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Vertical Authorization Models of Financial Regulation: From the

Perspective of Multiple Negative Externalities
LI Qihan, YANG Ruilong (Renmin University of China, 100872)

Summary: Finance is a fundamental aspect of a country’s competitiveness. A science-based modern
financial governance system is important for modernizing the systems and capacity of state governance. To
this end, the support of effective financial regulation is necessary. In 2023, the Central Financial
Commission was formally established, thereby reinforcing the centralized and unified leadership of the
Party Central Committee on financial matters at the central level. At the same time, the new financial
regulatory structure that emerged in the institutional reform of the State Council has initially completed the
horizontal division of power among central government departments. These are all conducive to the
improvement in China’s financial governance system. Nevertheless, it is necessary to determine the optimal
relationship between the central government and local governments in financial regulation. Additionally, the
long-standing issue of “death in the case of excess control while chaos in the case of relaxed control” in
local finance must be addressed. A further question that arises is that of the optimal means of authorizing or
temporarily transferring power to local governments in a special situation.

From the practice of financial regulation, this paper observes that financial responsibilities can be
subdivided into two categories: the right to set development goals and the right to set policy inputs. There
are various ways by which these two rights may be granted, which can result in different policy outcomes
and inefficiencies. It is important to determine the allocation of these responsibilities between the central
government and local governments in advance. This paper outlines the impact mechanism of vertical
financial authorization as a two-stage process based on incomplete contract theory. Four authorization
models are identified: central control, goals setting by the central government, policy inputs setting by the
central government, and local control. During the derivation of the model, there exist both negative two-
way spillovers and positive one-way spillovers.

The research results are as follows. (1) The allocation of financial regulation responsibilities between

the central and local governments should take into account three types of externalities. The negative
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externality of governance comes from the conflicts between the unified decision-making of the central
government and the differences of local governments. The negative externality of goals comes from the
conflicts between the central government’s overall optimal goal and local governments’ regional optimal
goals. The negative externality of effort comes from the cost-benefit conflicts between cooperative and self-
serving behavior in local governments’ policy input choice. (2) Under the situation of two-way negative
spillovers, policy input setting by the central government can eliminate all negative externalities and is the
optimal authorization method. (3) Under the situation of one-way positive spillovers, the negative
externality of goals should be minimized; otherwise policy input setting by the central government may not
be the optimal authorization method.

The marginal contribution of this paper is as follows. (1) It is important to expand the multi-task
principal-agent model and optimal government organization model, and establish a theoretical analysis
framework for financial vertical authorization between the central government and local governments under
incomplete contract conditions. (2) We should consider not only the extreme cases of complete
centralization of power by the central government or complete delegation of power to local governments,
but also two types of intermediate situations of partial authorization, which widely exist in financial
governance. (3) The analysis framework considers the inefficiencies in financial authorization, covering
various scenarios such as negative and positive spillovers of financial policies, one-way and two-way
spillovers, and provides a welfare comparison method based on multiple negative externalities for various
financial vertical authorization methods.

The policy implications are as follows. (1) After comprehensively weighing the three types of negative
externalities, the central government should take the lead in regulation for finance that is mature, stable and
has unified policy standard. This can effectively avoid the goal and effort externalities. For financial
innovations with significant regional differences, it should delegate some or all administrative rights to local
governments. This can avoid the potential negative governance externality which may arise from unified
central government regulation. (2) If the policy input of a local government may influence the benefit of
other local governments, then the central government should delegate only the goal setting power to local
governments and retain the right to decide on policy input. (3) If the policy input choice made by local
governments will lead to a win-win situation with the other local governments, then granting them the right
to decide on policy input, or even both rights may generate greater welfare benefits. (4) In the financial
field full of spillover effects, whether explicitly or implicitly, we should carefully delegate the power to
decide on policy input to local governments, to avoid improper delegation that may trigger chaos.
Keywords: Financial Regulation, Authorization, Negative Externality, Incomplete Contract
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