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Abstract 

As China is in the process of urbanization, local governments often assume 
the responsibility for the construction of most public facilities, and thus have 
strong investment needs. Under the current trend of large and growing local 
debts in China, local governments in all regions and at all levels in China have 
a lot of debt operations and complex debt relationships. The accumulation of 
local debts leads to the out-of-control of the scale of debts, which seriously 
affects the normal operation of government agencies and hinders the devel-
opment of the economy, which is prone to huge financial risks and social 
conflicts. In order to control the risk of debt, the central government began to 
adopt a series of policies in 2018 to implement debt limit management for lo-
cal governments, and the national local government debt limit was 21 trillion 
yuan. In this context, this paper starts from the status quo and problems of 
local government debt, accurately analyzes the causes and mechanisms of 
debt formation, and proposes specific measures and methods to rationally 
control debt growth and reduce risks, in order to strengthen local govern-
ment debt management and resolve social conflicts. This article provides 
guidance advice.  
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1. Introduction 

Since the reform and opening up, China’s economy has achieved remarkable 
developments, and such development is inseparable from the vigorous construc-
tion of infrastructure by various local governments. However, in the course of 
development in recent years, in order to alleviate the financial crisis, the gov-
ernment has adopted an expansionary economic policy to stimulate the devel-
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opment of the economy. Some local governments still have problems of illegality 
and disguised borrowing, the way of borrowing is increasingly diversified and 
risks are increasing.  

The introduction of the new budget law in 2014 clearly clarified that the only 
legal way for local governments to borrow is to issue local government bonds. 
Local governments at all levels have accelerated the establishment of a standar-
dized debt financing mechanism to prevent and resolve financial and financial 
risks, and achieved phased results. However, in order to obtain a large amount of 
funds, local governments still borrow heavily through various means, and the 
debts are getting bigger and bigger. As local governments’ debts continue to ac-
cumulate, the debt risks they face are gradually increasing, affecting economic 
and social development, the normal operation of local finances, and may even 
trigger fiscal and financial risks and social risks. 

On March 24, 2018, the Ministry of Finance launched a series of policies, such 
as the Notice on Doing a Good Job in Local Government Debt Management in 
2018, and “preventing the resolution of major risks” as an important task. 
Guiding and resolving stock debts, curbing implicit debt increments and risks, 
and improving existing local government debt management policies are of great 
significance to the current healthy economic development and social harmony 
and stability. 

Local debt is a “double-edged sword”. Moderate local government debt can 
promote local economic development and improve the overall service capacity 
of the government. However, excessive government borrowing may reduce its 
enforcement power, induce instability, and directly affect the normal operation 
of government agencies. Therefore, we must be aware of China’s current local 
debt scale and debt repayment risk, actively formulate policies, rationally control 
the scale of debt, and ensure the rapid development of local economy and social 
harmony and stability. 

2. The Status Quo of Local Government Debt Risk in China 

2.1. The Scale of Debt Is Large and the Pressure for Repayment Is  
Large 

From the results of the national local government debt audit in 2011, as of the 
end of 2010, the national local government debt balance was 10.7 trillion yuan. 
As of December 2013, the National Audit Office released data showing that as of 
June 2013, all levels of government across the country The debt balance was 30.2 
trillion yuan, of which the central government’s debt balance was 12.4 trillion 
yuan, while the local government debt balance was as high as 17.8 trillion yuan, 
more than the central government debt of about 6 trillion yuan. 

The release of China’s local government bond issuance and other debt data 
released by the Ministry of Finance in January 2018 shows that as of the end of 
2017, the total national balance of local government debt is basically controlled 
within the limits approved by the National People’s Congress. The balance of 
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government debt in China is 29.95. One trillion yuan, of which the central gov-
ernment’s national debt balance is 13.48 trillion yuan, and the local government 
debt balance is 16.47 trillion yuan. This is because in 2013, the National Audit 
Office carried out local government debt audit work nationwide, publicized the 
situation of local government debt, and required government departments at all 
levels to disclose debt information, and local governments paid attention to con-
trolling the scale of debt. Due to the special circumstances of China’s vast terri-
tory and complex public conditions, local political power is higher than political 
power, so it still needs large expenditures in developing local economy and stabi-
lizing local security. As a result, China’s local government debt still maintains a 
large base and local debts are repaid. The situation is still grim [1]. 

2.2. Local Debt Recessive 

It is unscientific to look at the explicit debt of the government. At the same time, 
it is necessary to consider implicit debt, so the scale of local debt is very large [2].  

Explicit debt refers to the government responsible for establishing a law or 
contract. When the debt expires, the government has a statutory obligation to 
pay off the debt, mainly referring to domestic currency bonds issued in the 
country and foreign currency bond bonds issued abroad. The difference between 
explicit liability and implicit liability lies in the degree of explanation of the debt 
clause in the contract and the different binding force of the debt on the enter-
prise. Explicit liabilities specify the amount of liabilities, the period of repay-
ment, the method of repayment, and the liability for breach of contract in a clear 
contractual clause. Implicit liabilities have no clear terms of contract detailing 
the repayment of debt. Explicit liabilities are based on explicit contracts, and the 
performance of their debts is guaranteed by law. It is the basic guarantee for the 
transaction behavior between enterprises and customers, and must be repaid. 
Implicit liability is based on implicit contract, which is a reasonable expectation 
of customers to completely transfer the ownership of goods, and is an implicit 
commitment of enterprises to customer expectations. Implicit liability is not a 
liability in the legal sense, but a result of self-conclusion between the firm and 
the customer. 

Since the real debt data is in the hands of local governments, it is not dis-
closed. At present, there is no complete, accurate and persuasive statistics on the 
scale of local debt. However, the scale of local debt has become a consensus, and 
it is extremely urgent to reduce risks. 

The problems existing in the implicit debt of local governments in China 
mainly include: First, the specific scale is unknown. There is no uniform stan-
dard for which debts should be included in the local government implicit debts, 
and no local authorities have the responsibility to disclose the hidden debts of 
the local governments to investors or relevant departments. Second, the types of 
debt are diverse. Local governments have different sources of hidden debts, 
some purchase services through the government; some pass PPP projects; some 
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pass guarantees to enterprises and institutions; some use “Internet finance” to 
borrow debts. Due to the variety of types, it also increases the difficulty of accu-
rately defining the implicit debt of local governments. Third, it is difficult to 
judge risks effectively. At present, the information on the size, duration, interest 
rate, capital investment, and financing channels of local government implicit 
debts are not open and opaque, which is not conducive to the market to judge its 
risks. And because a large amount of government funds are invested in public 
welfare projects such as transportation and water conservancy, the income is 
low, and the government often maintains the capital turnover by means of 
“borrowing new and old” and increases the risk factor of local government debt 
[3]. 

2.3. Lack of Effective Risk Management Mechanisms 

In the international community, the financial risk management mechanism 
generally adopts a quantitative management model. Then, on basis of quantifi-
cation, according to the overall economic development of the country, a “linear 
indicator system” is established, and a “warning signal” with visual significance 
is also used. “Lights to monitor the current debt size”. When a debt problem 
arises, effective measures can be taken to monitor the debt at the first time. 
However, China’s current debt situation is relatively complicated, and there are 
many kinds of debts, and most of them are still in the form of implicit debt. Even 
if they have corresponding management measures and systems, they are subject 
to various objective conditions for local governments. The constraints cannot be 
perfected like the international community, in order to monitor and warn gov-
ernment debts. 

3. The Cause of Local Government Debt in China 

3.1. The Local Government’s Powers and Financial Resources Do  
Not Match 

In 1994, the tax-sharing reform redefined the local fiscal revenue, but did not 
adjust the local expenditure responsibility accordingly. The local government’s 
budget became increasingly heavy, and the regions were even more bitter and 
uneven. Since the reform of the tax-sharing system, in the important social ser-
vice areas, such as education, health care, culture and science, local government 
expenditures accounted for almost 90% of the total expenditure. The local gov-
ernment’s financial and administrative rights are seriously mismatched, result-
ing in some local finances. Difficulties, have to rely on debt to spend the day. 

China’s “Legislative Law” defines the watershed between the National People’s 
Congress and the State Council and between the central and local governments 
in terms of legislative power, but as far as its substance is concerned, it is not as 
clear as the constitutions of other countries or the special laws on local 
self-government. A list of laws: what are the central things, what are the locali-
ties, and which are shared by the central and local governments. Because of the 
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low degree of rule of law, the unequal relationship between the central and local 
governments has become a normal state in the Chinese fiscal system in the past 
few decades, and often causes the embarrassing situation of “central hospitality 
and local paying”. 

For example, in order to honor the commitment of the country to “open the 
purchase of surplus grain” to the peasants, the State Council issued the “Deci-
sion on Further Deepening the Reform of the Grain Circulation System” in 1998. 
The second part of the “Decision” “reasonably divides the central and local food 
rights and responsibilities and comprehensively implements the responsibility 
system for the food governor” is the content of the division of powers. The main 
responsibility assigned to the State Council is “macro-control”, and the local. 
The main responsibility of the government is to “make a good job in grain pur-
chases”. In other words, the central government gives policy and unified com-
mand, and the specific expenditure responsibility is borne by the local finance. 

In recent years, the central government has pushed the “shed reform” policy. 
This policy is also a major source of local explicit and implicit debt growth in 
recent years, as it improves the living conditions of a large number of urban 
housing residents. The transformation of a shanty town continued to progress as 
planned, and the task indicators were decomposed at different levels. Under the 
dual tasks of repaying old debts and controlling new debts, local governments at 
all levels generally faced greater pressure on fiscal revenue and expenditure and 
debt relief. 

3.2. Performance View Manipulation 

For a long time, China has been simply using GDP and its speed to assess the 
performance of local governments and leading cadres. This mechanism is a kind 
of “championship” political incentive for local officials. This unreasonable and 
irregular performance appraisal mechanism has spawned a one-sided view of 
political achievements of local governments, especially leading cadres. Based on 
the maximization of their own political interests, local government officials are 
often keen to complete the tasks that are most likely to reflect their own perfor-
mance. They are reflected in the large-scale infrastructure construction of “visi-
ble and tangible”, short-term behavior, great success, and eagerness Cheng, keen 
on advanced development, over-investment, regardless of the actual project, re-
gardless of the cost of capital, regardless of the consequences to create image 
projects, resulting in local government debt remains high, the more rolling [4]. 

3.3. Unbalanced Financial Transfer Payments 

At present, the state implements a proactive fiscal policy, and when necessary, 
issues a certain amount of national debt to stimulate economic growth. Treasury 
bonds are mainly used for investment in infrastructure construction. Due to the 
long period of infrastructure construction projects, the effect is slow, and the na-
tional debt project requires certain local funds. Supporting, some local govern-
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ments have limited financial resources and have to solve them through financ-
ing. China has a vast territory and uneven development among regions. Some 
funds are tilted towards economically backward areas. Some transfer payments 
are made by special subsidies. The subsidy quotas and standards are not based 
on strict powers. The funds are not transparently distributed, and the funds are 
free. Some funds are not available. Reasonable use, due to special ribs, cannot be 
used in series, the financial resources required by some local governments for 
the most basic services are difficult to be guaranteed, because the funds between 
projects cannot be compensated, in addition, the transfer payment system lags, 
the inter-regional financial allocation is not All of them led to the occurrence of 
debts from some local governments. 

3.4. Accountability for Illegal and Illegal Financing Is Not in Place 

Many local governments have not implemented the responsibility for territorial 
management. They even believe that illegal and illegal borrowing on projects 
and construction is conducive to local development. The accountability of rele-
vant violations and violations is not in place, and the restrictions are softened, 
resulting in the emergence of illegal and illegal borrowing. The financial regula-
tory department’s system of accountability to financial institutions is still not 
perfect, and the penalties for relevant violations are not strict. 

For example: On September 25, 2018, the National Audit Office issued An-
nouncement No. 48 of 2018, “Tracking Results of the Implementation of Major 
National Policy Measures in the Second Quarter of 2018”. The audit results show 
that 9 cities, counties (districts) of the six provinces/autonomous regions have 
formed a local government implicit debt of 8.863 billion yuan by signing a gov-
ernment purchase service agreement. In July and September of 2017, the de-
partments affiliated to Yuhang District and the relevant units signed a govern-
ment purchase service agreement contract for the renovation of rural houses, 
road repairs and building demolition, with an agreement amount of 5.278 billion 
yuan. The agreement stipulated that the purchase of service funds should be in-
cluded in the budget. As of the end of June 2018, Yuhang District of Hangzhou 
City formed government implicit debt of RMB 4.007 billion through govern-
ment procurement services. According to the Financial Affairs [2017] No. 87 
document issued by the Ministry of Finance in May 2017, “Notice on Resolutely 
Stopping the Local Government’s Infringement of Financing in the Name of 
Government Purchase Service”, except for the shantytown renovation and the 
promotion of poverty alleviation in the unified deployment of the Party Central 
Committee and the State Council. In addition to the government purchase of 
services involved in the work, the government shall purchase the services strictly 
in accordance with the scope of the regulations. Document No. 87 emphasizes 
that “construction of raw materials, fuels, equipment, products, etc., as well as 
new construction, alteration and expansion of buildings and structures, and re-
lated renovation, demolition, repair and other construction projects” shall not be 
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taken as government procurement services. Obviously, after the publication of 
the No. 87 document, the case still included the construction project of “farm 
house renovation, road repair, i.e. building demolition, etc.” into the govern-
ment purchase service agreement, which obviously did not meet the require-
ments of Document 87. 

4. Local Government Debt Risk Reform Proposals 

4.1. To Promote the Process of Legalization of the Relationship  
between Central and Local Affairs 

The future construction of the legal system dealing with the relationship between 
the central and local affairs of China will largely determine the progress and dif-
ficulty of solving the problem of local government debt. First of all, in the con-
stitution and the law, the concept of “decentralization” between the central and 
local governments is established to promote a highly transparent central and lo-
cal game relationship based on legal rules. In this process, the relative indepen-
dence of local powers should be fully guaranteed, and local expenditure respon-
sibilities should not be arbitrarily increased. At the same time, government 
powers based on the law should not be arbitrarily deprived. 

4.2. The Rule of Law Reform of the Financial Market Mechanism 

In the process of local government debt financing, due to the existence of a large 
number of moral hazard problems, the scale of local debt exceeds the necessary 
limit, so some control mechanism must be introduced. Otherwise, the situation 
of local government behavior getting out of control will be updated through the 
legal system [5]. To make the current local government’s hidden debts explicit, 
so that the local government’s debt situation can be fully displayed in front of 
the financial market, and the rational choice of “self-financing” investors in the 
financial market to determine the possibility of local government financing. At 
the institutional level, the moral hazard of financial markets is reduced by in-
creasing the transparency of local government debt, and then the market me-
chanism is used to effectively control the local government’s debt-raising beha-
vior. 

Let countless investors in the financial market play the role of a constrained 
person in local government financing behavior, give full play to the unique 
transparent and efficient characteristics of the market mechanism, and use the 
real-time changing financial product price signals to “discover” the credit status 
of local governments, and then The government’s future behavior choices create 
market pressure [6]. 

4.3. Strengthen Existing Debt Management 

Excessive stock of existing debt is one of the crux of the problem of local gov-
ernment debt risk in China. To solve the local debt risk problem, we must first 
consider the existing debt stock and strengthen the management of existing debt.  
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At present, local governments in China are facing the pressure of high debt 
interest rate and short repayment period. After dealing with the accumulation of 
government debt experience, government bond replacement is a good way to al-
leviate the local debt stock. Local governments can rationally design debt swaps 
and local government bonds, and replace the original accumulated debt with 
conservative bonds with low interest rates and long years, which can effectively 
alleviate the principal and interest repayment pressure of the debts that are 
about to expire [7]. 

Actively and steadily resolve the hidden debts of the stock. Adhere to the 
principle of non-rescue in the central government, and do “who will hold the 
children”, resolutely dispel the “illusion” that the local government believes that 
the central government will “pay”, and resolutely dispel the “illusion” that finan-
cial institutions think the government will bottom out. Establish a market-based, 
rule-of-law debt default mechanism, and realize creditors and debtors to share 
risks in a timely manner, and prevent violations from spreading in a timely and 
effective manner. Adhere to the actual situation, classify prudent disposal, con-
tinue to rectify illegal guarantees, correct irregularities in government invest-
ment funds, PPP, government purchase services, encourage local governments 
to legally comply with regulations and increase credit, and prevent stock debt 
chain break risks.  

4.4. Improve the Local Government Debt Risk Early Warning  
Mechanism 

In the current information age, local government debt risk prevention efforts 
can make full use of advanced technologies to improve work effectiveness, such 
as the use of big data analysis, cloud computing platforms, AI and other 
high-tech, to launch a comprehensive coverage and networked debt risk assess-
ment system. Under the blessing of information technology, all kinds of infor-
mation will be comprehensively collected and scientifically analyzed. Relevant 
management can realize dynamic and real-time monitoring of local govern-
ment’s debt risk, and have a comprehensive understanding of various debt fund 
trends and specific use status. In addition, technical means can also analyze the 
historical data of local government debt, and provide a reliable and reliable ref-
erence for management decision-making under the precise and personalized 
evaluation. 

4.5. Improve the Intergovernmental Transfer Payment System  
and Achieve Equalization of Public Service Capabilities 

The state must continuously increase the intensity of transfer payments to eco-
nomically underdeveloped areas and meet the most basic needs of government 
public services. Due to the uneven distribution of financial resources in China, 
the administrative area is large, some regions have high tax bases, and China’s 
taxation system is relatively uniform. However, due to different regions, fiscal 
expenditure costs will vary. Some regions have higher expenditure costs, and 
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some regions have higher expenditure costs. Relatively low, providing the same 
level of public services in different regions requires different financial expendi-
tures. In order to achieve equalization of public services, it is necessary to trans-
fer funds to ensure the government’s capital needs in areas with relatively low 
economic development levels or high expenditure costs. The state should in-
crease the payment of provincial transfer funds, promote coordinated economic 
development among regions, and ensure the efficient operation of grassroots 
governments [8]. 

5. Conclusions and Limitations 

In summary, the current local government debt problem in China has a long 
history, there are many problems, and the potential risks are enormous. There-
fore, the Chinese central government and its subordinate governments are re-
quired to grasp the essence of local government debt problems, and based on 
their own functions, adopt effective measures to gradually resolve the debt 
problem and further reduce the local government debt risk. 

The reasons for the local government debt in China, such as the mismatch 
between the local government's power and financial resources, the concept of 
political achievements, and the rule of law and the rule of law reform of the fi-
nancial market mechanism all take time. It needs to take into account the appli-
cability of the current Chinese fiscal system; it is necessary to carry out a slow 
experimental trial and error to get a better solution, and the current economic 
situation of each province adopts a soft landing method to gradually carry out 
governance. This paper analyzes the problems and suggestions of local govern-
ment debt from a general direction, and cannot give specific suggestions ac-
cording to the actual situation of each province. This is also a new research di-
rection for the study of local government debt problems in the provinces. 
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