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How to Deal with Local Government Debt Risks: A Perspective Based on Macro
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Abstract: In recent years, the issue of elevated local government debt levels has drawn
widespread attention. Local governments have an inherent connection with local financial institutions,
and the expansion of local government debt has become a potential risk threatening fiscal and financial
security. How to effectively coordinate fiscal, monetary, and macro-prudential “three-pillar” policies to
prevent and mitigate debt risks has become an important task for improving China’s macroeconomic
regulation mechanism.

This paper constructs a New Keynesian Dynamic Stochastic General Equilibrium model that
incorporates the risk characteristics of China’s local government debt and multiple macro policies. It
analyzes the endogenous mechanism of systemic financial risk caused by the expansion of local
financing platform debt and discusses the regulatory effect of the “three-pillar” of fiscal, monetary, and
macro-prudential policies in mitigating debt risks. The simulation results are as follows. First, the fiscal
policy focusing on the local debt burden ratio reduces the ability of macroeconomic regulation, but can
effectively reduce financial fluctuations. Second, compared with quantitative and mixed monetary
policies, price-based monetary policy significantly enhances the effectiveness of fiscal policy through
the interest rate transmission channel. Its combination with fiscal policy can not only help mitigate the
amplification of the accelerator effect on the financial cycle but also increase the output levels. Third,
the coordinated implementation of macro-prudential policies (represented by counter-cyclical credit
adjustments) , price-based monetary policies, and extended fiscal policies not only significantly
reduces the debt leverage ratios of local government financing vehicles (LGFVs) and enterprises,
substantially enhances the stability of the financial system, but also effectively smooths cyclical
fluctuations in the real economy, contributing to the achievement of the policy objectives of
“stabilizing growth” and “preventing risks”.

The findings of this study suggest that first, China should introduce local government debt
indicators into the performance evaluation mechanism of local governments, conduct joint assessments
of economic growth and local government debt, and continuously promote the market-oriented
transformation of LGFVs. Second, China should accelerate the transformation of the monetary policy
framework and build a price-based monetary policy framework with interest rate regulation as the core,
and strengthen coordination between fiscal policies and price-based monetary policies. Third, it is
necessary to improve the “three-pillar” regulatory framework and implement differentiated policy
combinations based on economic fluctuations caused by different exogenous shocks. This paper
establishes a systematic theoretical analysis framework for mitigating China’s local government debt
risks and provides theoretical foundations and practical guidance for formulating local government debt
risk governance strategies.

Keywords: local government financing platform; debt risk governance; monetary-fiscal policy
coordination; NK-DSGE model
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