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Abstract: Since 2015, Chinese governments at all levels have been advancing high-frequency tax and charges reduction, and
the frequency of charges reductions is surprising. China has continuously deepened reform of tax-sharing system, constantly
expanding local government power and increasing economic vitality. In order to promote the sustained and healthy development
of China's economy, we should maintain a reasonable scale of government charges, adjust the charges range of the central and
local governments, and further improve China's fiscal decentralization system and government charges management mechanism.
In this paper, it mainly researches two-way interactive effect between financial decentralization and public service charges. The
data of 31 provinces in China from 1999 to 2017 was used to construct the simultaneous equations model for financial
decentralization and public service charges, and then the empirical test was carried out for the interactive effect between the two
with 3sls method. The research results show that there is a positive interaction between financial decentralization and public
service charges. That is, the public service charges is decreased with the increase of the degree of financial decentralization.
Local governments gain more power, lower fees and promote economic development. The degree of financial decentralization is
increased with the decrease of public service charges. Lower fees mean less government intervention in the economy and the
degree of decentralization increases. In addition, the effect degree of the control variables related to financial decentralization
and public service charges was analyzed in this paper.
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1. Introduction
As everyone knows that public service charges play an
important role in China. However, the charging status is
different in different levels of government, which is getting
higher and higher from the central to the local [1]. Due to the
poor charging system and supervision, many grassroots
governments have problems of irregular and illegal charges,
which greatly increase the burden on enterprises. In response
to this problem, Chinese governments at all levels have
vigorously promoted the reform of decreasing charges since
2015, with an amazing amount of decreasing charges. By the
end of 2018, the central government decreased the number of
pricing and charging items by more than half, leaving only
five items. In contrast, the local governments decreased the

number of pricing and charging items by nearly half, leaving
only 13 items in average. Among them, there is the largest
number of administrative and institutional charging items
related to enterprises, which is also the main part of decreasing
charges. A total of 35 charging items were canceled. Besides,
NPC (National People's Congress of the people's Republic of
China) and CPPCC (Chinese People's Political Consultative
Conference) determined the “tax and charges reduction” as the
key task in 2018.
In a broad sense, the financial decentralization not only
includes the decentralization of fiscal power from the central
government to the local government, but also includes the
decentralization of fiscal power from the government to the
society. The decentralization of fiscal power from the central
government to the local government began with the reform of
tax-sharing system. Moreover, the decentralization degree of
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fiscal power from the central government to the local
government has been deepened with the continuous progress
of this reform. As a result, the reform of tax-sharing system
liberated the productive forces and promoted the rapid
development of the local economy. However, some problems
in the reform of tax-sharing system have gradually emerged,
mainly including the unclear division and mismatching of the
governmental power and financial power [2]. After the
implementation of tax-sharing system, the financial resources
have been moved upward continuously and the governmental
power has been decentralized continuously. With the
development of economy, the public has had increasing
demand for public services and the scope of government's
powers has expanded, thus requiring more and more fiscal
revenues. However, the relatively stable tax sources and tax
revenue growth can not support the revenue required for the
expansion of the governmental power [3], resulting in the
huge pressure on the financial revenue and expenditure of the
government. The the decentralization of fiscal power from the
government to the society began with the reform of
“decentralization and profit-sharing”. This reform was carried
out mainly for the state-owned enterprises, reducing their
burdens and decreasing the government’s intervention in
enterprises, thus allowing them to operate independently and
assume sole responsibility for its profits or losses. But the
reform of “decentralization and profit-sharing” has increased
the burden on government revenue while promoting the rapid
development of enterprises and reducing their burden. In order
to make up for the shortfall of revenue and reduce expenditure,
the government delegated right of charge to the departments.
The departments assumed sole responsibility for their profits
or losses, thus causing the the phenomenon of irregular charge
to aggravate gradually.
Is there an interactive relationship between public service
charges and financial decentralization in the realistic
background of the continuous deepening of tax and charges
reduction reform and the dilemma of financial
decentralization reform? What is the influence path between
them? The answers to these questions are of important
theoretical and practical significance for us to implement the
reform of tax and charges reduction and financial
decentralization reform.
One-way correlation between financial decentralization and
public service charges is mainly analyzed in the current
literature. Firstly, it analyzes the influence of the degree of
financial decentralization on public service charges. The
degree of financial decentralization is divided into the degree
of financial revenue decentralization and the degree of
financial expenditure decentralization. The public service
charges will be less depended on when the degree of financial
revenue decentralization increases [4], while the the
proportion of public service charges will be increased when
the degree of financial expenditure decentralization increases
[5]. Under the financial decentralization system, it researches
the influence of the common response of different levels of
governments and the strategic interaction of the governments
at the same level on public service charges [6]. Secondly, it

analyzes the influence of public service charges on the degree
of financial decentralization, showing that the public service
charge is an important means of economic regulation [7]. The
degree of decentralization will be reduced when the public
service charge within the budget increases. Furthermore, there
are two main problems in the current research literature. First
of all, most literature have studied the influence of the degree
of financial decentralization on public service charges, but few
research on the influence of public service charges on the
degree of financial decentralization, especially rare research
on two-way interactive effect between the two. Second, the
correlation between the influence factors of financial
decentralization and public service charges is not considered
and there is a multiple collinearity problem in the regression
process, thus affecting the rationality of the research results. In
this paper, it researched the current literature and sorted out
the interactive effect between the two, as well as established a
theoretical framework and considered the relevant factors that
affect the financial decentralization and public service charges.
Moreover, the panel data of provinces from 1999 to 2017 was
used to establish simultaneous equations for financial
decentralization and public service charges, and three-stage
least squares method was used to carry out an empirical test
for their two-way interactive effect.

2. Literature Review
2.1. Research on the Influencing Mechanism of the Degree
of Financial Decentralization on Public Service
Charges
There are two paths of influencing mechanism of
financial decentralization on public service charges. First,
the central government decentralizes the financial power to
the local governments, which lead to increased competition
among the local governments. In order to attract foreign
investment, the government implements various
preferential measures to reduce the number of charges.
Second, the local government decentralizes the financial
power to society, promotes the reform of decentralization
and profit-sharing and implements market-oriented reform,
so as to continuously reduced the burden on enterprises and
decrease charges.
The central government increased the degree of
decentralizing financial power to the local governments,
resulting in a decrease in public service charges. Besides, the
competition among local governments was aggravated
because the central government decentralized the financial
power to the local governments. On the one hand, financial
decentralization allowed governments at all levels to
implement different economic policies according to their own
circumstances. On the other hand, the local governments
performed the zero-sum game of competing to reduce charges
in order to attract foreign investments and promote local
economic development, thus causing the charges lower than
the market efficiency level [8]. In China, the governments
below the provincial level do not have independent power to
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set up, but local governments do not have the power to set up
the cancellation of charges, which generally attract foreign
investments by rate cutting and reducing charging links [9].
Therefore, the financial power decentralized by central
government to the local governments has caused a certain
reduction in the number of public service charges within the
budget.
The local government increased the degree of
decentralizing financial power to society, resulting in a
decrease in public service charges. The decentralization of
financial power by local governments to society began with
the reform of decentralization and profit-making, but the
drawbacks gradually emerged with the continuous
advancement of this reform. Moreover, it was mainly to
reform the state-owned enterprises. For private enterprises, it
had a certain bureaucratic nature no matter how the
state-owned enterprises are reformed, so it is difficult to
achieve the market efficiency level. A large number of public
services were provided by less efficient state-owned
enterprises, resulting in a continuous decline in the number of
public service charges [10]. Meanwhile, the government
broke the policy of unified revenue and expenditure in the
planned economy period after implementing the reform of
decentralization and profit-sharing for enterprises. The
government no longer implemented the unified revenue policy
for the enterprises, thus causing the shrink of local taxes and
business [11]. However, there was no change in government
expenditure [12]. While guaranteeing the development of
local economy, the government had to reduce the burden on
enterprises and decrease charges. Thus, in the case of reducing
revenue but keeping expenditure, it was a common situation
that the revenue could not cover the expenditure [13] and the
financial resources were insufficient. In order to develop the
local economy and ensure the healthy and orderly market, it is
necessary for the government to deeply intervene in the
economy [14] and carry out macroeconomic regulation and
control. As a result, a large number of departments were
required to set. Insufficient financial resources could not meet
the operational needs of the department, so it had to ask all
departments to find their own financial sources and only give
preferential policies to them. Most of the financial resources
found by the departments themselves were extra-budgetary
revenues, the majority of which were extra-budgetary charges,
fines and other incomes. Therefore, the reform of
decentralization and profit-sharing have resulted in a decrease
in the number of public service charges within the budget, but
a large increase in extra-budgetary non-tax revenues.
2.2. Research on the Influencing Mechanism of Public
Service Charges on Financial Decentralization
There are two paths of influencing mechanism of public
service charges on financial decentralization. First, the public
service charges affect the degree of decentralizing financial
power to society by the local governments. To some extent,
the public service charge represents the degree of
macroeconomic regulation and control by government, so the
increase in public service charges means that the government
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increases economic intervention. Second, the public service
charges affect the degree of decentralizing financial power to
local governments by the central government. Therefore, the
increase in public service charges within the budget will make
the central government know the local actual situation better,
while the central government's regulation and intervention to
the local will also be strengthened.
The increase in public service charges has led to a decrease
in the degree of decentralizing financial power to society by
the local governments. As we all know that the public service
charges are mainly used to intervene in the negative external
behaviors of enterprises, converting the negative external
costs into charges, thus reducing their negative external effect.
Therefore, the number of public service charges can be used as
an indicator of the government to measure the regulation of
economy and the intervention of enterprises. When the
number of public service charges increase in the local, it
indicates that the government increases the intervention on
local enterprises and the degree of decentralizing financial
power decreases; On the contrary, the degree of decentralizing
financial power increases.
The increase in public service charges has led to a decrease
in the degree of decentralizing financial power to local
governments by the central government. However, the central
and local governments have different goals. Generally
speaking, the central government has the macroeconomic
goals, such as healthy and orderly economy, stable regional
coordination and fair revenue distribution, etc. The goals of
the local government are mainly including paying attention to
the urgent needs of local people and the improvement of local
economic development. As a result, the different goals have
led to differences in their behaviors and preferences. The local
government prefers more autonomous off-budget revenue,
while the budgetary revenue has a defined purpose of
expenditure. The central government can supervise and
evaluate how and where the budgetary fund are used. When
the number of public service charges within the budget
increases, the central government will strengthen
macro-control on the local governments and urge them to
make greater efforts to achieve macroeconomic goals.
Therefore, the degree of decentralizing power to local
governments by the central government will decrease when
the number of public service charges within the budget
increases. In addition, the public service charges can provide
the funds needed for public infrastructure construction. The
government attracts foreign investments to obtain a large
amount of funds and construct the public service infrastructure
[15]. When the amount of charges increases to meet the
requirement of constructing the public service facilities, the
government will reduce the desire to attract foreign
investments. At the same time, the local governments will not
compete to attract foreign investments, resulting in
inefficiency. The lack of competition would allow the
government to perform more non-market decisions and more
interventions, thereby causing the decrease in the degree of
decentralization.
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3. Empirical Research
3.1. Theoretical Framework

Figure 1. Theoretical framework of two-way interactive effect between financial decentralization and public service charges.

According to Figure 1, we analyze the interactive effect
between financial decentralization and public service charges
from two directions. The first one is the influence of financial
decentralization on public service charges. The number of
public service charges decreases with the increase of the
degree of financial decentralization. On the one hand, the
increase of the degree of decentralizing financial power to
local governments by the central government has led to the
aggravated competition among local governments. The
government has reduced charging to attract foreign
investments, resulting in the decrease in public service charges.
On the other hand, the increase of the degree of decentralizing
financial power to society by the local governments has
continuously reduced the burden on enterprises with the
reform of “decentralization and profit-sharing”. A large part of
the burden on enterprise is the charge related to enterprise.
Moreover, the promotion of policy has made the government
reduce the public service charges. The second direction is that
the public service charge increases, while the degree of
financial decentralization declines. On the one hand, the
increase in public service charges indicates the increased
government economic regulation and more intervention in
enterprises [16], thus the enterprise freedom reduces. As a
result, both the degree of decentralizing financial power to

society by the local governments and the degree of financial
decentralization decreases. On the other hand, the public
service charge measured in this paper is within the general
budget. The increase in the public service charge within the
budget means the increase in the budget funds. Furthermore,
the budget funds should be included in the national treasury,
so the central government will know the actual situation of the
local better and urge them to make greater efforts to achieve
macroeconomic
goals.
Meanwhile,
the
central
macroeconomic regulation and control is strengthened, thus
reducing the decentralization of financial power to local
governments by the central government and declining the
degree of financial decentralization.
3.2. Measurement Model and Data
In this paper, the simultaneous equations were constructed
to empirically test the two-way interactive effect between
financial decentralization and public service charges.
Simultaneous equations can not only effectively solve the
endogeneity problem of explanatory variables, but also
effectively analyze the influence of other control variables on
financial decentralization and public service charges.

3.2.1. Measurement Model
(1)

ln ch arg esit = β 0 + β1 fdit + β 2 gscalit + β 3 ln wageit + β 4 ln gareait + Dqy + eit

(2)

fdit = γ 0 + γ 1 ln ch arg esit + γ 2 openit + γ 3 indusit + γ 4 urbanit + γ 5 ln pgdpit + Dqy + uit
Wherein, equation (1) refers to the public service charge

equation

and

equation

(2)

refers

to

the

financial
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decentralization equation. The letter “i” stands for each
province and the letter “t” stands for each year. In the public
service charge equation, gscalit stands for the scale of the
government of i-th province in t-th year; ln wageit stands for
the natural logarithm of the average wage of employees in
non-private enterprises in i-th province in t-th year; ln gareait
stands for the natural logarithm of urban garden green area of
i-th province in t-year and

eit is a random item. In the

financial pressure equation, openit stands for the degree of
openness of i-th province in t-th year; indusit stands for the
industrial structure of i-th province in t-th year; urbanit stands
for the urbanization rate of i-th province in t-year; ln pgdpit
stands for the natural logarithm of per capita gdp of i-th
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province in t-th year and uit is a random term. Dqy is a
regional dummy variable, while the eastern region is qy=1 and
the central and western regions are qy=0. The time effects of
individual variables is eliminated with a natural logarithmic
mode.
3.2.2. Data Source and Processing
In this paper, the panel data is used to conduct an empirical
test of 31 provinces in China from 1999 to 2017. The data of
Taiwan, Hong Kong Special Administrative Region and
Macao Special Administrative Region is not included in this
research. The panel data of each province is collected from
China Statistical Yearbook, China Finance Yearbook and
China Population and Employment Statistics Yearbook.

Table 1. Descriptive statistics.
Variable
name

Variable definition

Unit

charges

Public service charges

100
million
yuan

fd

Local decentralization

%

pgdp

per capita gdp

yuan

urban

Urbanization rate

%

open

Degree of openness

%

gscal

Scale of government

%

indus

Industrial structure

%

wage
garea

Average wage of employees
in non-private enterprises
Urban garden green area

Administrative and institutional
charges+ state-owned capital
operating income
Per capita local fiscal expenditure /
per capita central fiscal expenditure
in this province
——
Permanent population of cities /
permanent population of each
province
Measured by total cargo
import/export/GDP
Local fiscal expenditure/GDP
Total gdp of tertiary industry/ Total
gdp of province

Observed
value

Mean
value

Standard
deviation

Min value

Max
value

589

92.88725

115.2003

-40.89

668.86

589

1.29092

0.8052423

0.5171966

5.063888

589

28991.21

23900

2457.844

129059.5

589

0.4865829

0.1591543

0.1856

0.896

589

0.296062

0.3547728

0.0115817

1.875004

589

0.2212776

0.172322

0.0629595

1.379161

589

0.4145211

0.0847769

0.2861505

0.8055616

yuan

——

589

33093.23

22627.72

6065

131700

Hectare

——

589

58594.19

69884.13

0

455838

The public service charges variable and financial
decentralization variable are the main endogenous variables in
this paper [17]. The control variables of public service charge
equation mainly include the scale of the government, the
average wage of employees in urban non-private units and the
urban garden green area. The control variables of financial
decentralization equation mainly include degree of openness,
industrial structure, urbanization rate and per capita GDP.
3.3. Analysis of Estimation Method and Empirical Result
3.3.1. Estimation Method
In this paper, the complete information system estimation
method was used to construct simultaneous equations. This
method can not only effectively interpret the correlation

between endogenous variables, but also include the influence
of control variables on endogenous variables [18]. The
complete information system estimation method mainly
adopts the 3sls method, which is more effective than 2sls
adopted by finite information sheet estimation method and the
maximum likelihood estimation adopted by limited
information. Moreover, the order conditions and rank
conditions that should be satisfied by the simultaneous
equations were identified, including five variables not
included in the public service charge equation and four
variables not included in the financial decentralization
equation. The simultaneous equations satisfy the order
conditions and rank conditions. The estimation analysis is
carried out as follows.

3.3.2. Analysis of Regression Results
Table 2. Estimation results.
Model 1
Public service charge equation
fd
-0.633***
[0.0453]
gscal
-2.981***

Financial decentralization equation
lncharges
-0.548***
[0.0232]
open
0.366***

Model 2
Public service charge equation
fd
-0.505***
[0.0540]
gscal
-3.250***

Financial decentralization equation
lncharges
-0.573***
[0.0225]
open
0.577***
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Public service charge equation
[0.1792]
lnwage
1.334***
[0.0411]
lngarea
0.362***
[0.0223]
_cons
-12.12***
[0.3931]

-

-

N
AIC
BIC

574
1084.7
1132.6
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Financial decentralization equation
[0.0491]
indus
2.083***
[0.2179]
urban
0.956***
[0.2085]
lnpgdp
0.532***
[0.0454]
_cons
-3.376***
[0.3328]
N

574

Model 2
Public service charge equation
[0.2169]
lnwage
1.388***
[0.0423]
lngarea
0.384***
[0.0246]
_cons
-12.91***
[0.4123]

qy
N
AIC
BIC

-0.282***
[0.0759]
574
1119.1
1175.7

Financial decentralization equation
[0.0587]
indus
2.055***
[0.2219]
urban
1.176***
[0.2251]
lnpgdp
0.597***
[0.0466]
_cons
-3.954***
[0.3393]
qy
-0.376***
[0.0576]
N
574

Note: The standard deviation is in bracket; ***, ** and * indicate the significance level of 1%, 5% and 10%, respectively.

Table 2 shows the results of two-way interaction between
public service charges and financial decentralization. Among
them, model 1 includes regional dummy variable, while model
2 does not include regional dummy variable. According to the
results of Model 2, it can be seen that the regional virtual
coefficient has a significant effect on public service charges
and financial decentralization, but without effect on the
control variables. Through screening, Model 2 is selected to
analyze the two-way interactive effect between financial
decentralization and public service charges.
i The influence of financial decentralization on public service
charges. According to the regression results of Model 2, the
regression coefficient of financial decentralization on public
service charges is -0.505, passing the significance test of 1%.
This indicates that the government’s demand for public service
charges decreases by 0.505% when the degree of financial
decentralization increases by 1%. That is, the government has a
willingness to reduce charges. This is consistent with the analysis
above: the increase in the degree of financial decentralization will
decrease the public service charges.
ii The influence of public service charges on financial
decentralization. According to the regression results of Model
2, the regression coefficient of public service charges on
financial decentralization is -0.573, passing the significance
test of 1%. This means that the degree of financial
decentralization decreases by 0.573% when the public service
charge increases by 1%, which is consistent with the analysis
above. That is, the increase in public service charges will
decrease the degree of financial decentralization.
iii The influence of public service charge control variables on
public service charges. The regression result of the scale of
government on public service charges is -3.250, passing the
significance test of 1%. This means that the public service
charges decrease by -3.250% when the scale of government
increases by 1%, indicating that the executive powers of the
government are expanded with the expansion of its scale. As
power expands, the government can gain more monopoly
advantages to less rely on the public service charges within the
budget. The regression result of average wage of employees in
urban non-private enterprises on public service charges is 1.388,
passing the significance test of 1%. This means that the public

service charges increase by 1.388% when the average wage of
employees in urban non-private enterprises increases by 1%. The
operation of state-owned enterprises and collective enterprises is
largely burdened by public service charges, so the public service
charges will be increased with the increase of the wages of
employees in the state-owned enterprises. The regression result
of urban garden green area on public service charges is 0.384,
passing the significance test of 1%. This means that the public
service charges increase by 0.384% when the urban garden green
area increases by 1%, indicating that a large part of the
expenditure gap of expanding the urban garden green area should
be made up by government public service charges.
iv The influence of financial decentralization control
variables on financial decentralization. The regression result
of openness degree on financial decentralization is 0.577,
passing the significance test of 1%. This means that the
financial decentralization increases by 0.577% when the
degree of openness increases by 1%. The government's ability
to regulate and control the economy is weakened with the
increase in the degree of openness, while it is more likely to
cooperate social organizations to develop economy. The
regression result of industrial structure on financial
decentralization is 2.055, passing the significance test of 1%.
This means that the financial decentralization increases by
2.055% when the industrial structure increases by 1%,
indicating that the government will decentralize more fiscal
power to society with the increase in the proportion of tertiary
industry. The regression result of the degree of urbanization on
financial decentralization is 1.176, passing the significance
test of 1%. This means that the degree of financial
decentralization increases by 1.176% when the degree of
urbanization increases by 1%. The level of urbanization is an
important indicator of the level of economic development.
With the improvement of economic development, the
government is more willing to cooperate with the social
organizations. The regression result of per capita GDP on
financial decentralization is 0.579, passing the significance
test of 1%. This means that the degree of financial
decentralization increases by 0.579% when per capita GDP
increases by 1%, indicating that the public demands for public
service increase with the improvement of people's living
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standards. Public services provided by the government alone
can no longer meet the needs of the society, so the government
will decentralize more fiscal power to the society.
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society by the government and promoting the continuous
improvement of financial decentralization system.
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