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The Formation Mechanism of Local Government Debt in China under Institutional
Arrangement and Change: A Complete Framework Based on Game Analysis
LIU Hao, CHEN Gong
(School of Finance and Trade, Wenzhou Business College, Wenzhou 325035, China)

Abstract ; Institutional and policy factors are the main reasons for the formation and continu-
ous growth of local government debt in China. Based on the institutional perspective, the paper
analyzes the causes of local government debt in China from three aspects including financial sys-
tem, political system and fiscal policy. After 2005, with the improvement of the public financial
system and the standardization of the transfer payment system, the accumulation of huge debts of
local governments cannot be fully explained by the public financial system. The competition among
local governments under the soft budget constraint is an important reason for the continuous expan-
sion of the debt scale of local governments in China. In the process of implementing fiscal policy,
the central government entrusts a large number of economic stability duties to local governments,
which is another important reason for the continuous scale expansion of local government debt. To
solve the local government debt crisis, it is necessary to change the financial power and adminis-
trative power of the local governments, reform the appraisal and promotion mechanism of local gov-
ernment officials, establish a complete government investment law, and take multiple measures
simultaneously to eliminate the impulse of local government debt investment.

Key words:Local Government Debt; Formation Mechanism; Game Analysis
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