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Presentation structure

. Dimensions of decentralization

. Fiscal decentralization

. Fiscal decentralization case studies:
— China

— Vietnam
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Defining decentralization

» Decentralization is the transfer of power and responsibility
for public functions from the central government to local
governments, or the assignment of such functions to the private
sector.
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Disintegrating decentralization

CENTRAL
A
De-concentration

Delegation
Devolution
I Political l — Formulati;n/Plannin
| Administrative A | Financing
|
— LOCAL | Implementation |
I Fiscal l
Monitoring/Control
[ Market | |

Audit/Evaluation
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Fiscal decentralization

* Fiscal decentralization lies at the heart of decentralization: Who
generates and who allocates the resources?

— Expenditure and revenue responsibilities
— Intergovernmental transfers

— Local revenue mobilization

— Local government borrowing

— [Fiscal federalism]

* Measuring the degree of fiscal decentralization

— Local governments’ power and autonomy in revenue and
expenditure

— Local share in total revenue and expenditure
— Transfer between central and local governments
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China: Structure of government

Center Central Government ‘

4 large metropolitan areas 2 special districts
e HongKong, Macao
Tianjin, and Chongqing) 8

S e
—

Provincial
(33)

Prefectural

‘ 333 prefectures and municipalities

2010 counties, autonomous counties and cities

Thousands of towns and villages |
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1949 - 1978 Pre-Reform Fiscal System
Central Control System

Centralization of planning, finance, and administration
Revenues collected by local govt and sent to center

Consolidated budget system forbad discretionary local govt’s spending
power

Intergovernmental transfers were set to finance the gap
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1979-1993: Ad-hoc Decentralization
Fiscal Contracting System

Fiscal reforms aimed at promoting local economic development
through increasing local responsibilities and autonomy, while
preserving central adequate degree of fiscal control

1980: Uniform fiscal revenue sharing system replaced the centralized
system (‘eat in separate kitchens’) — more incentive for local govts to
collect revenues

1985: Varied revenue-sharing arrangements, taking into account local
budget balances in previous years

1988-1993: ‘Fiscal contracting system’: Each govt level contracts with
its subordinate level to meet revenue and expenditure targets. Local
govts had to finance their own expenditures through self-generated
and shared revenues.

Intergov’t transfer: Mixed gap-filling transfer system
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1994 Fiscal Reform
Political and economic context
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1994 Fiscal Reform
Political and economic context

Continuing decline of the ‘two ratios’ (budget revenue to GDP, and central
to total budget revenue)

Interference of local govts in the private sector
Increasing regional fiscal disparities

Devolution of expenditure responsibilities (accompanied by diversion of
resources away from formal budgets into extra-budgetary channels)

Ongoing distrust between the center and local govts
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1994 Tax Sharing Reform

Curbing fiscal decline and providing sufficient resources especially to the
central government;

Simplifying tax structure by reducing tax types and rates;
Unifying the tax burden on taxpayers;

More transparent and objective central-local revenue-sharing by replacing
negotiated contracts with a rule-based system of tax assignment;

National Tax Services (NTS) were established in all provinces to collect
central and shared revenues
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Revenue sharing in China’s 1994 reform

| central®%) | Local(%) |
100 0
100 0

75 25
3 97

Stamp Tax on Security Exchange 97 3
Personal Income Tax 60 40
Company Income Tax 60 40

LOCAL TAXES

0 100
0 100
0 100
0 100
0 100
0 100
Vehicle Purchasing Tax 0 100

Chunli Shen, Jing Jin, Heng-tu Zou (2012). Fiscal Decentralization in China: History, Impact, Challenges and Next Steps



Total tax revenue and central revenue
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Expenditure assignment by admin levels

Functions Central | Provincial | Prefecture [ County | Township
National Defense *
Foreign Affairs *
seological Prospecting Expenses *
Public Debt *
Education * * * * *
Health Care * * * * *
Social Welfare * * * * *
Agriculture * * * * *
Government Administration * * * * *
Capital Construction * * # * *
Research and Development * * * * *
Culture Development * * * * *
Policy Subsidies * * # * *
Armed Police Troops * * * * *
Urban Maintenance and Construction * * * *
Environmental Protection * * * *
Water Supply * * *
* *

Community Services




Budget expenditure by functions, 2005

Top 10 Central Spending Items

item Billion yuan %
Total 1.125.55
Expenditure for National Defense 244.7 21.74%
Interest Payment for Domestic and Foreign Debts 159.47 14.17%
Expenditure for Capital Construction 136.56 12.13%
Expenditure for Price Subsidies 59.14 5.25%
Operating Expenses for Culture, Education, Science and Health Care 58T 5.22%
Other Expenditures 47.46 4.22%
Expenditure for Government Administration 46.43 1.13%
Expenditure by Using the Vehicle Purchase Tax 40.39

Other Price Subsidies 35.46

Innovation Funds and Science & Technology Promotion Funds 33.79 3.00%
Top 10 Sub-national Spending Items

Ttem Billion Yuan %
Total 3.527.30

Operating Expenses for Culture, Edueation, Science and Health Care 551.65 15.64%
Operating Expenses for Education 373 10.57%
Expenditure for Capital Construction 267.58 7.50%
Other Expenditures 246.8 7.00%
Expenditure for Government Administration 241.92 6.86%
Expenditure for Public Security Agency, Procuratorial Agency and Court of Justice 176.41 5.00%
Expenditure for Supporting Rural Production 164.49 4.66%
Social Security Subsidiary Expenses 158.09 4.48%
Expenses of Agriculture, Forest, Irrigation and Meteorology 148.57 4.21%

Urban Maintenance and Construction Expenditure 130.36 3.95%




Center-local transfers, 2004

Others
Grants for Rural Tax Reform 4%
Grants for Incresing Wages 2 R K
9%
Grants for Poor Remote
Regions
1%

1%

The Equalization Transf
7%

Prio-1994 Subsidi
1%

Earmarked Grants
32%



Summary of Chinese fiscal decentralization

* 1979-1993: Fiscal power devolution - contracting system

— Good incentives: Local gov'ts develop relationships with local enterprises
to broaden tax base

— Reverse incentives: Budgetary contracts to (re)negotiations; local gov’ts
reduce revenue transfer to and heighten the need for transfers from the
center; conceal information about local revenues

+ 1994-present: Fiscal power recentralization - tax sharing

— Central gov't captured core taxes and established central tax
administration.

— Good incentives: Tax sharing is transparent and stable

— Bad incentives: Produce greater political dependence — central gov't can
reinforce its mandates and local gov’ts depend more on transfers
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Vietham’s administrative system

CENTRAL
GOVERNMENT

LOCAL
GOVERNMENT

NATIONAL ASSEMBLY

|
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MINISTRIES | 4— GOVERNMENT
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DEPARTMEMTS | = | L e e e e e e e e
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Revenue sharing arrangement

100% central gov’t 100% provincial gov’t

Trade taxes

VAT and Excise on Imports

Taxes and other revenue
from petroleum

CIT on central enterprises

VAT (except VAT on
imports)

CIT (except central
enterprises)

Personal Income Tax

Excise on domestic goods
and services

Gasoline and oil fees

Land and housing taxes

Natural resource taxes (exc.
Petroleum)

License taxes

Tax on transfer of land use
rights

Fees on land use

Land rent
Lease and sale of state
property

Fees and charges (non-tax)



Expenditure responsibility assignment

 Expenditure assignment between the central and local governments
commensurate with the geographical area that benefits from the
expenditure.

* Central gov't is responsible for national and inter-provincial
programs, projects and services (major irrigation projects, flood
control and dike construction, national highways, higher education)

* Local gov’ts are responsible for services that benefit their
geographical boundaries (maintenance and repair of small irrigation
works and roads outside national highways, primary and secondary
education)
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Local Revenue, Expenditure, and Central Transfers

%

70
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20

~+-Local government’s decentralized revenue as percentage of total revenue
<#-Local government’s decentralized expenditure as percentage of total expenditure

=C~Subsidy from central government as percentage of total local expenditure



Budget overruns during 2005-2013 (%)
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