautious to ensure that the national objective of macroeconomic
stability is not compromised by irresponsible, fiscally unsustainable or risky borrowing
behavior by sub-national governments. At this stage, the recommendation is to speed up the
process of setting up mechanisms for monitoring the Government's contingent liabilities and
installing appropriate safeguards.
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4. REVENUE ASSIGNMENTS

Local governments in China do not have any significant degree of tax autonomy and are
highly dependent on extra-budgetary revenues. This has imposed high costs on budgetary
management-by undermining aggregate fiscal discipline, eroding the link between
expenditures and government priorities. 7the program of earmarked transfers appears to be
weak in achieving policy objectives and is often inadvertently anti-poor. The current
mechanism for revenue sharing between central and local govemments needs to be revised
along with a rationalization of localfees.

4.1 The TSS reform of 1994 introduced a radical reform in the revenue assignment
between the central and local governments. The major accomplishment of the reform was to
move away from the previous contractual or negotiated system between the central and
provincial govemment, and to put in its place an explicit and stable revenue assignment. In
addition, as discussed also in the previous chapter, the 1994 reforms created separate tax
administrations for the collection and enforcement of central and local taxes, respectively.
This chapter reviews the current structure and practices in revenue assignments at the local
level in China, examines the main policy issues that need to be considered, and suggests
directions for reform that the Government may wish to consider.

Current Revenue Assignments

The central- provincial assignments

4.2 The 1994 TSS reform introduced explicit revenue assignments between the central
and provincial governments by distinguishing three categories of taxes: Central Government
"own" taxes, local govemment "own" taxes, and shared taxes between the two levels of
government (Table 4. 1).

4.3 Several features are notable in this formal revenue assignment. First, with the very
minor exceptions discussed below, the TSS reform did not provide provincial govemments
with any significant degree of tax autonomy, in particular the discretion to set rates for their
"own" taxes. Second, following the hierarchical vertical structure tradition, the TSS reform
only provided explicit revenue assignments between the central and provincial govemments,
leaving it to the discretion of provincial governments to arrange revenue assignments at the
sub-provincial level. Third, elements of the previous "contracting system" of revenue
assignments were kept in place. To win the support for the TSS reform from the provinces
that stood to lose the most, the Central Government agreed to phase-in the reforns over a
number of years, which in effect kept all provinces harmless at the revenues they had in
1993. This was achieved through the introduction of a forrmula-based "tax rebate" to each
province. As noted in Chapter 2, this tax rebate has represented since 1995 by far the most
important form of transfers from the Central Govemment to the provinces. Fourth, for the
major taxes the TSS reform failed to centralize the VAT, and assigned 100 percent of the
personal income tax (PIT) and enterprise income tax (EIT) to the local govemments. 2 '

21 For centrally owned enterprises, the EIT still accrues to the central government.
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Table 4.1: Current Revenue Assignments between the Central and
Provincial Governments

I. Taxes exclusively assigned to the Central Government
1. Excise taxes
2. Income tax of all central government enterprises
3. Taxes collected from the Ministry of Railroads and from the headquarters of banks and insurance

companies
4. Income taxes, sales taxes and royalties from offshore oil activities of foreign companies and joint

ventures
5. Energy and transportation fund contribution
6. Seventy percent of the three sales taxes collected from enterprises owned by the Ministry of

Industry, the Ministry of Power, SINOPEC (petrochemicals), and the China nonferrous metals
companies.

7. All customs duty, VAT and excise taxes on imports
8. Enterprise income tax collected from banks and other financial institutions.

II. Taxes shared between the central and local governments
1. Value-added tax (75 percent central, 25 percent provincial)
2. Natural resource taxes (coal, gas, oil, and other minerals if the enterprises are fully Chinese owned.)
3. Construction tax on the cost of construction of buildings that are outside the plan and financed from

retained earnings
4. Salt tax
5. Security and exchange tax (50 percent central, 50 percent provincial)
6. Industrial and commercial tax, and income tax levied on foreign and joint venture enterprises.

III. Taxes exclusively assigned to local governments
I. Income tax and adjustment tax of locally owned state enterprises, collectives, and private

enterprises.
2. Business (gross receipts) tax falling on sectors not covered by VAT (transportation and

communications, construction, finance and insurance, post and telecommunications, culture and
sports, entertaiunment, hotels and restaurants, and other)

3. Rural market (stall rental) trading tax
4. The urban maintenance and construction tax (a surcharge on the tax liability of enterprises for

business tax, consumption tax, and VAT)
5. The urban land use tax
6. Vehicle and vessel utilization tax
7. Thirty percent of the product and VAT revenues collected from enterprises owned by the Ministry

of Industry, Ministry of Power, SINOPEC, and the China nonferrous metals companies
8. Individual income tax
9. Value-added tax on land
10. Education surtax
11. Entertainment and slaughter taxes
12. Property tax
13. Surtax on collective enterprises
14. Resources tax
15. Fixed asset investment tax (discontinued in 1999)
16. Fines for delinquent taxes.

Source: Updated from Bahl, R. (1999). Fiscal Policy in China: Taxation and Inter-governmental Fiscal
Relations. San Francisco: 1990 Institute and the University of Michigan Press.

4.4 In reality only a few of the taxes assigned to the local level are of any revenue
significance. The relative importance in total revenues at the province level (and below) of
different taxes is summarized in Tables 4.2 and 4.3, using 1998 data from China Statistical
Yearbook (1999). Because "Subsidies to loss-making State-Owned Enterprises" is still
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considered in China a "negative source of revenue," the relative shares of different sources of
revenues are computed with (Table 4.2) and without (Table 4.3) this item. On average, from
Table 4.2, the most important sources of local revenues (consolidated by province) are the
business tax22 with 34.5 percent, the VAT, with 23.4 percent and the EIT with 13.2 percent.
Smaller but still significant sources of revenues are the PIT with 8.7 percent, the tax on urban
construction and the maintenance tax with 7.5 percent, and the agricultural tax with less that
4.5 percent. The category of administrative fees represents 4.5 percent. On average, subsidies
to loss-making SOEs represent 5.2 percent of total revenues. There is significant variation
across provinces for every single source of revenue, as captured by the coefficient of
variation and the range between the maximum and minimum values across provinces, shown
at the bottom of Tables 4.2 and 4.3. Not surprisingly, the largest variation across provinces
is for the "income tax on foreign enterprises," with a coefficient of variation of 1.37. The
other sources of revenue showing more variation are the agricultural tax and administrative
fees, with coefficients of variation of 0.6. It is also interesting that "Subsidies to loss-making
State-Owned Enterprises" has a larger variation across provinces than any source of revenue.
Subsidies represent only 0.4 percent of total revenues in Fujian Province but 32.4 percent in
Tibet and 27.5 percent in Beijing.

22 This is a gross receipts tax falling mainly on service sectors not covered by the VAT (Table 4.1).
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Table 4.2: The Relative Shares of Different Sources of Revenues Computed with Subsidies to Loss-making Enterprises

Income Tax of Subsidies for
Foreign-owned Tax on Urban loss-suffering Income from

Enterprises' and funded Individual Construction and Agriculture state-owned Administrative
Value-added Tax Business Tax Income Tax Enterprises Income Tax Maintenance Tax Tax enterprises Loss Fees

Region Total Revenue Share % Share % Share % Share % Share % Share % Share % Share % Share %
Beijing 2294497 16.38 49.25 11.76 9.18 15.90 6.16 0.25 -27.50 1.74
Tianjin 1013963 18.73 30.29 12.61 7.47 7.80 5.80 OA7 -7.19 3.65
Hebei 2067587 19.04 19.61 13.09 1.06 6.38 5.08 3.59 -2.38 7.22
Shanxi 1041941 23.81 22.17 8.58 0.22 7.53 5.72 3.37 -5.52 3.33
Inner Mongolia 776654 15.26 22.12 6.38 0.59 4.04 4.81 10.00 -2.95 5.02
Liaoning 2646201 18.32 25.89 9.60 1.78 6.63 6.68 2.09 -4.97 3.73
Jilin 936374 19.56 25.11 7.71 0.63 4.85 6.74 5.11 -4.29 6.91
Heilongjiang 1572703 23.55 18.24 4A7 0.56 4.09 7.99 7.01 -2.84 1.64
Shanghai 3806961 19.85 36.28 13.37 8.65 10.17 5.36 0.51 -12.07 0.13
Jiangsu 2965804 26.66 25.24 10.60 2.76 6.99 6.27 3.56 -3.08 0.43
Zhejiang 1981028 29.49 33.35 18.22 2.63 8.54 8.16 2.67 -19.11 0.04
Anhui 1591862 14.62 17.88 11.10 0.33 7.32 4.98 6.92 -3.40 7.98
Fujian 1879249 13.08 25.54 7.67 2.78 9.50 4.24 1.16 -0.42 2.74
Jiangxi 971561 12.67 25.82 7.13 0.44 3.52 4.70 5.89 -0.51 6.16
Shandong 3523912 19.90 21.35 13.28 1.33 4.74 6.42 2.75 -1.40 4.80
Henan 2081962 17.33 20.57 10.89 1.16 4.25 5.90 4.64 -1.28 5.94
Hebei 1689508 17.38 20.17 9.02 0.84 5.20 5.77 5.44 -5.82 8.03
Hunan 1567662 14.66 19.75 5.39 0.33 5.95 6.43 6.26 -3.30 9.86
Guangdong 6407547 14A8 33.39 11.00 5.34 7.45 3.79 1.50 -2.12 2.19
Guangxi 1196720 14.82 21.59 6.69 0.67 5.69 4.05 4.89 -1.12 5.50
Hainan 336719 6.37 34.83 5.37 1.82 9.83 3.02 1.63 -1.81 8.46
Chongqing 711287 16.74 27.32 5.97 1.76 6.20 5.64 8.05 -2.71 4.37
Sichuan 1972882 14.99 25.53 11.43 0.91 3.84 5.54 8.00 -0.96 3.42
Guizhou 653426 15.29 21.32 6.61 0.09 4.19 8.25 7.45 -2.23 3.08
Yunnan 1682347 18.17 17.69 8.60 0.38 2.71 10.83 3.20 -1.92 0.42
Tibet 36393 16.38 40.86 27.08 0.01 6.37 4.58 0.00 -32.41 1.43
Shaanxi 933309 17.51 27.82 6.02 1.00 3.35 6.08 5.06 -4.38 3.09
Gansu 540253 20.05 26.38 8.24 0.24 2.67 7.61 4.94 -1.04 3.06
Qinghai 127718 19.82 26.46 9.35 0.02 3.52 5.75 4.06 -3.50 4.31
Ningxia 177525 18.13 28.06 7.24 0.78 3.88 5.55 5.57 -1.06 5.03
Xinjiang 653928 18.42 25.24 7.24 0.23 7.75 6.89 5.00 -1.65 1.96

Total 49839483 18.23 26.90 10.34 2.81 6.79 5.86 3.53 -5.19 3.54
Mean 1607725 17.79 26.29 9.73 1.81 6.16 5.96 4.23 -5.32 4.05
standard Dev 1299561 4.30 7.10 4.43 2.48 2.77 1.53 2.57 7.57 2.61
C.V. 0.81 0.24 0.27 0.45 1.37 0.45 0.26 0.61 -1.42 0.64
Max. 6407547 29.49 49.25 27.08 9.18 15.90 10.83 10.00 -0.42 9.86
Min. 36393 6.37 17.69 4.47 0.01 2.67 3.02 0.00 -32.41 0.04

Data Source: China Statistical Yearbook 1999
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Table 4.3: The Relative Shares of Different Sources of Revenues Computed without Subsidies to Loss-making Enterprises

Income Tax of Tax on Urban Income from
Value-added Enterprises' Foreign-owned and Individual Income Construction and Administrative

Total Tax Business Tax Income Tax funded Enterprises Tax Maintenance Tax Agriculture Tax Fees
Region Revenue Share % Share % Share % Share % Share % Share % Share % Share %

Beijing 2538229 14.81 44.52 10.63 8.30 14.38 5.56 0.23 1.57
Tianjin 880327 21.57 34.89 14.52 8.60 8.99 6.68 0.54 4.21
Hebei 1552010 25.36 26.12 17.44 1.42 8.50 6.77 4.78 9.62
Shanxi 778449 31.86 29.67 11.48 0.29 10.07 7.66 4.51 4.45
Inner Mongolia 529913 22.37 32.43 9.36 0.86 5.92 7.05 14.65 7.36
Liaoning 1977520 24.52 34.65 12.85 2.39 8.88 8.94 2.79 4.99
Jilin 717404 25.53 32.77 10.06 0.82 6.34 8.80 6.66 9.02
Heilongjiang 1062424 34.86 27.01 6.62 0.83 6.05 11.82 10.38 2.43
Shanghai 3590644 21.05 38.46 14.17 9.17 10.78 5.68 0.54 0.14
Jiangsu 2447010 32.31 30.59 12.85 3.35 8.47 7.59 4.31 0.53
Zhejiang 2042431 28.61 32.35 17.67 2.55 8.28 7.91 2.59 0.04
Anhui 1132279 20.55 25.13 15.60 0.47 10.29 7.00 9.73 11.22
Fujian 1253468 19.61 38.29 11.49 4.16 14.24 6.36 1.74 4.11
Jiangxi 644524 19.11 38.92 10.74 0.66 5.31 7.09 8.89 9.29
Shandong 2627452 26.70 28.63 17.81 1.78 6.35 8.61 3.68 6.43
Henan 1471461 24.51 29.11 15.41 1.64 6.01 8.35 6.57 8.41
Hebei 1214026 24.19 28.07 12.56 1.17 7.24 8.03 7.57 11.18
Hunan 1075764 21.36 28.78 7.85 0.49 8.67 9.37 9.12 14.37
Guangdong 5072128 18.29 42.19 13.90 6.75 9.42 4.79 1.90 2.77
Guangxi 764760 23.19 33.78 10.47 1.05 8.91 6.34 7.66 8.61
Hainan 240217 8.93 48.83 7.53 2.55 13.78 4.24 2.28 11.86
Chongqing 540848 22.02 35.92 7.85 2.31 8.15 7.42 10.58 5.75
Sichuan 1452967 20.35 34.66 15.51 1.24 5.21 7.52 10.86 4.64
Guizhou 432962 23.07 32.17 9.97 0.13 6.32 12.45 11.24 4.65
Yunnan 1043145 29.30 28.53 13.87 0.62 4.37 17.46 5.16 0.68
Tibet 35199 16.94 42.25 28.00 0.01 6.59 4.74 0.00 1.48
Shaanxi 652637 25.03 39.79 8.61 1.43 4.80 8.70 7.24 4.41
Gansu 395416 27.39 36.04 11.26 0.33 3.64 10.40 6.75 4.18
Qinghai 93588 27.05 36.10 12.76 0.03 4.80 7.84 5.54 5.88
Ningxia 131768 24.42 37.80 9.75 1.04 5.23 7.48 7.50 6.78
Xinjiang 475706 25.33 34.70 9.95 0.32 10.65 9.47 6.88 2.70

Total 38866676 23.37 34.49 13.25 3.60 8.70 7.51 4.53 4.54
Mean 1253764 23.55 34.29 12.53 2.15 7.96 8.00 5.90 5.60
standard Dev 1099125 5.23 5.67 4.19 2.58 2.84 2.55 3.75 3.76
C.V. 0.88 0.22 0.17 0.33 1.20 0.36 0.32 0.64 0.67
Max. 5072128 34.86 48.83 28.00 9.17 14.38 17.46 14.65 14.37
Min. 35199 8.93 25.13 6.62 0.01 3.64 4.24 0.00 0.04

Data Source: China Statistical Yearbook 1999
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4.5 The aggregate performance of local revenue collections, after deteriorating rapidly in
the early 1990s, improved steadily after the 1994 TSS reform. Local budgetary revenue
collections went from 5 percent of GNP in 1994 to 7 percent in 1999 (Table 4.4). The turn
around in performance is also captured by the significant jump in the buoyancy coefficient of
local budgetary revenues with respect to GNP, which during the 1978-1993 period stood at
0.587 and increased to 1.597 in the 1994-1999 period (Table 4.4).23 This high buoyancy
coefficient for local budgetary revenues is a positive feature of the current revenue
assignments, since it brings the possibility that local resources will grow commensurately
with the demand for public services at the local level. 24 The share of local revenues in total
government budgetary revenue collections has fluctuated slightly up and down 50 percent
since the 1994 TSS reform. Local government expenditures as a percent of local budgetary
revenues increased very significantly with the TSS reform and stood at 161.5 percent in 1999
(Table 4.4), indicating the heavy dependence of local governments on central government
transfers introduced by the 1994 reforms. However, including tax rebates as local revenues
(rather than as transfers) would significantly reduce this degree of dependence. To the extent
that tax rebates are non-discretionary transfers, the real dependence of local governments on
central transfers is much less than indicated by budgetary statistics.

4.6 As pointed out above, the 1994 TSS reform did not provide a specific revenue
assignment structure at the sub-provincial level. Instead, continuing a long tradition,
provincial governments were given the discretion to arrange revenue assignments with their
local governments in any way they wanted. In Gansu, and it appears in practically all other
provinces in China, the provincial government follows the traditional hierarchical approach
by setting only revenue assignments between the province and the first layer of local
governments, the cities and prefectures. In turn, the cities and prefectures are left to their own
discretion to arrange revenue assignment with the next layer of local governments, the
counties. The same applies for the counties vis-a-vis the lowest layer of local governments,
the towns and townships.

23 The buoyancy coefficient is estimated as the parameter "b" in the regressions In R = a + b In GNP, where R
local budgetary revenues. Several factors could be behind the jump in local revenues after 1994, including tax
base changes, incentives built into the new tax administration arrangement, pressure from the squeeze on extra-
budgetary funds, and so on.
24 It needs to be remembered, however, that the estimation of buoyancy coefficients does not make any
adjustments for discretionary changes in tax structure, which of course can also have large impacts on revenue
performance. However, there have been no significant changes in the structure of local taxes since 1994.
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Table 4.4: The Aggregate Performance of Local Revenue Collections, 1978-1999

Budgetary revenue collections as % of Local Collection Local
Year GNP as % total Expenditure as %

Total Local Central collection total collection

1978 31.6 26.7 4.9 84.5 61.7
1979 28.7 22.9 5.8 79.8 68.5
1980 25.9 19.6 6.4 75.5 64.2
1981 24.6 18.1 6.5 73.5 59.3
1982 23.3 16.7 6.7 71.4 66.8
1983 23.5 15.1 8.4 64.2 74.1
1984 23.6 14.0 9.6 59.5 82.6
1985 22.3 13.7 8.6 61.6 97.9
1986 20.8 13.2 7.6 63.3 101.9
1987 18.4 12.2 6.2 66.5 96.8
1988 15.8 10.6 5.2 67.1 104.0
1989 15.8 10.9 4.9 69.1 105.0
1990 15.8 10.5 5.3 66.2 106.9
1991 14.8 10.2 4.6 69.1 103.8
1992 13.1 9.4 3.7 71.9 102.7
1993 12.6 9.8 2.8 78.0 98.2
1994 11.2 5.0 6.2 44.3 174.7
1995 10.9 5.2 5.7 47.8 161.7
1996 11.1 5.6 5.5 50.6 154.4
1997 11.8 6.0 5.8 51.1 151.5
1998 12.8 6.5 6.4 50.5 153.9
1999 14.2 7.0 7.3 48.9 161.5

Income buoyancy

1978-1983 0.344 -0.191 1.983
1984-1993 0.575 0.724 0.253
1994-1999 1.375 1.597 1.175
1978-1993 0.616 0.587 0.718

Source: Statistic Yearbook 2000 (Updated from Bahl, 1999)

Sub-provincial revenue assignments

4.7 The near-complete freedom to design revenue assignments at the sub-provincial level
basically implies the existence of a variety of revenue assignments at the sub-provincial
level.25 This tendency is reinforced by the discretion available to them to introduce extra-
budgetary and off-budget revenue instruments.

4.8 Since 1996 the MOF has called on provinces to finalize the division of tax
assignments with lower levels, and different arrangements have emerged over how the
"local" taxes and tax rebates have been shared. These can be roughly grouped into three
types. In the first group (adherents to TSS), twelve provinces have chosen to pass through all
local taxes and rebates to sub-provincial levels; these include Shanghai, Tianjin, Beijing,
Chongqing, Hebei, Shanxi, Inner Mongolia, Shandong, Sichuan, Xinjiang, Zhejiang and
Hainan. Group II are the intermediate provinces that have kept a portion of local taxes and

25 The freedom of local governments for setting the rules for lower levels is constrained only by the ability of
the lower levels to appeal for intervention from the central government in egregious cases.
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rebates. The eleven provinces in this group include Hunan, Hebei, Jiangxi, Guangdong,
Guangxi, Qingha, Henan, Liaoning, Anhui, Yunnan and Tibet. Group HI might be called the
centralizing provinces, where the provincial level has captured a relatively large portion of
all local taxes and rebates. These eight provinces include Gansu, Jiangsu, Fujian, Guizhou,
Ningxia, Jilin, Heilongjiang, and Shaanxi (Shi 1998).26 Table 4.5 shows the sharing
arrangement in Hebei, Jiangsu, Gansu and Hunan Provinces.

Table 4.5: Revenue-Sharing Arrangements in Four Provinces

Central Hebei Jiangsu Gansu Hunan
Government -
Province

"Old System" retained retained retained retained retained
Remittance/Subsidy
Local Share of 25% 25% 12.5% retained 25% 5% retained
VAT by province, by province --

except in 20% passed
counties facing through
financial
difficulties

Rebate of the 30% 30% 25% passed 20% passed 20% passed
Incremental VAT through through through
and Excise
Additional rich counties
Transfers make additional

"contributions"
to finance
provincial
expenditures
and transfers

Source: Mission field work.

4.9 The "ownership" principle, that is, the level of government which owns the enterprise
paying taxes is entitled to those taxes, is the dominant criterion used for tax assignments and
revenue sharing within each province. This criterion applies for the sharing of taxes and also
for the allocation of the "rebate transfer" from the Central Government. For the case of SOEs
owned by the Central Government, in Gansu the application of the criterion works as if the
province had ownership of those enterprises (though this might be different in other
provinces). This means that sub-provincial governments in theory do not get any share of the
taxes paid by centrally owned state enterprises located in their territories.

4.10 As an example of sub-provincial revenue assignments we look deeper into the main
features of sub-provincial revenue assignments in Gansu Province. These include:

* Revenues from the enterprise income tax (ElT) go to the level of government that has
"ownership" of the enterprise.

26 How these patterns have emerged is an issue for further study in the future. For example, there appears to be
some positive correlation between revenue collections per capita and the degree to which taxes and rebates are
passed through to sub-provincial levels.
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* Revenues from the VAT, similarly, go to the level of government that has
"ownership" of the enterprise. Note that for centrally owned state enterprises, it is
the provincial government that gets 25 percent of the VAT paid by the enterprise.

* The following taxes are shared by the province and the prefectures/cities at a
variety of rates:

* The city maintenance tax shared 30 percent for the province and 70 percent for
prefectures/cities

* The resource tax shared 70 percent for the province and 30 percent for
prefectures/cities

+ The fixed asset investment orientation tax shared 50/50 originally, then changed to 20
percent for province and 80 percent for the prefectures/cities and eliminated in 1999.

+ The urban land tax shared at 40 percent for the province and 60 percent for
prefectures/cities

* Revenues from the personal income tax (PIT) are shared exclusively at the
prefecture and county levels.

4.11 For all other local taxes, it is to the discretion of the prefecture/cities how they will be
shared with the counties. For these local taxes, the counties decide how to share them with
town and township governments. These local taxes include:

+ farmland occupation tax
* land appreciation tax
* housing property tax
* vehicle and vessel tax
+ vehicle license tax
* deed tax
* slaughter tax
* banquet tax
* animal husbandry

4.12 Given the discretion that exists at each level of government to specify tax sharing, a
variety of other arrangements exist. For example, in some of the counties visited, the
prefecture government got a share of the county VAT despite the general provincial rule that
the VAT is allocated by ownership. The result is that all levels of government (province level
and below) in Gansu Province share in one way or another practically all taxes assigned at
the local level or those shared with the Central Government. Tables 4.6 to 4.8 show the
actual distribution of fiscal resources for 1995, 1997,and 1999 among the different levels of
government in the Gansu Province.
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Table 4.6: Gansu Province: 1995, Fiscal Revenues by Level of Government (final account)

Unit: 10,000 yuan
Revenue

Budget Item Final Province Prefecture Of which:
Account

Total
Village County township

Indust. & comm. tax 240,002 53,302 74,951 53 91,636 20,113
VAT 90,356 33,618 20,873 21 30,778 5,087
Business tax 77,345 103 33,331 28 33,118 10,793
Indiv. income tax 6,242 498 2 4,202 1,542
Land appreciation tax 28 28
Taxes on foreign-funded

enterprises & foreign firms 232 232
Urban maintenance tax 29,278 8,268 15,453 1 4,975 582
Vehicle & vessel use tax 1,153 6 41 860 246
House property tax 12,416 45 1,440 1 10,125 806
Slaughter tax 291 7 145 139
Resource tax 9,314 6,448 1,756 959 151
Urban land use tax 4,847 2,304 629 1,741 173
Stamp tax 1,637 1 265 1,233 138
Banquet tax
Fixed assets investment

orientation 5,297 2,509 389 2,214 185
1,566 37 1,258 271

36,718 328 46 9,569 26,821
Agr. & animal husbandry tax 17,856 45 45 423 17,388
Agr. special prod. tax 15,795 187 1 7,557 8,051
Farmland occupation tax 2,720 84 1,318 1,318
Contract tax 347 12 271 64
Enterprise income tax 33,393 9,217 7,158 9 14,712 2,306
SOE Profit 2,577 592 285 1,677 23
Subsidies to predicted loss of

SOEs -4,706 -4,382 -252 -72
National power &

transportation key
construction fund 389 389

Capital construction loan
repayment

Other incomes 9,938 2,090 3,461 4,182 205
National budget adjustment

fund 1,716 1,716
Income tax rebate -7,519 -7.446 -40 -33
Earmarked 17,054 4.685 5,049 2 6,333 987
Penalty & administration

charge & confiscation 9,649 493 3,713 5,259 184

TOTAL REVENUE: 339,211 60,656 94,653 110 133,263 50,639
Source: Ministry of Finance.
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Table 4.7: Gansu Province: 1997, Fiscal Revenues by Level of Government (final account)

Unit: 10,000 yuan
Final

Budget Item Account Province Prefecture Of which:
Total

Village County Township
Indus. & comm. tax 318,493 61,732 100,192 140 123,003 33,566
VAT 104,079 35,325 23,473 42 37,653 7,648
Business tax 120,340 3,675 49,827 91 49,371 17,467
Indiv. income tax 10,271 689 3 6,739 2,843
Land appreciation tax 20 20
Taxes on foreign-funded 1,004 16

enterprises & foreign
firms 1,068 48

Urban maintenance tax 37,519 11,440 18,645 4 6,527 907
Vehicle & vessel use tax 1,333 5 45 888 395
House property tax 18,528 44 3,095 13,963 1,426
Slaughter tax 1,910 30 301 1,579
Resource tax 7,523 5,270 1,454 662 137
City & township land use tax 4,495 2,249 555 1,472 219
Stamp tax 2,212 301 1,743 168
Banquet tax
Fixed assets investment

orient. adjust. tax 6,821 3,675 494 2,449 203
Penalty tax 2,374 1 580 1,219 574
Agriculture tax 59,291 5 895 70 15,149 43,242
Agr. & animal husbandry tax 29,078 69 69 2,342 26,667
Agr. special prod. tax 26,815 5 781 1 11,005 15,024
Farmland occupation tax 2,261 33 847 1,381
Contract tax 1,137 12 955 170
Enterprise income tax 39,864 9,183 6,105 10 19,565 5,011
Profit cat. tax 1,671 332 6,316 23
Subsidies to predicted loss of

SOEs -1,824 -1,407 -370 -47
Capital construction loan

repayment
Other incomes 17,485 2,182 6,567 7,940 796
Tax rebate to SOEs -1,073 -1,034 -2 -37
Penalty tax 34,236 15,695 5,543 12,604 394

TOTAL REVENUE: 469,143 86,356 119,262 220 180,493 83,032
Source: Ministry of Finance.
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Table 4.8: Gansu Province: 1999, Fiscal Revenues by Level of Government (fimal account)

Unit: 10,000 yuan
Final

Budget Account Township Of which:
Item Total Province Prefecture Of which: County Village Township

Village Town
VAT 111,778 37,362 27,419 59 38,730 8,267 3,098
Business tax 147,031 3,118 55,360 135 61,737 26,816 9,373
Enterprise income tax 66,686 23,663 8,483 19 28,557 5,983 2,005
Enterprise income tax -11,346 -10,935 -86 -325

rebate
Indiv. income tax 18,349 1,508 27 11,690 5,151 1,985
Resource tax 8,984 6,285 1,685 948 66 18
Fixed assets investment 9,392 2,011 1,049 5,865 467 288

orientation
Urban maintenance tax 40,114 12,003 19,730 5 7,417 964 444
House property tax 24,322 25 3,679 1 18,578 2,040 801
Stamp tax 3,132 325 2,193 614 230
Urban land use tax 5,029 2,513 634 1,646 236 77
Land appreciation tax 24 3 17 4 4
Vehicle and vessel use 1,378 4 50 1 762 562 162

and license plate tax
Slaughter tax 3,355 41 435 2,879 555
Banquet tax
Agricultural tax 25,591 61 61 749 24,781 4,606
Agri. special prod. tax 25,849 243 2 5,469 20,137 4,163
Animal husbandry tax 3,671 1 1 414 3,256 377
Farmland occupation 3,164 2,241 923 228
Contract tax 3,531 1,234 1,958 339 212
Soft assets operation 4,901 238 4,597 66 41

profits
Subsidies predicted loss -11,540 -11,138 -368 -34

of SOEs
Other local levies 22,034 13,065 1,779 6,967 223 137
Penalty taz 19,062 3,443 4,451 10,267 901 389
Land and sen. 9,155 269 7,666 1,219 1

chargable use rev.
Earmarked 31,474 13,761 6,635 5 10,548 530 162
Others 18,537 1,024 3,476 10,057 3,980 864

TOTAL REVENUE: 83,657 96,473 145,296 316 232,702 109,186 30,219
Source: Ministry of Finance.

4.13 Most of the tax collections by the central and local tax administrations are at the
prefectural and county level.27 In the counties visited in the field, government officials had
been threatened with penalties by the prefecture government, if the collection of local taxes
and those shared with the Central Government fell short of the forecasts. Since shared taxes
are collected exclusively by the local offices of the central tax administration, these threats
clearly presuppose that county officials can affect the behavior of the national tax service
offices and is yet another indication of the lasting influence of local governments on national
tax administration officials.

27 A few taxes and fees are actually collected at the township level. These include the rural education surcharge,
the animal husbandry tax, the family planning fee, and the training fee for the militia, and other fees.
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Main Policy Issues

4.14 The 1994 TSS reforns, with the introduction of explicit and stable sharing
arrangements at the central-provincial level, represented a significant step in the design of
revenue assignments in China. However, substantial problems remain. The choice of taxes to
be shared between central and local governments is still in some cases not appropriate.
Furthermore, revenue assignments at the sub-provincial level are in need of a major
overhaul. This section reviews the main issues for reform:

Lack offormal revenue autonomy

4.15 The benefits of fiscal decentralization arise only if local governments are accountable
and able to respond to the needs of taxpayers. The most effective way to provide budgetary
accountability and responsiveness is by granting local governments a meaningful degree of
tax autonomy. Through local tax autonomy taxpayers become more aware of the costs of
services and local officials' actions are subject to closer scrutiny by taxpayers.

4.16 One of the main shortcomings of the 1994 reform is that it did not provide any
significant degree of tax autonomy to local governments. With the very limited exceptions
discussed below, local governments at the present time lack discretion to change the rates or
define the base of local taxes or to decide whether or not to adopt taxes from the list of taxes
assigned to them. Actually the local tax autonomy provided in 1994 was restricted to the
selection of the rate of the land use tax within maximum and minimum legislated rates, and
the choice of introducing (or not) the entertainment tax and the slaughter tax.

Excessive informal revenue autonomy?

4.17 The lack of formal revenue autonomy, it is widely believed, has led local
governments to acquire or exercise "informal" revenue autonomy in various ways. The most
important of these is the introduction of fees well beyond what has been prescribed in the
law. For this reason, many of these fees are often referred to as "illegal" fees.

4.18 Fees represent the main source of revenues for extra-budgetary funds at the local
level and extra-budgetary funds still represent a significant part of local budgets. 28 The list of
fees includes surcharges on household utility bills, hospitals and school charges, road
maintenance, advertisement, vehicle purchases and so on. Some of the fees are levied by
individual departments of the local administration and kept for the departments' use without
passing through the local general budget.29

28 For example Ahmad, Li, and Richardson (2000) report that extra-budgetary funds still represented close to 40
percent of all revenues at the local level in 1999.
29 Extra-budgetary funds often play an important role in the provision of basic services. Practically all providers
of health services use charges and fees related to services, including formal charges for consultations and in-
patient care but also informal payments (so called "red packages") See Bloom (2000). In Gansu province
budget funds only cover one-third of the salary costs of health workers with the rest being covered by extra-
budgetary funds and off-budget funds sustained by fees.
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4.19 In Gansu Province, the most important categories of fees and the funds raised in 1999
were the following:30

(a) administrative fees for 2.54 billion yuan (including transportation control
fees-200 million yuan; tuition fees-500 million yuan; health care and
hospital fees-600 million yuan; and radio and television fees-50 million
yuan).

(b) government funds forl.0 billion yuan (these are funds to be spent on a specific
project, for example a hydropower plant, and are raised from businesses and
individuals).

(c) fees charged by upper-level to lower-level governments for 23 million yuan.

(d) self-raised and unified levies at the township level for 230 million yuan.

(e) other service fees for 114 million yuan.

4.20 The proliferation of "illegal" fees at the local level has become a matter of
considerable concern regarding the distortionary effects on the allocation of resources of
local revenue structures, the compliance costs imposed on taxpayers, and the overall fairness
of the system. However, little is known about the actual losses in economic welfare
introduced by these fees. What is known is that these fees have contributed significantly to
revenue mobilization at the sub-national level and that they still continue to provide much
needed resources to cover basic expenditure needs of local governments. In addition, fears
of run-away local governments arbitrarily creating a jungle of local fees and charges do not
appear to be justified. In Gansu Province, all local fees (at the prefecture, county, and
township levels) are at least in principle previously approved by the provincial authorities.31

4.21 At any rate, the MOF has continued a policy since 1998 of converting fees into taxes
with the objective of reducing the importance of extra-budgetary funds at the local level. In
Gansu, the provincial government has followed the lists provided by the MOF for the last
three years and has incorporated those fees into the regular budget. However, in two counties
visited, the local governments had not yet initiated the conversion policy.

4.22 It should be noted that the fees at the local level in China have been used mainly as
general funding sources. Somewhat paradoxically, despite the significant budgetary
importance of fees, local governments in China do not make wide use of fees for cost
recovery purposes in those services where benefits are localized to individuals and where
exclusion from the service is possible for those individuals that do not pay. For example,
there is no heavy reliance on user charges to finance public utility services such as water and
sewerage services. In the case of public housing, most often actual rents only cover a small
portion of the actual cost of providing those services.

30 Note that some fees such as tolls and water charges are revenues of public enterprises and as such they are
not considered to be part of extra-budgetary funds
31 More specifically, the provincial government in Gansu reportedly grants or withdraws authority to levy any
type of fee used by local governments, approves the receipts and invoices to be used by the local government to
collect the fees, approves which fees go into extra-budgetary funds, approves the expenditure plan for these
funds, and overviews how these moneys are spent.
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4.23 Another different type of informal revenue autonomy at the local level has been the
granting of tax concessions and privileges to enterprises. Since the 1994 TSS reforms,
control has been tightened over the granting of tax concessions by the provincial
governments. However, local governments continue to grant tax concessions on income and
business taxes, primarily in "development zones." 32

Lack offormal revenue assignments at the sub-provincial level

4.24 Having left revenue assignments at the sub-provincial level unspecified, the 1994
TSS reforms perpetuated the existing situation where actual revenue assignments vary from
province to province. This informal approach to tax assignment at the sub-provincial level
provides provincial governments with budget flexibility and it may even contribute to
equalize revenues among local governments, but this approach also carries important costs.
It deprives local govemments of revenue autonomy and reduces inter-governmental
accountability. Also significant, the lack of formal assignments reduces revenue
predictability of local governments, diminishing their ability to plan and budget
expenditures. Perhaps more importantly, the lack of formal assignments creates negative
incentives for revenue mobilization while it encourages local govemments to hide resources
in extra-budgetary funds.

4.25 The costs implied by the lack of formal revenue assignments at the sub-provincial
level depend on the actual policies followed by the provinces with their lower-level
governments. The more unstable and unpredictable the revenue assignments are, the higher
the costs imposed. In the case of Gansu Province, most of the sub-provincial revenue
assignments appear to have remained stable since the overhaul of the system following the
1994 TSS reform at the central level, but this was not true in Hebei. Instability in revenue
assignments at any level reduces incentives for revenue-mobilization. To the extent that sub-
national governments are changing the rules, it undermines a key objective of the TSS
reforms.

4.26 There is little question that overall efficiency and equity of the system of inter-
governmental fiscal relations in China would significantly improve with the adoption of open
formal revenue assignments at the sub-provincial level. The serious dilemma for the central
authorities is whether to issue only voluntary recommendations to the provinces or instead to
legislate mandatory principles or guidelines for how to structure revenue assignments at the
sub-provincial level. Another option is for the Central Government simply to legislate the
revenue assignments. This option is common in unitary countries, albeit smaller and less
complex than China. Given the diversity, size and complexity of China's provinces, a
completely uniform system of revenue assignments mandated by the Central Government is
not the most desirable option. Whatever approach is used, it would need to be recognized
that the reform of revenue assignments at the sub-provincial level should be accompanied by
the reform of other aspects of inter-governmental fiscal relations, including expenditure
assignments, equalization transfers and conditional grants, and the budget process. In
particular, it will be critical to introduce explicit and stable revenue assignments at the sub-
provincial level in parallel or prior to the reform of the so- called "illegal" fees.

32 The central authorities have not cracked down on these practices unless they encroach on its own revenues
from VAT and excises. At any rate, the limitation of tax concessions to "development zones" represents a
considerable retrenchment from past practices when concessions were granted throughout the economy.
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Vertical and Horizontal Imbalances

4.27 There is no absolute best way to measure the seriousness of vertical fiscal imbalances
-the mismatch between expenditure responsibilities and available funding sources-at
different levels of government. One source of difficulty lies with the ambiguity surrounding
the notion of "needs" unless predetermined quantities and qualities of public services are
agreed on by central and local authorities. However, this report documents that vertical
imbalances do exist in China, especially at the lowest level of government, the county and
township levels. In Gansu Province, the county and township governments visited lacked
sufficient resources to provide the most basic of services and despite very compressed
expenditure budgets, they also were experiencing significant budget deficits.

4.28 The most effective way and perhaps also the simplest way to close vertical
imbalances is to provide local governments with a meaningful degree of revenue autonomy,
which local governments can use to expand or contract their budgets to match the demand
and ability to pay for services. But clearly, this ability will differ with the economic bases of
local governments.

4.29 The issue of vertical imbalances in China has been complicated by the pervasive
presence of extra-budgetary funds and the suspicion at the upper levels of govemment that
lower level govemments have the funds somewhere hidden to take care of many necessities.
A further complication has been the lower buoyancy of revenues at the central level, the
result of lower built-in income elasticities of taxes assigned to the Central Govemment, and
perhaps the better performance of local tax bureaus vis-a-vis the national tax administration.

4.30 There is also evidence of pronounced horizontal fiscal disparities across local
govemments. Per capita tax revenues in 1998 were as high as 2,452 yuan in Shanghai and
2,037 yuan in Beijing and as low as 140 yuan in Tibet and 118 yuan in Guizhou Province
(Table 4.9). A disparity of 20-fold in revenues per capita between the richest and poorest
province is extraordinarily high by international standards and demonstrates the need for an
active stand on the part of the Central Government to deal with this problem.
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Table 4.9: Horizontal Fiscal Disparities Across Local Governments in 1998 (Y per capita)

Income Tax of
Foreign-owned and Tax on Urban

Enterprises' income Foreign-funded Individual Income Construction and Income from
Region Total Revenues Value-added Tax Operation tax tax Enterprises Tax Maintenance Agriculture Tax Administrative Fees

Beijing 2037.10 301.61 906.90 216.54 169.08 292.89 113.36 4.69 32.04
Tianjin 919.88 198.43 320.92 133.60 79.13 82.66 61.46 4.99 38.70
Hebei 236.26 59.92 61.71 41.21 3.34 20.07 15.99 11.30 22.72
Shanxi 245.41 78.20 7281 28.17 0.71 24.72 18.80 11.08 10.93
Inner Mongolia 225.98 50.55 73.28 21.14 1.95 13.38 15.93 33.11 16.63
Liaoning 475.71 116.64 164.84 61.11 11 35 42.23 4252 13.28 23.73
Jimin 271.33 69.26 88.92 27.30 2.24 17.19 23.87 18.08 24.46
Heilongjiang 281.59 9815 76.04 18.65 2.35 17.04 33.29 29.23 6.84
Shanghai 2452.63 516.27 943.33 347.55 225.03 264.36 139.42 13.35 3.33
Jiangsu 340.71 110.08 104.21 43.79 11.40 28.87 25.87 14.69 1.79
Zhejiang 458.36 131.12 148.27 81.01 11.67 37.95 36.26 11.87 0.20
Anhui 183.10 37.63 46.02 28.57 0.86 18.84 12.82 17.81 20.54
Fujian 379.95 74.51 145.48 43.67 15.82 54.11 24.15 6.60 15.63
Jiangxi 153.79 29.38 59.85 16.52 1.02 8.17 10.90 13.66 14.28
Shandong 297.29 79.36 85.11 52.96 5.29 18.89 25.60 10.95 19.13
Henan 157.97 38.72 45.98 24.34 2.59 9.49 13.19 10.37 13.28
Hebei 205.52 49.71 57.69 25.81 2.41 14.89 16.50 15.55 22.98
Hunan 165.45 35.34 47.62 1299 0.81 14.34 15.50 15.09 23.77
Guangdong 710.08 129.85 299.56 98.69 47.92 66.87 34.03 13.48 19.68
Guangxi 163.59 37.93 55.26 17.13 1.71 14.57 10.37 12.53 14.08
Hainan 319.01 28.48 155.76 24.03 8.13 43.97 13.52 7.29 37.82
Chongqing 176.75 38.92 63.49 13.87 4.08 14.40 13.12 18.70 10.16
Sichuan 171.08 34.82 59.30 26.54 2.12 8.91 12.87 18.57 7.94
Guizhou 118.36 27.30 38.08 11.80 0.16 7.48 14.73 13.31 5.50
Yunnan 251.72 73.76 71.82 34.92 1.56 11.00 43.96 13.00 1.71
Tibet 139.68 23.66 59.01 39.11 0.02 9.20 6.62 0.00 2.07
Shaanxi 181.49 45.43 72.21 15.62 2.59 8.70 15.79 13.13 8.01
Gansu 156.97 43.00 56.57 17.68 0.51 5.72 16.33 10.60 6.56
Qinghai 186.06 50.34 67.17 23.74 0.05 8.93 14.59 10.31 10.95
Ningxia 244.92 59.82 92.58 23.88 2.56 12.80 18.33 18.36 16.60
Xinjiang 272.30 68.96 94.49 27.10 0.87 29.01 25.78 18.73 7.35
Mean 405.81 88.30 149.49 51.58 19.98 39.41 28.56 13.67 14.82
Standard Dev 522.17 97.90 217.38 69.12 50.41 66.53 28.88 6.46 10.22
C.V 1.29 1.11 1.45 1.34 2.52 1.69 1.01 0.47 0.69
MAX 2452.63 516.27 943.33 347.55 225.03 292.89 139.42 33.11 38.70
MIN 118.36 23.66 38.08 11.80 0.02 5.72 6.62 0.00 0.20
Source: China Statistical Yearbook 1999
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4.31 The issue of horizontal fiscal imbalances is important for revenue assignments because
the assignments' design can increase or dampen horizontal fiscal disparities. Some taxes are
more evenly distributed across local governments than others. For example, property taxes tend
to be less concentrated geographically than taxes on enterprise income. The coefficient of
variation for the distribution of per capita revenues from the tax on urban construction and
maintenance was 0.47 in 1998 (Table 4.9). By comparison, the coefficient of variation for the
income tax on foreign-owned enterprises was 2.52 and for the enterprise income tax 1.34 (Table
4.9). Horizontal fiscal disparities are caused not only by differences in the geographical
distribution of the tax base but also by the structure of taxes themselves. For example, the
relatively high coefficient of variation for the distribution of per capita revenues from the
individual income tax, at 1.69 in 1998, is to a great extent caused by the high minimum exempt
threshold that exists for this tax, which makes it a tax mostly on the very rich and on foreign
residents, with both of these groups unevenly distributed throughout the national territory.
Institutional arrangements for revenue sharing also matter. It is very likely that the switch in
revenue assignments in 1994 from the previous contracting system to a system of fixed revenue
assignments led to an increase in fiscal disparities.3 3

4.32 Nevertheless, decentralized systems of finance need to live with the fact that horizontal
fiscal disparities, measured before transfers, are unavoidable due to differences in economic
bases across sub-national jurisdictions. However, these horizontal disparities typically can be
addressed adequately through a system of equalization transfers. In a fundamental way,
disparities in own revenues per capita (before equalization transfers) may be considered a
necessary cost for attaining more efficiency and accountability at the local level.

Revenue sharing and apportionment of tax revenues

4.33 There remain a number of problems with the current revenue assignments between the
central and provincial governments. The first problem is caused by the revenue sharing of the
VAT with local governments on a derivation basis (i.e., where the tax is collected). Generally
this leads to an unfair distribution of resources since the VAT can be credited and debited in
other local jurisdictions. For example, if the enterprise has production facilities (not independent
units) in other jurisdictions, VAT is likely to be paid exclusively in the jurisdiction where the
headquarters of the enterprise are located. The current revenue-sharing arrangement for the VAT
also has significantly contributed to the increasing disparities in revenue distribution across
provinces in favor of the richest provinces.34 The sharing of the VAT on a destination basis is in
fact equivalent to a provincial VAT system on an origin basis-the VAT is levied where
production takes place, but with completely harmonized bases and rates as defined in the
national law. A VAT system on an origin basis is likely to lead to protectionist policies by local
jurisdictions attempting to maximize their share of the VAT. More generally, to make the VAT
neutral with respect to the spatial allocation of production inputs as well as consumption, it is
generally agreed that the VAT should operate according to the destination principle. This means
that VAT should be levied and received by the local government where consumption takes place,
as opposed to where the goods are produced (origin basis). This would require the very

33 This should have been the case if the renegotiation of the central government quotas under the contracting system
led to lower increases for the poorer provinces.
34 In 1999, the ratio of VAT revenue to provincial GDP ranged from 0.5 in Hainan to 2 in Shanghai.
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undesirable introduction of internal borders. 35 These difficulties have led other countries to
centralize VAT revenues, as most recently has been the case in Russia, Ukraine and Kazakhstan.
These countries now distribute VAT and other central government revenues through a formula-
based system of equalization transfers and other grants. Other countries have used instead a
direct formulary approach to the sharing of VAT with local governments, as in Germany, on a
per capita basis, and in Canada with the Maritime Provinces, on the basis of statistical estimates
of the final consumption of taxed items in each jurisdiction.3 6

4.34 There is another important problem related to the sharing of the VAT. This is the
existence of the "business" or gross receipts tax assigned to local governments, and which falls
on a number of service sectors excluded from the VAT. From a tax policy stand, it is clear that
the business tax needs to be abolished and the coverage of the VAT extended to most of those
sectors now under the business tax. A gross receipts tax is highly distortionary and service
activities can be more efficiently taxed under the VAT. However, the business tax currently
represents a very significant source of revenue for local governments; thus this reform would
need to be closely integrated with the reform of the sharing of the VAT between central and sub-
national governments, and indeed the reform of revenue assignments and other elements of the
system of inter-governmental fiscal relations.

4.35 The choice of the enterprise income tax (EIT) to be shared with local governments,
especially below the province level, is also a problem in the current revenue assignments. The
EIT tends to be an unstable source of revenue and for that reason less suitable for local
governments. The tax burdens from the EIT are also more likely to be exported to taxpayers in
other communities, a feature which detracts from political accountability and responsible local
governance. The tax base of the EIT is also less evenly distributed than are most other taxes,
which enhances horizontal fiscal disparities. 3 7 The sharing of the EIT with local governments is
further complicated by two factors.

4.36 The first is the survival of the "ownership" criterion, which was developed and applied
under the planned socialist economy paradigm. This criterion has lost its relevance in the
transition to a market economy and has become a source of inequities.38 Taxpayers (enterprises
and individuals) should pay according to general tax assignment rules, including vertical
correspondence between assigned revenues and expenditures, exportability of taxes,
minimization of excess burden losses, application of the benefit principle and so on. But,
ownership of the enterprise is not a meaningful criterion for tax assignments. The use of the

35 Internal borders would allow the taxing by the importing jurisdiction and the zero rating by the exporting
jurisdiction.
36 A third alternative is the creation of regional VATs, as discussed in the next section. But the introduction of
regional VATs may not be wise given the many difficulties still present with the administration of the central VAT.
It has been recently argued that in most districts and for most taxpayers in China the VAT actually operates as a
traditional turnover tax and that almost half of the VAT due is evaded. See Bin (2000) {Bin, Yang, "China's VAT:
Difficulties with Further Reform and Proposed Solutions," Tax Notes international, 6 November 2000, pp 2183-
2198.1
37 As shown in Table 3.5, the inter-provincial coefficient of variation for the EIT in 1998 was 1.34, larger than those
for the VAT (1.11) and total revenues (1.24).
38 The "ownership" criterion for revenue sharing was used early on during the transition in Russia, other former
Soviet Republics and former planned economies in Central and Eastern Europe. Practically all these countries
abandoned the "ownership" criterion after several years.
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"ownership" criterion also provides local governments with significant incentives to develop and
own enterprises purely involved in private market activities. However, a key element of the
transition policy to a market economy in China should be to get the government sector
exclusively focused on the provision of public goods and services and discourage private sector
involvement.

4.37 The second factor is that tax sharing of the EIT is by place of registration or the
headquarters of the enterprise. This is also a source of inequities since enterprise activities, and
therefore the consumption of local public services, often take place in jurisdictions other than the
place of registration. As an increasing number of businesses will be operating simultaneously in
different local jurisdictions throughout China's territory, at a minimum, the revenues from the
EIT should be shared proportionally across local governments where the business operates. An
acceptable approach to the sharing of the EIT among all jurisdictions in which the enterprise
operates is to use an apportionment formula. The formulas used in other countries typically
approximate the share of the enterprise income in a locality by a weighted average of several
factors , which include the enterprise's share of labor, sales, and even assets in that locality vis-a-
vis the entire country. Because of the lack of other meaningful sources of revenue at the local
level, China may have to live with revenue sharing of the EIT between the central and local
governments, but how these revenues are actually shared can be significantly improved.

Tax assignment to local governments

4.38 There are several problems with the taxes assigned at the present time exclusively to the
local level. These taxes in general do not provide an adequate revenue base for local
governments. In fact, some of these taxes can be considered "nuisance" taxes, since the little
revenue they raise may not cover administration costs and therefore may not warrant the
compliance costs imposed on taxpayers. In addition, future reform and rationalization of China's
tax structure is likely to call for the elimination of some of the taxes now assigned to local
governments. For example, the business (turnover sales) tax kept in the 1994 reform at the local
level in such sectors as hotels and restaurants, entertainment, transport and communication or
construction, should be eliminated and these sectors covered by the regular VAT.

4.39 There are currently two taxes assigned to the local level which, looking ahead, have the
potential, if properly developed, to provide local governments with an adequate revenue base.
These are the personal income tax (PIT) and the property tax.

4.40 The PIT is a good choice for revenue sharing with local governments. However, the
current assignment of the progressive PIT at the local level is, in general, not appropriate because
redistribution of wealth and income through this tax should be countywide rather than within
separate local governments. At the present time, only citizens residing in the richer local
governments benefit from this redistribution.39 A way to address this dilemma is to split the
current PIT in into two new taxes, the first a progressive PIT assigned at the central level, and the
second, a proportional PIT assigned at the local level and piggybacking the national tax. This

39 There is another property of progressive PITs that also calls for their assignment at the central level. Progressive
PITs tend to work as built-in stabilizers for the economy since they increase the revenue take during economic
expansions and reduce it during economic contractions. Fine tuning this performance should be left to the central
government which is in charge of implementing macro stabilization policies.
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proportional flat-rate tax would have the same exact base as the national tax and would allow
local governments to set the flat rate between maximum and minimum rates legislated at the
national level.40

4.41 Two other issues need to be considered in the reform of the PIT. Actually, these two
issues should be considered even if the PIT is left with its current structure. If the sub-national
flat-rate PIT is to be shared among different local governments, its apportionment should be
considered to be implemented on the basis of the place of residence of the taxpayer rather than,
as currently done, on the basis of his "place of work" (or the locality where the employer is
registered). Again, the main reason for this is that taxpayers consume most public services at
their place of residence as opposed to their place of work.41 The second issue is the need to
address the current low revenue importance of the PIT in China. The share of PIT revenues in
total tax revenues in China is way under the norm of other transitional economies. As shown in
Table 4.10, the share of PIT in total revenues in China at 3 percent in 1995 compares poorly with
an 11 percent share in the NIS (newly independent states in the forner Soviet Union) in 1997.42
The simplest way to increase the relative revenue importance of the PIT would be to split the tax
into new taxes, as discussed above, and expand its tax base.43 The PIT tends to be an elastic
source of revenue with respect to income and thus these reforms would provide the central and
local governments with increasing sources of revenue for years to come. Moving early with these
reforms would have the advantage of minimizing opposition by local governments since both
levels of govemment would be winners.

4D The sub national flat rate could further be subdivided among different levels of government at the sub-national
level. For example, this is how it is done in Japan.
41 This is an issue only for those situations where an individual taxpayer's residence is in a different locality than his
place of work.
2 In OECD countries PIT represented 27 percent of total revenues in 1998. But, of course, this comparison is less

meaningful for China than that with NIS countries.
43 The most significant obstacle to the development of the PIT in China is the widespread use of fringe benefits and
compensation in kind. Raising tax rates or broadening the tax base is likely to lead to further use of non-monetary
forms of compensation. However, this is not an insurmountable obstacle. Other countries have faced it in successful
ways. For example, a simple way to deal with this problem in the enterprise sector is to disallow fringe benefits and
other non-monetary forms of employee compensation as deductions from the enterprise profit tax. Of course, this
solution does not work for public sector employees, since in this case the employer is not subject to tax. Another
possibility to increase PIT yields is to lower the exemption threshold. However, the current threshold is already quite
low at Y 800 per month, which is about 1 V2 times the per capita income A lower threshold needs to be weighted
against the increase in potential administrative and compliance burdens behind an increased number of returns.
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Table 4.10: The Share of PIT (personal income tax) Revenues in Total Tax Revenues

OECD* OECD NIS** NIS China*** China
1990 1998 1993 1997 1992 1995

Personal Income Tax 30 27 19 1 1 --- 3
Corporate Income Tax 8 9 9 11 20 13
Social Security 23 25 --- --- N/A N/A
Contributions
Payroll Taxes 1 1 20 22 N/A N/A
VAT and Other Indirect 30 30 30 37 61 67
Taxes
Other Taxes 8 8 22 20 19 17

Source: Organization for Economic Cooperation and Development (2000). Revenue Statistics 1965-1999. Paris:
OECD

** Source: Ebrill, Liam and Oleh Havrylynshyn. (1999). Tax Reform in the Baltics, Russia, and Other Countries
of the Former Soviet Union. Washington DC: International Monetary Fund.

*** Source: Bahl, Roy W. (1999). Fiscal Policy in China. Taxation and Inter-govermmental Fiscal Relations.
South San Francisco: The 1990 Institute.

4.42 With respect to property taxes, China currently has a variety of taxes falling on property,
often overlapping the same tax base and almost always yielding revenues well below capacity.
The clear direction for reform is to modernize and consolidate all existing taxes on property into
a single real estate property tax which uses market-based or more realistic and updated property
assessments. This reform will take time to implement and will require the development of fiscal
cadastres, with appropriate records and updated assessments, as well as effective billing and
appeals procedures. In the future, this tax may require a separate tax administration system at the
sub-provincial level.

The role of tax administration in inter-governmental fiscal relations

4.43 One of the important outcomes of the 1994 TSS reforms was the split of China's tax
administration system into two separate bodies, a central tax administration in charge of
collecting central and shared tax revenues, and a local tax administration in charge of exclusively
collecting local taxes. This was a more "incentive compatible" arrangement than the previous
system where a single tax administration body collected all types of taxes. However two
problems still remain in this area, which impact the overall performance of the system of inter-
governmental fiscal relations.

4.44 First, the old official and personal allegiances of central tax administrators to local
government officials, at the province, city and county levels, appear to continue. It is common
among local governments to provide both bonuses and penalties for the performance of central
tax administrators at their level. In some cases, the local governments also cover some of the
costs of central tax administrators, such as health insurance. This is troublesome because of the
potential conflict of interest. Local officials are likely more interested in increasing the after-tax
profits of enterprises they own than in increasing tax collections for the Central Government.
Thus there is still work to be done to eliminate the de facto dual subordination of central tax
administration officials.
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4.45 Second, while there are four levels of government at the provincial and sub-provincial
levels, there is only one tax administration organization. The conflict of interest and the moral
hazard problems that existed prior to the 1994 TSS reforms between the central and local have
reappeared in similar forms in the enforcement of all local taxes by one single tax administration,
now controlled by the provincial authorities. Counties and prefectures often feel that their
interests are not adequately addressed or given the right priority by the province-dominated local
tax administrations. In an ideal world, each level of government would have not only its own tax
revenues but also its own tax administration. In the future if China moves toward clear and
explicit assignments of tax revenues at the sub-provincial level, it would be desirable to consider,
at least on an experimental basis, the creation of separate tax administrations at the
prefecture/city level, and even at the county level. For example, in a reformed real estate
property tax s collections and enforcement could be entrusted to the county level, while
assessments could be assigned to the provincial level.

Recommendations for Reform

Increasing revenue autonomy at the local level:

4.46 The first priority in the reform of revenue assignments in China should be granting local
governments a meaningful degree of tax autonomy. This will be the best way to address existing
vertical imbalances and to increase efficiency and accountability of local budgets. However, it
needs to be recognized that this will not necessarily improve, but may actually worsen,
horizontal fiscal balance or the acute problem of lack of adequate resources across provincial and
sub-provincial governments. Of course, the way to provide autonomy and at the same time
reduce horizontal fiscal disparities is to strengthen the system of equalization transfers.

4.47 Therefore, the important policy question here is, what would be the best way to provide
tax autonomy? Tax autonomy at the local level can take the form of having discretion to
introduce new taxes, discretion to define and change the tax base of existing taxes, or discretion
to vary the rates for existing taxes. The least costly of these options, in terms of compliance and
administration costs and interference with the Central Government's ability to maintain
macroeconomic stability, is to confine local tax autonomy to choosing the tax rate levels of a
closed list of local taxes with common tax bases throughout the national territory.44 But what are
the best choices of taxes to be included in that list? There are no absolute and entirely clear-cut
answers. However, the taxes assigned to the local level should exhibit several properties,
including:

* they should encourage the link between payment and benefits received in order to improve
political accountability and help match the demand and supply for public services at the local
level,

44 Increasing tax autonomy at the local level does not necessarily mean that the overall tax burden in the country
would need to be increased. Local tax autonomy can be made revenue neutral by reducing the rates of existing taxes
or eliminating some of these taxes. But clearly, tax autonomy is not compatible with the concept of absolute control
of tax burdens by central tax authorities. The exercise of revenue autonomy at the local level through granting tax
concessions and privileges to enterprises is less desirable than changing general tax rates because the granting of tax
privileges tends to be less transparent and also less efficient as a means for creating the right business environment.
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* they should tend to be more equally distributed geographically to avoid creating large
horizontal disparities.

* they should not be exportable, in order to encourage responsible fiscal behavior,

* they should have immobile bases in order to minimize the distortions created by their impact
on factor location,

* they should be quite stable over time and in particular exhibit low sensitivity to the business
cycle because of the lower ability of local governments to finance deficits.

4.48 There are probably no taxes that can totally exhibit this list of desirable characteristics
and at the same time provide adequate revenue for all local governments. But clearly there are
better and worse choices that can be made in the assignment of local taxes on the face of these
desirable features. International experience suggests that the PIT and property taxes are the two
most important, if not the only two significant sources of revenue autonomy at the local level.
Some countries also rely, but much less so, on the taxation of consumption at the local level in
the form of sales and excise taxes.45

4.49 Hence, an obvious choice to provide local govemments with tax autonomy in China is to
develop the role of the PIT.46 Working to unleash the potential tax revenue of the PIT offers not
only a solution for the need for tax autonomy at the local level, but it also has the potential of
addressing the need for higher resources at the central level in the future. The PIT has the
potential to develop from its current nil importance into a much more important source of
revenue. This will require broadening the coverage and the base of the PIT. However, as
discussed above, the current progressive PIT is wrongly assigned at the local level of
government. The reformed PIT could be split into two different taxes. First, a progressive PIT
would be assigned to the Central Government. Second, a proportional flat rate PIT piggybacking
the national (progressive) -PIT would be assigned to the local level. This tax would be
(eventually) paid by the place of residence and would give local governments discretion to set
rates between minimum and maximum bands legislated by the Central Government. 47 The flat
rate PIT can be assigned to one single level of government or can be split in a pre-arranged
legislated way among different sub-national levels of government.

4.50 An equally good choice to develop local tax autonomy in China is to strengthen the
property tax and eventually to convert it into a modern real estate property tax. But from the
viewpoint of revenue adequacy, the property tax will take much longer to yield results. First,

45 See, for example, OECD (1999).
46 Note that the PIT, as the real estate property tax, are taxes that cannot be exported, have fairly stable performance
over the business cycle, have unmovable bases, and (if paid at the place of residence) create a link between benefits
received from public services and taxes paid.
47 The administration of a local flat-rate PIT is simple and administration and compliance costs can be kept at a
minimum if the tax base of the flat rate local tax is kept the same as that of the national PIT. To implement this tax
on a residence basis, employers need to be able to withhold taxes with the proper information on the residence of
employees/taxpayers. The best approach is to have a system by which individuals are mailed tax cards (by the tax
administration) showing the local tax rate they will be subject to over the next year and which they will have to
present to their employers.
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some major difficulties will need to be overcome. 48 It would need to become politically
acceptable, given the still widespread notion that it would not be affordable by most businesses
and households. Second, there would be a need for significant administrative improvements to
administer it fairly. Third, it is questionable that a real estate tax can function when there is no
developed real estate market. Nevertheless, none of these obstacles is insurmountable. Because
the property tax does have the potential of becoming a significant source of revenue at the local
level in the future, the necessary reforms should start now. But, it would be important to try to
avoid making the real estate tax overly complex and sophisticated. Simplified fiscal cadastres
and property assessment procedures, such as the presumptive methods used currently for the land
tax, can yield significant improvements in tax revenues. 49 The modernization of the property tax
has been discussed many times before. Now may be the time for the Government to give impulse
to this reform, at least on a pilot basis in several provinces. Improvement levies is yet another
form of property taxation that can be introduced in China. Such levies are common in many
countries and have become particularly effective in Latin America over the past decade.

4.51 Several other options exist for enhancing revenue autonomy at the local level in China.
These alternatives may be more problematic with respect to the desirable features for local taxes
reviewed above, but may be more effective in raising revenue capacity at the sub-national level..
One of these options is the introduction of local surcharges on (centrally assigned) excise taxes,
such as those falling on alcohol or tobacco products.50 This would require the ability to charge
the tax by the place of final destination or consumption, by using, for example, stamps from
different provinces at the factory or point of importation. The possibility of "contraband" across
jurisdictional boundaries is a limitation to different local surcharges. Another option is the
introduction of a local surcharge on the EIT, giving local govemments discretion to set rates
between minimum and maximum bands legislated by the Central Government.

4.52 The clear strategy for China is to start working immediately on developing a modern real
estate property tax and the surcharge or piggyback tax on PIT, and perhaps surcharges for
excises and EIT. However, in the shorter term there will be a need to continue to rely on the
sharing of the central and local government in the broad consumption taxes and the EIT.

4.53 In terms of consumption taxes there are two possibilities that need to be mentioned but
which are far from ideal. One such possibility is the introduction of a final or retail sales tax at
the local level.52 This would be a superior tax to the turnover sales (or business) tax currently in
place in those sectors of the economy that were not integrated under the VAT in 1994. Although
difficult to implement well, a final sales tax should avoid most of the multiple taxation and
cascading present under the business or turnover tax. Although the choice of a final sales tax

48 See Bahl (1999).
49 The big suspect for the lack of revenue yield of the current property tax is the outdated methodology to arrive at
property values, based on the use of historical building costs.

0 There has been stiff local opposition in recent times to the creation of a national excise tax on petroleum products
as a substitute to the many taxes and fees now being charged on petroleum products at the local level. A national
excise tax with local surcharges on petroleum products could be a reasonable compromise to this policy logjam.
51 But given the size of China's provinces and the likely higher transportation costs, cross-boundary smuggling may
be less of a problem in China than in most other countries.
52 For example, Russia introduced an optional one at the regional level in 1999 and over two-thirds of the regional
governments adopted the new regional sales tax, all of them using the maximum allowed 5 percent rate. Canada also
has a provincial final sales tax at the provincial level.
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could provide a significant degree of revenue autonomy to local governments, its introduction
would likely create problems with increased compliance and administration costs since it would
exist side by side with the existing VAT. Thus, in general this is not a desirable option. A second
possibility, and one that is conceptually superior, is the introduction of a destination-based
provincial VAT, with discretion to set rates, and implemented side by side with the national
VAT.53 We say a "conceptually superior choice" because in practice a regional VAT will
require a very well developed tax administration and enforcement of the VAT and these
conditions are not present at the current time in China. Thus, this may not be a desirable option
either for China at the present time.

4.54 At least in the shorter term, there is little choice but to continue to share the VAT with
sub-national governments. However, two fundamental problems will need to be addressed: First,
the services sectors now taxed with the local "business" tax should be folded into the VAT, and
the current "business" tax should be eliminated. Second, the revenue sharing system and
apportionment of the VAT should be radically reformed, as discussed below. Important changes
also need to be introduced to the revenue sharing and apportionment of the EIT.

Improving the tax sharing system for VAT and EIT

4.55 Revenue sharing for VAT and EIT between the central and local governments still suffers
from fundamental flaws. Sharing the VAT on a derivation basis (including the practice of
rebating 30 percent of "new" central revenues from VAT) causes an unfair and inefficient
apportionment of revenues among local governments. The current revenue sharing system for the
VAT, in particular, is a main contributor to the very large and increasing fiscal disparities across
local governments in China and it will not be sustainable in the longer run. The best solution is
for China to follow in the footsteps of other transition countries, such as Russia, Ukraine and
Kazakhstan, and fully assign the VAT at the central level. A share of this pool of revenues will
then be shared with local governments on a per capita basis or on the basis of provincial
aggregate consumption data.5 4 Given the magnitude and importance of these changes, it is
important to put emphasis again on the fact that these reforms, as all others advanced in this
chapter, need to be coordinated and to form an integral part of the comprehensive reform that
ensures efficiency, fairness and vertical balance in inter-governmental fiscal relations. In the
short-run, the government may consider phasing out the rebates and designating a fixed portion
of VAT revenues for equalization purposes.

4.56 The current practice of sharing the EIT first on an ownership basis and second according
to where the company is actually registered produces a revenue apportionment that is unfair and
unrelated to where economic activity takes place. This leads to a lack of correspondence between

53 Several options are available for setting a system of regional VATs. See, for example, Bird and Gendron (1998)
and McLure (1998) An approach known as the "dual federal/state VAT, with compensating VAT on interstate
trade," proposed in Brazil and Argentina several years back but never used, a federal "compensating VAT" is
charged on all interstate sales in addition to the regular federal VAT. Registered taxpayers in the other state are able
to claim a credit for both the compensating tax and the regular tax. In this system sellers only deal with two
situations; for sales within the state, the state rate and the federal rate, and for sales outside the state, the federal rate
and the compensating tax rate. The province of Quebec in Canada operates a slightly different provincial VAT side
bv side with the federal VAT.

Since the available provincial aggregate consumption data includes the consumption of services, it would be
important, if this method is used, that services become subject to VAT and that the business tax is eliminated.
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the demand for public services and the availability of budget resources. Proper apportionment of
the EPT will require first, the elimination of the ownership principle and second, the use of an
apportionment formula based on the geographical distribution of the enterprise's payroll and if
the information is also available, on sales.

Rationalizing the current system offees

4.57 The current policy thrust of "converting fees into taxes," designed to bring extra-
budgetary funds into the regular budget, should be continued. Extra-budgetary funds, especially
at the local level, need to be controlled and reigned in. However, there is also a need to
coordinate this policy with the reform of other elements of the inter-governmental fiscal relations
system. The extraordinary growth in the use of fees and extra-budgetary funds at the local level
in China should be seen as a rational response from local government to cope with a system that
has deprived them of any meaningful revenue autonomy, where additional collected revenues are
subject to claw-back, and with a system that provides local governments with limited discretion
on the expenditure side of the budget. Even though the extensive use of fees and extra-budgetary
funds at the local level undermines accountability and efficient budget and expenditure
management, these practices also have helped to increase revenue mobilization at the local level,
which has helped to some degree fund the delivery of basic services that otherwise may have
never been provided. The use of fees also has fostered cost recovery practices in some areas of
public services, which has improved the overall efficiency of public expenditures.

4.58 This means two things. First, the policy of "fees into taxes" needs to be accompanied by
the reform of revenue assignments at the local level to provide local governments with
meaningful tax autonomy. Fees should not be phased out until alternative autonomous sources of
revenue are in place. The vociferous opposition to the recent rural fee reform stemmed from the
fear that the provision of vital services, such as basic education, would be jeopardized until
replacement revenues could be assured. The fact is that local governments already have enjoyed
a significant degree of tax autonomy through the imposition of fees. This autonomy, however,
may have been both too costly in its impact on economic activity and has often been unfair.
Second, the policy of "fees into taxes" needs to separate between necessary and desirable fees
and those that are not. In particular, cost recovery practices, i.e., fees that are charged to users of
public services and which are commensurate with the cost of providing these services, should be
kept. Local governments need to increase their reliance on user charges to finance public utility
services such as water and sewerage services, and in particular, public housing.

Introducing formal revenue assignments at the sub-provincial level

4.59 The lack of formal revenue assignments at the sub-provincial level to a large extent has
subjected sub-provincial inter-governmental fiscal relations in China to the same ills and
problems that were present at the central-provincial level before the 1994 TSS reforms.
Although it may have helped provincial governments to implement a more flexible budget
policy, the lack of formal revenue assignments has hurt revenue predictability and government
accountability at the local level. The lack of formal revenue assignments has discouraged
revenue mobilization and encouraged the use of extra-budgetary funds at the local level. The
reform of revenue assignments in China should mandate provincial governments to adopt general
principles for how to structure revenue assignments at the sub-provincial level to increase their
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stability and transparency. This will require both own revenue sources and tax sharing rates to be
fixed for a period of several years. That is the most desirable strategy given the size and
complexity of China's sub-national governments. However, if that strategy is deemed potentially
ineffective, the Government needs to weigh the advantages of fully legislating the most
important aspects of revenue assignments for each level of government in the country to ensure
revenue adequacy at the lower levels.

4.60 However, it should be clear that revenue uncertainty and the negative incentives toward
revenue mobilization will not be simply eliminated by fixing revenue assignments. This goal will
also require "neutralizing" any other ability of upper-level governments to claw-back lower-level
governments' revenues. This will require, among other things, a system of transfers based on
formulas and objective and predictable criteria and the adherence to a hard budget constraint
culture for all dealings between different levels of government.

Reforming tax administration at the sub-provincial level

4.61 The first priority in improving tax administration in China should be to strengthen central
tax administration by modernizing management, process and technologies. The de-facto
subordination of central tax administrators to the local authorities may still create a moral hazard
when it comes to enforcing central taxes if local officials have conflicting interests. The Central
Government could strengthen its control over the territorial offices of the central tax
administration making it illegal for local governments at any level to provide compensation of
any kind for central tax administrators.

4.62 Some problems in tax administration are also developing at the sub-national level. The
subordination of local tax administrators to the provincial authorities creates conflicts of interest
vis-a-vis lower-level governments. For example, provincial tax administrators may not have
much interest to collect county level taxes Some of these problems may be addressed by drawing
incentive compatible contracts between the lower levels of governments and the tax
administration. A possibility that needs to be considered is the eventual creation of tax
administrations at other sub-provincial levels charged with the enforcement and collection of
their own local taxes. The danger of course, is that the scarce administrative capacity will
become more diluted, thus delaying the modernization of tax administration. The creation of
several sub-national tax administrations would be meaningful only if the reformed revenue
assignments allocate exclusive taxes at these lower levels of government. This could be done on
a pilot basis in some provinces. Note that piggyback taxes tend to be incentive compatible since
the upper-level government wants to collect its own tax anyway. Therefore, a local flat rate PIT
could be administered by the central tax administration if the center were to introduce its own
progressive PIT.
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5. BUDGET PROCESS AND INSTITUTIONS AT THE LOCAL LEVEL

The Central Government has launched large-scale reforms of the budget process over the past
three years and some important reforms (zero-based budgeting and a treasury system) also have
been introduced at the sub-national level. Nevertheless, the reforn of the budget process at the
sub-national level has lacked depth and comprehensiveness. The budget process at the sub-
national level still lacks: meaningfil budgetary autonomy, the key to increase expenditure
efficiency, the right incentives for improved performance, and proper mechanisms to hold
officials accountable, in particular ex-post audit and evaluation.

5.1 The budget process at the central and local government levels in China is based on the
1994 Budget Law and its implementing regulations. The central government authorities have a
strong commitment to budgetary reforms and some significant progress has already been
achieved in the strengthening of public expenditure management. Large-scale reforms have been
carried out since 1999, yielding the following results:

* The design of a detailed GFS-based classification system, which is expected to be used for
the preparation and execution of the Government budget at both central and provincial levels,
with effect in the 2002 fiscal year;

* The establishment of a Treasury Department with a clear-cut distinction of its role and that of
the People's Bank of China;

* The introduction a new treasury system, including a treasury single account (TSA) and
modernized procedures for payment processing and accounting;

* The design of a government financial management information system (GFMIS) is currently
being piloted in a few line-ministries as well as in some provinces.

5.2 As a precursor to budget reform at the national level, since the early 1990s the budget
process at the local level also has undergone several important reforms. These include the
adoption of a "zero-based" budgeting approach with the objective of better prioritizing the use of
available resources (Box 5.1), and an effort to decrease the importance of extra-budgetary funds
by converting fees and charges into taxes and bringing the funds into fiscal accounts. The depth
and scope of these reforms were examined in field studies of Hebei and Gansu Provinces.
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Box 5.1. The Adoption of a "Zero-Based" Budgeting Approach with the Objective of Better Prioritizing the
Use of Available Resources

To move away from the incremental base number technique, local governments have been experimenting
with ZBB since 1993, including Hebei Province. ZBB puts more emphasis on the planned activities of a spending
bureau rather than on last year's budget (base number).

In principle all expenditure proposals are reviewed, not just the increment over last year. Expenditure norms
for office expenses are included in the finance bureau's budget circular. The spending bureaus are required to put
considerable detail on its "special projects" in the budget draft, which allows the finance bureau to probe the
proposed expenditures more thoroughly, and to better assess the expected outputs of the bureaus. According to the
local authorities, their budgeting practice also puts more emphasis on controlling personnel costs, as the more
detailed budget proposals allow for a check of actual personnel rather than the quota of personnel assigned by the
Personnel Bureau.

Local authorities argue that the ZBB technique has enabled them to better control overall expenditures,
control wage costs, and readjust expenditures in priority areas. However, they feel that the technique is limited by
the inability of finance authorities to alter personnel costs, which is the first charge and a large part of budgetary
expenditures.
Source: World Bank (2000), China: Improving Public Expendituresfor Better Results.

5.3 Local level budget reforms are only just beginning. Progress has been too slow in the
effort to bring extra-budgetary funds into the regular budget, and the structure of local budgets
remains fragmented, with extra-budget and off-budget funds representing nearly half of all funds
of consolidated local budgets. At the local level, budget classification is still not presented in a
way that conveys information on the use of resources and objectives of spending programs to
facilitate the decision process of policy makers. The approval of budgets, despite recent
government efforts, continues to take place too late in the year-as late as the last two months of
the fiscal year in some of the townships visited in the field. In such cases budgets are little more
than an ex-post financial statements of government activities. Despite the reform initiated to
introduce a modem treasury function, the preparation efforts for this reform remain inadequate
and the timeline planned for these reforms unrealistic. As a result, controls over budget
execution remain weak. Ex-post external audit is still in the development stage and budget
evaluation practices are practically non-existent (Box 5.2).

5.4 The current reforms of the budget process at the local level present two sources of
weaknesses. First, the reforms lack an adequate scope. Second, the reforms lack
comprehensiveness. The current piecemeal approach fails to capture the interrelationships and
dependencies that exist among the different stages of the budget process. Note that this is not as
much a question of timing, since a phased-in approach may be more effective, in vision and
comprehensiveness. For example, efficiency at the local level cannot be increased without
increasing budgetary autonomy, but the latter will not be effective without significantly
strengthening the accountability of local decision makers. The piecemeal approach to budgetary
reform in China compares somewhat unfavorably with the reforms taken or those underway in
other transitional countries in Central and Eastern Europe and in the Former Soviet Union. The
typical reform at the sub-national level in these countries has examined all aspects of the budget
process and articulated a coordinated reform design either in a budget code for the entire public
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Box 5.2. Shortcomings in the sub-national budgeting system in China

The major weaknesses in the sub-national budgeting process are:

(i) The period allowed for the preparation of the budget is too short. With budget preparation commencing in
November each year, there are only two months before the start of the budget year in January. This cramps
the ability of the budget units to work out the details of expenditure plans and prioritize them.

(ii) Expenditure formulation is done on an annual basis, and the budget is not linked explicitly to a medium term
strategy or to a multi-year plan.55

(iii) Late approval of the budget and the long delay in effecting appropriations means that spending units cannot
plan their spending efficiently, and a significant portion of expenditures is bunched in the last months of the
year.

(iv) The considerable uncertainties regarding earmarked subsidies compounds the problem of expenditure
planning, since the level and specifics of funding are not known for several months of the budget year.
Further, to provide matching contributions to central earmarked programs, expenditure allocations have to be
changed during the course of the year.

(v) Budgeting is essentially incremental and characterized by a passive distribution of available resources among
existing structures and services. Because a significant proportion of expenditure is committed to salary
payments, flexibility for project-based allocation is limited.

(vi) In the absence of a proper planning, implementation of expenditures is mostly ad hoc and often driven by the
negotiating strategies of the spending units and orders issued by political leaders.

(vii) Extra-budgetary funds finance portions of expenditures in most departments at the sub-national levels, and
many investment expenditures are financed from extra-budgetary funds. In fact, the local governments have
responded to the re-centralization reforms in 1994 by increasing extra-budgetary revenues.

(viii) The lack of clarity in the functions of budget formulation, implementation, management and control among
agencies creates conflicts of interest and hinder effective monitoring and audit.

sector or separate budget codes for the central and local governments. These are, however,
controversial issues, which will require considerable work to build consensus. But, China could
benefit from studying more closely the budget reform processes in other transition economies.

5.5 The relevance and importance of reforming the budget process at the local level in China
lies in the fact that budget procedures and institutions are key determinants of the overall level of
efficiency in the delivery of public services. Increasing efficiency in the delivery of public
services requires both an explicit statement of budget priorities and budget institutions that are
effective in implementing those policy priorities. A clear statement of priorities in turn, requires
a budget approach that ensures the simultaneous prioritization of all government activities, on
and off budget. The effective implementation of budget priorities requires budget institutions that
provide clear positive incentives as well as penalties to induce spending agencies to adhere to the
stated priorities during budget execution. The rest of this chapter examines the current level of
budgetary autonomy and practices in budget formulation, execution, and audit and discusses
possible options for reform.

Is budgetary autonomy adequate at the local level?

5.6 As a unitary country, all budget authority in China is delegated by the Central
Government. However, even within a unitary state, increasing the efficiency of local government

55 In principle, the Five Year economic development plans provide a medium-term perspective for budgeting. In
reality, the budget projections are very weak in these five-year plans.
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budgets and realizing the benefits of decentralization are only possible if there is an adequate
degree of budgetary autonomy at the local level. The exercise of budgetary autonomy at the
local level has several dimensions.

5.7 First, budgetary autonomy at the local level requires that local governments be able to
prepare their own budgets separately from the budget of the Central Government and any other
upper-level government. In practical terms, this requires that local governments be able to
approve their own budgets even if the upper-level government fails to approve its budget on
time. For this to be possible, local governments must have sources of budget revenues that are
certain and stable. If part of the funds come from the upper-level government, as in the case of
tax sharing and transfers, these funds must be determined by fixed and stable rules in the case of
revenue sharing and by formula in the case of transfers. In this regard, the instability of tax
assignments at the sub-provincial levels has been harmful. Earmarked funds that are allocated
on an ad hoc basis by higher levels also hinder local budgeting, unless they are made well in
advance of the budget year. Another possibility for maintaining the autonomy of local
governments in this regard is to introduce different and lagged budget process schedules for
lower- level of governments so that when it comes time to make their own decisions, the upper-
level governments already have made theirs. This would require staggered budget calendars
with some meaningful period of time allowed between the approval of the budgets at different
levels of government, starting first with the Central Government budget.

5.8 Actual budgetary practice at the local government level in China has not complied with
this dimension of local budgetary autonomy. In reality, the budget processes at the five levels of
government are hierarchically interlinked. Provincial budgets cannot be formulated and approved
until the Central Government budget is approved. Similarly, the budgets of prefectures and cities
cannot be approved until the provincial budget is approved, and so on for counties and
townships. The traditional late approval of the Central Government budget started a chain
reaction, which led to many local government budgets being approved very late in the year. This
practice took away significantly from the usefulness of the budget as a planning and policy tool
and relegated it merely to an accounting document. The recent reforms, such as in Hebei
Province, which start the budget cycle in March of the previous year should help address this
problem. However, for such reform to be meaningful, other reforms such as the use of stable
rules and formulas for inter-governmental transfers and the use of a medium term budget
framework will be needed to bring more budgetary autonomy at the local level.

5.9 A second dimension of local budget autonomy is the ability of local governments to
increase and decrease the size of their budgets through the exercise of an adequate degree of tax
autonomy. As discussed in chapter 3 on revenue assignments, there is at the present time in
China practically no autonomy at the local level to raise revenues at the margin.

5.10 A third dimension of local budget autonomy is to enjoy sufficient stability and
predictability of revenues and expenditures. The 1994 TSS reform introduced stability and
certainty in revenue assignments for provincial governments. But, as discussed in chapter 4,
there is no formal revenue assignment at the sub-provincial level, and the system is still
evolving. The current system of transfers, rebates and withdrawals are still changed every year
by upper-level governments. In addition, there is still an element of the negotiated (and
uncertain) system that prevailed prior to 1994. The requirement of hefty matching contributions
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for many earmarked but undefined transfers by upper-level governments often forces lower-level
governments to maintain substantial reserves of funds during a big part of the year until the
earmarked funds and the matching conditions are made known. Again the use of medium term
budget framework and the use of stable rules and formulas would help local governments better
cope with these issues. Explicit and stable revenue assignments at the sub-provincial level are
also critical to increase budget predictability and certainty.

5.11 A fourth dimension of local budget autonomy is that local governments have discretion to
use their resources, or most of them, according to their own priorities and that they have freedom
to deliver public services using the production techniques and combinations of inputs they
consider to be most cost efficient. Although the current budget system performs actually better
in this dimension, here again, local governments fall short of being able to pursue their own
expenditure priorities. Besides the very significant amount of earmarking of resources through
conditional matching grants, there is currently a long list of laws and regulations local
governments must take into account in the formulation of their budgets (Table 5.1). In particular,
there are three laws that all local governments need to obey in preparing their budget: the Law on
Scientific Progress, the Law on Education, and the Law on Agricultural Development. All three
laws require that the percent increase in budget expenditures in these areas exceed the percent
increase in recurrent spending in the budget. 5 In fact, however, few local governments actually
comply with all these laws and regulations-for example, even the prosperous province of
Jiangsu has not increased the share of its budgetary expenditures on education, as required by the
Education Law.

56 For other laws and regulations, it is unclear which are compulsory and which can be simply taken as general
working principles and guidelines for budget formulation.
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Table 5.1: List of Laws and Regulations that Local Governments Take Into Account in the Formulation of
Budget

Function Laws and Decisions Spending Target
Education * Central Government Decision on Reform of the

Education System, May 27, 1985
* Compulsory Education Law, approved on April 4 percent of GDP by Yr

12, 1986 and put into effect on July 1, 1986 2000
* General Guidelines for Education Reformn and

Development, February 13, 1993
* Teachers Law, approved on October 31, 1993

and put into effect on January 1, 1994
* Education Law, approved on March 18, 1995 and

put into effect on September 1, 1995
* the percentage of budgetary allocation to

education in fiscal expenditures should increase
by one percentage point every year for the
Central Government...and by one to two
percentage point every year at the provincial
level, approved by Ministry of Education in
December 1998, and approved by the State
Council in January 1999 (to mandate provinces
to implement the plan).

Agriculture * Agriculture Law, July 2, 1993 Spending growth higher
* Agriculture Technology Spreading Law, July 2, than revenue growth

1993
Propaganda and * Central Government Decision on Some Expenditure Growth no
Culture Important Issues of Strengthening Socialist lower than overall

Spiritual Civilization Construction, October 10, revenue growth
1996

Science * Science and Technology Development Law, July Spending 1.5 percent of
2, 1993 GDP by Yr 2000

* State Council Decision on Speeding Up Science
and Technology Progress, May 6, 1995

Environmental * State Council Decision, August 3, 1996 Spending 1.5 percent of
Protection GDP by Yr 2000
Health Care * State Council Decision, January 15, 1997 Spending increase not

lower than revenue
growth; per capita
spending from Y2.6 to
Y 4 by Yr 2000

Civil Service * Civil Service Law, approved on April 24, 1993 Wages similar to SOE
Wages and put into effect on October 1, 1993 wages
Source: World Bank (2000), China: Improving Public Expenditures for Better Results.

5.12 Budgetary discretion is also undermined by the flow of unfunded mandates from the
Central Government. The most important of these mandates is the setting of wages for local civil
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servants by the central authorities.57 This lack of flexibility detracts from the ability of local
governments to keep more able employees or to take advantage of local labor market conditions.
In practice, we also found that county governments in Gansu Province were burdened with the
requirements from upper-level governments to hire recent graduates of universities, high schools
and technical middle schools, in effect working as employers of last resort. Discretion on how to
spend resources to minimize the costs of delivering public services is further diminished by the
fact that the Committee for Public Service and the Personnel Bureau also determine staffing
levels for all agencies. To add to the damage, at the spending unit level, managers have little
incentive to save in personnel because this budget item is budgeted separately. Saving in
personnel simply means foregoing the budget allocation. Indeed, in times of uncertain and
unstable transfers, the only certainty local governments can count on is the commitment to pay
salaries. It was no wonder, then, that budget expenditures were loaded up with wages and
salaries, as local governments moved other (more discretionary) spending off budget. For poor
regions, adding staff is often the only mechanism for getting more transfers from higher levels.

5.13 Increasing budgetary autonomy and discretion in decision-making will require
controlling the practice of unfunded mandates. But, to extrapolate from international experience,
it may not be sufficient to prohibit them by law. What will be required in addition is the exercise
of legislative restraint at the Central Government level as well as several other measures.58

Granting local governments increased powers for hiring and firing is also required, for the
determination of optimal staffing levels, and for wage setting.

Issues in Budget Structure and Formulation

5.14 Budgets represent one of the most significant fiscal policy instrument in the hands of
government and, therefore, need to provide complete information to policy-makers and convey
clear information on policy objectives. The current budget structure at the local level in China
appears to do neither of those things.

5.15 Linking budgets with policy. A fundamental problem with budget formulation at the local
level is the lack of an explicit and consistent link between the budget and clearly stated and
affordable policy objectives. Sub-national budgets are supposed to reflect general goals in the
national and provincial economic plans, comply with an array of legislated expenditure priorities
coming from the Central Government, respond fully to the directions of the Employment Bureau,
and also reflect the preferences and priorities of local residents. The outcomes are disjointed

57 Unfunded mandates also arise from entitlements in central government laws, such as the access to free basic
education in the Law on Education. With respect to wage setting, it should be noted that sub-national governments
have discretion in some areas, at least de facto, since a substantial part of take-home pay comes from bonuses and
supplementary pay, which are locally determined Moreover, non-civil service employees are not subject to national
wage guidelines. For example, substitute teachers in Hezheng and Jishishan counties in Gansu province are paid
under quite different scales.
58 These measures could include the creation of a watch-dog comnuittee at the National Peoples' Congress to review
ex-ante draft legislation for the existence of unfunded mandates, the creation of an inter-governmental permanent
commission with broad representation to evaluate ex-post the appearance of mandates, increasing the clarity and
transparency of the assignment of expenditure responsibilities, especially in those areas where there are concurrent
responsibilities, mandating that all relevant new legislation be accompanied by a study quantifying the costs or
effects on lower levels of government, and by explicitly requiring that expenditure mandates must specify financing
sources.
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budgets which can only partially satisfy, if at all, the many masters. A decentralized system of
government achieves efficient results in the allocation of resources and its operation only when
local governments become accountable to their constituencies and they are able to choose on
their own their policy goals and expenditure priorities. The goals of upper level governments
need to be pursued with their own budgets and by using the proper means, such as matching
transfers, to provide incentives to lower level governments in the use of their resources.

5.16 Extra-budgetary funds. One of the most glaring problems with the structure of local
budgets in China is the overwhelming presence of extra-budgetary and off-budget funds. Despite
the current policy to convert fees and charges for extra-budgetary funds into taxes feeding
directly into the regular budget, extra-budgetary funds represent close to half of all the resources
available to sub-national governments. The current importance of off-budget financing is clearly
shown in Table 5.2 (and earlier in Box 2.1), which compares budgetary allocations and actual
expenditures for the most important expenditures items in Hunan Province. Budgetary
allocations actually financed in 1999 only 16 percent of actual health expenditures and 46
percent of actual education expenditures. The lack of regular budgetary coverage is further
dramatized in Table 5.2 by the estimation of personnel costs as a percent of budget allocations .
In the case of health personnel costs represented 220 percent of the budgetary allocations for that
sector. In the case of education, personnel cost were 125 percent of the budgetary allocations.

Table 5.2: Hunan Public Expenditures (1999)

Budgetary Actual % financed by Personnel Personnel costs As %
Allocation Expenditure budget Costs of budget aUocation

(billions yuan)
Education 4.45 9.63 46% 5.58 125%

Primary Schools 1.44 3.33 43% 2.45 170%

Middle Schools 1.73 3.55 49% 2.45 142%

Health 1.17 7.23 16% 2.57 220%

Agriculture 2.27 3.16 72% 0.87 38%

Urban Maintenance 1.28 1.55 83% 0.50 39%

source: Hunan Provincial Government.

5.17 The extensive use of extra-budgetary funds violates only key principles of budgetary
policy-the completeness and comprehensiveness of public budgets. Such extreme
fragmentation in decision-making does not allow proper prioritization in the use of available
resources, thus compromising the most fundamental step in increasing the efficiency of public
expenditures. With the exception of some cost recovery fees for self-sustaining activities, there is
no reason for the existence of extra-budgetary funds at the local level. But effective elimination
of extra-budgetary funds at the local level requires understanding why extra-budgetary funds
have become and remain so popular among local governments in China, and addressing those
causes with other coordinated policies.

5.18 Approach to budget fonnulation. Traditionally, budget formulation in China has been
input-oriented, building incrementally on the resource allocations of past years without focusing
on goals, outcomes or performance. This approach made it difficult, if not impossible, to
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properly prioritize public expenditures. Budget formulation procedures appear in many cases to
be rudimentary and not conducive to fiscal discipline. For example in the counties visited in
Gansu Province, budgets employed a "base number method" for budget formulation. This meant
that allocations were made according to the actual number of people employed rather than
according to the number of positions approved. In these counties non-personnel expenditures
were actually allocated on an application-basis during budget execution rather than on pre-
determined appropriations.

5.19 The ongoing reforms have adopted a "zero-based budgeting" approach as the vehicle to
force budget officials to break with the budgetary inertia of the past and prioritize public
expenditures. Zero-based budgeting indeed could be an effective instrument to force officials to
reconsider overall budget allocations in the first few years of the reform. However, the choice of
zero-based budgeting as the main thrust of the current reform effort of the budgeting process at
all levels of government raises several important questions.

5.20 First, none of the levels of government is truly practicing or plans to introduce a rigorous
version of zero-based budgeting. Most notable is the fact that wages and salaries, which in some
local governments reach over 70 percent of the budget, are not included in the "zero-budgeting"
exercise. Indeed, staffing decisions and, to a large extent, salaries are outside the control of local
budget officials. Unless this is re-evaluated, the budget process at the sub-national level will
continue to be driven by the most conspicuous practice of past years, the input-oriented priority
of paying for all employees. Second, beyond the first few years of the reform, the Government
may look for alternative budget paradigms. Zero-based budgeting is a technique that has been
discontinued in other countries because it was seen as impractical and too costly to administer. In
the medium term, it will be desirable to start adopting program-based budgeting with specific
well-defined outcomes and performance expectations in each program, and explicit budget
ceilings and flexibility of implementation for each program manager. The adoption of program-
based budgeting will require significant preparation and effort, but it does not have to be
introduced all at once for all budget organizations and at all levels of government. At any rate,
the experience of other countries shows that effective budget process refonn depends less on the
actual technique chosen and more on creating the right incentives and introducing the
appropriate institutional arrangements for improving performance. 59

5.21 In the actual mechanics of budget formulation and approval procedures, the new
approach follows two cycles of upward and downward information. After the finance bureau
issues the budget circular, the spending units send their requests for fund allocations for next
year to the finance bureau. These requests are still in the form of wish lists because the budget
circular does not contain expenditure limits or caps for the spending units. These requests get
trimmed and sent back to the spending units by the finance bureaus, this time with an
expenditure cap for each unit. The spending units submit their second round of requests which
are reviewed by the Peoples' Congress. After approval, the finance bureau submits the budget to
the higher-level government for record, and eventually sends a notification of the appropriations
for next year to the spending units. Despite the recent reforms, the budget formulation and
review process is still cumbersome. It would be desirable to start the budget process with a
message in the circular of the Government's priorities, the overall fiscal envelope for the year,

59 See, for example, Public Expenditure Management Handbook, The World Bank, Washington D.C., 1998.
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and individual expenditure caps for each spending unit. A multiyear budget framework would
facilitate the introduction of caps for each spending unit from the first round onwards. The
adoption of this approach would not only provide spending units with more relevant information
from the start but would also cut the budget preparation process time by requiring only one step
up from the spending units to the finance bureaus. Having a process whereby the legislative
branch of government reviews and approves the annual budget provides some checks on local
government accountability. Of course, budgets should be subject to audit and budget officials
held accountable for holding the law.

5.22 Budget classification. The current budget classification is a mixture of economic and
functional classifications and it mixes recurrent expenditures with capital expenditure concepts.
The lack of a modern budget classification system in China continues to hamper public
expenditure analysis and it is likely to severely diminish the ability of policy makers to make
efficient use of budget resources. In recognition of the current shortcomings, over the past year
the MOF has assigned high priority to introducing a modem budget classification, including
separate economic, functional and organization classifications, following the DMF-GFS
guidelines. This would improve the information flow to policy-makers. It would also facilitate
economic analysis of the budget, in particular, what is the relationship between resource use and
programs' outcomes and performance. To install the new budget classification scheme will
require substantial training and preparatory work at the local levels. In Hebei officials are eagerly
awaiting central guidelines to proceed. In Gansu there is less awareness of the changes required.
Some provincial governments have followed the lead of the MOF and have formulated
organizational budgets, which show all the resources (on budget and off budget) available to the
spending unit for the fiscal year. However, these reforms clearly fall short of what will be needed
to make the budget transparent as well as a useful tool for policy making.

5.23 Improving budget reporting on tax expenditures and hidden liabilities. There are several
budget activities that currently go unreported and which also escape regular budget scrutiny. The
first is the granting of tax incentives and other favorable tax treatment to particular activities or
enterprises. The impact of tax exemptions and credits on the budget is equivalent to the impact of
regular expenditures, hence the label "tax expenditures." Although the central authorities have
tried to prohibit the practice, local govemments in China have provided and continue to provide
tax incentives, primarily to encourage economic development. The problem with these
expenditures is that they are less visible than regular expenditures and, most of the time, are not
subject to a periodic review. Because tax expenditures also use budget resources, they should
come under the same scrutiny as any other budget resource. A practice used in OECD countries
is to introduce a "tax expenditures" annex to the annual budget showing the estimates of the
revenues foregone due to the granting of tax preferences and other fiscal privileges. Local
govemments also provide hidden and soft loans to enterprises, and in some cases government
loan guarantees. These represent indirect use of budget resources or hidden liabilities. By
requiring govemments to explicitly budget for the cost of soft loans and for contingent liabilities,
decision makers will be forced to assess the opportunity cost of these funds vis-a-vis the rest of
budget choices. It also will help protect local governments from the risk of default if the
contingent liabilities are large.

5.24 Medium-term expenditure framework. A major problem with sub-national budgeting in
China is the lack of predictability and stability in budget flows. One way to address these
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problems is to adopt a medium-term expenditure framework (MTEF) at the central and
provincial levels. Budgetary certainty at the local level , of course, depends more crucially on the
adoption of medium term framework at the central level. But, this is also a complex task, which
will demand considerable amounts of time and effort to be completed. The work should be done
in phases focusing first on a medium-termn macroeconomic outlook and budget aggregates. An
MTEF requires an explicit statement of specific medium-term fiscal objectives and the
development of three-year projections for the budget, including expected revenues and transfers,
aggregate expenditures by function, the projected budget deficit and its financing. This budget
tool allows establishment of a stronger link between budget priorities and budget formulation.
The MTEF offers several other advantages. It reveals more clearly the recurrent expenditure
implications (in terms of operation and maintenance costs) of capital investment projects. It
enhances efficiency by allowing expenditure programs to follow more stable and predictable
paths. It encourages government officials to look ahead and establish expenditure priorities over
time. It provides governments with an early signal to anticipate budgetary imbalances due to
spending commitments in future years. On the other hand, the MITEF should be seen only as a
planning tool and not as a budget that commits funds in future time periods. This is important
because the macroeconomic conditions of future years may or may not allow for the conversion
of planned spending into actual expenditures in the annual budget. But, again the development of
the MTEF is a complex task which should be undertaken in stages.

5.25 Capital Budgeting. Budgeting for capital expenditures in China takes place in several
stages that are more or less repeated at each level of government. For example at the provincial
level, capital infrastructure request and investment plans are sent by each budget organization to
the provincial Planning Commission, which consolidates these requests and discusses
affordability with the Province Finance Bureau. The Finance Bureau makes the final overall
funding decision while the Planning Committee makes the decision regarding which particular
capital expenditure items are included in the annual budget. The prioritization of requests by the
Planning Committee is made according to the priority areas declared in Central Government
policies and in the Economic Development Plan. This yields the result that many areas are
selected as priorities (science, education, agriculture, forests, poverty, among others). However,
cost-benefit analysis or other selection techniques are rarely used. A similar process takes place
at lower levels of government, prefectures, counties and so on. While each level of government
is responsible for its capital expenditure needs60, earmarked transfers from upper-level
governments requiring matching funds from the lower-level governments play a key role the
financing capital infrastructure at the local level. Given the lack of medium-term capital
planning, local governments are sometimes forced to hold big reserves in order to be able to
match the financing requirements required in capital transfers, if and when they come. Lacking
the reserves, in practice, local governments simply divert funds from other uses to meet matching
requirements, or defer the capital projects to the next budget cycle. In either case, this is a highly
inefficient way to budget for capital expenditure needs.

5.26 A possible way to increase the efficiency of public expenditures at the sub-national level
in China would be to develop an annual capital budget on the basis of a public investment
program (PIP). This is typically a three-year rolling cycle of planned public investments, which

60 This system was adopted in 1985. Before all capital expenditures were approved and financed by the province.
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states goals and objectives for capital expenditure programs, lists their potential financing
sources, and allows capital spending coordination with the regular annual budgets. The PIP
process should include: the determination of the size and sources of funds for public investment,
the selection of projects to be included in the PIP using cost-benefit analyses or other suitable
techniques; the development and updating of the PIP document every fiscal year; the monitoring
of its execution; and the reporting on and review of its implementation. Although the PIP process
can be housed outside the Finance Bureau, for example with the Planning Committee, the
introduction of separate decision centers for current and capital expenditures could further
entrench the existing "dual budgeting" for current and capital expenditures. The PIP needs to be
fully coordinated with the budget process and the MTEF. Joint decision making on recurrent and
capital expenditures is necessary to avoid the biases common in many countries that have
introduced a PIP: the tendency to consider capital expenditures as more productive than recurrent
expenditures or to ignore the recurrent cost implications of investment projects. Thus, it will be
desirable that all budget decisions for recurrent and capital expenditures are made alone by the
finance bureaus.

Budget Execution

5.27 There exist several problems in the area of budget execution of local budgets. Some of
these problems are being addressed with the currently ongoing reforms but several other
problems remain.

5.28 The first set of problems has to do with organization and procedures. Traditionally the
budget departments or finance bureaus at the local level in China have not distinguished between
the budget execution function and the functions of budget formulation, on the one hand, and
internal audit or budget control, on the other hand. The lack of specialization has created
inefficiencies and also conflicts of interest, in particular in audit and control. However, Hebei
Province among other local governments, has introduced structural reforms in the local finance
bureaus that assign staff exclusively to the functions of budget preparation, execution and
internal control. These reforms should be adopted by all local governments in China.

5.29 Another type of procedural problem with budget execution at the local level in China has
been the slow disbursement of appropriated funds to spending units once the budget has been
approved. It has been routine that spending units do not get their appropriations until many
months after budget approval. This has been due to a large extent to the lack of adequate
accounting and cash management procedures. Traditionally, budget execution control has been
effected simply by tracking transfers of funds through bank accounts. This system, traditionally
used in planned socialist economies, does not provide effective expenditure control and
monitoring and it is inefficient because it allows idle cash balances to exist in the accounts of
some spending units while other units are starved for cash within their budget appropriations.
There are also problems with budget arrears. In some of the counties visited Gansu Province, by
December 2000 teachers just got paid their salaries for the month of October. In short, the
budget execution process in China has lacked a proper treasury function. In recognition of this
problem, the Central Government has moved to introduce a modern treasury function, and this
will be extended to all local governments in China. The introduction of a treasury function
should help to eliminate most of the procedural problems of the past.
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5.30 In Gansu and Hebei Provinces reforms are underway to introduce a modem treasury
function, and some progress has been made. For example, in Gansu Province, as part of the
single treasury account, the provincial government is already paying the salaries of civil
employees through banks. The provincial government also has started government-wide
procurement for common items such as computers or medical equipment. However, the fast pace
that is planned for these reforms, which are supposed to be completed over a period of two years,
poses a problem. The lack of preparation, training and resources dedicated to this activity augur a
rocky road ahead, potentially risking overall failure. The Central Government should reconsider
the current schedule for the introduction of the new treasury function at the local level. Useful
lessons can be drawn from countries in transition in Eastern and Central Europe and the Former
Soviet Union, many of which have struggled over the past decade with the introduction of hastily
designed treasury reforms.

5.31 The second set of problems in budget execution has to do with the lack of formal
discretion in budget execution and the lack of institutions and tradition to hold budget managers
accountable for results. Theoretically, budget managers have no discretion at all since the Budget
Law requires previous approval of the local Finance Bureau for the reallocation of any amount of
funds. However, it appears that in practice the virement of non-personnel resources is common in
the process of budget execution. This is a bad combination. Formally providing some degree of
budget flexibility and holding managers accountable for the results is a superior arrangement.
But where the lack of formal flexibility is most damaging to the efficient use of resources is in
the personnel area. Local governments have to hire staff according to the rules and mandates of
the Employment Bureau. The lack of flexibility was commonly reflected in the paradoxical
situation in which many health facilities found themselves, with both overstaffing and a shortage
of specialized personnel. To increase efficiency, spending units need to be given discretion on
how best to deliver services, such as contracting with private enterprises, or the efficient mix of
inputs of production, such as different types of employees, capital equipment, supplies and so on.
The current system of fixed dictates by budgetary authorities needs to shift from controlling
inputs to evaluating performance and outputs, thereby not only increasing the flexibility but also
the accountability of spending units. But it needs to be clear that in order to hold spending units
accountable for outcomes, they need to be given discretion in decision-making. If sufficient
external and internal controls are in place it will be worthwhile to experiment on a pilot basis
with the introduction of a "running cost" approach to budget execution, whereby managers are
given a single allocation of funds to cover all current expenses, are allowed to spend on inputs of
production at their own discretion, and are accountable for outcomes (rather than just the use of
inputs). Any savings in one line of the budget are available for use elsewhere and in some cases
can be carried forward to the next fiscal period. This is a much more incentive-compatible
approach because it reduces compliance and oversight costs give managers an incentive to
operate efficiently.61

Budget Audit and Oversight

5.32 The weakest link in China's budget process seems to be the external ex-post audit and
general oversight over budget performance. Typically budget systems use three different

61 The Government of Vietnam has recently piloted a "running cost" approach in Ho Chi Minh City Province. Early
evaluations suggest that this has resulted in significant staff reductions and other efficiency improvements.
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functions to exercise audit and oversight over budget performance. In the first place, there is
internal control and audit, typically carried out by the spending agencies themselves and by the
budget office. Traditionally, internal audit in China has been a particularly strong function, a
feature shared with other countries in transition from planned socialism. In China, each major
spending unit has its own internal audit unit. The main focus of the internal control has been to
assure that expenditures comply with law and regulations and the prevention of fraud. A key
feature of an effective system of internal audit and control is that officials in charge of this
function in the executive branch cannot be involved in any way in expenditure decisions. This
condition has not been met in China. However, the current organizational reforms of the finance
bureaus in Hebei Province to set aside and specialize personnel in charge of the internal audit
function (as well as budget preparation and execution, as discussed above) are steps in the right
direction.

5.33 The second function for audit and oversight commonly used in budget systems is external
ex-post audit. The charge of this function is to examine after the close of the fiscal year the
correct use of funds by the executive branch and other organs of government. This function
needs to be carried out externally or independently of the spending units in the executive branch.
The external audit unit may respond to the legislative branch of government or be an
independent institution. External ex-post institutions at the local level in China meet only some
of the requisite features. In China, the local "audit bureaus" carry out the ex-post audit of the
final account of last year's local budget. The audit bureaus may also select each year a particular
department for more in-depth audit and in theory they are also charged with auditing the extra-
budgetary funds of lower-levels of government, when appropriate. Each local government at the
province and below has its own audit bureau with similar responsibilities. The external audit of
local government accounts by a higher-level government audit bureau can happen; for example
in some of the counties visited in Gansu Province, the prefecture's audit bureau audited the
county budgets every two years. Although local audit bureaus also report to the Peoples'
Congress, they are under the direct authority of the executive branch of government. To make
ex-post audit truly external in China it will be necessary to make audit bureaus report only to the
Peoples' Congress and never to the executive authorities. It will also important to provide audit
bureaus with enough resources and training to properly accomplish their work at all levels of
government.

5.34 The third function for budget oversight is the evaluation of budgets. In addition to the ex-
post audits, which focus on financial performance and compliance with established budget rules,
the Government should promote the practice of budget evaluation, focusing on performance and
budget outcomes. Unlike the ex-post audit, budget evaluation can be carried out not only by
independent units but also by the executive branch of government itself. Although budget
evaluation does not exist in China, assessing the performance of budget programs and integrating
those findings into the budget preparation in the next budget period are fundamental to
improving the efficiency of public expenditures and increasing the accountability of budget
officials. The practice of budget evaluation will support budget approaches that require feedback
on what is working and what is not, such as zero-based budgeting and program budgeting. The
analysis of the performance of expenditure programs vis-a-vis the original objectives help
decision makers to redirect resources and better prioritize budget resources.
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Policy Recommendations

5.35 The following summarizes the key policy recommendations that emerge from this
analysis of China's budgetary processes at the local level.

Increasing budgetary autonomy by:

* Using fixed and stable rules for revenue sharing and explicit formulas for transfers and
possibly introducing lagged budget calendars at different levels of government.

* increasing local tax autonomy (as discussed in Chapter 3)

* eliminating negotiation in the budget process and beginning to introduce a medium term
budget framework to provide information to lower level governments on forthcoming flows
and requirements, including matching funds for conditional transfers

* reducing or eliminating norms and legal requirements which impose upper level government
expenditure priorities on lower level governments

* limiting the over-earmarking of funds through conditional matching grants

* limiting unfunded mandates

* eliminating the dual system of determining staffing needs separately from the regular budget
process by the Committee for Public Service and the Personnel Bureau.

* Introducing the right incentives for reform of the budget process at the local level by, for
example, allowing local governments to follow their own priorities, and keep any savings
from more efficient spending or enhanced tax collection efforts. It is clear that reforms
cannot be enforced from above without introducing the right incentives

5.36 Improving Budget structure and fornulation by:

* Continuing to fold extra-budgetary activities into the main budget. However, this process
needs to recognize that these off-budget activities have provided local governments with
much needed revenue autonomy and financing for critical services. Therefore, the folding of
extra-budgetary funds into the regular budget needs to be accompanied by reforms in revenue
assignments and the transfer system providing local governments with meaningful autonomy
as well as protection from claw back by higher level governments.

* Over time, the practice of zero-based budgeting may be supplemented and eventually
replaced by program-based budgeting. As a start, budgetary units need to start specifying
well-defined outcomes from their main programs.

* Simplifying the actual mechanics of budget preparation by starting the budget process with a
message in the circular of government priorities, the overall fiscal envelope for the year, and
individual expenditure caps for each spending unit.
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* Moving forward with the introduction of a modem budget classification system, and
dedicating the necessary resources for training and preparatory work at the local levels.

* Introducing first at the provincial level an explicit accounting of tax expenditures (foregone
tax revenues due to tax concessions) and contingent liabilities, and explicit budgeting for the
cost of soft loans.

* Doing the preparatory work for the introduction at the national and provincial levels of a
medium-term expenditure framework

* Better integrating recurrent and capital expenditure decisions into the annual budget, leaving
finance bureaus with the sole responsibility to commit resources to particular investment
programs. In the medium term, if a public investment program is used this should be an
integral part of the medium-term expenditure framework.

5.37 Improving budget execution by:

* Improving incentives for a more efficient use of resources. There is a need to review the
current system of central norms and directions to the extent that they are confusing,
contradictory and quite unenforceable.

* Supporting the role out to all provinces of the reforms introduced in Hebei and several other
provinces of re-structuring finance bureaus assigning staff exclusively to the functions of
budget preparation, execution and internal control.

* Reassessing the timing and resources needed for introducing a modem treasury function at
the local level.

* Providing more discretion to managers over budget execution and focus more on outcomes
than on processes or inputs. In particular, there is a need to truly decentralize hiring decisions
and free local governments from the decisions made by the Employment Bureau, and at the
same time hold budget managers accountable for results. A "running costs" approach to
budget execution should be tried on a pilot basis.

5.38 Improving budget audit and oversight by:

* Creating a specialized body of internal auditors within the finance bureaus and with
representation in other important budget organizations who have exclusive responsibility for
internal control and who are never involved in formulating or executing budgets.

* Reforming the external ex-post audit institutions to be completely independent of the
executive branch of government and reporting only to the Peoples' Congress.

* Commencing at the central and province level the practice of budget evaluation focusing on
outcomes and performance to provide information to budget decision makers.
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6. PROVIDING EDUCATION

6.1 China's education sector has inadequate resources and is over-decentralized. Provincial
efforts at subsidizing poor countries are weak and unsystematic. Even before more resources are
invested in education-in rural or urban areas, primary or tertiary sectors-there is the need to
manage the public funds in more efficient ways at all levels of government. The provision of
education is highly decentralized in China. More than 90 percent of budgetary expenditures on
education come from sub-national governments; in Chapter Five it was noted that more than 70
percent of these expenditures are at the county and township levels. For counties and townships,
which are responsible for basic education in the rural sector, education is the single most
important social service provided. In an average county it absorbs one-fourth of total
expenditures (MOF 2000). This chapter examines the provision of basic education in the rural
sector in order to assess the equity, efficiency and effectiveness of public expenditure outcomes.

6.2 Since the mid-1980s two major reforms have been undertaken in the educational system.
The first is the decentralization of authority and responsibility-local governments are now
responsible for the development of basic education in China. The second is the diversification
of education financing. The Government used to be the sole provider of funding for education;
now budgetary allocations constitute just over half of aggregate spending. The reforms have
mobilized enthusiasm and initiative of local governments and communities for education, but
they have also placed much greater demands on local resources and management capacity.

6.3 Education is an enormous enterprise in China and given its scale, the government has no
choice but to decentralize the provision of basic education. In 1999 there were 609,626 primary
schools and 63,086 general junior secondary schools, with 9 million full-time teachers.
Enrolment reached 135 million students in primary schools and 57 million in general junior
secondary schools nationwide (Table 6.1). However, the classic challenges of decentralization
remain: how far to decentralize? how to coordinate among levels of government? and how best
to finance education?

Table 6.1: Basic Statistics of Regular Primary Schools and Junior Middle Schools in China

1996 1998 1999
Primary School
Number of Schools 645983 609626 582291
Enrollment (10,000) 13615.00 13953.80 13547.96
Full-time Teachers (10,000) 573.58 581.94 586.05
Student-Teacher Ratio 23.7 24.0 23.1

General Junior Secondary School
Number of Schools 67626 65412 63086
Enrollment (10,000) 5047.95 5449.7 5721.57
Full-time Teachers (10,000) 293.19 309.43 314.87
Student-Teacher Ratio 17.2 17.6 18.2
Source: Educational Statistics Yearbook of China, 1996, 1998

6.4 Criticism of the education sector has grown over the past decade, mainly over two related
issues. First, poor regions are not able to provide adequate schooling to children, and the national
goal of nine years of compulsory education remains far beyond their reach. Second, disparities
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in the quality of education across regions are extremely large and growing. These problems are
rooted in the decentralized financing of basic education without adequate equalization transfers
and the inadequacy of own revenues at the local levels. They also reflect weaknesses of the
budgeting system and incentives discussed in earlier chapters. The unclear and concurrent
assignment of responsibilities between the county and township levels has had an especially
harmful effect on rural basic education, in the presence of inadequate revenues.

6.5 The rest of the chapter is organized as follows. Section I provides the background on
educational policy and the present status of education in China. Section II addresses issues of
financing. Section In examines budgeting practice and how they affect outcomes. Section IV
summarizes the expenditure outcomes in education.

Background

The national policy framework

6.6 The Government has long recognized the central role played by education in China's
economic development and social cohesion. The nine-year compulsory education law was first
passed in 1986, calling for the ambitious goal of achieving the provision of six years of primary
school and three years of junior secondary school for all children by Year 2000. In 1996, this
was moderated in the "Ninth-five Year Plan and 2010 Educational Development Plan", which set
the following targets to achieve by the year 2000:

(By 2000) the number of primary school students is to increase to 135 million, an increase of
3 million from 1995 at the annual increase rate of 0.45%. The Number of junior school
students is to increase to 55 million, an increase of 7.7 million from 1995 at the annual
increase rate of 3.1%; the enrolment rate at the junior secondary level is to rise to 85%. In
areas inhabited by 85% of the population, the goal of universal compulsory education (UCE)
is to be achieved according to inspection standards by provincial governments; in areas
inhabited by another 10% of the population, five- or six-year primary education is to be
universalized; in the rest of the areas, three- to four-year primary education is to be
universalized. Dropout rates at the primary and junior secondary level are to be lowered to
1% and 3% respectively. Disparities in enrollment rates between girls and boys, between
rural areas and urban areas, between poor areas and developed areas, between minority
areas and other areas are to be reduced. Disabled children and teenagers are to be provided
more educational opportunities. Enrolment rate at kindergarten (including preschool class)
for children ages 3-5 is to reach 45%, with the problem of access to kindergarten basically
solved in large and medium-sized cities, in rural areas enrolment rates at kindergarten for
Grade 1 preschool age children is to be increased to 60% or higher.

6.7 In recognition of the diverse conditions across regions, the UCE program called for a
phased approach, with provinces divided into three categories. The first category ("yi pian")
comprises nine relatively developed provinces along the coast. The second category provinces
are the twelve in the middle: Anhui, Fujian, Hainan, Hebei, Heilongjiang, Henan, Hebei, Hunan,
Jiangxi, Shaanxi, Shanxi, and Sichuan. Ten provinces, mostly in the west, belong to the third
category ("san pian"): Chongqing, Gansu, Guangxi, Guizhou, Inner Mongolia, Ningxia, Qinghai,
Tibet, Xinjiang, and Yunnan. The first category provinces were expected to accomplish the goal
of UCE by 1996-1997, and the second category provinces by 2000 for 90% of their populations.
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Goals for the third category provinces are much more modest. By 2000, they were expected to
accomplish UCE for 65% of their populations.

Present status

6.8 The UCE targets were met handily by the first category provinces, but reaching the
poorer, mountainous and remote counties has proven more of a challenge. At year-end 2000,
there were approximately 500 counties, altogether with a population exceeding 100 million, that
had not yet achieved UCE An MOE survey conducted in 1999 had estimated that another 600
counties needed additional funding to shore up their recently achieved UCE status (Wang Rong
2001).

6.9 Gansu Province accounts for 35 of the counties not yet achieving UCE (out of 86
counties in the province), including the two counties in which fieldwork was conducted,
Hezheng and Jishishan. According to the Gansu Provincial Education Bureau (PEB), in the
province universal primary education (UPE) has been accomplished in areas inhabited by 95% of
the provincial population, and UCE in areas inhabited by 61% of the provincial population. In
fact, Hezheng just passed UPE inspection in 2000, and Jishishan is among the six counties in the
province that have not yet accomplished even UPE. In consultation with the PEB, Hezheng
county is now scheduled to achieve UCE by the year of 2007 and Jishishan by 2010.

6.10 Table 6.2 indicates that schooling conditions in the two counties are very poor, especially
in Jishishan county, where the rate of dilapidated school building area is 21.33%, and there are
on average only 5.45 books per student in school libraries. The quality of teachers is also low.

Table 6.2 Educational Development in the Hezheng and Jishishan Counties, 199962

Index Jishishan Hezheng
Primary School Enrolment Rate 89.04% 95%
Primary School Dropout Rate 7.9% 1.05%
Junior Middle School Enrolment Rate 25% 37.3%
Junior Middle School Dropout Rate 18.5% 4.8%
Rate of Qualified Teachers (degree), Primary School 53% 77.45%
Rate of Qualified Teachers (Degree), Junior Middle School 77% 71.5%
Rate of Dilapidated School Building Area 21.33% 0.8%
School Library Books per Student 5.45 28.77
Number of Primary Schools 165 127

Urban Primary School 2 2
Township Center School 18 15
Complete School 87 81
Teaching Point 58 29

Number of Independent Junior Middle School 5 5
Number of Complete Middle School 3 1
Number of Vocational Middle School 0 1
Number of Independent Senior Middle School 0 0
Note: Refer to Annex 4 for definitions of some of the indexes.
Source: Analysis of Educational Finance in Gansu Province, 1997 to 1999, Finance Division of the Gansu Education Commission,
October 2000; China Educational Finance Statistics Yearbook, 1999.

Almost 50% of primary school teachers in Jishishan do not have a professional teaching degree,
which is stipulated by state policy as a requirement for assuming such positions.6 3

62 Results presented in this summary are based on the data provided by Hezheng and Jishishan county governments;
however, the quality of the data needs further review.



97

Assignment of responsibilities

6.11 The division of responsibilities in education was first laid down in the Decision on the
Reform of the Education Structure (1985) jointly promulgated by the CPC central Committee
and the State Council and later written into the Compulsory Education Law in 1986. According
to the Implementation Suggestions of the State Council on the Guidelines for the Reform and
Development of Education in China issued in July 1994, the Central Government retains the
policy-making and overall planning role for education, but implementation is left to local
governments. The province has the overall responsibility for formulating the development plan
for basic education and providing assistance to counties to help them meet recurrent expenditures
in education. The responsibility for actually implementing compulsory education lies in urban
areas with cities or districts of large cities, and in rural areas with the county. The guidelines
appear to specify that financing of basic education should come from the county, with townships
acting as service providers.

6.12 "The major responsibility to organize the implementation of compulsory education lies
with county government, including managing educational revenues in a unified manner
(emphasis added). Township governments are responsible for the implementation of compulsory
education, including safeguarding the right to compulsory education of school-age children and
adolescents".

6.13 The guidelines are not sufficiently clear in specifying the division of responsibilities
between the county and the townships. Moreover, they appear to be in conflict with the Budget
Law, which calls for each level of govemment to budget separately for its own area of
responsibility-i.e. the townships should be responsible for schools at the township level and
below. Even the education guidelines state that "In areas with highly developed economies, it is
still allowed that county and township governments jointly provide revenues for compulsory
education in order to make full use of the potential of township fiscal capacity." As will be seen
later in the chapter, townships often bear major financing responsibilities, even (or perhaps
especially) in poor counties.

6.14 With respect to UCE, in each province, county govemments are to draw up plans for the
gradual implementation of UCE within their jurisdictions. Based on the county plans, each
province would prepare a schedule for the whole province. Provincial governments are assigned
the responsibility for UCE and UPE inspections, and they would determine the operational
standards.

6.15 It is worth noting that the 2010 Educational Development Plan had spelled out a number
of achievement measures including, not just enrollment rates, but also reducing drop-out rates,

63 The required degree is the Secondary Teaching School Diploma.
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disparities in enrollments between boys and girls, between urban and rural, between rich and
poor areas, and between ethnic minority groups and the majority Han populations, etc. In the
implementation, however, the dominant measure used is overall enrollments, and without any
reference to other measures of quality of education.

Financing

6.16 The separation of the policy-making function from the financing function has created
many problems in the implementation of UCE. The policy of UCE was rolled out in 1986
without an accompanying plan for providing resources, and the MOF had no opportunity to
challenge the program's feasibility. Moreover, as explained earlier in Chapter 2, revenue
divisions that were fixed under the 1988 fiscal contracts between the central and provincial
governments took into account (roughly) the existing expenditure assignments. Thereafter
revenue and expenditure assignments became delinked. Given the timing of the introduction of
UCE, it is unlikely that the added spending implications for local governments were fully taken
into account in the revenue assignments. In addition, the 1994 Tax Sharing System re-
centralized revenues and exacerbated vertical fiscal gaps. Since there were no offsetting inter-
governmental transfers, ceteris paribus, this left many local governments struggling to find the
resources required to support the achievement of UCE. This has been somewhat mitigated with
the introduction of specific purpose grants for education that have been successively introduced
since the mid-1990s.

6.17 To improve the capacity of local governments to finance educational services, the
Government began in 1988 to advocate a diversification of educational funding, ending the
policy of government as the sole provider of funding for basic education. In 1995 this was
written into the Education Law:

6.18 (Article 53): The State shall institute a system of educational finance in which fiscal
allocations constitute the main source, to be supplemented by funds through a variety of avenues
in an effort to gradually increase the input of financial resources directed to education so as to
ensure that state-run educational institutions have stable sources of funding.

6.19 Besides fiscal appropriation, other sources of revenues for education include the two
education surcharges, fees collected from students, revenues of school-run enterprises, work
study programs and social services, donations and gifts from society at large. As Table 6.3
indicates, these revenues have grown to account for over 40% of total expenditures nationwide in
1998. Table 6-3 also demonstrates the different degrees of dependency on budgetary finance
across regions. In Gansu Province the share of budgetary finance (excluding surcharges) was 64
percent, higher than the national average of 53 percent. In Hezheng County it was 95 percent.
In general, the budgetary share is driven not so much by the size of the budgetary contribution,
but more because poor regions have less access to surcharges and other non-budgetary revenues -
- in poverty-stricken areas, other education stakeholders such as parents, students, community
and schools themselves have little capacity to raise fund for education. Some confirmation is
offered by Table 6.4, which compares per capita spending on education in Gansu, Hunan and
Jiangsu Provinces and their sources. Among the three, Gansu has the lowest per capita spending
and is the most dependent on budgetary allocations. In contrast, Jiangsu had the highest absolute
amounts across all categories.
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Table 6.3: Educational Revenues by Source, 1998

China Gansu Hezheng Jishishan
Total revenues (millions yuan) 294910.0 379.7 10.4 13.6
Percent Shares
Fiscal budgetary allocation 53 64.4 95.2 70.2

Urban and rural educational surcharges 9 9.0 1.0 5.6

Enterprise-run School revenues 4 8.1 0.0 0.0
Profits of school-run enterprises, work-study programs 2 1.2 0.9 0.7
and social services

Social organizations and individual-run school 2 0.5 0.0 0.0
revenues

Social donations* 5 3.3 0.0 21.1

Tuition and Miscellaneous Fees 21 8.2 2.9 2.5

Other revenues 4 5.4 0.0 0.0

In Jishishan social donations were raised for meeting targets for UCE.
Source: Analysis of Educational Finance in Gansu Province, 1997 to 1999, Finance Division of the Gansu
Education Commission, October 2000; China Educational Finance Statistics Yearbook, 1999.

Table 6.4: Per Capita Expenditures on Education and Sources of Finance (1998)

Per capita Budget allocation Educational surcharges Supplementary incomes
expenditure (%) (%) (%)

Gansu (yuan) 119.64 77.75 13.15 15.35

% 65.0 11.0 12.8

Hunan (yuan) 162.46 67.18 19.72 50.48

% 41.4 12.1 31.1

Jiangsu (yuan) 270.02 132.97 38.42 61.24

% 49.2 14.2 22.7

Source: Analysis of Educational Finance in Gansu Province, 1997 to 1999, Finance Division of the Gansu
Education Commission, October 2000; China Educational Finance Statistics Yearbook, 1999.

Budget allocations

6.20 Total fiscal expenditures on education has risen from 7.5 billion yuan in 1978 to 172.6
billion yuan in 1998, when its share rose in total fiscal expenditures from 6.7 percent to 16.0
percent. However, in GDP terms it rose only from 2.07 percent to 2.17 percent (MOF 1999), a
share that is significantly lower than the levels in other East Asian countries. To boost fiscal
spending commensurate with the high priority government places on education, a series of laws
and regulations have been passed since the 1980s. However, they appear to have been largely
ineffective. Table 6.5 shows the share of budgetary spending on education to have fallen in
recent years not only in Hezheng and Jishishan Counties, but also in the consolidated budget for
the whole country.
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Table 6.5: Proportion of Education in Total Fiscal Expenditures

1997 1998 1999

Hezheng County 17.27 14.28 13.26

Jishishan County 18.96 18.35 18.26

Linxia Prefecture 15.96 17.17 16.13

Gansu Province 14.86 15.48 15.97

CHINA 16.74 15.99 ?

Source: Analysis of Educational Finance in Gansu Province, 1997 to 1999, Finance
Division of the Gansu Education Commission, October 2000; China Educational Finance
Statistics Yearbook, 1999.

Education surcharges

6.21 The urban education surcharge (UES) was first approved by the State Council in 1986, to
be levied on state, collective and private enterprises at 1% of their turnover tax liability (then
comprising the product, value-added, and business taxes). The maximum rate was raised to 2%
in August 1990 and to 3% in 1994 (West 1997). Local governments set the actual rate of
collection; it is 1 percent in both Hezheng and Jishishan Counties. The UES was initially set up
as an extra-budgetary fund, but was moved to budgetary revenues in 1991. Since 1992 its
revenues have been included as part of the budget. These are collected by the local tax bureaus
and earmarked for use in basic education. Since reporting began in 1992, UES revenues have
grown rapidly, at 19% per annum.

6.22 UES revenues are concentrated in cities; rural counties derive little revenue from the
urban education surcharge except those with rich endowments of township and village
enterprises. In Hezheng County UES yields annually only 100,000-120,000 yuan (compared to
total educational spending of nearly 13 million yuan). In Jishishan it yields only 30,000 yuan
(with total spending of 18.8 million yuan in 1999).

6.23 Rural education surcharges (RES) were first levied in the late 1980s. They are unlike the
urban education surcharge in two respects. First, they remain extra-budgetary, and second, they
are levied on rural residents as well as on enterprises. State policy calls for the RES to be
collected by township governments, managed by county education administration agencies or
township governments, and used exclusively for primary and secondary schools in rural areas.
The rate is typically 1 percent of per capita net income of rural residents, and 1 percent of the
taxes paid by township, village and private enterprises. In the 1990s the RES was extended to
"tax" the urban sector to support rural education, with a fee on the construction of residential and
commercial buildings.64 In many counties public employees and SOE workers are also subjected
to a fee of up to 2 percent of their salaries for RES (West 1997, p.230). In 1998 the MOE
reported total RES revenues of 16.453 billion yuan. In Hezheng, the RES is levied at 1% of rural
farmers' income, 1% of salaries of civil servants and state enterprise employees, and an annual

64 The rates vary by location: in the mid-1990s the fee charged by Yicheng County in Hebei was 2.5 yuan per
square meter for private construction and 5 yuan per sq. meter for state and collective structures. Guangdong's
Qingxin County collected 10 yuan p.s.m. for all new structures (West 1997),
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head charge of 5 yuan on other urban residents. However, no rural education surcharge is
collected from township, village and private enterprises.

Other non-budgetary revenues

6.24 "Enterprise-run school revenues" are the imputed expenditures accounted for by the
schools set up by large enterprises for the children of employees. Similarly, "social organizations
and individual-run schools revenues" are the imputed expenditure on education accounted for by
private schools and schools set up by social organizations. In poor rural counties like Hezheng
and Jishishan, these are virtually non-existent.

6.25 "Profits of school-run enterprises, work-study programs and social services" are a
supplementary source of education finance in many localities. Their origins can be traced to the
campaigns of the Cultural Revolution period when students undertook productive labor as part of
the education process. Nowadays schools may establish enterprises to provide students with work
opportunities and to generate supplementary income. This practice is controversial since parents
sometimes complain of the amount of work children are asked to do. Moreover, schools generally
lack the management expertise, technology, and capital to run successful enterprises. This is
especially true in poor areas where rural enterprises are few or nonexistent. One important source
of competitive advantage for school-run enterprises is their tax-exempt status, and schools can
capture the rent conferred by tax policy through establishing enterprises that are contracted to
outside management. In these cases students do not participate in the activities of the enterprises at
all, and the school's involvement is nominal.

6.26 School fees. The standards for school fees are set by the prefectural government
according to guidelines issued jointly by the Provincial Pricing Bureau, the Provincial Finance
Bureau, and the Provincial Education Bureau. In Gansu they are uniform throughout each
prefecture. In Linxia Prefecture the guidelines classify all counties and cities into three
categories: urban, rural plains and rural mountainous. For each category the guidelines stipulate
maximum levels for the various fees. However, the fee levels differ only minimally across
categories, and vary far less than the differences in per capita incomes.

6.27 These fees are extra-budgetary and stay with the schools. All schools visited by the
mission in Hezheng and Jishishan Counties claimed student fees to be their most important
source of funding, and often the only one, for school operation expenses. Even though the fee
standards in these counties are the lowest in Gansu Province and lower than those in most of
China, many students in the area are still unable to pay due to household poverty. In those events
the schools often waived them or accepted partial payment.

Equity issues

6.28 Numerous recent studies have documented the growing disparities in per capita spending
on education across regions, both inter-provincial and intra-provincial. What is of particular
concern is that due to the inter-governmental fiscal system, the low end is not improving despite
the efforts of the UCE program to raise the minimum provision of education in poor regions.
(Table 6.6).
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Table 6.6 Per-Student Recurrent Educational Expenditure in Compulsory Education in China, 2000 (in Yuan
Per Student)

Primary Education Lower-secondary Education
Mean 492 680
Top-spending province* 2,756 2,788
Bottom-spending province* 261 420
Ratio of Top/Bottom 10.6 6.6
Source: Jiang (2001)
* Refers to provinces, directly administered cities, and autonomous regions

6.29 Two results of poor regions not being able to finance education are: (1) less is provided
in terms of quantity and quality, and (2) more of the costs are passed along to the students and
their parents.

6.30 Private costs of education are high relative to family incomes, especially in poor regions.
In the fieldwork counties, for example, even though school fees are only around 30 yuan per year
in primary school, on average students also have to pay 75 yuan for textbooks. With annual
incomes averaging only Y853 in Jishishan, it costs 3-4 percent of family incomes to send a child
to primary school (assuming 3-4 members in the household). In terms of cash income, which are
typically only 50-60% of total income, it costs 6-8 percent. Furthermore, disparities are large
within the counties: the private costs of schooling are much higher as a percentage of family
incomes in some townships where per capita annual farm incomes were as low as 200 to 300
yuan. Survey have consistently found the high cost of schooling to be an important cause of
dcop-outs and non-enrollments. Studies have also found that to avoid the large expense of
textbooks, many children are attending schools without books (Brock, 1998). This also
contributes to drop-outs as students without books cannot keep up with their studies.

Efficiency offinancing

6.31 Most extra-budgetary revenues in China are collected and managed directly by the
spending units. In the education sector, this is true for revenues of school-run enterprises and
services, and tuition and miscellaneous fees, which are collected, managed and spent by the
schools themselves with little oversight or even reporting. In the two Gansu counties neither the
finance bureau nor the education authorities had accounts of school budgets.

6.32 For RES the two counties differ in their collection and management. Under the fees-to-
taxes reform that has emphasized unified budgetary management, Hezheng county has required
township governments to submit 100% of collected rural education surcharge to the county
finance bureau. The finance bureau retains 20% and returns 80% to township governments. The
latter are expected to finance the running costs of the rural schools with this revenue. In Jishishan
County, townships are required to turn all RES collections over to the county, to be allocated for
program expenses. Over the past few years, however, all the revenues have gone to meeting the
requirement of counterpart funds in support of the compulsory education project, and none has
been returned to the townships. In effect this has deprived the rural schools of revenues to
finance non-personnel expenses.

6.33 Collection rates are low, and record-keeping and statistical reporting on RES tend to be
poor. In Hezheng County, the county finance bureau reported that 1.4 million yuan was
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collected countywide in 1999, 0.5 million less than expected. However, these numbers are
inconsistent with those reported by the county education bureau. Similarly, in Jishishan, the
county education bureau admitted that they did not know how much was actually collected even
though it was the recipient and managing unit for RES funds. Farmers in Jishishan that were
interviewed by the mission reported that in year 2000 their township governments made
enormous effort to collect the surcharge, and by the farmers' estimation the surcharge had been
collected in full; however, it was learned from the county finance bureau that no money has been
handed up by these township governments on the grounds that the townships suffered from
natural disasters and had been unable to collect.

6.34 Even at the national level the MOF and MOE report significantly different figures for
annual revenue from UES: in 1998 MOE reported collections of 8.34 billion yuan, while MOF
reported 11.33 billion yuan (SSB 1999, p.2 and MOF 1999, p. 449). MOF does not report RES
revenues at all. Hence, throughout the administrative hierarchy there is the need to strengthen
management of extra-budgetary resources to permit a rational allocation of available funds for
education.

Budgeting Practice

6.35 Budgeting for education is also fragmented-much of the extra-budgetary resources are
spent by collection agencies without undergoing a process of reporting or budgeting. As already
noted in previous chapters, accountability is also low.

Budgetingfor personnel costs

6.36 Under the zero-based budgeting method in use in Gansu, the two counties separately
budget for personnel costs, non-personnel running costs, and special projects. The budget for
personnel expenditures is made with the base numbers method according to the actual number of
staff. Salaries of all teachers, including those from township center schools, village schools and
teaching points, are all budgeted at the county level and paid directly from the county budget. In
other provinces such as Hebei, some townships continue to be responsible for salary payments.

6.37 In the Chinese basic education system there are two classes of teachers, who differ by pay
and qualification: government teachers and substitute teachers. The origin for substitute teachers
was the "community schools" set up by agricultural collectives during the 1950s-1970s
(distinguished from "state schools"), whose teachers were called "community teachers" (minban)
-they were paid by the collective and thus were not state employees, and their qualification
process was less stringent. After the disbanding of the agricultural collectives in the early 1980s,
the distinction between rural and urban (state-run) schools was eliminated. In 1986 the Central
Government called for merging of the two tracks of teachers through a gradual elimination of the
category of minban teachers. This was to be effected through a ban on new hiring, and a gradual
conversion or retirement of existing minban teachers. By 1990 the Central Government called
for the immediate elimination of the category and conversion all remaining minban teachers to
state employee status. However, even a decade later rural governments have found it difficult to
increase the number of government teachers sufficiently to meet demand in rural schools, either
for financial or supply reasons. As a stopgap measure, a new category of "substitute teachers"
was coined to permit replacement of minban teachers with other non-government, less qualified
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teachers. In fact, in many localities minban teachers continue to exist.65 In Hezheng and
Jishishan Counties, schools at the township and village levels are predominantly staffed by
minbanlsubstitute teachers, though county schools are predominantly staffed by govemment
teachers.

6.38 The pay differential is large. For example, a government teacher of the lowest grade in
Hezheng County is paid more than 400 yuan per month, while substitute teachers in the same
county are paid 56-160 yuan depending on grade. In Hezheng substitute teachers are divided
into three grades. Grade one teachers have a high school or junior middle school diploma and
rural residency. Grade two teachers have the same educational qualifications but urban
residency. Grade three teachers are urban residents who have completed education from tertiary
institutions. In addition to their salaries, the county government requires township governments
to pay Grade One teachers a supplementary in-kind wage of 300-500 kilograms of grain per
year; however, the policy is not always implemented. In Jishishan, substitute teachers are
categorized into two types: those recruited locally and have high school degrees, and those from
outside the county, usually with three-year tertiary professional training or beyond. Type one
teachers are paid 107.5 yuan per month by the county government, plus 300 kilograms of grain
per year from the township government. Type two teachers are paid 350 yuan on average.

6.39 The prevalence of substitute teachers is symptomatic of the difficulty/unwillingness of
local governments in implementing central educational policies. Under fiscal decentralization,
national policies on setting standards become unfunded mandates that create financing problems
at the lower levels. The phenomenon of substitute teachers may also reflect a local preference for
wage flexibility. With the tendency to set nationally uniform wages at the level of coastal, urban
areas, these national wages are sometimes far above local wage levels and local governments are
unwilling or unable to pay them. Relying on minban or substitute teachers is one way of getting
around this problem at the cost of sacrificing quality of education.

Budgetingfor non-personnel costs

6.40 Budgeting for non-personnel expenditures appears to be a pro-forma exercise that is not
taken seriously in the two Gansu counties. In Hezheng county appropriations are calculated
according to the number of teachers and staff in schools at the quota of 160 yuan per person. In
reality the budget is not implemented. Funds are disbursed incrementally throughout the year
and are unrelated to budgeted amounts. The county education bureau submits a proposal to the
county finance bureau whenever fiscal needs arise. In addition, in Hezheng County the budget
for non-personnel expenditures is shared between the education bureau and the schools.
Through early December 2000, the education bureau had received a total of 130,000 in non-
personnel expenditures from the finance bureau. None of it was passed on to the schools - all
was spent by the bureau itself. The bureau complained that the allocation was not even enough

65 For example, in Tibet two type of non-government teachers co-exist. Minban refers to those who used to be
minban and have passed local teacher qualification exam and will eventually be converted to government teachers.
Substitute teachers refers to those who have failed the exam and will be laid off gradually.
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6.41 to meet the needs of everyday operation of the bureau.66 The schools at the townships
and villages depend entirely on the retained revenues of the rural educational surcharge to
finance their non-personnel running costs. This was consistent with the picture obtained in
Hebei, where each level of government financed only own institutions.

6.42 In Jishishan, the budget for non-personnel expenditures in schools is made according to
number of government teachers, and the quota is 300 yuan per person. To avoid the situation
such as in Hezheng, where administrative expenses at the county education bureau squeezed out
spending at the schools, this budget is made separately for the county education bureau and the
schools, and the schools receive funds directly from the county finance bureau. The results were
only marginally better than in Hezheng: in year 2000 the budget was 358,500 yuan, but through
early December only 150,000 yuan had actually been disbursed.

6.43 The paucity of funding for non-personnel costs is reflected in Table 6.7, which shows that
nationwide, only 7-9 percent of total budgetary expenditures on education went to non-personnel
costs in 1999. In this regard, Hezheng and Jishishan are fairly typical. Table 6.8 shows personnel
costs absorbed 98 and 93 percent of total recurrent expenditures in education in 1999. In Gansu
province the share was 83 percent. It is no wonder that schools are dilapidated and lacking in
instructional materials. There appears to be an across-the-board rapid increase in personnel costs
as a proportion of total education spending that clearly defies the "three increases" policy, which
is specifically aimed at the problem of teachers' salaries growing to squeeze out other needed
expenditures, by calling for increasing the per student spending on non-personnel costs.

Table 6.7: Per Student Educational Expenditure by Use
(1999)

(unit: yuan)

Total Non-personnel Non-personnel

Recurrent Fiscal Expenditures (% total)

All primary schools 414.78 35.72 8.6%

rural schools 345.77 24.01 6.9%

All junior niddle schools 639.63 76.97 12.0%

rural schools 508.58 44.15 8.7%

All senior middle schools 1269.31 227.22 17.9%

All vocational middle schools 1204.1 228.58 19.0%

AU schools of higher education 7201.24 2962.37 41.1%

Source: Zhongguo Jiaoyubao, Nov. 14, 2000.

Table 6.8 Personnel Expenditures as Proportion of Recurrent Expenditures In Education
(percent)

1997 1998 199

Hezheng 75.32 96.5 98.27
Jishishan 90.96 88.54 93.45
Gansu 81.38 83.61 83.19
Source: Analysis of Educational Finance in Gansu Province, 1997 to 1999, Finance Division of the Gansu
Education Commission, October 2000; China Educational Finance Statistics Yearbook, 1999.

66 The bureau reported the use of funds as follows: 15,200 yuan for telephone bills, 30,000 yuan for vehicle
expenses, everyday office expenditures 40,000 yuan, forms and conference for the China/UK Gansu Basic
Education Project 20,000 yuan, bonus payments to teachers during the teachers' holiday 10,000 yuan.
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Budgeting for UCE

6.44 The Central Government has introduced a number of specific grants for education. The
major ones include:

(a) The "State-designated poor areas compulsory education project" grant (hereafter
CEP)

(b) The vocational education grant

(c) The normal education grant

(d) The compulsory education grant

(e) The special education grant (for disabled children)

(f) The minority education grant

(g) Scholarship grant.

6.45 The amounts of these grants in 1998 are shown in Table 6.9. The CEP is by far the largest
component. Moreover, it is the largest inter-govemmental transfer program for education in the
history of China in terms of fiscal input from the Central Government and the coverage of the
project. The project aims to help achieve universal primary education in the majority of project
areas, and to universalize nine years of compulsory education in some of the project counties.
The CEP project funds civil works, the purchase of instructional equipment, furniture, books,
teachers training, and head teachers training. Civil works constitute the largest component of
expenditure, with the focus on upgrading the physical environment in primary schools, by
eliminating all dilapidated buildings and making improvements. During Phase I (1996-2000)
total funding under the program exceeded 10 billion yuan, of which 3.9 billion came from the
Central Government. In the current Five Year Plan another 5 billion yuan67 from the Central
Government is budgeted for Phase II. The CEP project has been implemented in all 22 provinces
classified as categories two and three, including all provinces in the Western region. In the
selection of project counties, priority was given to revolutionary base areas and mninority areas.

Table 6.9: Specific Grants for Education (1998)

Millions yuan Shares
CEP 800 80.2%
Vocational education grant 50 5.0%
Normal education grant 78 7.8%
Compulsory education grant 25 2.5%
Special education grant 5 0.5%
minority education grant 10 1.0%
Scholarship grant 30 3.0%
Total 998
Source: Analysis of Educational Finance in Gansu Province, 1997 to 1999, Finance Division of the Gansu
Education Commission, October 2000; China Educational Finance Statistics Yearbook, 1999.

67 In addition to the CEP Phase II, MOF has introduced another large transfer program, called Primary School and Middle
School Rehabilitation Project, with 3 billion yuan from the central government. under this new program, MOF will be in
charge of selecting project counties.



107

6.46 As is typical of earmarked grants in China, the CEP program requires counterpart funds
from local governments. The general principle is the ratio of counterpart to central funds should
be at least 2:1 in second-category provinces, and 1.5:1 in third-category provinces. Prior to the
start of the project, each provincial government signs an agreement with the Ministry of
Education and the MOF on its commitment to provide counterpart funds. However, the
agreements stipulate only the totals, and do not spell out the division of responsibility among the
province, prefectures, counties and townships governments in coming up with the funds.

6.47 The experience in Hezheng County illustrates some key problems in the program's
administration. First, the amount awarded to the county during Phase I of the CEP program, 15
million yuan, was a fraction of the estimated cost of providing the physical structure to support

68UCE in the county. Second, even for the amount awarded, the local financing requirement is
excessive. Under the CEP project Hezheng county will receive 5.5 million yuan from the central
government. Of the 9.4 million yuan required as local matching funds, the provincial government
has pledged 4.4 million, and the prefecture 0.55 million. This leaves 4.4 million yuan to be
financed by the county-an amount that is far beyond its fiscal capacity without recourse to
borrowing. The county has pledged 0.55 million yuan to the effort, but has asked the townships
to provide 3.85 million yuan themselves in spite of the fact that townships are not an independent
level of finance in the province. To meet the matching requirements, townships have had to
divert all RES revenues to CEP investments, depriving schools of their main source of funds for
covering non-personnel running costs. Even so, it will take several years to come up with the
amount needed. Third, the way CEP funds are distributed appears to be weighted toward an
egalitarian pattern (among the poor counties not yet achieving UCE), rather than selectively
according to demonstrated willingness or ability to provide matching funds .

Efficiency of budgeting

6.48 The practice of cost-sharing for UCE investments and the lack of selectivity in awarding
the funds lead to inefficient outcomes when too much of the CEP funds are tied up in projects
that are taking too long to be completed due to inadequate matching funds, and current education
suffers because scarce resources have been diverted to investment. The input-oriented budgeting
for UCE investments also adds to the inefficiencies. This is shown in Table 6.10, which shows
the parameters used in a survey conducted on behalf of the MOE for determining financial needs
for localities. 69 All are aimed at improving the physical environment and providing instructional
materials for schools. None addresses the problem of the high out-of-pocket costs of education,
which surveys consistently cite as a primary reason for student drop-outs or non-enrolments
This will reportedly change in Phase II, since the MOE has decided to provide 100 million RMB
every year to provide free textbooks to students in counties where UCE or UPE has not yet been
achieved. This is a significant breakthrough from past practices.

6.49 On the issue of allocative efficiency in recurrent educational expenditures, it should be
noted that local governments consistently choose to employ teachers in excess of MOE standards
(albeit less qualified, minban or substitute teachers), even in the face of urgent needs for other

68 An MOE survey in 1999 estimated that the county would need an additional 64 million yuan during Phase II of
the CEP, after the Y15 million yuan had been invested during Phase I.
69 These parameters were chosen by the survey team and not the MOE, but were accepted by the MOE.
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expenditures including teacher training, instructional materials, school maintenance, etc. For
example, Table 6.11 shows the student-teacher ratios in Hezheng and Jishishan Counties to be
lower than Gansu Provincial guidelines. This can be attributed to the fact that teachers' salaries
are paid at the county level and is the only component of expenditure that is assured while non-
personnel expenditures are left to the township level to organize. Another cause is likely to be
the absence of meaningful educational performance standards to which local officials are held
accountable. This makes officials susceptible to local pressures to increase employment.

Table 6.10: Selected Cost Indicators and Standards for Provision of Basic Education

Parameter Standard Note

School building floor area per student -- 4.84 square meters Reference, Civil Works Standards for
primary school Primary Schools and Junior Secondary

Schools in Rural Areas, MOE, 1992
School building floor area per student -- 6.01 square meters Reference, Civil Works Standards for
unior secondary school Primary Schools and Junior Secondary

Schools in Rural Areas, MOE, 1992
Civil works cost 420 RMB per square Gansu Provincial Education Bureau

meter

Type II equipment primary school [1] 50000RMB/set MOE

Type III equipment for primary school 25000RMB/set MOE

Type II equipment for junior secondary 160000RMB/set MOE
school

Type III equipment for junior secondary 80000RMB/set MOE
school

Desk-and-chair Cost 100RMB/set MOE

Books per student (primary school) 15 State Education Commission Document
[1991] No.70, Regulations for Libraries of
Primary Schools and Junior Secondary
Schools

Books per student (junior secondary school) 20 State Education Commission Document
[1991] No.70, Regulations for Libraries of
Primary Schools and Junior Secondary
Schools

[1]Type X Equipment refers to set of teaching equipment required of schools. Itens covered in each set are
specified by provincial education bureaus. The sets for the type ranked lower (e.g. I) include a greater number of
and more sophisticated equipment items and required of large-scaled schools For example, in the field study area,
Type I equipment for primary schools is required of township center schools and schools under direct management
of county government, Type II is required of complete village schools, Type III is required of teaching points.
Source: Wang Rong & Local Education Authority.

Table 6.11: Student-Teacher Ratios in Hezheng and Jishishan, 1999

Gansu Province Hezheng Jishishan
Standard*

Student- Student-All Student- Student-All
Government Teachers Ratio Government Teachers Ratio

Teacher Ratio Teacher Ratio
Junior Secondary School 18 15.4 14.1 12.7 11.7
Primary School 23.5 31.1 20 29.7 18.4

*Gansu PEDC, 2000.3.14, Regulations on Personnel Quota for Regular Primary Schools and Junior Secondary Schools.
Source: Local Education Authority.
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Expenditure Outcomes in Education

* Outcomes in the education sector illustrate a number of problems in the present policy-
making set-up and budgeting practice in China:

* Policy-making is uncoordinated/unconstrained by budgetary/financial concerns. The program
for compulsory education was rolled out without an accompanying plan for providing
resources, and the MOF had no opportunity to challenge the program's feasibility.

* Implementation capacity is weak: various spending increase mandates have been made for
the education sector and routinely ignored.

* Policies are sometimes contradictory: the 1999 civil service wage increase reversed previous
efforts in the education sector of calling for increasing the non-wage portion of recurrent
spending.

* The inter-govemmental system was not adjusted to accommodate shifts in expenditure
assignments mandated by policy changes, leaving lower level governments struggling to find
resources and resulting in serious under-provision in poor regions.

* The strategy to encourage local governments to mobilize extra-budgetary resources to offset
revenue inadequacy exacerbates horizontal disparities-poor regions with paltry budgetary
resources are relatively even more deprived of extra-budgetary resources. It has also allowed
authorities to push the financing burden to parents and local communities.

* The effect of an increasing reliance on school fees is likewise regressive across households:
poor households pay a higher proportion of family income for schooling than better off
households.

* Even while recognizing that high out-of-pocket costs are the single most important reason for
the low enrolment and high drop-out rates of children in poor areas, the overwhelming
majority of inter-govemmental transfers for education are for capital costs, and not for
scholarships for poor children.

* Intra-provincial disparities in education spending are often greater than inter-provincial
disparities, but provincial efforts at subsidizing poor counties are weak and unsystematic.
For example, in Gansu Province a policy was implemented in the early 1990s to provide
assistance to minority students to raise their enrolment rates. Under the policy, county
govemments provided additional budgetary appropriations to permit minority students to be
exempted from school fees and be provided with free textbooks. However, the policy was
implemented for only a few years before being stopped due to fiscal difficulties.

6.50 These sum up to three key problems in the education sector. The first and most important
is inadequate resources, especially relative to the goal of UCE. China's public expenditure on
education is 2.98 percent of GDP, lower than the 4 percent or more in most East Asian countries.
The UCE program is a valiant attempt to ensure minimum levels of provision of
education--nandating that the floor be raised for provision even in the poorest regions.
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However, even though the Central Government has created earmarked grants to assist in the
process, the amount of funding is too small, and the program requires too much contribution
from poor regions that is beyond their financing capacity.

6.51 The second is over-decentralization. Pushing the responsibility for provision of basic
education to the level of townships (and sometimes even to the villages) imposes too high a
financial and management burden on that level of government. The arrangement whereby higher
level governments help to build the schools and to pay most of the salaries of teachers, leaving
other running costs to local governments and the local communities, is in principle rational and
workable. The problem is that the system allows too much discretion at the intermediate levels to
push down expenditure burdens to the weakest links, and in the end there are not enough revenue
at the lowest levels to support the funding requirements. In addition, these lowest levels of
government may not have the capacity to manage the resources efficiently or effectively, with an
adverse effect on service outcomes. As was shown in this chapter, allocative choices can be
improved to produce significantly better educational outcomes in the rural sector by improving
management and incentives.

6.52 The third problem is that the UCE program dominates too much the policy framework for
basic education, to the detriment of issues such as management, governance, autonomy in
decision-making, teachers' training, and other factors relating to the quality of education. By its
very nature, the UCE program is all about quantitative targets: numbers of students enrolled, the
percentage of school-aged children enrolled, number of schools, etc. It does not lend itself to
focusing on how well children are learning, or whether they are learning useful knowledge. That
it is a mammoth program means it is gobbling up resources for education and squeezing out
other initiatives. Finally, from the vantage point of local government in Gansu Province, this
central policy ends up squeezing other needed local expenditures.
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7. PROVIDING HEALTH SERVICES

China's health sector is also highly decentralized. Nevertheless, it has succeeded in achieving
good health indicators for its level of development. The rural health care system is also well
established, with private providers providing more than half of all outpatient services (mostly
village clinics). The need for an effective regulatory framework and minimum standards of
quality for health services provision (especially in poor localities) remains.

7.1 China has relatively good health indicators for its level of development. According to
World Bank data for 1998 the average life expectancy is 70, the infant mortality rate is 31 per
1000 live births and the under-five mortality rate is 36 per 1000. This is reflective of the success
of the health system, as well as the high literacy rates and education coverage, and low levels of
severe poverty in the country.

7.2 Over the past five decades China has built a well-established rural health system. All
counties have at least one hospital and institutions responsible for matemal and child healthcare
(MCH) and the prevention of endemic diseases (epidemic prevention stations-EPS). Most
townships have a health center, which organizes preventive programs and provides outpatient
services and some inpatient care. Most villages have one or more part-time health workers who
work from a collectively owned health station or their home. They provide preventive services
and minor care of patients.

7.3 China has a number of well organized preventive programs. For example, it reports very
high levels of immunization of 1-year old children for the four targeted diseases: tuberculosis,
diphtheria/whooping cough/tetanus, polio and measles (BCG 96%, DPT3 98%, Polio3 98%
and Measles 97%). In general the populace has easy access to health care.

7.4 This chapter examines the financing and provision of health services in the rural sector to
explore how decentralization has affected outcomes in the sector. The provision of healthcare is
extremely decentralized in China. By expenditure shares, the Central Govemment accounts for
only 2 percent of total budgetary spending on health, and sub-national governments the rest.
These shares have been stable over the past decade. Available data indicate that at the sub-
national levels, counties and townships together account for 55-60 percent (Table 5.4).

7.5 The health sector is at a critical juncture as China navigates the transition from a planned,
albeit low income economy, to a market economy. The transition in the health sector means that
the public sector ceases to be the sole provider of services. In fact, it will be shown in this
chapter that in the rural sector, private providers (mostly village clinics) are already providing
more than half of all outpatient services. As private provision grows, it is imperative for
government to focus on creating a regulatory framework to safeguard consumers, by setting
minimum standards for the quality of care, promulgating laws and decrees to govern public and
private service providers, and enforcing them through a system of regular monitoring and
inspections. The Government has been slow in assuming this new regulating role.
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7.6 The transition also means that the costs of financing healthcare are shifting away from
government and state-owned enterprises and collectives, toward insurance schemes and
individuals. This transition has been especially harsh in the rural sector since de-collectivization
of agriculture cut away the financial foundation for the cooperative medical schemes and left
some 90 percent of the rural populace without coverage of insurance or community risk-pooling
schemes. The sharp increases in out-of-pocket costs for healthcare are leaving the poor extremely
vulnerable. The regional dimension has also become much more prominent under the
government's fiscal decentralization policy, which transferred the responsibility for financing
public health to lower level governments. In the absence of an effective system of inter-
governmental transfers, poor localities not able to provide adequate finance may be to varying
degrees defaulting on their responsibility to provide health services.

7.7 A third issue in the transition is that incentives are altered as government subsidies are
reduced and healthcare providers are shifted toward user fees. If not carefully managed, this
shift could lead to revenue-maximizing behavior that overemphasizes the use of drugs and
expensive diagnostics with high-tech equipment, resulting in an inappropriate pattern of care and
run-away costs. This has become a major problem in China, as drugs are accounting for more
than half of total health expenditures, a percentage that is already high by international standards.
Healthcare costs have escalated rapidly. Household surveys conducted by the Ministry of Health
in thirty poor counties found the costs of rural healthcare to have risen twice as fast as disposable
incomes during 1983-1993 (Liu et al, 1996). Since then the trend has accelerated further: at 44.7
yuan, the average cost of an outpatient visit in 1998 had risen by more than 60 percent in real
terms (deflated by the consumer price index), and the cost of an average stay in the hospital had
risen by a similar amount during the period (Zhu Ling 2000).

7.8 These are troubling signs that the gains made in previous decades may be eroded.
Judging by the conventional measures of performance: access to healthcare, efficiency, and cost
containment; outcomes in China's health sector appear to be deteriorating. Even on the overall
measure of health status of the population, there are some indicators that while gains are still
being made, there is retrogression on some fronts-for example, the slowdown since early 1990s
in improvement in infant mortality rates. This retrogression is most likely caused by deterioration
in the poor regions.

7.9 In response to these new challenges, the State Council issued the Decisions on Health
Reform and Development on January 15, 1997 (State Council, 1997). It outlined the direction
and principles of health reform emphasizing the need to strengthen rural health services and
safeguard access for all. Implementing changes outlined in the document will require some
fundamental changes in the organization of the health sector and the prevailing structure of
incentives.

7.10 The rest of the chapter is organized as follows: Section 1 gives some background on the
health sector. Section 2 examines the system of rural health finance. Section 3 discusses
budgeting practice. Section 4 looks at outcomes, and Section 5 concludes with some policy
recommendations.
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Background -

The present situation

7.11 Most people in China have relatively easy access to some kind of health worker, although
they have more difficulty consulting a highly qualified one, particularly in rural areas. In 1998,
according to WHO statistics, there were 161.7 doctors per 100,000 population, compared to 48 in
India. These figures are misleading, since many people practicing as doctors are not qualified.
This is particularly the case in rural health facilities, where only a small proportion of "doctors"
have been to college (Gong et al 1997).

7.12 While there are a number of excellent preventive programs, as noted above, matemal
health services are less well organized. Only 51% of deliveries took place in an institute.
Matemal mortality is 65 per 100,000 live births, according to UNICEF, but the level varies
considerably between localities. However, these statistics mask large regional variations (Table
7.1).

Table 7.1: Regional Health Indicators, 1995

GDP Per Capita Population: Natural Per capita Health Infant Mortality (per
Rate of Increase (%) Expenditure (1994) 1000) (1993)

yuan
China 4,772 10.6 12.5 33
East Coast 8,848 5 16.6 17.6

outh Coast 7,449 11.6 18.6 17.9
North Coast 5,557 5.3 10.8 14.9
North Hinterland 4,018 9 13.2 24.4
Far West 3,267 13.8 19.6 44.4
Central Core 3,467 8.6 7.7 43.8
South Hinterland 2,956 11 10.1 50.5

Source: World Bank (1995); 1996 State Statistical yearbook; 1995 Nian Quanguo 1 percent Renkou Chouyang
Diaocha Zhuyao Shu Ju (Main Statistics from the 1995 one percent Population Census), SSB, 1995; 1995
Educational Statistics Yearbook of China; 1995 Health Yearbook of China.

7.13 Most household surveys show that rich and poor households have relatively high levels
of utilization of health services. However, poor households frequently buy a partial course of
drug therapy and limit consultations to village level health workers. There is a considerable
amount of evidence that people borrow money to pay for treatment of a major illnesses, or they
simply refuse hospital admission. There is a growing perception that catastrophic illness has
become an important factor in household poverty.

Current health policy

7.14 In 1997 the State Council issued a major policy statement reaffirming the government's
commitment to provide access to healthcare on the basis of need (State Council 1997a). The
statement emphasized the importance of prevention and restated the need to protect the very poor
against the impact of catastrophic illness. It also spelled out different health development
strategies in rural and urban areas. In urban areas, the govemment has split responsibility for the
demand and supply sides. The health sector has retained responsibility for health facilities and
personnel. The policy stresses the following:
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* regional planning of facilities, equipment and personnel to reduce duplication

* strengthening of community health centers (or some form of general practice) to reduce use
of hospitals for outpatient care and reduce costs

* measures to reduce the incentive to sell large volumes of drugs

7.15 The Ministry of Labour and Social Security is responsible for the reform of the insurance
system. The current thinking is that urban residents would be covered by a basic insurance plan.
People would have the opportunity to buy supplementary insurance. The predominant model
combines individual accounts, from which beneficiaries draw to finance outpatient care, and risk
accounts that reimburse a share of the cost of inpatient care.70

7.16 The Ministry of Health has primary responsibility for rural health services. In direct
response to emerging problems, its recent strategy statements emphasize:

* construction of a network of rural health facilities
* planning of the allocation of resources on a regional basis
* maintenance of health's share of total government expenditure as the economy grows
* support for local prepayment schemes (cooperative medical system) that raise funds

mostly from voluntary household contributions and also from government and collective
bodies

* strengthening of supervisory and referral relationships between levels of care
* the need to integrate health into poverty reduction plans in poor areas, including the need

to ensure adequate funding of essential services

7.17 However, implementing these policies will require some fundamental changes on the
financial and administrative sides.

The Administrative and organizational structure of the healthcare delivery system

7.18 Vertically, several ministries have independent but overlapping responsibilities for health
provision. The Ministry of Health (MOL) is in charge of overall health policy and planning,
development of technical criteria, monitoring the health status of population and providing most
of the preventive and curative services. The State Development and Planning Commission
formulates development plans and assigns capital allocations to the health system. The National
Bureau of Traditional Chinese Medicine manages the traditional Chinese medicine institutions
(TCM), develops policy and plans for TCMs and sets technical standards in the domain,
independently of the MOH. The State Family Planning Commission is responsible for population
planning, distribution of contraceptives and the provision of some reproductive services. The
State Drug Administration manages pharmaceutical production, distribution and evaluation, and
regulates the drug market. The Ministry of Labor and Security is now in charge of health
insurance for government and public employees in urban areas as part of the social security
system. The MOF and its counterparts at sub-national levels provide budgetary allocations to the
health sector, including all the sub-sectors of TCM, family planning, and health insurances.

70 There is not yet a single national health insurance system.
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Aside from the MOF and finance bureaus, the Ministry of Civil Affairs provides small amounts
of funding for the healthcare of some recipients of social relief, and the Poverty Alleviation
Office provides some funding for investment in health infrastructure and small subsidies for
some health programs in the poor counties. Other sectors such as military, railway and airline
systems and state-owned enterprises have their own healthcare institutions that are funded
outside the budget. Many of their health units are open to the public. Provincial, prefectural and
county governments have health departments that are in charge of managing the health facilities
at those levels.

7.19 The core of the healthcare delivery system comprises three mainstays: hospitals, maternal
and child health (MCH) institutes and epidemic prevention stations (EPS). The MCH institutes
provide maternal and child care, conduct field visits and supervise the lower level institutes
down to townships and villages. They are charged with collecting data and submitting regular
reports on MCH aspects. The EPS are key institutions in public health, specializing in disease
prevention and health promotion. Their major tasks include prevention of infectious diseases,
immunization for children (EPI), control of endemic diseases such as iodine deficiency disorders,
health education for the public, disease surveillance, monitoring of sanitation and information
management. All three types of institutions exist at the provincial, prefectural and county levels.
The MCH and EPS systems are organized vertically, with centers at the higher levels
undertaking supervisory and guidance functions over their counterparts at the lower levels. These
functions are all combined in the township health centers (THC) or township hospital.

The System of Rural Health Finance

The pre-transition antecedent

7.20 During the period of collectivized agriculture, China had built a "three tier health
system". At the base of this pyramidal system were health stations at the village level (then
organized as production teams or brigades). These stations were staffed with "barefoot doctors"
-peasants who had received some health-related training and worked part-time as village health
workers.71 At the next level, most communes (which became townships) had a health center
staffed with several doctors. The commune health centers organized preventive programs,
supervised the village health workers and treated the more complex cases. At the apex of this
system, each county had one or more hospitals, a matemal and child health (MCH) center and an
epidemic prevention station (EPS). The hospitals provided technical support and referral services
and the MCH centers and EPS stations coordinated preventive programs in the counties. It is
widely acknowledged that this system provided access to reasonably effective and affordable
basic health services to much of the rural population and contributed to major improvements in
health.

7.21 This three-tiered system was extremely effective in mobilizing public resources for health
spending. The barefoot doctors were paid in work-points, i.e., a share of the net incomes of the
collectives. Individuals paid for curative care but the charges were low. The collective incomes
of the production brigades or teams also financed the costs of major illnesses that were referred
for treatment to higher level facilities. In other words, the rural population was "taxed" to finance
the base level facilities, and the collectives provided the risk-pooling to provide coverage for

71 Their label of "barefoot doctors" came from the fact that they also worked part-time (barefoot) in the fields.
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major illnesses. The Government financed capital costs, salaries and some operating costs of the
more sophisticated institutions at the county level and provided some subsidies to the commune
health centers. In this way, scarce fiscal resources were concentrated on providing the higher
level care, and training and guidance for the grassroots facilities that were self-financed. At the
peak around 85% of the villages had a cooperative medical scheme, albeit often rudimentary, in
place.

7.22 When the agricultural collectives were disbanded in the early 1980s, the financial basis
for the risk-sharing schemes in rural healthcare was largely eliminated except in the coastal
areas, where prosperous township and village enterprises continued to generate substantial
resources belonging to the "collectives." With even township and village enterprises being
mostly privatized, more than 90 percent of the rural populace, or 700 million people, are now
without any coverage from risk-pooling schemes.

Sources offinance

7.23 In China, as elsewhere, economic growth and rising living standards have brought a
growing share of GDP spent on health. During the transition health spending has risen from 3%
to more than 5% of GDP. During this period the share of government in total health spending
has fallen, and the personal out-of-pocket portion has risen rapidly. Table 7.2 presents estimates
based on national health accounts. These data are not routinely available at province or county
levels, but the limited data available from Gansu and Yuzhong County corroborate the same
picture (Table 7.3). The salient features of this system are as follows:

7.24 The Government finances a small proportion of total health expenditure. A recent study
estimated that government health expenditure, not including the Government health insurance
scheme,72 accounted for 14% of total expenditure in 1993, compared with 28% in 1978 (World
Bank 1997). In 1999 this share had fallen to 11%. This is very low compared to other countries
(WHO 2000, Annex table 8)73:

Argentina 57.5% Australia 72% Brazil 48.7%
France 76.9% India 13% Japan 80.2%
Pakistan 22.9% Russia 76.8% USA 44.1%

7.25 Government subsidies are more focused on urban areas.74 Sixty percent of total
government health expenditure goes to the urban sector with thirty percent of the population, and
only forty percent goes to the rural sector. As shown in Table 7.4, in poor regions the rural share
appears to be even lower. With the exception of Chongqing, these seven provinces are less
urbanized than average. Yet their rural share was generally less than 30%, with a low of only
20% in Henan. These work out to very small amounts per capita, with health expenditures from
county and township budgets ranging from 6.8 yuan on average in Anhui to 20.2 yuan in
Qinghai.

72 The government insurance scheme for civil servants absorbed about 25% of budgetary spending on health in
1990. This share has risen to 30% in 1999.
73 These statistics may not be strictly comparable because it is not clear how WHO defined public and private
expenditures.
74 This is defined as government spending on health net of government insurance and capital spending.
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7.26 The lopsidedness in distribution may in reality be somewhat mitigated by the fact that
urban hospitals and clinics also serve rural populations by referral, as well as rural migrants.
However, the cross-over use of urban facilities may be small. The National Health Service
Survey found that rural households reported that more than 95% of outpatient visits and 80% of
inpatient services took place within the county in 1998 (Table 7.5).

Table 7.2 Sources of Health Finance

Source of Finance Percentage of total health expenditure (%)

1993 1999

Government budget (net of government insurance system) 14 11

Out-of-pocket payments 42 59

Government and state enterprise insurance systems 36
.~~~~~~

Rural cooperative medical system 2

Other 6

Total 100 100
Source: National Health Financial Statistics Report, Ministry of Health; National Statistics Annual Report, State
Statistics Bureau.

Table 7.3: The Health Recurrent Budget Situations in Different Areas

National Gansu Yuzhong

1997 1999 1997 1999 1997 1999

Health recurrent budget

% of Health spending 6.73 6.47 11.53 10.07 15.01 15.04

% of Gov. Expenditures 2.47 2.05 3.6 2.93 6.65 6.85

Budgetary health Expenditure 18.39 21.41 15.62 17.24 8.5 10.9
per Capita (yuan)

Source: Source: National Health Financial Statistics Report, Ministry of Health; National Statistics Annual Report,
State Statistics Bureau.
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Table 7.4: Government Health Expenditure in a Sample of 28 Counties in 7 Provinces, 1996

Government health expenditure Government rural health Share of rural in total
(county and township) per capita expenditure per capita

(yuan) (yuan) (%)

Gansu 11.7 4.1 35%

inghai 20.2 5.2 26%

Guizhou 8.7 2.6 30%

Shanxi 16.7 5.1 31%

Henan 9.4 1.9 20%

Chongqing 9.6 3.2 33%

Aui 6.8 2.2 32%
Source: Hicks et al 1998.

Table 7.5: Distribution of Services Among Medical Institutions in Rural Areas (1998)
(%)

Private Clinics Village Clinics THCs County Hospitals City Hospitals Others
Outpatient 12.0 46.3 25.3 11.9 2.2 2.3
Inpatient -- 35.4 46.7 11.7 6.2

Source: CHSI, 1998

7.27 Each level of government finances largely its own facilities. Provincial governments
support referral hospitals in the provincial capital and the institutions that supervise preventive
programs. The same applies to prefecture, county and township governments. Consequently,
township health centers receive most of their very low levels of financial support from township
governments.

7.28 Very few resources are transferred from higher levels of government to facilities at the
lower levels to support recurrent costs, although there are some earmarked grants for specific
objectives and activities. For example, vaccines are provided free of charge to township health
centers. Very small amounts of money are sometimes transferred to village health services-
some counties pay village doctors a monthly fee to undertake preventive programs, and other
areas subsidize cooperative medical insurance schemes.7 5 These earmarked transfers are
relatively small. This arrangement means that the quality of health services in each locality is
highly dependent on the financial health of the local budget. As expected, this gives wide
variation to per capita expenditures across localities (Table 7.6).

75 In response to recent government policy announcements, several provinces have made special allocations to
support the establishment of CMS schemes.



119

Table 7.6: Trend in Health Expenditures Across Regions

Ratio of
1995 1996 1997 1997/1995

Health Exp. Per Capita Yuan

High income regions 686.3 812.6 996.0 1.45

Middle income regions 267.4 332.6 368.7 1.38

Lower income regions 154.1 190.1 210.5 1.37

Poor regions 117.0 141.6 155.8 1.33

Maximum/minimum 5.9 5.7 6.4

% of Health Exp. In GDP

High income regions 5.18 5.24 5.67 1.09

Middle income regions 3.18 3.39 3.39 1.06

Lower income regions 3.66 3.76 3.72 1.02

Poor regions 6.43 6.65 6.6 1.03

Note: High income regions: Beijing, Shanghai, Tianjing
Middle income regions (9 provinces): Zhejiang, Guangdong, Jiangsu, Liaoning, Qinghai, Xinjiang, Hainan,
Fujian, Hebei
Lower Income Regions (9 provinces): Heilongjiang, Yunnan, Ningxia, Jilin, Shandong, Shanxi, Hebei, Hunan,
Inner Mongolia
Poor regions (9 provinces): Sichuan, Guangxi, Tibet, Shannxi, Gansu, Jiangxi, Anhui, Henan, Guizhou
Source: The National Health Account Working Group of China.

7.29 The level of subsidy diminishes down the administrative hierarchy. Table 7.7 shows the
gap in funding levels between city hospitals, which are provincial or prefectural; county hospitals
and THCs. Ambiguities in the status of townships only compound the problem in Gansu. In
Hezheng County, for example, since townships are not an independent level of finance, THCs
are the county's responsibility, but treatment is differentiated between county and township units.
For the county hospital, the budget appropriates 70% of personnel salaries (including for the
20% of personnel who are in excess of what is officially allowed). For MCH and EPS stations,
the county budget covers 100% of personnel salaries. For THCs, the county budget covers only
50% of the basic wage for state employees-the rest has to be raised by the institutions
themselves. In some of the poorer townships in Hezheng County, there were reportedly no
budgetary inputs to the health sector at all.

7.30 There are no direct subsidies to individuals. Aside from the small amounts of funds that
the Ministry of Civil Affairs sometimes provides for families on social relief, there is no safety
net provision to protect the poor.
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Table 7.7: The medical institution subsidy by urban and rural population (1999)

Institutions Government subsidy Major Served Population Gov. Institution Subsidy
Institutions (10,000) (10,000) per Capita (yuan)

City Hospitals 940496 53172 17.7

hare of total 53% 25%

County Hospitals 348120 68326 5.1

Share of total 20% 32%

THCs 480195 90437 5.3

hare of total 27% 43%

otal 1768811 211935

Source: MOH 1999, MPS 1998.

Budgeting

7.31 Budgeting is by inputs such as personnel or bed numbers, and they are allocated by
institutions. As noted in Chapter 4, budgeting is typically passive at the local levels. Allocations
depend primarily on past levels, and are institution-specific rather than program-directed. There
is also a strong bias toward state-owned units, with county level units having priority over the
collective units at the lower levels. Because villages are not formally a level of government,
village clinics receive very little financial support from govemment for recurrent costs. They do
sometimes have free use of the former collective health stations, and sometimes receive capital

76grants under earmarked programs. Table 7.8 shows the nationwide distribution of health
subsidies by type of institution. Table 7.9 shows the distribution by institution in Hezheng and
Yuzhong Counties. A fuller breakdown is shown for four counties in Qinghai Province that
shows the range of uses and institutions that compete for funding in counties. First, budgetary
outlays for health include the Government health insurance for civil servants, which typically
absorb one-quarter or more of the total. In addition to the "core" health facilities of hospitals,
EPS and MCH centers, the county's health expenditures also finance family planning, traditional
Chinese medicine hospitals/clinics, and health educational institutions (Table 7.10).

Table 7.8: The Government Subsidy in Medical and Preventive Health Care Institutions in 1999

Hospitals THCs EPS MCH Center

Total Expenditure (billions yuan) 132.89036 38.07236 8.68137 3.60005

Government Subsidy (billions yuan) 10.88343 4.7836 3.51908 1.04639
Service Population 124810 90438 124810 76647
% of Gov. Subsidy in expenditure 8 12.4 39.4 29.8

Government Subsidy per capita (yuan) 8.7 5.2 2.8 1.4

Source: MOH, 1999; SSB, 1999; MPS, 1998.

76 For example, in Yuzhong County, during 1997-2000 the prefecture (Lanzhou) provided 2.15 million yuan to
subsidize the construction of village clinics in 86 poor villages. These villages were also provided with detailed
architectural specifications for the clinics.
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Table 7.9: Government Subsidy and Expenditures of Different Health Institutions, Yuzhong and Hezheng
Counties (1999)

(units: 10,000 yuan)
MCH per Hospital

Hospital EPS Center THC TOTAL Capita(yuan) Share of Total
Hezheng County
Total Expenditure 268 22 7.6 15.8 90%

Salary expenditure 98 18 12 3.8 74%
Government Subsidy 66 18 12 3 5.3 67%
subsidy as % expenditure 25% 82% 39%

salary as % expenditure 37% 82% 50%
total salary as % subsidy 148% 100% 100% 127%

Yuzhong County
Total Expenditure 718 103 89 16.1 21.8 78%

Salary expenditure 224 52 29 5.8 72%
Salary of retired staff 50 9 6 77%

Government Subsidy 118 54 29 3 4.8 58%
subsidy as % expenditure 16% 52% 33% 19%
total salary as % expenditure 38% 59% 39% 36%
total salary as % subsidy 232% 113% 121% 193%

Source: The local health financial statistics.

Table 7.10: Government Health Expenditure Per Capita in Four Counties in Qinghai, 1996

Type of Expenditure Yuan per capita Share (1) Share (2)
Health Recurrent Budget 10.47 100% 52%

County Hospitals 3.72 36% 18%

Township Health Centres 3.83 37% 19%

MCH 0.51 5% 3%

EPS 0.85 8% 4%

CMS 0.05 0% 0%

Other 1.51 14% 7%

rraditional Chinese Medicine 0.9 4%

amily Planning 2.17 11%

Govemment Employees Insurance 5.82 29%

Capital Expenditures 0.8 4%

Total Health Spending in Budget 20.15 100%

Rural Public Health* 5.24

* Expenditures on THCs + MCH + EPS + other.
Source: Hicks et al 1998.

7.32 There are no specific "norms" for allocations. Local governments appear to have a good
deal of latitude for choosing the basis for funding recurrent costs. For example, in Hezheng
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County the budget funds 70% of the basic wage for the actual number of medical staff, whereas
in Yuzhong the appropriation to hospitals is based on the number of beds. In any case, given the
constraints that local governments are not permitted to run deficits, and inter-governmental
transfers are not pegged to ensuring financing for all fiscal needs, "norms" are necessarily
subordinated to revenue availability.

7.33 Health institutions are divided into three categories for funding allocation: fully funded,
mostly funded, and partially subsidized. In the pre-transition period, the Government funded the
budgets of the preventive programs fully and allocated budgets to hospitals and health centers on
the basis of bed numbers and numbers of staff. As government funding has declined, existing
health institution were divided into three categories depending on their ability to generate funds.
Government agencies, such as the department of health itself, continue to depend entirely on
government to finance their expenses, including salaries. In the second category are EPS and
MCH centers, which are no longer fully funded by government even though they are responsible
for preventive programs in the territory they cover. While the budget continues to finance a
substantial share of their costs, they have also increasingly sought opportunities for revenue
augmentation. Many MCH Centers provide maternity and other services to those who can afford
to pay. EPSs earn revenue for administering the compulsory annual physical examinations to
restaurant workers and other food handlers. They also provide a number of specialized laboratory
services. It can be seen in Table 7.8 that by 1999, nationwide these institutions were receiving
only 30-40 percent of their budgets from government grants.

7.34 The third category of institutions finances most of their budget from non-government
sources. These include hospitals and health centers where government grants often finance less
than 15% of total expenditures. In some localities, the Government grant to health centers may
finance little more than the cost of pensions of retired personnel. Health facilities have to
generate all additional resources themselves, including running costs. In some cases, they have
to subsidize the activities of the MCH and EPS departments out of revenues they earn for
providing medical care.

7.35 There is no specific prioritization of expenditures. While there is obviously an implicit
prioritization in the division of institutions into different categories for funding, no "firewalls"
exist to protect priority activities such as epidemic prevention work from financial squeeze. In
practice, pragmatic considerations often prevail allocating health expenditures among competing
uses and institutions - curative vs. preventive care, Western vs. Chinese traditional medicine, etc.
Under conditions of fiscal stress, local officials often distribute cuts more or less across-the-
board and in accordance with the spending unit's ability to generate fee revenues. The outcome
is a pattern of budgetary appropriations that is not closely linked to national health priorities.

7.36 Health facilities are under enormous pressure to find supplementary revenues. This is
highlighted by the data in Table 7.9, which show that budgetary appropriations provide less than
wage outlays of all the institutions in the two Gansu counties save for the EPS and MCH centers
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in Hezheng.77 All the rest, including the rest of the wage bill, running costs and staff bonuses
have to be borne by user charges and profits.

7.37 Health facilities are not required to report their plans for off-budget revenues for prior
review by fiscal authorities. It is not known whether they are required to seek approval from
local health authorities. This problem will be mitigated under the current reform to present
organizational budgets, where each department will be required to report all revenues and
expenditures, including extra-budgetary ones.

7.38 There is little budgetary oversight on capacity expansion in health institutions. In Gansu,
spending units appear to be free to add both staff and beds without oversight from the fiscal
authorities. In Hezheng County Hospital, for example, total working staff grew from 106 in
1996 to 152 in 1999 (with declining workload). In fact, Table 7.11 shows that all institutions in
the county added staff. In contrast, in Yuzhong County, where budget appropriations were based

Table 7.11: Staffing Levels and Personnel Costs in Hezheng and Yuzhong County Health Institutions

1996 1997 1998 1999 Increase (%)
Hezheng County
Staff of county hospital 106 120 142 152 43
Personnel Costs (10,000 yuan) 222 258 303 366 65

taff of EPS 22 25 28 32 45
Personnel Costs (10,000 yuan) 18 NA
Staff of MCH Center 21 21 21 25 19
Personnel Costs (10,000 yuan) 7 7 9 12 71
Staff of THC 9 9 10 13 44
Personnel Costs (10,000 yuan) 3.2 3 4.1 3.8 19

Yuzhong County
taff of county hospital 231 226 227 225 -3

Personnel Costs (10,000 yuan) 175 193 225 274 57
Staff of EPS 46 46 46 46 0
Personnel Costs (10,000 yuan) 40 38 43 61 52
Staff of MCH Center 19 25 26 26 37
Personnel Costs (10,000 yuan) 19 23 30 35 84
Staff of THC 10 11 10 9 -10
Personnel Costs (10,000 yuan) 4.8 6.5 5.9 5.8 21

Source: Local Health Statistics Report.

on the number of hospital beds, staffing levels did not increase even though personnel costs rose
rapidly. Instead, beds were added, resulting in the county's bed occupancy rate dropping from
66% in 1996 to 54% in 1999. Considerations were reportedly still underway to add more beds in
some hospitals.

77 By appropriating 100% of the basic wage of all personnel, the budgetary grant is insufficient to pay the full wages
of personnel, of which the basic wage is as little as one-third of total take-home pay in the coastal areas. In poor
regions, however, this often constitutes the full take-home pay since there are few sources of extra-budgetary
revenues.
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7.39 Budgeting for capital investments. In theory, investment in buildings, plant and
equipment is managed through the five-year plans. In practice, these decisions largely reflect
resource availability. This is illustrated by the "three-items construction program", a major effort
to upgrade rural health infrastructure during the 1990s. The Government launched this program
in 1991 to rehabilitate and/or reconstruct county-level preventive institutions and township
health centers. The program provided funds on a matching basis, requiring local governments
and facilities to co-finance the investments. A mid-term review in 1995 (Department of Planning
and Finance 1996) found that total expenditure came from the following sources: Central
Government (2.7%), provinces, prefectures and counties (28.5%), townships (20.9%), individual
facilities (40.9%) and others (7.1%). The take-up of funding by poor counties was very low,
largely because local governments and facilities could not afford their share of the cost.

7.40 As shown by the figures on the Three Items Program, health facilities are financing much
of the capital investments themselves through a variety of strategies. These include the use of
retained surpluses, creation of an investment fund into which employees contribute, negotiating a
joint venture with local businesses and borrowing from banks or equipment suppliers. The result
of this autonomous investment is a major duplication of services. In many localities the number
of inpatient beds has risen and occupancy rates have fallen. There has been a large increase in the
amount of expensive equipment, such as CAT scanners.

7.41 The health infrastructure has expanded particularly rapidly in the cities. However, it is
also expanding in rural areas, where health facilities make efforts to acquire echo scanners and
more sophisticated X-ray machines. One also commonly finds facilities that have added new
services. For example, a MCH center might build an inpatient facility to provide deliveries and
other health services; or a family planning center might expand into curative healthcare. This
process creates duplication of services, and the equipment acquired is often too sophisticated for
local needs and capacities.

7.42 At the same time, many township health centers are severely run down and poorly
equipped, reflecting years of neglect of maintenance, repairs and replacement of equipment. In
theory, the local government that owns the health facility should finance these costs. When
budgetary appropriations are insufficient even to meet wage costs, health center managers have
to choose between maintenance and repairs and bonus payments to staff. They have mostly
chosen to meet the immediate expectations of their employees. For example, a study of health
centers in three poor counties found that expenditure on non-salary, non-drug inputs decreased
by 20 percent or more in real terms between 1981 and 1992, in spite of rises in the Government's
grant (Bloom et al 1995).

Expenditure Outcomes in the Health Sector

7.43 The health sector has responded well to the transition in the sense that services have
grown to meet the new demands of a more prosperous populace, both in terms of quantity and
sophistication. However, fiscal decentralization has also had many adverse effects, and the
present allocation of resources does not reflect government priorities. Problems of unequal
access has been discussed extensively in earlier chapters. This section focuses on problems of
allocative and operational efficiency and cost increases.
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7.44 Mismatch between supply and demand in healthcare and creation of excess capacity. In
the rural sector, government funds are nearly entirely concentrated at the county and township
levels. This does not match up well with the pattern of services consumed. The survey results
shown earlier in Table 7.5 indicate that nearly 60% of outpatient services consumed in the rural
sector were provided by village clinics or the private sector. Only one-quarter were provided by
THC, and another 14% by county and city hospitals. This is confirmed by the low and declining
rates of utilization in county hospitals and THCs shown in Tables 7.12 and 7.13.

Table 7.12: Changes in Utilization Rates

Outpatient Visits In-patient Visits Bed Occupancy Rates

millions millions %

Hospitals 1995 1208.42 30.39 66.9

1999 1188.25 33.42 59.8

rownship Health Centers 1995 938.28 19.6 40.2

1999 850.97 16.77 32.7

Source: CHSI,1995, 1999.

Table 7.13: Utilization Rates of Rural County Hospitals and THC in Poor Areas (1997)

Outpatients per In-patients per Bed Occupancy
Medical Staff/day medical staff/year Rate (%)

County Hospitals Poverty areas 1.15 16 58
National rural Areas 1.27 20 67

THC Poverty Rural areas 2.66 15 35
National rural Areas 2.41 22 38

Source: FLO, 1999.

7.45 Duplication and breakdown of the previous system of referral and supervision. Excess
capacity is also created by the incentive structure that encourages each facility to strive for
revenue generation. EPS are sometimes offering outpatient services. MCH centers are treating
gynecological complaints and selling drugs, and all hospitals are competing for fees-paying
patients. The result is that divisions of labor break down and undesirable duplication and
competition emerge. While some level of competition is beneficial since it acts to protect
patients and provides them with options, revenue-seeking activities may sometimes divert
resources from the core functions of the units. For example, even though recent government
policy statements reaffirm the responsibility of urban hospitals to support rural health facilities,
the opportunity costs of diverting skilled clinicians from seeing patients to supervising rural
facilities are high, and they are increasingly unwilling to carry out the monitoring, supervision
and regulation tasks. Moreover, as many hospitals are competing directly with township health
centers for patients, they have little incentive to help the latter improve their services.

7.46 Distorted incentives lead to inappropriate patterns of care and cost increases. The
biggest source of cost increase is high levels of prescription drug use. Since health facilities earn
a profit of 15-25% on the value of drugs they sell, this has encouraged a style of medical care
that relies heavily on the prescription of drugs to patients, even in rural facilities. With virtually
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no controls on the supply of drugs (with the exception of narcotics and major tranquilizers), even
poorly trained village doctors prescribe powerful antibiotics, steroids and other powerful
prescription drugs. Zhan et al (1997) found that an average outpatient visit at a township health
center resulted in a prescription for more than two items, with over a third of prescriptions
including an antibiotic. Township and village level doctors frequently give drugs via injections
or intravenous drip. This is costly and exposes patients to the risk of complications and the
development of antibiotic resistance.

7.47 Another source of high costs is in the unnecessary use of medical equipment. This is a
major problem in urban areas, but even rural health facilities make every effort to purchase
modem equipment. For example ultrasound is very popular. There are no clinical protocols to
define when particular investigations are cost effective.

7.48 Cost increases are also due to weak control over extra-budgetary finance, which gives
rise to soft budget constraints at health units. The phenomena of unrestrained capacity creation
(in the presence of declining utilization rates) is due to the (perceived) absence of limits on
revenue creation in health facilities. Govemments have sometimes even extracted surpluses
from hospitals for use elsewhere (e.g. in Hezheng), and more commonly have used health
facilities to absorb excess workers regardless of qualification. In the Hezheng county hospital,
for example, only 8 of the 46 employees added during 1996-1999 were technically classified as
medical workers, and hospital officials complained of overstaffing and a shortage of qualified
staff. In fact, the health sector has been the biggest contributor to the growth in public
employment during the 1990s (Annex 2).

7.49 Table 7.14 shows the increasing unit costs of service in county hospitals and township
health centers from 1993 to 1998. During the five year period, the average cost of outpatient
visits rose 232 % in county hospitals and 141% in THCs, compared with increases of 60 percent
in the overall consumer price index and 41 percent in the rural consumer price index. The cost of
inpatient stays (per day) rose 208% in county hospitals and 157% in THCs.

Table 7.14: Changing Costs of Service in County Hospitals and Township Health Centers

County Hospitals Township Health Centers

1993 1998 Increase 1993 1998 Increase

Business Revenue (million yuan) 981.043 2566.26 170% 1236.315 2732.18 121%

Total OPD Visits (million) 252.16 216.92 -14% 933.87 790.83 -15%

Total Inpatient (mnillions) 12.4 11.72 -6% 20.08 18.64 -7%

BedOccupancyRate 71.7 55.2 -23% 41 36 -11%

Unit cost per OPD Visit 13 43 232% 9 21 141%

Unit medicine cost per OPD 8 26 204% 7 15 126%

Unit cost per inpatient day 46 143 208% 30 76 157%

Unit medicine cost per inpatient day 25 70 178% 17 40 131%

Source: MOH,1993,1998.
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Policy Recommendations

7.50 To rectify the undesirable recent trends, the Government needs to fundamentally
reformulate health finance and clarify the public role in the health sector. Many of the needed
changes were already outlined in the 1997 State Council document, but they remain to be
implemented. The first set of required changes are budgetary:

(a) Budgeting should be improved to focus on outcomes rather than inputs, especially physical
inputs such as hospital beds and physicians. In particular, it might shift from funding
employees and beds to providing certain levels of funding per potential client or in per
capita terms.

(b) Budgeting should also shift from funding institutions to funding programs, using more
specific performance targets pegged to public health objectives. For example, funding
should be provided for urban hospitals to carry out their monitoring and supervision
functions in rural health facilities, and the hospitals should be held accountable for
performing these functions.

(c) To implement its stated policies of ensuring access to healthcare for all, the Central
Government also should take on a direct role in financing healthcare expenditures for poor
households as well as poor localities. This requires improving inter-governmental transfers
to ensure financing for public health programs and safety net provisions, and consideration
should be given to funding an essential package of public health inputs. Aside from the
issue of whether there is sufficient funding, improving the design of current earmarked
grant schemes could bring potentially large increases in effectiveness of the transfers.

(d) Bring potential extra-budgetary revenues under fiscal control. Measures should include:

* Regulate user charges, including imposing limits on prescription drug profits to health
centers so as to minimize the incentive to "over prescribe" medicines.

* Impose more oversight on the use of funds- e.g. require that capacity expansions be
approved by health and fiscal authorities.

* Strictly limit contingent liabilities on government by requiring full reporting to fiscal
authorities of borrowing by health facilities.

(e) Fiscal authorities should be given more oversight in monitoring health expenditures and
approving changes in allocation.

7.51 The second type of reforms required are those related to health policies, mostly by
implementing principles enunciated in the 1997 State Council Decisions on Health Reform and
Development:

(a) Reformulate health policy to strengthen regional planning.

(b) Redefine the public role to emphasize:
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* Priority for public health-define core public health functions, set performance
targets for public health goals, give earmarked grants for public health services.

* Creation of regulatory structures with clear assignment of responsibilities for
monitoring, supervision and enforcement.

* Revamp price structure for services, restrict markup on drugs, and identify lists of
essential prescription drugs that clinics and hospitals are allowed to sell.

* Introduce safety net provisions to ensure health coverage for poor households.

* Review the relative roles of township health centers and village clinics.

* Address issues of overstaffing and unqualified personnel in health facilities.
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8. IMPROVING SUB-NATIONAL PUBLIC EXPENDITURE
MANAGEMENT FOR BETTER RESULTS

China faces large and growing regional disparities in the delivery of public services at the local
level. There is a severe undersupply of the vital services in poor regions that are directly
attributable to the system of decentralized fiscal management that has evolved over the past one
and a half decades. While there is no imminent "health crisis" or "education crisis" on the
horizon, stemming the erosion of China's hitherto impressive achievements on human
development requires appropriate government action to reduce the fiscal gaps that have been
created by the mismatch of revenue and expenditure assignments, and the current inadequacy of
equalization grants.

8.1 Since embarking on its transition to a market economy in the late 1970s, China has
experienced two decades of rapid economic growth that is unprecedented in world history. 8

Building on the foundation of good investments in human development laid during the period of
the planned economy, China also has impressive social indicators (Figure 8.1). However, this
growth has been accompanied by an alarming rise in income inequalities across households and
regions (World Bank 1997, Khan and Riskin 2000, Riskin, Zhao and Li 2001), and the Lagging
Regions Initiative launched in 2000 reflects government's concern about the recent trend. While
market reforms can be expected to undo the lockstep egalitarianism of the planned economy and
produce a wider dispersion in incomes, what is worrisome is that this impressive growth record
has not brought commensurate improvements in the country's social indicators, especially in
health status.

Summary Diagnostics

8.2 When the pieces of the analyses of different aspects of sub-national public finances that
was undertaken in this study are put together, the following key messages on management of
public finances emerge:

8.3 Sub-national budgetary outcomes are poorly linked to Central Government policy
priorities. Some reforms are being implemented in budgeting at the sub-national levels that will
improve the timeliness of budget formulation and isolate salary costs from other expenditures,
but at present China's current budgetary outcomes are far from optimal. Chapters 6 and 7
highlighted the fact that budgetary weakness at the sub-national levels has been a key constraint
to implementation of national policies in the education and health sectors. Annex 2 concluded
that overstaffing is a serious problem at the county level where wage costs are squeezing out

78 No other country has grown at such a high rate (more than 8% per annum) for such a long period.
79 For example, the World Health Report 2000 ranked China 61st out of 191 countries in overall quality of health, but
188"' in terms of fairness in financial contribution, and 144"' for the overall performance of the health system. These
latter two rankings put China ahead of most African countries but below other large developing countries such as
India, Bangladesh and Indonesia. These rankings are in sharp contrast to the assessment at the 1978 World Health
Organization conference in Alma Ata, when China was held up as the model for community based health care
(Kaufman and Saich 2001), and can be attributed to the collapse of the network of paramedics ("barefoot doctors")
that had provided rudimentary but accessible care in the countryside.
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other vital expenditures, and this occurred in spite of several rounds of "right" implemented by
the Central Government through the 1980s and 1990s.

Figure 8.1: China's Social Indicators
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Source: China Managing Public Expenditures for Better Results, World Bank (2000).

8.4 Sub-national budgetary performance is poor in equity terms. Regional disparities are
extremely large by international standards, and they have grown at an alarming rate. Among
provincial level units, the ratio of highest to lowest in per capita budgetary expenditures-net of
all transfers) has risen from 6.1 to 19.1 from 1990 to 1999, and the coefficient of variation has
grown from 0.55 to 0.86 (indicating growing dispersion among the provinces). 80 If the three
municipalities of Shanghai, Beijing and Tianjin are excluded, the ratio of maximum to minimum
still rose from 3.9 to 6.0. At the sub-provincial levels the disparities are often much larger, and
vary greatly across provinces (Chapter 2). More important than the fact of large and growing
inequalities is that at the lower end of the distribution, local governments in poor regions are
unable to fulfill their expenditure responsibilities, providing vital public services such as basic
education and public health at extremely inadequate levels. Given the large disparities in tax
capacity across regions, this requires a substantially increased effort in redistribution.

8.5 The inter-govermmental system is characterized by high levels of transfers. Given the
revenue constraints currently facing the Government and the large number of urgent expenditure
needs (banking sector reform, and pension reform, to name just two), there will be limited
opportunities for increasing revenue allocations to the local sector. Increased equalization
transfers will have to come mostly from existing transfers. In fact, though, the Chinese fiscal
system is already characterized by very large revenue flows between all levels of government.
Starting at the top, the Central Government has in recent years been collecting 50-55 percent of
total revenues but accounting for only about 30 percent of expenditures; the rest is transferred to
local governments. Figure 8.2 shows that more than 40 percent of consolidated local
expenditures are financed by transfers. At the sub-national levels the story is similar: in 1999
transfers financed fully one-third of aggregated expenditures at the county level, ranging upward
to 61 percent for the nationally designated "poor" counties (MOF 2000).

so This is for 29 provincial level units excluding Tibet and Chongqing.
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Figure 8.2: Dependency on Transfers
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8.6 But the transfers are counter-equalizing and inefficient. It was shown earlier in Chapter
2 that the transfers are in the aggregate significantly counter-equalizing because they are
dominated by tax rebates, which are origin-based and favor rich regions. Even aside from the tax
rebates, current transfers are poorly designed to achieve policy objectives. Over the past few
years, the MOF has quietly reduced the share of transfers under tax rebates and significantly
increased earmarked transfers to improve targeting and equalization (Table 2.3). However, this
appeared to have been done in an ad hoc fashion, mostly to "put out fires" in social protection
and for the fiscal stimulus program. And it was done through introduction of new programs (e.g.
the new education programs discussed in Chapter 6, and subsidies for SOE laid-off worker
stipends, etc.). This has left intact the problem that there are too many earmarked grants
programs, most of them severely underfunded, and many no longer needed. Financing for the
programs remains ad hoc, and the amount of funding is determined ex post, often long after the
start of the fiscal year. The MOF has taken steps to correct this-for example, in his annual
budget speech to the National People's Congress in March, Minister of Finance Xiang
Huaicheng announced the overall scale of the earmarked grants program for 2001. This was the
first time the MOF has committed to prior budgeting for the funding of earmarked grants,
although no programmatic details were given. Nonetheless, to improve the effectiveness of
transfers, a thorough review of all existing programs is long overdue. Moreover, the problem of
equalization still needs to be addressed directly and forthrightly.

8.7 Sub-national budgetary outcomes are also poor in efficiency terms due to inappropriate
budgeting practice, along with a lack of incentive and accountability. Chapters 6 and 7
highlighted many inefficiencies that are caused by input budgeting and distorted incentives-e.g.
too many teachers and health workers, too much use of drugs and high-tech diagnostics, etc. In
many instances a central planning mentality still reigns, with a reliance on supply-driven models
of service provision that disregards demand side factors-e.g. building township health centers
even when demand is declining, building schools rather than investing in improving the
incentives for increased enrollment and attendance.

8.8 To bring improvements will require reforming budgetary practice, which is being
initiated at the central level. The first aspect of this required change is to give local governments
real autonomy. Findings in this report show that local budgetary autonomy is severely



132

constrained by the preponderance of spending mandates (including a continuing stream of
unfunded mandates from higher levels), the lack of revenue (tax) autonomy, and the unreformed
system of personnel management that harkens back to central planning. With local governments
straining to meet the cost of their expenditure responsibilities, the resultant budgetary behavior at
the sub-national levels suffers from all the same problems as that at the central level: it is
fragmented, passive and reactive. Available resources are distributed among existing structures
and services without much consideration of national priorities or the logic of selection, and the
predominance of input budgeting does not induce efficient behavior at the lower levels. It is
characterized by what Allen Schick has called "cash box budgeting", where money is allocated
as it is collected, eroding the allocative intent of the budget process. This is true for budgetary as
well extra-budgetary resources. The disarticulation of personnel decisions from the budgetary
process has further created perverse incentives for the lower level governments, where
guarantees for salary payments by higher authorities are tantamount to subsidies on public
employment, distorting allocative choices and giving local officials the opportunity to hand out
plum jobs to friends and family. It is no surprise that sectors with the fastest growth in staffing
are those that can bring in extra-budgetary revenues such as family planning, public security and
finance bureaus (all collecting fees and fines).81

8.9 The assignment of responsibilities needs to be clarified. The report has found the current
lack of clarity on expenditure assignments has resulted in a high degree of concurrent
assignments at the sub-national levels, which weakens accountability and leads to inefficient
undersupply of services. The responsibility of provinces needs to be strengthened. Chinese
provinces are very large by international standards (and most provinces are larger than most
countries in the world), and they should play an important intermediary role in administration.
However, the provincial role is at present ambiguous, especially regarding the important function
of equalization. While some provinces (such as Jiangsu) have instituted what appear to be
effective intra-provincial equalization programs, others are more passive. Equalization should be
a joint responsibility of the central and provincial governments. The policy-making function
should be linked to financial responsibility. If the Central Government retains its role in making
national policy on social services such as nine years of compulsory education, it should set up
mechanisms to implement the policy, including general or specific purpose grants. And it should
consider making transfers directly to the level responsible for service provision, even if it means
reaching below the provincial level.

8.10 The assignment of revenues should be revised to grant some autonomy to sub-national
levels. Giving local governments some taxing powers is a prerequisite for implementing real
fiscal decentralization. It is also a necessary condition for bringing extra-budgetary revenues
back into the budget-in exchange for giving up their autonomy over informal revenue sources,
local governments have to be given some tax autonomy to allow them to respond to local
expenditure needs. Assigning more revenues and giving autonomy to local governments will
also increase efficiency of the inter-governmental transfers system by reducing the overall level
of transfers without sacrificing equalization.

81 See, for example, Cao Jinqing, China Along the Yellow River: a scholar's observations and meditations on
Chinese rural society", Shanghai Cultural and Literature Press, September 2000.
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8.11 Local borrowing for long-term investment in infrastructure should be permitted with
appropriate safeguards. Local governments are generally responsible for financing the
infrastructure needed to deliver services in their expenditure responsibilities. This follows the
correct general principle in expenditure assignments. However, in reality many local
governments, from the province down to counties and townships, lack the financial means, or at
the minimum the liquidity, to undertake the required investment expenditures. Because of the
vast unmet needs in capital infrastructure, there is an urgent need in China to allow responsible
and well regulated borrowing at the sub-national level. Responsible borrowing by sub-national
governments will significantly enhance the efficiency and the (inter-generational) equity of sub-
national expenditures. Allowing borrowing by sub-national governments in China, of course,
does pose potential threats to macroeconomic stability. However, the seriousness of these threats
can be minimized with adequate legislation and penalties. A careful debate of this issue in China
is likely to lead to the conclusion reached in most other countries, that the potential gains from
responsible borrowing at the local level largely outweigh its potential costs.

8.12 The administrative structure of budgetary management has too many layers, and is not
conducive to straightforward implementation of national policies. The tradition (dating back to
imperial China) whereby the superior level sets rules only for the level immediately below makes
it hard for the Central Government to effect outcomes for services to be provided by the lowest
levels of the hierarchy, since each intermediate level has some discretion in interpreting and
implementing the policies. The number of tiers in the administrative hierarchy also needs to be
reconsidered. For public goods provision in the rural sector, the key levels are central,
provincial, county and township. The prefecture/municipality has no role in rural services and
should be removed from the chain of command.8 2 The role of the township should be reviewed.
Decentralization of responsibilities for basic education and public health to the township level is
widely believed to be a mistake. In both education and health, the line ministries have reached
the conclusion that the township level has neither the resources nor capacity to effectively
manage service provision, but their efforts at moving management of these services to the
county level has been constrained by the Budget Law. Even though the township was designated
as an independent level of budgeting in 1986, many provinces have not yet completed the
process (e.g. Gansu and Hebei), and others have already reversed it (e.g. Jiangsu). The
ambiguous status of townships should be ended by abolishing it as a level of finance.

8.13 The Government has rightly focused on budget reformn as a top priority to improve public
sector perfornance. However, budget reform could bring only limited benefits if it is not fully
implemented at the local levels-pro fonna changes will not do. Thus, budget reform must
involve local governments in the early stages and enlist their buy-in. This point cannot be over-
emphasized since the most important step in budget reform is to bring extra-budgetary funds and
off budget activities back into the budget. Budget rationalization is meaningless if the budget
does not have complete control over the finances of government. The campaign to reform extra-
budgetary funds has so far yielded few concrete results. Instead, it has suffered two major

82 In provinces where the number of counties is too large for the province to manage (e.g. Hebei Province, which as
nearly 150 county level units), there may be a need for "super prefectures" that act as intermediaries, perhaps each
managing 30-50 counties.
83 The exception are rich regions, where townships have substantial resources and often manage well-run welfare
programs.
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setbacks in the past two years. The first was the indefinite delay of introduction of the fuel tax,
which appears to have been caused by the combined opposition of local governments and the
transport ministry. The rural fee reform seems to be facing the same fate. These experiences
suggest that the reform of EBF cannot be mandated from the top, and it cannot be carried out in
the absence of accompanying revisions in expenditure and revenue assignments since the
revenues are often financing vital public services.

Policy Recommendations

There is an urgent needfor reforming inter-governmentalfiscal relations

8.14 The sense of crisis in rural public finance is palpable. In the words of an official in a
medium-sized city in Hunan Province, "Township finances are basically bankrupt, and county
finances are near bankruptcy, such that wage arrears (to civil servants) are not an isolated
phenomenon." In Hunan there is a saying, "it is normal for payroll to be a month behind. For
payroll to be two months behind is habitual. If it is three months late it's a little difficult, but it is
not considered strange to be four months behind." Among the five counties and two cities
subordinate to Hengyang, in 1999 not a single one was meeting payroll with delays being 4
months long for the worst cases.

8.15 Completing the TSS reform should be the first priority. The 1994 reform was a major
achievement that moved the Chinese fiscal system significantly toward greater uniformity and
transparency on taxes and a sounder basis for revenue sharing. However, the reform is
incomplete. The coexistence of the tax sharing (assignment) system and the old fiscal contracts
makes revenue sharing extremely complex and difficult to understand, especially at the sub-
provincial levels. Completing the reforms should be the first order of priority, and this should
include: (a) consolidating the multiple transfers schemes, (b) rationalizing and streamlining the
earmarked transfer programs, and (c) significantly increasing the equalization effort. Equally
importantly, a review of expenditure assignments that should have been part of the revenue
sharing reform was not undertaken in 1994, and is long overdue.

8.16 To enhance credibility of its commitment, the central government should designate
specific revenues for the equalization effort, either as a percentage of central revenues, or by
earmarking specific revenue sources (such as the incremental revenue accruing to Central
Government from VAT and excise taxes). It will also be necessary to stop unfunded
mandates-again guaranteed by law or regulations.

8.17 Both expenditure and revenue assignments should be completely specified for each level
of the administrative hierarchy. All expenditure responsibilities as well as "local" taxes and
revenues (tax rebates) should be divided into provincial, prefectural, and county shares. These
assignments appear to be still evolving. This introduces uncertainty and instability that adversely
affects local budgeting. Local taxes should predominantly go to the level that is responsible for
financing service delivery. These assignments should be codified (and guaranteed) through
either a revision of the current Budget Law or a separate sub-national budget code.

8.18 Improve equalization transfers not only for the central-local level, but also for intra-
provincial efforts. Given the large intra-provincial disparities in fiscal capacities, it is not enough
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for the Central Government to focus on the central-provincial transfer, but more effort must be
channeled toward ensuring intra-provincial equalization through revenue assignments or
transfers. Provinces should be required to designate specific revenues to the equalization effort.

8.19 Clarify the objectives of decentralization and design a decentralization strategy. While
decentralization was proceeding through the transition process, the objectives of decentralization
were never clearly stated. It is urgent that the Government clarify its goals and objectives so that
the design of fiscal mechanisms can be matched to achieving the desired outcomes. This is
inherently a political decision that transcends the authority of the MOF, and requires
authorization by the country's top leaders. Perhaps, a high level commission be appointed
involving budget and tax authorities (and other key stakeholders in government, including
representatives of local governments), to draw up a white paper with an overall framework and
objectives of decentralization. This would serve as the guideline for designing the institutions
and mechanisms for implementing decentralization.

Implement Budget Reform At The Sub-National Levels

8.20 These reforms should aim to:

* Increase budgetary certainty and stability by reforming the process of determination
and disbursement of grants (increased transparency, use of objective rules and formulas,
fixing the pool of funds ex-ante and so on).

* Increase budgetary autonomy: on the revenue side by assigning meaningful tax
source(s) at each level of government and providing them with the ability to increase tax
effort at the margin without fear of losing an equivalent amount of revenues somewhere
else in the budget and by limiting the scope of earmarked conditional transfers and
increasing the importance of unconditional or lump-sum equalization transfers; and on
the expenditure side of the budget by limiting or eliminating mandates (wage levels,
personnel levels), by reviewing in depth and limiting upper-level governments' norms
and regulations.

* Increase budgetary transparency and accountability by drastically reducing, if not
eliminating, the use of extra-budgetary funds, reforming the current budget classification
system by adopting GFS standards, introducing the practice of program budgeting with
explicit goals and performance measures, strengthening external ex-post audit practices,
gradually adopting budget evaluation and performance measurement, and accounting in
the budget for all explicit and implicit contingent liabilities of each level of government.

* Increase budgetary realism and incentive for honesty by purging these inter-
governmental fiscal relations whose requirements most likely will not be complied with
(for example, with some matching funds requirements ). Instead, budgeting should be
straightforward, and should not be seen as a backdoor maneuver to flush out or claw back
funds from lower-level governments.
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* Increase budgetary efficiency by seeking ways to be responsive to citizens' needs and
preferences, adopting a medium term budget framework (multi-year budgets) with
explicit aggregate fiscal targets and program goals and objectives, Increase flexibility in
budget execution unburdening local governments from the obligation to offer
employment guarantees, giving significant incentives to local governments to contract
with the private sector, and allowing for competition from the private sector for the
delivery of selective public services.

* Increase budgetary equity by allocating a larger pool of funds for equalization purposes
and improving the formulas used for the distribution of these funds, and reassigning
expenditure responsibilities for social services with a significant redistribution
component to the central level.

* Increase budgetary sufficiency or adequacy by allowing responsible borrowing, and
assigning meaningful tax sources at the local level.

Necessary associated reforms

8.21 To provide the institutional support and an enabling environment for inter-governmental
and budget reform requires some associated reforms.

8.22 Redefining govemment in the transition to a market economy. There has been a growing
wave of calls for govemment to implement "public finance" (gonggong caizheng)-reducing
government's role to the provision of public goods and withdrawing from private goods
production. This calls for rebalancing resources and commitments for:

* "right sizing" government
* rationalizing the division between "core" govemment and service units (PSUs)
* gradually reduce the ranks of PSUs

8.23 Clarifying the role of government is an important precondition to a review of the PSUs.
Annex 2 described the PSUs as akin to extra-budgetary revenues, with a similarly budget-
softening effect on public employment and thwarting efforts at downsizing government. To
improve public expenditure management, government must review and determine which ones
are providing genuine public goods and how they can best fulfill their functions. And the rest
should be converted to enterprises and gradually weaned from budgetary support (Box 8.1).
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Box 8.1. The Changing Role of Government

Considerations on the role of govemment should become an integral part of the budget process and policy selection. At present,
China implements most of its policies by direct provision through a department, an NPO, or an SOE, or regulate on a case-by-
case basis, for example through investment approvals. This leaves many options hardly used.

In the move to market economy, China is likely to increasingly leave activities to the market by not intervening. And
regulation of the market as a policy instrument will increasingly replace direct intervention. When markets mature, contracting
out of services-either to SOEs or to private suppliers-becomes more and more an option. Finally, China makes as of yet little
use of funding beneficiaries directly. The OECD reforms over the last decades show that widening the choice of policy
options-including non-intervention-can greatly increase govemment's performance.

The budget process can be a powerful tool in reshaping the role of govemment: govemment is what govemment funds.
By requiring that budget proposals include a motivation why govemment should intervene, and why it should do so by spending
rather than by other means, the role of China's govemment can adapt in a gradual fashion to one more compatible with a market
economy.

Government Intervention E
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8.24 Reforming the civil service system is an essential part of a longer-term effort to improve
public sector performance.

* Provide better incentives by reforming the system to permit greater wage differentials and
promotions based on merit.

* Eliminate the uniform national wage scale which is distortionary, impractical and
financially ruinous to rural governments in poor regions. It is already not
implemented-civil service wages are highly divergent across provinces and localities
because of different opportunities for bonuses and supplementary pay. Poor regions like
Gansu cannot cover even the recent salary increases, and many local governments have
not met their obligations for regional wage supplements and subsidies. In Wei County
(Hebei), they were able to cover only 80 percent of the wage increase in 1999.

* Abolish the current personnel establishment system.

8.25 Reorganizing government. Given that the MOF ultimately is typically responsible for
managing fiscal risks, it should be given oversight over all of government's finances and
commitments, with introduction of regulations that require MOF review of all policy proposals
for their financing requirements. At the sub-national levels similar changes will have to be
implemented to increase the authority of the budget at each level of government.
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ANNEX 1: THE PILOT INTER-GOVERNMENTAL TRANSFER
SCHEME OF 1995-19964

1. A transitional transfer payment scheme was introduced in 1995 as the first step toward a
formula-driven redistributive system. The initial formula had two parts: an objective factor that
attempted to measure the gap between "standard expenditures" and local fiscal capacity, and a
policy component that directed subsidies to regions with large ethnic minority populations. In
1996 a third factor was added to the formula to reward good tax effort. Since then more
modifications have been made.

The 1996 formula for transfers was as follows:

Transfer to province i = f(measured fiscal shortfall of province i) + g(special transfer to
province i as a minority region) + h (province i's good tax effort)

2. The fiscal shortfall is measured as

standard expenditure = standard wage expenses + standard administrative expenses +
agriculture and other productive expenditures + other expenditures

where

standard wage expenses are derived from standard wages, number of civil servants, and a
regional wage factor.

standard administrative expenses are those for government administration, police and
security and other government agencies. In 1995 the actual expenditures for all government
units were included. In 1996 this was shifted to including personnel and running costs for
fully-funded units and lump-sum costs for units that received only partial funding from the
budget.

agriculture and other productive expenditures are expenditures for agriculture and other
"productive" departments.

other expenditures include price subsidies.

3. The policy component, or special transfers to province i as a minority region, also
calculates the fiscal gap between the minority regions and the national average as:

(NR - PR1) x POPi

where

NR = national per capita revenue

PR1 = province i's per capita revenue

84 Adapted from World Bank, China: Improving Public Expenditure Management for Better Results, 2000,
Annex 9.
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POP1 = population of province i

4. The coefficient a, and a2 are determined ex post, as the ratio of funds available for
transfer divided by the size of the gap. For example, in 1996 the Central Government had Y2.2
billion to devote to equalization transfers, compared to a fiscal gap of Y63 billion. So a, was
derived as 0.035. Similarly, the total fiscal gap for minority regions was estimated at Y13 billion
in 1996, while the amount allocated to filling the gap was only Y1.2 billion in the central budget,
the coefficient a2 was derived as 0.09.

5. Finally, the tax effort reward was derived in 1996 as follows: if province i had revenue
growth in 1995 that exceeded the national average, then the total transfer to province i would be
supplemented by the coefficient a3, where

a3=0.5x(r' -r)

and

i = revenue growth of province i

r = national revenue growth

so that

(Transfer to province i)t =

{ (1+ a31) x [ a, x (standard expenditures - PR1 x POP1 )+ a2 x (NR - PR1) x POPJ] It-,

and

t = current year, t - 1 = previous year

6. In other words, the transfer to province i for 1997 will be based on its fiscal gap and tax
effort in 1996.

7. While this scheme is a welcomed first step toward a formula-based system of inter-
governmental transfers, it should be recognized as a transitional scheme aimed at solving the
urgent problem of meeting payroll in some provinces. It does not obviate the urgent need to get
a more appropriate transfer scheme installed.

Source: Adapted from World Bank, China: Improving Public Expenditure Management for Better
Results, 2000, Annex 9.
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ANNEX 2: PUBLIC SECTOR EMPLOYMENT

Personnel costs make up such a large portion of public expenditure. Hence, efforts to improve
local government public expenditure management should focus on the relationship between core
government and public service units, which often perform government tasks. Government should
move away from pre-set staffing levels towards a system that gives agencies autonomy to set
these levels within their resource envelope. Within floors and ceilings set centrally, the public
employment system should decentralize wage-setting standards and let localities set pay scales.

1. Personal emoluments for public sector employees constitute a major component of local
government expenditure in China. In OECD countries compensation costs for the public sector
as a percentage of general government consumption expenditure ranged from 37 to 79 percent in
1996.85 In China, personnel costs make up from 50 to 73 percent of budgeted public expenditure
at the local level. In poorer jurisdictions, the relative burden of public personnel emoluments is
generally even greater. Clearly any effort to improve local government public expenditure
management must begin by understanding the size and cost of the public service.

Public Sector Employment: Definitions, Numbers and Trends

2. In 1999 total public sector employment in China stood at about 125.6 million people
(Figure 1). Of this, approximately 83.4 million were employed in state-owned enterprises.
Another 42.2 million were employed directly or indirectly in government, including 3.5 million
in the armed forces.86 At both the central and sub-national levels civilian public sector employees
consist of those who work directly for government ('core ministries and agencies that report to
ministries')8 7 and those who work for service units (shiye danwei, hereafter referred to as public
service units-PSUs), such as hospitals, schools, and research institutes.88 At the central level
'core' govemment employees numbered about 100,000 while 2.2 million worked for service
units/PSUs. At sub-national levels the bulk of civilian non-enterprise public sector employment,
accounting for 36.1 million people, is also made up of those who work in PSUs. Of these,
approximately 10 million worked for 'core' governments at sub-national level, while about 26.2
million worked for service units/PSUs.

85 See the OECD web site http://www.oecd.orglpuma/stats/compexo.htm. -

86 This figure differs from 'personnel supported by public finance' caizheng gongyang renyuan (Box 1).
87 Formally in China, 'civil servants' (gongwuyuan)are those white collar administrators, managers, and professionals
who work for 'core' government agencies. In 1999 there were 5.33 million civil servants in China, of whom only
about 50,000 worked in the central government. 'Civil servants' are managed under separate special civil service
regulations introduced beginning in 1993. Our concern here is with the larger group of non-enterprise public sector
employees, not just 'civil servants'.
88 In Chinese these organizations, shiye danwei, are variously translated as 'institutions', 'service units', or 'non profit
organizations'. They may be either fully or partially subsidized by government, or self-financing. They are
controlled by government, however, and thus, in no sense are they 'autonomous'. They are usually established by
government agencies, and are fully accountable to them.
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Figure 1: Total Public Sector Employment, 1999
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Source: Based on information supplied by the State Comeission on Public Sector Structure and Establishment
Administration, June 29, 2000; Ministry of Personnel, June 29, 2000; and State Statistics Bureau, China
Statistical Yearbook 2000 (Beijing: China Statistics Press, 2000), p. 126.

3. Table o shows the total numbers and sectoral breakdowns of Public Service Units
(PSUs). The number of employees of service units/PSUs nationwide has grown from about 24.6
million in 1991 to 28.5 million in 1999, or approximately 2 percent per annum.'9 By far the
biggest sector is education, which accounted for 45 percent of total PSU employees in 1999. The
next two are health and agriculture, accounting for a combined 25 percent of employees. Overall
growth in employment in the education sector was substantially lower than average, although it
will be shown below that this is not true for all localities. Indeed from 1991 to 1996 overall
employment in the education sector actually declined by 2.5 percent (as did employment in
urban public facilities and transportation). Although the data for 1991 is incomplete, relatively
high rates of employment growth were recorded in the news and publishing, public health, and
agriculture sectors. The resultant shares for agriculture and public health have grown, while
education has actually falen from almost 50 percent in 1991.

89 Data from the State Statistical Bureau, however, indicates that number employed actually declined slightly from
1991 to 1993 and from 1997 to 1998. See State Statistical Bureau, China Statistical Yearbook (various years)
(Beijing: China Statistics Press).
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Table 1: Number of Employees in Service Units/PSUs Nationwide, 1991, 1996 and 1999
(Percent in brackets)

Sector 1991 1996 1999 Change 1991-1996 Change 1996-1999 Change 1991-1999
Education 12,250,000 (49.7) 11,948,063 (44.3) 12,819,571 (45.0) -301,937 (2.5) +871,508 (7.3) +569,571 (4.6)

Public Health 2,990,000 (12.2) 3,358,507 (12.5) 3,817,348 (13.4) +368,507 (12.3) +458,841 (13.7) +827,348 (27.7)

Agriculture 2,610,000(10.6) 3,032,931 (11.3) 3,203,982 (11.3) +422,931 (16.2) +171,051 (5.7) +593,982(22.8)

Urban Public Facilities 1,080,000 (4.4) 1,067,814 (4.0) 1,252,053 (4.4) -12,186 (1.1) +184,239 (17.3) +172,053 (15.9)

Transport 900,000 (3.6) 815,443 (3.0) 1,002,798 (3.5) -84,557 (9.4) +187,355 (23.0) +102,798 (11.4)

Culture 560,000 (2.3) 579,806 (2.2) 597,359 (2.1) +19,806 (3.5) +17,553 (3.0) +37,359 (6.7)

News and Publishing 390,000(1.6) 513,887 (1.9) 555,581 (2.0) +123,887 (31.8) +41,694(8.1) +165,581 (42.5)

Other 3,840,000(15.6) 5,642,324 (20.9) 5,211,923 (18.3) +1,802,324 (46.9) -430,401 (7.6) +1,371,923 (35.7)

Total 24,620,000 (100.0) 26,958,775 (100.0) 28,460,615 (100.0) +2,338,775 (9.5) +1,501,840 (5.6) +3,840,615 (15.6)

Source: State Commission on Public Sector Structure and Establishment Administration General Office (ed.) Major trends of China's administrative reform [Zhongguo
xingzheng gaige daqushi] (Beijing: Jingji kexue chubanshe, 1994), p.4 99 and State Commission on Public Sector Structure and Establishment Administration,
June 29, 2000.
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4. One of the salient features of the structure of public employment in China is that
the number of staff in core government is tiny compared to those in service units/PSUs.
In 1999 at the central level core government employed about 100,000 compared to 2.2
million for PSUs. At the local levels the ratio is less lopsided but PSUs still dominate.
Since efforts at downsizing government have been aimed only at core agencies (at least
through 1998) while PSUs continued to grow, the result has been a continuing growth in
total public employment.

5. PSUs are a mixed bag. As can be seen in Table 1, many of them provide public
services under government finance and supervision, such as schools, health clinics and
hospitals, public transportation, etc. Others provide services that are private/commercial
in nature. For example, the agricultural sector PSUs include units such as seed and
fertilizer companies, and tractor stations that sell products and services to farmers. Under
the Ministry of Culture and the State Bureau of Radio, Film, and Television are many
cinemas; other PSUs are industrial exhibition halls renting space to manufacturers for
product displays, etc..

6. The functions of core government agencies and PSUs sometimes appear to
overlap. This can be illustrated by the recent experience of Hebei Province. Caught in the
campaign to downsize government just as the province was beginning to implement a
bold reform of budgetary procedures, the Hebei Provincial Finance Bureau resorted to
setting up a PSU to undertake the more focused, rigorous budget preparation work to
permit the unit to retain its staff with budget work experience while recruiting the needed
new skills. This example also shows the dividing line between core government and
PSUs to be fuzzy in terms of staffing. The director of the budget preparation PSU in
Hebei retained his post as the director of the Budget Department in the Hebei Finance
Bureau, and the expectation is that staff will move back and forth between government
and PSUs as needed.

7. In this light, it can be seen that PSUs have come to play a role in public
employment akin to the accommodating role played by extra-budgetary revenues in the
fiscal system-it provides supplementary resources to the public sector.

PSUs at the sub-national levels

8. From 1991 to 1999 there were substantial shifts in PSU employment across levels
of government. While there has been a small reduction in the number employed in
central-level PSUs during the period, the number employed in township-level PSUs has
dropped substantially in both absolute and relative terms (by more than 14 percent) while
the number employed by county-level units has increased dramatically (Table 2).
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Table 2: Distribution by Administrative Level of Employees of Service Units/PSUs, 1991 and 1999
(Unit: million employees)

Administrative level 1991 Number 1999 Number Change
employed employed

Central 2.4 2.2 -0.2
% 9.8% 7.7%

Provincial 2.4 2.9 0.5
% 9.8% 10.2%

Prefectural 5.35 6.5 1.15
% 21.8% 22.9%

County 7.21 12.6 5.39
% 29.3% 44.4%

Township 7.22 4.2 -3.02
% 29.4% 14.8%

Total 24.58 28.4 3.82
Source: State Commission on Public Sector Structure and Establishment Administration General
Office (ed.) Major trends of China's administrative reform [Zhongguo xingzheng gaige daqushi ]
(Beijing: Economic Science Press, 1994), p. 499, and State Commission on Public Sector Structure and
Establishment Administration, June 29, 2000.

9. Local PSUs may be managed locally, centrally, or in combination, that is, by
some formn of dual rule (Table 3). In addition to these types of leadership relations,
government agencies may exercise top-down professional authority over PSUs, for
example, the Ministry of Culture and State Bureau on Radio, Film, and Television give
instructions to cinema PSUs while the State Commission on Construction and the State
Bureau on Environmental Protection give instructions to environmental protection
service units/PSUs.9 0

Table 3: Locus of "Management" Authority for Service Units/PSUs

Locus of 'management' authority Example
Local Basic education, vocational education, and some higher education;

culture, public health, envirornental protection, water conservancy
etc.

Central (vertical, tiaotiao guanli) Product inspections, public health inspection, price inspections,
commodity reserves, hydrology (to provincial level), and some
culture and public health

Dual rule with vertical as the key Weather, earthquake, some higher education, local academies of the
Academy of Sciences, most geology, a minority of surveying

Dual rule with local as the key Oceanography, most surveying, a minority of geology

Source: State Commission on Public Sector Structure and Establishment Administration General Office (ed.)
Major trends of China's administrative reform [Zhongguo xingzheng gaige daqushi] (Beijing: Jingji kexue
chubanshe, 1994), p.500.

90 State Commission on Public Sector Structure and Establishment Administration General Office (ed.)
Zhongguo xingzheng gaige daqushi [Major trends of China's administrative reform] (Beijing: Jingji kexue
chubanshe, 1994), p. 500.
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Central-level public sector employment

10. Central-level public sector employment in China is exceptionally small by
international standards. Although some federal states among OECD countries have
relatively small central governments (in the USA and Australia central govemments
employed only about 15.2 percent and 14.6 percent of public employees in 199491) the
number of central government employees in China at only about 6.8 percent of total
civilian govemment employment. This figure includes the approximately 100,000
employees of 'core ministries and agencies' of the State Council and other state agencies
in Beijing (such as the NPC bureaucracy and so forth)92 and another 2.2 million
employed by affiliated service units/PSUs.9 3 Although there may be some underreporting,
the data indicate the extent to which the Chinese govemment is decentralized.

Box 1. Public Sector Employment Statistics

Statistics on public sector employment are published annually by the State Statistics Bureau in the
China Statistical Yearbook and, together with the Ministry of Labor, in the China Labor Statistical
Yearbook. These sources report the total number of employees of government and other public agencies.
The Ministry of Finance's Budget Bureau publishes its own statistics on the total number of people
supported by public finance (caizheng gongyang renkou) which includes all of those employed and retired
on pensions from state agencies (guojia jiguan) and those employed and retired from subsidized and
partially subsidized service units/PSUs. These statistics are available in serials such as the National Local,
City, and County Finance Statistics Materials (annual since 1995).

The State Commission on Public Sector Structure and Establishment Administration (zhongyang
jigou bianzhi weiyuanhui) also maintains statistics on the total establishment (number of authorized
positions) and strength (number of employees) of all government agencies and public service units/PSUs,
by administrative level and geographic region. These data are occasionally published in aggregate form, in,
for example, State Commission on Public Sector Structure and Establishment Administration General
Office (ed.) Major trends of China's administrative reform [Zhongguo xingzheng gaige daqushi] (Beijing:
Jingji kexue chubanshe, 1994). The State Commission provided data to the Mission for 1996 and 1999
only. Ministries in charge of various sectors publish public employment statistics for their sector, such as
the Ministry of Education's Educational Statistics Yearbook of China.

The CCP's Organization Department and the Ministry of Personnel also keep data on the number
of administrators, managers, and professionals (cadres) who work for government and other public
agencies. These data do not include the number of blue-collar workers or support staff employed by
government and other public agencies. These data are not regularly published, but have occasionally
appeared in internal publications such as the China Personnel Yearbook 1988-89 (published once) and
Selected Statistical Materials on Party and Government Leading Cadres 1954-1998 and other scattered
and occasional mostly internal sources. These statistics report on the number of administrators, managers,
and professionals in 'administrative' agencies only. Administrative agencies include government, political
parties, and 'mass' organizations, such as the trade unions and women's federation.

91 OECD PUMA Public Sector Pay and Employment Database (p. 37).
92 The total number of employees of 'core' government agencies is equal to the number of civil servants
plus ten percent to cover those employed as support staff. These figures do not take into account the
impact of the 1998-2001 downsizing campaign, still ongoing.
93 This figure is the total number actually employed in service units/PSUs attached to central government
departments minus the number actually employed in service units that were operating as enterprises (qiye).
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Local-level public sector employment

11. Total local-level public sector employment includes all those employed by 'core'
government agencies and those employed by service units/PSUs. The burden on the
public purse (i.e., the total number supported by public finance [caizheng gongyang
renkou]) includes all of those employed and retired on pensions from state agencies
(guojia jiguan) and those employed and retired from subsidized and partially subsidized
service units/PSUs (Box 1) foi different sources of public sector employment statistics).
In Hebei Province the total burden on the public purse for various sub-provincial
jurisdictions ranged from about 1.75 to 2.5 percent of the total population (Table 4). Not
included in the table is the ratio of employed persons to retired pensioners all supported
by the state, which in Qinghe County was about 6.5 to 1. (Data for the other areas was
unavailable).

12. Although poorer Wei County supported fewer officials per head of population, the
rate of increase of officials was higher in Wei County than in its richer neighbors. From
1997 to 1999 the burden for Wei County increased by 3.9 percent or almost 2 percent per
year, while for Xingtai City the burden increased by 3.5 percent over the six years from
1993 to 1999, or only about half a percent per year. This perverse outcome may have
reflected the poorer job market in the Wei County and pressures on government to
provide jobs.

Table 4: Public Employment Burden in Hebei Province Selected Sub-Provincial Jurisdictions, 1999

Total number of people supported by public Percent of total population
finance

Xingtai City 155,769 2.4

Wei County 9,150 1.75

Qinghe County 8,600 2.5

Source: Mission to Hebei, June 19-21, 2000.

13. 'Core' local governments employed approximately 10 million people. Of these,
approximately 5.3 million employees were officially classified as 'civil servants' (that is,
white collar administrators, managers, and professionals). In 1999 these white collar
government employees were distributed by administrative level: 590,000 at provincial
level, 1.3 million at prefectural-level, 2.18 million at county level, and 930,000 at
township and town level.

14. In Hebei Province officials estimated that 23,000 'civil servants' were employed
throughout the province, 3,000 of whom worked for the provincial government9 4 (Table

94 This compares to an administrative establishment of 5,200 for the provincial government in 1983. In
1998 there were 20,194 administrative officials at county/division level and above throughout Hebei
province (The figure includes officials of the party and government, people's congress, people's
consultative congress, the courts, the procuratorate, trade unions, youth league, and the women's
federation). See CCP Organization Department (ed.) Selected Statistical Materials on Party and
Government Leading Cadres [Dangzheng lingdao ganbu tongji ziliao huibian] (Beijing: Dangjian duwu
chubanshe, 1999), p. 90.
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5). White-collar government employees numbered approximately 19,000 in Xingtai city,
1,200 in Wei County and only 778 in smaller Qinghe County. Their percentage of the
total population ranged from 0.29 percent in Xingtai City to 0.22 percent in Qinghe
County. That is, there were more white collar officials per head of population in the
prefecture than in the counties, and more officials per head of population in the poorer
county, Wei County, than in the richer county. This may indicate that the Government
was acting as an employer of last resort. For Hebei Province as a whole the percentage
was about 0.035, probably higher than for other provinces with similar populations such
as Anhui and Hunan because of Hebei's many more counties.

Box 2. "Rightsizing" the Qinghe County Bureau of Agriculture

"In the 1996 re-organization we were given 16 posts and in 1997 this was cut to 12. We've had 30 people
for a long time and still have 30 people for a 'transition' period. Actually we need about 15. Basically the
standard is not realistic; it's irrational. The work we have to do definitely requires more than 12. Of course,
30 is too many."

-- Bureau Chief, June 26,2000

Table 5: Number of White Collar Government Employees in Selected Areas of Hebei Province, 2000

POPULATION Approved number Number of Percent of
of posts employees population

Hebei Province 65 million 23,000 NA 0.035
Xingtai City* 6.5 million 2,190 (city'level) 2,557 (city level)

19 Counties 8,630 9,170
172 Towns/townships 7,370 7,011 0.29
Steet Offices 270 268

Wei County 0.52 million 569 (county level) 672 (county level)
16 Towns/town-ships 675 608 0.25

Qinghe County* 0.35 million 775 (all levels) 778 (all levels) 0.22
Notes: *Includes government, party, people's congress, Chinese people's political consultative congress, but
does not include the 'justice' system departments (such as public security, state security and the
procuratorate). In Qinghe County, an additional 430 people were employed in the 'justice' system. If these
are added, the percentage becomes 0.35.
Source: Mission to Hebei, June 19-22, 2000.

15. Nationwide local-level PSUs employed 26 million people in 1999, up from 24
million in 1996, or about 2.2 percent of the total population. Hebei Province employed
slightly more than the national average (2.3 percent of total population) in PSUs. Local
government in Hebei, however, employed fewer than the national average, ranging from
1.3 in poor Wei County to 1.7 percent in Xingtai City (Table 6).

16. Employment growth in local PSUs appears to have accelerated from the mid-
1990s. Data from 1996 and 1999 show employee numbers grew nationwide by about 7
percent annually (Table 7). This was paralleled in Hebei Province, where Qinghe
county's employment growth in PSUs was equally spectacular. In 1997 service units
county-wide employed 4020 people. This rose to 4644 in 1998 and 5477 in 1999 for an
average annual growth rate of almost 17 percent. The number of teachers grew at the rate
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of about 27 percent per annum, so that their numbers made up 69 percent of this group,
up from 58 percent earlier. Clearly richer Qinghe county has been investing heavily in
education.

Table 6: Number of Employees of Service Units/PSUs in Hebei Province, 1999

Number of approved NUMBER OF PERCENT OF
POPULATION positions EMPLOYEES POPULATION

Hebei Province 65 million 1,354,117 1,489,484 2.3
Provincial level 89,290 104,152

Xingtai City 6.5 million 111,334 112,436 1.7
City level 18,448 19,408
County level 48,073 50,079
Township/town 44,813 42,949

Wei County 0.52 million 6,822 (all levels) 6,712 1.3
Qinghe County 0.35 million NA 5,477 1.6
Source: Mission to Hebei Province, June 19-22, 2000.

17. Nationwide at local level the education sector was the largest employer among
PSUs, accounting for nearly 47 percent of all PSU workers (Table 7). Public health and
agriculture which employed 14 and 12 percent respectively were a distant second and
third. Other PSUs fell way behind these three. While most PSUs from 1996 to 1999 were
downsizing at the central level, they were rapidly expanding at the local level. Transport,
urban public facilities, and public health scored huge increases in personnel during this
period. Increases in the number of employees in education were less dramatic but more
rapid than for the country as a whole.

Table 7: Number of Employees of Selected Local-level Service Units/PSUs, 1996-1999
(percent in brackets)

Sector 1996 1999 Change
Education 11,343,880 (46.2) 12,218,925 (46.6) +875,045 (7.7)
Public Health 3,275,822 (13.3) 3,727,275 (14.2) +451,453 (13.8)
Agriculture 2,972,502 (12.1) 3,144,502 (12.0) +172,000 (5.8)
Urban Public Facilities 1,067,656 (4.3) 1,251,289 (4.8) +183,633 (17.2)
Transport 766,786 (3.1) 953,927 (3.6) +187,141 (24.4)

Culture 563,044 (2.3) 580,966 (2.2) +17,922 (3.2)
News and Publishing 466,583 (1.9) 506,377 (1.9) +39,794 (8.5)
Other 4,095,128 (16.7) 3,835,107 (14.6)
Total 24,551,401 (100.0) 26,218,368 (100.0) +1,666,967 (6.8)

Source: State Commission on Public Sector Structure and Establishment Administration, June 29, 2000 and
State Commission on Public Sector Structure and Establishment Administration General Office (ed) Major
Trends of China's Administrative Reform [Zhongguo xingzheng gaige daqushi] (Beijing: Economic Science
Press, 1994), p. 499.

18. Table 8 aggregates the data for Xingtai city. We see that for the city as a whole
(including all counties and towns/townships) more than half of all PSU employees
worked in the education sector. Public health and agriculture came a distant second and
third.
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Table 8: Xingtai City Service Units/PSUs by Sector, 1999
(percent in brackets)

Sector Number of Units Number of authorized positions Number of employees
Education 4,926 (61.1) 61,649 (55.4) 60,209 (53.6)
Public Health 682 (8.5) 17,883 (16.6) 18,359 (16.3)
Agriculture 741 (9.2) 8,984 (8.1) 9,662 (8.6)
Other 1,719 (21.3) 22,818 (20.0) 24,206 (21.5)
Total 8,068 (100.0) 111,334 (100.0) 112,436 (100.0)

Source: Mission to Hebei, June 19-22, 2000.

19. Table 9 shows the nationwide local PSU data by administrative level. Education
is the largest public sector employer for all sub-national levels, but especially for the
township and county level. Public health and agriculture are also major public sector
employers.

Table 9: Nationwide Number of Employees of Selected Local-level Service Unit/PSU Sectors, 1999

Provincial % Prefectural % County % Township %

Education 962,928 33.45 1,714,029 26.17 6,577,225 52.13 2,964,743 71.03
Public Health 329,840 11.46 1,256,982 19.19 1,762,740 13.97 377,713 9.05
Agriculture 280,407 9.74 586,238 8.95 1,839,461 14.58 438,396 10.50

ransportation 245.35 0.01 484,419 7.40 221,941 1.76 2,217 0.05
News and Publishing 149,376 5.19 180,776 2.76 119,301 0.95 56,924 1.36

Govermnent Support 102,579 3.56 204,172 3.12 150,683 1.19 4,578 0.11

rban Public Facilities 14,111 0.49 627,602 9.58 578,247 4.58 31,329 0.75

Culture 71,120 2.47 247,073 3.77 224,543 1.78 38,230 0.92
Econornic Supervision 8,690 0.30 62,116 0.95 68,143 0.54 41,593 1.00

Other 959,472 33.33 1,185,121 18.10 1,074,708 8.52 218,357 5.23

Total 2,878,768 100.00 6,548,528 100.0 12,616,992 100.00 4,174,080 100.0
Note: Time series data is not available.

'Rightsizing' the Public Sector

20. The Chinese are attempting to rationalize and restructure the number of personnel,
organization structure, the functions of state agencies (guojia jiguan) and service
units/PSUs (shiye danwei) through an elaborate administrative system that was formally
highly centralized. At the apex of the system sits the State Commission for-Public Sector
Structure and Establishment Administration (SCPSSEA) (zhongyang jigou bianzhi
weiyuanhui), chaired by the Premier. Its Vice Chairman is Politburo Standing Committee
member (and Vice President) Hu Jintao. Other members include Zeng Qinghong (Head
of the Organization Department), Wang Zhongyu (State Councilor and Secretary General
of the State Council), Xiang Huaicheng (Minster of Finance), Zhang Quanjing (former
Head of the Organization Department), and Song Defu (Minister of Personnel)9 5 Day to

95General Office of the SCPSSEA, May 18, 1999.
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day work of the State Commission is handled by a General Office, headed by the
Minister of Personnel, and staffed in early 1998 by more than 100 people. (As a result of
downsizing, the number may now be closer to 60 or so employees). The General Office
(with vice-ministerial status) is organized into four bureaus, one each responsible for
establishment matters in the Central Government, local government, institutions, and
social organizations.

21. Similar joint party/state commissions are organized at each administrative level.
The Hebei provincial commission is chaired by the Govemor and staffed by senior party
and state officials in charge of personnel and organization work, and finance (TablelO).
Day to day work of the commission is handled by a general office usually attached to or
part of the local government personnel bureau. Similar commissions with more or less the
same membership were found in Xingtai City, and Wei and Qinghe counties (Tables 11,
12, and 13). More local governments have apparently set up larger committees.
Establishment matters for 'core' government agencies and service units/PSUs, then, are
not the prerogative of finance bureaus, but are managed through these commissions by
the Chinese Communist Party.

Table 10: Hebei Province Commission for Public Sector Structure and Establishment
Administration, 2000

(Heibei shengjigou bianzhi weiyuanhui)

Chairman Governor
Vice Chairman Standing Vice Govemor
Vice Chairman CCP Organization Department Head
Member Finance Bureau Chief
Member Personnel Bureau Chief
Member CCP Organization Department Deputy Head
Member Provincial Govemment Deputy Secretary General

Note: The Commission's General Office, attached to the Personnel Bureau, consists of 35 staff.
Source: Hebei Province Personnel Bureau, June 19, 2000.

Table 11: Xingtai City Commission for Public Sector Structure and Establishment
Administration, 2000

(Xingtai shi jigou bianzhi weiyuanhu)_

Chairman Mayor
Vice Chairman Standing Deputy Mayor
Vice Chairman CCP Organization Department Head
Member Finance Bureau Chief
Member Personnel Bureau Chief
Member CCP Organization Department Deputy Head
Member Government Secretary General
Member CCP Committee General Office Head

Note: The General Office of the Corunission is organized into three sections (ke), one each for
govermment and party organizations (jiguan), service units (PSUs) (shiye danwei), and a general
section. The General Office's administrative establishment is 15 positions.
Source: Xingtai City Personnel Bureau, June 20, 2000.
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Table 12: Wei County Commission on Public Sector Structure and Establishment
Administration, 2000

(Weixian jigou bianzhi weiyuanhui)

Chairman County Magistrate
Vice Chairman Deputy County Magistrate (in charge of Personnel)
Vice Chairman CCP Organization Department Head
Vice Chairman CCP Committee Party Secretary
Vice Chairman Personnel Bureau Chief
Member Finance Bureau Chief
Member Planning Commission Office Head
Member Head of the General Office of the Commission for

Public Sector Structure and Establishment
Administration

Member Government General Office Head
Note: The General Office of the Commission has an administrative establishment of three
positions.
Source: General Office of the Wei County Commission for Public Sector Structure and
Establishment Administration, June 21, 2000.

Table 13: Qinghe County Commission for Public Sector Structure and Establishment
Administration, 2000

(Qinghe xian jigou bianzhi weiyuanhui)

Chairman County Magistrate
Vice Chairman CCP Deputy Secretary (in charge of 'cadre work')
Vice Chairman Standing Deputy County Magistrate
Vice Chairman CCP Organization Department Head
Vice Chairman Personnel and Labour Bureau Head
Vice Chairman Head of the General Office of the Commission for

Public Sector Structure and Establishment
Administration

Members (not specified)*

Note: Members probably included the Finance Bureau Head, the Head of the CCP
Committee General Office, the Head of the Government General Office, and perhaps the
Head of the Planning Commission.
Source: General Office of the Qinghe County Commission for Public Sector Structure and
Establishment Administration, "Report on the Situation of Qinghe County's Organization and
Establishment Work" (mimeo) (June 22, 2000).

22. The system for approving organization function, structure, and the authorized
number of posts (establishment) is highly centralized. The state commission at the next
highest administrative level must approve the re-organization plans of governments and
PSUs at the lower level. That is, although a provincial level commission may approve the
plan of a provincial-level bureau, only the State Commission in Beijing may approve re-
organization plans for a whole province.

'Rightsizing' core government agencies

23. One of the unique features of the Chinese budgetary process, one which is left
over from the planned economy, is that the budget drafting and staffing processes are
"disarticulated"- the formner is managed by finance bureaus while the latter is managed
by organization and personnel departments. This prevents the implementation of an
effective zero-based budgeting system, which requires a thorough examination of all
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sources of expenditure including personnel costs and, thus, staffing levels. Because of
this disarticulation of personnel decisions, thorough reviews of existing staffing levels are
not carried out on a regular basis. As a result, any existing staffing inefficiencies can be
unnecessarily perpetuated.

24. The criteria for determining the appropriate size of a local government includes
such factors as population, geographic area, and level of economic development (Table
14). The SCPSSEA uses a formula to calculate the total size of a jurisdiction's
administrative establishment based on weightings that it gives to the various criteria.
Having determined the administrative establishment, quotas have also been established to
determine the number of support staff.

Tablel4: Criteria for Determining the Size of Local "core" Government Agencies

Administrative Unit Criteria
City Total population (hundreds of people) 10

Total non-agricultural population (hundreds of people) 40
Total land area (sq. km) 2
'Built up' land area (sq. km.) 8
Administrative units (districts, counties) 10
Local budget income (ten thousands of yuan) 15
Total value of domestic production (millions of yuan) 15

County Population 50
Total land area 10
Total value of industrial and agricultural production 10
County budget income 30

Township/Town Population 60
Total value of industrial and agricultural production 30
Land area 10

Note: The number in bold is the relative weight to be given to the criterion.
Source: SCPSSEA, "Notice on Printing and Distribution of the City, County, and Township/Town
Standards," (Zhongbianban [1993] No. 17) (July 18, 1993) in China's Local Government
Organization Reform [Zhongguo difang zhengfujigou gaige] (Beijing: New China Press, 1995), pp.
75-84.

25. The Central Government also determines which government agencies must be
established by each level of government. Thus, in recent years provincial-level
governments have been required to establish 25 separate government agencies that
mostly corresponded to government agencies in Beijing, while prefectures were required
to establish far fewer. Tier 1 and 2 cities (larger cities) were required to establish more
agencies than were tier 3 cities. Xingtai City is a tier 1 city. Counties and townships were
required to establish many fewer agencies.9 6 The size of 'core' government agencies is,
then, determined within these broad constraints. Additional factors include: government
policy slogans of the day (such as to cut the civil service by half [March 1998] or to
merge or abolish certain types of agencies, such as 'economic' or 'production' departments
[March 1993]); agency bargaining power; political factors such as the perceived strategic
importance of the agency to the party; past precedent among others.

96 See J.P. Burns, "Restructuring the Chinese Government, 1993-1996: A Preliminary Assessment,"
(unpublished paper).
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26. The major re-organizations of China's central and local governments carried out
from 1993 to 1996 and again since 1998 have had several purposes. The government's
overriding purpose, however, has been to re-define the functions of the state to suit a
market economy. This has involved strengthening the government's macro-economic
management agencies, including the creation of a central bank, and reform of taxation,
audit, and statistics agencies to improve the state's capacity to manage the economy
through macro-economic levers (such as interest rate, money supply, and exchange rate).
Considerable progress has been made in this area. First, in 1995 in the Law of the
People's Bank of China the Government re-defined the role of the Bank as the country's
central bank. Authorities separated the roles of policy and commercial banks and
established three new banks to take on policy lending roles. According to the May 1995
Commercial Bank Law all other banks are required to make decisions based only on
commercial criteria, such as profitability. To reduce the influence of local governments
on its operations the central bank set up new regional network to regain control over
personnel decisions and increase its autonomy. As a result provincial branches of the
People's Bank are now grouped into regions. Second, beginning in 1993 the Central
Government established its own tax collection network to collect the new value added tax
(VAT). To staff the new tax bureaus the Government hired 76,000 additional tax
collectors from 1994 to 1995. Third, entirely new regulatory agencies have been
established, such as the China Securities Regulatory Commission to oversee the country's
new stock markets.

27. The reforms have also sought to re-define the role of government in the economy.
This has involved separating the regulatory and asset management functions of state-
owned enterprises from their production functions. Beginning in 1993 the Government
began to spin off enterprise activities of government agencies into state corporations
while retaining regulatory and asset management functions in drastically pared down
'core' government bureaus. As early as 1988 the National Petroleum Corporation was
spun off from the Ministry of Petroleum. The Ministries of Space Industry and Aviation
Industry were replaced by several related national corporations. In 1997 the Ministry of
Electric Power became the China National Power Corporation. This process was
accelerated in the 1998 reforms. The regulatory functions of the original ministries have
been transferred to other government departments. The Government has also set up
separate asset management agencies to manage shareholdings in state assets.

28. These changes have had a major impact on provincial and local government
which was required to follow suit. In 1996, for example, authorities continued to retain at
least six bureaus of the Hebei provincial government with broadly economic production
functions. Just as they have at the national level, these bureaus have been replaced by
state corporations. It is expected that the economic bureaus found in the 1996 Xingtai
City organization chart would have been replaced as well.

29. The 1993 to 1996 and 1998 restructuring of government was also designed to
downsize the public sector with a view to relieving budgetary pressures. Prior to each of
these attempts in many cases the number of people employed by core government
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agencies had exceeded the authorized number of posts.97 Our data from Hebei Province,
for example, revealed the extent of overstaffing especially at the county level (Table 5).
In Xingtai City although the city was overstaffed according to officially approved staffing
levels, the situation was especially serious at county level. The same was also true for
poorer Wei County. Overstaffing was much less serious in richer Qinghe County.

30. The history of government restructuring in China has been one of bureaucratic
growth, downsizing, and resurgent bureaucratic growth. As a result, the previous six
attempts to downsize the Government stretching back to the 1950s have had relatively
little lasting impact.98 In part this was the result of China's centrally planned economy. As
the economy expanded, new organizations were established to manage the new activities,
but the old organizations were rarely eliminated even as the activities they were created
to oversee have vanished. A prime example of this is the price bureaus, which continue to
exist in the Chinese bureaucracy even though very few prices remain under
administrative control. As a result of this lack of "exit", the bureaucracy keeps
expanding.

31. Attempts to downsize the 'core' government in the 1990s have also met with
mixed results. According to data produced by the State Statistical Bureau the number of
employees of state agencies, party organizations, and social organizations has grown
from about 9.74 million in 1991 to 10.88 rnillion in 1999 (Table 15).

Table 15: Number of Employees of State Agencies, Political Parties and Social Organizations, 1991-
1999

(Unit: million e loyees)
1991 1992 1993 1994 1995 1996 1997 1998 1999

Total 9.74 9.96 10.30 10.17 10.27 10.75 10.795 10.83 10.88
Government NA NA 8.79 9.06 9.39 9.95 10.032 10.141 10.171
Parties NA NA 0.53 0.52 0.53 0.51 0.533 0.51 0.515
Social Organizations 1.47 1.43 0.98 0.59 0.35 0.29 0.23 0.186 0.194

Note: In this table 'state agencies' (guojia jiguan) include the people's congresses, Chinese people's political
consultative conference, and the justice system. Social organizations (shehui tuanti) include trade unions,
the youth league, and the women's federation. Number of employees is 'staff and workers'. The definitions
differ from those we have used above. Still the table reveals trends.
Sources: State Statistical Bureau, China Statistical Yearbook (various years) (Beijing: China Statistics
Press).

32. Table 15 reveals that although the total number of employees of government
agencies, party and social organizations dipped slightly from 1993 to 1994, employment
in state agencies (including government) grew steadily throughout the period, going from
8.79 million in 1993 to 10.171 million in 1999. Significant cuts were only registered in
the social organization sector, where the number of employees fell from 1.47 million in
1991 to 0.186 million in 1998. Although anecdotal information indicates that the post-

97 See detailed evidence that the State Council and the Shanghai government were 'over' established in
1987 in John P. Burns "Administrative Reform in China: Issues and Prospects," International Journal of
Public Administration 16:9 (1993), pp. 1355, 1363 and 1364.
98 See the assessment offered in Liu Zhifeng The Seventh Reform: Background to the 1998 Organizational
Reforn of the Chinese Government [Diqizi gaige: 1998 zhongguo zhengfujigou gaige beiwanglul (Beijing:
Econornic Daily Press, 1998).
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1998 cuts of 'core' government agencies have been substantial we will have to wait for
aggregate data to determine the extent of the cuts. These figures mask inter-governmental
variations. It is likely that downsizing of 'core' government agencies was most successful
at the central and provincial levels and much less successful at sub-provincial level.

33. Another round of downsizing was carried out from March 1998. At the central
level these reforms cut 11 ministries and commissions from the State Council, which
dropped from 40 to 29. Establishment for the State Council was cut by 47.5 percent going
from about 32,000 to 16,000. Government agencies have three years to make
arrangements for redundant staff.99 Many redundant employees have in the past been
moved to positions in PSUs.

34. Re-structuring the PSU component of public employment has involved
encouraging some PSUs to become more self-sufficient or to become economic
enterprises, on the one hand, and 'rightsizing' them, on the other. These steps are
necessary to reduce the public sector burden.

'Rightsizing' PSUs

35. In the process of re-structuring the public sector government policy has also been
to 'right size' service units/PSUs. Just as it determines appropriate staffing levels for 'core'
government agencies, so too does the SCPSSEA fix establishment for PSUs, including
those that are self-financed. The justification for this practice is that because self-financed
PSUs usually rely on the collection of fees for their income, often for providing services
over which they have a monopoly, there should be government control. Government,
thus, controls both the fee level and the size of the PSU. The types of criteria, usually
determined by the ministry in charge of the sector (such as the Ministry of Education for
schools) have changed little over the years. For example, the criteria for educational
institutions include staff to student and teacher to student ratios. In 1990 for 'average' (not
key point) institutions of higher learning (humanities) of about 2,000 students, the ratio of
staff to students was supposed to be 1:3.3 and for teachers to students, 1:7.5. 'Key point'
schools with student numbers up to 3,000 had the same ratios. That is, 'key point' schools,
which presumably had additional resources, were not given improved teacher to student
ratios. Staffing levels for medical and language schools, however, were higher than for
humanities and science and technology schools.1°° By 1999 teachers to students ratios
nationwide for primary schools were 1:23 to 1:25, for middle schools, 1:18 to 1:20, and
for ordinary universities, 1:10.4 (targeted to move up to 1:14).IO1 In Xingtai City ratios
especially for middle and primary school were a little higher than the national ratios
supplied by the Ministry of Education. Some schools, such as Xingtai's No. 8 Middle
School (combining both upper middle and lower middle) have significantly better teacher
to student ratios (1: 17.4). In Wei County's No. 1 Middle School the ratio was 1: 21.8,

99 State Commission of Public Sector Structure and Establishment Administration, June 29,2000.
00 Zhu Qingfang (ed.) Xiandai shiye renshi guanli (Beijing: Zhongguo renshi chubanshe, 1997), pp. 72-80.

10 Ministry of Education, June 26, 2000.
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closer to the average for Xingtai as a whole. In richer Qinghe County ratios for both
primary and middle school were about 1: 15.102

36. Quotas were also laid down for the staffing of other PSUs, such as hospitals,
clinics, weather bureaus, and so forth. For example, Xingtai's People's Hospital with 690
beds has 901 staff and workers (of whom 560 are health technical staff), for a ratio of
staff to beds of 1:1.3, while Wei County's ratio is 1:1.34. For entirely new PSUs the
authorities examine the proposed functions of the organization and compare workloads to
existing institutions to determine appropriate staffing levels.

37. In 1999, PSUs actually employed more people than they had official positions for
(Table 16), with the worst offenders being agriculture and urban public facilities. Both
education and public health employed up to about 10 percent more people than they were
supposed to, which was about the national average. At the central level, however,
employment in PSUs was generally within official staffing (establishment) limits (except
for agriculture), and education and public health generally had about 10 percent unfilled
vacancies. This shows that downsizing at the central level may finally be having some
effect on staffing in PSUs as well (Table 17).

Table 16: Establishment and Actual Number Employed For Service Units/PSUs
Nationwide, 1996 and 1999

1996 1996 Number 1999 1999 Number
Establishment Employed % Establishment Employed %

Education 10,912,125 10,964,652 100 11,761,079 12,819,571 109
Public Health 1,163,274 1,074,682 92 3,467,895 3,817,348 110
Agriculture 2,649,487 3,032,931 114 2,728,076 3,203,982 117
Urbank Public
Facilities 906,591 1,067,814 118 1,070,649 1,252,053 117
Transport 685,340 815,443 119 891,469 1,002,798 112
Culture 576,498 679,806 118 564,814 597,359 106

News and
Publishing 493,611 513,887 104 541,362 555,581 103
Other 7,248,110 8,809,560 122 5,163,677 5,211,923 101
Total 24,635,036 26,958,775 109 26,189,021 28,460,615 109

Source: National Health Statistics Report.

102 In one village primary school the Mission visited in Qinghe there were 200 students (70 of whom were
outside students) and 8 teachers. If ratios are calculated without considering the outside students they fall
within the range we have been discussing 1:16. If the outside students are considered, then the ratio is 1:25.
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Table 17: Establishment and Actual Number Employed for Central-Level Service
Units/PSUs Nationwide, 1996 and 1999

1996 Establish- 1996 Number 1999 Establish- 1999 Number
ment Employed % ment Employed %

Education 623,705 604,183 97 607,636 600,646 99
Public Health 98,208 82,685 84 94,385 90,073 95
Agriculture 57,305 60,429 105 57,164 59,480 104

Urbank Public
Facilities 405 158 39 1,103 764 69
Transport 49,759 48,657 98 58,509 48,871 84
Culture 17,904 16,762 94 17,261 16,393 95

News and
Publishing 49,148 47,104 96 52,046 49,204 95
Other 1,632,951 1,547,396 95 1,542,912 1,376,816 89
rotal 2,529,385 2,407,374 95 2,431,016 2,242,247 92

Source: National Health Statistics Report.

Policy Recommendations

38. The issue of public sector employment and the burden of payrolls on the budget
have pervaded analyses throughout this report. This is an especially pressing problem at
the county level, where the growth of public employment has been fastest through the
past few years. This poses a paradox: on the one hand, we have seen from earlier
chapters that the county budgets are in dire condition; yet at the same time, overstaffing
also appears to be the most severe at the county level, which accounts for more than half
of all "excess" staff, and which has added the most employees in public service units
through the 1990s. This chapter has examined the public employment system to provide
some context and explanation of the problems.

39. Budget reform cannot be implemented in isolation and without associated
reforms. The system for approving organizational function, structure and posts is a
remnant of the planned economy that is incompatible with an effective and efficient
public expenditure management system; it should be phased out as quickly as possible.
In place of pre-set staffing levels, the budgetary process should move toward focusing on
policy priorities, and each spending unit should be asked to explain how its mission fits
with overall priorities and what resources it needs to deliver services cost effectively.
Over time, the budgeting process should move toward building a system of accountability
for spending units and to gradually confer more autonomy to the spending units to make
allocative decisions within the resource envelope.

40. Relatedly, government policy regarding obligations to provide employment to
school graduates should be reviewed and clarified.

41. The relationship between government and PSUs needs careful review and
adjustment. This should be done as part of the process of redefining the core functions of
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government. This review should clarify the role and functions of PSUs to provide a
clearer separation of government and non-government. Non-government PSUs should be
turned into enterprises and removed from the budgetary framework. Subsidies for those
remaining within the government and budgetary framework should be reviewed to ensure
adequate and non-distortionary funding is, available to enable them to carry out their
functions. As we have seen in Chapters 6 and 7, at present the dividing line between
subsidized and self-financed PSUs is not well defined, and is too often driven by revenue
considerations (i.e. whether the units are able to generate own revenues) rather than the
rationale for public goods provision. Too many units have also stayed on for too long for
lack of a clear process for eliminating unneeded organizations and structures.

42. The public employment system should decentralize wage-setting standards and let
localities set pay scales. The Ministry of Personnel together with the MOF now set
public sector wage scales for the country as a whole. Generally, public sector pay scales
for a large country such as China should be set locally based on local market conditions.
The two ministries in Beijing should confine themselves to laying down pay principles
and, perhaps pay floors and ceilings within which localities may determine pay scales.
Because salary levels are set nationally, local governments often are unable to meet
nationally-mandated increases. In some poorer areas, such as Wei County, Hebei
Province, the problem was severe. Authorities reported that they cut salaries in such
cases. Generally in Qinghe County officials moved funds from the capital budget to cover
wage increases. Moreover, given the tendency for nationally unified wage systems to set
wages at levels closer to those of large, coastal urban areas, the wages are very high
relative to local levels in the poor regions. In Jishishan County (Gansu Province) they are
said to be 5-6 times the local level. These high wages act as magnets for public
employment and create great pressures on local governments to acquiesce to popular
demands to absorb more employees. Freeing local governments to set wages at local
levels would significantly alleviate fiscal pressures.

43. Improve the reward/incentive system for public employees. Compensation paid to
public sector employees should be sufficient to recruit, motivate, and retain suitable staff
to perform the functions of government. Clearly pay levels in China have been sufficient
to attract and retain qualified government employees. Indeed, the quality of public
officials has greatly improved over the years. Thus, from 1981 to 1994, the percentage of
'leading cadres' with university degrees has gone up from about 20 percent to more than
80 percent. In Hebei Province, the gains have been just as impressive. However, whether
the Government can continue to motivate and retain qualified staff under open market
conditions remains to be seen.

* Wage compression is a problem. For civil servants, the ratio of the highest to the
lowest salary currently is approximately 5.6:1, much narrower than salary bands
paid to civil servants in other countries (which might range from 7:1 to 15:1 or
higher). Although the Government has taken steps to decompress the salary scale
since the wage reforms of 1985, generally these steps have been too modest to be
effective. Ministry of Personnel officials estimate that when subsidies and bonuses
are included, the gap may be as narrow as 1:3. Only when rank-based housing and
car benefits are included does the differential grow somewhat. Salary
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decompression would pennit govenmment to more effectively compete with
compensation being offered in service units/NPOs, and in the growing private
sector. Maintaining adequate salary levels for public officials is also an integral part
of any strategy to reduce corruption.

* The link between material rewards and performance is weak. First, the performance
appraisal system for the Government employees as a whole is relatively
undiscriminating. According to regulations and the published results of appraisals in
local govemments, no more than 15 percent of appraisees may be rated as
'outstanding' (youshou).103 Virtually all of the rest (85 percent) are rated as
'competent' (chengzhi), with the other two categories ('basically competent' Uiben
chengzhil or 'incompetent' [bu chengzhi]) rarely being used. Personnel officials in
Hebei confirTned this general distribution for their area as well. As a result, where
bonuses are distributed, virtually everyone receives a bonus. Second, even if
performance evaluation indicates that an individual should move up one step on the
salary scale, the amount of the increase, usually a few tens of yuan per month, is too
small to motivate.104 Decompression of the scale and introduction of a more
discriminating performance evaluation system would provide a more attractive
reward for good performance, which is an essential part of an effective
performance-based pay system.

103 Interview, Ministry of Personnel, June 29, 2000.
104 Interviews with personnel officials in Hebei Province pointed this out (June 20-22, 2000).
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