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How Does the Tax-Sharing System Reform Enhance State Capacity?
MA Haitao, YAO Dongmin, WANG Zihao (Central University of Finance and Economics, 100081)
Summary: The tax-sharing system reform was a key step to building China’s socialist market economic
system. It has initially rationalized the intergovernmental fiscal relations between the central and local
governments, and reshaped the boundaries between the government and the market, and between the
central government and the local governments, so as to fully mobilize the central and local governments. As

a profound institutional innovation, the tax-sharing system reform did not fully show its far-reaching impact
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at the early stage, but gradually with the continuous development of the economy and social structural
changes, so it is necessary to look back and comment on the 30 years of the tax-sharing system reform again.

This paper tries to introduce the conceptual system of the state capacity, systematically analyze the
influence of the tax-sharing system reform, and utilize some typical facts for verification. On the surface,
the reform of fiscal and tax system is to gradually solve the problems encountered in the process of
modernization, but actually, it is to continuously improve the state capacity. This paper establishes a
Conceptual analysis framework of the state capacity and public finance, examines the once-ambiguous
subject of state capacity in two clear dimensions: central and local, breaks it down into four sub-capacities:
coercive capacity, extractive capacity, mobilizing capacity, and regulative capacity, and studies them
based on China’s practices. By analyzing a series of typical facts, it reveals the relationship between the tax-
sharing system reform and the above-mentioned two dimensions and four sub-capacities. The findings
suggest that in addition to improving the overall state capacity, the tax-sharing system reform has significant
differentiated impacts on each sub-capacity at the central and local levels.

The marginal contribution of this paper is shown in the following three aspects. First, it adds to the
conceptual connotation of the state capacity, further clarifies the subject of the state capacity, and proposes
that the state capacity should be analyzed from both the central and local levels. Second, from the analytical
perspective of state capacity and finance, it breaks down the state capacity into four sub-capacities,
namely, coercive capacity, extractive capacity, mobilizing capacity, and regulative capacity, and
corresponds Chinese practices that can serve as the basis for some of the four sub-capacities to the central
government and the local government in turn. Third, it provides a new perspective for the study of tax-
sharing system reform, and comprehensively and systematically analyzes how the tax-sharing system
reform affects the sub-capacities at central and local levels.

The research in this paper has the following policy implications. First, it is necessary to further
optimize the correspondence between fiscal powers and expenditure responsibilities of central and local
governments, safeguard local extractive capacity, and enhance local control and mobilizing capacity. The
main focus is to place more fiscal resources at the disposal of local governments, expand the sources of tax
revenue at the local level so that the central government will hold more fiscal powers as appropriate and
raise the proportion of central government expenditure accordingly. Second, we should deepen the reform of
the sub-provincial financial system, optimize the distribution of financial resources, and enhance provincial
control capacity. Reforms should be deepened in fiscal systems below the provincial level, to enhance their
control and regulative capacity in a law-based manner. Thirdly, we should improve the transfer payment
system, and the mobilizing and regulative capacity, establish the incentive mechanism for transfer
payments to promote high-quality development, and overhaul special transfer payments. This paper
provides a reference basis for a new round of reform in fiscal and tax system from the perspective of the
state capacity. A possible direction of future research is to dig deeper into how to optimize the institutional
arrangement of intergovernmental fiscal relations in order to accurately enhance the state capacity.
Keywords: Tax-Sharing System Reform, State Capacity, Extractive Capacity, Fiscal and Tax System
JEL: H1, H77
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