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The Intrinsic Characteristics, Economic Impacts, and Policy Solutions of China’s
“Government-SOE-PE” Debt Cycle Mechanism

Zhang Jie' Yang Fujun’
(1. Institute of China’s Economic Reform and Development, Renmin University of China,
Beijing 100872, P.R.China;
2. School of Economics, Renmin University of China, Beijing 100872, P.R.China)

Abstract: This study constructs an analytical framework for a “government-state-owned enterprise-
private enterprise” debt-cycle mechanism. It reveals the logic of debt circulation among China’ s
local governments, state-owned enterprises, and private enterprises. The internal logic of this
circulation mechanism is as follows: First, local governments, as the “source-type driving force”,
expand borrowing through administrative links by making use of state-owned urban investment
companies. To a large extent, local governments rely on various types of local state-owned
enterprises (especially urban investment companies) as a debt channel to get funds for major project
investments and to maintain the operation of government institutions. Next, these urban investment
companies, as the “core intermediary”, obtain bank financing by undertaking government projects
and through other channels, thereby converting the local governments’ demand for debt into their
own liabilities. These urban investment companies use their land-use rights or state-owned

enterprise qualifications as collateral to get large amounts of financing from local commercial banks.
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In the end, this binds local government debt risks deeply with the financial risks of regional
commercial banks. Finally, after encountering arrears on receivables and the crowding-out of credit,
private enterprises become the “ultimate bearers” of the debt.

This study classifies the debt-cycle mechanism into five typical types, including the

» &«

“government-private enterprise” “urban investment company-private enterprise (bank) ” “leading

» «©

enterprise-micro small and medium enterprises” “state-owned enterprise-private enterprise” , and
“government-state-owned enterprise (bank)” mechanisms. Among them, the “government-private
enterprise” and the “urban investment company-private enterprise (bank) ” mechanisms play the
leading roles.

Furthermore, this debt-cycle mechanism generates multiple adverse effects on China’ s
macroeconomic functioning, and the specific performance is as follows: (1) It causes a clear blocking
effect on the current economic circulation chain in China; (2) For a country with a huge market
scale, this debt-cycle mechanism slows down China’s process of building a national unified market;
(3) Tt clearly weakens the transmission and implementation effectiveness of China’ s monetary and
fiscal policies; (4) It brings a clear limiting effect on the market opportunities for normal
development and the ability to upgrade for private enterprises; (5) It has a clear negative blocking
effect on the market opportunities for the normal development of various types of state-owned
enterprises.

The key to breaking this debt-cycle lies in fundamentally resolving the long-standing fiscal
revenue-expenditure gap of local governments, especially for grassroots governments. In order to
solve this problem, differentiated policies should be adopted, and the priorities for the
implementation of policies include the following: (1) Actively use the local government special-
purpose bonds as an important tool to solve the late payment problems and risks of the “government-
private enterprise” type; (2) Quickly make and introduce regulation systems and governance tools to
fully control and solve the negative effects of the huge hidden government debt built up over a long
time by local government financing vehicles; (3) Strictly limit local governments from controlling
state-owned enterprise operations through administrative methods; (4) Emphasize the standard-
setting responsibility of state-owned enterprises in keeping normal market order, reduce
unreasonable and even bad-faith late payments.

Keywords: China’s debt issue; “Government-SOE-PE” debt-cycle mechanism; Economic circulation

chain; Policy transmission; Local government debt
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