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Some Basic Understanding Drawn from the Audit Findings
on Local Government Debt

Kang JIA

Director of the Research Institute for Fiscal Science, Ministry of Finance

Prof. Jia analyzed the results of the latest report about local debt from the national audit office.
Stressing the connection between debt and the evolving nature of local finance and taxation,

he proposed several measures to address and reform the local debt issue.

Firstly, Prof. Jia praised the audit as the most comprehensive survey to date regarding China's
local debt issue, noting that it has sparked broad attention towards the problem and how to
reform in the future. He then provided an general assessment, stating that China's overall debt

level is still within reasonable bounds.

Local debt amounts to 10.7 trillion RMB, or 27% of 2010 GDP. China's total public debt
is between 50 and 55 percent of GDP, which in comparison with the national debt levels
of European countries, suggests China is still within safe levels. In the short term, Prof. Jia
proposed that China's regulatory bodies, including the finance ministry and the bank regulating
board, engage in greater communication and focus their efforts on areas and projects with the

highest levels of risk.

Next, Prof. Jia provided an analysis of the institutional factors underlying this issue. The
real danger with the debt issue is not one of contagion and economic loss, but rather that the
revelation of poor institutional systems will warp an economic problem into a social or even
political one. Extreme measures may be needed to preserve the government's credibility and

the legitimacy of the 'harmonious society' concept.

Much of the institutional problem lies with the division of taxation, a series of reforms
beginning in 1994. At the provincial and lower levels of government, these reforms have
still not yet been implemented entirely, leading local officials to rely on informal methods to
compensate for legal shortcomings. To shore up this institutional problem, reform measures
that extend greater power to local districts must be continued. Furthermore, since with the

abolition of the agriculture tax most rural finance divisions have no source of income, it is
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worth considering a simplification under which all fiscal power below the provincial level is
placed in the counties. This would make full implementation of the taxation division reform
much easier, and pave the way for the introduction of municipal bonds as a new legal source

of revenue.
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The Development of Local Government Financing Platforms:
a Comprehensive Analysis of Pros and Cons

Xiangyang ZHAN
Director of Financial Research, ICBC

In her speech, Ms. Zhan defined and analyzed the issue of 'local government financing
platforms.' She incorporated the results of the recent national audit, discussed the development

of financing platforms, and proposed several comprehensive reforms.

Ms. Zhan defined a local government's financing platform as a set of measures to raise capital.
This includes licensing public infrastructure projects, managing external loans, and using
management income, fees from public facilities, and tax policy to pay off the loans. In light
of the recent national audit, Ms. Zhan stressed that as local government debt has reached
10.7 trillion RMB, the number of local financing platforms has increased, gradually shifting
towards lower level governments. In 2010 there were a total of 6,576 platforms, with 72%
of those at the regional and county levels. Bank loans have been the principal source of

financing, with government bonds accounting for only 7%.

Ms. Zhan stressed that local government financing has had positive and negative effects.
For one, local government investment has spurred development throughout China. Local
governments have used their financing platforms to build up capital, and many investment
projects have been profitable. However, Ms. Zhan also directed attention to the myriad of
risk-related problems arising from local governments' improper activities and excessive risk-
taking. Local governments have given 'guarantees' with no legal backing; some regional
governments have taken on dangerously high levels of risk; and the excessive use of bank
loans has improperly shifted risk burdens onto commercial banks. Furthermore, regulatory

mechanisms have not been strong enough to safeguard investors.

Regarding how to reform this system, Ms. Zhan first emphasized that — given the expectation
that Chinas’ governments will ensure social and economic progress — it is reasonable for local
governments to raise capital. Instead of simply cutting off governments from fund raising,

reform measures should provide them with other legal routes to finance projects.

At an institutional level, Ms. Zhan suggested that local governments be allowed to issue

financing bonds and support direct investment policies. Furthermore, the country needs
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a comprehensive system of regulation devoted to local debt, which could set and enforce
standards for risk-taking and borrowing levels. Regarding currently held debt, Ms. Zhan stated
the need to pave an orderly way for governments to pay back their obligations, and that reform
measures should avoid acting so quickly that current investment projects end up ruined. At
the same time, commercial banks ought to voluntarily step up their risk standards for loans,

placing another check on the risk taking of local financing platforms.
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The Latest Development of Land Reform in Chengdu

Lixing LI

Associate Professor of National School of Development, Peking University

Peaking as a representative of the NSD's research team on land policy, Prof. Li outlined the
latest developments in Chengdu’s land reform program, and suggested that reform of land
policy could be solution to local debt excesses and the general problem of government-run

local economies.

As background, Prof. Li outlined the two systems of land ownership in China: urban land
is owned by the state and leased to owners who then have transfer rights; rural land is
collectively owned, with families in procession of non-transferable rights to agricultural and
development land. Even though rural development land is quite valuable because it can be
transferred into the urban system, currently all transfers require the land to be first seized by
the local government. This has widened the gap between rural and urban incomes, constrained
the efficiency of land use, and prompted local governments to requisition land in order to back

bank loans, accumulating significant risk.

In the wake of this issue, the Chengdu government undertook an experiment to distribute land
titles and reform the household registration system. After a tremendous amount of formally
establishing ownership and boundaries, farmers were endowed with permanent ownership
deeds to their land.

Prof. Li then discussed several events in the experiment's course. First is that in the rebuilding
efforts following the 2008 earthquake, farmers actively contracted directly with developers,
or signed three-way contracts along with their collectives and developers. Collectives also
sold usage rights directly to developers. A survey made by the NSD research team found that
comparable plots of land under the state-owned system sold for higher than those under the
collective-owned system, a phenomenon attributable to the greater flexibility of land contracts
under the state-owned system.

A second development has been land use auctions, whereby a peasant family can auction
off 40-year usage contracts to developers, a transaction that leaves the peasants far better
off without forcing them to sell off their permanent claim to the land. Comparing prices

that farmers could obtain via different methods of transferring their land, the research team
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discovered that land requisition by the state yielded an average compensation up to 50 times

lower than what could be obtained by auctioning land use rights to developers.

In conclusion, Prof. Li praised the experiment as brining great benefit to the farmers,
promoting equality, improving relations between rural and urban residents, opening up
investment opportunities, and restraining local governments' debt problems. In light of how
much land requisition is used as collateral for excessive debt, this experiment might well be

repeated elsewhere.
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Comments

Qiren ZHOU

Professor of National School of Development, Peking University

Prof. Zhou's speech built on the issues addressed earlier in the conference: debt, government
financing and land policy reform. He summarized the relationships between these issues, and

proposed relevant steps to reform them.

Despite the often low quality of public reporting at local levels, China’s bank supervisory
board, national audit and central bank have all recently published statistics that tell a very
similar story: local governments have taken on a tremendous amount of debt. As to whether
this is itself dangerous, Prof. Zhou generally agreed with Mr. Jia's conclusion, namely that
this issue will not have any direct effect on China’s economy in the next two years. The scale
of the national economy is too large, with local public debt amounting to only a fifth of all
national debt. Furthermore, because different regions are highly separated from others, the

risk of contagion is low.

Next Prof. Zhou raised the issue that the economic problem of excessive debt could spill over
into the basic relationship between China's government and citizenry. Ultimately it would be
taxpayers who would be responsible for settling local debt issues, but taxpayers understand
little of this issue's circumstances. Even the 40,000 strong team of the national audit office
could not ascertain all of the exact circumstances. Prof. Zhou stressed that this lack of

transparency is not a small problem, and that local debt affects many other social problems.

Particularly, in many cases, the collateral held by banks has been land. For over the last thirty
years, policy has stated the maximum compensation that can be delivered to farmers from
government land requisition is 30 times one year's income. This rule has prompted many
local governments to seize farm land and use it as a means of accessing credit. Although the
national government made it clear in 2008 that the scope of requisition was to be narrowed,
this practice is carried out even more today. In the past two years roughly 6.8 million mu
of land has been requisitioned each year, far above the stated target of 4 million. Simply,
land requisition becomes financial policy, which becomes financing, which drives China's

overdependence on the investment of its citizens.

How to reform this model? Experiments like Chengdu’s can guide the development of a

system in which land is transferred directly from collective ownership onto the market. The
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results from Chengdu indicate that any and all land can be made tradable. With respect to legal
reform, the results are equally clear. All is left is whether this kind of reform can actually be
implemented on a larger scale. Prof. Zhou raised the possibility that land policy reform could
be used to get at the heart of the debt problem and improve relations between the government
and the citizenry. The risk of having the government play such a central role in the economy
is that there is only one government, and ultimately it would be banks and not the government
which goes bankrupt. Therefore, public borrowing absolutely needs to be regulated. The

country needs responsible fiscal policy, otherwise its rapid growth will prove unsustainable.
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China's Terms of Trade and Welfare Effects from 2001 to 2011:
a Large Open Macroeconomy's “"Boomerang Effects”

Feng LU, Yuanfang LI" and Yewei YANG™
*Professor of National School of Development, Peking University
"Postdoctor of National School of Development, Peking University

*Graduate Student of School of Marxism, Peking University

A country's terms of trade is the ratio of its export prices to its import prices, and so when
this ratio lowers, the terms of trade worsen, leading a loss in welfare. From the mid 1990s on,
China's terms of trade has consistently worsened, and has been effected by macroeconomic

developments. Prof. Feng analyzed these trends, their causes and political implications.

Statistics show that, with the exception of the crisis year 2009, China's terms of trade have
steadily declined by an annual average of about two percent from 2001 to 2010. Many
factors have effected the changes in China's terms of trade. For example: China's push to
modernization, driving up factor prices, and overall demand, similarly driving up commodity
prices. Expansionary monetary policy contributed to the boom, by stimulating the real
economy, increasing factor imports, and -- because China is a large country with market-
moving power -- raising the prices of imported goods and exacerbating the decline in terms of
trade and national welfare. Prof. Lu introduced several statistics to show that this effect, which

he termed the 'boomerang effect,' has been observed in China.

As the terms of trade is the ratio of export prices to import prices, changes in terms of trade
can be decomposed into individual price changes. From this angle, we see that the price
of exported primary goods has fallen greatly relative to imported primary goods, that for
manufacturing goods this ratio has somewhat declined, and that among exported goods the
price of manufacturing goods relative to primary goods has dropped significantly. Finally,
because the proportion of imports made up of primary goods has greatly risen relative to the
proportion of exports made up by primary goods, the above factors have resulted in a dramatic
decline in terms of trade.
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The policy implications are clear. Although economic growth is good, excessive rises in
output and demand in a large open macroeconomy like China's will have a negative effect
beyond just inflation and asset bubbles -- namely a worsening terms of trade. Thus policy
makers should be careful that exchange rate and interest rate policy does not strengthen this
effect. Macroeconomic regulation should strive for moderation, lest policy that is too loose
introduce the negative welfare effects of worsening terms of trade. Practically addressing
the issue of inflation, and steering the economy away from heated growth that has spawned
inflation and driven up capital prices, will give China's economy a foundation for stable and

sustainable growth.
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Long Cycle of Economic Growth

Guoqing SONG

Professor of National School of Development, Peking University

Firstly in the speech, Prof. Song gives a short comment on the influence of terms of trade on
domestic production and national income. He suggests that we should pay attention to the
influence for both the short term and the long erm. There is a possibility that we can get profit

currently at the expense of future loss.

Next, Prof. Song focuses on the topic that why the potential economic growth declined
recently. Compared to the economic growth rate and inflation rate between 2004 and 2006, the
economy currently is experiencing lower economic growth rate and higher inflation rate. It is

mainly because of lower potential economic growth rate.

Prof. Song doesn’t agree that the decreasing growth rate of labor can fully explain the lower
economic growth rate. He suggests the theory of “supply cycle” to explain the potential
growth rate. After eliminating the effect of demand, he shows us the cycle of short-term
potential economic growth rate, which matches the cycle of non-agricultural labor share. In
this view, the decreasing economic growth rate may be due to running into the bottom of the

cycle.

Then Prof. Song shows us the picture of long-term potential economic growth rate which
comes from the short-term economic growth rate with the effect of rural labor transfer
fluctuation removed. It does not show that the economy faces severe downturn. The gap of
short-term potential economic growth rate between 2006 and 2010 is 2.4% while the gap of

long-term potential economic growth rate disappears.

Finally, Prof. Song forecasts that the long-term potential economic growth rate will decreases
0.1%-0.2% every year since the growth rate of labor market may decrease 0.1% annually in
the future.
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FEHRFEH 9.2 5.6 132 235 170 165 227 350 6.40
el ER T 9.4 6.3 147 262 174 223 272 375 6.41
BRI 5 9.3 6.0 145 250 175 155 210 375 6.35
R SR 94 57 142 258 166 200 210 375 6.40
HER 7 [ 9.8 5.9 144 245 168 228 246 350 6.40
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