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Fiscal Decentralization, Financial Decentralization and
Capital Deepening
XIAO Peng (Central University of Finance and Economics, 102206)

BAI Liru (Central University of Finance and Economics, 102206; Shandong Management University, 250300)
Summary: With China’s remarkable and accelerating economic expansion, its underlying driving force has
become a subject of intense academic debate. Nevertheless, there is a phenomenon that cannot be
overlooked: the increase in capital cannot be matched with a corresponding increase in labor, known as
“capital deepening.” Traditional economic theories often associate this phenomenon with the stage of full
employment, but its premature appearance in China has raised many questions, such as what are the
institutional factors behind it. This paper analyzes the impact of decentralization on capital deepening in
China and provides an important perspective to answer this question.

China’s decentralization system can be divided into two categories: fiscal decentralization and financial
decentralization. In order to comprehensively measure their impact on capital deepening, we used panel data
from 278 prefectural-level cities from 2006 to 2021, and empirically analyzed it with four different models: the
dynamic panel model, the model with individual-specific slopes, the dynamic spatial Durbin model, and the
two-regime spatial Durbin model. The findings are as follows. (1) Both fiscal decentralization and financial
decentralization contribute to capital deepening. Furthermore, capital deepening exhibits a discernible degree
of “time inertia.” (2) The impact of fiscal and financial decentralization on capital deepening is more
pronounced when they function as “substitutes” than as “complements” between the channels. Furthermore,
capital deepening is more pronounced when decentralization is synergistic. (3) In the short term, the
decentralization system exerts a spatial spillover effect from neighboring cities to local areas, which is not
significant in the long term. (4) The analysis of mediation effect demonstrates that fiscal decentralization
indirectly promotes capital deepening through the mediating variable of local fiscal power, with financial
decentralization partially through the investment of financial resources. (5) The effects of decentralization on
capital deepening exhibit significant heterogeneity depending on the location, tier and reform stage of the cities.

In light of the aforementioned findings, this paper posits that the first step should be to advance the
reform of the fiscal decentralization system between the central and local governments in a systematic and
methodical manner. Second, financial institutions should have greater autonomy and be more market-
oriented. Third, the reform of the decentralization system must be tailored to local conditions, with
differentiated reform policies implemented accordingly.
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