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The Income Increasing Effects of Tax-reduction under Interests
Coordination between Central and Local Governments

JIA Jun—xue', QIN Cong’, SUN Chuan-hui’, ZHANG Ke-wei'
(1. School of Finance, Renmin University of China, Beijing 100872, China;
2. National Academy of Development and Strategy, Renmin University of China, Beijing 100872, China;

3. Institute for Finance and Economics, Central University of Finance and Economics, Beijing 100081, China)

Abstract: In a decentralized framework of multi-level governments, tax reduction policies are essentially a
collective behavior problem. Focusing on China’s abolishment of agricultural tax, this paper analyzes the income
increasing effects under interests coordination between central and local governments. The theoretical analysis shows
an uncertainty of general equilibrium effects of the tax—reduction. The aggregated effect depends both on the direct
effect of the tax-reduction policy on farmers’ tax burden and on the indirect effect of local governments’ revenue
and expenditure policies’ reaction to the interests coordination between central and local governments. Drawing on a
county —level dataset between 2000 and 2010, we then empirically find that the abolishment of agricultural tax
increases farmers’ income. Moreover, the positive effect is not driven by the release of farmers’ tax burden-after
the abolishment of agricultural tax, the expenditure scale of local governments does not significantly decrease and
the tax collected from nonfarm sectors and land revenue increase little, indicating that local governments are more
inclined to strengthen the management of other agricultural —related taxes. In contrast, the positive effect derives
mainly from the compensation received by the local governments (transfer payments), which supports the increasing
productive expenditure. Our findings provide important implications of using tax-reduction policies in the structural
reform of supply-side in current China.

Key Words: interests coordination between central and local governments; tax —reduction policies;
abolishment of agricultural tax

JEL Classification: H24 H71 H77

97



