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Welfare Effects of Fiscal Transfers:

From the Perspective of Spatial General Equilibrium
ZHANG Li (Sun Yat-sen University, 510275)
HUANG Wei (Guangdong University of Science and Technology, 523048)

Summary: The rapid growth of Chinese economy is undoubtedly related to its quest for maximum
efficiency, but the issue of fairness also needs to be adequately resolved. Fiscal transfers are an important
tool to narrow the regional development gap in China, aiming to strike a balance between efficiency and
fairness. At this stage, has China’s inter-provincial transfers achieved a good balance between “making the
cake bigger” and “dividing the cake well” ? Furthermore, what is the optimal amount of transfer
payments?

To answer the above questions, this paper quantifies the output and welfare effects of transfers using a
spatial general equilibrium model. Policy simulations show that, although transfers reduce the aggregate

productivity and output through the reallocation of workers and endogenous changes in prices of final
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goods, they narrow the inter-provincial gap of income and public goods per capita. To sum up, the transfer
payment system faces a trade-off between efficiency and fairness. Further analysis shows that if “optimal” is
defined as minimizing the gap of inter-regional public goods per capita, the current amount of transfer
payments is still far below the theoretical optimum point; whereas if “optimal” is defined as maximizing the
social welfare, then the current amount of transfer payments is slightly above the theoretical optimum point.
In addition, reducing migration cost and trade cost between regions can amplify the equalization effect of
transfers.

The main contributions of this paper can be summarized in the following two aspects. Firstly, by
incorporating both aggregated and distributional effects into the spatial general equilibrium framework, we
theoretically elucidate the mechanism through which the transfer payment system affects total output and
regional disparities. On this basis, we then quantify the welfare effects of inter-provincial transfers in China.
This paper not only fills the gap in methodology where the reduced-form approach can evaluate local
average treatment effect, but also broadens the paradigm of research on the relationship between transfers
and regional disparities. Secondly, the conclusions of this paper have obvious policy implications. For one
thing, the consideration of the optimal spatial distribution of transfers can provide a theoretical reference for
the optimization of transfer payment system in the next stage. For another, the quantitative results of this
paper reveal that the reform of the transfer payment system needs to be coordinated with policies intended to
remove the barriers of migration and trade.

This paper provides quantitative evidence for the optimization of the transfer payment system under the
goal of coordinated regional development, thus having practical significance. China has a vast land
territory, and due to differences in geographical endowments and the influence of some place-based
policies, economic activity is highly unevenly distributed across the country. As an important institution for
promoting coordinated regional development, fiscal transfers should play a fundamental role in bridging
regional disparities and achieving the equalization of regional public services, but theoretically transfers can
also result in a loss of efficiency on the journey toward equalization, especially when there is a strong
agglomeration force in the economy.

It should be noted that there are still some shortcomings with this research. For example, due to the
complexity of modeling and the availability of data, the quantitative framework in this paper does not
include transfers at the prefecture level. As establishing a modern fiscal and taxation system below the
provincial level is key to future reform in China, we believe that this is a field worth further research.
Keywords: Transfer Payment, Spatial General Equilibrium, Coordinated Regional Development
JEL: H41, H50, R11
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