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Abstract

As for China’s fiscal position, the central government’s fiscal position is relatively sound, 
while local governments’ fiscal position is threatened by growing risks, mainly the expansion 
of debts and bad loans. This is clear from the results of the audit by the National Audit Office 
of the People’s Republic of China (which is the Chinese equivalent of the Board of Audit of 
Japan). Given that China still maintains a high economic growth rate of around 7.5%, holds 
a huge amount of foreign currency reserves and is recording a large amount of current 
account surplus, government debts are unlikely to cause major disruptions to the Chinese 
economy as a whole in the short term. However, if fiscal problems arise in some regions and 
the impact spills over into other parts of the country, or if the impact stalls reform and delays 
resolution of problems, a serious crisis will occur sooner or later. To prevent such a situation, 
China needs to overcome a pile of challenges, including tax and fiscal system reforms, 
enhancement of the fiscal transfer system, the development of laws and regulations related to 
local fiscal policy and appropriate fiscal management based thereon, and appropriate 
allocation of administrative powers, revenues and responsibilities between the central and 
local governments. These are challenges that can in no way be skirted if the current 
government is to achieve its goal of carrying out economic structural adjustments and 
reforming the functions of government, so actions to overcome them must not be postponed. 
Amid the growing signs of a slowdown of the economy, fiscal policy has an increasingly 
important role to play, and the time left for reform is limited.

Keywords: local government debts, intergovernmental fiscal relations, administrative 
and fiscal policies
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I. Introduction

Since the new administration was launched, China has continued its positive fiscal 
policies, but has adopted a conservative stance toward massive public projects. The problems 
of excessive production capacity and real estate market heating up followed by a large-scale 
economic package after the Lehman fall explain China’s current stance. A clear picture has 
emerged of central government finances being relatively healthy, while local governments 
have serious debt problems. The audit findings published by the National Audit Office 
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(equivalent to the Board of Audit in Japan, the Audit Office thereafter) at the end of 2013 also 
revealed the situation. The issues involved in China’s finance include a variety of problems, 
such as tax and fiscal system reform, the reform of the local administration control system, 
the coordination of central and local relations, and local debt. These have been the pending 
issues for many years, but have not reached fundamental reforms.

In the Third Plenary Session of the 18th Chinese Communist Party Congress (the Third 
Plenum of the 18th Party Congress) in 2013, the reform of the tax and fiscal system was 
addressed as an important issue in economic policies. In addition, in the National People’s 
Congress in 2014, specific problems and issues were pointed out. The implementation of the 
reform of the tax and fiscal system will be imperative in the transformation of government 
functions, which is the aim of the current administration. At the same time, coordination of 
the allocation of administrative duties, authority, and financial resources in intergovernmental 
fiscal relations was set to be an important issue, stressing the need for tax and fiscal system 
reform more than ever. Without simultaneous implementation of these related reforms, the 
government can neither play its role of stabilizing macroeconomics nor solve the local debt 
problem.

Here, I will ascertain China’s fiscal status using recent data, and identify the complete 
picture of China’s fiscal situation, including fiscal structure and balance sheet trends. In 
addition, I will analyze the audit findings published by the Audit Office at the end of 2013, 
and examine the current status and problems of local debt in detail. Furthermore, I will 
discuss various reform trends and challenges, such as the taxation system, coordination of 
central and local fiscal relations as well as urbanization and fiscal problems

II.	 Verification

Through the index for fiscal year 2013, I will look into the circumstances of fiscal 
balances, the income and expenditure structure, and the current status of fiscal deficits.  

II-1. Fiscal Balances

China’s national fiscal revenues for fiscal year 2013 climbed 10.1 percent (1.18 trillion 
yuan) compared to the previous fiscal year, reaching 12.9143 trillion yuan. Of the total fiscal 
revenues, approximately 6 trillion (+7.1%) and 6.9 trillion yuan (12.9%) belonged to the 
central government and local governments, respectively. China’s fiscal expenditures, on the 
other hand, increased about 1.37 trillion yuan (+10.9%) compared to the previous fiscal year, 
reaching 13.9744 trillion yuan, of which about 2 trillion (+9.1%) and 11.9 trillion (+11.3%) 
belonged to the central government and local governments, respectively.
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Figure 1. Transition in Fiscal Balances (Unit: 100 million/%) 
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(Source) Ministry of Finance of the People’s Republic of China, National Bureau of Statistics

China’s fiscal scale has grown along with its economic growth, multiplying tenfold in the 
period from 2000 to 2012, and has witnessed average annual growth rates of 20 percent or 
more. Although the fiscal revenue-to-GDP ratio in 2000 was about 14%, occupying quite a 
small portion, it became about 23% in 2012, the same level as the ratios in Thailand and 
South Korea. Talking about the ratios between the central and local governments, fiscal 
revenues are evenly contributed by both parties, while 15% and 85% of the expenditures are 
accounted for by the central government and local governments, respectively. The ratios 
have remained almost at the same level for the last few years.

Figure 2. Transition in Fiscal Deficit (Unit: 100 million/%)
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The fiscal deficit has climbed to approximately 1.6 trillion yuan in 2013, and the 
deficit-to-GDP ratio increased to 2%, from 1.6% in 2012. The issuance of bonds by local 
governments increased by 100 billion yuan to 350 billion yuan in 2013 compared to 250 
billion yuan in 2012. The fiscal deficit in 2014 is expected to be at the same level, but 
some say that the amount of bond issuance by local governments will increase by an 
additional 50 billion to 400 billion yuan. 
 

(Source) Ministry of Finance of the People’s Republic of China, National Bureau of Statistics
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The fiscal deficit has climbed to approximately 1.6 trillion yuan in 2013, and the deficit-
to-GDP ratio increased to 2%, from 1.6% in 2012. The issuance of bonds by local governments 
increased by 100 billion yuan to 350 billion yuan in 2013 compared to 250 billion yuan in 
2012. The fiscal deficit in 2014 is expected to be at the same level, but some say that the 
amount of bond issuance by local governments will increase by an additional 50 billion to 
400 billion yuan.

II-2. Important points and challenges

As to China’s fiscal situation, while the central government is in a relatively healthy 
financial condition, the debt status of local governments has always been ambiguous and 
their financial health often raises concerns. Overall, the fiscal revenue and expenditure of the 
central government was stable in 2013, maintaining a relatively healthy condition. With 
respect to the local fiscal situation, however, there is increasing concern about local debt 
problems as the amount of bond issuing increases. A picture which describes the central 
government as having relatively healthy financial conditions while there is increasing 
concern about risk in local government finances has been evident. Under these circumstances, 
China has continued its positive fiscal policies, but has adopted a conservative stance in 
massive public projects for the purpose of stimulating the economy, without any big changes 
in the expenditure patterns.

It should be noted that non-tax revenues have grown extensively. The non-tax revenue in 
2013 was 1.86 trillion yuan, up by 12.1% from the previous year. While the non-tax revenue 
of the central government reaped an increase of 22.9% to 354 billion yuan, that of local 
governments increased by 9.8% to about 1.51 trillion yuan. Above all, government-managed 
funds expanded remarkably and the revenue from national government-managed funds grew 
by 39.2% to about 5.22 trillion yuan. Of the funds, the central-government-managed funds 
increased by 27.5 percent to about 432 billion yuan, especially in the area of energy and 
environmental taxation. The revenue from local-government-managed funds reaped an 
increase of 40.3% to 4.8 trillion yuan, especially in land- and resource-related areas. The 
expenditure of the national government-managed funds increased by 37.9% to approximately 
5 trillion yuan; the expenditure of central-government-managed funds increased by 26.9% to 
276 billion yuan, and that of local-government-managed funds increased by 38.6% to about 
4.736 trillion yuan. The expansion of governmental funds is a recent characteristic, and an 
increase in resource- and property-related funds is prominent.

In this context, the revenue from property-related funds increased significantly. The 
business tax increased by 9.3% to about 1.72 trillion yuan, the property business tax increased 
by 33.6% to about 540 billion yuan, the construction business tax increased by 16.5% to 
about 430 billion yuan, the property contract tax (local) increased by 33.8% to about 380 
billion yuan, the land appreciation tax (local) increased by 21.1% to about 330 billion yuan, 
the agricultural land occupation tax increased by 11.6% to about 180 billion yuan, and the 
township land usage tax increased by11.5% to 172 billion yuan, meaning that the increase in 
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tax revenues related to land and real estate was significant. In 2013, in fact, the transfer of 
revenue from governmental funds from the central government to local governments 
increased by about 56%, and at the same time, land transfer revenue of local governments 
increased by about 45%, accounting for about 35.3% of temporary revenue and about 24.6% 
of total revenue after the transfer.

As just described, China’s fiscal status has depended heavily on land and real estate, and 
the trend is more prominent, especially in local governments. Because of this, local 
government finances might be subject to influence from the real estate market, causing 
financial instability. As the fall of real estate prices and control of land transaction might lead 
to a decrease in revenue, it makes it difficult for local governments to adopt tightening 
policies on the real estate market, such as restrictive monetary policies related to real estate 
and restriction of transactions. For financial stabilization and especially for fiscal soundness 
of local governments, drastic tax reform will be extremely important to reduce dependence 
on revenues related to land and real estate, and to ensure stable revenues. 

Table 1. Financial Dependence on Land Transfer Revenue (Unit: 100 million)
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the investigation and audit by the Audit Office in June 2011. Local-government debt has 
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Local-government debt has attracted remarkable attention since the publication of the 
investigation and audit by the Audit Office in June 2011. Local-government debt has 
expanded rapidly, underscoring growing concerns about the situation. In August 2013, the 
Audit Office once again conducted a nationwide investigation and released the results in 
December of the same year. Here, I will look at the current status and problems of China’s 
local-government debt by examining the results of the reinvestigation.
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III-1. The Status of Local-government Debt

As shown in Table 2, a large-scale extensive investigation into each level of sections and 
organizations of local governments was conducted all over China from June to August 2013. 
Since poor transparency in the local fiscal situation was pointed out as a huge risk factor, it 
has been urgent to increase the transparency. Unless the problems of local governments are 
addressed urgently, they might have a serious impact on the entire Chinese economy. For this 
reason, the large-scale investigation reveals a sense of crisis in the central government about 
local-government debt.

Table 2. Brief Summary of 2013 Investigation by the Audit Office
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The number of items investigated
Debts investigated

June-August 2013
The number of investigators:Total of 54,400 investigators

Organizations investigated

730, 065

Areas investigated Central and provincial level: 31,  Government-designated cities: 5
City level: 391,  County level: 2,778,   Township level: 33,091

Government sectors and organizations: 62,215, Local Government Financing Vehicles: 7,170,
Expense-Subsidized business units: 68,621,
Public business units: 2,235, Others: 14,219

2454635
(Source) Audit Results of Nationwide Governmental Debts by the National Audit Office 
(2013) 

 

When comparing the scale of governmental debt, the central government and local 
governments accounted for about 11.9 trillion yuan and about 15.9 trillion yuan at the 
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Figure 3.  Scale of Balance of Debt between Central and Local 
Governments (Unit: 100 million yuan)
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Figure 4. Transition in Total Amount of Local Debt (Unit: trillion yuan)
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Total debt of local governments accounted for 15.9 trillion yuan at the end of 2012, 

and continued to increase to 17.9 trillion yuan at the end of 2013, which is an increase of 
about 67% compared to the 10.8 trillion yuan at the end of 2010. While the debt-to-GDP 
ratio at the end of October was 27%, the one at the end of June 2013 accounted for 32%, 
which includes about 10.9 trillion yuan of Category 1 (61%), about 2.7 trillion yuan of 
Category 2 (15%), and about 4.3 trillion yuan of Category 3 (24%). The ratio does not 
show any remarkable change compared to the past. 
  

(Source) Audit Results of Nationwide Governmental Debts by the National Audit Office (2013)
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Figure 6.  The Debt Balance of Each Administrative Level of Governments (Unit: 100 
million/%) 
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As to the total debt for each administrative level of government, although the percentage 
of city (district) level government decreased to about 40% from the end of October, it remains 
high. This is because there is a relatively bigger scale of areas in some city (district) level 
governments, and the numbers of units increased due to the administrative reform. It should 
be noted that the debts of relatively small county and township governments include many 
hidden contingent liabilities, such as unpaid government employees’ salary and project costs, 
lack of social security funds caused by uncollected and misappropriated money, 
misappropriate use of the agricultural cooperation fund, loss from bad debt, as well as debt-
guaranteed loans.

As to the debt balance by borrower, the percentage of Local Government Financing 
Vehicles (LGFV) accounted for 39% of the total debt. Although the percentage decreased 
compared to 46% at the end of 2010, LGFV dominates a large portion of the debt. A big 
difference from the previous investigation is that borrowings by state-owned enterprises 
(financing and stock system) have been revealed. The debt balance was 3.1 trillion yuan, 
accounting for 17.5% of the total debt. After the previous investigation, concern about the 
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local debt problem has increased, leading to the decreased borrowings by LGFV as the result 
of strengthening control for it. Because of this, procurement of funds through state-owned 
enterprises increased. There is a concern that the diversification of borrowing entities, which 
are related to local governments, creates opaqueness and complicated local debt.

Figure 7. The Debt Balance by Borrower (Unit: 100 million/%) 
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Although bank loans are still the main routes for financing, their share has 
decreased to 57% from the 80% at the end of 2010, with the percentage of bond issuance 
increasing. Especially after 2012 the amount of bond issuance climbed to 3.2 trillion 
yuan, compared to the 2.1 trillion yuan in the previous year. The amount includes many 
urban construction bonds issued by LGFV. It is noted that financing routes except for 
bank loans or bond issuance such as BT (Build and Transfer System), trust financing, 
financing lease, and financing of financial institutes, have become diverse. These routes 

(Source) Audit Results of Nationwide Governmental Debts by the National Audit Office (2013)

Although bank loans are still the main routes for financing, their share has decreased to 
57% from the 80% at the end of 2010, with the percentage of bond issuance increasing. 
Especially after 2012 the amount of bond issuance climbed to 3.2 trillion yuan, compared to 
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the 2.1 trillion yuan in the previous year. The amount includes many urban construction 
bonds issued by LGFV. It is noted that financing routes except for bank loans or bond 
issuance such as BT (Build and Transfer System), trust financing, financing lease, and 
financing of financial institutes, have become diverse. These routes are considered to be 
closely related to shadow banking.1 As to shadow banking, off-balance-sheets for Wealth 
Management Products (fund management products) of commercial banks without guarantee 
of principal are sometimes used as bypass loans to avoid regulations on financing. 
Strengthening regulations and control on LGFV has greatly influenced the increase of 
shadow banks.

Figure 8. Debt Balance by Fund Procurement Method (Unit: 100 million/%)
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The use of funds provided by local governments mainly includes development-related 
investments such as infrastructure and transportation as well as expropriation and stockpiles 
of land, and the trend has not change greatly. In particular, debt related to expressway 
construction is acknowledged as a problem. The amount of debt repayment for construction 
of expressways reached 1.94 trillion yuan at the end of June 2013, accounting for about 13% 
of total local debt related to expressways if the 440 billion yuan is added, causing a fiscal 
burden on local governments.

Figure 9. The Use of Procured Funds (Unit: 100 million/%)
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Under the current situation of local debt, debt redemption is another concern. About half 
of the total debt will mature before the end of 2015 and about 65% before the end of 2016. 
The pressure for debt redemption is growing every year. More than 20% of new debt has 
been used for past debt repayment, making new debt issuance in 2012 twice as much as that 
in 2011. The situation causes a vicious cycle in which redemption of past debt leads to the 
expansion of new debt issuance.

78 J Naito / Public Policy Review



Figure 10. The Debt Balance/Percentage by Redemption Period (Unit: 100 million/%)
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III-2. Analysis and Evaluation 

Concerning the status of local-government debt, the Audit Office mentions that the 
government debt-to-GDP ratio is below 60%, which is the international standard,2 and 
evaluates the risk as being controllable. If we look in detail, however, there are some 
problems and challenges to point out.   

The first problem is the grounds that the Audit Office claims. The Audit insists that 
the government debt-to-GDP ratio at the end of 2012 should be 39.4%; however, that is 
an underestimation because only the debt actually repaid by government funds out of 
the national total debt has been calculated as a percentage of debt. Therefore, some 
calculations put total debt as about 54% of GDP, while others estimate that the 
percentage will be over 60% if the debts of the China Railway Corporation, policy banks, 
and the National Asset Management Company are added.3 The second problem is that 
the funding routes are dominated by bank loans, and that most borrowers are LGFV.  
The third problem is that the debt is heavily dependent on land-related revenue. In 
particular, debt redemption by land-transfer revenue increased greatly to 37% at the 

                                                   
2 The criteria of the European monetary union regarding fiscal deficits are the same as 
international criteria. According to the criteria, a single-year‟s fiscal deficit should be 
less than 3% of GDP, and accrued debt balance should not be more than 60% of GDP. 
The level of fiscal deficit is supposed to be determined on the basis of the criteria. 
3 Calculated as the total debt balance as of the end of June 2013. 
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2 The criteria of the European monetary union regarding fiscal deficits are the same as international 
criteria. According to the criteria, a single-year’s fiscal deficit should be less than 3% of GDP, and 
accrued debt balance should not be more than 60% of GDP. The level of fiscal deficit is supposed to 
be determined on the basis of the criteria.
3 Calculated as the total debt balance as of the end of June 2013.
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debt is heavily dependent on land-related revenue. In particular, debt redemption by land-
transfer revenue increased greatly to 37% at the end of 2012 compared to the 24% at the end 
of 2010, showing a profound affect by the real estate market. The fourth problem is that debt 
has increased so rapidly. Total debt at the end of June 2013 increased by about 20% compared 
to that at the end of 2010, and the division was about 14.4% for the provincial level, about 
17.4% for the city (district) level, and about 26.6% for county-level governments, indicating 
a more remarkable increase among lower-level governments. The fifth problem is the 
disparity in the debt status. As mentioned previously, the debt ratio of the expressway division 
has expanded. At the end of 2012, three districts at the provincial level had a debt ratio over 
100%, as did 31 at the city (district) level and 3,465 county-level governments, putting a 
greater burden of debt on some areas or industries. There are big differences in the debt ratio 
between districts. For instance, the debt balance is about 1.48 trillion yuan for Jiangsu 
province and about 1 trillion yuan for Guangdong province, and the debt-to-GDP ratio is 
about 79% for Guizhou province and about 62% for Chongqing.  Although China’s economy 
is on a decelerating trend, it is highly unlikely that government debt will have a strong impact 
on its economy thanks to economic growth between 7 and 8%, about 3.8 trillion dollars of 
foreign reserves, and over 180 billion dollars of current account surplus. However, if the 
problems rise to the surface, their influence will spread to other places and cause economic 
and social confusion. It is needless to say that full attention to such issues as strengthening 
control, securing transparency, and consolidating systems is necessary. There are piles of 
problems concerning local debt, and managing them will not be easy.

III-3. Short-Term Challenges

Because local debt problems are deeply related to shadow banking problems, risk 
management is extremely important. In order to adequately control debt, qualified screening, 
limiting debt increase by strengthening control and steady repayment will be needed.  

A scheme for debt management using an asset management company is one idea. In 
China, asset management companies were established one after the other for the purpose of 
disposing the bad loans of four big national commercial banks from the late 1990’s to the 
early 2000’s and attained certain progress. If the bonds of borrowers, such as LGFV, become 
non-performing loans and grow in the future, loan disposal by the asset management 
companies will be expected. Moreover, it will be necessary to sell state-owned assets that the 
local governments possess. The capacities of the companies are limited; therefore, if 
nonperforming loans expand ultimately, the central government will have to compensate for 
the loss.

On the other hand, as a funding route for local governments, the expansion of the local 
bond system is indispensable. Under the strict control of the central government,4 China 
lifted a ban on local bonds in a very revolutionary way, in which the Ministry of Finance 
issued them as a proxy to secure 4 trillion yuan for economic measures after the Lehman fall 
and for the continuation of fiscal policies. At the beginning, economic measures by securing 

80 J Naito / Public Policy Review



financial resources were the main purpose; therefore, the discretion of local governments 
was limited. In October 2011, the Ministry of Finance announced the experimental issuance 
of ‘self-issued local government bonds’ for which local governments do the practical work. 
If the issuance of local bonds increases, the whereabouts of debts might be revealed. It is 
expected that the discretion and responsibility of local governments on the fiscal front will be 
strengthened and that transparency in the debt situation will be increased. In order to expand 
the procurement of financial resources by issuing local bonds, it is urgent to secure an original 
funding source for local governments by increasing local tax revenues, and to develop 
legislation, including a local tax law and local fiscal law.

As a matter of course, it is important to limit the increase of local debt for the fiscal 
soundness of local governments. To that end, building a structure to overcome investment-
dependent growth will be indispensable.   

In 2014, the Local People’s Congress launched a reform for a performance assessment 
system and announced that the performance, including support for the environment and 
energy conservation, the resolution of excessive plants and equipment, and investment 
control and chaotic investment reduction will be comprehensively judged, and that local debt 
status will be utilized as an important index for evaluation. This is major progress and it will 
be an ongoing challenge to control local debt by revising the performance review.

IV. Related Reforms

In association with the problem of local debt, there are many challenges from tax and 
fiscal aspects. In this section, I will review the situation of tax system reform, including the 
ongoing ‘Business Tax to Value-added Tax transformation’ reform,5 an issue concerning the 
fiscal relationship between the central and local governments, and the problem of urbanization 
and fiscal burden, regarding which, a policy to address it is regarded as one of the most 
important.  

IV-1. Trends and Challenges in Tax System Reform

In order to achieve fiscal soundness and clarify the role of the government to enable 
steady implementation, fiscal resources are necessary and tax system reform will be 
indispensable. In China, the tax structure is mainly dominated by indirect tax. The value-

4 The local bonds should be issued under the strict control of the central government, the permission 
of the State Council is needed, the issuance and repayment should be performed only by provincial-
level governments, and the Ministry of Finance substitutes the issuance (the yield is basically the 
same as that of government bonds). These measures may limit the increase of local bond issuance, but 
they do not reflect the financial power, credit, or risks of local governments.
5 The reform to simplify the tax system by integrating the business tax into the value-added tax. The 
value-added tax is equivalent to Japanese consumption tax, and the businesses incur a consumption 
tax imposed on service.
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added tax (equivalent to consumption tax in Japan) is the main tax, accounting for about 50% 
of tax revenue. If the consumption tax and the business tax (value-added tax on service) are 
included, it will account for about 70% of tax revenue. On the other hand, the corporate 
income tax and personal income tax account for only 25% of tax revenue in total, and other 
taxes, such as the resource tax, the property act tax and the specific purpose tax account for 
the remaining approximately 10%. Although the problems and necessary reforms concerning 
the tax system have been continuously mentioned, radical reforms have not yet been 
achieved. As the resolution of income disparity is a big issue in China, it is necessary to 
reconsider the direct/indirect tax ratio to increase the percentage of direct tax with a higher 
redistributing function. Concerning that point, some challenges about tax system reform can 
be pointed out.

For instance, personal income tax consists of 11 categories of income. An excess 
progressive taxation system is applied to employment income, and a separate taxation system 
is applied to other income categories. Since the tax rates for other income and the transfer 
income tax are fixed at 20%, affluent people take a tax-reduction strategy by increasing 
income in these categories, inviting a sense of unfairness due to the flaws in income capture 
and tax collection. It is an urgent task to capture income and properly impose tax at the same 
time as well as to simplify the personal income tax. On the other hand, the number of income-
tax payers decrease because of rapid hikes in the minimum income tax as the economy and 
wages grow. It may adversely influence the fiscal resources which support ballooning social 
security expenses, including medication and pensions, and education expenses. In order to 
secure the taxation base, the entire picture of the personal income tax should be reviewed. 
Introducing the system of Japanese resident and business taxes could be one idea to strengthen 
local government finance. 

It is an urgent task to introduce an inheritance tax, gift tax, and fixed property tax in 
conjunction with income tax reforms. These taxes have been a focus of discussion and 
implemented on a trial basis, but they have not achieved full-scale introduction. As to the 
introduction of the inheritance tax, it is important to strengthen the tracking of assets to 
prevent hiding them. At the same time, it is necessary to guarantee fairness in taxation. It will 
be indispensable to strengthen control over assets in conjunction with the problems of 
financial outflow to overseas. In light of the stance of the current government—strengthening 
the crackdown on corruption—, it is a good chance to introduce an inheritance tax and gift 
tax. Although the fixed property tax has been implemented on a trial basis in the city of 
Shanghai and Chongqing, they have not achieved full-scale introduction. While the real 
estate bubble is criticized, there are concerns that the revenues of local governments in 
particular highly depend on land, and non-performing loans might expand because of falling 
real estate prices. These are the factors which postpone the introduction of a fixed property 
tax. Since fixed property tax is a corrective measure for disparity as well as an important 
financial resource of local governments, it will be necessary to introduce it on high-grade 
property at first, and then expand the taxation base gradually.

On the other hand, ‘Business Tax to Value-added Tax Transformation’ reform, in which 
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the business tax will be incorporated into the value-added tax as an important reform for the 
tax system, is currently in progress. It was started in traffic and transport businesses and 
some modern service businesses in the city of Shanghai on a trial basis from 2012, and later 
extended to the city of Beijing, Chiangsu, Anhui, Fujian, Guangtong (including Shenzhen), 
the city of Tianjin, Zhejiang, and Hubei. Finally, after August 2013, it was implemented 
nationwide on a trial basis. The importance was underscored in the Third Plenum of the 18th 
Party Congress in 2013. The purposes of ‘Business Tax to Value-added Tax Transformation’ 
are to reduce the burden of business tax on smaller businesses and solve overlapping taxation 
problems by applying a tax exemption. In addition to the effect of tax burden reduction and 
tax system simplification, the ‘Business Tax to Value-added Tax Transformation’ reform will 
have a big impact on the allocation of tax sources between the central and local governments. 
Currently, business tax is regarded as local tax, and value-added tax is shared between the 
central and local governments (central : local = 75 : 25). By merely changing the business tax 
to the value-added tax as a pilot operation, the allocation of tax sources will act as a 
disadvantage for local public finance. Unless the whole allocation system for the value-added 
tax is reviewed, strong resistance from local governments will be expected, and the system 
will not be effective. Adversely, it might be used as priming to promote a proper fiscal 
relationship between the central and local governments, or between each administrative level 
of governments in which the burden of administrative duties and allocation of financial 
resources and authorities are not properly worked. In terms of this point, it is expected to 
deepen the ‘Business Tax to Value-added Tax Transformation’ reform.  

As stated above, the tax system reform, which has progressed extremely slowly, 
eventually started. The tax system plays an important function in appropriate fiscal relations 
between governments and fiscal adjustment between individuals. On the other hand, since 
the main premise of the reform is sticking the knife into vested interests, there will be 
considerable difficulties in the reform, which is why fundamental reforms have never been 
realized. As a favorable treatment for state-owned enterprises, it has been decided to increase 
the ratio of payment to the national treasury6 to about 30%. However, the deadline is set to be 
by 2020, and the speed of the reform seems extremely slow. In order to make the reform 
function as a fundamental measure for disparity problems, it is necessary to cut to the core of 
the problems. The future movement of tax system reform can be a valuable indication to 
judge whether the leadership of the current government can solve the challenges of economic 
policies or not.  

IV-2. Challenges of the Fiscal Relations between the Central and Local 
Governments

In order to strengthen and stabilize financial capability, it is essential to make proper 

6 A payment to the national treasury by state-owned enterprises is equivalent to a dividend from a 
stock corporation, and is paid to the state-owned capital management budget.
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fiscal relations between the central and local governments. Thanks to the tax-sharing system 
reform in 1994, classifications of the central and local fiscal role as well as arrangement of 
financial sources were prepared to a certain extent, but it is undeniable that there are still 
many insufficiencies.

When we think about the fiscal relationships between the central and local governments 
as well as those between local governments, there is a big difference in authority concerning 
finance, such as tax autonomy depending on the national system— centralized or 
decentralized— or the structure of local governments. But in both cases, financial sources 
and authority as well as associated responsibilities are properly arranged based on clarification 
of the administrative duties and division of roles. In fiscal relations between governments in 
China, administrative duties, roles and authority, financial sources, and responsibilities are 
not necessarily properly arranged among the central government or four administrative levels 
of local governments. Overlapping and orientation are observed, and there is much uncertainty 
in roles and management. These problems were not solved even with the tax-sharing system, 
and fundamental reforms have never been achieved. It is indispensable for each government 
to define its work and role, and clarify its responsibility by allocating financial sources and 
authorities for them. Without it, it will be difficult to restore fiscal soundness. In the Third 
Plenum of the 18th Party Congress, it was underscored that rational establishment of the 
central and local authorities and responsibilities for payment, as well as budget system 
reforms for the establishment of the present fiscal system, was needed. It is an inevitable 
challenge for controlling local debt. At the same time, the authority and responsibilities of 
central and local governments should be clarified by preparing and properly operating the 
Local Finance Act and Local Autonomy Act. As to this point, since local governments in 
China are not actually local autonomous bodies, that is, they do not possess the power of 
autonomy in various aspects, including legislative process and policy implementation, it 
might be practically impossible to achieve substantive reforms. However, it is not that 
progress cannot be made in reforms without political system reform. China should seek to 
restructure the fiscal system on the premise of the current national system. Considering the 
scale and function of current local governments, it would be reasonable to consider giving 
some financial authority from the central to provincial-level governments to reduce the fiscal 
scale by cutting down the administrative duties of lower-level governments and construct a 
financial system mainly operated by provincial-level governments.  

Another important issue concerning the fiscal relationships between governments is to 
improve the fiscal transfer system. Since various disparity problems are brought to the fore at 
present, redistribution functions will have more significance. Broadened fiscal adjustment 
functions between governments are expected. 
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Figure 11. The status of Fiscal Transfer (Unit: 100 million yuan)
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The fiscal transfer system was arranged by the tax-sharing system to a certain 
degree, and subsequently through several reforms, the current system mainly consists 
of general transfer payments (including transfer payment for balancing, which is 
equivalent to tax allocations, transfer payment to ethnic group areas, transfer for the 
reform of agricultural village fees and taxes, and fixed subsidies, specified subsidies, 
and tax refunds).7 Looking at the situations of local fiscal revenue and each fiscal 
transfer, the scale of general transfer payments was extremely small at first and 
subsequently increased gradually to account for about 40% of the total amount of 
transfer in 2010. The specified subsidies also continue to expand and increase in 
percentage terms in order to transfer revenue of provincial-level governments. For 
redistribution between districts, upper-level governments promoted certain projects by 
subsidizing them.  

                                                   
7 The general transfer payment is equivalent to local allocation tax in Japan, and the 
specified subsidies are distributed to each project, for example, infrastructure 
instruction, social security, and a countermeasure for the issue of agriculture, farmers 
and rural areas. Tax revenue return is a system in which the central government 
refunds a certain percentage of tax revenue to local governments. Its redistribution 
function is limited as tax revenue tends to be refunded more to rich areas. 

(Source) Li (2006), Li (2010), based on material from the Ministry of Finance

The fiscal transfer system was arranged by the tax-sharing system to a certain degree, 
and subsequently through several reforms, the current system mainly consists of general 
transfer payments (including transfer payment for balancing, which is equivalent to tax 
allocations, transfer payment to ethnic group areas, transfer for the reform of agricultural 
village fees and taxes, and fixed subsidies, specified subsidies, and tax refunds).7 Looking at 
the situations of local fiscal revenue and each fiscal transfer, the scale of general transfer 
payments was extremely small at first and subsequently increased gradually to account for 
about 40% of the total amount of transfer in 2010. The specified subsidies also continue to 
expand and increase in percentage terms in order to transfer revenue of provincial-level 
governments. For redistribution between districts, upper-level governments promoted certain 
projects by subsidizing them. 

7 The general transfer payment is equivalent to local allocation tax in Japan, and the specified 
subsidies are distributed to each project, for example, infrastructure instruction, social security, and a 
countermeasure for the issue of agriculture, farmers and rural areas. Tax revenue return is a system in 
which the central government refunds a certain percentage of tax revenue to local governments. Its 
redistribution function is limited as tax revenue tends to be refunded more to rich areas.
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‘The Western Development Strategy’ and subsequent regional development strategies, 
such as ‘northern promotion’ and ‘midland promotion’ represent the method. Also the central 
government has expanded business by resource allocation and subsidization in the form of 
projects, aiming at harmonization of inter-region, industrial structure, and quantity and 
quality of development. Although the tax revenue return8 was about 180 billion yuan in 
1994, accounting for about 75% of the total amount of transfer to provincial level 
governments, it decreased to about 30% in 2006 owing to the progress of coordinating reform 
of fiscal transfer. 

As to fiscal transfer, it is desirable to increase the general transfer payment, which is 
equivalent to the local allocation tax and possesses more redistribution functions. The tax 
return system, on the other hand, is the system in which as whole tax revenue increases, tax 
revenue of the central government also increases gradually. Since the system strengthens the 
fiscal capability of the central government, it plays its role in a transition period. However, 
since it is the system which guarantees vested interests and refunds the tax revenue more to 
the economically developed districts, it should continue to be reduced gradually. While the 
specified subsidies play an important role as a regional development investment, they are 
often used in large-scale public projects or land development, possibly leading to ineffective 
investments or overcapacity in local areas. In addition, some of the subsidies are exploited 
by the local governments under the pretext of research and administrative expenses as well 
as some expenditure related to approval and license. It might cause corruption; therefore, 
strict control will be needed. When three types of fiscal transfer in 2012 and 2013 are 
compared, the trend seems favorable: the total amount of fiscal transfer increased 8.1%, of 
which the general transfer payment increased by 14%, and the specified subsidies showed a 
slight increase of 2.5%, with the tax return decreasing by 1.3%.

Although specific data on the fiscal transfer system was lacking and extremely uncertain, 
publication of data has been progressing since the fiscal report released in the National 
People’s Congress in 2009. In order to establish a more transparent and confident system, 
data should continue to be published on the process of system reforms. In the system reforms, 
clear criteria including standard fiscal revenue and standard fiscal demand of each district 
should be developed. Based on the criteria, basic policy management to implement fiscal 
control in a proper way and at an appropriate scale will be necessary. That is, proper 
redistribution will not function without the design and operation of the system being based 
on objective criteria. This is also a common challenge in the social security system including 
pensions and medicine. In addition, the structure of vested interests should be conquered 
before the expansion of fiscal control functions. If redistribution is expanded without solving 
the problem of vested interests among governments, state-owned enterprises, and the high-
income class, then the risk of expanding and solidifying disparity will increase. In order to 

8 The tax refund system to guarantee the revenue of each district before the reform of the tax-sharing 
system (basically 1993) and refund the decline caused by the introduction of the tax-sharing system 
from the central to local governments.
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properly operate the fiscal control system and correct various disparities, it will be an 
inevitable challenge to resolve the structure of vested interests, which is detrimental to 
different kinds of reforms.  

IV-3. Urbanization and Fiscal Burden

In the process of changing development and economic structural reform, promoting 
urbanization is of particular interest as an important challenge. Since Premier Li Keqiang 
announced the National New-Type Urbanization Plan—which promotes a human-centered 
and environmentally friendly path—during the central work conference at the end of 2012, 
the urbanization drive has accelerated. China’s urbanization rate has reached about 53%.9 
The purpose of the new urbanization is a shift toward a consumer-driven economic structure. 
It is essential to arouse consumption in agricultural areas with huge potential, so the aim is to 
realize an increase in income and expand famers’ consumption. The purposes of promoting 
urbanization include correction of the various disparities between cities and agricultural 
areas, and between urban residents and farmers, as well as well-balanced development of 
national land. Current urbanization will be promoted by well-balanced construction of 
smaller cities around larger cities and by controlling rapid urban congestion and environmental 
degradation. In addition, as a development strategy, the method of constructing residential 
houses and commercial facilities by expropriating land from farmers is mainly used. The aim 
is to distribute apartments to farmers, ensuring employment by attracting companies to 
development districts, and realizing regional development and improvement of lives. 

These urbanization policies, however, are associated with many problems, especially 
that of how to secure financial resources for urbanization. Promoting urbanization is 
accompanied by a variety of infrastructure construction, such as housing and life infrastructure 
including roads, hospitals, schools, and commercial facilities. Therefore, there is a risk that 
local governments will expand investment with a plea for urbanization despite severer local 
financial conditions. This might lead to overdevelopment, expand ineffective investment, 
and cause environmental degradation. In addition, if fund raising through LGFV or shadow 
banking increases, the fear of the local debt problem becoming exacerbated will arise at 
once. The next problem is the destabilizing real-estate market. If land transactions are 
activated by promoting rapid urbanization, real estate values will soar. However, if the real-
estate market becomes saturated or fund-raising becomes difficult, accompanied by a drop in 
the value of real-estate, then the risk of burdening banks and households with a large amount 
of non-performing loans will increase. Since such a situation would be like the bursting of a 

9 The proportion of permanent urban residents of China’s total population. However, these residents 
do not necessarily have non-agricultural household registries. Substantive promotion of urbanization 
should be accompanied by the provision of non-agricultural household registries and related public 
services, but in reality there is quite a number of cases without the provision. Therefore, the true 
urbanization rate is likely to be far less than 50%.
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bubble and directly linked to the local debt problem, it might even cause an anti-market 
move to maintain real-estate values. 

On the other hand, there may be some doubts about the effectiveness of urbanization. In 
reality, the outcome of reform has not been achieved as simulated. For instance, as a result of 
urbanization policies, even if farmers receive houses, they would lose farms for their 
livelihoods and become poorer. They would temporarily gain income by selling land, but 
would subsequently often not be able to find jobs due to a lack of skills and knowledge. At 
the same time, the advance of companies by the development may not be achieved as well as 
expected, and an increase of employment offers can often be limited. 

The construction of housing and commercial facilities cannot catch up with the rapid 
pace of urbanization, causing a temporary housing loss and default of agreement. Moreover, 
problems concerning benefits are still unsolved. With urbanization, better benefits for farmers 
should be secured. The new-type urbanization policies are associated with the reform of the 
household registration system. The policies granting non-agricultural registries are now 
spread to various areas, and the farmers forced to move to new cities are granted with non-
agricultural registries to be urban residents. Even though non-agricultural registries are 
granted, the benefits related to medical care, old age pensions, education, and other public 
services have not been improved. The basic problem of disparity between farmers and their 
urban counterparts is still unsolved.

From this viewpoint, the problem of migrant workers is significant. The number of 
migrant workers in urban areas is said to reach 260 million people. Among them, only an 
extremely small number own houses and receive public services such as social security and 
education for urban residents. Providing public services and building an infrastructure 
including housing are important challenges. To that end, huge financial resources are 
necessary, and the financial capability of small and medium cities should be strengthened to 
realize that.  

In this way, concerning the promotion of urbanization, there is a big difference between 
the destination and current reality. A particularly-problematic issue is that a huge financial 
burden will be indispensable in any reform. It is inevitable that the financial pressure on local 
governments will increase; therefore, the feasibility of reform in districts with poor financial 
capability will be low.  

The direction of reform heading toward the solution of the disparity and the shift to the 
economic structure led by consumption is not necessarily wrong, and the promotion of 
urbanization itself can be a useful reform. However, there are still a lot more challenges left 
to conquer. The problem of fiscal burden in particular is the most serious. If China cannot 
expand the fiscal transfer system to strengthen local government finance and cannot force 
through drastic tax and fiscal reform in a comprehensive way, such as through redevelopment 
of the local administrative and fiscal system and the tax and fiscal system for securing 
finances, then it will be impossible to promote “real urbanization” with improvement of 
urban infrastructure and provision of public services. It is not too much to say that the success 
of urbanization reform under the sponsorship of the Xi Jinping and Li Keqiang administration 
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depends on the outcome of fiscal reform.

V. Conclusion: Challenges Surrounding Financial Status

Although the challenges surrounding the fiscal status have been pointed out repeatedly, 
the pace seems too slow to realize drastic reforms. Forcing through a tax and fiscal reform 
always causes a conflict with vested interests. While strengthening taxation imposed on 
companies often faces resistance from vested interests, such as state-owned enterprises, 
organizing and strengthening individual income taxes might cause dissatisfaction among 
low-income earners and opposition from high-income individuals. In addition, if centralized 
reforms for financial capabilities are strengthened, opposition from local governments will 
be stronger. The big question is whether the reforms can be promoted while suppressing 
these various vested interests and resistance forces. In other words, whether the tax and fiscal 
reform can be implemented thoroughly or not is the true test to judge what the current 
administration can deliver. 

Since an annual goal for economic growth was set to be 7.5% in the National People’s 
Congress in 2014, the attitude of the current administration toward reform has begun to be 
questioned. Amid an economic slowdown, the expansion policy of investment for 
infrastructure was introduced at the standing committee of the State Council held in April 
2014. It mainly consists of railways and housing, such as new railway construction covering 
6,600 km, old housing reconstruction for low-income earners, and new housing construction. 
For these projects, private funds are said to be introduced by raising loans from the 
establishment of a foundation, but eventually they might become part of government loans, 
making government expenditure expand. Moreover, since corporate income tax reduction for 
small and tiny companies will be implemented simultaneously, fiscal pressure will be bigger. 
The problem is that implementation of these policies will shake the government’s policies, 
the biggest aim of which is to change the method of economic development. The major 
policy at the start of the current administration was to promote economic structure adjustment 
thoroughly while sacrificing a certain level of economic slowdown to some extent. If the 
government uses traditional methods to implement the stimulus measures to support the 
economic slowdown, it could bring about serious damage to China’s economy. The decision 
made at the Third Plenum of the 18th Party Congress to make the market play a definitive role 
in resource allocation promises a big transformation in China’s economic system. To that 
end, however, it is necessary to review the government function itself, establish an economic 
system based on the function, build institutions and policies, and implement them adequately. 
Before the transformation of the government function, it is necessary to clarify the roles of 
the government and market, rearrange the roles that the public sector should play, and 
promote regulatory reforms to make an effective government. While ensuring transparency, 
it is important to enhance the development of institutions and clarify legal grounds to allow 
each level of government to share policies properly and become an effective public service 
provider. As the roles of tax and fiscal reform become bigger and bigger, the fate of urgent 
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reform will attract more attention than ever. 
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