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ABSTRACT 

Local fiscal expenditure affect urban-rural income gap. This is due to the tilt of government spending 
policies, and because the different marginal benefit government spending brought to the urban and rural 
residents. Local fiscal expenditures will to different degrees influence urban and rural residents income 
earning abilities and opportunities. This study found that, in our current economic environment and 
expenditure policy, increasing government expenditure on agriculture can contribute to the improvement 
of farmers' income and significantly narrow rural-urban income gap. Increased government expenditure 
on education and social security will widen rural-urban income gap. 

 Keywords: urban-rural income gap; local fiscal expenditure; agriculture expenditure; education 
expenditure; social security expenditure  

I. INTRODUCTION 

Urban-rural income gap is one of the interested areas to economists. Some scholars analyze the impact 
of government expenditure policy on urban-rural income gap from the perspective of government 
spending. The impact is due to the tilt of government spending policies, also because of the different 
marginal benefit government spending brought to urban and rural residents. Local fiscal expenditures 
influence urban and rural residents income earning abilities and opportunities. This research addresses 
the urban-rural income gap from the perspective of local fiscal expenditure. We select representative 
expenditures, including government expenditure on agriculture, education and social security, and 
analyze the impact of these types of government spending on rural-urban income gap and the direction 
of the impact. These three expenditures have obvious impact on urban-rural income gap, and their share 
of total expenditure is relatively high. Table 1 shows, from 2007 to 2009, China's expenditure on 
agriculture, education, and social security is high, reaching nearly 40% of total local fiscal 
expenditure. Subtract general public services, defense, public safety, and environmental protection 
spending, which have almost no effect on urban-rural income gap, expenditures on agriculture, 
education and social security constitute almost all of the local fiscal expenditures. So selecting these 
three specific expenditures to analyze the local fiscal expenditure impact on rural-urban income gap is 
justifiable. 

Table 1 local fiscal expenditure statistics (in 100 million, RMB) 

Year agriculture education Social security  Total Local fiscal expenditure Percentage 
2009 6401.71 9869.92 7152.31 61044.14 38.37% 
2008 4235.63 8518.58 6460.01 49248.49 39.01% 
2007 3091.00 6727.06 5104.53 38339.29 38.92% 
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The second section of this paper performs theoretical analysis. The third section uses 31 provincial-level 
data from 1998-2008 to empirically analyze the impact of the three spending on rural-urban income gap, 
and the fourth section of this research presents findings and policy proposals. 

II: THEORETICAL ANALYSIS OF THE LOCAL FISCAL EXPENDITURES’ INFLUENCE 
ON RURAL-URBAN INCOME GAP  

Agriculture Expenditure Impact on Urban-Rural Income Gap 

Agriculture expenditures’ positive impact on farmers' income is obvious. Specifically, first, quality seed 
subsidy to farmers, farm machinery purchase subsidy, rural labor transfer training subsidies, 
compensation for culling animal epidemic prevention, fishermen job converting subsidies and other 
subsidies can effectively and directly increase farmers’ income; Second, the promotion of agricultural 
technology and agricultural science can improve the production conditions of farmers, improve 
agricultural production capacity, expand farmers 'income; Third, supporting the industrialization of 
agriculture and farmers' professional cooperative increases the degree of organization of farmers, 
extends agricultural industry chain, increases the added value of agricultural products, thereby increases 
farmers' income; Fourth, supporting the training of transferring rural labor force, implementing the 
relevant policies to support migrating workers, such as job creation, wage arrears, child education, 
medical benefit and clean up unreasonable charges can alleviate the difficulties faced by migrating 
workers, thus improve the income earning ability of farmers. 

Impact of Expenditure on Education on Rural-Urban Income Gap 

Government fiscal expenditure on education impact rural-urban income gap in two ways: firstly, the 
government spending on education is uneven, which means government spending on education invests 
more in urban than in rural areas; secondly, the rate of return of education for urban and rural residents 
may be different. Education is able to increase revenue because it improves the residents' human capital, 
that is, the ability to earn income. The reason why education spending can affect income gap is that it to 
different degrees improves residents’ ability and opportunity to earn income, that is, investment in 
education and rate of return to education  are different. 

Firstly, let’s analyze the differences between urban and rural education spending, that is, urban-rural 
differences in access to education fund. Table 2 and Table 3 give the compulsory education spending of 
China from 1998 to 2008, Table 2 shows spending on primary school; Table 3 is about junior high 
school 

Table 2 China's funding for the primary education (Unit: RMB) 

Year Institutional expenditure 
per student (national) 

Public expenditure per 
student (national) 

Institutional expenditure 
per student (rural) 

Public expenditure 
per student (rural) 

1998 370.77 34.34 305.62 23.02 
1999 414.75 35.71 345.77 24.01 
2000 491.48 37.15 412.97 24.11 
2001 645.23 45.13 550.96 28.12 
2002 812.94 60.10 708.39 42.73 
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2003 931.42 83.45 810.07 60.91 
2004 1128.99 116.44 1013.80 95.13 
2005 1327.16 166.46 1204.88 142.25 
2006 1633.39 270.85 1505.51 248.53 
2007 2206.90 424.89 2084.28 403.76 
2008 2756.55 615.61 2617.62 581.88 

(Source: "China education yearbook 1999-2009") 

Table 3 China's funding for junior high education (Unit: RMB) 

Year Institutional expenditure 
per student (national) 

Public expenditure per 
student (national) 

Institutional expenditure 
per student (rural) 

Public expenditure 
per student (rural) 

1998 610.65 79.82 478.25 47.00 
1999 639.63 76.97 508.58 44.15 
2000 679.81 74.08 533.54 38.67 
2001 817.02 83.40 656.18 44.95 
2002 960.51 104.21 795.84 66.58 
2003 1052.00 127.31 871.79 85.01 
2004 1246.07 164.55 1073.68 125.52 
2005 1497.92 232.61 1314.64 192.75 
2006 1896.30 378.27 1717.22 346.04 
2007 2679.04 614.23 2433.28 573.44 
2008 3542.72 936.04 3303.19 892.10 

(Source: "China education yearbook 1999-2009") 

From Table 2 and Table 3, we can see this fact: in China, whether primary or junior high school, 
whether institutional or public expenditure, rural areas have lower levels of per student expenditure 
compared with the national average. Therefore, China's spending on education has a pro urban bias; 
education resources are more devoted to the city. The relative lack of investment in education in rural 
areas extends into the urban-rural education investment gap and thus expands the income gap. 

Next we look at the rural-urban return of education differences. Urban residents’ return of education is 
higher than rural residents’ return of education. This difference is caused by many factors, but can be 
broadly summarized into two aspects.  Firstly, it is the poor quality of education in rural area. Rural 
school library, classroom and playground facilities and quality of teachers are significantly lower 
relative to the city. Urban schools are generally given priority access to excellent teachers and better 
teaching facilities. Secondly, there are a lot of rural labor mobility restrictions. Rural residents cannot 
easily apply their knowledge and make full use of their education. It affects the equal access to 
opportunities for rural residents. By analyzing China's actual conditions, we can see the government 
expenditure in education expands rural-urban income gap, which is also verified by empirical analysis. 

Social Security Expenditure on Rural-Urban Income Gap 
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As a balancer of social justice, social security can usually reduce income inequality. However, to reduce 
urban-rural income gap, it must meet these three conditions: firstly, social security must cover the whole 
society.  If the social security spending is not enough to cover the whole society, then it cannot 
guarantee that all needed members of the society can get social security. Secondly, the social security 
system itself must be sound. In general, social security includes social insurance, social welfare, social 
relief and social special care, etc. Their security objects are different. If any one of the components of 
social security is incomplete, it will lead directly to some members of the society unable to make basic 
living, and the role of social security to reduce urban-rural income gap will be greatly impaired. Thirdly, 
social security system in urban and rural areas must be unified. If the systems are different, then we lose 
the true meaning of social security. Social security thus would be unable to reduce the urban-rural 
income gap. It might even expand it! 

So, how is China's situation like? On the one hand, China's total social security expenditure is very low 
in proportion to GDP. Year 2002 has the highest proportion and it is merely 2.19%, much lower than the 
level of Western countries and not enough to cover the whole society. This is shown in Table 4. 

Table 4 China's social security expenditure data 

Year Social security 
expenditure (in 100 
millions, RMB) 

Total fiscal 
expenditure (in 100 
millions, RMB) 

GDP (in 100 
millions, 
RMB) 

social security 
expenditure to total 
fiscal expenditure  

Social security 
expenditure to 
GDP 

1998 595.63 11549.48 84402.3 0.051572 0.007057 
1999 1197.44 13805.87 89677.1 0.0867341 0.0133528 
2000 1517.57 15886.50 99214.6 0.0955258 0.0152958 
2001 1987.40 18902.58 109,655.2 0.1051391 0.0181241 
2002 2636.22 22053.15 120,332.7 0.1195394 0.0219078 
2003 2655.91 24649.95 135,822.8 0.107745 0.0195542 
2004 3116.06 28486.89 159,878.3 0.1093858 0.0194902 
2005 3698.86 33930.28 183,217.5 0.1090135 0.0201884 
2006 4361.78 40422.73 211,923.5 0.1079041 0.0205819 
2007 5447.16 49781.35 257,305.6 0.1094217 0.02117 
2008 6804.29 62592.66 300,670.0 0.1087075 0.0226304 

(Source: "China Statistical Yearbook 1999-2009") 

On the other hand, China's urban and rural social security systems have major differences. Social 
security benefits of urban and rural residents are different.  China's urban residents entitle more security 
items than rural residents. From the perspective of social insurance, urban residents enjoy the basic 
pension, basic medical insurance, unemployment insurance, worker’s compensation and maternity 
insurance. In contrast with urban residents, rural residents’ pension benefit is in the exploratory stage. 
Only few rural residents from the eastern areas enjoy the pension. Rural cooperative medical insurance 
is just getting started, with only rural residents in some of the eastern and central regions have such 
benefit. No rural residents have unemployment insurance, worker’s compensation (except some 
migrating workers) and maternity insurance. From the perspective of social welfare, social relief and 
social special care, rural residents enjoy much less benefits compared with urban residents as well. The 
guaranteed minimum standard of living system was only started in late 2007 for rural residents. 
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From the perspective of social security level, the social security level for urban residents is much higher 
than rural residents. In recent years, urban social security expenditure is way higher than rural 
expenditure. It accounts for over 95% of the total social security expenditure. In 1991, 1994 and 2001, 
per capita urban residents’ social security expenditure was RMB250, RMB580, and RMB l, 324, 
respectively. In the same period, per capita rural residents’ social security expenditure was RMB5.1, 
RMB5.7, and RMB13.2. A huge gap between urban-rural social security expenditure caused the huge 
gap of urban-rural social security level. In summary, the insufficient social security expenditure and the 
major urban-rural social security system differences expands urban-rural income gap. This is verified by 
the following empirical analysis. 

III: EMPIRICAL ANALYSIS OF LOCAL FISCAL EXPENDITURE ON RURAL-URBAN 
INCOME GAP  

We have established the following regression equation to measure the impact of three kinds of local 
fiscal expenditure on rural-urban income gap: 

chaju it j it it
j

zhichuα β µ= + +∑
 

Chaju=urban-rural income gap. 
zhichu =measures of fiscal expenditure, including: nongzhi (agriculture expenditure), jiaozhi (education 
expenditure),and shezhi (social security payments);   

Data is from China's 31 provinces from 1998 to 2007, collected from each year’s  "China Statistical 
Yearbook." To calculate the urban-rural income gap, we use the urban-rural residents ratio of per capita 
income. It is calculated as follows: 

income capitaper  residents rural
 income capitaper  residentsurban income capitaper  of ratio =  

The urban residents’ per capita income and rural residents’ per capita income are from "China Statistical 
Yearbook".  National Bureau of Statistics constantly updates items included in agriculture expenditure. 
For 1998-2002, it includes rural production support expenditure; agricultural development expenditure; 
and agriculture, forestry, and hydro-meteorological operating expenditure. For 2003-2006, it includes 
agricultural expenditure; forestry expenditure; and agriculture, forestry, and hydro-meteorological 
operating expenditure. For 2007-2006, it includes agriculture, forestry and water expenditures. For 
education expenditure, in 1998-2006, it is called education spending. In 2007-2008, it is called 
education. For social security, in 1998- 2006, it is called social security benefits expenditure. In 2007-
2008, it is called social security and employment. In addition, Tibet urban residents’ per capita 
disposable income data are missing for year 1998. 

In order to eliminate the impact of heteroscedasticity, we take the natural logarithm of all the 
variables. Natural logarithm of the data does not change the relationship among variables and reduces 
volatility. The regression coefficients can be interpreted as elasticity. 

We use a fixed effect model to estimate the final result shown in table 5: 

(1) 

(2) 
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Table 5: Fixed effects analysis 

variables Coefficient standard error T statistic P value 95% confidence interval 
ljiaozhi 0.1831528 0.0713411 2.57 0.011 0.0427715 0.323534 
lnongzhi -0. 1403889 0.0521422 2.69 0.007 0.2429916 0.0377862 
lshezhi 0.0389751 0.0203985 1.91 0.057 -0. 0011639 0.0791141 
_cons -0. 1045454 0.3039618 0.731 0.320 -0.7026653 0.4935744 

Overall model: F statistic= 24.16, P value= 0.000. 

We then use random effects model to estimate the same variables, the results are shown in Table 6: 

Table 6 Random effects analysis 

variables Coefficient standard error T statistic P value 95% confidence interval 
ljiaozhi -0. 0360934 0.0555552 -0.65 0.516 -0. 1449797 0.0727928 
lnongzhi 0.006308 0.0456222 0.14 0.890 -0. 08311 0.0957259 
lshezhi 0.0664687 0.0181728 3.66 0.000 0.0308506 0.1020868 
_cons 0.6486539 0.2504923 2.59 0.010 0.1576979 1.13961 

Model chi-square =51.18, p value= 0.000. 

Then we conduct the Hausman test with p value of 0.0000, which reject the hypothesis that random 
affects model is superior. We thus choose fixed effect model. 

Our final regression equation is: 

lchaju 0.1 0.18 0.14 nongzhi 0.039ljiaozhi l lshezhi= − + − +  

As shown in table 6, we conclude as follows: 

(1) Education expenditure influence on urban-rural income gap is significant and positive. Education 
spending widens urban-rural income gap. Increase of education spending significantly widens urban-
rural income gap.  The government should adjust the structure of education spending and reduce the 
urban-rural education rates of return differences. 

(2) The coefficient of agriculture expenditure is significantly negative. This shows that agriculture 
expenditure reduces urban-rural income gap. 

(3) Social security expenditure coefficient is significantly positive. This shows that social security 
expenditure widens urban-rural income gap.  The original purpose of social security expenditure is to 
ease rural-urban income gap and promote fairness. The government should adjust the social security 
structure and reduce the differences between urban-rural social security. 

REFERENCES will be provided upon request 

(3) 


	ANALYSIS OF LOCAL FISCAL EXPENDITURE IMPACT ON RURAL-URBAN INCOME GAP
	I. INTRODUCTION
	II: THEORETICAL ANALYSIS OF THE LOCAL FISCAL EXPENDITURES’ INFLUENCE ON RURAL-URBAN INCOME GAP
	Agriculture Expenditure Impact on Urban-Rural Income Gap
	Impact of Expenditure on Education on Rural-Urban Income Gap
	Social Security Expenditure on Rural-Urban Income Gap

	III: EMPIRICAL ANALYSIS OF LOCAL FISCAL EXPENDITURE ON RURAL-URBAN INCOME GAP


