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Abstract

Fiscal absorbing capacity is an essential part of national capacity, whose
shortcoming would drive local governments to raise capital through non-
standardized channels. Thus causing a negative effect on national governance.
The paper would define fiscal absorbing capacity in three aspects, including
fiscal absorbing scale, fiscal absorbing autonomy and fiscal absorbing effi-
ciency, and would make measurement and empirical analysis on the fiscal ab-
sorbing capacity in seven megacities from 2008 to 2014 by adopting fixed ef-
fect model combined with factor analysis, the result of which shows that re-
verse change trend exists in municipalities and prefecture-level cities of me-
gacities with over ten million population, and that fiscal expenditure decen-
tralization, economic factor and demographic factor all have significant effect
on fiscal absorbing capacity. Therefore, powers of finance and duties reasona-
bly divided among megacities should be put forward to promote the optimi-
zation and upgrading of industrial structure; and the financial guarantee of
municipal governments in megacities should be strengthened through re-
forms of transfer payment system and household registration.
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Fiscal Absorbing Capacity, Factor Analysis, Megacity

1. Introduction

1.1. Research Background

Fiscal revenue is government’s financial guarantee to perform duties and safe-

guard national long-term governance and stability. Ever since reform and open-
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ing up, China’s fiscal revenue has increased from 113.236 billion yuan in 1978 to
14,035 billion yuan in 2015. The progressive implementation of the strategic
disposition-comprehensively deepening reform and the requirement-accelerating
transformation of government functions put forward in the 18" CPC National
Congress have highlighted the importance of local governments offering public
services.

From the middle of the 19" century, along with the fast development of west-
ern industrialization, the size and number of cities have been expanding and in-
creasing with an unstoppable trend. Cities have become the political, economic
and cultural center of a country. Central cities have brought about both aggrega-
tion effect and radiation effect, have made more and more resources gathering in
cities and have spread the influence of cities to even wider areas. At present, our
country is at an accelerated development period accepted internationally with an
urbanization level transforming from 30% to 70%. In November, 2014, the State
Council issued Notice on Adjusting Standard of City Size Division that defines
cities with over ten million populations as megacities. Now, there are totally
seven megacities in our country, including Beijing, Tianjin, Chongging, Shang-
hai, Guangzhou, Shenzhen and Wuhan.

Megacities in the national economy play the most important role in the na-
tional economy as the status and role of economic growth pole. Megacities often
offer the national advanced productivity, the more high-end technology and
personnel, capital intensive and more advanced management methods, has high
production efficiency and benefit, in the national economic growth plays an ir-
replaceable role.

After the reform of tax distribution system, local governments face a common
awkward situation of financial difficulty, and problems derived from it such as
land finance and local platform of investment and financing result in adverse ef-
fect on national governance. Tough transfer payment is one of the tools to offset
local fiscal deficit, long-term relying on it still cannot reverse local fiscal difficul-
ty. Hence, improving local fiscal absorbing capacity plays a key role in promot-
ing local economic development and stimulating local governance, as it not only
decides the sustainability of government’s disposable financial resources but af-
fects the quality of supplied public goods and services. Then how to measure
fiscal absorbing capacity and how to study relevant factors affecting such capac-
ity in a scientific way own important guiding significance for setting up fiscal
and tax policies and is worth deeply investigating.

The concept “fiscal absorbing capacity” should date back to 1962 when ACIR
put forward “fiscal capacity” or more specifically, “tax capacity”. They defined it
as “resources that can be imposed within jurisdiction to raise revenue”. Later, in
order to further clarify “fiscal capacity”, ACIR defined it as “government’s ability
to provide capital for public services” and included factors such as tax income
into assessment scope. And accordingly, it formulated RRS and set up RES suc-
cessively. Compared with those capitalist countries with simple fiscal mechan-

isms and focusing on taxation, China makes its fiscal mechanism play an essen-
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tial part in tax revenue and account for quite a proportion in tax revenue. And
due to the existence of such difference, the definition of “fiscal capacity” in for-
eign countries cannot be directly used for China’s fiscal mechanisms. As a result,
scholars at home and abroad made new definitions for “fiscal capacity” on the

basis of foreign research.

1.2. Literature Review

Our country’s definition of fiscal absorbing capacity is firstly seen in national
capacity report written by Wang Shaoguang adn Hu Angang (1993) [1]. This
report points out that national capacity consists of absorbing capacity, regulation
capacity, legal capacity and coercive capacity, among which absorbing capacity is
the core of all national capacity and the foundation of other three capacities,
representing the capacity that a nation mobilizes and absorbs all kinds of social
resources. Later on, scholars put forward such similar concepts as “fiscal self-
supporting capacity” and “fiscal revenue capacity”, all of which (for instance,
Guo Jigiang (1996)) basically follow the definition of “fiscal absorbing capacity”
by Wang and Hu. There are three types of current researches involving fiscal
absorbing capacity, which are about to be narrated as below [2].

The first type is to regard fiscal absorbing capacity as a dimension of analysis
while measuring fiscal capacity. The most common method is factor analysis, a
method for dimensionality reduction, which is able to make comprehensive
analysis of multiple variables and to extract the main factors so as to explain the
most information of original variables with fewer factors. For example, Yuan
Xiaoyan (2011) measures fiscal capacity from such three interpretive layers as
fiscal revenue capacity, fiscal expenditure capacity and fiscal self-supporting ca-
pacity and she gets the final scores of fiscal capacity accordingly [3].

The second type is to make factor analysis on all interpretive layers. Luo Yan,
Jiang Tuanbiao and Chenping (2012) measure fiscal capacity in three interpre-
tive layers including fiscal absorbing capacity, fiscal expenditure capacity and
fiscal expenditure profit, and make factor analysis on fiscal absorbing capacity to
get its comprehensive scores [4]. This method overcomes the shortage that using
factor analysis without considering interpretive layers. These two studies are rel-
atively common-seen for now, but fiscal absorbing capacity is not the main sub-
ject of research but an interpretive variable of analysis. In addition, both types of
studies have a suspicion of indicator accumulation in indicator selection, mean-
ing that including as many indicators related to fiscal absorbing capacity into
interpretive layers as possible. I hold the opinion that the way that dividing all
indicators into real fiscal absorbing capacity-related indicators and potential fis-
cal absorbing capacity-related indications to evaluate real fiscal absorbing capac-
ity should refer to productive indicators as evaluation basis. Therefore, the paper
focuses on practical capacity in the measurement of fiscal absorbing capacity,
and indicators selected in the paper are productive ones.

The third type of research is empirical study on the relativity of fiscal absorb-
ing capacity. This type of research only focuses on fiscal absorbing capacity but
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it mainly adopts provincial statistics as the basis of empirical analysis. There are
not many documents about places at grassroots level under provincial level. The
existing studies include Shang YuanJun, Yin Ruifeng (2009), Jia Zhilian (2011),
Chendu and Chen Zhiyong (2016) [5] [6] [7], all of whom make empirical anal-
ysis on 31 provinces in China. However, I believe that the effect of humanistic
quality, cultural philosophy and even historical reasons exists among different
regions, but most of the documents do not take this issue into consideration in
indicator selection. Seven megacities may not be the same in administrative lev-
el, but they are on the same level in terms of population, which includes the ef-
fect of taxation policies. Besides, when governments serve as lower-level manag-
ers under provincial level, the performance effect of their functions also has ex-
tremely important effect on national governance, from which we can see that
study on the fiscal absorbing capacity of megacities is of certain significance. The
paper is to measure fiscal absorbing capacity by taking China’s seven megacities
as research samples, and make empirical study on relevant influence factors so as
to overcome the shortages existing in the countermeasures, suggestions and

bases put forward by former researches.

1.3. Research Significance

Compared with other cities, megacities are more mature, high degree of opening
to the outside world, stronger urban soft power, strong ability of surrounding
radiation. These cities in space is the core of the national city network nodes,
and integration of regional resources on the function, driving the development
of region, participate in international competition. Under the combination of
government and market, the rapid development of urban space, except for
productivity development to promote and accelerate the industrialization pro-
cess, infrastructure construction, a large number of population agglomeration,
service requirements and other factors [8] [9]. Because our country urbanization
process for a shorter time in the future will still be to faster development, not
only will have more permanent population in large cities gathered themselves
together, and other megacities will also gradually transformed into large cities.
The development of these large city in the future, ask will face a series of chal-
lenges. In this paper for megacities in the future economy, the system construc-

tion research has practical significance.

2. Fiscal Absorbing Capacity: Indicator System and
Measurement

2.1. Indicator Selection

Fiscal absorbing capacity is the directly perceived expression of the amount or
degree of the income governments obtain. While making empirical analysis,
many scholars adopts the indicator-per capita financial revenue to represent fis-
cal absorbing capacity. Per capita financial revenue excludes the effect of demo-
graphic factor, thus reflecting the direct productive level of a local government

acquiring revenues. However, higher revenue that local governments acquire
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does not mean stronger fiscal absorbing capacity of them. On the one hand,
there are differences existing among regions on fiscal expenditure level. In prin-
ciple, local governments with high fiscal expenditure are required to have high
fiscal income so as to avoid a too big financing gap. On the other hand, standar-
dability issue exists in income-acquiring channels of local governments, which
means that if pursing higher fiscal revenue is the only work target, officials
would be stimulated to increase the degree of non-tax revenue such as penalty
and confiscatory income and administrative charges. Other ways to acquire tax
income may also be generated, such as excessive tax and stricter tax assessment
and inspection. Fiscal revenues mainly put emphasis on tax revenues after all,
but the above methods mentioned may violate the principle of statutory taxa-
tion, deviating from the practice of levying tax in accordance with the law, which
can worsen some issues including local land finance, fund raising and debt fi-
nancing through platform of investment and financing. Fiscal revenues acquired
through these channels are usually not sustainable or we could simply refer to
them as overdraft.

Hence, as to indicator selection for fiscal absorbing capacity, fiscal absorbing
scale represented by per capita financial revenue should be regarded as one of
the explanatory variables in measurement, on the basis of which we could in-
troduce two interpretive layers including fiscal absorbing autonomy and fiscal
absorbing sustainability. The former one mainly display as the fiscal expendi-
ture’s self-supplying degree of local governments’ fiscal revenues; that is to say,
to what extent financial resources acquired by local governments meet the local
supply of public goods and services. In the consideration of fiscal absorbing sus-
tainability, it is generally believed that tax revenues are relatively stable and sus-
tainable while factors causing irregularity and instability easily exist in channels
acquring non-tax income. Therefore, we adopt tax income’s proportion in gen-
eral budgetary financial revenue to represent the fiscal absorbing sustainability.
The indicators related to the above three layers are shown in Table 1.

This paper would define fiscal absorbing capacity from three layers including
fiscal absorbing scale, fiscal absorbing autonomy and fiscal absorbing sustaina-
bility and adopt factor analysis to make comprehensive assessment of the indi-
cators of these three layers including per capita financial revenue, general budget
income’s proportion in general budget expenditure and tax income’s proportion
in general budget income to get fiscal absorbing capacity index. In previous

documents, measurement of factor analysis is mostly used in cross-section data

Table 1. Explanatory layer and indicator selection.

Target Explanatory Layer Indicator Selection
Fiscal Absorbing Scale Per Capital Financial Revenue
Fiscal Absorbi
Fiscal Absorbing iscal AbsarbIng Tax Income/General Budget Income

. Sustainability
Capacity

General Budget Revenue/General

Fiscal Absorbing Autonomy Budget Expenditure
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and less used in panel data. In accordance with the economic meaning of factor
analysis, the purpose of using it for cross-section data analysis is to make a com-

prehensive analysis on the multiple samples on one cross section.

2.2. Factor Analysis Treatment

The paper takes seven megacities from 2008-2014 as research samples. Before
making factor analysis, it is needed to standardize (Z-score) data. Per-capita fi-
nancial expenditure is absolute indicator excluding demographic factors, while
fiscal autonomy and tax income’s proportion in fiscal revenues are relative indi-
cators. The dimension of the three indicators are not consistent, and relatively
large difference in data would lead to unreasonable output result. Therefore, be-
fore making factor analysis on original variables, it is required to standardize
(Z-score) the three indicators year by year. The processed data should conform
to the standardizenormal distribution, mean value is 0 and standard deviation is
1.

Each year’s factor analysis results of the indicators of all three layers are
shown in the following Table 2, in which KMO test statistics is an indicator used
to compare the correlation coefficient among all variables. KMO’s value ranges
from 0 to 1, and value closer to 1 means correlation stronger and are more suita-
ble for factor analysis. From Table 2, we could know that KMO’s values from
2008-2014 are all greater than 0.6, thus suitable for factor analysis. Bartlett’s test
of sphericity is used to test whether correlation matrix is unit matrix or not; that
is to say, to test whether all these variables are independent or not. In factor
analysis, if original hypothesis is rejected, it means factor analysis is allowed; if
factor analysis is accepted, it means that there may be some information able to
be provided for the test of whether variables are independent or not and that
factor analysis is not suitable. Table 2 shows that all P values (significance
probability of statistical value of Bartlett’s test of sphericity) are less than the sig-
nificance level of 0.05, so the original hypothesis is rejected and factor analysis is

allowed.

Table 2. Each year’s total variance tested and interpreted by factor analysis.

Extracted Component

K2
035: Scientific Research Publishing

Year KMO Bartlett’s‘T.est Initi i
Test of Sphericity ‘ nitial Variance Total (%)
Eigenvalues (%)
2008 0.621 0.000 2.208 76.921 76.921
2009 0.600 0.000 2.119 76.509 76.509
2010 0.636 0.000 2.264 83.167 83.167
2011 0.603 0.000 2.247 78.811 78.811
2012 0.671 0.000 2.602 81.449 81.449
2013 0.749 0.000 2.724 87.732 87.732
2014 0.619 0.000 2.106 72.243 72.243
All the data from “China Statistical year book” from 2009-2015.
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2.3. Evaluation Result and Analysis

Generally speaking, there are two principles for principal component factor se-
lection: the first principle is that eigenvalue of factor is greater than 1; the second
principle is that factor should have high accumulated variance contribution
rate-the higher the variance contribution rate, the stronger capacity of factor to
interpret original variance. From 2008 to 2014, there is only one principal com-
ponent factor whose total variance’s initial eigenvalue interpreted by factor
analysis is greater than 1 and whose variance contribution rates are all over 70%.
Taking the variance contribution rate of extracted principal component factor as
weight, we could obtain the fiscal absorbing capacity scores of seven megacities
from 2008 to 2014.

From the above Table 3, we could learn that Beijing got the highest compre-
hensive scores on average; Shenzhen is in the second place and Shanghai is the
third. The following cites are Wuhan, Tianjin, Chongqing and Guangzhou in
sequence. It can be preliminary estimated that the administrative rank and eco-
nomic level of a region do have a relatively large effect on its fiscal absorbing ca-
pacity.

During the seven years from 2008 to 2014 (Chart 1), the fiscal absorbing ca-
pacity level of the four municipalities was relatively stable, which was related to
the stability of fiscal income mechanism. There was relatively big fluctuation in

2009 and 2012. In 2009, the fiscal capacity of municipalities experienced certain

Table 3. Each city’s scores in fiscal absorbing capacity from 2008 to 2014.

Cities 2008 2009 2010 2011 2012 2013 2014 Mean Value  Rank
Beijing 0.67764 0.34159 0.91007 1.08823 0.33394 0.7553 1.00815 0.730703 1
Chonggqing —-1.55403 —0.48207 —0.25413 —0.43947 -1.15697 -0.36057 0.37635 —0.55298 6
Shanghai 0.66525 0.43846 0.63993 0.58166 0.09962 0.54456 —-0.02742 0.420294 3
Shenzhen 0.21515 0.8742 0.48142 0.3176 0.32084 0.78691 0.28708 0.469029 2
Tianjin —0.28355 —0.29384 —0.44465 —-0.37893 —-0.17132 —0.49253 —0.45434 —0.35988 5
Guangzhou 0.32358 —0.42262 —0.73029 —1.00853 —0.35445 —-1.02563 —-1.04154 —0.6085 7
Wuhan —0.04404 —0.45571 -0.60236 —0.16056 0.92834 -0.20804 -0.14828 —0.09866 4
All the data from “China Statistical year book” from 2009-2015.
0.4
- /_\ //‘
0 -
0.2 2@8/2009 2010 2011 012 2013 2014
-0.4

—@— municipality prefecture-level city

Chart 1. Tendency chart for prefecture-level cities’ fiscal absorbing capacity from 2008 to 2014 (zone chart).

304

K2
o5
“2:0

Scientific Research Publishing



R. X. Chen

rise while the fiscal absorbing capacity of prefecture-level cities fell to some ex-
tent. In 2012, the average fiscal absorbing capacity of municipalities obviously
experienced downtrend compared with that in 2011 while the situation for pre-
fecture-level cities was the opposite. Then it could be estimated accordingly that
in the measurement of fiscal absorbing capacity, a contradictory relationship ex-
isted between municipality and prefecture-level city, which may be connected
with the flow of fiscal decentralization and production factors across regions. As
China’s provincial-level administrative unit, municipality is both political and
economic center, which is able to attract a huge amount of labors in surrounding
areas and to introduce production capital. However, municipality is also influ-
enced by economic situation and policies, which could lead to the phenomenon
that labor and capital flow into surrounding areas, causing effect on local devel-
opment level or industrial structure and changing local fiscal absorbing capacity,
which explains why municipality and prefecture-level city display contrary ten-
dency in the change of fiscal capacity. What’s more, it could also be noticed that
there may be a relatively big gap among prefecture-level cities in the same area
in terms of fiscal absorbing capacity.

Though fiscal absorbing capacity is represented by local income indicators, it
is closely connected with local governments’ level providing public goods and
services. The significance of improving local fiscal absorbing capacity, one the
one hand, is embodied in its positive effect on the quality of public goods and
services supplied; on the other hand, this practice could promote balanced de-
velopment among regions. Generally speaking, restricted by historical factors or
self-ability, city residents usually feel difficult to “vote with their feet”, and it is
more beneficial to cities’ sustainable development by improving fiscal absorbing
capacity and the quality of supplied public goods.

As the score for fiscal absorbing capacity is comprehensively evaluated on the
basis of three productive indicators including per capita financial income, fiscal
autonomy and tax income’s proportion in fiscal revenue, it means a kind of
outcome contrast. Therefore, cities’ scores for fiscal absorbing capacity are only
applicable to comparison among regions without knowing other factors’ effect
on such capacity. If specific analysis is wanted, empirical study of correlation is

needed.

3. Empirical Test Based on Fixed-Effect Panel Model

3.1. Indicator Selection and Data Resource

In current documents, there are relatively few researches that make empirical
test of fiscal absorbing capacity. Three types of influence factors are adopted in
the paper as explanatory variables, including political factor, economic factor
and demographic factor, among which fiscal decentralization is the representa-
tive indicator of political factor. Decentralization and centralization can not only
relieve local fiscal pressure but improve the efficiency of public goods supply.

We could preliminary assume that they would influence local fiscal absorbing
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capacity. I believe that fiscal decentralization in prefecture-level cities is reflected
more on fiscal expenditure level. And since fiscal absorbing capacity as explained
variable is income indicator, the paper would use expenditure indicator to
measure fiscal decentralization so as to avoid a possible mistake of circular ar-
gument.

In expenditure indicator selection, considering that huge difference in tax
transfer payment exists between municipalities and prefecture-level cities, the
paper would synthesize the views of Zhang Shuxiao and Guo Qingwang [10]
[11] [12], and adopt the indicator - municipal fiscal expenditure per capita (mu-
nicipal fiscal expenditure per capita + provincial fiscal expenditure per capita +
central fiscal expenditure per capita) [13] [14] to represent fiscal decentralization
degree attempting to reduce the effect brought by transfer payment. In order to
express this explanatory variable more accurately, we refer to it as fiscal expend-
iture decentralization degree.

On economic factor level, we mainly consider economic development level,
industrial structure and trade openness, among which economic development
level is represented by per capita GDP excluding demographic factor. In indica-
tor selection for industrial structure, as the small proportion primary industry
occupies in economic aggregation of these cities, local governments obtain few
fiscal revenues depending on primary industry, the proportions of secondary
and tertiary industry are thus chosen for study. Due to the large difference
among all cities in urbanization level-for example, there is even no rural resi-
dents in Shenzhen-urbanization level is also included into indicators. Owing to
geographic environmental factors of these seven cities, large difference exists in
trade openness as well; therefore, trade openness is also taken into consideration.

Population density is the metric for demographic factor [15]. It is generally
believed that the degree of population concentration would influence the gover-
nance of local governments-backward areas with vast territory and a sparse pop-
ulation is more difficult to be governed than areas with a high degree of popula-
tion concentration. In absorbing fiscal revenues, high degree of population con-
centration could lower government’s collection cost and improve absorbing effi-
ciency. Although there are more than ten million of permanent residents in
these seven cities, their coverage is quite different. Hence, studying demographic
factor’s effect on local fiscal absorbing capacity is of certain meaning. Among the
six explanatory variables in index layer, except for GDP per capita and popula-
tion density, other variables all share relative number form. To reduce the effect
of heteroscedasticity, we adopt logarithmic form for per capita GDP and popula-

tion density. The specific indicator selected is shown in Table 4.

3.2. Model Building

On the basis of the variables selected in these three interpretive layers, let’s as-
sume there is a linear relation among variables and verify each variable’s effect
on the fiscal absorbing capacity of prefecture-level capacity by building a mul-

tiple regression model, which is shown as below:
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Table 4. Factors related to fiscal absorbing capacity of prefecture-level cities.

Int ti Indicat
Target nlerpretive Indicator Layer n lc? o‘r Indicator Definition
Layer Abbreviation
municipal fiscal expenditure per
Fiscal ca.[:ita (munici}.)tal 1f—iscal éxp?rlld—
Political Factor Expenditure fd 1ture per ca['n a prov1n'c1a
. fiscal expenditure per capita +
Decentralization .
central fiscal expenditure
per capita)
Economic logarithmic form of
I Level et GDP it
Fiscal Ab- Development Leve per capita
sorbing Ca- roportions of seconda
pacity Industrial Structure Seci, teri prop d tertiary ind R
Economic and tertiary industry
Factor ;
rban population/total
Urbanization Level UR v popu i
population
total export-import
Trade Openness Open
P P volume/local GDP
D hi lation/sq km,
ermographic Population Density Indop popt .a lon_ *d
Factor logarithmic form

All the data from “China Statistical year book” from 2009-2015.

F:.=a+BFD, +B,LNGDR, + BSECI,  + B,TERI,
+ BOPEN;  + BUR;  + B,LNDOR, | +¢;

In this model, the explained variable F represents the fiscal absorbing capacity
of prefecture-level cities. Among explanatory variables, LNGDP, SECI, TERI,
OPEN, UR, LNDOP and a stand for per capita total S value, proportion of sec-
ondary industry, proportion of tertiary industry, trade openness, urbanization
rate, population density and constant term respectively. Ss represent all indica-
tor coefficients. The 7in variable subscript stands for the /" city while t stands for
the /" year.

Hausman test was used to decide which model is to be selected: fixed-effect
model or random effect model. The null hypothesis of Hausman test makes
random effect model happen. But according to the Hausman test result, small
probability event happened and null hypothesis was rejected; therefore, fixed-

effect model is selected.

3.3. Empirical Result and Analysis

The result of fixed-effect regression model is shown in Table 5. Along with the
increase of explanatory variables, the fitting degree of the model becomes higher
accordingly. Among the seven explanatory variables in political factor, economic
factor and demographic factor, the fitting degree reaches to 91.17%, showing
that this model owns high explanatory ability. Except for population density lo-
garithm being notable under the level of 5%, other five variables among all ex-
planatory variables are notable under the level of 1%, and one is not notable at
all.
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Table 5. Regression result of factors affecting fiscal absorbing capacity.

Explanatory

1
variables ®
0.6570***
FD
(0.5300)
LNGDP
SECI
TERI
OPEN
UR
LNDOP
—0.4543**
C
(0.4010)
R-squared 0.7790
F 7.5364***
Huasman 18.026***

(2) (3) (4) (5) (6) (7)
1.1466** 0.2358%+ 0.3185%** 0.6769*** 0.8041%** 0.8905**
(0.5204) (0.5724) (0.5356) (0.4328) (0.4816) (0.5043)

0.7381%+* 0.4992%* 0.0922%* 0.1297+4 0.3158** 0.3048***
(0.1876) (0.1957) (0.2255) (0.1697) (0.3700) (0.3735)
0.5772+4 0.4088*** 0.2044** 0.7885%** 0.5849**
(0.7775) (0.1248) (0.2999) (0.4698) (0.5161)
0.7436 0.7527 0.7104 0.6297
(1.8023) (1.1553) (1.4647) (1.4914)
0.5461+* 0.7304** 0.6853%*
(0.1020) (0.1991) (0.2139)
—0.4553%* —0.6690%*
(0.1327) (0.1757)
0.0975%*
(0.1586)
—9.0239%+* —4.6315%+* —8.7241%%* —7.484%% —4.7169%+* —5.0342%%
(0.2415) (0.5254) (0.7645) (0.6872) (0.2955) (0.3574)
0.8200 0.8317 0.8590 0.8679 0.8836 0.9117
8.4252%4+ 9.8399%++ 8.9685+++ 18.9637*** 14473744+ 12.2631%%*
20.107+** 20.559%+* 19.364%%* 23.860%** 21.359%4+ 23201+

Remark: numbers in brackets are standard deviation; *, ** and *** means that explanatory variables are notable under the level of 10%, 5% and 1% respec-
tively. All the data from “China Statistical year book” from 2009-2015.

The regression result in (6) shows that fiscal expenditure decentralization has
remarkable and positive influence on the fiscal absorbing capacity of these seven
cities. In current documents, due to the difference in fiscal decentralization in-
dicator selection, the regression result and analysis varies as well. Different from
those of municipalities, governments of prefecture-level cities have weak au-
tonomy. This paper adopts fiscal expenditure decentralization represented by
expenditure indicators to further refine and clarity the significance of indicators.
From the regression result, we could know that fiscal expenditure decentraliza-
tion can promote government to improve fiscal absorbing capacity. Every 1% of
increase in fiscal expenditure decentralization can contribute to 0.7% increase of
fiscal absorbing capacity. Fiscal expenditure decentralization reflects the division
of local powers of property and duties. The current fiscal decentralization system
is not perfect yet, and financial power usually could not be consistent with power
of duties. Almost all governments of prefecture-level cities share the same prob-
lem that their power is not strong enough to support their duty performance.
Therefore, decentralization of government expenditure of prefecture-level cities
should be emphasized so that powers of property and duties could be allocated
among governments at all levels more normatively.

On economic factor level, we could see that per capita GDP logarithm, sec-

ondary industry’s proportion and trade openness all have positive effect on the
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fiscal absorbing capacity of prefecture-level cities. Among them, the positive ef-
fect of secondary industry’s proportion is the most notable while that of tertiary
industry is least notable, which may be due to the current tax system in our
country. According to current tax system, after VAT reform local governments’
income mainly comes from the sharing part of value-added tax, and tax re-
sources are mainly from manufacturing industry, construction industry and real
estate industry. But such features of the tertiary industry as decentralized opera-
tion and strong concealment of income lead to greater difficulties for tax collec-
tion and management, which further expresses that both improvement of tax
system and that of collection and management efficiency are of great signific-
ance for cities’ fiscal absorbing capacity around the country, and shows industri-
al structure’s importance in regional fiscal absorbing capacity. Both per capita
logarithm and total amount of import and export trade have positive effect on
local fiscal absorbing capacity as well: the more developed a region’s economic
level is, the more tax resources it has. Therefore, municipal governments should
take a region’s opening degree into consideration to promote trade among re-
gions and to improve fiscal absorbing capacity. That urbanization rate is nega-
tively related to such capacity may be because the urbanization we is experienc-
ing now is not the urbanization in an absolute sense: a huge amount of rural
residents move to cities without enjoying the welfare the urban residents do,
which is to say, household registration system results in such huge difference
between floating population and permanent population that urban scale benefit
cannot be efficiently exerted, thus causing adverse influence. That opening de-
gree is quite relevant may be because international taxation is a tax point and ta-
riff revenue is a growth point for fiscal revenues.

Demographic factor’s effect on fiscal absorbing capacity is considered on the
basis of government’s governance. It is universally believed that high degree of
population concentration is beneficial to government’s governance. It can not
only increase government’s administrative efficiency while reducing the fiscal
collection cost but improve fiscal absorbing capacity to some extent. The regres-
sion result shows that although all seven cities owns population more than ten
million, regions with higher population density have stronger fiscal absorbing

capacity, which is consistent with our expectation hypothesis.

4. Summary and Inspiration

Fiscal absorbing capacity is related to local governments’ efficiency of public
goods supply and to the sustainable development of local finance. If such capac-
ity is not strong enough, it would lead to many problems such as the irregularity
of local land finance and platforms of investment and financing, which is even
more serious in less developed regions, causing negative effect on our country’s
long-term governance and stability. Therefore, out of the consideration for na-
tional governance, improving the fiscal absorbing capacity of prefecture-level ci-
ties can contribute to the performance of local governments’ functions and the
development of local economy. The paper measures the fiscal absorbing capacity
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of the seven megacities from 2008 to 2014 and makes an empirical study on their
influence factors by adopting a fixed-effect model combined with factor analysis.
The study result shows that economic development level, the proportion of sec-
ondary industry, trade openness and demographic factor all have significant and
positive effect on fiscal absorbing capacity on provincial level; urbanization rate
has negative effect and the tertiary industry has no notable effect. However, be-
tween municipalities and prefecture-level cities, there are significant differences
existing. From the economic development level, the higher per capita GDP, the
more revenue resources and the stronger fiscal absorbing capacity governments
have. On the industrial structure level, increasing the proportions of the second-
ary and tertiary industry is beneficial to improving fiscal absorbing capacity, es-
pecially in less developed and agriculture-oriented regions. Generally speaking,
secondary industry is the dominant industry in most cities. Such industries be-
longing to secondary industry as manufacturing industry and construction in-
dustry functioning in accordance with the current tax system provide rich tax
resources for government and own relatively high contribution level. However,
the secondary industry in a region may be restricted by the development bottle-
neck from increasing its proportion. Therefore, the practice that promoting in-
ternal optimization and upgrading of secondary industry by introducing high
and innovative technology and high-quality talents and putting more efforts into
developing tertiary industry should be taken into consideration. With equal
population, population density could cause an effect on fiscal absorbing capacity
as well. Hence, our country should spare no effort to improve the household
registration system so as to offset the huge gap between registered population
and permanent residents.

As political factor, administrative distinction between prefecture-level cities
and municipalities is an objective factor and unchangeable. Consequently, though
fiscal expenditure decentralization has a significant effect on fiscal absorbing
capacity, the decentralization pattern is hard to be changed in a short time. But
from another perspective, such livelihood expenditures as education, health care
and social insurance are quite close to people’s daily life, so the infrastructure of
them should be firmly guaranteed. However, suffering difficulties in finance, lo-
cal governments often have a quite small budget on the expenditure level. As to
this matter, expenditure responsibility division among local government, pro-
vincial government and central government should be considered. Part of the
expenditure responsibilities in terms of elderly care, land planning and jurisdic-
tion should be handed over to the central government to relieve the financial
pressure on local governments. In the meantime, through the reform of transfer
payment system, financial guarantee over local government’s basic public service
can be strengthened; and through optimizing the expenditure decentralization of
local governments and improving local fiscal absorbing capacity, a virtuous cir-

cle can be formed to promote the coordinated development of regional finance.
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