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Transmission Mechanism and Resolution of Local Government Debt Risk
CAO Jing' HAN Ruixue’
(1.Institute of Finance and Banking, Chinese Academy of Social Sciences;
2.School of Public Finance and Taxation, Capital University of Economics and Business)
Abstract Clarifying the transmission path of local government debt risk to the fiscal and financial fields is the
premise of establishing a long-term mechanism to prevent and resolve local debt risk. This paper finds that as land
transfer income decreases and the return on investment fails to meet expectations, special-purpose bonds face higher
repayment pressure. Due to a flawed pricing mechanism and an unhealthy credit rating system, investors face added
difficulties in assessing special-purpose bonds risks. The accumulation of local government implicit debt has led to
a convergence of fiscal and financial risks. On one hand, implicit guarantees lead to the concentration of debt risk
from local government financing vehicles (LGFVs) in the fiscal system. On the other hand, the debt risks of LGFVs
are transmitted to each other through bank balance sheets and the risk premium channel. Interbank lending and the
guarantee network of LGFVs lead to risk spillover across regions. To prevent and resolve local government debt risk,
we should take into account short-term policy responses and medium and long-term governance reforms in order to
establish a comprehensive debt supervision mechanism that is compatible with high-quality development.
Keywords Special-Purpose Bond, LGFVs Debt, Risk Transmission, Risk Resolution
JEL Classification H63 H70 GI18
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