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Abstract

This paper follows fiscal federalism that a higher degree of fiscal decentralization is always asso-
ciated with lower corruption and income inequality. There exists a stronger dynamic relationship
among fiscal decentralization, corruption and income inequality in developing countries. Based on
the panel dataset from 1999 to 2012, this research is focusing on China, showing that it does not
exist a simple linear relationship among fiscal decentralization, corruption and urban-rural in-
come inequality, instead, the relationship between fiscal decentralization and urban-rural income
inequality is more in line with a specific “U” shape. While the effect of corruption on urban-rural
income inequality, it can be gradually weakened as the reform of fiscal decentralization which ex-
pands the existed researches made by Mah (2013) and Lessmann (2010).
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1. Introduction

The second-generation theory of fiscal federalism pointed out that decentralization could effectively curb cor-
ruption (Oates, 2005; Bird, 2003; Lecuna, 2012 [1]) and it had been testified in most empirical researches (Al-
bornoz, 2013 [2]; Lessmann, 2002 [3]; Fisman, 2002 [4]). The expenditure decentralization could strengthen the
local bureaucratic competition while reduced the incidence of corruption efficiently by boosting the market-
oriented reform (Zhou, 2004; Blackburn, 2009 [5]). Based on the studies on developing countries, bureaucratic
corruption was the key factor for the income inequality, which behaved as the significant positive relationship
(Dincer, 2012 [6]; Bin, 2013 [7]). Especially in the developing countries, the institutional root of income inequa-
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lity was corruption formed by the predatory ruling and market alternative resource allocation policy (Dobson,
2012 [8]). Although there exited extensive researches focusing on the relationship between fiscal decentraliza-
tion and corruption, as well as how corruption affected income inequality. These researches failed to draw the
consistent conclusion when discuss the relationship between fiscal decentralization and income inequality di-
rectly. Most cross-country studies approved that expenditure decentralization could narrow domestic income
inequality (Gallo, 2011 [9]; Chen, 2009 [10]). However, the certain studies focusing on the developing countries
always acquired the opposite conclusion or no relationship between them (Nayapti, 2006 [11]; Mah, 2012 [12]).
Based on the research by Fan (2012), as the rapid transformation of economic structure and the promotion of
market-oriented reform, there existed the nonlinear relationship between fiscal decentralization and income in-
equality in the developing countries especially in the empirical countries, which is corresponding to the research
conducted by Zhang (2006) [13] focusing on China that income inequality was affected by Chinese-style decen-
tralization through two aspects, which were regional governance capacity and investment expansion, respec-
tively. Specifically, if the local government attached importance to the quality of governance, the income in-
equality would be reduced through strengthening the social service system. If not, the income inequality would
be enlarged as the continuous expansion of the productive fiscal expenditure (mainly focusing on the urban in-
frastructure investment).

This study explored the effect of fiscal decentralization and corruption on urban-rural income inequality in
China. More interestingly, there existed a significant nonlinear relationship among fiscal decentralization, cor-
ruption and urban-rural income inequity. Currently, In order to reverse the long-term tendency of the increasing
urban-rural income inequity caused by bureaucratic corruption, the Chinese authority was devoting to reshape
the decentralization system. It would provide valuable experiences for the development and transition of most
developing countries. The rest of the paper was structured as follows. Section 2 described the econometric me-
thodology, and Section 3 reported the empirical results while the final section was the conclusion.

2. Data and Methodology

This study employs static panel model and threshold panel model proposed by Hansen (2000) [14], respectively.
Specifically, the sample set includes 31 provincial statistics of the Mainland China from the period of 1998-2011.
The specification of static panel model can be described by Equation (1). Besides, the specification of threshold
panel model can be shown by Equations (2) and (3), which fiscal decentralization and corruption are selected as
the threshold variable to describe their influence on urban-rural income inequality.

iy = + Xy B +&, 1)
i = Xitﬂ"‘ﬂiFDitG(FDit < 71)+22FDitG (71 <FD; < 72)+A’3FDitG (72 < FDit)+/ui + & )
li; = X B+ A4CO,G (Coit < 71)+12C0itG (71 <CO; < 7/2)+;13C0itG(72 < FDit)+/ui + & (3)

Specifically, in Equations (1), (2) and (3), focusing on the province i in the year of t, I, denotes the urban-
rural income inequality; X, denotes other independent variables matrix affecting 1,, except the threshold va-
riables; FD, describes the fiscal decentralization; CO, denotes the incidence of corruption; G denotes the
indicative function; y is the value of threshold; both ¢; and 4 are the entity-fixed effect; &, is the ran-
dom error term, which satisfies the assumption of classical linear regression.

In the estimation of statics panel model, 11 independent variables are incorporated, which are the incidence of
corruption (CO), the decentralization of expenditure shares (FD), the size of government (GS), GDP per capita
per year, the rate of urbanization (UR), market index (MI), the proportion of consumptive fiscal expenditure
(CFE), openness indicator (OP), the proportion of state-owned economy in the industries (SOE), social con-
sumption rate (CI) and industry softening coefficient (SIC). In China, the variable of CO always is substituted
by the number of registered corruption cases of public servants per 10000 people per province while the gov-
ernment size is estimated through the number of public servants per million populations (Wu, 2010). For the va-
riable of I, it can be computed by the ratio of urban residents’ disposable income to rural residents’ net income.
In terms of the data source for all incorporated variables, except the incidence of corruption acquired through
“Chinese Surveillance Yearbook” from 1999 to 2012, the others all come from “Chinese Statistical Yearbook”
of corresponding year. During the process of estimation, in order to remove the negative effect of multicolli-
nearity, stepwise regression is applied. In the meanwhile, to avoid spurious regression and improve the validity
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of parameter estimation, the process of logarithmic transformation is applied on both variables of government
size and GDP per person per year. The specific estimation result for the static panel model can be seen in Table
1.

For China with rapid economic growth, threshold panel model proposed by Hensen (1998, 2000) enables to
conduct the economic variable estimation under the condition of rapid regime transition. This study explores the
variation of Chinese urban-rural inequality under decentralization transition and corruption transition, respec-
tively. Specifically, under the condition of decentralization transition, the independent variables have been se-
lected as GS, GDP per capita, UR and SOE. While under the condition of corruption transition, the independent
variables can be selected as GS, MI, Ul and SOE.

3. Empirical Result

For all these 5 models in Table 1, the statistics of Hausman test exceeds the critical value significantly, rejecting
the specific hypothesis of random effect, denoting there exists significantly positive effect between UR, OP,
SOE, ClI, SIC and I. Based on the estimation of model 2 and 4 in Table 1, fiscal decentralization and urban-rural
income inequality have the significant negative relationship. While GDP per capita on urban-rural income in-
equality is not clear. Moreover, based on the estimation of model 1 and 3, the expansion of government size is
beneficial to the improvement of income inequality. If the decentralization is not considered, a proper degree of
corruption is beneficial to reduce the income inequality. While under the endogeneity influence of corruption,
the negative effect of governmental consumptive fiscal expenditure on reducing income inequality can be wea-
kened. Furthermore, it can be shown that market-oriented resource allocation will intensify the income inequali-
ty while the Matthew effect through the specific reform can be offset by revenue redistribution regulating effect
through the fiscal decentralization.

In conclusion, the Chinese fiscal decentralization aiming to expand the expenditure shares and intensify the
quality of local public goods supply is beneficial to balance the income between urban and rural residents.

Table 1. OLS estimation results for static panel model.

Dependent variable: | 1 2 3 4 5
Constant 0.23 (0.33) -1.6" (-2.44) -0.99" (-1.67) -2.09" (-3.8) —2.47"" (-4.85)
Co -0.07 (-1.59) 0.09” (1.96) -0.17 (-2.03)
FD —2.91" (-1.61) —3.83" (-1.90) -2.3(-1.2) —-3.54" (-1.83)
LnGS -1.1"" (-8.76) -0.917" (-7.4) -0.917" (-7.58)
LnGDP —0.04 (-0.54) -0.2" (-2.73) 0.18™ (3.31)
UR 1.6™" (4.59) 1.78™" (4.65) 2.25™ (6.71) 1.76™ (4.76) 1.06™ (3.37)
Ml 0.07"" (4.99) 0.06™" (4.06) 0.02" (2.14)
CFE 0.27 (1.5) -0.01 (-0.07) 0.377 (2.2) -0.35" (-2.16)
oP 0.17" (2.55) 0.10 (1.45) 0.29"" (4.43) 0.28" (4.27) 0.09 (1.45)
SOE 0.93"" (6.14) 0.54™ (3.60) 0.917 (5.96) 0.88" (5.79) 0.48™" (3.27)
Cl 0.35 (1.41) 0.16 (0.61) 0.52"" (2.2) 0.797 (3.2) 0.69™ (2.83)
SIC 6.197 (11.27) 5.58"" (9.48) 6.46"" (12.2) 5.66"" (10.59) 5.117 (9.39)
Hausman Test FE FE FE FE FE
Adjusted-R? 0.925 0.91 0.92 0.92 0.92
F-statistic 132.1™ 113.9™ 130.6™ 131.3™ 132.4™

Notes: *,

" and "indicate the significant level at 10%, 5% and 1%, respectively; FE denotes the fix effect.
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However, as the different incentive effect of decentralization on the behavior of the government bureaucracy,
the effect of corruption on urban-rural income inequality is not clear, denoting there exist the complex interac-
tions between fiscal decentralization and corruption during Chinese transition period. Hence, it is unreliable that
there exist sample linear effects of both Chinese fiscal decentralization and corruption on urban-rural income
inequality.

In Table 2 and Table 3, the nonlinear effect of fiscal decentralization and corruption on urban-rural income
inequality has been testified. Moreover, there exists the “U” shaped relationship between fiscal decentralization
and urban-rural income inequality while fiscal decentralization has two threshold estimates ( = 0.011and y = 0.028,
respectively). Simultaneously, the positive threshold effect can be obtained between corruption and income in-
equality, denoting corruption incidence also has two threshold estimates (¥ =3.22 and y = 3.57, respectively).
Although there exists the positive relationship between corruption and income inequality through the sign of pa-
rameters, this positive relationship will be weakened sharply with the accumulation of corruption. Finally, it has
been proved that the variables such as GS, UR, GDP per capita, Ml and SOE are the main contributors to this
nonlinear change. Specifically, the government expansion elastic effect is the most beneficial factor to narrow
the income gap. While the marketization forces and nationalization trend will further contribute to the alienation
of urban-rural income.

4. Conclusion

This paper explores the direct relationship among decentralization of expenditure shares, corruption and urban-
rural income inequality in China. Specifically, the existence of nonlinear effect of decentralization and corrup-
tion on urban-rural income inequality has been testified through this study. In the meanwhile, there are two im-
portant findings in this paper. Firstly, under the background of rapid transition of Chinese economic system, the
expansion of state-owned economy has become one of the reasons that intensify the urban-rural income inequa-

Table 2. Estimation for threshold panel model (Fiscal decentralization as the threshold variable).

Dependent Variable: | Parameter T-Value
LnGS -1.32"™ ~7.05
LnGDP 0.28"™ 4.69
UR 2.92™ 6.44
SOE 0.69™ 3.73
FD(r<0.011) ~17.58" -1.79
FD(0.011< y <0.028) 10.31 3.22
FD(y >0.028) 4.20° 17
Notes: ", " and ™ indicate the significant level at 10%, 5% and 1%, respectively.

Table 3. Estimation for threshold panel model (Corruption incidence as the threshold variable).

Dependent Variable: | Parameter T-Value
LnGS -0.81™" -4.38
UR 3.06™" 6.37
MI 0.08™" 5.24
SOE 0.61™ 2.93
LnCor (7 <3.22) 0.36™" 3.23
LnCor(3.22< y <3.57) 0.327 3.07
LnCor(y >3.57) 0.28™ 2.94

Notes: ", ™ and ™" indicate the significant level at 10%, 5% and 1%, respectively.
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Figure 1. LR value for threshold panel model. (The ratio of disposable income between urban and rural residents
as the dependent variable).
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Figure 2. Relationship between fiscal decentralization, Corruption and income inequality in China.
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lity and market monopoly. Secondly, although corruption is the common social problem facing by most devel-
oping countries, in China, the effect of corruption on urban-rural income inequality is gradually weakening. In
the future, the relevant policies should be made following the idea of fiscal federalism to improve the quality of

public goods supply through decentralization. Finally, the “U” structure of urban-rural income inequality can
also be crossed (See Figure 1 and Figure 2).
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