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A Study on the Influence of Fiscal System Reform in “Counties
Directly under the Provincial Government” on the Borrowing

Behavior of County-Level Governments
FAN Liming, LI Yihua, LUO Xi (Shandong University, 250100)
Summary: Under the multi-level government system of a large country, deepening the reform of the fiscal
and taxation system needs to deal with not only the relationship between the central and provincial finance,
but also the fiscal relationship between the provincial and sub-provincial governments. As an important

innovative practice of fiscal system reform below the provincial level, the reform in counties directly under
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the provincial government has been implemented for more than 20 years and is considered an important
attempt to enhance the public service capacity of primary-level governments under the current conditions.
Against the background of a new round of fiscal and taxation system reform, it is of great significance to
deeply study the economic impact of the aforesaid reform and learn lessons from it for deepening the fiscal
and taxation system reform and modernizing the fiscal governance capability in major countries.

Using the county-level panel data from 2008 to 2019, this paper empirically studies the impact of the
reform on the county-level governments’ borrowing behavior by using the staggered DID model. The study
finds that the reform has promoted county government borrowing in general. The mechanism analysis shows
that the reform plays a role through three mechanisms: Alleviating county-level financial pressure,
strengthening the expectation of being rescued, and weakening the supervision and restraint. Heterogeneity
analysis shows that the impact of reform on county-level government debt expansion is more prominent in
areas where both provincial and county strengths are relatively strong, the scale of general transfer payments
is small, and the degree of bank independence and fiscal transparency, and the efficiency of audit
supervision are low.

The marginal contribution of this paper is reflected in the following three aspects. First, it reveals for the
first time the logic and evidence that the fiscal decentralization reform below the provincial level affects the
borrowing of county-level governments. Second, it identifies the three mechanisms via which the reform
affects county-level government borrowing: the pressure mechanism, the incentive mechanism (expected to
be rescued), and the constraint mechanism (constrained by supervision). Third, it conducts rich heterogeneity
tests from the aspects of provincial-county economic strength, autonomy and controlability of provincial
government rescue resources, fiscal transparency, and audit supervision efficiency.

This paper has the following policy recommendations. First, to deepen the reform of the fiscal system
below the provincial level, policymakers should choose different decentralization strategies based on the
development levels of different regions and the conditions of cities and counties. Second, reducing the fiscal
hierarchy is a systematic project that requires overall consideration of the powers, expenditure
responsibilities, and financial resources of local governments. Third, delegating power and strengthening
constraints should be coordinated. At the same time, the development of digital finance and information
technology needs to be accelerated, and a coordinated supervision mechanism for local debt should be
promoted. Fourth, the performance appraisal system needs to be further improved. The research on the
reform’s impact primarily focuses on city and county governments, but could potentially extend to
enterprises in the future.

Keywords: “Counties Directly under the Provincial Government” , Financial Pressures, Expectation of
Being Rescued, Intensity of Supervision, Multiple-Period DID
JEL: H74, H77
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