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Fiscal Stress Excess Capacity and Supply-side Reform

XI Penghui® LIANG Ruobing” XIE Zhenfa” and SU Guocan®
(a: National Academy of Economic Strategy CASS;

b: Department of Public Economics School of Economics Xiamen University)

Summary: The Chinese government is committed to resolving overcapacity. Nevertheless to this day overcapacity is
unresolved and has even worsened. Therefore the question considering why China’ s overcapacity pattern is difficult to
change remains to be answered. The discussion of this issue has important practical significance for the structural
transformation and sustainable development of China’ s future economy.

This study argues that market mechanism theory can explain part of the phenomenon but cannot fundamentally explain
overcapacity in China. Conversely the government promotion theory proposes that surplus capacity stems from the
unreasonable investment system and the government’ s benefit actuation.

The literature lacks direct and micro empirical evidence about the motivation of local government behavior. One direct
consequence is that even if the support means and policy tools are improved and optimized due to an internal incentive
mechanism the local government often continues to “innovate” which ultimately fails to truly resolve overcapacity. This
study makes some attempts to provide micro empirical evidence of the government promoting overcapacity industries from the
perspective of fiscal pressure and to explore the empirical effect of “pressure type” fiscal incentives on overcapacity
creation and problem resolution which offers further evidence in favor of government promotion theory. Arguably certain
industries still make benefits in taxes and profits when they have a certain degree of excess capacity which is the basis of
fiscal incentives.

Empirical results show that a reduction in the value-added tax (VAT) sharing rate increases the number of new
enterprises in overcapacity industries at the two-period lag time and we find that the new capacity cannot be directly
absorbed thus reducing enterprises’ capacity utilization. The common trends (placebo and reverse causality tests)
indicate that the change in the VAT sharing rate has an exogenous nature. In addition we find that this conclusion is not
affected by economic cycles and local government’ s competition. Finally we do not find that the transfer payment scale
increases which means that a reduction in the VAT sharing rate creates some fiscal pressure. The alternative competition
test shows that the development of overcapacity industries does not come from the reduction in tax collection effort. The
development of overcapacity industries can alleviate fiscal pressure as we find that the VAT tax is not significantly negative
at the two—period lag. The policy analysis shows that past capacity policy cannot effectively restrict the development effect of
the tax sharing rate change and that local fiscal pressure is an important reason for China’ s overcapacity problem.

This study makes the following main contributions. First the empirical results of this paper further verify the incentive
effect of fiscal centralization proposed by Tao et al. (2009). The municipal government increases the support economy after
the tax centralization which provides the most direct micro empirical evidence for Chinese “pressure type” fiscal
incentives. Second the empirical results show that fiscal incentives are the key reason for the formation of and difficulty
eliminating excess production capacity in recent years. Third the study demonstrates the effect of tax centralization on the
promotion of the development of local industries with excess capacity. However it shows that tax centralization is not the
only policy affecting overcapacity ~which means that any policy shocks that reduce local finance may improve local
government’ s dependence on overcapacity industries. This also provides some enlightenment for the supply-side reform. In
addition to resolving current overcapacity industries we should prevent other high-tax industries from evolving into new
overcapacity industries. We should also pay attention to the stabilization of local financial resources in the reform process.
Keywords: VAT; Tax Sharing Rate; Fiscal Stress; Excess Capacity
JEL Classification: H73 014 160
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