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Cultivate Taxation via Local Industrial Chain: The Fiscal Incentive
Logic for Localized Supply Chain Construction
XIE Zhen-fa, WANG Zhen

(School of Economics, Xiamen University)

Abstract: Amid the global supply chain reconstruction, China is committed to enhancing the
resilience and security of industrial and supply chains. Local governments are promoting the
localization of industrial and supply chains, which has significantly impacted China’s regional
economic structures and competitive landscape. Previous literature has focused on government policies’
role in industrial chain development; however, it has not sufficiently explored the institutional
motivations driving local governments’ enthusiasm for localizing industrial and supply chains. From the
perspective of fiscal incentives, leveraging the 2016 VAT sharing reform as a case study, this paper
constructs an intensity difference-in-differences (DID) model to empirically analyze the impact of the
VAT sharing system on supply chain localization, which highlights the underlying fiscal incentive
mechanisms driving regional industrial chain development and provides insights for informing future
fiscal and tax reforms.

This paper points out that the 2016 VAT sharing reform forms the structural fiscal incentives for
local governments’ industrial development behavior through introducing significant changes in tax
revenue-sharing differences among industries. Combined with the chain rule of VAT and the production-
based principle of tax revenue sharing, this reform incentivizes local governments to extend and expand
local industrial chains toward upstream production sectors and actively guide enterprises to procure
locally, thereby promoting the localization of supply chains.

The study finds that the reform’s structural fiscal incentives have driven supply chain localization,
characterized by increased local procurement by enterprises. This effect is more pronounced among
state-owned enterprises (SOEs), non-service sectors, and enterprises with low supply chain
concentration, and is influenced by local fiscal self-sufficiency. Mechanism analysis shows that local
governments have expanded local upstream production sectors through land sales, tax incentives, and
credit support on the supply side while guiding local procurement via differentiated tax policies and
government subsidies on the procurement side. These efforts collectively promote local supply chain
development. Furthermore, the VAT credits temporarily limited these effects, but after the 2019 VAT
refund policy was implemented, local governments used differentiated refund policies to influence
enterprise procurement. Supply-side policy support has improved the capacity utilization of enterprises
in the production sector. However, the expansion of the local production scale may compress market
space in other regions and exacerbate the problem of overall excess capacity.

This paper identifies local governments’ fiscal motivation to cultivate tax sources by extending and
expanding local industrial chains, providing insights into the fiscal and institutional roots of domestic
industrial chain development. Additionally, by analyzing the incentive effects of the 2016 VAT sharing
reform, the paper provides new methods for evaluating VAT sharing impacts and advances the
application and expansion of fiscal incentive theory in the new era.

Keywords: tax sharing; fiscal incentive; localization of supply chain
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