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The Effect of Fiscal Transfer on the Gap Between Urban-rural
Public Services Based on a Grouping Comparison of
Different Economic Catching-up Provinces

Miao Xiaolin® Wang Ting” and Gao Yueguang®

(a: Yunnan University of Finance and Economics; b: Yunnan University)

Summary: The intraregional gap between urban and rural public services cannot be ignored during the transition period of
Chinese economic reform. The Chinese-style decentralization reform is rapidly increasing the gap and fiscal transfer
payments are viewed as important mechanisms for bridging it. This paper focuses on how fiscal transfer payments affect the
gap and is committed to narrowing it.

The central government uses fiscal transfers to enhance local governments” fiscal capacity change budget constraints
encourage local governments” investment in agricultural and country public service and narrow the urban-—rural public service
gap. However fierce interregional competition leads rational local governments to invest more in urban areas where the cost
of public services is low but the short-term return is high so the central government’s intention to narrow the urban—rural
public service gap through fiscal transfer may fail. The catching-up regions can easily fall into a dilemma that converges to
an urban—rural public service gap. It is impossible to predict whether fiscal transfers can narrow the gap. Therefore it is of
vital practical significance to determine the effect of fiscal transfers on the urban—ural public service gap based on analysis
of groups of regions at different levels of economic catching-up.

Our main work includes: First constructing and measuring the level of economic catch-up and the index of urban-rural
public service gaps based on transportation infrastructure health care services and social security services; Second
theoretically constructing the function of the reaction of local public expenditure decisions to fiscal transfers; Third
empirically testing how transfer payments affect the urban—ural public service gap and its sensitivity to different catch-up
levels and different periods based on data collected for 26 provincial samples from 1996 to 2014.

We arrive at several findings. First although the urban-rural public service gap has narrowed as a whole since 1996
both general and special transfer payments significantly inhibit the narrowing of the gap due to the rational bias of urban and
rural expenditure under the Chinese-style decentralization system. Second the higher the level of economic catching-up
the stronger the inhibition of the fiscal transfers used to narrow the gap. Third the strategies and policies used to narrow the
gap can hardly resist the drive of local economic catch-up due to policy weaknesses and soft system constraints. We reach
two conclusions. First the central strategic policy should be strengthened to narrow the urban-rural public service gap
particularly in the backward and catching-up regions. Second the gap between the marginal economic and social welfare
effects of urban—rural fiscal expenditure should be eliminated particularly in the backward and catching-up regions.

This study contributes to the literature in the following ways. First it breaks the exogenous budget constraint condition
by systematically constructing the function of the reaction of local public expenditure decisions to fiscal transfers sorting out
the mechanism and conducting an empirical test. Second it distinguishes different economic catch-up levels in its analysis
and institutionally resolves the rapid economic growth and urban—ural dilemma in backward and catching-up regions.

Key Words: Fiscal Transfer; Urban-—rural Public Service Gap; Economic Catching-up
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