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Economic Effects of Horizontal Distribution of Value—added Tax among

Regions in China: Based on a Multi-regional CGE Model
LIU Yuansheng, ZHANG Suwan and LI Jianjun

(School of Public Finance and Taxation, Southwestern University of Finance and Economics)

Summary: Value-added tax (VAT) plays a pivotal role in the performance of government and economic development, and
a good horizontal revenue distribution mechanism for VAT is conducive to transforming the mode and drivers of economic
growth, and promoting the coordinated and balanced development of regional economy and equitable access to public
services. At present, China’s VAT revenues are distributed among local governments according to the origin principle,
namely that the VAT revenue of transaction is submitted to the seller’s tax authority, which will result in unfair distribution
of tax revenues among regions and aggravate tax competition, over-investment and duplicated construction among regions.
The destination principle, namely that the VAT revenue of transaction is submitted to the buyer’s tax authority, can prompt
local governments to change the economic growth mode that mainly relies on investment, and push to foster a new pattern
of development that is focused on the domestic economy. Therefore, the research on the shift of the VAT horizontal
distribution principle to the destination principle has important theoretical and policy significance.

This study utilizes The 2017 China Multi-Regional Input-Output Table of 31 Provincial Units released by the Carbon
Emission Accounts & Datasets and other national economic accounting information, constructs an inter-regional social
accounting matrix and China’s multi-regional CGE model, incorporates VAT and other taxes, introduces the VAT inter-
governmental horizontal distribution formula and the adjustment coefficients of government expenditure structure, simulates
the transformation of the VAT horizontal distribution principle from the complete origin principle to the complete destination
principle, and evaluates the macroeconomic effect and the damage and benefit of each region.

The results show that the reform will reduce the financial disparity among regions, lower income inequality, and
increase the total social welfare; with the increase in the proportion of the application of the destination principle, the total
consumption and GDP in China increase; a few regions have a negative rate of change of GDP under the four reform
scenarios, and most of regions can benefit from the reform. This study offers the following policy implications. First, in the
era of the digital economy, the current VAT distribution mechanism based on the origin principle makes the problem of tax
shifting and unfair distribution of VAT horizontal inter-regional distribution increasingly serious, and the reform of the VAT
horizontal distribution mechanism is conducive to the coordinated development of the region. Second, the reform of the VAT
horizontal distribution mechanism is a key to promoting the transformation of government functions, expanding the demand
for consumption and constructing a domestic economic cycle. Third, within the framework of VAT sharing between central
and local governments, the VAT horizontal distribution scheme should be set up scientifically and reasonably based on the
theoretical logic of VAT horizontal distribution and China’s actual situation, to push forward the reform of the VAT horizontal
distribution mechanism in an orderly manner. Fourth, with the implementation of the separation of VAT collection and
distribution, and the method of distribution after collection, the reform of the VAT horizontal distribution mechanism can
give full play to the advantages of the existing VAT collection and management mechanism and technology by maintaining
the existing mode.

This study makes the following three main contributions: first, it introduces a VAT system that is more in line with
China’s reality into a multi-regional CGE model and establishes a policy simulation framework for the VAT horizontal
distribution mechanism; second, it simulates the effects of the gradual shift from the origin principle to the destination
principle on major macroeconomic variables; third, it evaluates the heterogeneous effects of the reform program on major
economic indicators in different regions.

Keywords: Value-added Tax; Horizontal Tax Distribution; Origin Principle; Destination Principle; Multi-regional CGE
Model
JEL Classification: E17, D31, H20
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