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Abstract

We use panel data from 1995 to 2012 to examine the causal relationship be-
tween the China’s province-managing-county reform (PMC) and the eco-
nomic growth. In the identification method, we choose the difference-in-dif-
ferences method by the software of STATA. We find that the PMC reform on
has a negative effect on economic growth in the short-term, and has a positive
effect on economic growth in the long-term. The main reason for the differ-
ences is to promote reform of infrastructure spending growth, in the
short-term, the effect is lagged, but in the long term, it will benefit from that.
Otherwise, reform makes the urban wage increase, than promote consump-
tion, than the total amount of investment will increase. At last, will have a
positive impact on economic growth. Overall, the reform has a positive effect
on economic growth in the long term.
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1. Introduction

Referring to the theory of corporate governance, we know that flat management
structure is conducive to solve information asymmetry and moral hazard and
other principal-agent issues. So, does the government hierarchy have the same
conclusion? This question has become a problem for scholars to explore. In

theory, the decentralization of government power is conducive to economic
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growth and no clear conclusion [1] [2].

There has been a lack of examples of the impact of changes in government le-
vels on economic performance, and it was not until 2003 that the Chinese gov-
ernment introduced the reform of PMC to provide evidence for the flattening of
government structure. The purpose of the reform is to reduce the level of gov-
ernment through financial province and county system, and to develop the pro-
vincial government and county from the existing city and county, and finally op-
timize the organizational structure of the government. The relevant documents
“the Ministry of Finance on promoting direct provincial supervision of County
Finance Reform Opinions” is the main content of payments in the division of
intergovernmental transfer payment, financial transactions, and budget,
year-end settlement and other aspects, directly linked to the city and county
finance and finance related business development.

At the same time, the discussion on the reform of the provincial town has
continued since the policy. Li et al. argue that the decentralization of govern-
ment structures increases taxes and transfers within government; however, it is
difficult for provincial governments to supervise county-level governments be-
cause of the widening of provincial-level government management in the prov-
inces [3]. The public expenditure and the increase in economic growth expendi-
ture in the straight pipe counties are reduced, and the problem of land corrup-
tion is serious. In the new historical period, the urgent need for local govern-
ments to change their functions to achieve coordinated economic and social de-
velopment, simply hope that the financial system reform is not enough to fun-
damentally solve the problem may even be counterproductive [4]. Lu agrees that
deepen the decentralization reform and give the grassroots government greater
autonomy decision-making power, will significantly increase the proportion of
infrastructure spending, reduce education and other livelihood services ac-
counted for the proportion of expenditure [5]. However, Guoagree that the pro-
vincial straight county reform to a certain extent, promote the county’s econom-
ic growth. Some people think that the PMC reform is intended to solve the ur-
ban areas of the financial resources of the exploitation and encroachment to in-
crease grass-roots government revenue, and promote county economic devel-
opment [6]. The 18th Party Congress, the Third Plenary Session of the 18th Par-
ty clearly pointed out that the conditions of the place to explore the promotion
of the provincial direct management of the county (city) system reform. To sum
up, we can see that in the theory and mechanism design, all aspects tend to flat-
ten the government structure is conducive to stimulate the county’s economic
vitality, promote county economic development. However, there are also a large
number of excellent literature empirical results shows that the Chinese govern-
ment structure flat on economic growth and the supply of public goods is a neg-
ative impact [7].

On the basis of trying to verify the effect of provincial reform on economic per-
formance, this paper explores the motive of the government to further promote

the reform of the PMC by the empirical analysis of double difference method.
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2. Data and Variable Description

1) Sample size and description
The 171 counties implemented PMC reform in 2003 and 2004 are treated as
treatment group and the 831 counties has not implemented the reform from
2003 years to 2012 are treated as the control group.
2) Data sources
1. Chinese provinces Statistical Yearbook: 1995 to 2012 County-level GDP, ur-
ban household income and household income;
2. The national prefecture and county finance statistics 1995-2009: county-level
financial information;
3. China population census 2000: county-level population;
4. The pilot data comes from central government documents or provincial gov-
ernment documents.
3) Statistical analysis
We divide the variables into two groups, the county conduct the pmc and

non-pmec. And Table 1 shows the statistical analysis of dependent variables.

3. Empirical Model and Empirical Analysis

1) Empirical Model
This paper selects double difference method to identify the PMC reform effect.
Double difference method is a very important method to evaluate the effect of
policy. Technically, the double difference method can eliminate the difference
between the initial value of the treatment group and the control group, and the

influence of the time trend on the accuracy of the estimation coefficient [8].

Vi =& + BPMC +7, + &,

The 7 represents a different county; ¢ means different years; Yy, represents
dependent variables, such as the GDP growth; ¢; are fixed effects, capturing all
the time-invariant characteristic of the counties which might influence the out-
come of interest; y, indicates the time fixed effects, controlling for nation-wide
shocks in a particular year likely to have affected all counties in a similar man-
ner; and g, isthe error term.

PMC, is the regressor of interest, indicating the county’s PMC status. Spe-
cifically, PMC; = treatment*Post, treatment = 1 if county I carried out the
PMC reform during the sample period, and 0 otherwise.

The main empirical steps: first step, by using the above model, we analyze the

treatment group (including 171 counties) from 1995 to 2008 and this step is

Table 1. Statistical analysis of dependent variables.

Dummy variables Dependent variables count mean sd min max
PMC GDP growth 1539 0.12 0.11 -1.64 2.18
Non-PMC GDP growth 8481 0.14 0.12 -1.73 2.00
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mainly to study the short-term PMC reform practice effect. Second step, from
1995 to 2002 will be as an ex ante control, combining with the panel data from
2009 to 2012, using the above model analysis process. Then we compare the dif-
ference outcome and analyze the results of the first and second steps.

2) A random test of PMC pilot selection

Based on the sample of 1995-2002 years before reform, this paper uses Logit
model to test the selection criteria of the selected counties. “Whether the prov-
ince governing county” as the dependent variables and the conditions men-
tioned from the central and local government documents such as 2009, the Min-
istry of Finance-Document No. 78 “on the provincial supervision of County
Finance Reform Opinions” mentioned that the grain and oil producing counties
will be prior to select as reform county, such as, whether as a county-level City,
whether as a poor county, whether as a food production County, whether asa
province boundary County, altitude, slope, 1999 fiscal expenditure income ratio,
non-agriculture population ratio as variables; examine whether these factors in-
fluence a county to be selected as the pilot reform.

According to Table 2 of Log it model regression results, we can find that the
regression coefficient of the 8 variables mentioned above is statistically signifi-
cant. According to the regression analysis, the 8 variables will affect the factors
that have been chosen as a PMC county.

(3) Empirical results analysis

According to the estimation of the basic DID results in Table 3 column 1 and
Table 3 column 2 shows, in the short term PMC reform has a statistically signif-
icant negative effect coefficient —0.028, but in the long term this policy has a sig-
nificant positive effect 0.029.

4. Interpretation

Excessive government levels increase administrative levels and management
costs and reduce administrative efficiency. The city has had an economic
“crowding out effect” on the county, which has led to a growing gap between the
urban and rural areas [9]. A large number of documents have analyzed the
sources of the impact of the PMC reform on economic growth, there are two
main aspects: first, fiscal decentralization, that is, decentralization of fiscal ex-
penditure responsibility. Second, economic decentralization, that is, economic
activities transferred from other counties and cities to the counties directly un-
der the direct control of the city [10]. In addition, the expansion of the scope of
provincial government power is an important source of the impact of the reform
on the economic performance [11].

1) Financial transfer payment and fiscal revenue

As can be seen from Table 4, regardless of the short-term and long-term, the
per capita financial transfer payments in the county are statistically and economi-
cally significantly increased due to the PMC reform under the jurisdiction of the
province. The county tax refund per capita is a positive effect which is not statistical-

ly significant. Therefore, we believes that, in the short or long term, the reform has
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Table 2. Eight variables.

variables Explanation PMC

county_city whether as a county-level City —0.376%**
(0.075)
poor_county whether as a poor county 0.155%
(0.083)

food_county whether as a food production county 0.373%%*
(0.067)

Provboundary_county whether asa province boundary county 0.280%%*
(0.062)

slope 0.151%%*
(0.007)

altitude —2.923%%*
(0.223)

urban_rate00 Non-agriculture population ratio —0.021*+**
(0.003)

fiscal_gap99 1999 fiscal expenditure income ratio —1.460***
(0.081)

cutl
_cons —0.118
(0.137)
N 18036
R2

Standard errors in parentheses *p < 0.10, **p < 0.05, ***p < 0.01.

made the county government allocate more funds. However, the government
revenue is statistically significant negative effect. Finally, in the financial transfer
payments and fiscal and taxation, we cannot discuss the reasons for the differ-
ence in the short-term and long-term economic growth.

2) Fiscal expenditure

Because of the government’s infrastructure expenditure statistics by the end of
2006, the first column is the regression coefficient of the PMC reform and fiscal
expenditure; the second column is the reform of the regression coefficient and
infrastructure spending in Table 5. The results showed that in the short term,
the reform make the financial expenditure decreased, but the infrastructure
spending in the economy or whether statistics were significantly increased. Con-
sidering the characteristics of periodic long infrastructure, infrastructure spend-
ing will makes the benefit in the long term, so the reform of short-term eco-
nomic growth has negative effect by the long-term positive effect it is logical.

3) The influence of PMC reform on social wealth
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Table 3. The impact of PMC reform on GDP growth.

Dependent variable (1) )
Short-term Long-term
growth growth
pmc -0.002 0.164***
(0.010) (0.020)
Year fixed effect Yes Yes
County fixed effect Yes Yes
treatment_trend —0.004*** —0.010%**
(0.001) (0.002)
cpe 0.000 -0.013*
(0.006) (0.007)
Control*year dummy Yes Yes
L.lgdp
_cons 0.045*** 0.087***
(0.016) (0.012)
N 13026 11022
R2 0.182 0.143

Standard errors in parentheses *p < 0.10, **p < 0.05, ***p < 0.01.

The Table 6 above the first and third columns is the regression coefficient in-
fluence PMC reform on Farmers’ income log, and the second and fourth col-
umns is the reform regression coefficients of the urban wage effect. According to
the results, in the short term, the PMC on Farmers’ income is a significant nega-
tive effect and on urban wage level is no significant negative effect. By contrast,
in the long term, the reform does not have a positive impact on Farmers’ in-
come, but is a significant positive effect on urban wage level. In the long-term
reform, the urban population is more likely benefit from the PMC reform, so it
is more likely to have a positive effect on economic growth. Therefore, the
reform has raised the level of urban wages. According to macroeconomic analy-
sis, wage increases will stimulate consumption to some extent, thereby stimulat-

ing investment and stimulating economic growth.

5. Conclusions

Using DID, we analyzed the impact on economic growth of the 2003 and 2004 a
total of 171 PMC reform pilot and the reason to further strengthen the reform
by government. We draw the following main conclusions:

1) In the short term, the PMC reform declined the GDP growth rate by 0.028
percentage points, and in the long run, the growth rate of GDP increased by
0.029 percentage points. This shows that in the long term, the PMC has a
positive effect on economic growth, which explained the fact that govern
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Table 4. Financial transfer payment and fiscal revenue.

Dependent variable Short Long
1 () (3 4 (&) (6)
Itransfer Itax linc Itransfer Itax linc
pmc 0.615%** 0.072 —0.402*%**  0.900*** 0.153 —0.534***
(0.120)  (0.068) (0.053) (0.212)  (0.133) (0.080)
Year fixed effect Yes Yes Yes Yes Yes Yes
County fixed effect Yes Yes Yes Yes Yes Yes
cpe 0.293** 0.089* 0.233%** 0.139 0.164 0.293***
(0.119) (0.052) (0.036) (0.184) (0.116) (0.066)
_cons 2.8470F% 3,453+ 4.485%** 2.848F%  3.453%* 4.484**
0.078)  (0.033) (0.036) (0.078)  (0.033) (0.033)
N 14028 14028 14028 9018 9018 9018
R 0.521 0.641 0.696 0.466 0.640 0.674
Standard errors in parentheses *p < 0.10, **p < 0.05, ***p < 0.01.
Table 5. Financial expenditure and infrastructure expenditure.
1) @
Dependent variable Igovexp Igovinvest
pmc —0.077*** 0.171**+*
(0.020) (0.038)
treatment_trend —0.017*** —0.066***
(0.004) (0.007)
cpe 0.006 0.028
(0.021) (0.042)
_cons 5.435%%* 3.234%%%
(0.007) (0.015)
N 11999 11999
R 0.926 0.871

Standard errors in parentheses *p < 0.10, **p < 0.05, ***p < 0.01.

2)

3)

ment issued a document to further promote the reform of the PMC reform in

2009.

The PMC reform mainly affects the growth rate of GDP through the gov-

ernment revenue, financial expenditure, and the level of social wealth.

The main cause of the different effects one economic growth is that: firstly, in

the short term the effect of infrastructure spending growth is lag, but the

long-term it will benefit; secondly, the reform makes the urban wage increase,

and promotes consumption in the long term. Therefore the total of investment

will increase, and then will have a positive impact on economic growth.
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Table 6. The influence of PMC reform on social wealth.

Short Short Long Long
(&) @ ©) (4)
Irinc Iwage Irinc Iwage
pmc —0.036*** -0.010 —0.056*** 0.021*
(0.013) (0.008) (0.017) (0.012)
Year fixed effect Yes Yes Yes Yes
County fixed effect Yes Yes Yes Yes
_cons 7.475%** 8.664** 7.475%%* 8.664**
(0.005) (0.004) (0.005) (0.004)
N 13404 13460 10722 10753
R2 0.924 0.902 0.933 0.957

Standard errors in parentheses. *p < 0.10, **p < 0.05, ***p < 0.01.

On the basis of a large number of provincial and ministerial reform studies,
we explored the central government’s intention to further strengthen the reform
of PMC in 2009. Although the reform did not achieve the goal of economic
growth in the short term, in the long run, it will benefit from reform. So far, the
conclusion of this paper is consistent with the enthusiasm and prudence of the
government in implementing the reform in practice.

However, in practice, Hebei announced new eight provinces straight county
(city) pilot to make re-adjustment that 8 counties (cities) no longer carry out
PMC in March 2015. As the first batch of Hebei Province, Dingzhou, Xinji has
been a PMC about two years. You can find new pilot practice for a variety of
reasons is very short. Because the lack of data this paper do not find out the rea-
son of discarding the PMC reform by Hebei. Much remain to be done. A deeper

analysis of PMC reform is an exciting avenue for future research.
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