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Fiscal Incentives, Market Integration and Cross-region Investment

Evidence from Income Tax Sharing Reform

FAN Zi-ying, ZHOU Xiao—chang
(School of Public Economics and Administration SUFE, Shanghai 200433, China)

Abstract: The construction of a unified national market is the key to promote domestic circulation. The
integration of product market has made great progress in recent years, but that of factor markets is relatively
lagging behind. This paper manually collects the data of subsidiaries of listed companies in China from 1999 to
2007 and explores the impact of fiscal incentives on the integration of capital market. We measure the cross—
regional capital flow based on the pattern of establishing nonlocal subsidiaries. With the natural experiment of
“Income Tax Sharing Reform”, this paper finds that the Income Tax Sharing Reform reduces the tax sharing
proportion of local government through the development of local enterprises, so the local governments relax the
control of state—owned capital. Thus, the nonlocal subsidiaries of local state—owned enterprises increase significantly.
This effect is closely fits to the tax sharing proportion (40% ): Only those local SOEs whose government
shareholding proportion is greater than 40% have significantly increased cross-region investment. The greater the
dependence of local fiscal on SOEs, the more significant of the stimulus effect, and companies usually choose to
invest in another province. Cross—border investment not only significantly improves the return on capital, but also
increases the cash dividends of local SOEs. This paper expands and enriches the research on the integration of
factor market, and also provides important policy implications for inter—governmental relationship reform in future.
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