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Mechanism of Debt Risk Transmission of Local Government Financing
Platforms and Policy Responses
MA Yong'?, ZHANG Hong-ming'
(1.School of Finance, Renmin University of China;
2.China Financial Policy Research Center, Renmin University of China)

Abstract: In recent years, the debt issue of local government financing platforms (LGFPs) has
become a major concern of researchers. This issue has its complexities in operational mechanisms
because of its interconnections with financial activities, fiscal problems and the real economy.
Comprehending origins of LGFPs’ debt, avoiding associated risks and finding ways to resolve debt
predicament are crucial to the steady development of China’s economy, particularly as the potential debt
risks faced by local governments have progressively transformed into a metaphorical “grey rhino” in
China’s economic and financial system. Within this context, it has become a major practical challenge to
understand mechanisms of LGFPs’ formation and evolution and to prevent the undue accumulation of
debt-related risks in LGFPs. To provide a systemic analysis for these issues, this paper conducts a policy
simulation analysis by developing a dynamic stochastic general equilibrium (DSGE) model.

The theoretical model in this paper reveals that fiscal policies, driven by counter-cyclical
adjustments, prompt financing demands. Local governments can facilitate access to resources from the
financial sector through LGFPs, thus affecting credit dynamics and partially mitigating economic
fluctuations. This process relies on the Ponzi financing capability of LGFPs, which is supported by
government credit, but this capacity gradually declines as debt accumulates. Once it drops to a certain
level, the potential risk of economic fluctuations will increase significantly. When the Ponzi financing
capacity of LGFPs is weak, the debt reduction policy reduces financial stability, while macro-prudential
policy improves financial stability. The combination of these two policies produces an effect of
simultaneously bolstering financial stability and land prices. When LGFPs lose its Ponzi financing
capacity, monetary tightening can lead to financial instability and a dilution of the effect of the loan-to-
value ratio (LTV) policy, but a credit-based capital adequacy policy promotes financial stability through
credit easing.

Three policy implications emerge from this paper. First, the steady operation of the economic and
financial system will provide a crucial foundation for resolving the LGFPs’ debt dilemma.
Consequently, governments should rigorously control the total debt of LGFPs to prevent further
deterioration of financing capacity and to avoid systemic risk. Second, when the central bank
implements tight monetary policy, it should take into account LGFPs’ debt problem to avoid significant
imbalances in LGFPs’ flow. Governments and financial departments should strengthen collaboration to
reduce LGFPs’ debt accumulation while maintaining financial stability. This also supports the normal
operation of LGFPs and ensures the stability of land prices, which provides more time for the resolution
of LGFPs’ debt and creates more room for fiscal policies. Third, market-oriented transformation of
LGFP should be expedited. This involves effectively curbing local governments’ intervention in LGFPs,
dispelling the notion of government’s rigid payment, and avoiding financial instability arising from
excessive risk accumulation.

Main contributions of this paper are three folds. First, from the perspective of modeling approach,
this paper, by incorporating land finance and Ponzi financing, and providing a more detailed description
of the relation between LGFPs and the financial sector, provides a model that is in line with the reality
of the debt problem of LGFPs. Second, from the perspective of the mechanism analysis, this paper treats
the evolution of LGFPs’ financing capacity as a dynamic process, analyses the theoretical mechanism in
the transformation of LGFPs’ Ponzi financing capacity from strong to weak capacity, and further
investigates the possibilities of debt default when the Ponzi financing capacity of LGFPs is weak. Third,
from the perspective of policy analysis, this paper discusses in detail the debt reduction policy and the
macro-prudential policy as well as their policy performance under weak Ponzi financing capacity, which
provides useful insightful implications for subsequent debt governance.
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