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Cointegration Analysis with Regime Shifts of Urbanization in China.

From the Perspective of Fiscal Decentralization
Peng Xuhui & Peng Daiyan (Huazhong University of Science &. Technology)

Abstract: The development of China’s urbanization is striking. It is perhaps the greatest human-resettlement experiment in
history. Between 1978 and 2013, the fraction of the nation’s population dwelling in cities increased from 17. 9% to 53.
7%, with an average annual increase of more than one percentage. Although China’ s urbanization has made great
achievements, there are also many challenges and problems. Land urbanization is the most prominent problem and the use
of construction land is extensive and inefficient. In the past decade from 2000 to 2011, the urban built-up land area in China
has grown by 76. 4 %-faster than its urban population, which grew by 46%. Thus the population urbanization and land
urbanization are obviously uncoordinated. So what are the key factors that led to the emergence of this kind of disharmony
in China’s urbanization development? The academic and policy circles have given great attention to this issue.

The combination of political centralization and economic decentralization is the core of Chinese decentralization system,
and the fundamental institutions for people to understand China’s economic transformation and development, which is also
called regionally decentralized authoritarian regime. As the core component of economic decentralization, fiscal
decentralization not only has a profound impact on China’s economic growth and transformation, but also provides a good
cut-in point for understanding the uncoordinated development of China’s urbanization. In the current fiscal decentralization
system, the local governments have a strong incentive to promote the development of land urbanization, but little incentive
to promote the development of population urbanization. From the perspective of local government behavior, the local
government’s income is far greater than its cost in the implementation of land urbanization. The local governments can not
only obtain the land release income, but also use land to attract investment to promote economic growth. At the same time,
the existing land requisition system also allows the government to acquire a lot of land with very low cost. However, the
local government’s income is far less than its cost in the implementation of population urbanization at least in the short
term. Therefore, the uncoordinated development between population urbanization and land urbanization is the result of the
rational choice of local government. It is worth noting that the monopolistic land market and the imperfect household
registration system are important institutional conditions for local government to make these rational choices. The
combination of the three major institutional factors, which are the fiscal decentralization, the dual land system and the
household registration system, makes the disharmony of China’s population urbanization and land urbanization become a

persistent phenomenon. Specifically, the local governments will be more dependent on land transfer revenue under the fiscal
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pressure, which lead to the unique land finance in China. On the other hand, the bias of fiscal expenditure of local
governments is pervasive, which exhibits “spending for the economic growth and promotion” rather than for the sake of the
citizens. Local governments will be spending more money on infrastructures, and neglect of public services. This kind of
spending bias will bring about regional economic growth and the rapid expansion of urban construction land, but seriously
hinder the development of population urbanization. All in all, the local government will actively promote land urbanization,
and passively promote population urbanization.

Based on the time-series-data dating from the Reform and Opening up, this paper uses Gregory-Hansen cointegration
test to see whether there exists structural change in the urbanization in China. The empirical analysis shows that there
indeed exists structural change in the urbanization in China and this happens in the following two years of the reform of tax
sharing system. This shows that the tax sharing system is an important institutional change which may change the behavior
patterns of local governments. It thus brings the structural changes in the development mechanism of urbanization.
Further, there exists a long-run stable cointegration relationship between fiscal decentralization, industrialization, population
urbanization and land urbanization. In this paper, the conventional cointegration analysis without regime shifts is also
applied. Whose results indicate that there exists a long-run stable cointegration relationship among the above four variables.,
while the coefficiency of fiscal decentralization is not consistent with theoretical prediction. So this co-integration relationship
is lack of realistic economic significance. Compared to the conventional cointegration analysis, the cointegration analysis
with regime shifts exhibits greater superiority and can better describe the development mechanism of urbanization in China
during the transition period. The estimated results of the cointegration equation with regime shifts indicate that the fiscal
decentralization promotes the development of land urbanization, while curbs the development of population urbanization.

In order to further examine the effect of fiscal decentralization on urbanization, this paper builds a panel data model
using the provincial data from 2004 to 2013 to support the previous conclusion. The estimation results of the panel data
model also shows that both fiscal revenue decentralization and fiscal expenditure decentralization have a significant positive
impact on the per capita built-up area. These results show that, under the influence of fiscal decentralization, the expansion
of urban built-up area is more rapid than that of urban population, which brings about uncoordinated development of land
urbanization and population urbanization. Whether the fixed effects model or random effects model is used, the
corresponding estimation results are relatively robust and consistent. These evidences further confirm that fiscal
decentralization is an important origin of the lack of coordination between population urbanization and land urbanization.

At present, China is vigorously promoting the new-type urbanization, whose core is to achieve people-centred
urbanization. In order to realize China’s new-type urbanization dream in the future, it is necessary to solve the lack of
coordination between population urbanization and land urbanization, and a series of related problems. The government has
to implement a package of reforms including fiscal and taxation systems, land system and household registration system,
and should coordinate the promotion of these reforms as a whole.

Key words: fiscal decentralization; population urbanization; land urbanization; cointegration with regime shifts
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