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Local Public Debt and Cross-region Capital Flows: Based on
Inspection of the Groups with Different Fiscal Vertical Imbalance
YUE Mingyang' LIU Qiongzhi®
(1.Department of Economics, Party School of C.P.C. Jiangsu Committee s Nanjing 210009, China ;
2.School of Economics and Management , Wuhan University » Wuhan 430072, China)

Abstract: While China's local public debt scale continues to expand, interregional capital flows ex-
hibit an asymmetric pattern that significantly impacts economic and financial stability, yet prior lit-
erature rarely provides corresponding explanations for this phenomenon. This study employs prefec-
ture-level panel data from 2008 to 2021 to examine the effect and mechanism of local public debt on
cross-regional capital flows. The findings reveal that local public debt expansion leads to net capital
inflows in regions with low fiscal vertical imbalance but results in net capital outflows in regions
with high fiscal vertical imbalance. Mechanism analysis demonstrates that adjusting public invest-
ment and actual tax rates constitutes the pathway through which local public debt influences cross-
regional capital flows. Heterogeneity analysis indicates that implementing pledge-based tax
collection strategies most strongly amplifies the capital siphoning effect of local public debt, fol-
lowed by voluntary strategies, while compulsory strategies show no significant effect. Conditional
dependence analysis shows that the positive effect of local public debt on capital inflows relies on en-
hancements to both regional commercial bank digitalization levels and local fiscal supervision inten-
sity. This paper reveals how local public debt expansion causes significant divergence in fiscal com-
petition tools across regions, providing valuable insights for establishing context-specific debt man-
agement mechanisms in different areas.

Key words: Local Public Debt; Capital Flow; Fiscal Vertical Imbalance; Tax Enforcement; National
Integrated Market
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