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Eurozone Debt Risk Resolution and the Implications for China's Hidden Local Debt
JIANG Yile' ZHONG Wenna’ DONG Bingbing® CHANG Chun’
(1. China Academy of Financial Research, Shanghai Jiao Tong University;
2. Shanghai Advanced Institute of Finance, Shanghai Jiao Tong University)
Abstract The resolution of local government implicit debt risk is an important issue that China urgently needs
to address. This is a complex challenge that involves the intertwined effects of development and governance. The
core challenge lies in preventing local governments from generating moral hazard due to over-reliance on central
government bailouts, while avoiding the use of excessive money supply measures to resolve implicit debt. Instead,
there is a need for the promotion of efficient collaboration between financial authorities and the financial sector.
Looking back at the European debt crisis of 2011, the outbreak of the crisis, the contagion of risks, and the interests
of the parties in the rescue process all have many similarities with the resolution of local government implicit debt
risk in China. When dealing with the liquidity risks from the debt of member states, the EU adopted a combination of
fiscal-led and monetary-supported measures to offset the conflicts of interests among the parties. It also established
an incentive-compatible rescue mechanism to address the moral hazard of heavily indebted countries. Based on this
experience, China needs to build a framework that integrates financing, the financial sector overall, and institutional
reform. On the basis of existing measures, it should focus on addressing the liquidity risks of local government
implicit debt. Specifically, it can explore the establishment of a financial rescue mechanism funded by the central
government, local governments, and the financial market. It can also set up incentive-compatible rescue measures,
implement a rule-of-law and market-oriented rescue model, and promote the sharing of risks among different regions.
In the long term, the complete resolution of local government implicit debt risk still depends on the continuous
advancement of development transformation and governance reform.
Keywords Local Government, Debt Risk, Eurozone Debt Crisis, International Comparison
JEL Classification H63 H74 G28
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