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Local Government Competition Strategy of Fiscal Revenue and Expenditure and
Residents’ Income Distribution

JIA Jun—xue'!, LIANG Xuan®

(1. School of Finance & China Financial Policy Research Center, Renmin University of China, Beijing 100872, China;
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Abstract: This paper constructs a theoretical analysis framework, explains the influence and mechanism of
local government competition on residents’ income distribution, and puts forward a core theoretical hypothesis.
Based on the data of prefecture-level cities from 1998 to 2005 and Population Census data 2005, we employ the
instrumental variable method for empirical testing. Studies have shown that local government competition has
increased the income distribution gap among residents, which is not conducive to fair distribution. The reason is
that reform of tax—sharing system in centralizing financial power substantially reduced the local government’s “low
tax” competition space, while encourages local governments to use more “high expenditure” competition strategy.
And under the incentive of political promotion with GDP growth as the core, the jurisdiction competition has
intensified local government’s behavioral deviations that focus on economic expenditures such as infrastructure but
ignoring people’s livelihood expenditures such as education and social security. This also encourages local
governments to rely more on transfer payments to finance expansion expenditures, so as to increase the cost of
expenditures through public pool channels are passed on to the central government and other jurisdictions. They are
more inclined to use business tax to obtain their own income, while avoiding the rapid increase in income such as
corporate income tax and value-added tax that has a large adverse impact on the economy. Such income and
expenditure competition strategies are more alike to increase the income distribution gap among residents. The
empirical analysis better confirms the above logical mechanism and supports the theoretical hypothesis of this
paper, indicating that the realization of distribution equity and shared development requires the optimization and
improvement of the local government governance system.

Key Words: local government competition; strategy of fiscal revenue and expenditure; residents’ income
distribution; shared development; local government governance system
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