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Abstract

In this research, we try to explain, under an integrated theoretical framework, an obvious puzzle of the rural direct taxation in China presented in a parallel paper, i.e., that the finding that the rural direct tax rates did not increase very fast in the 1990s, but that the rural direct taxation became an much more acute problem in the same period. We hold that a partial explanation lies in the increase of rural income disparity in the 1990s and the uneven distribution of tax and fee burdens among different income groups. We propose a general theoretical framework to explain the stylized facts of increasingly regressive nature of rural direct taxation and the enlarging rural income disparity simultaneously. We argue that government regulations such as the government grain procurement market constitute the fundamental reason for rural direct tax burdens. The reason is that the regulation entails costs not only in policy implementation, but also in corruption, since local officials can impose extra charges on peasants in the name of implementing the central government regulations. We emphasize the concept of “Homogeneous Regulation with Heterogeneous Enforcement”, i.e., due to the differences in the strength of government regulations and/or in difficulties in regulation implementation across regions and households, similar regulations can lead to heterogeneous enforcement costs and create different degree of distortions, thus result in differences in income growth, factor mobility and size and operational mode of local government across different rural regions. Some of the empirical hypotheses drawn from our theoretical explanation are tested. In specific, we hypothesize that regions and households more heavily regulated in grain procurement tend to have heavier rural direct taxation, more vulnerability to local bureaucratic expansion and serious corruption. The data strongly supports the hypotheses. We also present a critical review on the current policy debates on rural taxation problem and comment on the recently initiated rural taxation reform. We argue that without removing government regulations such as government grain procurement and birth control, any reform in rural taxation system will fail and get into a cycle of “fee-tax swap-- initial fall of tax burdens—another round of fee increase and heavier taxation burdens”, the so called “Huang Zongxi Law” that haunted China for thousands of years.   

Part I: An Introduction with Historical Perspective

In recent years, the problem of rural direct taxation, especially of increasing local informal charges on peasants, has become more acute. Basing on the stylized facts of rural direct taxation in a parallel research, this paper explores the mechanism behind the dynamics of rural direct taxation. As a first systematic research on the problem, we present a general theoretical framework to analyze the problem of rural direct taxation with empirical support on the basis of large panel dataset. In this section, we give an introduction to the problem with historical perspectives and the stylized facts found in a parallel paper.

1.1 Background


The overwhelming majority of China's nearly 1.3 billion people live in the rural areas of the country. Prior to the 1980's, agriculture and rural enterprises were collectively owned and directed by the state or a local collective. Government policies favored urban residents, who enjoyed guaranteed employment, free housing through their work units and free health care, while rural areas were heavily regulated not only in factor mobility, but also in basic production and distribution decisions. Through a system of household registration and residence permits, citizens in the rural areas were severely limited in their ability to move to urban areas. Decisions such as what to produce, agricultural pricing and even income distribution within villages are all mandated from governments above according to a rigid set of rules and regulations. Agricultural sales were conducted between rural collectives and the state. At that time, rural areas were systematically deprived of resources above subsistence level by the government through implicit taxation such as the “price scissor” between industrial and agricultural products. In another word, rural taxation was collected directly from collectives through agricultural input and product pricing directed by government, and thus was implicit in nature. 


Since late 1970s, although still heavily favoring the cities, the Chinese government adopted a number of reforms to encourage economic growth in the rural areas. One aspect was to de-collectivize agriculture and give the peasants greater autonomy in managing their production. This became known as the responsibility system. Instead of working the collective plots, peasants were given the right to lease specific land for 15-year terms. These lease terms have subsequently been expanded to 30 years and may soon increase to 50 years. One aspect of the responsibility system was to shift the basic unit of rural taxation from the collective to the individual household. With this shift, households became individually liable for various taxes and most fees. For example, by having the right to cultivate a given plot of land, the household became responsible for taxes and fees on the land itself as well as the production from the land. At the same time, the government gradually liberalized the prices for agricultural products, but still kept some regulations on grain production and procurements requiring peasants sell part of their grain to government. With the shift of taxation units from collectives to households, gradual liberalization of agricultural pricing and regulations on some major agricultural products, rural taxation became more explicit.

Only after 1990s, rural direct taxation, especially the problem of local informal charges on peasants, has become more acute. Governments at all levels have been aware of the problem for a decade, and have been taking various steps to alleviate the problem. To date, these actions have met with limited success. For instance, in some regions of Anhui, a central province where the great agricultural reform was initiated in 1978, began to carry out experiments on rural taxation reform in 1995. In March 2000, the State Council issued the  “Circulations On Implementation of Rural Taxation Reform” and decided to carry out a provincial pilot program of rural taxation reform.
 The nature of the reform can be summarized as the so-called “fee-tax-swap ”, which remove all local informal fees charges but increased the rates of formal state agricultural taxes, which aimed to inhibit the arbitrary local charges by the local government and the “quasi-governmental” community organizations. This reform was claimed by many observers to be “the Second Rural Revolution” following the 1978 agricultural reform. And the State Council had intended to rapidly promote the rural taxation reform nationally once the assumed successful experiences of Anhui program would manifest positive impacts. However, very soon the local government budgets in Anhui were under great pressure due to significant reduction of local revenue after the program. Complaints from local officials began to accumulate (Ren, 2002). In some districts of Anhui, rural taxation surged up again and after a short-term reduction and local fees re-emerged (Qing, 2001). With the tightening of local budgets, the central government made a fiscal transfer of RMB 1.1 billion to Anhui in 2000. In 2001, the transfer increased to 1.7 billion, a billion higher than previous arrangement. Envisaging the possibility of prohibitively high central transfer if the current rural taxation reforms are carried out nationally, the central government had to readjust its national initiative in rural taxation reform in April, 2001. In 2002, the central government decided to implement the rural taxation reform in 20 provinces across China accompanied by a central transfer of RMB 25 billion and provincial transfers of about the same amount.   

1.2 A Historical Perspective: Huang Zongxi Law

From a historical perspective, what is happening in rural China at the turn of the 21st century is rather a rule than an exception. In China’s thousands years of history, similar patterns in rural taxation and reform with the feature of “fee-tax swap” have occurred repeatedly. Even back to Tang dynasty in the 8thh century, the Emperor took the so-called “Two-Tax Reform ” (Liang Shui Fa), which essentially was intended remove all the informal charges and limit taxation to two formal state taxes (land tax and poll tax). In 1581, the Ming Dynasty also implemented a new taxation policy called as “One-Whip Rule ” (Yi Tai Bian Fa, proposed by the famous Prime Minister Zhang Juzheng) to unite all the land tax, poll tax and informal taxes into one formal state taxes. In 1712, the Qing Dynasty also adopted a new tax rule of  “Converting Poll Tax To Land Tax and No Additional Taxes Any More ”(the so-called Tang Ding Ru Mu, Yong Bu Jia fu). 

Very similar to the current rural tax reform, all the taxation reforms in ancient China aimed to remove the informal fees imposed by local governments and instead levy one or two unified formal state taxes. All the systems were designed so that all rural tax revenues could be included in the formal government budget and thus are better monitored by the central governments to prevent excessive informal levies and corruption. However, what happened after all the reforms is an initial reduction or stabilization of tax burdens followed by resurging fees.

According to Huang Zongxi, a famous Confucian at the beginning of Qing Dynasty at the turn of 18th century, the long-run effects of these rural taxation reforms were to increase rather than reduce tax burdens on peasants. The reason is that with the downward rigidity and frequent increases of government expenditures, formal tax revenues after the reform inevitably fell short of expenditures. This gave local governments no alternative but to re-impose informal fees, during which process excessive levies and corruption necessarily followed.
 This phenomenon of “initial taxation reduction after tax unification and following fee re-surge” occurred repeatedly in Chinese history was first systematically summarized by Huang Zongxi over three-hundred years ago, and thus was called the “Huang Zongxi Law”.(Qing 2001; Ren, 2002).  

What is the fundamental reason for the “Huang Zongxi Law”? Can China break out of this “Huang Zongxi Law” that lasted for thousands of years? To answer these questions, we need to better understand what is happening in the real world.

1.3 Stylized Facts Of Rural Direct Taxation: Findings From a Parallel Research


In a parallel paper (Lin et al, 2002), we measure the level of taxation burdens relative to incomes for both urban and rural households. We find that, in general, the taxes that Chinese urban households pay are mainly indirect taxes such as value added, excise and consumption taxes in addition to a small amount of direct taxation (personal income tax), while taxation on rural households is in large part direct taxation on such as agricultural-related taxes, local fees and educational charges, in addition to some indirect taxes from commodity consumption. We find that although the income and consumption of rural households are much less than those of their urban counterparts, rural households are taxed more heavily than urban households relative to their respective incomes. By calculating the total taxation burdens for different income groups for both urban and rural households, we find that rural household taxation is much more regressive than urban household taxation, mainly due to the highly regressive nature of rural direct taxation. 

   In particular, based on a large panel dataset of rural household survey, we present the stylized facts of rural direct taxation in China. The most interesting finding is that, when we follow the conventional definition of rural taxation, we find that all the three measures of rural taxation, i.e., fee1, fee2 and fee3 (defined as the agricultural-related taxes plus rural formal fees, the rural informal fees, and illegitimate rural fees as a percentages of rural net incomes respectively) did not increase very rapidly even in the provinces with higher burdens in the 1990s. Then, how can we reconcile this with the fact that rural taxation problems became very acute in the same period? With another finding from the same dataset that rural household direct taxation has become increasingly regressive in 1990s, we conclude that the main reason for the rise of rural direct taxation as a more serious problem in the 1990s is the increase of rural income disparity after the 1990s and the uneven taxation distributions among different income groups
. Low-income peasants pay much higher shares of direct taxes and fees as percentages of their incomes, which is mainly due to the fact that poor people are usually the group of people with the lowest proportion of income from non-agricultural sources, thus they are more vulnerable to rural direct taxation. 

However, that income disparity explanation is only partial for at least two reasons. First, the fact that rural income disparity became much higher in the 1990s is something that needs to be explained in any worthwhile integrated theoretical framework of rural taxation. As happened in USA and other developed countries, the regional disparity of income will decline in the process of economic growth, while the growth divergence in rural China is really a big puzzle for the economists. Second, in rural China, there was significant bureaucratic expansion at local level in the size of local government measured both by the number of local government employees and by local government expenditure in the 1990s. However, the size of local government expansion is also differentiated across regions (Zhu, 2001; Xiang, 2001). Obviously, the expansion of government size and the increase of corruption are related to the surging of tax burden and income disparity. Say, in the region with the lower income and higher tax burden, the local government might expand to the larger size and conduct the heavier corruption relative to the average income level and the whole economic scale. That means that we should explore the mechanism of local government’s behavior in different regions. 

Therefore, a more general theoretical framework is definitely needed to explain systematically the problem of rural taxation, and more generally, the deep reasons behind the stylized facts, such as the correlation among rural taxation, local governance and rural income growth and disparity. This research is a first step toward that direction.

   The rest of the paper is organized as follows. Part II presents a general theoretical framework to explain the mechanism behind rural taxation, government size, rural factor mobility, rural income and disparity. Part III presents our econometric specifications and some preliminary empirical results. Part IV concludes.

Part II: Government Regulation And Rural Taxation: An Economic Analysis

2.1 Intuition For A General Analytical Framework

From the stylized facts, we argue that the key to the problem of tax burden of rural China lies in the increasingly regressive nature of rural taxation. And, the direct reason for the dramatic change in tax incidences of different income groups is that rural income disparity became much higher in the 1990s, while the charge of rural fees did not change accordingly. However, what is the fundamental reason for the income divergence? Intuitively, the highly regressive nature of rural taxation, the bureaucratic expansion, and income disparity are connected with the following facts and questions:


First, due to series of regulation policies existing in a long period, there were serious direct distortions in rural resource allocation, macro price signals and micro-management and incentives that led to deviations from comparative advantages both at local and individual household level (Lin, Cai and Li 1999). Most importantly, the distortions are not homogeneous across regions, and even across households
. Why does the government want to take such kind of regulation policies with the negative impacts on rural development? Why do the regulation policies designed and enforced by the central government influence the local development in different patterns? 

Second, the township level governments and community level organizations are not only responsible for providing local public goods, but also responsible for fulfilling many un-funded mandates from the central government, notably government grain procurement, birth control, nine-year compulsory education and also many other local development-driven fundraising. These un-funded regulations created heavy financial pressures on local governments, which lead to heavy rural fees and at the same time insufficient rural public goods provision. 

   A good theory should be able to address these three sets of stylized facts simultaneously under an integrated framework—if there is any. Is there a key mechanism behind these sets of stylized facts? We believe the higher-level government regulations play a key role. The intuition is the following: to explain the general trend of local bureaucratic expansion with regional differentiation, it is reasonable to attribute it to the higher level government regulations: since the higher-level government needs the local governments to implement the regulations, and there are the information asymmetry in regulation enforcement between the two (i.e., the higher-level governments cannot perfectly monitor the regulation implementations), local government may easily expand local bureaucracy and engage in rent-seeking in the name of implementation of the higher-level government regulations. Given that local government expansions crowd out private investment, reduce peasant consumption and also entail serious corruption, they will aggravate rural tax burdens and lower income growth in rural areas. It naturally follows that the differentiated regulations result in differentiated bureaucratic expansions, and further lead to differentiated impact on tax burdens and income growth. Furthermore, it is reasonable to assume that the serious direct distortions in rural resource allocation, macro-price signal, and micro-incentives are caused directly by the higher-level government regulations. With the heterogeneous distortions across regions and households, it is reasonable to argue that these regulations, along with the differentiated bureaucratic expansion, tend to enlarge the income disparity across regions and households.


All in all, we hold that the higher-level government regulations constitute the key to the understanding of the increasing rural income disparity, the rapid local bureaucratic expansion and the increasingly regressive nature of rural taxation. 

2.2 The Endogeneity of Regulations and Institutional Structure of Regulations


To analyze the design, implementation and impacts of government regulations, we need to explain the motivation of these regulations by the state and the inter-connections of different regulations, i.e., the institutional structure of the regulations. Before that, it is necessary to briefly review the literature on government regulations in economic theory. 


Broadly speaking, the theory of regulation can be classified as two strands: “the public interest theory ” and “the private interest theory”. The former (represented by Pigou, 1938) mainly focuses on welfare analysis and emphasizes the rationales for government regulation, such as the existence of natural monopoly, information asymmetry and externality. However, the impact of the government regulations is not always consistent with social welfare maximization. In 1960s and 1970s, some economists (especially the economists in the Chicago school) began to analyze the pursuing of private interests hidden behind the government regulations by emphasizing many of the government regulations are in reality used to protect the “vested interests” of certain interest group (Olson 1965, Stigler 1971, Peltzman , 1976, 1989, Becker 1983). 
 In development economics, the literature on regulation is still dominantly empirical and focuses on the impact of regulation on economic development, i.e., whether government regulation is a “helping hand ” or a “grabbing hand”.
   


In terms of above consideration, all these discussions in the literature did not answer the following questions: in developing countries, why have so many governments adopted a whole set of complicated regulatory framework and regulate so extensively? If it is only aimed at predatory purpose by the state, is it necessary to regulate so extensively? A well--known fact is that as regulations extend to more aspects of economic and social life, bureaucracy will expand inevitably and conflicts among different interest groups will also intensify significantly. Therefore, extensive regulations might not be optimal for predatory purpose since costs entailed will be huge, as our example of government grain procurement and rural taxation signifies. In conclusion, in current literature, there is no such a theory that can explain the origin and the formation of the set of regulations in developing countries, thus it is difficult to analyze the inner logic and the institutional structure of regulations.     

Lin et al (1994 and 1999)’s research on “development strategy” provides a potential workhouse to solve the theoretical puzzle. According to them, many developing countries, including those socialist countries such as Russia, East Europe Countries and China, and even many Latin American countries and India that adopted import substitution strategy, were actually adopting an “catch-up” development strategy after World War II. In the authors’ view, the traditional economic system in all those countries was aimed at a strategy of prioritizing capital-intensive heavy industries in a capital-scarce economy. To support the non-viable industrial development, the government must strengthen its intervention into the economy by designing and implementing various regulations to extract resources for prioritized sector development. Besides analyzing the motivations behind these regulations, Lin et al also expressed the regulation implementation in three aspects: i.e. such a regulation system was characterized by the trinity of a macro-policy environment of distorted prices for products and essential factors of production (e.g. trained personnel, funds, technologies, resources, etc.), highly centralized planned resource allocation and a micro-management mechanism in which firms and peasants had no decision-making power in what to produce and how much to produce.

The development strategy framework provides a new workhouse for us to understand the formation, dynamics and impacts of regulatory regime in developing countries. The formation and dynamics of regulatory framework in developing countries is the outcome of formation and dynamics of the “traditional development strategy”. The regulatory framework in developing countries is established to serve the purpose of the catch-up development strategy in mobilizing resources to develop the prioritized sectors. Following this idea, we can trace the structure and evolution of regulatory framework in developing countries and understand more deeply the impacts of the regulatory framework on economic efficiency, income distribution and government behavior. At current stage, we can only outline the prospects of further research along this direction. A more thorough analysis will be pursued later. Here we will only discuss the economic and social regulations imposed in rural China that are most relevant to our discussions of rural taxation, and we will point out the inner logic of these regulations to the “development strategy” pursued by the government. 

To be specific, the most important regulations in rural China are:

1.Compulsory sale of government grain and cotton procurement. Here we take grain procurement as an example. Depending on the region, the grain may be in the form of rice, maize or wheat. As in many other countries, grain is more than a commodity in China. Once the government is involved in grain distribution, the level of selling prices becomes a political issue. The amount purchased in each region is collected from households in proportion to the cultivated land that each operated under the household responsibility system. From the late 1980s to the early 1990s, the mandatory quota procurement system was relaxed, the procurement quantity was reduced, and the grain market gradually developed. Although there are heavy financial burdens and administrative costs in managing the food procurement system, the government policy still persisted, though the degree of grain marketization went up and down during the 1990s. In 1995, after the market prices for grain rose sharply after several rounds of market liberalization in the early 1990s, the government resorted again to administrative intervention in the grain market. The central government’s policy in 1995 held each provincial governor responsible for the balance of grain demand and supply within his/her provinces, and hence intensified the local government’s intervention in grain production and marketing. 

China’s grain procurement is different in its nature from the agricultural subsidy policies in many western countries. The current grain policy is a regulatory policy, i.e., it is a comprehensive intervention into the whole process of inputs, production decision-making and sales of grain. While in many western countries, the governments subsidize certain production but are not in a position to dictate the farmers what to produce and how much to produce. Why should the Chinese government adopt such a strict set of regulations on grain production? We argue it can be viewed as residuals of the traditional development strategy. The reason is the following: the traditional overtaking development strategy requires the government to mobilize resources for industrial development at costs as low as possible. Therefore, it must depress wage costs for the urban sectors, especially the industrial sectors. To lower the wage costs, it must depress consumption costs for urban residents. It cannot do so by just depressing grain prices since peasants can react by substituting away from grain production. Therefore, the government established the grain procurement system that control the whole process of grain input, production and sales decisions and procure grain though contracts with individual households.  

2. Family planning and household register system. Defined as a national policy, birth control constitutes another major task for local cadres. The current policy in rural areas is that if the first child of a household is a boy, then there should not be a second birth. If it is a girl, then, five or six years later, a second birth can be permitted. Given the current under-development of the rural social security system, low education and low employment for rural women, and the cultural factors at work, the difference between the number of children that the current family planning policy permits and the number that peasants want is very large. It is unusually difficult and expensive for local cadres to carry out the policy and very high administration costs and large staffing numbers are required. Also, the household register system (Hukou) also restricts labor migrations, especially the rural-urban migrations by requiring any migrant to get a “Hukou”(legal residence status) before he or she can stay in a city. Apparently, these regulations on birth control and household register system are also connected to the traditional economic development strategy: since the capital-intensive development policies are not consistent the capital-labor endowment structure in the Chinese economy and cannot create sufficient employment, policies such as birth control and migration limitations must be set up to reduce urban labor supply. 


After the reforms since late 1970s, adjustments have been made in many respects such as partial liberalization of grain markets and relaxation of household register system, but the government is still unwilling or fear to fully give up its regulations on grain procurement and population growth. 

3. Politically motivated developmental mandates. After the economic reform in late 1970s, the criteria of local cadre promotion have changed from purely ideological one to more economic and social ones. The level of some economic and social indicators of the governed area have become a factor gaining increasing importance for local leaders to be promoted. The local leaders must try to reach certain “hard targets” to stay in power or get promoted. For example, the state law mandates that all children must receive the nine-year compulsory education. However, in contrast to urban residents, whose education is heavily subsidized by municipal governments, rural residents must pay for most of their education. Since the central government cannot provide sufficient resources for the mandate, local governments must try to finance the expenditures by spending a large part of their budgets, and in many cases the local public schools also join this financing process by charging various fees in addition to tuition to fill the financial gap. In many cases the charges are on arbitrary basis, such as charging excessive electricity and water fees, experiment fees, library fees, school policing fees, examination fees and so on.  


In addition, with insufficient supervision on and lack of accountability of local government under the current Chinese political system, local officials at township, county and city level have much freedom to manipulate. To get promoted, local officials have strong incentives to build showcase projects (such as TVEs and some infrastructure) through local fundraising on peasants. Imposition of questionable or illegal fees is common, as are allegations of corruption and misuse of funds by local officials. Fundraising drives and assessments on households are also undertaken for developmental purposes.

These politically motivated developmental mandates can also be viewed as regulations on rural society due to the so-called  “New Overtaking Development Strategy” after the reform: to show the “good performance” to the upper level governments, local governments compete in reaching the certain “targets” in economic and social indicators” dictated by higher level government, which may easily lead to information manipulation (such as false report and statistics, unproductive showcase projects) and excessive local charges on peasants. 

2.3 Regulations and Rural Taxation 


Given that these difficult tasks of the regulations must be implemented through local governments, and given that these regulations from higher-level governments are fully funded, local governments must balance their budgets by imposing informal fees on peasants. As a matter of fact, the local governments utilize their administrative power to charge fees on peasants usually in the name of implementing the state regulations and policies. In most cases, the local governments care more about whether they can fulfill the obligations mandated from the above. If reducing rural tax burdens can be reached only at the costs of sacrificing fulfilling higher-level government regulations, the local government would rather sacrificing the interests of peasants.       


The regulation argument based on its main logic on the assumption of inter-governmental information asymmetry, i.e. given a regulation policy from higher-level government, the costs of implementation needed by the local governments are not observable by the higher level government. Due to the high monitoring costs, the higher-level government does not know how much resources, such as funds and staffs, are needed to implement the regulations and what concrete approaches the local governments will adopt in regulation enforcement.
 And then the local government can take advantage of this information asymmetry to bargain with higher-level government for larger budget, transfer, and number of staffs. At the same time, the local government can also draw on the legitimacy of higher-level government policy to expand the scope and scale of regulations and overcharge peasants. Without sufficient political rights due to lack of election and free press, and with information asymmetry between local government and peasants on the concrete contents and costs of the higher-level government policies, the peasants are always in a disadvantageous position in the tax and fee collection.
  


In any society, local government is in a position to provide public goods such as basic law and order, transportation, and primary education. There is not much dispute that local residents should provide (at least part of) the financial resources. In any society, local government is in a position to provide public goods such as basic law and order, transportation, and primary education. There is not much dispute that local residents should provide (at least part of) the financial resources. However, except education, these un-funded mandates from central government entail huge costs in implementation but at the same time do not contribute to rural productivity and growth, as local public goods should do. 
 

Our regulation argument holds that that the revenues from rural taxation, especially from the informal fees, and the expenditures at the local level are strongly connected to government regulations and policies mandated from higher level government, especially the central government. Since much of the rural direct taxation revenue is used to implement these un-funded higher-level government regulations and policies rather than provide local public goods, revenues from rural taxation cannot play their roles in providing local public goods, promoting rural productivity and enhancing rural income.

 In conclusion, the local charges on peasants in the name of implementing central government regulations, together with the fact that the rural taxation revenue as not mainly used for local public goods provision, make the rural taxation display a nature of “excessiveness ” relative to rural income level and relative to local public services these revenues provides.  
2.4 Regulation and Economic Growth: 

How might these regulations affect economic growth? Recall the discussions on section 2.2, according to Lin, Cai and Li(1999), the “Catch-up Development Strategy ” leads to extensive regulations on the economy. These regulations lead to extensive distortions in the economy, which are reflected in the following three aspects: 


First, control on resource allocation. After the comprehensive planned system was gradually removed as the reform started in late 1970s, the Chinese government controlled the resource by its control on the financial system and fiscal system. In rural areas, the government not only depresses rural financial development and extract the economy by taxation, but also kept strict control on rural production factors, including rural labor and land mobility; 


Second, distortions in macro-price signal. After the reform, the government gradually relaxed the regulations on prices of industrial products, but still kept regulations on the prices of main agricultural produces and inputs such as fertilizers, the extensive practice of grain and cotton price depression is most illustrative. After 1997, although the state lifted the procurement prices above the market prices, but it seemed that the money was largely wasted by the inefficient grain procurement system and did not help rural income growth.
 Whatever the price distortion is upward or downward; it constitutes an intervention into market and is inefficient. 

  Third, distortions in micro-management and incentives. The government also interferes directly into rural micro-production-decisions on what to produce and how much to produce by compulsory grain and cotton procurement imposed on peasants. Besides that, the local governments also interfere directly on rural enterprise management, which lead to incentive problems. 


All these distortions tend to exert negative impacts on rural income growth, but other than these distortions, we can now add a fourth channel that regulations exert negative impacts on rural income growth, i.e., these regulations entail large implementation costs, enlarge local government size and promote local corruption, which crowds out private resources and hurt rural income resources.   
2.5 Heterogeneous Enforcement of Regulation Policy 

However, there is still an important problem in the above analysis and also in hypothesis testing if we argue that central government regulations play important roles in the problem of rural taxation. If the central government implements the regulation homogeneously across the country, how can we explain the heterogeneous taxation rates and, furthermore, the larger income disparity across the regions in 1990s? 


We argue that although the central government mandates the regulations to be implemented across the country, the difficulty of enforcing these regulations is heterogeneous across different regions. For example, the central government implemented the grain procurement policy in almost all provinces. However, the quantities of government grain procurement (and the ratio of government procurement to total grain output) are very different across different provinces (and counties, townships, villages and even households). The quantity of grain procurement (and its ratio to total grain output) for every province, county, township and village is determined by upper level governments according to a set of rules which take in account the factors such as natural conditions, historical factors, and even political concerns such as local food self-sufficiency. Apparently, these factors are not controlled by the peasants or the villages that sell grains to government; Thus they can be viewed as relatively exogenous. The fact is that there is sufficient differentiation in grain procurement regulation enforcement across regions and even across households. For the birth control regulation, the central government policy are much more homogeneous across regions. However, the difficulties in implementing the relatively homogeneous regulation differ significantly across different regions. In poor areas where income is low, non-agricultural employment limited and education underdeveloped, peasants usually want to have more children than their counterparts in richer regions. Therefore, the difficulties in implementing the relatively homogeneous birth control policy in poorer regions are much higher, which may entails higher administrative costs and more staffing.


With this “homogeneous regulation with heterogeneous enforcement” concept, we can build up an integrated theoretical framework with the following set of logically consistent hypothesis. 


(1) Regulation and Rural Taxation. We argue that government grain procurement regulation is an important factor in explaining the problem of rural taxation. Controlling for other factors, the higher the degree of government regulation enforcement, the higher the rural taxation rates as a percentage of rural (household and village level) net income. 


(2) Regulation and Local Government Size and Corruption. Controlling for other factors, the higher the degree of government regulation enforcement: the higher the local government size (represented by the local government expenditures as a percentage of total local incomes, the more likely the local illegitimate fundraising and corruption.

   (3) Regulation and Income Growth. We argue that by imposing heavy tax burdens on peasants and not contributing much to local public good provision, and also by preventing local and household level comparative advantages from being brought into full play, regulations also have negative effects on rural income growth. Controlling for other factors, the higher the government regulation, the lower the income growth. A natural result is that more heavily regulated regions and households are further locked into agricultural production, and thus more vulnerable to government regulation on agricultural production and heavy rural taxation. 


(4) With differentiating grain procurement regulation across regions (and also across households), regions (and households) that are more heavily regulated will have heavier rural taxation, be more vulnerable to local bureaucracy expansion and serious corruption, and thus lower income growth. The more heavily regulated regions (and households) will then be more locked in agricultural production, which will further lead to heavier rural taxation burden and even lower income growth. This constitutes a vicious cycle for these heavily regulated regions (and households), while the opposite happens to less regulated regions (and households). Therefore, we can see that differentiating enforcement of government regulation will lead to higher income disparity and more differentiating rural tax burdens in rural areas.

Going back to the Huang Zongxi Law mentioned in Part II, we conclude that the key mechanism behind local informal fee charges both in ancient China and in current China is the mandates from government at higher levels and the information asymmetry between the central government and the local governments.
 Thus the solution to break out of the Huang Zongxi Law is to remove the regulations, especially these government regulations that both distort the economy and entail huge costs in implementations, such as the government grain procurement.


In the following part, we only carry out econometric analysis to test the above hypothesis. Of course, due to difficulties in data and measurement, we will apply our theoretical framework on the basis of government grain procurement regulation. In addition, the empirical studies on government regulation and income growth hypothesis will be pursued in separate papers. 

Part III: Empirical Evidence

In this part, empirical results for the grain procurement regulation and rural taxation hypothesis both at household level and at village level are presented. We used a panel data set drawing from the Fixed Point Survey carried out by the Ministry of Agriculture. It covers about 11,000 households and 121 villages in 10 provinces from 1986 to 1999.
 Since we cannot find good proxy to represent the strength of birth control regulation in the rural survey data set, we will only test the hypothesis for the grain procurement regulation. Controlling for all other factors, the higher the degree of government regulation enforcement, the higher the rural taxation, the higher the village organization expenditure, the more likely the local illegitimate fundraising and corruption. 

We test our hypothesis both in terms of ratio variables and in terms of per capita variables. For the ratio regressions, the grain procurement regulations are represented by the government grain procurement as a percentage of total grain output unless otherwise indicated, the taxation burdens are defined as the taxes and fees as a percentage of rural household or village level net incomes, while the village expenditure is defined as various proxies of village expenditure as a percentage of total village incomes. For per capita regressions, the grain procurement regulations are represented by the government grain procurement per capita; the taxation burdens are defined taxes and fees paid per capita, while the village expenditure is defined as various proxies of village expenditure per capita. 

3.1 Household Regression


Household regressions mainly use data at household level, but also control for some key variables at village level. Both ratio regressions and per capita regressions are reported.  

3.1.1 Ratio Regression At Household Level


Here the definitions of tax burdens are in percentages of rural household net income, while the proxy for food regulation is the percentage of food procurement in food output unless otherwise indicated. The econometric specification for household level regression is:  
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The variable list is presented in Table 1. In Table 2, 3, 4, we report the OLS results and the two-way effect results from the panel data analysis, the latter controls both the village and year dummies as the usual practices. We also report the Hausman statistics and choose to report two-way fixed effect results or two-way random effects according to this statistics. Since it is panel analysis, the two-way effect results should be considered as the final results in our regressions.

Table 1: Variable List For Empirical Studies
	Variable
	Definitions



	Dependent 
	
[image: image2.wmf]1

fee

is defined as all agricultural-related taxes (including agricultural tax, special agricultural product tax, slaughter tax) plus all township and village levies as a percentage of household net income. 
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is defined as township and village levies (including the three types of village levies, five types of township pooling funds legitimated by national government policy, plus various local charges not legitimated by national government policy as a percentage of household net income. 
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is defined as those various charges not legitimated by national government policy but imposed by local (county or township) government and village community organizations as a percentage of household net income.
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	Independent 
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is the quantity of government purchased grain(Kg) as a percentage of total grain output(Kg) for the ith household in the jth village. 
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 is the quantity of government grain procurement(Kg) as a percentage of total grain sold (Kg) for the ith household in the jth village. 
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foodb

 is the sales (RMB Yuan) of government grain procurement as a percentage of total grain sales (RMB Yuan) for the ith household in the jth village. 
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 is a variable indicating income structure of the ith household in the jth village, defined as household’s gross income from agricultural operation as a percentage of all its income. 
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is the area of operating arable land for the ith household in the jth village. I define
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is a variable that denote the degree of industrialization in the jth village. It is the percentage of operating income of industrial enterprises in the gross operating income of the village. 
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is the degree of township and village enterprise public ownership. It is operating income for collective enterprise as a percentage of gross operating income of the jth village. I define 
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 is the average village net operating income for the jth village. I define 
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is the per capita household net income for the ith household in the jth village.
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X is a set of control variables for some other household characteristics. It includes hh9-hh12, among which 
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is a dummy variable indicating whether the household is a household with elderly, handicapped or young without independent living sources and is supported by local government according to government policy (the so called “wubaohu” in China).
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are dummy variables indicating whether the household contains a member in military solider, township and village government, and the Communist Party.


Table 2: Regressions On Lfee1

	
	Food
	Fooda
	Foodb

	
	OLS
	Two-way

Effect
	OLS
	Two-way

Effect
	OLS
	Two-way

Effect
	OLS
	Two-way Effect

	Lfood
	0.082***
	0.037***
	0.090***
	0.037***
	
	
	
	

	
	(25.138)
	(10.276)
	(27.650)
	(10.275)
	
	
	
	

	Lfooda
	
	
	
	
	0.024***
	0.010***
	
	

	
	
	
	
	
	(12.801)
	(4.602)
	
	

	Lfoodb
	
	
	
	
	
	
	(0.040)
	(0.025)

	
	
	
	
	
	
	
	(35.615)
	19.968***

	Lavalnd
	0.045***
	0.059***
	0.042***
	0.059***
	0.048***
	0.061***
	0.034***
	0.052***

	
	(31.887)
	(26.722)
	(30.106)
	(26.753)
	(34.476)
	(27.761)
	23.692)
	(23.354)

	Linstru
	0.034***
	0.005***
	0.027***
	0.005***
	0.028***
	0.005***
	0.024***
	0.003**

	
	(24.859)
	(3.679)
	(19.703)
	(3.637)
	(19.990)
	(3.583)
	(17.038)
	(2.234)

	Lhinc
	-0.114***
	-0.120***
	-0.112***
	-0.120***
	-0.111***
	-0.120***
	-0.112***
	-0.119***

	
	(147.985)
	(-155.437)
	-143.048
	(-155.391)
	(-141.612)
	(-155.275)
	(-143.635)
	(-155.402)

	Lvinc
	0.012***
	0.014295***
	0.013***
	0.014***
	0.013***
	0.014***
	0.012***
	0.014***

	
	(16.318)
	(13.299)
	(18.008)
	(13.257)
	(18.024)
	(13.280)
	(16.274)
	(13.008)

	Lpublic
	-0.110***
	0.01549**
	-0.074***
	0.016**
	-0.062***
	0.016**
	-0.071***
	0.010***

	
	(-19.836)
	(2.213)
	(-12.977)
	(2.278)
	(10.793)
	(2.242)
	(-12.546)
	(1.434)

	Lind
	0.085***
	0.037***
	0.053***
	0.037***
	0.057***
	0.037***
	0.063***
	0.042***

	
	(25.853)
	(7.119)
	(14.738)
	(7.050)
	(15.711)
	(7.108)
	(17.505)
	(8.080)

	hh9
	
	
	0.015***
	-0.016***
	0.014***
	-0.017***
	0.012***
	-0.015***

	
	
	
	(3.743)
	(-3.146)
	(3.569)
	(-3.174)
	(2.949)
	(-2.937)

	hh10
	
	
	0.0003
	-0.002
	-0.001
	-0.002
	-0.001
	-0.002

	
	
	
	(-0.030)
	(-0.698)
	(-0.189)
	(-0.728)
	(-0.145)
	(-0.604)

	hh11
	
	
	0.004
	0.002
	0.004
	0.002
	0.004
	0.002

	
	
	
	(1.329)
	(0.650)
	(1.439)
	(0.696)
	(1.249)
	(0.686)

	hh12
	
	
	-0.004*
	-0.002
	-0.003*
	-0.002
	-0.003
	-0.002

	
	
	
	(-1.98)
	(-1.33)
	(-1.78)
	(-1.27)
	(-1.66)
	(-1.24)

	C
	0.680***
	0.725***
	0.66***
	0.75***
	0.65***
	0.75***
	0.66***
	

	
	(138.248)
	(143.208)
	(130.901)
	(101.684)
	(127.791)
	(101.227)
	(131.819)
	

	Obs
	69844



	Adjusted R2
	0.286
	0.390
	0.292
	0.390
	0.286
	0.389
	0.297
	0.392

	Hausman test
	
	45.54

(Prob=0.0000)
	
	42.91

(prob=0.0000)
	
	36.80 (0.000001)
	
	35.92

(prob=0.000)


Note：1, t statistics in the parenthesis

2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.

Table 3: RATIO Regressions On Lfee2

	　
	Food
	Fooda
	Foodb

	　
	OLS
	Two-way 

Effect
	OLS
	Two-way 

Effect
	OLS
	Two-way

 Effect
	OLS
	Two-way

 Effect

	Lfood
	0.05360***
	0.01967***
	0.0904***
	0.03689***
	　
	　
	　
	　

	　
	(24.26)
	(8.353)
	(27.65)
	(10.275)
	　
	　
	　
	　

	Lfooda
	　
	　
	　
	　
	0.02175***
	0.01158***
	　
	　

	　
	　
	　
	　
	　
	(17.345)
	(8.338)
	　
	　

	Lfoodb
	　
	　
	　
	　
	　
	　
	0.0273***
	0.01533***

	　
	　
	　
	　
	　
	　
	　
	(36.178)
	(18.363)

	Lavalnd
	0.05002***
	0.05359***
	0.04224***
	0.05932***
	0.0516***
	0.0539***
	0.04277***
	0.04928***

	　
	(24.26)
	(36.838)
	(30.106)
	(26.753)
	(54.731)
	(37.239)
	(43.745)
	(33.412)

	Linstru
	0.0345***
	0.016284***
	0.027371***
	0.0050158***
	0.031295***
	0.01612***
	0.02857***
	0.01507***

	　
	(37.294)
	(17.999)
	(19.703)
	(3.637)
	(33.083)
	(17.81)
	(30.294)
	(16.641)

	Lhinc
	-0.0679***
	-0.0741***
	-0.1115***
	-0.1197***
	-0.0661***
	-0.0742***
	-0.0666***
	-0.0740**

	　
	(-129.852)
	(-146.851)
	(-143.048)
	(-155.391)
	(-124.563)
	(-146.75)
	(-126.421)
	(-146.754)

	Lvinc
	0.00687***
	0.01561***
	0.01311***
	0.01425***
	0.00748***
	0.01559***
	0.00659***
	0.01589***

	　
	(13.921)
	(22.129)
	(18.008)
	(13.257)
	(15.114)
	(22.098)
	(13.364)
	(21.862)

	Lpublic
	-0.0441***
	-0.0007
	-0.0744***
	0.0159**
	-0.0193***
	-0.0009
	-0.025***
	-0.0041455

	　
	(-11.771)
	(-0.155)
	(-12.977)
	(2.278)
	(-4.967)
	(-0.208)
	(-6.474)
	(-0.903)

	Lind
	0.01876***
	0.0178***
	0.0528**
	0.0369***
	0.0059***
	0.0186***
	0.00915***
	0.0210***

	　
	(8.388)
	(5.186)
	(14.738)
	(7.05)
	(2.43)
	(5.405)
	(3.766)
	(6.113)

	hh9
	　
	　
	0.014968***
	-0.016475***
	0.00986***
	-0.00975***
	0.00778***
	-0.0091***

	　
	　
	　
	(3.743)
	(-3.146)
	(3.622)
	(-2.837)
	(2.878)
	(-2.635)

	hh10
	　
	　
	-0.00011
	-0.0023
	0.000148
	-0.0001838
	2.878
	0.00009

	　
	　
	　
	-0.03
	-0.698
	0.062
	-0.083
	0.112
	0.044

	hh11
	　
	　
	0.0037954
	0.0017416
	0.0010678
	-0.0016764
	0.0006118
	-0.0017324

	　
	　
	　
	(1.329)
	(0.65)
	(0.549)
	(-0.953)
	(0.317)
	(-0.987)

	hh12
	　
	　
	-0.00357
	-0.00224
	-0.00366
	-0.000967
	-0.00352
	-0.00088

	　
	　
	　
	(-1.983)
	(-1.332)
	(-2.986)
	(-0.877)
	(-2.883)
	(-0.809)

	C
	0.3804***
	0.4117***
	　
	0.747***
	0.3613***
	0.4233***
	0.370***
	0.4218***

	　
	(114.17)
	(123.899)
	　
	(101.684)
	(105.124)
	(87.641)
	(109.298)
	(87.634)

	Obs
	69844

	Adjusted R2
	0.2614
	0.40809
	0.29158
	0.38976
	0.26047
	0.4082
	0.27095
	0.41047

	Hausman test
	　
	45.36

(prob=0.000)
	　
	42.91

(prob=0.000)
	　
	36.74

Prob(0.000)
	　
	38.43

Prob(0.000)


Note：1, t statistics in the parenthesis

2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.

Table 4: REGRESSIONS On Lfee3

	lfee3
	Food
	Fooda
	Foodb

	　
	OLS
	Two-way

 Effect
	OLS
	Two-way 

Effect
	OLS
	Two-way 

Effect
	OLS
	Two-way Effect

	Lfood
	0.0085***
	0.0011
	0.0078***
	0.0003
	
	
	
	

	　
	(7.77)
	(0.903)
	(7.0790)
	(0.2420)
	
	
	
	

	Lfooda
	
	
	
	
	0.0046***
	0.0013*
	
	

	　
	
	
	
	
	(7.473)
	(1.88)
	
	

	Lfoodb
	
	
	
	
	
	
	0.0063***
	0.0038***


	　
	
	
	
	
	
	
	(16.89)
	(9.2450)

	Lavalnd
	0.0087***
	0.009***
	0.0089***
	0.0087***
	0.0091***
	0.0086***
	0.007***
	0.0073***

	　
	18.4390
	12.3600
	18.8720
	11.9460
	19.4840
	11.8370
	14.3590
	9.8270

	Linstru
	0.0037***
	0.0012***
	0.0043***
	0.0017***
	0.0042***
	0.0016***
	0.0036***
	0.0012***

	　
	(8.0220)
	(2.674)
	(9.088)
	(3.6500)
	(9.0040)
	(3.553)
	(7.6050)
	(2.7270)

	Lhinc
	-0.0162***
	-0.0173***
	-0.0164***
	-0.017***
	-0.0163***
	-0.0174***
	-0.0165***
	-0.0174***

	　
	(-62.306)
	(-68.566)
	(-62.393)
	(-68.624)
	(-62.156)
	(-68.588)
	(-62.702)
	(-68.407)

	Lvinc
	-0.0010***
	0.0013***
	-0.001***
	0.0013***
	-0.0010***
	0.0013***
	-0.0012***
	0.0012***

	　
	(-3.462)
	(3.804)
	(-3.913)
	(3.667)
	(-3.944)
	(3.667)
	(-4.81)
	(3.496)

	Lpublic
	-0.004**
	-0.0004
	-0.0069***
	-0.0038*
	-0.0062***
	-0.0037*
	-0.0076***
	-0.0044*

	　
	(-2.1380)
	(-0.186)
	(-3.572)
	(-1.651)
	(-3.245)
	(-1.634)
	(-3.972)
	(-1.909)

	Lind
	-0.0042***
	-0.0007
	-0.0015
	0.0040**
	-0.0007
	0.0041**
	0.0001
	0.0046***

	　
	(-3.81)
	(-0.512)
	(-1.209)
	(2.384)
	(-0.57)
	(2.412)
	(0.101)
	(2.714)

	hh9
	
	
	-0.0017
	-0.002*
	-0.0016
	-0.0020
	-0.0020
	-0.0021*

	　
	
	
	(-1.238)
	(-1.635)
	(-1.172)
	(-1.571)
	(-1.516)
	(-1.685)

	hh10
	
	
	0.0011
	0.0009
	0.0010
	0.0009
	0.0010
	0.0009

	　
	
	
	(0.897)
	(0.8320)
	(0.852)
	(0.837)
	(0.877)
	(0.836)

	hh11
	
	
	0.0012
	0.0009
	0.0013
	0.0009
	0.0012
	0.0008

	　
	
	
	(1.248)
	(0.981)
	(1.308)
	(0.998)
	(1.205)
	(0.957)

	hh12
	
	
	-0.0022***
	-0.0012***
	-0.0021***
	-0.0012***
	-0.0021***
	-0.0012**

	　
	
	
	(-3.548)
	(-2.054)
	(-3.487)
	(-2.068)
	(-3.433)
	(-2.063)

	C
	0.1036***
	0.1065***
	0.1058***
	0.1083***
	0.1043***
	0.1078***
	0.1062***
	0.1076***

	　
	(62.72)
	(40.56)
	(62.61)
	(40.519)
	(61.24)
	(40.13)
	(62.94)
	(40.5)

	Obs
	69844

	Adjusted R2
	0.0650
	0.0617
	0.0655
	0.0614
	0.0656
	0.0617
	0.0687
	0.0646

	Hausman test
	
	8.04

(Prob= 0.329)
	
	9.12

(Prob=

0.611)
	
	7.26

(Prob=

0.777)
	
	8.31

(Prob=

0.6855)


Note：1, t statistics in the parenthesis

2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.

   As Table 2, 3 and 4 indicate, for both OLS and two-way effect regressions of 
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’s coefficients are always positive and significant except in the two-way regressions of 
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, supporting our hypothesis that a higher degree of regulation leads to higher tax and fee burdens as a percentage of incomes. The coefficients for 
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are always positive both for OLS and two-way effect regressions, meaning the larger the land cultivated by rural household per capita, and the higher the taxation burdens as a percentage of incomes. Also, 
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 has a positive coefficient in all cases for 
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and. This is due to that the larger percentage of rural income is from sources of agriculture, the higher the degree of control of village organization on household income, and thus the higher the fee burdens as a percentage of household incomes, which further supports our argument that rural taxation is very regressive. The coefficients of Lpublic are positive for 
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 in all two-way effect regressions, but mostly negative for 
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in the two-way effect regressions, and sometimes they are not significant. This might show that higher degree of public ownership will tend to raise taxes, but lower fees since it helps to transfer tax burdens from households to rural enterprises such as the TVEs, thus can relieve rural fee burdens to some extent. However, those effects are not so unambiguous from our regressions. For 
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, two-way effect regressions show that its coefficients are positive in all cases and significant in almost all cases. A prior judgment might hold that the sign of 
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’s coefficient is ambiguous since on the one hand, higher industrialization might help township governments and village community organizations in revenue so that taxation burdens on rural households might be lower; on the other hand, since much of the funds for rural industrialization come from fees on peasants, it might increase rural tax burdens. The empirical results seem to support that view that the second effect dominates. The variables 
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are used to control for per capita household income and per capita village income. It is reasonable to expect they have negative coefficients, and they do in most cases except that when they are in the regressions simultaneously, the signs of their coefficients might be different. For regressions of 
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, it seems that the household with elderly, handicapped or young without independent living sources and supported by local government according to government policy (the so called “wubaohu” in China) generally pay less taxes and fees, but generally with a family member in government or military does not mean much, except that being a Party member helps to decrease 
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, the illegitimate charges. 
3.1.2 Per Capita Regression at Household Level 


Now we run another set of regressions with the definitions of tax burdens in per capita terms, while the proxy for food regulation is also the food procurement per capita. Thus 
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 are just per capita taxes plus fees, fees and illegitimate fees respectively,
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is the amount of grain government procurement (Kg) per capita. 
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 is the sales of grain government procurement(RMB Yuan) per capita. All other variables are the same as in section 3.1.1. In Table 5-7, we report the OLS and the two-way effect results.

Table 5: PER capita Regressions On Lfee1Q

	
	Foodq
	Foodbq

	　
	OLS
	Two-way

 Effect
	OLS
	Two-way

 Effect
	OLS
	Two-way 

Effect
	OLS
	Two-way 

Effect

	Lfoodq
	0.15***
	0.14***
	0.20***
	0.14***
	　
	　
	　
	　

	　
	(60.44)
	(48.084) 
	(85.81)
	(48.07)
	　
	　
	　
	　

	Lfoodbq
	　
	　
	　
	　
	0.22***
	0.15***
	0.20***
	0.15***

	　
	　
	　
	　
	　
	(87.78)
	(50.98)
	(85.64)
	(50.96)

	Lavalnd
	0.60***
	0.80***
	0.46***
	0.80***
	0.49***
	0.78***
	0.47***
	0.78***

	　
	(50.42)
	(50.05)
	(41.33)
	(50.04)
	(42.43)
	(49.34)
	(42.97)
	(49.32)

	Linstru
	0.56***
	0.09***
	0.30***
	0.09***
	0.50***
	0.09***
	0.32***
	0.09***

	　
	(50.55)
	(9.78)
	(28.86)
	(9.76)
	(46.16)
	(9.09)
	(30.39)
	(9.07)

	Lhinc
	0.02***
	0.09***
	0.11***
	0.09***
	0.01*
	0.08***
	0.10***
	0.08***

	　
	(2.51)
	(16.54)
	(19.28)
	(16.54)
	(1.69)
	(15.71)
	(17.17)
	(15.71)

	Lvinc
	0.03***
	0.13****
	0.07***
	0.13***
	0.03***
	0.14***
	0.07***
	0.14***

	　
	(5.07)
	(17.84)
	(12.91)
	(17.83)
	(4.86)
	(19.29)
	(12.53)
	(19.29)

	Lpub
	-1.94***
	0.20***
	-0.63***
	0.20***
	-1.89****
	0.09*
	-0.75***
	0.09*

	　
	(-43.33)
	(4.12)
	(-14.74)
	(4.10)
	(4.86)
	(1.90)
	(-17.43)
	(1.87)

	Lind
	0.98***
	-0.25***
	-0.17***
	-0.25***
	0.94***
	-0.18***
	-0.07**
	-0.18***

	　
	(35.98)
	(-6.78)
	(-6.33)
	(-6.74)
	(35.81)
	(-4.96)
	(-2.56)
	(-4.93)

	Hh9
	　
	　
	0.47***
	-0.02
	　
	　
	0.38***
	-0.02

	　
	　
	　
	(15.73)
	(-0.57)
	　
	　
	(12.57)
	(-0.600

	Hh10
	　
	　
	0.08
	0.00
	　
	　
	0.07
	0.001

	　
	　
	　
	(2.94)
	(0.14)
	　
	　
	(2.28)
	(0.20)

	Hh11
	　
	　
	0.03
	-0.03
	　
	　
	0.03
	-0.02

	　
	　
	　
	(1.56)
	(-1.42)
	　
	　
	(1.18)
	(-1.34)

	Hh12
	　
	　
	0.01
	0.01
	　
	　
	0.01
	0.01

	　
	　
	　
	(0.44)
	(0.82)
	　
	　
	(0.58)
	(1.06)

	C
	2.18***
	1.97***
	1.27***
	2.01***
	2.20***
	1.97***
	1.45***
	2.00***

	　
	(55.10)
	(56.65)
	(33.83)
	(39.700
	(56.93)
	(56.82)
	(38.65)
	(39.77)

	Obs
	70661

	Adjusted R2
	0.187
	0.496
	0.310
	0.496
	0.229
	0.498
	0.310
	0.498

	Hausman test
	　
	60.69

(prob=

0.0000)
	　
	28.6

(prob=

0.00262)
	　
	 53.99

 (Prob=

0.0000)
	　
	29.84

(Prob=

0.00168)


Note：1, t statistics in the parenthesis.2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.

Table 6: PER CAPITA Regressions On Lfee2

	
	Foodq
	Foodbq

	
	OLS
	Two-way

Effect
	OLS
	Two-way

Effect
	OLS
	Two-way

Effect
	OLS
	Two-way

Effect

	Lfoodq
	0.14***
	0.10***
	0.20***
	0.10***
	
	
	
	

	
	(49.62)
	(36.76)
	(74.54)
	(36.74)
	
	
	
	

	Lfoodbq
	
	
	
	
	0.25***
	0.13***
	0.23***
	0.13***

	
	
	
	
	
	(86.49)
	(44.32)
	(84.42)
	(44.31)

	Lavalnd
	0.93***
	0.86***
	0.76***
	0.86***
	0.76***
	0.82***
	0.74***
	0.82***

	
	(66.92)
	(53.74)
	(59.1)
	(53.71)
	56.46
	(51.61)
	(58.03)
	(51.57)

	Linstru
	0.64***
	0.17***
	0.34***
	0.17***
	0.56***
	0.16***
	0.34***
	0.16***

	
	(49.43)
	(17.50)
	(27.54)
	(17.50)
	(44.61)
	(16.67)
	(28.21)
	(16.660

	Lhinc
	-0.02**
	0.07***
	0.09***
	0.07***
	-0.03***
	0.06***
	0.08***
	0.06***

	
	(-2.73)
	(12.55)
	(13.78)
	(12.56)
	(-4.68)
	(11.66)
	(11.240
	(11.67)

	Lvinc
	-0.01
	0.16***
	0.04***
	0.16***
	-0.02***
	0.16***
	0.03***
	0.16***

	
	(-1.48)
	(20.90)
	(5.86)
	(20.91)
	(-2.54)
	(21.92)
	(5.07)
	(21.94)

	Lpub
	-1.72***
	0.28***
	-0.18***
	0.27***
	-1.71***
	0.18***
	-0.33***
	0.18***

	
	(-32.93)
	(5.71)
	(-3.57)
	(5.67)
	(-33.9)
	(3.71)
	(-6.74)
	(3.67)

	Lind
	0.47***
	-0.42***
	-0.88***
	-0.42***
	0.48***
	-0.36***
	-0.74***
	-0.36***

	
	(14.78)
	(-11.66)
	(-28.04)
	(-11.61)
	(15.65)
	(-9.93)
	(-23.75)
	(-9.88)

	hh9
	
	
	0.55***
	0.01
	
	
	0.45***
	0.01

	
	
	
	(15.70)
	(0.35)
	
	
	(13.05)
	(0.39)

	hh10
	
	
	0.08***
	0.02
	
	
	0.06**
	0.02

	
	
	
	(2.64)
	(0.66)
	
	
	(2.01)
	(0.70)

	hh11
	
	
	0.09***
	-0.02
	
	
	0.08***
	-0.02

	
	
	
	(3.61)
	(-1.11)
	
	
	(3.26)
	(-1.06)

	hh12
	
	
	-0.31**
	0.01
	
	
	-0.03
	0.01

	
	
	
	(-1.93)
	(1.13)
	
	
	(-1.08)
	(1.28)

	C
	1.49***
	1.28***
	0.41***
	1.25***
	1.51***
	1.27***
	0.61***
	1.24***

	
	(32.13)
	(36.79)
	(9.43)
	(24.84)
	(33.76)
	(36.80)
	(14.09)
	(24.750

	Obs
	70661

	Adjusted R2
	0.206
	0.639
	0.328
	0.639
	0.257
	0.642
	0.341
	0.642

	Hausman test
	
	49.39

(Prob=

0.0000)
	
	19.84

(Prob=

0.047556)
	
	47.62

(Prob=

0.00000)
	
	22.56

(Prob=

0.020357)


Note：1, t statistics in the parenthesis

2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.

Table 7: Per Capita Regressions On Lfee3

	
	Foodq
	Foodbq

	　
	OLS
	Two-way

 Effect
	OLS
	Two-way 

Effect
	OLS
	Two-way

 Effect
	OLS
	Two-way

 Effect

	Lfoodq
	0.09***
	0.04***
	0.10***
	0.04***
	　
	　
	　
	　

	　
	(32.82)
	(13.15)
	(33.88)
	(13.27)
	　
	　
	　
	　

	Lfoodbq
	　
	　
	　
	　
	0.13***
	0.06***
	0.13***
	0.06***

	　
	　
	　
	　
	　
	(43.95)
	(18.98)
	(43.89)
	(19.07)

	Lavalnd
	0.22***
	0.17***
	0.20***
	0.17***
	0.16***
	0.14***
	0.16***
	0.13***

	　
	(15.84)
	(9.23)
	(14.79)
	(9.27)
	(11.95)
	(7.51)
	(12.02)
	(7.23)

	Linstru
	0.10***
	0.06***
	0.08***
	0.05***
	0.07***
	0.04***
	0.07***
	0.04***

	　
	(7.93)
	(5.03)
	(5.95)
	(4.52)
	(5.39)
	(3.58)
	(5.54)
	(3.96)

	Lhinc
	-0.03***
	-0.02***
	-0.02***
	-0.01***
	-0.03***
	-0.02***
	-0.03***
	-0.02***

	　
	(-3.59)
	(-2.50)
	(-2.21)
	(-2.13)
	(-3.88)
	(-2.50)
	(-3.93)
	(-2.75)

	Lvinc
	-0.07***
	0.02***
	(-0.07)
	0.02***
	-0.08***
	0.02***
	-0.07***
	0.02***

	　
	(-10.34)
	(2.20)
	(-9.77)
	(2.21)
	(-10.46)
	(2.43)
	(-10.53)
	(2.36)

	Lpub
	-0.40***
	-0.21***
	-0.27***
	-0.17***
	-0.36***
	-0.19***
	-0.37***
	-0.23***

	　
	(-7.78)
	(-3.87)
	(-5.06)
	(-3.09)
	(-7.02)
	(-3.63)
	(-6.95)
	(-4.10)

	Lind
	-0.33***
	-0.04
	-0.45***
	-0.09**
	-0.37***
	-0.10***
	-0.35***
	-0.05

	　
	(-10.78)
	(-1.11)
	(-13.31)
	(-2.12)
	(-12.03)
	(-2.72)
	(-10.59)
	(-1.11)

	hh9
	　
	　
	0.01
	-0.04
	　
	　
	-0.04
	-0.06**

	　
	　
	　
	(0.23)
	(-1.24)
	　
	　
	(-1.07)
	(-1.93)

	hh10
	　
	　
	0.08***
	0.07***
	　
	　
	0.07***
	0.07***

	　
	　
	　
	(2.52)
	(2.77)
	　
	　
	(2.20)
	(2.62)

	hh11
	　
	　
	0.04
	0.01
	　
	　
	0.03
	0.00

	　
	　
	　
	(1.45)
	(0.32)
	　
	　
	(1.26)
	(0.220

	hh12
	　
	　
	-0.08***
	-0.04***
	　
	　
	-0.08***
	-0.03***

	　
	　
	　
	(-4.87)
	(-2.39)
	　
	　
	(-4.81)
	(-2.38)

	C
	1.01***
	0.88***
	0.93***
	0.86***
	1.02***
	0.87***
	1.03***
	0.89***

	　
	(22.35)
	(9.60)
	(20.03)
	(9.23)
	(22.62)
	(9.63)
	(22.39)
	(9.660

	Obs
	70661

	Adjusted R2
	0.050
	0.031
	0.051
	0.033
	0.061
	0.042
	0.061
	0.041

	Hausman test
	　
	7.94

(prob=

0.337893)
	　
	9.55

(prob=

0.57158)
	　
	8.38

(prob=

0.2999)
	　
	10.79

(prob=

0.4608)


Note：1, t statistics in the parenthesis

2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.

   As Table 5, 6 and 7 indicate, for both OLS and two-way effect regressions of 
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’s coefficients are always positive and significant, also supporting our hypothesis that a higher degree of regulation leads to higher tax and fee burdens per capita. The coefficients for 
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, two-way effect regressions show that its coefficients are negative and significant, which is just the opposite to the cases in 3.1.1.  This might be due to the fact that here we are running regressions in per capita terms, and rural industrialization level is positively correlated with rural income level, and as the two-way effect regressions on 
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3.2 Village Level Regressions


In village level regressions, we not only run regressions of taxation charges (aggregated by all surveyed households) on various factors at village level, but also run regressions of village expenditures on village level factors We run village level taxation (revenue) analysis mainly to test the robustness of our hypothesis. The reason that we run village level expenditure regressions is that we can see whether food market regulation will lead to more expenditure at village level, since we hypothesize that the implementation of the grain market regulation entails high administrative costs and even more serious corruption by local cadres. If the proxy variable for the strength of regulation has positive effect on village expenditure, our hypothesis is supported.

3.2.1 Village Level Taxation Regression


In village taxation analysis, we also run regressions in both per capita and ratio terms as in last section.

3.2.1.1 Taxation Ratio Regressions At Village Level: 


Village level ratio regressions are similar to household level regressions. 
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are defined similar to section 3.1.1, but aggregated by all surveyed households at village level. We do the same to 
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are defined as before. 
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is the average operating net income per capita of the village since we do not have data for village net income for the whole period, while 
[image: image73.wmf]lhvinc

is the average net income per capita for all surveyed households.  
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Table 8: Ratio Regressions: Village Level Taxation Lfee1

	
	Lfee1

	　
	OLS
	Two-way

 Effect
	OLS
	Two-way 

Effect

	Lfood
	0.079056***
	0.06157***
	0.091147***
	0.082789***

	　
	(4.792)
	(3.688)
	(5.482)
	(4.981)

	Lavland
	0.017558***
	0.014739***
	0.015438***
	0.01331***

	　
	(2.939)
	(2.788)
	(3.93)
	(2.535)

	Linstru
	0.033077***
	0.023499**
	0.016365
	0.00029713

	　
	(2.948)
	(1.973)
	(1.425)
	(0.024)

	Lind
	-0.0074192
	-0.0076468
	0.0066892
	0.010659

	　
	(-0.671)
	(-0.698)
	(0.625)
	(1.009)

	Lpub
	-0.063771***
	-0.067964***
	-0.067688***
	-0.074878***

	　
	(-4.777)
	(-5.103)
	(-5.172)
	(-5.78)

	Lvoinc
	-0.0023129
	-0.0022796
	　
	　

	　
	(-0.763)
	(-0.697)
	　
	　

	Lvhinc
	　
	　
	-0.014404***
	-0.022023***

	　
	　
	　
	(-4.465)
	(-5.756)

	C
	0.034593***
	0.043623***
	0.12778***
	0.18739***

	　
	(3.944)
	(4.131)
	(5.612)
	(6.906)

	Obs
	976

	Adjusted R2
	0.15066
	0.152097
	0.16729
	0.1643

	Hausman test
	　
	3.24

(prob=0.778)
	　
	3.92

(prob=0.687)


Note：1, t statistics in the parenthesis

2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.
Table 9: Ratio Regressions: Village Level Taxation Lfee2

	　
	Lfee2

	　
	OLS
	Two-way 

Effect
	OLS
	Two-way 

Effect

	Lfood
	0.058722***
	0.046119***
	0.073428***
	0.061172***

	　
	(4.22)
	(3.389)
	(5.261)
	(4.5240

	Lavalnd
	0.013906***
	0.016418***
	0.012015***
	0.015179***

	　
	(4.194)
	(3.703)
	(3.643)
	(3.485)

	Linstru
	0.047596***
	0.033482***
	0.034286***
	0.01635***

	　
	(5.042)
	(3.436)
	(3.557)
	(1.647)

	Lind
	-0.0022912
	-0.0017893
	0.66304
	0.0094115

	　
	(-0.246)
	(-0.201)
	(0.738)
	(1.095)

	Lpub
	-0.044798***
	-0.054482***
	-0.046064***
	-0.057658***

	　
	(-3.988)
	(-5.025)
	(-4.193)
	(-5.474)

	Lvoinc
	-0.00605***
	-0.0060719***
	　
	　

	　
	(-2.373)
	(-2.263)
	　
	　

	Lvhinc
	　
	　
	(-0.014795)
	(-0.020012)

	　
	　
	　
	-5.464***
	-6.367***

	C
	0.010369
	0.017085*
	0.098514***
	0.13956***

	　
	(1.405)
	(1.687)
	(5.155)
	(6.109)

	Obs
	976

	Adjusted R2
	0.18678
	0.187032
	0.2065
	0.202374

	Hausman test
	　
	2.41

(prob=0.8784)
	　
	3.52

(prob=0.741)


Note：1, t statistics in the parenthesis

2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.

   As Table 8, 9 and 10 indicate, for both OLS and two-way effect regressions of 
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’s coefficients are always positive and significant, also supporting our hypothesis that a higher degree of regulation leads to higher tax and fee burdens as a percentages of incomes. The coefficients for 
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, its coefficients are insignificant.  Income variables have negative coefficients as we expect. 

Table 10:  Ratio Regressions: Village Level Taxation Lfee3
	　
	Lfee3

	　
	OLS
	Two-way

 Effect
	OLS
	Two-way

 Effect

	Lfood
	0.018879***
	0.017615**
	0.029953***
	0.026708***

	　
	(2.06)
	(1.937)
	(3.274)
	(2.944)

	Lavalnd
	-0.00014328
	0.0045775
	-0.0015945
	0.0037119

	　
	(-0.066)
	(1.563)
	(-0.737)
	(1.288)

	Linstru
	0.011065*
	0.0090445
	0.00099087
	-0.0010791

	　
	(1.78)
	(1.391)
	(0.157)
	(-0.162)

	Lind
	-0.0039739
	-0.0033531
	0.0025479
	0.0032616

	　
	(-0.649)
	(-0.562)
	(0.432)
	(0.566)

	Lpub
	-0.01029
	-0.010581
	-0.011063
	-0.012397*

	　
	(-1.391)
	(-1.459)
	(-1.536)
	(-1.753)

	Lvoinc
	-0.0049983***
	-0.0036795***
	　
	　

	　
	(-2.977)
	(-2.057)
	　
	　

	Lvhinc
	　
	　
	-0.011529***
	-0.011893***

	　
	　
	　
	(-6.495)
	(-5.68)

	C
	0.013637***
	0.0079992
	0.081738***
	0.080723***

	　
	(2.806)
	(1.3)
	(6.523)
	(5.419)

	Obs
	976

	Adjusted R2
	0.04039
	0.0405
	0.072
	0.0698949

	Hausman test
	　
	1. 14

(prob=0.979)
	　
	1. 78

(prob=0.938)


Note：1, t statistics in the parenthesis

2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.
3.2.1.2 Per Capita Taxation Regressions At Village Level


Now we present village level taxation regressions in per capita terms. Village level per capita regressions are similar to household level regressions in section 3.1.2 except 
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are aggregated by all surveyed households at village level. We do the same to 
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, which are aggregated at village level by all the surveyed households. 
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 are defined as before. 
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Table 11: Per Capita Regressions: Village Level Taxation Lfee1q

	
	Lfee1q

	　
	OLS
	Two-way

 Effect
	OLS
	Two-way

 Effect

	Lfoodq
	0.93948***
	0.083473***
	0.070199***
	0.061078***

	　
	(5.49)
	(4.773)
	(4.297)
	(3.597)

	Lavalnd
	0.28842***
	0.18091***
	0.39104***
	0.28509***

	　
	(3.397)
	(1.564)
	(4.834)
	(2.616)

	Linstru
	-0.072219
	-0.34285
	4.834***
	0.26402

	　
	(-0.296)
	(-1.353)
	(2.351)
	(1.046)

	Lind
	1.125***
	1.1775***
	0.9313***
	0.9804***

	　
	(4.741)
	(5.088)
	(4.241)
	(4.49)

	Lpub
	-2.7874***
	-3.0331***
	-2.9325***
	-3.0799***

	　
	(-9.782)
	(-10.839)
	(-10.973)
	(-11.553)

	Lvoinc
	0.67724***
	0.53563***
	
	　

	　
	(10.471)
	(7.691)
	
	　

	Lvhinc
	
	
	0.99944***
	0.94245***

	　
	
	
	(15.29)
	(11.974)

	C
	2.3589***
	2.9103***
	-3.0335***
	-2.3879***

	　
	(10.471)
	(12.07)
	(-6.589)
	(-4.313)

	Obs
	976

	Adjusted R2
	0.25122
	0.246452
	0.32852
	0.326416

	Hausman test
	　
	2. 15

(prob=0.7903)
	　
	3. 05

(prob=0.803)


Note：1, t statistics in the parenthesis

2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.

As Table 11, 12 and 13 indicate, for both OLS and two-way effect regressions of 
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	Table 12: Per Capita Regressions: Village Level Taxation Lfee2q

　
	Lfee2q

	　
	OLS
	Two-way

 Effect
	OLS
	Two-way

 Effect

	Lfoodq
	0.13543***
	0.10255***
	0.12242***
	0.085738***

	　
	(6.085)
	(4.571)
	(5.507)
	(3.828)

	Lavalnd
	0.42797***
	0.36828***
	0.48407***
	0.43562***

	　
	(3.876)
	(2.461)
	(4.398)
	(2.946)

	Linstru
	1.9537***
	1.4337***
	2.3003***
	1.8706***

	　
	(6.156)
	(4.409)
	(7.081)
	(5.61)

	Lind
	1.3276***
	1.2974***
	1.2209***
	1.1539***

	　
	(4.302)
	(4.376)
	(4.086)
	(4.02)

	Lpub
	-3.2652***
	-3.6215***
	-3.344***
	-3.6634***

	　
	(-8.811)
	(-10.101)
	(-9.196)
	(-10.456)

	Lvoinc
	0.36931***
	0.39875***
	　
	　

	　
	(4.39)
	(4.458)
	　
	　

	Lvhinc
	　
	　
	0.54591***
	0.69958***

	　
	　
	　
	(6.138)
	(6.649)

	C
	0.73828***
	1.133***
	-2.2084***
	-2.7814***

	　
	(3.033)
	(3.375)
	(-3.525)
	(-3.665)

	Obs
	976

	Adjusted R2
	0.19937
	0.192329
	0.214
	0.202082

	Hausman test
	　
	2. 48

(prob=0.8711)
	　
	3. 76

(prob=0.8379)


Note：1, t statistics in the parenthesis

2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.
Table 13: Per Capita Regressions: Village Level Taxation Lfee3q

	　
	Lfee3q

	　
	OLS
	Two-way

 Effect
	OLS
	Two-way 

Effect

	Lfoodq
	0.078745***
	0.071835***
	0.085701***
	0.07462***

	　
	(2.988)
	(2.688)
	(3.231)
	(2.763)

	Lavalnd
	-0.16077
	-0.057036
	-0.18675
	-0.065553

	　
	(-1.23)
	(-0.322)
	(-1.4220
	(-0.37)

	Linstru
	1.0952***
	0.89807***
	0.92078***
	0.83182***

	　
	(2.914)
	(2.318)
	(2.375)
	(2.069)

	Lind
	0.66195**
	0.59005*
	0.74192***
	0.62337*

	　
	(1.811)
	(1.669)
	(2.081)
	(1.799)

	Lpub
	-1.4949***
	-1.5755***
	-1.4765***
	-1.5777***

	　
	(-3.406)
	(-3.685)
	(-3.402)
	(-3.731)

	Lvoinc
	-0.13731
	-0.040198
	　
	　

	　
	(-1.378)
	(-0.378)
	　
	　

	Lvhinc
	　
	　
	-0.23592***
	-0.090321

	　
	　
	　
	(-2.223)
	(-0.714)

	C
	0.88014***
	0.76066***
	2.199***
	1.2874***

	　
	(3.053)
	(2.0280
	(2.941)
	(1.43)

	Obs
	976

	Adjusted R2
	0.02973
	0.0335982
	0.03276
	0.0357457

	Hausman test
	　
	1. 2

(prob=0.9771)
	　
	1.15

(Prob0.9791)


Note：1, t statistics in the parenthesis

2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.
3.2.2 Village Expenditure Regressions


In the village expenditure regressions, we regress various proxies of village community organization expenditures both as a percentage of total village net incomes and on per capita basis on the corresponding food procurement proxies and on other village level factors as well. This allows us to check whether food market regulation will lead to more government and quasi-government expenditures at the village level, since I hypothesize that the implementation of the grain market regulation entails high administrative costs and even more serious corruption by local cadres. In these regressions, I will only use data from 1995 to 1999, since the survey questions for village level expenditure before and after 1995 are different, and variables before 1995 and after 1995 do not match each other. The econometric specification is:
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3.2.2.1 Ratio Regressions: Village Expenditures


The dependent variables are 
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 is defined as all village expenditure(including those submitted to upper level government such as township pooling funds and those go to county level governments if there is any, but excluding the state taxes since they do not enter into village community organization budgets) as a percentage of total village net incomes.  
[image: image109.wmf]Exptown

 is defined as all funds submitted to upper level (township and county level) governments plus village level administrative fees, plus the so-called “other expenditures with unspecified purposes” as a percentage of total village net income. 
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. These three variables are used as the proxies of the administrative expenses at village since we want to test whether food procurement increase local administrative burdens embodied in village expenditure.
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 is defined as the so-called “other expenditures with unspecified purposes” as a percentage of total village net income. The so-called “other expenditures with unspecified purposes” can be understood as expenditures village cadres used for purposes that are hard to report when surveyed, therefore can be viewed expenditures for local cadres’ own benefits. If our hypothesis on regulation holds, 
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, the grain procurement in percentage of total grain output as defined in 3.2.1.1, should have positive impact on all the independent variables. 


The two-way effect results are listed in Table 14 with provincial dummies and time dummies controlled. From the table, we can see that the regression results do strongly support our hypothesis. The coefficients of 
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are positive at 1% confidence level in all regressions. This means higher degree of government grain procurement lead to higher total local government expenditure, higher administrative fees and cadre expenses, and even higher corruption, i.e., local officials can spend more under unspecified purposes. The coefficient of 
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is also positive in all regressions, which means that a higher degree of public ownership is associated with higher village level expenditures, and manifests the fact that local cadres also spend through TVEs. 
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 has negative coefficients as they are expected in ratio regressions.  

	Table 14: Ratio Regressions: Village Level Expenditures
　
	Two-way Effects

	　
	exptotal
	exptown
	expvill1
	expvill2
	expvill3
	expother

	Lfood
	0.164***
	0.041***
	0.041***
	0.029***
	0.015***
	0.079***

	　
	(3.238)
	(2.852)
	(2.183)
	(2.415)
	(1.568)
	(4.099)

	Linstru
	-0.012
	0.025***
	-0.020
	-0.015
	-0.007
	-0.008

	　
	(-0.368)
	(2.802)
	(-1.643)
	(-1.959)
	(-1.064)
	(-0.627)

	Lind
	0.067***
	0.007
	0.011
	0.007
	0.003
	0.019

	　
	2.092
	0.758
	0.885
	0.962
	0.523
	1.533

	Lpubic
	0.196***
	0.022***
	0.034***
	0.021***
	0.015***
	0.049***

	　
	(5.220)
	(2.135)
	(2.437)
	(2.343)
	(2.084)
	(3.401)

	Lvinc
	-0.079***
	-0.020***
	-0.038***
	-0.025***
	-0.017***
	-0.006***

	　
	(-8.551)
	(-7.679)
	(-11.116)
	(-11.058)
	(-9.923)
	(-1.795)

	C
	0.633***
	0.156***
	0.309***
	0.199***
	0.138***
	0.045*

	　
	(8.412)
	(7.294)
	(10.928)
	(10.915)
	(9.645)
	(1.650)

	Obs
	538

	Adjusted R2
	0.10
	0.17
	0.05
	0.04
	0.06
	0.08

	Hausman test
	6.15

(prob=

0.2919)
	2. 96

(prob=

0.7529)
	8.18

(prob=

0.1466)
	8.15

(prob=

0.8412)
	8.27

(prob=

0.1421)
	3. 83

(prob=

0.7266)


Note：1, t statistics in the parenthesis. 2,* means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level.

3.2.2.2  Per Capita Regressions: Village Expenditures

   The dependent variables are 
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respectively. The difference from section 3.2.2.1 is that all expenditures are defined in per capita terms, after dividing by the population of the village. In addition, 
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Table 15: Per Capita Regressions: Village Expenditures

	　
	Two-way Effects

	　
	lexptotal
	lexptown
	lexpvill1
	lexpvill2
	lexpvill3
	lexpvillother

	Lfood
	0.089***
	0.080***
	0.044***
	0.046***
	0.035*
	0.057*

	　
	(4.604)
	(2.939)
	(2.354)
	(2.506)
	(1.701)
	(1.826)

	Linstru
	-0.038
	1.475***
	-0.362
	-0.419
	0.266
	-0.650

	　
	(-0.127)
	(3.549)
	(-1.262)
	(-1.494)
	(0.838)
	(-1.345)

	Lind
	0.745***
	0.736*
	0.600***
	0.646***
	0.697***
	0.583***

	　
	(2.534)
	(1.784)
	(2.110)
	(2.324)
	(2.212)
	(1.216)

	Lpubic
	1.719
	1.552***
	1.106***
	1.134***
	0.803***
	1.165***

	　
	(0.344)
	(3.214)
	(3.321)
	(3.486)
	(2.178)
	2.075

	Lvoinc
	0.364***
	0.310***
	0.286***
	0.277***
	0.280***
	0.488***

	　
	(4.327)
	(2.603)
	(3.464)
	(3.440)
	(3.075)
	(3.527)

	C
	1.443***
	-0.293
	1.086
	0.725
	-0.111
	-1.742

	　
	(2.095)
	(-0.297)
	(1.586)
	(1.085)
	(-0.148)
	(-1.531)

	Obs
	538

	Adjusted R2
	0.293
	0.095
	0.242
	0.259
	0.145
	0.173

	Hausman test
	6.22

(prob=

0.2857)
	6.18

(prob=

0.2891)
	4. 27

(prob=

0.3843)
	5. 20

(prob=

0.3916)
	6. 92

(prob=

4. 0.3139)
	5. 91

(prob=

0.5619)


Note：1, t statistics in the parenthesis

2, * means the corresponding coefficient is significant at 10% level, ** means the corresponding coefficient is significant at 5% level, *** means the corresponding coefficient is significant at 1% level

The two-way effect results are listed in Table 15 with provincial dummies and time dummies controlled. From the table, we can see the coefficients of 
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are still positive and significant in all regressions, which supports again our hypothesis that the higher degree of government grain procurement leads to higher total local government expenditure, higher administrative fees and cadre expenses, and even higher corruption, The coefficient of 
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is still positive in almost all regressions, which means that a higher degree of public ownership is associated with higher village level expenditures, and manifests the fact that local cadres also spend through TVEs. 
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 and 
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 might be correlated and have positive coefficients in per capita regressions.    

Part IV: Conclusions.

In this paper, we try to reconcile the stylized facts that the average level of rural taxation relative to rural net income after the 1990s did not increase very fast, but rural taxation became a very serious problem in this period in a general theoretical framework. Drawing on the conclusion from a parallel research that this is in large part due to the increase of rural income disparity after 1990s and the uneven tax and fee distribution among different income groups, we find that government regulations and its implementation costs play an important role in the rural taxation problem. Given the existence of government regulations such as mandatory food procurement and birth control, we hypothesize that the heavier the government regulation, the heavier the rural tax burdens. The reason is that the implementation of the regulations entails high costs, not only in policy implementation and administration, but also in corruption, since local officials can impose charges on peasants in the name of implementing these central government policies, while at the same time central government cannot effectively monitor the behaviors of local cadres due to significant information asymmetry. The empirical findings do support our hypothesis. We run regressions both at household and village level and find that the higher the share of government-purchased grain in total grain output, the higher the tax burdens as a percentages of rural net income, the higher the village level expenditure as a percentage of total village net income, and the higher the funds spent without specified purposes. Therefore, we argue that the revenues from rural taxation, especially from the informal fee charges, and the expenditures at the local level are strongly connected to government regulations and policies at higher levels. Much of the rural direct taxation revenue is used to implement these higher-level government regulations and policies rather than provide local public goods. Thus rural taxation cannot play its role in promoting rural productivity and enhancing rural income. 


If our theory holds, then the solution to the problem of heavy rural taxation should be that the central government must remove or at least relax economic and social regulations on rural areas. If the government regulations such as grain procurement did lower rural income growth of the heavily regulated regions and households by increasing rural tax burdens and limiting labor and land mobility, removing or relaxing the government regulations will not only reduce the rural tax burdens and channel more tax revenues toward rural public goods provision, but also promote rural factor mobility, and thus increase rural income growth and promote rural income. Only with the un-funded mandates and government regulations removed, it is possible to break out of the Huang Zongxi Law that have daunted China for thousands of years and begin to establish a modern system of public finance and local governance.   

Appendix I: Current Taxation Reform in Rural China

In this appendix, a brief introduction to the main elements of rural taxation reform carried out in Anhui and some other provinces is presented. We also make some critical comments on the limitations of this reform from the perspective of our research.  
A1.1 Main Elements of Rural Taxation Reform

The central committee of the CCP and the State Council issued the “Circulations on Implementing Pilot Project of Rural Taxation Reform” in Mar 2000. It announced that rural taxation reform would be carried out in the Anhui province as a provincial pilot project beginning in 2000, and that other provinces could select a few counties or cities as their own pilot projects. In 2002, the central government decided to implement the rural taxation reform in 20 provinces across China.  

Specifically, the rural taxation reform consists of the following elements: (1) Abolish the existing township pooling funds. All administrative fees/charges, government funds and farmer-relating pooling funds that are collected from the farmers should be cancelled. (2) Abolish the slaughter tax and other fees attached to this tax. (3) Abolish compulsory labor. (4) Adjust the agriculture tax policy. The newly established agriculture tax can have different rates in different regions, but should not be higher than 7%. (5) Adjust the agricultural special product taxation. Taxation rates for cash crops can be set slightly higher than the baseline agricultural tax rate. (6) Reform the collection and use of village levies. Remuneration of village cadres, social relief and administration expenses that used to be financed by village levies are now financed by a so-called “agricultural tax supplement”. The agricultural tax supplement rates are to be determined by provincial governments, but under the provision that it be no more than 20% of the baseline agricultural tax. Village levies collected in the form of the agricultural tax supplement are collective funds and should be managed by the township government, but they are for the use of village community organizations. The agricultural tax and the agricultural tax supplement will be collected in a centralized manner by fiscal agencies or local tax administration or be paid directly by the grain procurement agencies on the taxpayers’ behalf during the procurement of grain and the subsequent cash settlement.

In summary, in the rural taxation reform, the previous township pooling funds and the village levies will be replaced by the agricultural/agricultural special product tax and the agricultural tax supplement, with the former being the major revenue source for the county and township budget and the latter for the village budget. Prior to the reform, revenue from the agricultural tax belonged to the local budget (county and township budget). After the reform, the increased agricultural tax revenue will still be local revenue (county and township budget) and not be shared with the central budget. 

A1.2 Comments On Current Rural Taxation Reform

In the late 1990s, rural taxation reform was carried out in Anhui provinces and other pilot areas. Since then, some progress has been made in rural tax collection. After the implementation of the reform, tax burdens on peasants decreased somewhat in pilot areas. The once-rampant arbitrary fees have been reduced. According to official statistics (SAT, 2002), the taxation burden reduction is 31% per capita on average in Anhui and 30% in Jiangsu, and over 25% in other pilot areas. The reforms also facilitate and promote other reforms in rural areas, including those in the administrative structure and function of grass roots governments, the rural education system and the local fiscal system. It helped local governments search for ways to finance the rural compulsory education system and the operation of grass-roots government. By streamlining the government, merging townships and villages, modifying spending structures and receiving transfers and subsidies from upper governments, pilot areas such as Anhui and Jiangsu have begun to set up financing sources for different functions such as rural teachers’ compensation, school basic construction and administrative expenditures.

In general, the reform measures can be generalized as a “fee-tax swap”, which is intended to remove all fees and replace them with agricultural taxes (and the agricultural tax additional) and is accompanied by increasing fiscal transfer from upper level government. By disallowing local government to levy any informal fees, the higher-level governments hope to limit the trend of increasing rural fees charged to peasants. Nevertheless, many problems still remain unsolved. 

(1)The rural taxation reform does not address the problem of rural income distribution and cannot help to reduce the regressive nature of rural taxation. As we found in our research, the uneven tax burdens across peasants with different incomes are the primary reason for the rural taxation problem. However, no measure taken in the rural taxation reform addresses this problem. If this problem cannot be solved, rural taxation will continue to be unfair and rural taxation will continue to be a problem. To make things worse, the new taxation system that lift the agricultural tax rates from 3-4% to 7-8% tends to make local revenue at the county and township level more dependent on agricultural taxes and thus on agricultural production. This will only aggravate the already highly regressive nature of rural taxation, since lower income groups are usually more dependent on agricultural income. Therefore, the tax reform does not reflect recent changes in the rural economy where non-agricultural economic activities already play a dominant role in many rural areas. Therefore, the new rural taxation system will continue to impose heavy burdens on agriculture and peasants, especially the low-income groups. 

(2)The current rural taxation reform intends to reduce rural tax burdens by establishing a new tax regime disallowing any fee charge, but does not take the problem of local fiscal sustainability into full consideration. The central government and provincial government did increase transfer to local government to support the reform, but up to now there is not any rule-based arrangement in this respect. Up to now, the transfers actually made often exceed the plan by the central government. However, at the same time, many local government experienced strong fiscal pressure due to significant reduction in fiscal revenue after the reform, and in some cases, local administrations were already paralyzed due to lack of funds. In this case, it is hard to expect that rural fees will not re-surge after some time, as the “Huang Zongxi Law” showed time and time again in Chinese history. 

(3)The new rural taxation reform ignores the key role of upper level government regulations in the determination of rural tax burdens. As it happened, soon after the reform, many local governments found themselves under high fiscal pressures with much lower fiscal revenues but relatively rigid government expenditures. Although some measures have been taken to reduce the number of local government employees, it is hard to cut staff since there are still many higher-level government tasks to be fulfilled. Due to the existence of inter-governmental information asymmetry on the implementation costs of the regulations, the upper level government will never know the true costs in regulation implementation and local governments will always be in an advantageous position to bargain for larger transfer and higher budgets. Unless these regulations are removed, no transparent and institutionalized transfer mechanism can be established. As a matter of facts, after the reform, many local governments are more active in lobbying for more transfers from higher-level governments than cutting its staffs and fiscal expenditures. In this sense, removing the unnecessary regulations constitutes a necessary condition to solve the rural taxation problem and construct a sustainable local public finance system. As it happened, soon after the reform, some local governments began to re-impose tax burdens on peasants to fill the fiscal gaps, for example, by setting unreasonably high some key parameters in tax collection, such as normal output and price. In some cases, normal output was set even higher than the actual output and the price higher than the government protection price or market price, so that local governments could collect higher taxes.


Consistent with our research, the current rural taxation reform does not touch the problem of establishing a local public finance system and rural governance system. To fully solve the problem of rural taxation, there must be a redefinition of local government responsibilities. Local governments should be set up as well-functioning public finance systems with a corresponding organization structure, so that local governments can change their functions from implementing higher-level government regulations to mainly providing local public goods. Rural self-governance reform should be further promoted to avoid corruption and improve local public administration.  
Appendix II: A Critical Review On Current Literature And Policy Debate

   The problem of rural taxation has drawn a lot of attention from both academia and government. Up to now, several strands of arguments have been put forward. This section will brief introduce these arguments with a critical review. 

A.2.1 Fiscal Arrangement Argument

   The first argument can be labeled the “fiscal arrangement argument”(Xiang, 2001). It argues that the root of the rural taxation experience is the rearrangement of central-local fiscal relationship in 1994, which lowered the share of local government revenue in total revenue. It is argued that after the taxation reform in 1994, the central government began to control the taxes that are large in volume and easier to collect (such as VAT and consumption tax), while at the same time leaving local governments with the types of taxes that are smaller in volume but higher in collection costs (such as agricultural-related taxes). 

   In addition, although the 1994 reform defined the line between the central and provincial budgets relatively clearly, a reasonable fiscal structure at lower levels is yet to be established. The current situation is that the provincial governments are responsible for local fiscal arrangements. As a result, local fiscal structures are highly diversified and unstable. Provincial and city level governments often put more emphasis on the priority of provincial and urban revenue collection and require county and township governments submit very high proportions of tax revenue to ensure higher level budget balances. Thus with low level of formal taxation and heavy administrative costs, local governments at township level usually cannot meet their budgets by formal taxation alone and thus have to impose rural fees on peasants.

   There is some merit in this argument. It correctly points out a crucial problem in the structural design of fiscal system in China, i.e., the mismatch between government responsibilities and taxation power for government at different levels. While succeeding in providing the center with additional resources, the 1994 reform failed to deliver a transparent and rule-based system able to deal with regional shocks and assure that each province had adequate resources to deliver a minimum standard of public services (Singh, 2002). Take basic education as an example. Since nine-year education is a national mandate, the national government should provide a large share of financial resources to support its implementation in rural areas. However, since one important source of local (township and county level) expenditure pressure comes from the nine-year compulsory education requirement, much of local burdens are imposed on peasants for this purpose. Therefore, rearrangement of inter-governmental relationship is necessary in the sense that upper level government should be responsible for financing rural compulsory education. 

    However, the fiscal arrangement argument is partial in the following senses. 

    (1) An inter-governmental relationship rearrangement that leaves local government a larger share and increases transfer can only solve part of the rural taxation problem. As a matter of fact, the absolute level of local government revenues did not decrease even local shares were declining. In most cases, they actually increased (NBS, 2000). What happened simultaneously was the rapid expansion of local level governments (mainly county and township governments). For example, the number of staffs in a average township government increased from 20-30 in 1980s to 70-80 by late 1990s, and sometimes even reaching over 100. The number of village cadres also increased significantly (Ren, 2002). Therefore, the problem is more of the increase of government expenditure than the decrease of local revenue. 

    (2) More important, as we argue in the paper, due to the information asymmetry between different levels of government, the upper level government is always in a disadvantages position in the bargaining of fiscal transfer since it does not know exactly how much is necessary to implement the un-funded mandates. Therefore, it cannot be expected that the informational problems can be solved with the fiscal rearrangement. In another word, the weakness in fiscal system is not the key to the rural taxation problem. The key is the implementation of the un-funded upper level government regulations in an environment of information asymmetry and the resulting insufficient local public goods provision. If the local government expenditures were used to provide local public goods, it would enhance rural productivity and rural income, which would not necessarily lead to more serious tax burdens (as a percentage of rural incomes).

    (3) It cannot fully explain the increasing rural income disparity and the highly regressive nature of rural taxation system.

A.2.2 Urban Bias Argument

Another popular argument can be called the “urban bias argument”(Wang and Wang 2001). It emphasizes the various policy-based discrimination against the rural areas to support urban and industrial development. A typical example is the use of the so–called “price scissors” (between industrial and agricultural products) to mobilize resources for industrial development even before the reform in late 1970s, which can be viewed as an implicit tax on peasants. In this sense, the problem of rural taxation existed even before the reform, and what is happening now is only that the de-collectivization after the late 1970s made the problem of rural taxation explicit. 

The logic in this argument is strong. However, this argument is so crude that it can neither explain the rural income disparity nor taxation heterogeneity across different income groups within rural areas, and thus will not shed much light on an in-depth understanding of the dynamics of rural taxation problem.

A.2.3 Rural Election Argument    


Some scholars, especially some political scientists, like to argue that lack of effective rural governance is the main reason for the problem of excessive rural fees (Qing, 2001; Bernstein and Lu, 2000). It is argued that China’s political system deprived peasants of basic political rights and thus may more easily lead to excessive charges and corruption due to lack of political freedom and supervision. Since the regime’s regulatory measures to reduce burdens were ineffective, the threat to rural stability requires an additional approach: pressures from below to check the abuses of predatory officials. 


However, there are also several problems with this argument:


(1) Since 1988, China has begun to promote rural grassroots election at village level. Although still partial (since the party still plays a dominant role in the local village organization and there are still no elections at upper government levels), the trend towards grassroots elections has progressed significantly. However, the problem of rural fee charges has only become more apparent after 1990.


(2) More importantly, exclusive of educational expenses, the conventionally defined rural direct taxation has not become much higher as a percentage of rural net income on average in our large rural sample, as shown by our parallel paper (Lin et al, 2002). It is not the increasing average taxation rates that led to excessive tax burdens, but rather the uneven tax burdens among peasants of different income levels that led to rural taxation problem. 

(3) Like the “urban bias argument” and the “fiscal arrangement argument”, this argument cannot explain the pattern of disparity in rural income and tax burdens across rural regions and households. Since the differences in political system across different rural regions are quite small, how could it be that taxation problems in different rural regions differ so much? Furthermore, the argument implies that the root of excessive rural tax burdens is the local government and village community organization. However, this argument not only does not touch the core of the problem, it also might result in misleading policy implications.

In a separate research, we will also analyze the developments and problems of grass-root elections in rural China. The preliminary conclusions are: (a) the impact of grass-root election on reducing rural tax burdens and increasing rural income will be very limited if the regulations are still in place; (2) The performance of rural election is also affected by the strength of higher government regulations.    

A2.4 Property Right Argument. 


This argument (Zhou, 2001) holds that the existing problems in rural China, especially the rural income growth stagnation can be attributed to insufficient protection of peasant’s property rights. Zhou’s argument extended the concept the “property rights” by emphasizing any restrictions on peasant freedom (including intervention on markets of product and production factors) constituting infringement on property rights, thus the solution to the problem lies in the full protection of peasant property rights, 


Our regulation argument is quite similar to this argument, but we insist on analyzing the rural taxation problem from the perspective of government regulation due to the following reasons: 


(1) It is the various regulations that infringe the property rights of peasants and finally hurt rural income growth. As a matter of fact, the removal or the relaxation of inappropriate government regulations constitutes a necessary condition of sufficient property right protection.   


(2) From the perspective of regulation, we can more easily understand why government infringes peasants’ property and why it adopt “these” instead of “those” set of regulations to infringe property rights. In another word, the regulation theory not only explains the economic outcome of property rights infringement, but also explains the motivations and behavioral patterns of property rights infringement. 


(3) If the regulations constitute infringements on property rights, what are the effects of different infringements on rural income growth? What are the relationships between “this” and “that” infringement? For example, in a rural economy where production factors are regulated, if the product markets exist, peasants can still allocate resources and make technological choices according to their endowment   structure and comparative advantages.
 In another word, infringement in one aspect might not lead to serious consequences. The regulation theory can explain why government adopt a whole set of regulations instead of adopting only one or two regulations from the perspective of general equilibrium.  


(4) The regulation theory can also explain the structure and the dynamics of bureaucracy. The infringements imposed on peasants need to be implemented by local governments. If we only approach the problem from the perspective of property rights protection, it is hard to explain the behavior of local governments. 

A2.6 Population Density Argument

  Some scholars (Wen, 2001) hold that the high population density in rural China constituted the fundamental reasons for most of the problems in rural China including the rural taxation. They argue that high population density in rural China inevitably entails low economic surplus and thus makes the rural taxation high relative to rural income.
  This relates to the question that how we think of the relationship between factor endowment and economic development, and how we think of the relationship between population scale and economic growth. From the literature of population economics and economic growth (Kremer, 1993), population density is more an outcome of economic growth than a limit of it, and in many cases, high population density can promote economic growth. Especially since the industrialization in the 18th century, population density has no longer been a decisive factor in limiting economic growth. An illustrative example is the success of the eastern Asian economies since 1960s. All these economies had a higher population density than China, but now some of them already experienced shortages in labor supply. It is apparent that if the government moves away from development strategies that are against the economy-wide comparative advantages, the economy can be transformed from an agricultural economy to an industrial economy within decades and the pressure of population density will not pose pressure on economic development. 


An important thing to note here is that in our regulation analysis, we argue that birth control is an important regulation by the Chinese government on rural areas and its implementation entails high tax burdens on peasants. The policy implication that relaxation of birth control in rural areas will help to reduce rural tax burdens is contrary to the policy implication drawn from the population density argument.
        


In conclusion, the existing literature and policy debate is still inadequate, not only in explaining the stylized facts of direct rural taxation, but also in giving policy prescriptions. As a matter of fact, in almost all these discussions, systematic empirical research is plainly missing. In this research, we propose a general theoretical framework to explain the mechanism behind the rural taxation with operational implications. By utilizing a panel data from the Rural Fixed Point Survey, we also test the validity of the hypothesis drawn from the theoretical framework.

Appendix III: Fixed Point Rural Survey


Our rural survey data is from the “Fixed Point Rural Survey” carried out annually by the Ministry of Agriculture. The survey began in 1983 in nine provinces. After 1984, it was extended to 28 provinces (only Tibet is excluded), covering 37422 households, 93 townships and 71 counties. Starting in 1986, the Fixed Point Rural Survey System was established and institutionalized. The survey covers not only rural households, but also villages and rural enterprises. All household samples are selected randomly. For villages, the rural areas are first divided into different categories such as mountainous area, hilly area and plain area; urban suburbs and non-urban suburbs; rich areas and poor areas, then the villages are randomly selected within these areas according to certain guidelines. The survey questionnaire was revised after 1991 and 1993 to include more questions. The household survey covers information on population, labor force, land, fixed assets, area of agricultural plantation, output of main agricultural products, sales of agricultural products, purchase of productive materials, family revenue and expenditures, consumption of major food items, and the durable good consumption. Village level survey covers information on total population, labor force, households, community organization, fixed assets, output and sales of major agricultural products, operating revenue and expenditure of the whole village, and revenue and expenditures of community organization. 


The rural household survey data we obtained covers about 11000 rural households and 121 villages in 10 provinces in the years of 1986-1991, 1993, 1995-1999. The ten provinces are: Shanxi, Jilin, Jiangsu, Zhejiang. Anhui, Henan, Hunan, Guangdong, Sichuan. Of these, Zhejiang, Jiangsu and Guangdong are in the coastal area, Henan, Hunan, Jilin, Ahhui are in central China, and Gansu and Sichuan in west China. Among the ten provinces, Sichuan, Hunan, Jiangsu and Jilin are the high grain-producing provinces. 
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� Appendix I gives an introduction and critical comments on current rural taxation reform in China 


� As a matter of fact, the dynastic changes in Chinese history were usually related to heavy rural taxation and peasant rebellions.   


� As revealed in the various empirical works, there has been increasing income divergence among different rural households and different regions in 1990s(Johnson, 2000; Li Shi et al, 2002; Lin, 2000).


� Many scholars have paid attention to the rural taxation problem in China. A survey on the literature and policy debate is included in Appendix II. 


� Lin and Liu (2002) measured the extent of economic regulation in different provinces of China, and empirically related it to income disparity.   


� The literature on institutional economics deepened the analysis of private interest theory through the analysis of mechanism of regulation formation by employing the concepts of “transaction cost” and “institutional structure”. See （McCubbins, Noll, and Weingast, 1988; North, 1990; Williamson, 1996; Alston, Eggerston, and North, 1996, Dixit, 1996; and, Irwinand，Kroszner，1999）. In law and economics, the public interest theory is also further explored by analyzing the relationship between regulation and law, or more accurately, the relationship between legal system and government regulators. The key question here is: if all regulations can be implemented by laws, why do we need to set up specific regulatory institutions outside the legal system? Shleifer(2001) argued that the law enforment might be more costly, and Pistor and Xu (2002) argued that the existence of regulators is due to the incompleteness of laws. Note that these two arguments assume that the regulator (the government) does not have independent political motivations, and are not controlled by specific interest groups. 


� See Shleifer et al (2002) and Barth, Caprio and Levine (2001). 


� For example, local cadres can sell the limited birth quota to a peasant who pays a bribe, or allocate less grain procurement to a household that has some special relationship or power in the village.        


� In this sense, the regulation theory presented here makes a contribution to the literature of political economy from the perspective of soft-budget-constraint theory, i.e. local government can overcharge both higher level government and local peasants in the name of implementing higher-level policies.  


� The Chinese grain procurement system hired about 3 million employees with a reputation of extreme inefficiency and corruption. It was estimated that an amount of RMB 200-300 billion Yuan deficit or quasi-deficit(such as bad loans by the Agricultural Development Bank incurred ) by requiring all grains to be sold to government after 1997 and forbidding private grain merchants (but there is still a difference between government grain procurement quota and other grain sales to government). It is after the 1997 that rural income stagnated. Further research is necessary to study the impact of the 1997 policy on rural income growth.


� As a matter of fact, in ancient China, the central governments also required peasants to pay taxes in kind, especially in grain output. Local governments are responsible for tax collection and the administrative expenditures entailed also came from charges on peasants. It is a regularity that local officials charged quantities that are more than necessary to serve their own interests. 


� See Appendix III for a brief introduction to the Fixed Point Survey. 


� See Lin (2000) for further discussions in this respect.


� This point of view is not only very popular in scholars in explaining the current economic under-development in China, but also popular in theories in explaining the stylized facts in China’s long history. Dan Usher (1989) used the population density to explain the dynastic cycles. 


� Johnson (2000) argued that removing restrictions on rural-urban migration, extending social safety nets and promoting female education in rural areas might be more effective in reducing fertility than the current birth control policies. Further empirical studies in this respect are definitely necessary.    





PAGE  
1

_377391219.unknown

_377819942.unknown

_1060867479.unknown

_1088756206.unknown

_1088756248.unknown

_1088756331.unknown

_1990101002.unknown

_1088756264.unknown

_1088756247.unknown

_1060867622.unknown

_1060868138.unknown

_1070364474.unknown

_1070364485.unknown

_1066345886.unknown

_1070364423.unknown

_1060868024.unknown

_1060868093.unknown

_1060867987.unknown

_1060867560.unknown

_1060867594.unknown

_1060867535.unknown

_377822092.unknown

_1060867303.unknown

_1060867439.unknown

_377822138.unknown

_377821941.unknown

_377821976.unknown

_377820861.unknown

_377405149.unknown

_377405820.unknown

_377408238.unknown

_377408319.unknown

_377408815.unknown

_377408840.unknown

_377409323.unknown

_377408635.unknown

_377408256.unknown

_377408111.unknown

_377405643.unknown

_377405786.unknown

_377405335.unknown

_377405606.unknown

_377391649.unknown

_377393874.unknown

_377393901.unknown

_377393855.unknown

_377391605.unknown

_377391626.unknown

_377391264.unknown

_377391562.unknown

_377391586.unknown

_377391413.unknown

_377391244.unknown

_377386575.unknown

_377387468.unknown

_377389611.unknown

_377389649.unknown

_377390315.unknown

_377389632.unknown

_377388112.unknown

_377388599.unknown

_377387909.unknown

_377386930.unknown

_377387013.unknown

_377387411.unknown

_377386990.unknown

_377386875.unknown

_377386909.unknown

_377386862.unknown

_377384078.unknown

_377385228.unknown

_377385528.unknown

_377386555.unknown

_377385515.unknown

_377384363.unknown

_377384979.unknown

_377384116.unknown

_377327855.unknown

_377381924.unknown

_377381945.unknown

_377343699.unknown

_377249509.unknown

_377249545.unknown

_377249584.unknown

_377249857.unknown

_377249865.unknown

_377249827.unknown

_377249553.unknown

_377249530.unknown

_377249290.unknown

_377249308.unknown

_377248941.unknown

_377248949.unknown

_377248930.unknown

_377241221.unknown

