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“Helping Hand” or “Incentive Traps”
Assessment of the Effectiveness of China’s Equalization Transfer
Gong Feng and Li Zhi
(Economics and Management School, Wuhan University)

Abstract; This article decomposes the vertical fiscal gap into rigid fiscal gap, tax — effort —
insufficient gap and over—spending gap, by constructing extended linear expenditure system which
reflects the behavior of local fiscal expenditure and revenue. Furthermore, this article assesses the
effectiveness of China’ s equalization transfer from the perspectives of equity and incentive by
testing the relationship between the three kinds of fiscal gap and equalization transfer. The
empirical results indicate: on one hand, China’s equalization transfer allocates more grant funds
to the regions which have more rigid fiscal gap and truly plays the role of central government’ s
“helping hand” ; On the other hand, equalization transfer not only maintains a neutral impact on
local tax effort, but also significantly improves the supply effort of public services ( such as
education, health care, pension and public safety ) of local governments. Therefore, the
equalization transfer doesn’t cause the local governments fall into “incentive traps” of soft budget
constraints. Overall, the validity of China’ s equalization transfer is high, so we should affirm its
policy effects.

Keywords: Equalization Transfer, Extended Linear Expenditure System, Fiscal Gap, Fiscal Effort
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